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I want to contrast two different types of economic approach to law, one, the formal, expressive of a European tradition with roots in Aristotle and important modern branches in Max Weber and Friedrich Hayek; the other, the substantive, a largely Anglo-American creation with links to pragmatism—that distinctive American philosophy. The two types are often, notably by Hayek, viewed as rivals, and I have reflected this understanding in my title; my own view, however, is that they are complementary.

The European approach focuses on the legal foundational, or one might say the constitutional, elements of the liberal state. From an economic standpoint, the question with which the European approach is concerned is the abstract legal framework necessary to enable free markets to operate effectively. The emphasis is on an independent judiciary, generality and prospectivity of legislation, and, in short, what has come to be called the “rule of law,” which has roots in Aristotle’s Nicomachean Ethics. The Anglo-American school of economic analysis of law is by no means indifferent to the framework—in this connection I must mention the thriving subfields of economics known as “public choice” and “social choice”—but its primary focus is on the interior, at it were, that is, on specific rules, doctrines, and cases that constitute the stuff of the law as it is encountered daily by judges and lawyers. So we have elaborate treatments in the Anglo-American literature of torts, civil procedure, contracts, physical and intellectual property, antitrust, labor, discrimination, and so forth. I do not wish to imply that the European school of economic analysis of law is indifferent to substantive matters. Not at all, and its interest in them is growing. But what is distinctive about the European school is the interest in the framework, and that is going to be the focus of this talk.

I mentioned Aristotle and let me—appropriately given the locus of this talk—begin with him. In the Nicomachean Ethics, he set forth a theory of law that he called “corrective justice.” (He also discussed distributive and retributive justice, and even equity, in that work, but these are not especially germane to the formal tradition that I am expounding, though I shall have occasion to glance at retributive justice shortly.) The essential point that Aristotle made is that if someone through wrongful behavior (the wrongdoer) disturbs the preexisting balance between himself and another person, to the injury of the latter (the victim), that other person, the victim, is entitled to some form of redress that will restore that preexisting balance, to the extent feasible—that will correct, in other words, the departure from equilibrium that was brought about by the wrongful act.

Aristotle’s concept of corrective justice is highly abstract. What shall count as wrongful behavior is not specified; nor the forms of redress that shall be deemed appropriate (injunction, damages, or even, as in the case of “no fault” automobile accident schemes, first-party insurance
). The significance of the theory lies in its recognition that the state has a role to play in righting even private wrongs; they are not to be left solely to self-help, to the sort of private vengeance systems that antedate law as we know it. Law as we know it may be said to begin with corrective justice, except that from this genetic standpoint we should perhaps push the birth of corrective justice back a century or so, from Aristotle to Aeschylus’s tragedy Eumenides, in which the older retributive justice depicted in the trilogy that culminates in Eumenides—the retributive justice that Clytemnestra visits on Agamemnon, Orestes on Clytemnestra, and the Furies on Orestes—is replaced by legal justice, in which the balance between victim and injurer is reestablished not by self-help (which perpetuates the cycle of violence) but instead by judicial processes, which cuts off the cycle.

Aristotle derived from his theory of corrective justice a corollary of critical importance to the evolution of legal theory. The corollary is that corrective justice abstracts from the personal qualities, the merit or desert, of the wrongdoer and his victim. The victim may be a bad man and the wrongdoer a good one, having in mind the character and entire course of a person’s career, the summation of all his good and bad deeds, and not just the particular episode that resulted in the injury to the victim. Nevertheless, the victim is entitled to redress. The reason this is a corollary of corrective justice rather than a separate principle of justice is that corrective justice seeks to redress a preexisting equilibrium rather than to change it. The court doesn’t use the occasion to enrich or impoverish wrongdoer or victim on the basis of a judgment about their merits or deserts apart from the circumstances of the injury itself. For that would not restore the parties to the preexisting equilibrium; it would create a new equilibrium.

