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Preface

The language of economics is English. Legal scholarship is for ob-
vious reasons tied to the language of the applicable law. Even studies
in comparative law are mostly directed towards the author’s own le-
gal order that is to learn from foreign experience. This division of
languages and labour leads to regrettable gaps in scholarly discourse.
Even contributions by famous authors like Richard A. Posner and
F. A. von Hayek are frequently interpreted in national isolation. I
publish this essay on Posner v. Hayek in English because the under-
lying controversy is accessible in English only.

I am greatful for comments by Anne van Aaken, Heike Schweitzer,
Mantred E. Streit and Viktor J. Vanberg. Remaining errors are mine.

Hamburg, March 2007 Ernst-Joachim Mestmicker
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The economist’s retrospective lnterpretation
of how the market system operates does not,
however, mean that we are now able to replace
it by some deliberate arrangements.

F. A.v. Hayek

1. The issues

The law has become a preferred subject of economic analysis.
There is, according to Richard Posner, a “movement of economic ana-
lysis: from Bentham to Becker.”! The insights of the pioneers of the
movement “have been generalised, empirically tested, and integrated
with the insights of the ‘old law and economics® to create an economic
theory of law having explanative power and empirical support. The
theory has normative as well as positive aspects”.? The application of
the analytical tools of economics to other fields of knowledge is not
limited to the law.? But the law in all its complexity has proved one of
the most promising and fertile fields to test new applications of the
received methodology of neoclassical welfare economics. In the Unit-
ed States economic analysis has become one of the most influential
theoretical approaches to law. Important German contributions attest
to the cross cultural influence on legal and economic scholarship.*

1 Posner, Frontiers of Legal Theory, 2001, p. 31-61 (quoted as Frontiers).
"2 Posner, Economic Analysis of Law, 2003, p. 24 (quoted as Economic Analysis).
'3 For an overview see Radnitzky, Gerard/Bernboiz, Peter (eds.) Economic Im-
périalism, The Economic Method applied outside the Field of Economics, 1987,
* Schéfer, H.-B./Ott, C., Lehrbuch der 8konomischen Analyse des Zivilrechts,
5. Audl. 2005; dies. (Hrsg.), Allokationseffizienz in der Rechtsordnung, 1989; Eiden-
miiller, Horst, Effizienz als Rechtsprinzip: Méglichkeiten und Grenzen der Skono-
mischen Analyse des Rechts, 1995; Bebrens, Peter, Die ékonomischen Grundlagen




10 I The issues

Hayek is, of course, famous for his contributions to the constitutional
foundations of a free society. This does not, however, apply to his
profound analysis of law and economics.? Posner even discards this
part of Hayek’s theory as formalistic and inhospitzble to economics.®
Their controversy will be used to analyse, in a historical perspective,
the relation of law to economics.

des Rechts, 1986; Aaken, Anne van, “Rational Choice” in der Rechtswissenschaft
2003; with different methodology Richter, Rudolf/ Furnbotn/Eirik G., Institutions
and Economic Theory: The Cortribution of the New Institutional Economics, 1997
(German edition: Neue Institutionendkonomik, 3. Auflage, Tiibingen 2003),

_ ? Representative of this analysis are F. A. von Hayek’s studies on “Law, Legisla-
tion and Liberty”. Volume I, Rules and Order, 1973; Volume 11, The mirage of social
justice, 1976, Volume II1, The political order of a free society, 1979. For a discussion
see Mestmdcker, Regelbildung und Rechtsschutz in marktwirtschaftlichen Ordnun-

" gen, 1978 (A tribute on the occasion of Hayek’s 852 birthday); Mestmiicker, Orga-

nisationen in spontanen Ordnungen, Friedrich von Hayek Vorlesung 1992, re-
printed in: Mestmécker, Recht in der offenen Gesellschaft, 1993, 5. 74-98.

_ © Posner, Law, Pragmatism, and Democracy, 2003, p.278 {quoted as Pragma-
tismy). For details see below p. 27-42.

I1. Posner’s economic theory of law
“from the outside” \

Posner distinguishes two conceptions of economics. Economics
that studies markets only and economics as a method that applies the
rational actor model to human behaviour in general.” It is the rational
actor model that qualifies economics to provide an analysis of law in
general and beyond market regulation. The relation of antitrust laws
and public utility regulation to economics were (almost) a matter of
course. Since the law in general deals with conflict resolution which
necessarily implies a choice among different possible solutions, there
seems to be no limit to the application of rational choice to all
‘branches of the law. Rational choice is based upon a cost-benefit ana-
lysis with wealth maximisation as the ultimate goal (the maximand).
Rational choice as applied to individuals consists in a cost-benefit
analysis which chooses the best available means to the choosers’ end.?
Applied to legislation or judicial decisions, cost-benefit analysis in-
quires whether they are efficient means to wealth maximisation. Effi-
ciency is, of course, analysed under the assumption that individuals
subject to these rules maximise their utility.

Distributive effects are referred to other branches of law or of go-
vernment.

" Wealth maximisation in this context is to be understood “not in
strictly monetary terms but rather as the summation of all the valued
objects, both tangible and intangible, in society, weighted by the
prices they would command were they to be traded in markets™. Mar-
ket transactions are taken as paradigmatic of morally appropriate ac-

7 Posner, Economic Analysis, p.23.
8 Posner, Frontiers, p. 252.
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tion.? Wealth maximisation assumes, however, that individual actions
that are rational and - according to Posner — moral as well, contribute
to the wealth of society. This links wealth maximisation to social po-
licy. By substituting wealth for utility as maximand, Posner distin-
guishes his approach from utilitarianism. The aggregation of happi-
ness across persons 1s branded as the “barbarism of utilitarian
ethics”.1% The macro level of Posner’s economic analysis is taken from
welfare economics: the efficient allocation of resources as modelled
by Pareto-superiority, mitigated by Kaldor-Hicks efficiency.!!

Economic analysis of law is based on a theory of markets and pri-
ces resulting from voluntary market transactions. If transactions take
place under conditions of perfect competition the market guarantees
the most efficient allocation of resources. The resultant equilibrium
of supply and demand maximises welfare if every change would lead
to an inferior situation. This is the fascinating and influential Pareto-
model of welfare economics.’2 Because of the rarity of conditions that
make competition perfect, Kaldor-Hicks efficiency is accepted as a
less demanding substitute. Transactions are treated as efficient in
spite of external effects if those who lose are compensated or may be
compensated by those who win. The economic analysis of law is not,
however, limited to voluntary market transactions. In the words of
Richard Posner: “If we insist that a transaction be truly voluntary be-
fore it can be said to be efficient — truly voluntary because all poten-
tial losers have been compensated — we shall have few occasions to
make judgements of efficiency, for few transactions are voluntary in
that sense.”!* The alternative approach is to guess whether, if a volun-
tary transaction had been feasible, it would have taken place. The task
then is to reconstruct (to mimic) the market.

The undoubted success of the “movement” is a success for eco-
nomics as a discipline and for economists who find a fertile field to
test the assumptions and the explanatory power of their models. The
almost uncontroversial and salutary effect of cost-benefit analysis is

? Posner, Frontiers, p. 98.
10 Posner, Frontiers, p. 97,
1L Posner, Economic Analysis, p. 13.
12 For details see Kuieps, Wetthewerbsdkonomie, 2005, §. 7-9.
3 Posner, Economic Analysis, p. 15.

IT. Posner’s economic theory of law “from the outside” 13

the discipline it imposes on decisions, particularly on political deci-
sions, and in revealing implied valuations.'* This is not a matter of
course. In societies that have a tradition of relying on the inherent
wisdom and prescience of government — including government mo-
nopolies — even the obligation of cost-benefit analysis has been criti-
cised as an encroachment of economics into the preserved domain of
the sovereign. All too often the appeal to public interest or to the
privilege of the “political question” is used to hide the actual costs of,
and the real interests in, controversial government policies. In Euro-
pean law, this issue is most prominent in the controversies surround-
ing the position or privileges of public undertakings and of undertak-
ings “entrusted with the operation of services of general economic in-
terest” (Article 86 EC-Treaty). In cases of this kind, positive and
normative uses of cost-benefit analysis tend to converge.

Cost-benefit analysis is indispensable across a wide range of policy
decisions to inform competent authorities of the costs of alternative
means to given ends.!> And economics is indispensable where the law
deals with complex economic facts to enable legislators, government
officials or judges to know what they are dealing with and what the
effects of their decisions are likely to be.

Cost-benefit analysis is end-neutral. It can be applied to any given
purpose. Constitutions, statutes and precedents, however, are as a
rule not end-neutral.? The question then is how to accommodare the
normative implications of economic analysis with diverse non-eco-
nomic legal purposes. In law, the relation of ends to means is more
than a pragmatic methodological operation. One of the central
themes of legal philosophy is unearthing law’s underlying rationale(s).
Further, the purposes of constitutions, statutes or precedents inform
their interpretation. Wealth maximisation is no substitute for the pur-
pose of law in general.

Posner answers some of the most frequent objections against the
sweeping generalisations of rational choice and wealth maximisation,
by enumerating what rational choice as a model of human behaviour
does not mean: “Individuals are not taken to be hyper rational, emo-

i Pgsner, Frontiers, p. 123.
15 Posuer, Frontiers, p. 124,
16 See only Bentham, Of Laws in General, 1970, chapter 3, p.31.
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tionless, unsocial, supremely egoistic, omniscient, utterly selfish, non
strategic men or women, operating in conditions of costless informa-
tion acquisition and processing™.!” But even if omniscience and cost-
less information are obviously unrealistic, these exaggerations as-
cribed to critics do not explain the kinds of motives and of knowledge
assumed for rational choice. Nor is it obvious why conduct or legal
rules that according to cost-benefit analysis are efficient, contribute
to wealth maximisation or to the implementation of non-economic
legal purposes.

We expect answers to questions of this sort from legal scholarship.
If economic analysis does more than making products of law amen-
able to the application of price theory, the “more” requires legal ana-
lysis of economic systems. The question does not arise where prin-
ciples of law and economics are identified. This is true of Jeremy
Bentham’s utilitarianism. When one of the founders and leading prac-
titioner of economic analysis develops his legal theory,!8 expectations
are high to have the province of law and the tasks of legal scholarship
outlined or even defined. There is, however, according to Posner, but
one scientific analysis of law; that is the external analysis by social
sciences in general and economics in particular. This approach ex-
cludes the legal profession’s internal perspective of law. Excluded are
“both philosophy of law (legal philosophy or jurisprudence) which is
concerned with high level abstractions such as legal positivism, na-
tural law, legal hermeneutics, legal formalism, and legal realism — and
the analysis of legal doctrine, or its synonym legal reasoning, the core
analytical component of adjudication and the practice of law™.!® The
list is not complete and does not prepare us for Posner’s own legal
theory. It is not complete because among the ejected disciplines are
legal history and comparative law.?° It does not prepare us for the re-
turn of some “high level abstractions” of legal philosophy. Their vin-
dication appears to be inevitable if you assume or want to prove that
efficiency of rules is not identical with their binding force. This is
why legal positivism, represented by Kelsen’s “philosophy”, is al-

17" Posner, Frontiers, p. 256.

18 Posner, Frontiers; Posner, Pragmatism.
1 Posper, Frontiers, p. 2/3.

2 Seebelow p. 56—62.
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* lowed to create a space for economic analysis and “forge a hink be-

tween positivism and legal pragmatism.”?!

The strict separation of economics as science of wealth maximisa-
tion and law as an order backed by threats (Kelsen) excludes rival tra-
ditions of economics and key functions of law. The continuing chal-
lenge is to accommodate, in 2 free order, the dichotomy of economic
liberties and equal justice. The following discussion deals primarily
with law and economics without, however, disregarding implied or
ancillary general issues of legal theory.

2 Posuer, Pragmatism, p.251. Posner’s reliance on Kelsen is discussed below
p.52-56.




I1I. New economic
and the old European enlightenment

Posner is determined to reorient the law in a more scientific eco-
nomic and pragmatic direction.” The question then is what the law
and the science of law have to expect from the new economic enlight-
enment. Its implications go beyond the relation of law to economics.
They concern the role of law in democratic societies that cherish indi-
vidual liberties as well as economic welfare. These issues are the he-
ritage of the Furopean enlightenment.

The discovery of the market as a coherent model of the economic
system called for a new role for government and law in the organisa-
tion of an enlightened society. The law became independent from im-
mutable principles of natural law, abolished heritable privileges and
accepted the new discipline of economics as an ally.?

This alliance did not and does not exclude fundamental differences
in the architecture of government, legitimacy and limits of govern-
mental powers or the role of legislation and individual rights in the
pursuit of happiness. There was, however, a fundamental consensus
that a free society had to be a just society reconciling freedom and
equality. There was no longer a general mandate of governments to
suppress selfish interests in favour of the public interest. The public
interest was rather to result from the interaction of “natural liberties”,
of rules of conduct and market forces.?* Justice, according to David
Hume, was based upon a convention that guaranteed the stability of

32 Posner, Frontiers, p. 145.

2 Gay, Peter, The Enlightenment: An Interpretation 1969, p. 322.

% Smith, Adam, An Inquiry into the Nature and Causes of the Wealth of Na-
tions, 1976, Vol. 11, p. 708.
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possession, its transfer and the performance of promises.?> The inter-
dependence of a system of justice and an economic system based
upon “natural liberties” was best articulated by Adam Smith. In his
system, government had only three duties to attend to; duties of great
importance, indeed, but plain and intelligible to common under-
standings nonetheless: first, the duty of protecting society from the
violence and invasion of other independent societies; secondly, the
duty of protecting, as far as possible, every member of the society
from the injustice or oppression of every other member, or the duty
of establishing an exact administration of justice; and, thirdly, the
duty of erecting and maintaining certain public works ... %6 The ex-
act administration of justice is not identical with the economic system
but is its foundation. It follows that there is no natural harmony be-
eween law as the source of justice and economics as the source of wel-
fare.

- Jeremy Bentham who, according to Posner, inspired law and eco-
nomics? argued for direct implementation of economic policies
through legislation.?® He identifies the interest of the community
with the sum of the interests of its several members who in turn max-
imise their self interest.2? Utility is a standard by which to judge the

“interest and actions of individuals as well as that of the community in

general and the legislator in particular. The end and the sole end
which the legislator ought to have in view is the happiness of the indi-
viduals, who constitute the community.? This theory is incompatible

- with individual rights against the government and the legislator.
Proof of this consequence is Bentham’s radical critique of the Decla-

ration of Rights by the French National Assembly of 1791, along with

. the American Declaration of Independence.? The tension between

| 25 Hume, A Treatise of Human Nature and Djalogues Concerning Natural Re-
ligion, in: The Philosophical Works, Voi.11 Reprint of the London Edition 1886,
1964 p.293.
L 26" Smith, Wealth of Nations, 1976, Vol. 11 p. 687.

.27 Posmer, Frontiers, p. 33.

: . 28 Beprham, An Introduction to the Principles of Morals and Legislation, 1970,
o . p.11-37 of the principle of utility.

2 Thid p. 12 No. 4.
30 Tbid p. 34.
3 Benrham, A Critical Examination of the Declaration of Rights, in: Bhikhu,

5. Parekh, Bentham’s political thought, 1973, Chapter 20. For a more detailed analysis
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sovereign power, majority rule and majority happiness as opposed to
individual rights is probably the most challenging heritage of the en-
lightenment.

Bentham? {like Hobbes) finds individual rights against the sover-
eign to be a contradiction in terms. Antipodes to this position are
John Locke and Immanuel Kant. In explicit opposition to Thomas
Hobbes and to utilitarianism, Immanuel Kant maintains that there
can be principles of law only but not of happiness. Liberty under the
rule of law as a principle for the constitution of a community means:
Nobody may impose upon me his or her concept of happiness.** This
applies to persons, to a majority in a community and to governments.
Everybody may pursue his happiness in any way to his liking as long
as he respects the liberty of others, in turn compatible with the same
liberty of everybody under a general rule. A government based upon
the principle of benevolence towards the people represents the great-
est possible despotism, that is, a regime which would abolish all liber-
ties and leave citizens without rights. In a constitution based upon the
principle of justice, “the people have inalienable rights against their
sovereign even though those rights are not enforceable.”* Inalienable
is in particular “the freedom of the pen”. All subjects have the indi-
vidual right to make public their opinion that governmental measures
are incompatible with the principle of justice and the rule of law. This
postulate implies more than freedom of opinion, It is based upon the
principle that the people have a negative right to judge for themselves
whether the highest legislator has enacted a law which is incompatible
with the common will.3* This reasoning entails the legitimacy of and
the demand for individual rights as a limitation of governmental
powers. : :

That this challenge is still with us shows a controversy between
leading scholars who both subscribe to law and economics. The con-

see Mestmicker, Mehrheitsgliick und Minderheitsherrschaft. Zu Jeremy Benthams
Kritik der Menschenrechte, in: Mestmicker, Recht und dkonomisches Gesetz,
2. Auflage 1984, 5. 158.

32 Bentham, Of Laws in General (N. 14) 1970, p. 68.

33 Kant, Uber den Gemeinspruch das mag in der Theorie richtig sein taugt aber
nicht fiir die Praxis, in: Kant's Werke, VIIL, Seite 276, 290.

34 Thid p.303.

3 Thid p. 304.
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troversy highlights key issues of jurisprudence. While Posner denies,
Epstein maintains the existence of legal principles that are relevant
beyond the United States’ legal system.”® It is this fundamental dis-
sent that deserves analysis in the face of the undisputed global impact
of the United States’ legal system and its methodological offspring —
the economic analysis of law. To be compared is Posner’s position that
law and legal theory are necessarily limited to national legal systems
with his confidence in the universal applicability of the economic
analysis of law. These questions go beyond the elucidation of the uni-
versal or parochial nature of legal systems. They concern for one the
relation of law to economics, assuming that they are not identical.
Posner came close to this opinion in the first 1972 edition of his “Eco-
nomic Analysis of Law”, arguing for the implicit economic logic of
the common law.” Later he interpreted this as a mere flirt with sucha
position.?8 The authorities Posner and Epstein rely on for their con-
flicting views are proof enough that we are dealing with universal is-
sues, or rather “old European issues™ Posner allies his legal theory
with Kelsen and his theory of democracy with Schumpeter; for his
pragmatism in general he even refers to Carl Schunitt. Epstein relies,
in addition to John Locke and Kant, on Hayek. Hayek is really at the
heart of the controversy. For Posner, who relates not to have read
Hayek until 2002, Hayek is “a thorough going formalist” who pro-
poses to fill gaps in the law “by custom”? For Epstein, Hayek is an
important inspiration for “simple rules for a complex world”.*® As far
as Posner is concerned, Hayek has proffered no contribution to, nor
made a call for, the economic analysis of law.

Theories of law and of democracy are not independent from each
other. In a democracy, the most important source of law is, of course,
legislation adopted by elected representatives of the people. The demo-
cratic process is to confer legitimacy on legislation that necessarily

3% Posner, Pragmatism, p. 94; Epstein, Skepticism and Freedom, 2003, p.73-83.
For a review of Posner’s book see Epstein, The Perils of Posnerian Pragmatism, 71
Univ. Chicago L. Rev. 639-682 (2004). Rejoinder by Posner, Legal Pragmatism De-
fended, 71 Chicago L. Rev. 683-690 (2004).

3 Posner, Economic Analysis of Law, Boston 1972, p. 98.

3 Posner, Pragmatism, p. 78, N. 30.

3 Posner, Pragmatism, p. 277/78.

40 The titic of Epstein’s book of 1995.
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interferes with the freedom of some citizens. There are, however, con-
stitutional rules applied by independent courts that may take prece-
dence over legislation. It is this tension between the democratic legiti-
macy of ordinary legislation and constitutional rules as interpreted
by “wise old men” that is a major theme of both Posner and Epstein.
They disagree fundamentally, however, in the analysis of this tension.
Posner forcefully expresses the inherent limitations and shortcomings
of legislators and judges but finds no fault with the resultant US
system. In the last sentence of his book Posner states: “Pragmatic
liberalism is clear eyed; it is not complacent.” Complacency is, how-
ever, an appropriate summary of Epstein’s criticism.*! Fundamental
differences of this kind do not exclude common ground in the legiti-
mate and indispensable application of rational choice to appropriate
cases of law or politics.

The Posner/Epstein controversy centers on Posner’s view of de-
mocracy, law and economics in the United States’ system. I propose
to take up a more European controversy. It is more European not be-
cause of the relevant issues, but because of the key, and contradictory,
roles Posner assigns to European authors: Hlayek is exposed as repre-
senting the engrained shortcomings of European legal theory, being
formalistic, past-dependent and indifferent to modern economics;
Kelsen, the positivist, offers a wider space for the economic analysis
of law and for everyday pragmatism.

*# Epstein, The Perils of Posnerian Pragmatism, 71 Univ. Chicago L. Rev, 675,
680 (2004),

IV. Law and economics in perspective

1. Utility v. happiness

Posner’s economic analysis of law and his legal theory without law
“from within” do not exhaust the relation of law to economics. This
theory delegates the rationality of law, its generation, use and inter-
pretation to economics. Representative of such an approach is Jeremy
Bentham. Posner disagrees with Bentham’s aggregation of utlity
across persons, suggesting that it treats people as cells in the overall
social organism rather than as individuals.? He comes close, how-
ever, to another tenet of Bentham’s theory.

Rationality means choosing the best available means to the
chooser’s end.® To be compared then are the alternative means
known to the chooser in terms of cost, comfort and other dimensions
of utility and disutility.* Substituting utility for pleasure, Posner’s
cost-benefit analysis is similar to Bentham’s “felicific calculus™.* In
weighing or balancing utilities, costs stand for pain, benefits stand for
pleasures. The resemblance becomes even more obvious when the
concept of udility is broadened to include emotions and rational
shortcuts. Posner proposes to give a “rational construal”* to non-
economic or partly irrational behaviour. This confounds, however,
the general difficulty of relating individual rational conduct to wealth
maximisation. By including wide concepts of utility and disutility in

# Posner, Frontiers, p. 97.

# Posner, Frontiers, p.252.

# Posner, Frontiers, p.252/253.

4 Bentham, An Introduction to the Principles of Moral and Legislation, 1970,
Chapter VI, “Value of a lot of Pleasure and Pain, Flow to be Measured”, p.40.

4% Posner, Frontiers, p. 233.




3

22 IV, Law and economics in perspective

the cost-benefit analysis, the assumed connection of rational choice
and wealth maximisation becomes indeterminate.

A different approach to law and economics views the economic
system as a system of liberty based on a legal order that provides for
and guarantees the constituent economic liberties as individual rights.
Abstract legal rules for otherwise unregulated individual planning
are an integral part of the economic system, providing information
that makes a rational division of labour and allocation of resources
possible. Representative of this approach are Adam Smith and F. von
Hayek.

Posner’s radical critique of Hayek’s position reveals fundamental
differences in relating law to economics. Before turning to this con-
troversy it is useful to sketch its origins.