This process of correction is what is more likely nowadays to be called not corrective justice (a term not widely used, at least in American law) but instead justice “without regard to persons,” the concept symbolized by the statue of justice as a blindfolded goddess. It remains a cornerstone of law in all civilized societies. Indeed, it is one of the institutions by whose presence one determines that a society is civilized. The reason for this institution is practical (Aristotle was a practical thinker), and indeed can be expressed in economic terms. If obtaining redress for injuries depended on a person’s reputation, people would invest inordinate resources in becoming well liked, well regarded. To the extent that such investments took the form of doing genuinely good things, they would enhance social welfare. But often it would be much easier to obtain a good reputation by cultivating the friendship of the powerful, allying with the powerful through marriage, avoiding unpopular stands, and taking other steps unrelated, indeed often detrimental, to the good of society. Furthermore, even when a person obtained a good reputation by proper means, once he had that reputation and could use it to inflict wrongful injuries with impunity on persons who did not have a good reputation, incentives to wrongful behavior would be created. The friendless would be an outlaw class on whom any of the “good” could prey with impunity. Energies would be deflected from socially constructive activities into rent seeking and clientelism. The state would be weakened.

So we want law to be “impersonal” in rather a literal sense. We want judges to abstract from the personal characteristics of the parties to the litigation before them and treat them as representatives of classes of activity, such as drivers and pedestrians. This aspiration for legal justice received canonical expression (in the European tradition) in Max Weber’s concept of formal rationality. Law en​gaged Weber’s interest as both an illustration of and as a causal agent in the process of modern​iza​tion (more broadly, of social evolu​tion), a process that is at the heart of Weberian sociology. Modern​ization is for Weber the pro​cess by which instrumental rationality—the intelligent fitting of means to ends—implemented through such in​stitutions and practices as bu​reaucracy, professionalism, and spe​cializa​tion, comes to supplant older methods of social ordering. The older methods include fam​ily and clan ties, magic, charisma, intimidation, and other means of social control in which nonrational as​sociations and influences predominate. Law, in Weber’s analysis, participates in this moderniz​ing process by shucking off its su​pernatural, charismatic, and discre​tionary elements and becoming in​creasingly cut-and-dried, ra​tional, and bureaucratic—in​creasingly a sys​tem in which disinterested civil servants, constituting a profes​sional​ized ju​diciary, resolve disputes by applying clearly stated rules de​signed to promote ra​tional eco​nomic planning by private and public ac​tors to facts that these civil ser​vants also ascertain ra​tionally. The rules do not pre​scribe any private ac​tions; they do not tell people what con​tracts to make, what risks to take, what callings to follow. Instead they create the frame​work within which people can go about their business—ac​quiring and exploit​ing property, making con​tracts, in​vesting and lend​ing, en​gaging in risky activities, and so forth, confident that known, clear, sub​stantively neutral rules provide the ex​clusive statement of their public rights and duties. To the extent that the legal system con​forms to these criteria, it attains formal rationality—the op​timal envi​ronment for capitalism.

With Weber we are already far beyond Aristotle. This is particularly clear when we consider Weber’s argument that the efficacy of the law as a hand​maiden of a capital​ist economy de​pends on law’s main​taining its professional auton​omy. (Aristotle had written at a time when there were no professional judges.) Judges are not to be the cheer​lead​ers for capi​talism. They are to enforce the abstract norms of the law without re​gard to the conse​quences for the persons and activities en​countered in the cases that they are called upon to decide. This neu​trality, neutrality not only as to personal worth as in Aristotle but as to ideology as well, is impor​tant not only for enhancing the predictability of law—and it is pre​dictability, above all, that Weber thought capitalists require of the legal framework—but also for reassuring the potentially restive classes in society that the law is not infected by class bias. But this means that even modern law has an ideo​logical, one might even say a prerational, role—to conceal the linea​ments of power in a capitalist so​ciety. Legal ra​tionality is—ra​tional. But it is also, and by that very fact, an agent of mystification.