2. The visible hand of the law

Adam Smith is famous as the father of modern economics and as
the advocate of limited government. Less recognised are his contribu-
tions to law and economics. In the history of ideas, his image of “lais-
sez faire” contributed to the neglect of the key role of law in Adam
Smith’s theory. Adam Smith — contrary to Bentham - distinguishes
the economic system from the legal order without however separat-
ing them. The link between the economic and legal systems‘is not left
to the wisdom of government or the legislator. It follows from and is
part of a system of natural liberty. The economic system requires “the
abolition of all systems either of preference or of restraints”, in order
to make competition possible and to discharge the government from
the duty of supervising the industry of private individuals and direct-
ing it towards the employment most suitable in the interests of so-
ciety. For the proper performance of this task “no human wisdom or
knowledge could ever be sufficient.”* The resultant economic
system, free from governmental restraints, does not exclude but pre-
supposes an exact administration of justice:

47 Smith, An Inquiry into the Nature and Causes of the Wealth of N;Ltioﬁs, 1§76,
Vol. 11, p. 687.
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“Commerce and manufactures can seldom flourish long in any state which
does not enjoy a regular administration of justice, in which the people do
not feel themselves secure in the possession of their property, in which the
faith of contracts is not supported by law, and in which the authority of
the state is not supposed to be regularly employed in enforcing the pay-
ments of debts of all those who are able to pay.”*

Where no government in a system of liberty has the knowledge to
direct individual economic activities in the interests of society, it fol-
lows that this limitation applies to the instrumental use of the law as
well. That finding does not, however, detract from, but rather ex-
plains, the key role of legal rules compatible with free markets. Indi-
viduals, contrary to the government, have the knowledge necessary
to plan and implement their own economic decisions by relying on
prices and legal rules. The rules of law, particularly the rules of pri-
vate law, make possible and implement individual economic planning.
They are the instruments of the “granite of self interest”*® and help to
guide individual industry towards its most useful employment. Pri-
vate law rules (contract, property, torts) are, however, not merely the
instruments of self interest. They simultaneously make individual
liberty compatible with the liberty of others under a general rule.
Judges when called upon to resolve conflicts have at their disposal
knowledge of the facts that are necessary to understand the conduct,
contract or property of the parties before them. This is all the know-
ledge a judge needs to act as an impartial and well informed specta-
tor.®¢ A telling mistake is John Rawls” interpretation of the impartial
spectator as a device of utilitarian theory for viewing the interest of
society as if it were the interest of a single person. The spectator is
conceived of as carrying out the required organisation of the desires
of all persons into one coherent system of desire and is even seen as
the ideal legislator.5! Adam Smith, however, is not a utilitarian. The

4 Smith, Wealth of Nations, p. 910.

4 Stigler, Smith’s travels on the ship of state, 1975, p. 237-246.

5 The concept of the impartial spectator is fully developed in: Smith, Adam,
The Theory of Morzl Sentiments, 1976. It is applied to law as well in Smith, Adam,
Lectures on Jurisprudence, 1978. For an overview see Raphael, D. D., The impartial
spectator, in: Skinner/ Wilson, see N. 49, 83-123; Mestmdcker, Die sichtbare Hand
des Rechts, in: Mestmdcker, Recht und dkonomisches Gesetz, 2. Auflage 1984, 104~
135.

51 Rawls, Jobn, A Theory of Justice, 1973, p.27.
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spectator, organising the society as a hypothetical legislator, is in di-
rect conflict with Adam Smith’s legal and economic theory.

In the history of ideas and in the war of ideologies, the clear distinc-
tion between government as author of potentially detrimental econom-
ic restraints and government as a guardian of a system of individual
rights, contracts and competition has frequently been neglected or dis-
torted. By ascribing natural harmony of interests to the economic
system and artificial identification of interests to law, it became poss-
ible to argue that the underlying economic theory presupposed a
system without law and that necessary political exemptions proved the
whole approach irrational and self-contradictory.® Similar identifica-
tions of law with government can be found by those who agree and
those who disagree with the system of natural liberty. This has contri-
buted to defamation, or superficial praise, of the market economy as a
system without law. Karl Marx recognised the key role of private pro-
perty in market economies, but he tried to discredit all private law as
being an instrument of class warfare, illegitimate dominion and cn-
slavement of the working classes. He succeeded in changing the politi-
cal agenda from the efficient division of labour to a just and equal dis-
tribution of wealth. His communist followers succeeded in destroying
the rationality of the economic system through central planning.

The Adam Smith approach was taken up and elaborated by Hayek
and German liberals. Hayek associated himself with, and was part of,
the so-called Freiburg School. Other representatives of the school in-
cluded the economist Walter Eucken and the lawyer Franz Bohm.
Both developed the concept of an economic order that combined the
rationality of the market economy with the mandates of economic
and political liberty. These ideas became decisive in the transition of
the German war economy to a market economy. The Treaty of Rome
of 1958 incorporated, as a matter of law, a common market and a
system of undistorted competition. The European Internal Market is
based upon an “interdependence of the legal and economic orders™>

52 See, for example, Halévy, Elie, The Growth of Philosophic Radicalism, 1972,
9-433;&%%%’ Walter, Grundsitze der Wirtschaftspolizik, 1. Auflage 1952, 7. Auf-
lage 2004, particulatly p.332-337. The influence of these ideas is documented by

Walter Hallstein, the first president of the EC-Commission, in: Hallstein, Walter,
Wirtschaftliche Integration als Faktor politischer Einigung (1961), in: Hallstein,
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In 1933 (1), Franz Bohm set himself the task of proving that the teach-
ings of economics could be translated into 2 legal constitution: “It is
the attempt to translate the teachings of classical economic philo-
sophy from the language of economics into the language of the
science of law”.>*

These authors developed their thoughts separately, but had in com-
mon the aim of establishing and safeguarding democracy so as to
protect individual liberties and limit and control the powers of go-
vernment, as well as those of private cartels and monopolies. Good
motives are no substitute for the empirical verification or refutation
of scientific hypothesis. But it would deprive us of important infor-
mation if we were to separate the history of ideas from the experience
of their authors. And it is worth bearing in mind that the major works
of these authors were, in the original meaning of the word, “untimely
considerations”. Since Richard Posner discusses and takes issue with
von Hayek’s writings, this controversy highlights alternative ap-
proaches to economics and law, ‘

Walter, Buropiische Reden, 1979, 5. 242 ff. For a more detailed analysis of the influ-
ence of this school of thought on the Treaty of Rome, see M estméacker, Die Grund-
lagen einer europdischen Ordnungspolitik an der Universitdt Frankfurt am Main,
2003, 5. 12-20.

54 Bahm, Franz, Wettbewerb und Monopolkampf, 1933, Reprint 1964. Priam-
bel.




V. Efficiency: The purpose of legal rules
or the product of competition (Posner v. Hayek)

Posner and Hayek are preferred targets for criticism that looks to
law and economics as economic imperialism propagating an “acquisi-
tive capitalist culture”. Both are said to be representatives of a move-
ment that disregards socio-legal realism.* These observations under-
estimate Posner’s claim to pre-eminence in the realm of economic
analysis of law and Hayek’s original and innovative contribution to
economics and law. Hayek’s philosophy of law, according to Posner,
closes the space for economic analysis and forbids judges from having
anything to do with economics.”® Hayek the economist was, accord-
ing to Posner, a formalist.’” The Hayekian judge is required to be a
“thoroughgoing formalist”.>®

Posner explains at length what formalism is or how formalists
think.>® Formalism encapsulates everything Posner’s everyday prag-
matism 1s to overcome: logic by experience, the objective process of
distinctive legal reasoning by practical reasoning; deductive reason-
ing by a more complex intellectual procedure than the simple applica-
tion of abstract premises to the facts of the case. Even though Posner
taunts his readers with the proviso that his own description of for-
malism “may seem little better than a strawman”, he does not hesitate
to reduce Hayek’s legal theory to formalism. But later on this account
is said to be hasty: “So far all [ have said is that he rejects an economic

3 Fink, Eric M., Post-realism, or the jurisprudental logic of late capitatism. A
socio legal analysis of the role and diffusion of law and economics, 55 Hastings L. J.
p.931-963 N. 32 (2004).

% Posner, Pragmatism, p. 251.

57 Posner, Pragmartism, p. 288.

%8 Posner, Pragmatism, p. 278.

59 Posner, Pragmatism, p. 19-23.
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analysis that says that judges should use economics to help decide
thetr cases; and to the extent that this rejection is based on economic
grounds, it just means that he has a different economic theory of law
from that of people like me”.*® To register Hayek’s theory does not
mean recognising it as an alternative economic approach to law. There
is no discussion of where and why Hayek’s economic theory diverges
from Posner’s. There is no reference to Hayek’s writings in Posner’s
major treatise “Economic Analysis of Law”.! There is, consequently,
no attempt to relate Hayek’s economic theory to his own legal theory.
Without this link the essence of Hayek’s position is difficult to com-
prehend. This applies particularly to a sceptic like Posner whose legal
theory of “everyday pragmatism” starts from the premise that there is
no genuinely scientific conception of law from within the law.5
Philosophy, and even the different kinds of philosophical prag-
matism, are said to contribute nothing that the law can use.®

Some of Posner’s criticism of Hayek’s legal theory is certainly in-
fluenced, perhaps biased, by the assumed truth of his own “everyday
pragmatism”. This may explain, but it does not justify Posner’s treat-
ment of Hayek’s theory; a theory that is made to appear as a mixture
of philosophical speculation, irrational aversion to economic plann-
ing, belief in natural law, an outmoded concept of law as custom and
the refusal to accept the rationality of modern social sciences. How
misleading these representations are becomes fully evident only in
- Posner’s silences: competition as a discovery procedure, a key element
. in Hayek’s theory of knowledge and rules, is not even mentioned. %

1. Two famous ideas

Posner initially refers to Hayek’s “two famous ideas™ that social-
ism is incapable of organising a modern economy efficiently; and that
socialism, even democratic socialism, is the “road to serfdom”. Posner

'€ Posner, Pragmatism, p. 282.
61 Posner, 6rh Edition 2003,
2 Posner, Frontiers, p.2,
8 Posner, Pragmatism, p. 47.
¢ Hayek, Competition as a Discovery Procedure, 1984, p. 254-265.
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praises the first and rejects the second idea. The “doctrinaire cast” of
Hayek’s legal theory®* is ascribed to his aversion to economic plann-
ing and an irrational belief in open society as a spontaneous order
that relies on custom as the only legitimate source of law.%6

In this vein, Posner uses Hayek’s critique of socialism as proof of
his irrational belief in markets. Posner writes: “Socialism in either the
limited form advocated by social democratic parties or in the extreme
form instituted in the communist countries leads, via the unwork-
ability of socialism, to capitalism.”” This thesis is at odds with the
alternative reading of Hayek that socialism leads inexorably to totali-
tarianism.®® Central economic planning, according to Hayek, is in-
deed an earmark of communist, as well as fascist, totalitarianism.6®
There 15, however, no indication in Hayek’s work, as Posner assumes,
that all kinds of socialism lead, because of their unworkability, to
capitalism. There is no reverse equivalent to the Marxist prophecy of
the unavoidable transformation of capitalism into socialism. And
there is certainly no indication of a gradual infusion of the rationality
of markets into planned economies, as an equivalent to the gradual
birth of socialist rationality under the involuntary guidance of capi-
talist monopolies and cartels.” Hayek argues against the prediction
of irresistible economic forces towards a planned society and con-
firms the possibility and the political necessity of establishing and
preserving a competitive order.” This order is not self-enforcing. Tt
requires adequate institutions and a legal order that has the task of
maintaining competition and leaving competition to provide an opti-
mal use of economic resources.

As far as the political message is concerned, Hayek shows why
Communist and Nazi economic systems are incompatible with indi-
vidual freedom while democratic socialist systems may gradually un-
dermine or emasculate a free order.

8 Posner, Pragmatism, p. 283,

5 Posner, Pragmatism, p. 276.

& Posner, Pragmatism, p. 275.

¢ Posner, Pragmarism, p. 274.

% Hayek, The Road to Serfdom (1944) Chicago 1995, Chapt. 7.

70 The gradual transformation of capizzlist into socialist rationality was force-
fully argued by Hilferding, Das Finanzkapiral, 1910.

1 Hayek, The Road to Serfdom, Chapt. 3. '
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The relation of Soviet totalitarianism and National Socialism in
Germany to Socialism is a matter of dispute. Posner denies such a re-
lation. Both systems relied, however, for their political and economic

. purposes on central economic planning. Their ideologies promised
equal participation of the working classes in the benefits of the new
systems. And the political effects were identical: All economic or so-
cial positions were at the pleasure of the government or the party. The
power that goes with central planning contributed to, and was a ne-
cessary component of, the regimes’ totalitarian character. The fact
that the Nazi government did not socialize the means of production
does not argue against its socialism. It just shows that central plann-
ing can be implemented without the formal expropriation of the
means of production. The “socialization” of cartels proved them to be
efficient organisations for economic planning,

2. Sources of law

The general and implicit criticism of Hayek’s legal theory because
of his preoccupation with central planning becomes direct and spe-
* cific with respect to his understanding of the sources of law and rules
“ . of just conduct. Hayek is said to recognise custom as the only legiti-
" mate source of law. A legal judgement that does not draw its essence
- from custom is not true law. The only thing a judge should do is en-
force custom without regard to the consequences. Hayek is said to
extinguish any role for economic or other social scientific analysis in
adjudication.”? The reduction of Hayek’s theory of law and adjudica-
tion to custom distorts both the concept of custom and the role of
- law. Telling is Posner’s statement that Hayek does not think that all
customs should be made enforceable.”* The suggestion is, for those
who take the difference of custom, customary law, judge-made law

. and legislation for granted, a strange argument.
" Posner’s rhetoric makes it necessary to prove the obvious. Hayek
refers frequently to the cooperation of private parties who rely for

- 72 Posner, Pragmatism, p.280.
73 Tbid, p.278.
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their mutual expectations on custom.” The major message is that the
trust in mutual, legitimate expectations without interference by go-
vernments or courts is one of the characteristics of a spontaneous or-
der, as of any private law system. Posner reads this as binding courts
to enforce custom only.”

Hayek 1s, however, quite clear and outspoken about the difference
between custom as observed conduct and rules and the role of courts
in cases of conflict. I quote: “Only when it is clearly recognised that
the order of actions is a factual state of affairs distinct from the rules
which contribute to its formation can it be understood that such an
abstract order can be the aim of the rules of conduct.”” The reason
why the judge will be asked to intervene is that the rules which secure
such a match of expectations are not always observed or sufficiently
clear or adequate to prevent conflicts, even when observed. Since new
situations in which the established rules are not adequate will con-
stantly arise, the task of preventing conflict and enhancing the com-
patibility of actions by appropriately delimiting the range of per-
mitted actions is, of necessity, a never-ending one, requiring not only
the application of all the established rules, but also the formulation of
new rules necessary for the preservation of the order of actions.”

In his criticism, Posner plays with the double meaning of custom
growing out of social practice and usage and custom as a legal concept
that is the foundation of the common law.7 As far as terminology is
concerned, custom as a legal concept is, according to the Oxford dic-
tionary, a usage which by continuance has acquired the force of law.
Courts will speak of custom as a source of law when they adhere to
precedents. The distinction is meticulously analysed by Jeremy
Bentham. Posner’s reading of Hayek is proof enough that Bentham’s
analysis is still relevant. Outside the law, the custom of a single per-
son or a multitude of persons is, according to Bentham, “an as-
semblage of such acts either simultaneous, successive or both, of the

7+ Hayek, Law, Legislation and Liberty, Vol. 1, 84, 97, 119.

75 Posner, Pragmatism, p. 277 N. 74-78.

76 Hayek, Law, Legislation and Liberty, Vol. 1, p. 113/114.

77 Hayek, Law, Legislation and Liberty, Vol.I, p. 119.

7 In: Pragmatism, p.279 Posner identifies custom with social norms and, ac
p- 280, custom 1s defined as being acephalous, s being without a “custom giver”.
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same kind among which a uniformity, a similarity, is observable”.”?
In this sense, custom is made up of acts past, but none of them future.
It follows that a custom as such does not qualify for a rule that go-
verns future conduct.

Custom as a source of law is most properly called customary law.
To constitute a custom in the legal sense of the word two things are
necessary: the content of the custom that has to be legalised and an
act at least of the person or assemblage of persons that are to legalise
it. These persons are judges whose orders are binding under the
threat of punishment. The idea of the common law is made up of
customs thus generated.?® We need not here follow Bentham’s severe
criticism of the common law as being, similar to customary law, in-
complete and uncertain and law only by “clothing” itself as statu-
tory law.®!

Bentham’s analysis focuses on the difference between custom as
acts of the past and customary law constituting, together with statu-
tory law, a branch of the law, both being imperative.’? Even though
customary law relies for its content on the past, its imperatives are
(frequently) addressed to and binding on the parties to a case. The
rules that can be derived from prior decisions govern future cases and
the expectations of the legal community. In the words of the sceptic
Bentham: “It is only in as far as subsequent decisions are rendered
conformable to the rules that are fairly to be drawn from prior deci-
sions that such prior decisions can answer, in any even the most im-
perfect degree, the purpose of a law™ %

.. Hayek and Bentham, and we may assume Posner too, are in agree-
ment that imperatives aim at future conduct. Hayek is, however, said
to defend a belief that a judge should not consider the consequences
- -of what he is doing, because judges produce better results if they just

o+ 7% Bentham, A Comment on the Commentaries and a Fragment on Govern-
“ment, 1977, p. 181.

% Bentham, ibid, p. 185. The judges are not the custom giver missed by Posner
: but the law givers.

81 Bentham, Of Laws in General, 1970, p. 194.

82 Bentham, An Introduction to the Principles of Morals and Legislation, 1970,
p.198.

P 8 Bentham, Of Laws in General, 1970, p. 190,
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enforce existing rules and understanding, come what may, leaving
any improvements to legislation or the evolution of custom.®

3. Rules of just conduct

The rules of just conduct that constitute a spontaneous order are
not limited to “existing rules” that derive their legitimacy from cus-
tom. The law the judge has to find may consist in some yet unarticu-
lated rule “which serves the same function as the unquestioningly ac-
cepted rules of law — namely to assist in the constanr re-formation of
a factually existing spontaneous order”# There 1s no contradiction in
Hayek’s theory of evolution and the special quality of the rules of law
that we can, to a certain extent, shape, so that they lead in combina-
tion with other rules and under expected real circumstances to the
formation of an overall order.% If the judge in such a case were con-
fined to decisions which could be logically deduced from the body of
already articulated rules, often he would not be able to decide a case
in a manner appropriate to the function served by the system of rules
as a whole.®” This applies to codified private law systems and systems
of precedence. To avoid a widespread misconception with regard to
the interpretation of codes, Hayek adds that it is now probably uni-
versally admitted that no code can be without gaps.®8 The judge must
not merely fill gaps. Even where rules give an unambiguous answer
but are in conflict with the general sense of justice, the judge must be
free to modify his conclusions and to find 1 new rule.®* The mandate
and legitimacy of finding new rules are, however, predicated upon
their compatibility with the structural characteristics of the overall
order into which the new rule has to be incorporated. Here Hayek
insists ~ contrary to Posner’s verdict - that law and lawyers have to

8 Posner, Pragmatism, p.43.

& Hayek, Law, Legislation and Liberty, Vol. II, p.60.

% Hayek, Rechtsordnung und Handelnsordnung, in: Hayek, Rechtsordnung
und Handelnsordnung. Aufsitze zur Ordnungsékonomik, 2003, p.35,51.

87 Hayek, Law, Legislation and Liberty, Vol.1, p. 116

8 Hayek, Law, Legislation and Libercy, Vol. 1, p. 117/118,

8 Ibid, p.118.
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consult economic theory in order to find adequate answers to new
and unforeseen conflicts. o
The role of economics according to Hayek is not to examine indi-
vidual transactions and their contribution to some predetermined op-
timum or to the implementation of government Policies or to furtber
the “public interest”. The application, interpretation and modification
of rules of just conduct are informed by the spontaneous order,.of
which they are a constrtuent part. Hayek’s economic theory starts Y:V-lth
and 1s based upon a systematic criticism of the recewfad general eq.u1hb—
rium theory. This paradigm of neo classical eConomics is, accothng_ to
Hayek, unsuitable to contribute to an explanatlor-l of th-e -coordlnatiogrol
of actions of decentralized autonomous economic dec%m-o.n—makers.
The challenge is to understand how the economic activities of auto-
nomous decision-makers are coordinated through markets: Nobody
can have knowledge of all facts of the overall order. The socmlly-vah‘.t—
able knowledge is widely distributed throughout the community 1;11
tiny packets, rather than being concentr?tec.i in the hands of experts.
Actors are able to make use of widely distributed knowledge throug]i
' “codes”. The economic “code” is the price system, the legal “code.
-consists of rules of just conduct. They allow individuals to pursue their
own objectives by making use of their subjective knowledge. To lelow
“coordination of individual plans (and purposes) in a world of diverse
and unknown other plans these rules must be “independent of purpose
and be the same, if not necessarily for all members, at least for'a whole
class of members not individually known. They must be apl?hcable to
an unknown and undetermined number of persons and instances.
They have to be independent of any common purpose”.??
- The process which enables individuals to use more.kﬂowledge than
they individually have and to find out Whet;h?r their Rlans are suc-
essful is the process of competition. Competition as a d1s-_:0very pro-
cess is the complement to rules of just conduct. The function of com-
etition is to discover facts that without competition would remain

% Fora summary see Streit, Manfred L., Cognition, Competition and Clatal—
xy. In Memory of F.A. von Hayek, Constitutional Political Econonty, Vol. 1V,
1993, 223, 235, . o )

#9 Posner, Pragmatism, p.102 registers Hayek’s “influential idea”, but fails to

connect it with Hayek’s legal theory.
%% Hayek, Law, Legislation and Liberty, Vol. I, p. 50.
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unknown or would not be used. If we do not know the facts that we
hope to discover by means of competition, we can never ascertain
how effective competition is in discovering those facts that (in the ab-
stract) might be discovered.”* Manfred Streit rightly comments that
with this statement efficiency beyond the individual logic of choice
becomes an irrelevant concept.” The hostility of Austrian economics
o efficiency as a guide to public policy, registered but not explained
by Posner,” has here its source.

In Hayek’s theory, rational choice is limited to the micro level. In-
dividual choice (or planning) is contingent upon the information pro-
vided by competition as part of the overall order. This order mani-
fests itself in the experience that it is highly probable that individual
plans may be implemented through transactions that are governed by
abstract rules of just conduct. The adjustment of individual plans is
brought about by a system of negative feedback: while many expecta-
tions will coincide, some expectations must be disappointed. This is
the essence of competition as a game: some will win and others will
lose. Disappointed expectations may be due to inefficiencies. There
are, however, many other causes that may explain or contribute to the
frustration of individual plans. These causes may be and frequently
are outside the control of individual players. You may lose without
deserving to lose.

If we knew in advance the most efficient allocation of resources
there would be no need to rely on at times wasteful and erratic mar-
kets and competition. Posner himself, certainly a champion of effi-
clency, recognises the limits of this approach to public policy in the
key area of merger control: “If the merger has not yet been consum-
mated, the realisation of cost savings lies in the future and is thus a
matter of speculation flavoured by hope. If the merger has been con-
summated, disentangling its effects from after influences on the firm’s
cost is likely to be intractable”.%

% Hayek, Competition as a discovery procedure. In: Nishijama/Lenbe, p.254,
255 = Der Wettbewerb als Entdeckungsverfahren, in: Hayek, Rechrsordnung und
Handelnsordrung, Aufsirze zur Ordnungsékonomik, 2003, p. 132 {f.

* Srretr, Manfred E., Cognition, Competition and Catallaxy. In Memory of
F. A. von Hayek, Constitutional Political Economy, Vol IV, 1993, p. 236.

95 Posner, Pragmatism, p. 287.

% Posner, Antitrust Law, 224 edition, 2001, p. 133.
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4. Whose common law?

- Posner and Hayek rely on the common law to authenticate their
respective legal theories. In the first edition of his famous “Economic
Aunalysis of Law” Posner argued that the common law exhibits a deep
unity that is economic in character. Differences in the law of proper-
ty, the law of contracts and the law of torts are said to be primarily
differences in vocabulary, detail and specific subject matter rather
than in methods of policy.?” In later writings, Posner remarked that
he “flirted with this idea”. In light of his new scepticism towards the
conservative tendencies of lawyers in general and judges in particular
his original position appears to be obsolete.