I want to emphasize the difference in this regard between Aristotle and Weber. It is at least formally possible to do justice “without regard to persons” yet to do so on the basis of loose, discretionary, “equitable” standards rather than the kind of strict rules envisaged by Weber. The important thing from Aristotle’s standpoint is that the judge (or jury) not have regard for the individual characteristics (wealth, family, deservedness, etc.) of the parties to the lawsuit, that he treat them as representatives of activities rather than as unique individuals. But this leaves undetermined the degree to which the judges will base decision on abstract principles rather than on the particulars of the individual case, not the personal characteristics of the litigants but the particular character of the activity in which each was engaged. It is the difference between punishing a driver for driving over the speed limit and punishing him for driving too fast for driving conditions at the particular time and place. But of course the looser the standard applied, the greater the danger that the judges will be influenced by the personal characteristics of the litigants or, alternatively, will be harder to detect should they allow themselves to be influenced by those characteristics, because the correct application of a standard is usually more difficult to judge from the outside than the correct application of a rule. Weber’s concept of formal rationality places great weight on the desirability of rules that leave little scope for judicial discretion and so provide the clearest possible guide and framework for the imposition of legal duties.

Let me put it this way: Aristotle laid the cornerstone of the rule of law, but Weber completed the edifice. That judges shall judge without regard to persons is a central element of what we consider the “rule of law,” or in German the Rechsstaat, but it is not the only element. Others are that rules of law shall be general, shall be clear, and shall be announced in advance so that people can conform their behavior to them without risk of punishment. These are values emphasized by Weber. Another important element of the rule of law is the separation of the legislative and judicial functions.

Consider now the twist that Friedrich Hayek gave to the Aristotelian-Weberian concept of law as impersonal (Aristotle) and indeed formally rational (Weber). The theory is simple and readily summarized.
 There are two ways of establishing norms to guide human behavior. In one, which Hayek calls “constructivist rationalism,” they are prescribed from the top down by a legislature, a bureaucracy, or a judiciary—in other words by experts who gather the information necessary to formulate by the method of reason the best possible set of norms. This approach, as we might guess from Hayek’s well-known aversion to central planning, he rejects as requiring too much information to be feasible. In addition, it endangers liberty by enlarging the administrative powers of government and thus weakening the rule of law—the thesis of Hayke’s most famous book, The Road to Serfdom.
The alternative method of creating norms is that of custom and is based on the superiority of what Hayek calls “spontaneous order” to order brought about by plan or design. The word “spontaneous,” with its connotation of suddenness, is not the happiest term for what he has in mind; “unplanned” or “undesigned” would be better and “evolved” would be best, given his emphasis on the analogy of natural selection. The natural world is an extraordinarily complex system, amazingly “well designed,” but according to Darwinian theory there was no designer. Markets are another example of “spontaneous order” in Hayek’s sense. They emerged thousands of years ago; they were not invented or designed; and their operation does not involve central planning.

In the domain of norms, the spontaneous order that corresponds to the market is custom—indeed, the market itself could be thought a product of custom. So strong is Hayek’s dislike of planning that at times he comes close to denying that legislatures have any business legislating in the sense of regulating private behavior. Regulation is the business of custom. Not that Hayek is an anarchist and wants to abolish government. But he thinks that virtually the only proper business of a legislature is to direct and control the government, for example by levying the taxes that are necessary to defray the cost of government and by appointing and monitoring government officials. He points out that historically that was the primary function of the British Parliament, and not the laying down of rules of conduct for private citizens. Most of those rules were laid down by the royal judges. Those are the rules and doctrines of the common law. Even crimes were declared and defined by judges. (The modern view, at least in the U.S. federal system, is that there are no common law crimes; declaring conduct criminal is a legislative prerogative.) But judges’ traditional aversion to appearing to be creative led them to say that what they were doing in deciding common law cases was not making new rules or standards of conduct but merely enforcing immemorial custom. Hayek takes this claim literally. He thinks (and he thinks the English common law judges thought) that the only question a judge is entitled to decide is “whether the conduct under dispute conformed to recognized rules,” that is, to “the established custom which they [the parties] ought to have known.” Alternatively but equivalently, the judges’ duty is to enforce the expectations created by custom. Judges who step outside this boundary are stepping onto the slippery slope to totalitarianism: “a socialist judge would really be a contradiction in terms.”