Hayek refers to the common law as proof of the empirical possibil-
ity of a spontaneous order in harmony with his conception of the rule
of law:?® Posner does not compare his own use of the common law
with Hayek’s analysis. After recognizing that there is after all some
Hayekian economic analysis of law,”” he proposes its possible inter-
pretation in a “continental tradition”.!® This is a pretext for supply- -
ing Hayek’s theory of the rule of law with its references to philosophy
with some Posnerian rationality. For this purpose Posner refers to
Aristotle’s corrective justice and to Max Weber’s concept of “formal

+ rationality”. These positions are said to be close to Hayek’s theory!0l.
Posner then criticises Hayek for choosing to rely on the commeon law,
rather than on continental civil law systems (like Max Weber):
“Hayek turned Weber upside down by arguing that the common law
was a better institutional framework for achieving formal rationality
~-than the civil law.”19% This is, to be charitable, strange logic. It may be
_appropriate for a professor grading papers to recommend to students
- authorities they have missed. But Posner does not stop with his sug-
gestion of proper authorities for Hayek’s theory. He goes on to
present his own interpretation of Max Weber’s “formal rationality of

7 Posner, Economic Analysis of Law, 1972, p.98.

% Hayek, Law, Legislation and Liberty, Vol. I, p. 85.
% Posner, Pragmatism, p, 280.

i 108 Posper, Pragmatism, p. 284.

101 Thid p. 286.

12 Thid p, 286.
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German and continental civil law systems” in order to blame Hayek
for misinterpreting a position he did not rely on in the first place. A
possible explanation, if not an excuse, for this kind of reasoning may
be Posner’s preconception of European legal formalism. And since
Hayek is a European, his theory must suffer from the same short-
comings. But Posner, furthermore, does not notice or overlooks
Hayek’s position on Max Weber that makes the controversy even
more lmaginery.

Hayek quotes Max Weber’s “purposive rationality”. But he does so
only to show how it is directly opposed to his own theory. He finds it
an impossibility to be guided only, as Max Weber proposes, by ex-
plicit particular purposes which one consciously accepts, and to reject
all general values whose conduciveness to particular desirable results
can not be demonstrated, — “or to be guided only by what Max Weber
calls ‘purposive rationality’”.19 Even more explicit is Hayek’s refuta-
tion of Max Weber’s discussion of the relation between “legal order
and economic order™ “For Weber order is throughout something
which is ‘valid’ or ‘binding’ which is to be enforced or contained in a
maxime of law. In other words, order exists for him only as organisa-
tion and the existence of a spontaneous order never becomes a prob-
lem. Like most positivists or socialists he thinks in this respect an-
thropomorphically and knows order as taxis but not as cosmos and
thereby blocks for himself the access to the genuine theoretical prob-
lems of a science of society™. 1%

In exposing the dangers of a formalistic as well as a political inter-
pretation of legal rules, Hayek relies on the contributions of common
law judges to the rule of law. Posner insists, however, that Hayek sees
the role of common law judges as a passive one, falsely identifying
law with custom.!® We are back at Posner’s untenable thesis that
Hayek identifies law with custom.

In the context of the transformation of planned to market econo-
mies, the Posner/Hayek controversy on the role of the common law
became newly relevant. The issue is whether certain private law

190 Hayek, Law, Legislation and Liberty, Vol. I, p. 58.

1% Hayek, Law, Legislation and Liberty, Vol.II p. 170 Fa. 50. Hayek relates We-
ber’s position to Kelsen’s pure theory of law. See page 49/50.

195 Posner, Pragmatism, p. 277.
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systems — notably the common law or the civil Jaw systems — are more
or less qualified to facilitate the transformation from a planned to a
market economy. Posner endorses the view that the common law pro-
vides a better framework for economic development than the civil law
because judges in common law countries are more independent from
governments and more reliable enforcers of property rights.1% The
last point is the reason why Hayek finds the common law experience
most conducive to free markets. It does not follow, however, as Pos-
ner argues, that we can expect judges in developing countries to be as
independent from governments as their common law colleagues have
been. If the question is to be answered on the basis of the substantive
and procedural characteristics of the respective legal systems the
answer is highly speculative. It is difficult to evaluate private law
systems as such or certain of their substantive or procedural rules
with respect to their comparative qualification for the transformation
of planned economies to market economies. The overall legal or con-
stitutional framework determines where and to what extent private
law is permitted to govern economic activities. For a market econo-
my, freedom of contract, property rights, free access to markets and
occupations are determinative. In this respect, the details of passing
of title, performance, standard of care or rules of evidence are of se-
condary importance.

5. The abstract society

Legal rules in a free order are not end-related and must abstract
from the multitude of individual plans they are to coordinate. In the
. economic analysis of law the key concepts ~ rational choice and effi-
- ciency — are end-related. The term efficiency is used to denote the al-
location of resources in which value is mazimised.!?” This implies
that the end-relation of rules of individual conduct is taken for grant-
-ed, the end being the maximisation of wealth. Posner disregards this
basic difference between his own theory and Hayek’s. He takes up

1% Posner, Pragmatism, p. 283.
197 Posner, Economic Analysis, p. 11.
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another aspect of abstraction. The law must be impartial and the
judge must abstract from the social position and personal characteris-
tics of the parties before him. In this respect, Posner does not differ
from Hayek who specifies the development from “status to contract”
and recognises 2 decline of the spontaneous order because of the ten-
dency to protect the economic status of certain groups in the name of
social justice.1% But these principles, relevant as they are for the basic
functions of law in modern western societies, do not cover Hayek’s
concern with purpose-independent rules which govern the conduct
of individuals towards each other.!® These rules are the essence of an
abstract society.

They are compared with rules based on the solidarity of small
groups in primitive societies. The rules relying on solidarity were in-
compatible with the market economy and the open society:

“The greatest change which men have still only partially digested came
with the transition from the face to face society to what Sir Karl Popper
has appropriately called the abstract society: A society in which no longer
the known needs of known people but only abstract rules and impersonal
signals guide action towards strangers™110,

Hayek specifies the function of abstract rules for a market econo-

my by referring to the dynamics of the systematic disappointment of
certain expectations:

“Which expectations ought to be protected must therefore depend on how
we can maximize the fulfiiment of expectations as a whole. Such maximi-
zation would certainly not be achieved by requiring the individuals to go
on doing what they have been doing before. In a world in which some of
the facts are unavoidably uncertain, we can achieve some degree of stabili-
ty and therefore predictability of the overall result of the activities of all
only if we allow each to adapt himself to what he learns in 2 manner which
must be unforeseeable to others® 11!

* The legal rules that make this dynamic process possible are with-
out specific purposes: “The law leaves it to everybody’s voluntary

198 Hayek, Law, Legislation and Liberty, Vol. 11, p- 141
% Hayek, Law, Legislation and Liberty, Vol 1, p. 85.

18 Hayek, Law, Legislation and Liberty, Vol. 111, p. 162.
" Hayek, Law, Legislation and Liberty, Vol. T, p. 103.
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will which purpose he pursues with his conduct”12 This is, accord-
ing to Kant, a quality of all legal rules, the ultimate purpose of which
is equal liberty.

Contract law is a case in point. Contracts contribute to the ex-
change of goods and services under conditions of the division of la-
bour by abstracting from the expectations, purposes and plans the
parties have beyond the contract and how third parties are affected.
If future risks and projects are to be shared the instrument is the
partnership or corporation with abstract limitations of their own.
This is not, as Posner suggests again and again, due to Hayek’s aver-
sion to central economic planning. It is not only planning boards
that lack the information of the overall economic effects of indivi-
dual or collective actions. In market economies, individual and col-
lective actors share with the government, legislators and courts ig-
norance as to the ultimate economic effects of their decisions or ac-
tions. Hayek arrived at this fundamental thesis not by criticising
socialism but by criticising traditional price theories. Price theory
and its models of competition and production are predicated upon
the actor’s perfect knowledge of market conditions. This assump-
tion of market and price transparency eliminates some of the key
problems of economics: how to deal with the inevitably uncertain
chain of causation which is inherent in the market system.

Part of the abstract rules of open society are unknown and unwrit-
ten rules of behaviour that are observed unconscicusly. They are the
gramimar of social institutions. People observe them without necess-
arily knowing that they are conforming to rules. Here the relation to
other social scientific analogies — missed by Posner — is to the socio-
logical theory of institutions and to systems theory.!!® Institutions
reduce the information we need to act rationally and stabilise expec-
tations in complex societies. Rules of this kind are partly the products
of custom. Legal rules are, however, known rules, binding, enforce-
able and sanctioned through remedies. These are generated through

. 12 Kant, Die Metaphysik der Sitten, 2. Teil Werke Bd. 6, $.382. Quoted by
Hayek, Law, Legislation and Liberty, Vol.T, p. 113 N. 26. The German Text reads:
»1n der Rechtslehre wird es jedermanns freier Wilikiir iiberlassen, welchen Zweck
er sich fiir seine Handlungen setzen wolle.”

3 Noted by Hayek, Law, Legislation and Liberty, Vol I1I, p. 159.
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legislation, in the common law system through cousts and in the case
of contracts by private parties. They protect property rights and
make exchange of goods and individual planning for the future poss-
ible. They are the legal foundation of market economies. Like the
price system they enable individuals to make use of more information
than they individually have and to organise their own economic af-
fairs through participation in markets.

6. The rule of law

Hayek’s legal theory expounds the relation of free markets to the
rule of law. Contrary to Posner’s pragmatic legal theory, Hayek’s
theory takes into account in addition to the law’s impact upon free
markets and property rights their contribution to political liber-
ties.!** The rule of faw is-used as a short definition of the interdepen-
dence of the legal order and the economic system. In this respect
Hayek relies on and elaborates Walter Eucken’s theory of the interde-
pendence of the legal and economic orders. As in the United States,
the initial application of this theory was to competition policy and
competition law (antitrust). Cartels and privately owned monopo-
listic infrastructures had been looked upon and treated as private law
organisations, without taking into account their external effects and
their incompatibility with the legal economic and political essence of
a free society. Nazi and Fascist corporate planning systems have
shown the ease of legislative or administrative transformation of these
organisations into instruments of regulation and planning.

A private law system offers as such little resistance against its sub-
jection to regulation and planning.

The German Democratic Republic introduced 2 system of central
economic planning without, initially, abandoning the Civil Code.
There was just one amendment: the validity and enforceability of

14 Posner discusses these questions in 2 comprehensive theory of democracy in
distinguishing concept (i) democracy as idealistic, deliberative and Deweyan from
concept (ii) democracy as pragmatic and Schumpeterian. Posner extends his every-
day pragmatism to democracy, constitutional law and judicial review. See Posner,
Pragmatism, p. 97-249. Review by Oliver Lepsius, in: Der Staat, 2005, $.326 {f.
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contracts was made dependent upon their conformity with the cen-
tral plan. An even more radical and technically simple device was
used by the Soviet Union in the implementation of economic plann-
ing. Legal personality as the ability to have rights or duties was re-
served for explicitly empowered organisations. The activities of in-
dividuals that interfered with their jurisdiction were legally non ex-
istent, frequently with the exception of criminal lability.*!® The
Nazi government left private property rights formally untouched,
subjecting them, however, to strict central regulation. Cartels —
widespread in Germany in 1933 - proved convenient instruments of
government planning. Managers became government officials, pri-
ces and production were subject to government planning, member-
ship became compulsory in order to eliminate the remnants of com-
petition from outsiders.

It is against this background that we must interpret Hayek’s dic-
tum, “a socialist judge would really be a contradiction in terms”.!1¢
Posner’s comment is as surprising as it is wrong: “But so, according
to Hayek’s logic, would be a capitalist judge”.!?” The argument is
understandable only as the opinion of a thorough going pragmatist
who is unwilling to see the difference of context. Hayek’s position
that neither the judges nor the parties involved need to know any-
thing about the resulting overall order or about “any interest of so-
ciety”1'8 follows from his information theory. Information is avail-
able, and must be used, in a “piecemeal” fashion. To encourage the
judge or the parties (for instance cartel managers) to interpret their
action in the light of the public interest is to invite ideologies into
the law. Adam Smith reminded us that “you cannot expect much
good done by those who affect to trade for the public good”.1¥ To
exclude the public interest from private controversies and litigation
does not mean — as Posner maintains — that the judge has to close his
or her eyes to the circumstances the parties take into account in en-
tering into contractual relations and that inform the contract’s in-

115 A perfect case of Kelsen’s pure theory of law in action.

16 Hayek, Law, Legislation and Liberty, Vol. I, p. 121.

17 Posner, Pragmatism p, 277,

118 Hayek, Law, Legislation and Liberty, Vol. I, p. 115.

119 Smmith, Adam, An Inquiry into the Nature and Causes of the Wealth of Na-
tions, Yol.I, p. 456.




42 V. Efficiency: The purpose of legal rules or the product of competition

terpretation. The by-product of a legal system based on the rule of
law is expectations that people can rely on. These legitimate expec-
tations depend upon the consistency and predictability of legal rules
and their interpretation by courts. They are necessary conditions of
individual planning in a market economy and safeguard against ar-
bitrary practices.

V1. Science of law or the relevance
of normative experiences

The Posner/Hayek controversy highlights the normative implica-
tions of a rationality that deals with and is partly determined by the
scarcity of economic resources. Rational choice based on economic
self interest is undoubtedly among the most profound standards used
to understand and to predict human behaviour. A society that relies
on markets as the primary institution to deal with scarcities can not
ignore the contribution of rational choice to our understanding of
contracts, property rights or liability for torts or negligence. This is'
common ground for Posner and Hayek.

Posner’s and Hayek’s economic theories provide, however, for dif-
ferent rules of law: Posner subsumes the law under economics, Hayek
incorporates abstract rules of just conduct into his theory of a free
order. The differences in their respective legal theories do not end
here. Posner associates his theory with Kelsen’s pure theory of law.!2
He is a thorough going positivist. This position, like his departures
from legal theory from within, contributes to the ascendancy of eco-
nomic analysis. Posner’s message is strengthened by his eloquence,
suffers from ungenerous irony towards legal scholarship and loses
some credibility by at times providing misleading references to op-
posing views. The project to reduce the science of law and its history,
the application and interpretation of statutes and precedents, to
“everyday pragmatism” will not further the implementation of eco-
nomic analysis, underestimating (or ignoring) as it does the key role
of normative experiences for “the life of the law™.

12 Posner, Pragmatism, p. 250.
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Hayek’s different cognitive interests are best summarised in the
preface to his book “The Constitution of Liberty” “This book is not
concerned with what science teaches us. My aim is the exposition of
an idea, to show how it can be achieved, and to explain what its reali-
sation would do in practice.”!?! There are wide and fundamental dif-
ferences berween Posner’s optimistic rationality and Hayek’s sceptic
consideration of cultural development. In Hayek’s theory, reason it-
self, its generation and its inherent limitations are the product of cul-
tural development. The challenge is to understand, to preserve and to
gradually perfect the precarious achievements of civilisation. This re-
quires insight into the evolution of self-maintaining complex struc-
tures, the stratification of rules of just conduct and the discipline im-
posed by freedom in an open and abstract society.122 These values de-
pend upon solving the most important and difficult problem facing
free societies: the effective limitation of power. This problem is the
primary task and the challenge for law and for the science of law. In
Hayek’s theory there is - in contrast to Posner’s approach — wide
space for legal scholarship or 2 legal science from within the law. This
science deals with experiences gained in the generation and applica-
tion of those values that make a free and just society possible, It is a
science of normative experiences acknowledged in the application of
rules accessible through legal history and comparative law. The living
law, legislation and adjudication are predicated upon an order, the ra-
tionality of which informs the implementation and interpretation of
its rules. There is no need for a “Grundnorm” or a rule of recognition
(Hart) to deal with complex legal structures. The rules that are part
of an open society and that make this society possible are necessarily
open to diverse normative experiences and not limited to national le-
gal systems.

The discussion of the Posner-Hayek controversy has so far fol-
lowed Posner’s criticism. The apparent shortcomings of that criticism
have simultaneously revealed some of the limitations of Posner’s eco-
nomic analysis as a contribution to legal science from the outside and
the inside. Posner warns against the pitfalls of a useless search for elu-

12t Hayek, The Constitution of Liberty, Chicago 1960.
122 Hayek, Law, Legislation and Liberty, Vol. II1, p. 153-168.
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sive principles of justice, Hayek encourages the search for principles
that satisfy the demands of justice and the rationality of economics.
Posner’s thesis that all conduct that follows rational choice is moral
and is presumably legal indicates a hypothesis that is to be tested in
terms of morals, law and economics. The aim is not to discredit the
most useful and rich discipline of economic analysis of law, but to
look for its position in a legal order which may not be reduced to ra-
tional choice in the service of efficiency.

N




VII. Limits of rational choice

Rational choice and cost-benefit analysis have their own limita-
tions. They concern the methodological limits of rational choice as
such and its practical shortcomings.

(1) Indifference to existing social institutional arrangements mars
Posner’s work, according to J. M. Buchanan.'?* In law, the most im-
portant institutional arrangements are the intra-legal criteria of prec-
edent, custom, tradition, expected ways of doing things, and predict-
ed patterns of behaviour.'?* Recognising this implied limitation of his
approach, Posner proposes to eliminate it by excluding the intra-legal
perspective from his scientific legal theory.1?>

(2) Rational choice, like utilitarianism, has no limiting principle.
There is no purpose that does not lend itself to a cost-benefit analysis
of the means of its implementation.

(3) In economic analysis, the given economic end is to be imple-
mented through means that require a minimum expenditure of re-
sources. Such an analysis does not aim at and cannot by itself create
an obligation. In the words of Immanuel Kant: “As the use of certain
means has no other necessity but that required by the end, it follows
that all acts, that are prescribed by morality for ulterior purposes are
accidental, and do not qualify as obligations as long as they are not
subsidiary to a purpose that has necessity (is binding) in itself” (au-
thor’s translation).'?¢ In other words: an analysis of the relation of

1233 I M. Buchanan, Good Economics - Bad Law, 60 Virginia L. Rev., 483—492
{1974); for a recent comparative analysis of Buchanan’s and Posner’s approach to law
and economics, see Alain Marciano, Value and Exchange in Law and Economics,
Buchanan versus Posner, 2006, forthcoming in the Review of Austrian Economies.

12+ Buchanan, ibid. p. 489.

125 See above N. 19.

126 Kant, Untersuchung Uber die Deutlichkeit der Grundsitze der natiirlichen
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ends to means teaches us only how to be skilful, prudent or efficient.
It does not imply or create normative obligations. This distinction is
basic and its relevance is not limited to Kant’s theory of practical rea-
son. It is applicable whenever we are dealing with strict obligations,
particularly with prohibitions the purpose of which is to prevent
commercialisation. Some rights are inalienable. To be ones own
master — the principle of autonomy - is the most fundamental con-
dition of a free society. John Locke and Kant invest every human be-
ing with property in his or her own person. The principle transcends
the protection of property because the owner of that property cannot
dispose of it. The most obvious case is the prohibition of slavery, be it
through law or through contract. This is more than a lesson of histo-
ry. The principle that in all legal relations the human being must not
be reduced to means and must always be an end in himself or herself
defines the essence of individual liberty.127

Uncertain but nevertheless substantial limits to commercialisation
follow from the value of human dignity. There are, it is true, wide
variations between different societies in recognising these limits as le-
gally relevant. Such rules, legal or social, are nevertheless an impor-
tant — and some will feel indispensable -~ modification to rational
choice. These limits are applicable in particular to rational choice by
individual or collective monopolies.

In every legal order limits to rational choice or to individual liber-
ties are frequently the product of new rules adopted by the judiciary
in order to preserve a minimum of equity in the resolution of unfore-
seen conflicts.

Theologie und der Moral zur Beantwortung der Frage, welche die Kérigliche Aka-
demie der Wissenschaften zu Berlin auf das Jahr 1763 aufgegeben hat, in: Kant’s
Werke, Bd. I1, 276, 298, zitiert bet Cassirer, Kants Leben und Werk, 249. German
Text: ,Dz nun der Gebrauch der Mittel keine andere Notwendigkeit hat, als die-
jenige, so dem Zwecke zukommt, so sind solange alle Hardlungen, die die Moral
unter der Bedingung gewisser Zwecke vorschreibt, zufdllig und kénnen keine Ver-
bindlichkeiten heiffen, solange sie nicht einem an sich notwendigen Zwecke unter-

"geordnet werden.©

127 On Autonomy, Equality and Slavery, see Epstein, Scepricism, 2003, p. 36/37.

" On the limits of efficiency as a standard of justice see Behrens, Die Skonemischen
Grundlagen des Rechrs, 1986, $.195-197; Eidenmiiller, Effizienz als Rechtsprinzip,

3. Aufl. 1995, 5. 463 ff.
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Law 1in this perspective is not deemed to be absolute or immune to
outside scientific insights. But law demands recognition and obser-
vance of its values enshrined in substantive or procedural norms.

(4) Rational choice is predicated upon and related to market prices
and market valuation. If there are no markets, they must be “mi-
micked”. This means that the transaction must be viewed as if there
were a market.!?® This yardstick was proposed for the regulation of
monopolies long before the economic analysis of law.'® And it has
been exposed to the criticism that it is frequently impossible or highly
arbitrary to mimic the market and the outcome of competition.
Hayek finds this operation arbitrary because under conditions of
competition it is impossible to reconstruct the conditions of transac-
tions that in fact did not take place.!*® In these cases economic ana-
lysis is counterfactual.

(5) Limitations follow from the assumptions that feed into the ex
ante analysis of future risks and costs. The assumption of positive in-
formation costs — the costs of acquiring and using information — re-
cognises the problem!* but does not solve it. “Bounded rationality”
is another term for the inevitable imperfect knowledge of actors’ pre-
ferences, as well as of prevailing and future conditions that influence
the effects of rational or irrational choice.

(6) A furcher limitation of cost-benefit analysis is its deliberate dis-
counting of distributive effects. The resultant political questions con-
cerning the effects of economic inequality in society are referred to
the political system: the advantage of democracy as a political system
is said to be its ability to mediate between equality and stability.132
This does rightly imply that transactions subjected to cost-benefit
analysis do have substantive effects on wealth distribution but leaves
unanswered the question whether and how these effects should be
taken into account in the generation and interpretation of legal rules.

2 Posner, Frontiers, p. 99.

%5 See the proposal by Eucken, Grundsitze der Wirtschaftspolitik, 1% edition
1952, 7% edition 2004, to regulate monopolistic infrastructures “as if there were
competition”.

130 See above N. 93.

1 Posner, Economic Analysis, 2003, p. 17.

132 Posner, Frontiers, p. 115.
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It is rather obvious that even market-related policies, particularly
cost-based monopoly regulation, take into account their distributive
effects, particularly effects on consumers.




VIIL. On the frontiers of Posner’s legal theory

There are some tenets of Posner’s legal theory from outside or from
inside the law that colour his legal universe. Interrelated themes are
everyday pragmatism (1.), legal positivism (2.) and the dangers of
past-dependent law (3.).