But so, by Hayek’s logic, would a capitalist judge be. The contradiction Hayek identifies has nothing to do with the content of the judge’s policy views. It lies rather in the judge’s allowing those views to influence his decisions. Hayek acknowledges that there are gaps in legal rules and, what amounts to the same thing, that “new situations in which the established rules are not adequate will constantly arise,” requiring the “formulation of new rules” by the judges. But they are to fill these gaps with custom. Their role remains a passive one. They are prohibited from engaging in a “balancing of the particular interests affected [by the rules] in the light of their importance” or from concerning themselves “with the effects of [the rules’] applications in particular instances.” In fact, “neither the judges nor the parties involved need to know anything about the nature of the resulting overall order, or about any ‘interest of society’ which they serve.” The “overall order” that the judges are to serve is the market, but they needn’t even know it. The Hayekian judge is thus a thoroughgoing formalist. “He is required to think only about the internal logic of the law.”

There is an interesting difference between Weber and Hayek regarding the appropriate institutional framework for implementing the formal rationality of the law. The legal system that Weber had in mind as exemplary for mod​ernization was the civil-law system found in Germany and other Con​tinental nations, and eventually in Japan and much of the rest of the world as well. The legal codes of the Continental nations, beginning with the Code Napoléon, and the bureaucratic judiciaries that adminis​tered them, signified to Weber the triumph of formal rationality. Yet the earli​est capitalist superpower, namely Great Britain, and the most ad​vanced capitalist power of his day as of ours, namely the United States, were common law rather than code countries. The em​barrassment that the common law poses for Weber’s thesis is only slight, however. The Continental judiciary is (and was in Weber’s time as well) more cre​ative and less rule-bound, less “bureaucratic,” than Weber believed, while the common law has al​ways been more pre​dictable than out​siders realize; and so in short the common law and civil​ian legal tradi​tions are convergent. What capital​ism essentially requires of law is the protection of property rights, and en​forcement of freedom of contract, by reason​ably disin​terested judges, rather than the maximum clarity and co​herence attainable by legal rules. The content of legal rules is as im​portant as their form, moreover, and the common law rules fashioned by English and American judges may have contained precepts more supportive of economic efficiency than the counterpart rules on the Con​tinent.

But what I am particularly interested in noting is how Hayek as it were turned Weber upside down by arguing that the common law was a better institutional framework for law’s formal rationality than the civil law. He did not, however, base this inversion on the point I just suggested and will return to, that the common law rules fashioned by the English and American judges were more efficient than the rules of the civil law. He saw the common law judge’s role as a passive one, one of identifying existing customers. The judges were not to create new rules, rules not founded on custom, or to bother their heads about efficiency. Let me now consider the adequacy of his view.
Hayek did not think that all customs should be made enforceable by legal sanctions—only those that are general or, the term he preferred, “abstract.” Contract law is the paradigm, as it was for Weber. It provides merely the framework for private action, leaving the identity of the parties, and the price and other terms of the contract, to private determination. That is, contract law “abstracts” from all the particulars of people’s voluntary interactions and so maximizes their freedom, their “spontaneity.”

Hayek does not explain who decides which customs shall have the backing of law. But presumably it is the judges, whom he would also permit to engage in “piecemeal tinkering…to make the whole [body of law] more consistent both internally as well as with the facts to which the rules are applied.” A dearth of concrete examples makes it difficult for the reader to discern how deep the bow is. It may be quite shallow, for a few pages we find Hayek saying that “impartial justice…is not concerned with the effects of their application [that is, the application of ‘end-independent rules’].” And he says “the judge is not performing his function if he disappoints reasonable expectations created by earlier decisions.”