1. Everyday pragmatism

Major reasons for everyday pragmatism are negative: since it is im-
possible to reach consensus on “the good”, it is impossible to achieve
consensus on a theory of justice;'* legislators and courts cannot ar-
rive at a consensus by reasoning from common priorities and ends;
philosophy, including pragmatic philosophy, offers nothing that the
law can use or that can determine the ends of democracy.’** Since
there is no moral compass, legal and political thinking need a new fo-
cus. That focus is to be “everyday pragmatism”. First we learn what
legal science and the law have to overcome: legal formalism, abstract
moral and political theory as a guide to judicial decision making; con-
sequentialism, that like utilitarianism evaluates actions by the value
of their consequences; giving controlling weight to systemic conse-
quences; and the idea, based on the rule of law and the separation of
judicial and legislative functions, that judges apply law only and do
not make 1t."*® Finally, there is no general analytic procedure that dis-
tinguishes legal reasoning from other practical reasoning. The task of
the judge is “to make the decision that is reasonable in the circum-

13 Posner, Frontiers, p.20.
13 On democracy see Posner, Frontiers, p. 130.
13 Posner, Pragmatism, p. 61.
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stances, all things considered”.1% “All things” include the decision’s
specific consequences, as far as they can be discerned, but also the
standard legal materials and the desirability of preserving rule of law
values.!¥” But even these generalities must be taken with a grain of
salt. Precedents, certainly a part of the rule of law in the context of
the common law, are thoroughly discredited in Posner’s discussion of
the law’s dependence on the past.!”® And the rule of law rhetoric is
suspected to be an accidental and readily dispensable element of our
legal ideclogy.* The dominant theme and the message of everyday
pragmatism is the encouragement of wide judicial discretion. In un-
exceptional — that is, normal — cases, purposes that delimit contrac-
tual, statutory, constitutional, or common law provisions are said not
to be discernible. Consequently, in these cases the judge is free to de-
cide what the purpose of the law 1s: at common law, the purpose is
given by the judges and can be changed by them. These considera-
tions are then transferred to constitutional law as judge-made law. 14
Beyond judicial discretion in the interpretation of legal instruments,
“Posner’s pragmatism has little to say about the normative ends we
choose to adopt”.14!

Under a generalised rule of reason, almost all depends on judges
who are reasonable men or women. But that is not enough. Even
reasonable men or women have different backgrounds, dispositions,
convictions and prejudices. The answer is Posner’s proposal to recruit
a diverse and representative judiciary, composed of judges with di-
verse origins, experiences, attitudes, values and cast of mind. The
analogy is, of course, to the democratic process and to the limited de-
liberative potential of judges, as of voters. The diversity of the Ameri-
can people should be represented.!*? If we needed confirmation that
in dealing with everyday pragmatism, we are simultaneously dealing

136 Posner, Pragmatism, p. 64.

¥¥7 Posner, Pragmatism, p. 64.

38 Posner, Frontiers, p. 145-192 see below p. 56—62.

139 Posner, Frontiers, p. 191.

H0 Posner, Pragmatism, p. 68.

U Sullivan, Michael/Solove, Daniel J., Can pragmatism be radical? Richard
Posner and legal pragmatism, 113 Yale L. [. 687, 694 (2003).

142 Posner, Pragmatism, p.211; for a further identification of democratic and ju-
dicial deliberation see Posner, Pragmatism, p. 139.
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with economic analysis in modern American law, it is given by Pos-
ner: “The economic or the pragmatic approach to law is external only
in a purely linguistic sense.”!#?

Posner purports to restrict his everyday pragmatism to the Ameri-
can legal system. That does not prevent him, however, from compar-
ing the accomplishments of pragmatism in the United States with as-
sumed characteristics of the European legal systems.'** To relate his
account of European legal systems would be embarrassing because it
is not even a caricature of the character of European legal systems,
the role of governments, of courts and the attitude of judges. And
there is not even a reference to that most European of legal systems,
that of the European Union.

Silence is nevertheless inadequate, because Posner sees no strain in
the application of the economic analysis of law to European legal sys-
tems.*® And he even ventures a far-reaching recommendarion for
Europe: “Europe is at the crossroads, where one part leads to discre-
tionary adjudication on the Anglo-American model while the other
is the continuation of the tradition of judicial modesty that (to an
American) is the most striking feature of the European judiciary.”
Judicial activism is, however, in the European Union and in some
member states as controversial as it is in the United States.

2. Positivism

Posner’s thesis that there are scientific approaches to law from the
outside only — particularly from economics — is given up a few years
later in favour of that most exclusively inside theory of law — Hans
Kelsen’s “Pure Theory of Law™.1#

The “Pure Theory of Law” is the most highly developed form of
positivism.1*® Positivism confirms most of Posner’s negatives of his
everyday pragmatism. Positivism recognises as law every command

19 Posner, Pragmatism, p. 81.

1%+ Posner, Pragmatism, p. 95/96.

145 Posner, Pragmatism, p. 287.

146 Pasner, Pragmatism, p. 288,

W Relsen, Hans, Reine Rechuslehre, 1934, Posner too uses this first edition.
148 Hayek, Law, Legislation and Liberty, Vol. 11, p. 48.
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that issues from the competent controlling authority. That authority
is mostly, but not necessarily the sovereign state. In such a legal order
there is no space for legal history or for comparative law.

Posner was surprised that Kelsen’s philosophy of law opens a space
for economic analysis and “forges an important link between legal
pragmatism and legal positivism”.**? He ascribes his surprise to Kel-
sen’s reputation as a Kantian and to his own image of Kant’s “moral-
istic” conception of law. Without entering into a discussion of Kant’s
fundamental distinction between law and morality, the comparison
with Kelsen’s position may clarify some aspects of the “Pure Theory
of Law” and account for some objections against everyday pragma-
tism. In distinguishing legal from moral obligations, Kelsen 1s indeed
a Kantian. Even though, according to Kant, 2ll duties (obligations) as
such are part of ethics, it does not follow that the rules {,,Gesetzge-
bung®) that result are ethical. The example of contracts is a case in
point. In the words of Kant: “Ethics commands that I perform a con-
tractual obligation even though the other party cannot enforce my
performance: the rule (pacta sunt servanda), however, and the corre-
sponding duty are part of the law”.13°

It does not follow, however, that Kelsen’s radical elimination of all
content from the concept of law is in harmony with Kant’s theory of
law. Nor does Kant propose a universal definition of natural law or
justice, conceived of as a body of universal principles found instan-

1% Posner, Pragmatism p. 251.
180 Kant, Metaphysik der Sitten, S.219. The German original reads: , Hieraus ist

“zu ersehen, dafl alle Pflichten blof darum weil sie Pflichten sind, mit zur Ethik ge-
- héren; aber ihre Gesetzgebung ist darum nichr allemal in der Ethik enthalten, son-

dern von vielen derselben auflerhalb derselber. So gebietet die Fthik, dass ich eine in
einem Vertrage getane Anheischigmachung, wenn mich der andere Teil gleich nicht

: -dazu zwingen kénnte doch erfillen misse: sie nimmt das Gesetz (pacta sunt ser-
vanda) und die diesem korrespondierende Pflicht aus der Rechtslehre als gegeben

an. Also nicht in der Ethik, sondern im Jus liegt die Gesetzgebung, das angenom-
mene Versprechen gehalten werden miissen®. Kant’s theory is incompatible with

:Posner’s and Holmes™ interpretation of contracts as an acquisition of an option to
‘break it. The difference follows, however, not from the legal consequences provided
for by positive legislation; the difference follows from Kant’s insistence on an sthi-
-cal obligation to keep promises that is irrelevant in a pragmatic and economic inter-

pretation of contracts. This does not imply that, as a matrer of law, Holmes’ inter-

-pretation of contracts is to be accepred. As a marter of experience, such an interpre-
‘tation is incompatible with the key role of long term and relational contracts for
“individuzl economic planning in a market economy.




54 VIII. On the frontiers of Posner’s legal theory

tiated in every society’s legal system.!5! The fatal misunderstanding is
the identification of universal principles with the positive law of every
society. Positive law, according to Kant, is a matter of experience and
is not necessarily in harmony with the principles of justice. But there
are, according to Kant and contrary to Kelsen, principles of justice
that are to guide legislation and adjudication. These principles follow
from the inalienable rights of citizens against their sovereign to be re-
spected in their dignity and liberty as self-governing individuals. The
sovereign may not impose duties upon its subjects which the subjects
would not impose upon themselves. This position is explicitly con-
trary to Hobbes, Bentham and their positivist followers, who find
rights against the sovereign self-contradictory.

In this respect, Kelsen is not a Kantian. Law, in his theory, is a nor-
mative system backed by credible threats of using physical force
against the violator of the norm. The norm is a legal norm not because
of its content, but because it is created in a certain way, ultimately in a
way determined by a presupposed basic norm.!*? The basic norm
creates competences to create subordinate norms. This norm is as-
sumed to be common to all legal systems. It is, however, not part of
the legal system, but establishes the fact of control. Control means
that the organisation of governmental and judicial powers is observed
and that legal sanctions are enforceable. In international law, a new
government, after a revolution or occupation, will be recognised
when it has such control.133 Posner’s embrace of a legal theory that is
content-neutral and therefore open to everything — including the eco-
nomic analysis of law — is easy to understand. It creates space, a wide
space indeed, for drawing on economics and the social sciences and
other extra-legal sources of knowledge for aid in formulating legal
docirines.!5 But this optimistic statement is circular. Since the con-
tent of law is indeterminate (and, in the last analysis, a matter of so-
ciology or ideology),!55 so too are the legal doctrines these disciplines

151 This is, however, how Posner summarizes the position of his non-pragmatic
opponents, Posner, Pragmarism, p.253.

152 Posner, Pragmatism p. 257, Kelsen p. 198.

153 Posner rightly points out the factual analogy between recognition in interna-
tional law and the Grundnore in national law. Posner, Pragmatism p. 26C.

15¢ Posner, Pragmatisimn, p. 266.

155 Posner, Pragmatism, p. 268.

VI Onthe frontiers of Posner’s legal theory 55

may help to produce. The fact that Kelsen’s theory is compatible with
the economic analysis of law and recognises the judges’ freedom in
filling gaps through the creation of a lower norm on the basis of a
higher norm,!>¢ is no substitute for a critical appreciation of its fur-
ther implications and limitations.

These are provided by Hayek. He finds Kelsen’s theory a product
of constructivist rationality; a distortion of scientific analysis by de-
ducing results from his own definition of the essence of law; an ideol-
ogy in the service of unlimited government and socialism; the refuta-
tion of a concept of justice ignoring viable negative tests of justice that
identify unjust norms.’ In light of these arguments it is difficult to
understand, let alone condone the charge that Hayek fails to recog-
?iselile difference between Kelsen’s concept of law and the rule of
aw.

The limitations of Kelsen’s theory, that Posner neglects, affect even

_1ts usefulness as a vehicle of economic analysis of law. The law, ac-

cording to Kelsen, is basically a certain order or organisation of pow-
er.%? This is the function of the Grundnorm and the delegation of
legislation and judicial powers based thereon. You do not have to be a
formalist interested in systems only to recognise that law as the or-
ganisation of power divorces itself from some of its most important
sources. There is no place for the factual rule-making and rule orien-
tation in everyday life. Contracts are part of the legal system not only

because the partners acquire the opportunity to breach the contract

or because such breaches are sanctioned by law if the other party does
go to court. Contracts are constituent elements of every market econ-
omy and they have effects like legal norms. The understanding of law
as the organisation of power fits, however, perfectly planned eco-
nomies. Even in such systems there is, of course, space for economic
analysis of law if you think of the plan as law and of the planners as

" rational beings.

It may be a terminological accomplishment that we can distinguish
law from bad law and that an act by a competent authority that orders

156 Posner, Pragmatism, p. 267.

17 Hayek, Law, Legislation and Liberty, Vol. I, p. 48-56.
158 Posner, Pragmatism, p. 281.

159 Kelsen, Reine Rechtslehre, 1934, 5. 70.
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murder is still “law”. The accomplishment is meaningless for a police-
man who is ordered by a competent authority to torture prisoners
and may not refuse to obey. And it is of no consclation for those who

are tortured that they know they will at least suffer according to
“1 2 160
aw”,

3. The end of legal history?

Legal history, according to Posner, is an obstacle to enlightened le-
gal theory. He finds the legal profession the most historically oriented
— more bluntly, the most “past dependent” of the professions.!6! The
ingrained attitudes of lawyers, being suspicious of innovation, para-
digm shifts and the energy and brashness of youth, are obstacles to
those who wish to reorient the law in 2 more scientific, economic and
pragmatic direction.’? This rejection of precedents and scholarly
history as guides to legal reasoning is all the more SUrprising — not to
say puzzling — as Posner once came close to arguing that “the com-
mon law is compatible with and even proves the relevance of eco-
nomic analysis of law”.

To promote his thesis that in law the past should not rule the
present,'® Posner relies on and adopts Nietzsche’s great sceptical
essay on history in “Untimely Considerations™.16* The law, subdued
by history, needs the energy and brashness of youth heralded by
Nietzsche. The task is to overcome and to expose the various mas-
querades of the legal profession’s historical reasoning. To be exposed
is “a parallel instrumental conception of history written by judges
and other legal professionals. Judges write history like commis-
sars.”1% This is heavy stuff, to paraphrase Posner’s reference to

18 Posner, Pragmatism, p. 261.

161 Posner, Frontiers, p. 145,

162 Posmer, Frontiers, p. 145.

183 Posner, Frontiers, p. 169.

1+ Nierzsche, Unzeitgemifle Betrachtungen, 2. Stiick, Vom Nutzen und Nach-
teil der Historie fiir das Leben, Werke I, 5.210-285, The following quotations are
from the German edition.

165 Posmer, Frontiers, p. 152.
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Nietzsche. Butit is a dummy and a distortion of the legitimate uses of
history in both law, philosophy and indeed economics.

Most of our legal rules and institutions are both “past dependent”
and “path dependent”. They are part of the social arrangements that
enable human beings to orient themselves in 2 complex society with a

‘minimum of scientific insight and information. In the words of

Richard Epstein:

“put simply the material of the common law forms a vast depository of
raw data (which no moral philosopher could hope to come to duplicate by
unaided reflection) needed to fashion a sound set of legal rules for our po-
litical and social institutions.” 166

Properly refined and pruned these principles that lie behind the
endless array of discrete cases allow us to establish a complete and
well-defined set of relationships between private individuals that
meet simultaneously the practical concerns of ordinary individuals,
the moral concerns of philosophers and the efficiency concerns of
economists.!®7

The teachings of history, it is true, are never conclusive because
comparisons with or without certzin developments are counterfac-
tual.1®® The United States is in the happy situation of having no ex-
perience of modern tyrannies. The German experience with Nazism
and the worldwide experience with Communism are rather convinc-
ing evidence of what it means to live in a community without the rule
of law. In other words: to live in a community without justice. The
eradication of the rule of law usually had high priority on the list of
revolutionary objectives and “accomplishments”. This experience is
one of the reasons why sovereign European countries were and are
prepared to accept as binding a charter of human rights as interpreted
by the Strasbourg Court of Human Rights and the guarantee of eco-
nomic liberties as interpreted and enforced by the Luxembourg Eu-
ropean Court of Justice.1¢?

186 Epstein, Scepticism and Freedom, 2003, p. 14.

7 For a similar summary of the common law, see Hayek, Law, Legislation and
Liberty, Vol.1, p. 86.

168 Posner, Frontiers, p.20.

6% The repudiation of a revised treaty of European Union called a Constirution
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The comparison of judges with commissars shows Posner’s char-
acteristic ease in dealing with events of history in parts of the world
which were in fact going to hell, - if not “in a handbasket™”?, but
with brash contempt of all historical accomplishments of civilisation.
It was the strategy of the 20% century ideological tyrannies to propa-
gate the end of history and a new age in which received values, partic-
ularly values enshrined in tradition, customs and law were but preju-
dices. Isaiah Berlin has shown that it was left to the 20 century to do
more than just doubt the possibility of final solutions to the age-old
questions of metaphysics, ethics and politics: for the first time, such
questions as liberty and authority, sovereignty and natural rights, the
ends of the state and of individuals were treated so as to vanish from
the questioner’s consciousness like evil dreams that would not trouble
him any more.!”! This method of indoctrination “secures agreement
on matters of political principle by removing the psychological possi-
bility of alternatives which itself depends or is held to depend on the
older form of social organisation rendered obsolete by the revolution
and the new social order”.17?

Communist and fascist tyrannies aside, there is, according to
Isaiah Berlin, a progressive and conscious subordination of political
to social and economic interests”?. Qutside the purely technical
sphere where one asks only what are the most efficient means towards
this or that practical end, words like “true” or “right” or “free” and
the concepts which they denote are to be redefined in terms of the
only activity recognised as valuable, namely the organisation of so-
clety as a smoothly working machine

Posner does not propose to redefine these concepts. He finds them
scientifically irrelevant. His pragmatism informs, however, his un-
derstanding of history; and the way he interprets those unhappy
would-be historians, like judges, scholars of legal history in general

by popular votes in France and the Netherlands only proves that peliticians have
more difficulties in understanding the lessens of history than the populations of
democratic societies.

170 Posner, Frontiers, p. 162.

171 Berlin, On Liberty, p. 75/76.

72 Thid, p. 77.

173 Thid, p. 80.

174 Thid, p.78.
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and Dworkin in particular.!” There is probably no modern writer or
lawyer who argues, as Posner suggests, that the pastas such is norma-
tive.l’® What the past of the law can teach us depends on the reason
we find the legal experiences of another generation relevant. Legal
history is relegated to irrelevance when recognised as such only in the
form of a “disinterested study” of events, chronology or record of the
past.l”” Posner himself proves the point. He finds the legal experien-
ces of other times irrelevant:

“In the case of legal precedent the cookie-cutter method will sometimes
work; some cases are undeniably ideatical in all conceivably relevant re-
spects to previously decided cases. But when there are merely analogies
there is no metric of similarity that will enzsble 2 later case to be decided by
reference to an earlier one” 78

The thesis that precedents, like history, are merely a source of po-
tentially useful data'” denies the possibility of recognising normative
principles that governed former cases and that may be relevant in an-
other context. To deny this possibility is to deny that we are, in our
way of thinking, dependent upon the insights and ideas of other ages.
The history of ideas, of legal and moral insights, cannot be reduced to
factual data.

It is the cognitive interest that determines the lessons to be learned
from history. If you want to understand the conditions that are con-
ducive to the development of the rule of law, it will not help just to
register events and uses or abuses of law. The reason for a normative
approach to history in general and legal history in particular was
forcefully argued by Immanuel Kant.!® He proposed to orient his-
torical enquiry towards the idea of a constitution based upon the con-
cept of human rights that every individual is endowed with as a
human being. Such a speculative enquiry takes into account the chal-
lenge for and the ability of human beings to contribute to such a de-

175 Posper, Frontiers, p. 161.

176 Thid, p. 161.

17 Thid, p. 146

178 Thid, p. 163.

179 Thid, p. 161.

180 Kant, Idee zu einer aligemeinen Geschichte in welthiirgerlicher Absicht (Idea
of a general history with a view to universal citizenship), Akademicausgabe Bd. 8,
§.18-31.
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velopment. And it may contribute to finding conditions favourable to
its realisation.

In the context of legal history, Nietzsche is a difficult witness from
philosophy. The use and abuse of his philosophy to demonstrate the
superiority of vitality and youthfulness over “the mystification of the
past”18! was a standard of Nazi propaganda.!® This fact, needless to
say, does not make Nictzsche a Nazi. In order to understand
Nietzsche’s message in his philosophy of history, we have to take into
account his cognitive interests. Posner finds it in Nietzsche’s reliance
on “life as the final arbiter”. This is a rather vague maxim and says
nothing of its relevance for law which is not even mentioned in this
text. The meaning of vitality, not questioned by Posner, is supplied
by Nietzsche: life as such is will to power and self sustenance 1s but
one of the indirect and frequent consequences thereof.’* And even
more explicit: “Only where life is, is there will: not the will to live,
but — hear my word — the will to power” (author’s translation).!3
Even though it would be a simplification to reduce Nietzsche’s philo-
sophy to this maxim, it is a dominant theme. And it implies the man-
date of the strong few to dominate a community and of a strong com-
munity to dominate other communities. Power may certainly be
looked upon as one of the great moving factors in history. But in legal
theory, the control and limitation of power is certainly more relevant
than its praise.

To find the history of ideas and the ideas of philosophers relevant
you must not have, as insinuated by Posner, a monumentalistic con-
ception of the past. Schopenhauer’s (not Nietzsche’s) “ideal of a re-
_public of wise men where one giant calls to another across the desert
intervals of time undisturbed by the exited shattering of dwarfs who

181 Posner, Frontiers, p. 163.

182 Rosenberg, Alfred, Der Mythus des 20. Jahrhunderts (The mystification of
the 20th century), Berlin 1930. The book was used as important propaganda and
schooling material by the Nazi government after Hitler came to power.

185 Nietzsche, Jenseits von Gur und Bése, Vorspiel einer Philosophie der Zu-
kunft, in: Werke Bd. I1, S.566, 578. German text: Leben selbstist Wille zur Macht—
Die Selbsterhaltung ist nur eine der indirekten und hiufigsten Folgen davon.

184 Nietzsche, Also sprach Zarathustra, in: Werke Bd. II, 5.278§, 372. German
text: Nur, wo Leben ist, da ist auch Wille: aber nicht Wille zum Leben, sondern-so
lehre ich Dich — Wille zur Macht!
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creep about beneath them”, does not deal with or reject the “idolatry
of the factual”. The message is that there are philosophical ideas, val-
ues and insights that remain relevant beyond the disparate events of
history. There is no conflict in finding relevant insights in principles
that contribute to our civilisation and the recognition of their limited
impact on the course of history. There certainly has been an “idolatry
of the factual” in order to intoxicate the masses with the sense of
power and invincibility; but it is difficult to comprehend why Posner
ascribes this attitude to conventional legal thought.!#

By endorsing Nietzsche’s critic of historicism and his aversion to
the idolatry of the past, Posner, unaware or careless of context, en-
dorses the idolatry of power. And he fails to notice Nietzsche’s own
views on philosophy of law, legal history and comparative law. They
are the exact opposite of Posner’s interpretation. Nietzsche writes:

“Now to the philosophy of law! This is a science like all moral sciences
that is not even out of its infancy ... . And as long as legal theory does not
accept a new foundation, namely the foundation of history and the com-
parison of different laws of different peoples, we are to live with the use-
less fights among false abstractions that these days present themselves as
‘philosophy of law” and all of which are deduced from the character of in-
dividuals as they are today. These individuals are, however, such complex
beings, particularly with respect to their understanding of legal values,
that they permit of the most divergent interpretations”.18¢

According to Nietzsche the way to a true understanding of law
then is history and comparative law. The methodological affinity of
legal history and comparative law has often been recognised. But
comparative law is not even registered at the “frontiers” of legal theo-

185 Posrner, Frontiers, p. 154.
18 Author’s translation from Nietzsche, Friedrich, Aus dem Nachlass der 80er
Jahre, in: Nietzsche, Friedrich, Werke 1997, Bd. 3 $.870/71. The German origina}

" reads: ,Ja die Philosophie des Rechts! Das ist eine Wissenschaft, welche wie die mo-

ralische Wissenschaft noch nicht einmal in der Windel liegt.
Und so lange die Rechtswissenschaft sich nicht auf einen neuen Boden stellr,

“nimlich auf die Historien und die Vélkervergleichung wird es bei dem unniitzen

Kampfe von grundfalschen Abstraktionen verbleiben, welche heute sich als ,Philo-
sophie des Rechts’ vorstellen und die simtlich vom gegenwirtigen Menschen abge-
zogen sind. Dieser gegenwirtige Mensch ist aber ein so verwinkeltes Geflecht, auch
in Bezug auf seine rechtlichen Wertschitzungen, dass er die verschiedensten Aus-
deutungen zuldsst.”
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ry. This is in line with Posner’s positivist position that there can be no
transfer of scientific insights from one legal system to another and
that there are no legal principles of cross-cultural relevance.
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