When Hayek is writing against lawgiving by legislatures and judges, any perception of the existence of externalities or of other sources of market failure is occluded. Yet he is aware that the amount of pollution is not optimized, or cartels prevented from arising, by the spontaneous order of the market. The control of pollution and of monopoly requires government to intervene in the market. Hayek thinks the scope of public intervention should be quite limited, but he acknowledges the necessity of it. He is not a doctrinaire adherent to the idea that the only proper functions of government are internal and external security, the functions of the “nightwatchman” state. Nevertheless he is in my opinion insufficiently critical of the limitations of custom as a normative order.
 Much as pragmatists admire Darwin, they recognize that evolution, lacking a teleology, cannot be assumed to lead to normatively attractive results. Two limitations of custom as a source of social norms require particular emphasis. The first arises from the fact that, as in the pollution and monopoly examples, customs often support cooperative activities that are harmful to society as a whole. Competing firms might evolve a custom that price cutting is unethical; that particular custom, encouraging an unwholesome degree of cooperation, obviously could not be made the basis of antitrust law—in fact it has to be forbidden by that law. Similarly, manufacturers might, in fact would be bound to, evolve a custom of ignoring the pollution they create; that custom could not be made the basis of environmental law. Or consider, what is analytically the same as pollution, accidents to “strangers” in the sense of persons with whom the injurer has no actual or potential contractual relation. The customary level of safety in the injurers’ industry could not be assumed to be socially optimal, because unless forced to do so by law the injurers would not take into account the accident costs of their victims in deciding how safe to make their product. Courts therefore refuse to make compliance with industry custom a defense to liability for negligence—an example of an economically sound judge-made rule of law that is not based on custom.
 The rejection of custom as a defense to liability in such cases is consistent with Hayek’s conception of economic efficiency, but it is inconsistent with the role he assigns to judges. They are not to upset customs.

Second, Hayek ignores the problems that arise from the fact that custom, being acephalous (there is no “custom-giver” analogous to a legislature, which is a lawgiver), tend to change very slowly. If economic or other social practices are changing rapidly, custom will often fail to keep up and will become a drag on progress. There are many dysfunctional customs; failure to recognize this fact is a parody of Burkean conservatism. Hayek rejected the label of conservative for himself but it is unclear how his veneration of custom can be squared with that rejection.

Limiting judicial discretion as tightly as Hayek wanted to do might be defended by arguing that legislatures have superior competence to judges when it comes to making rules of conduct. But the closest Hayek comes to making such an argument (which would have required him to acknowledge forthrightly the limitations of custom as a source of law, something he was unwilling to do) is in emphasizing that rules should be changed only prospectively, which is the method of legislation, in order to protect reasonable expectations. This cannot be a complete theory of the respective competences of legislatures and courts, especially since Hayek is so distrustful of legislatures.

Valid or not, Hayek’s position that the only thing a judge should do is enforce custom without regard to consequences, because custom is the only legitimate source of law and therefore a legal judgment that does not draw its essence from custom is not true law,
 extinguishes any role for economic or other social-scientific analysis in formulating legal doctrine. Hayekian judges are not engaged in creating rules for the allocation of resources, but, as I have emphasized, in ascertaining customs.

And yet to describe Hayek as an “enemy” of economic analysis of law would be a serious mistake. As a staunch opponent of socialism, he was utterly convinced of the importance of legally enforceable contract and property rights; he had to be; they are part of the bedrock of capitalism. Recall the economic construal I gave of Aristotle’s theory of corrective justice; Hayek would surely have subscribed to that construal. Weber too; an economist as well as a jurist, sociologist, philosopher, and political scientist, Weber regarded law’s formal rationality as essential to the success of capitalism. It would be anachronistic to describe Aristotle as an economic analyst of law; but Weber and Hayek are surely that. But—and here I come to the heart of the contrast that I wish to draw between the European and American approaches to the economic analysis of law—their economic analysis goes only so far as to identify the economic functions of law’s impersonality and formal rationality, the economic functions, in a word, of the “rule of law,” a narrower concept than that of law itself. And in the case of Hayek, advocacy of the economic case for the rule of law, for the basic institutional framework of legal doctrine and decisionmaking, is conjoined with a rejection (though largely implicit) of the Anglo-American approach to the economic analysis of law, an approach that, in particularly sharp contrast to that of Hayek, emphasizes the role of the judiciary as the institution primarily responsible for creating the legal framework of capitalism and for keeping the framework up to date, for example by reinterpreting the antitrust statutes to make them conform to modern economic understandings of competition and monopoly, or by revealing and refining the economic logic of the common law, or even by impressing an economic understanding on the free-speech clause of the Constitution.

The contrast is sharpest at the very outset of the Anglo-American approach. I am thinking of Bentham. He is as notorious for his hostility to conventional notions of the rule of law as he is famous (nowadays) for his economic theory of the criminal law, revived and elaborated by Gary Becker in a famous article.
 Bentham was derisive of common law and common law judges, and wanted in effect to eliminate the interpretive function of judges by substituting for common law a set of detailed codes that would set forth legal duties with such lapidary clarity and completeness that there would be no interpretive function left for judges to perform. Of course if such codes could be drafted and promulgated (a political as well as semantic impossibility), the essential objectives of the rule of law would be achieved—impersonality, predictability, “objectivity” (in the sense of observer independence). But Bentham was interested in much more than placing the rule of law on a different, judge-independent foundation. He wished also to infuse the law, or rather the part of the law that deals with crime (why he limited himself thus is a mystery that I won’t try to dispel here), with utilitarian principles today recognizable as rational-choice economics. He wanted to do just the sort of thing that Hayek reprobated: substitute for custom as embodied in the common law a systematic normative economic policy based on reason rather than spontaneous order (evolution).

It is the spirit of Bentham that informs economic analysis of law in the Anglo-American tradition. The modern Anglo-American analysis begins with Coase’s famous article on social cost.
 The subsequent history is familiar to all of you and I shall not bore you with a repetition of it. The endeavor has been to explain legal doctrines, primarily but not only those of the common law, and legal procedure, for example the law of evidence and the law of civil and criminal procedure, and legal institutions such as the jury and the judge, as efforts to secure efficiency in approximately the sense of Kaldor-Hicks efficiency or (another name for the same thing) Potential Pareto Superiority, or, a closely related concept that I find particularly attractive, implied consent; and when it is apparent that the efforts have failed, that the law has gone astray, to seek to reform the law by bringing it into closer conformity with the dictates of efficiency.

Although Hayek would I assume have disapproved of such inquiries, as tending to substitute the understandings and opinions of “planners” (academic economists and economically minded law professors, judges, and practicing lawyers), my own view is that there is no essential tension between the Anglo-American and the Aristotelian-Weberian-Hayekian Continental traditions of economic analysis of law. The rule of law in approximately the form advocated by these three giants of the Continental tradition has important economizing effects. But as I argued in discussing Hayek’s concept of law, if the concept of the rule of law is pressed to the extreme of stripping judges of any creative function, the sacrifice of efficiency is too great. There is, unrecognized by Hayek, a tradeoff between the efficiencies created by a formal concept of law and the efficiencies obtainable only if judges or legislators formulate substantively efficient legal doctrines. Custom can’t be relied upon to generate such doctrines, and therefore judges who adhere blindly to custom, as Hayek wanted them to do, will produce outcomes that frequently are inefficient. The danger, of course, one to which Hayek was acutely sensitive—perhaps too sensitive—is that if judges are set at large to modify custom in line with the precepts of neoclassical economics, they will see their role as that of central planners licensed to reshape the economy in accordance with whatever economic views they happen to hold.

The danger of judicial discretion run wild is a real one; Hayek’s warnings against it remain timely. But it is timely primarily I think for Europe rather than America. Europe is at the crossroads, where one path leads to discretionary 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. But the second path is not open to judges in America. The lack of control of American legislatures by political parties, the tricameral character of the Congress and the state legislatures (the veto power makes the President in the case of federal legislation and state governors in the case of state legislation in essence a third branch of government), the heterogeneity of the society, including its legal culture, the nature of judicial selection (the absence of a career judiciary), and the sheer complexity of American law (the Constitution layered on federal statutes and the whole of federal law overlain on the laws of the fifty states) make the exercise of broad discretionary authority by American judges unavoidable. And then the question is what shall guide that discretion. I continue to believe that neoclassical economics provides a better guide than any other. I venture to suggest that if Hayek had had a clearer understanding of American law, he would have agreed.
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