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The Law & Economics movement emerging from the University of Chicago in the 1960s revolutionized the American legal academy. “Economic analysis of law” became a standard part of the top universities’ curricula. Brian Bix, a leading legal theorist, considers this particular approach to law the most influential line of thought in contemporary jurisprudence.
 Notwithstanding the prominence it has gained so far, the initial reaction of many influential legal thinkers to some assumptions and insights of L&E was suspicious rather than laudatory. Likewise, on the part of the economics profession, it was Austrian economics and its proponents who raised eyebrows when they first explored the writings of what is here referred to as “a standard Law & Economics,” i.e., mainly the thought of judge Richard Posner.

While we appreciate the importance of alternative paradigm building and the Austrian method of deriving conclusions from first principles, this time our aim is different and rather modest. We seek to point out the similarities between the criticisms of standard L&E, particularly the principle of “wealth maximization”, presented by various legal philosophers (such as Jules Coleman, Ronald Dworkin, Anthony Kronman, Benjamin Zipursky and others) on one hand, and by Austrians on the other, and hence “build bridges.” We will indicate that both lines of critique are, in many respects, compatible, though they rarely even recognize each other’s existence.

WEALTH MAXIMIZATION PRINCIPLE—POSITIVE ANALYSIS

Building on Coase’s insight that any conflict is of reciprocal character,
 the general idea of Posner’s Economic Analysis of Law is that any human activity has an impact on many people “if only by changing the prices of other goods.”
 However, Coasian bargaining that would maximize the joint production of all parties is likely to be prevented in the real world of transaction costs (not to mention the existence of the income effect, which may spoil the “invariability of the outcome” conclusion).
 Thus, there will be conflicts among people due to losses inflicted on some that must be solved in non-market ways to assure an efficient outcome. Posner claims that this role of efficient problem solvers must be performed by judges and the legal system. Judges must assign property rights (liability) similar to how the market would have done so if transaction cost had not existed.

Posner considers economics to be a source of insight regarding cost-benefit properties of alternative legal structures, which then can be used to mimic the market—i.e., redesign the legal system (and decide legal cases) that would lead to higher production in a broad sense. In short, Posner’s principal idea is that judges should manipulate the limits of property rights in order to get an optimal—efficient—level of economic output.

The issue is rarely property right or no property right, but rather . . . limited property rights or unlimited property rights, with the limitation designed to induce the correct (not an insufficient or excessive) level of investment in the exploitation of a valuable resource.

The criterion that should help judges in their endeavors is the “wealth maximization principle,” which states that goods (resources, rights) should be assigned to those who value them most, i.e., to those who are willing and able to pay for them. Posner acknowledged that “wealth maximization,” in fact, is the same as the well-known Kaldor-Hicks Efficiency.
 A rule, decision or action in general is efficient, according to this view, if and only if those who benefit from it could potentially fully compensate those who loose and still have a net gain. Whether the actual payment to those made worse-off eventually takes place is, in this regard, irrelevant. We shall return to this aspect later.

The Role of Prices

To say anything meaningful about two states of the world when using the Kaldor-Hicks criterion, there have to be monetary prices to enable us to compare the actual gains and losses on both sides. Without prices, we could merely observe whether any transactions take place at all. If they do, from that very fact we could, in Rothbardian fashion, infer that the transaction makes both parties better off, at least ex ante.
 Nothing more, nothing less. We wouldn’t be in a position to know whether the transaction is wealth maximizing (or Kaldor-Hicks efficient) since the very concept presupposes the existence of prices. As Jules Coleman, a Yale law philosopher, put it, “only exchanges that involve prices can be wealth maximizing.”
 Thus, in a barter economy, a Posnerian judge would have to either “refuse to decide”
 or resort to some other principle that would guide his decision.

Not only barter economies pose problems for a Posnerian judge. This is where Austrians have a lot to say. Even if we assume that there are relative monetary prices generated in the market, the judge’s inference from what he can observe at the moment is of little value. Building on Mises’s insight about the nature of market prices as the mere data of economic history, Stringham denies the usefulness of such observation for any meaningful pro futuro decision. The willingness to pay and the prices change constantly, “so it would make no sense to base decisions on prices that no longer have relevance.”
 A similar point was made by Coleman as well.

When he wrote about the need of prices for the application of the Kaldor-Hicks test, he stressed the importance of fixed relative prices.
 There are no fixed relative prices out there, however. One of the important insights of Austrian economists is that individual actions of people on the real market generate prices in a never-ending process, or as Mario Rizzo put it, a “continual flux.”
 As such, they never be assumed to be fixed.

The unrealistic assumption of the “price fixedness” is essential for wealth maximization to hold its own. It is thus incoherent. The change of legal rules in the real world in the passage of time may have an impact on the structure of relative prices. The change of relative prices, however, affects the judge’s previous calculation.

At the time of the decision, the judge might conclude that to maximize wealth it is necessary to assign a right to A. Consequently, a new price structure emerges. If the judge was forced to decide the case again under the new circumstances he would assign the right to B. The need for a shift between legal rules becomes constant and immense uncertainty floods the system.
 In other words, if we take into consideration what Austrians have always stressed in opposition to neoclassical economics—the dynamic nature of the market process in which no stable equilibrium can be achieved
—we can claim, concurring with legal philosophers, the wealth maximization principle to be unworkable.

Playing the Market

The above described criticisms of wealth maximization by both Austrians and some legal thinkers are relevant, but things are even worse. We have so far dealt with the problem of applying the wealth maximization principle as if the Posnerian judge were to operate in a real world context.
 However, if the celebrated principle is in fact the same as the Kaldor-Hicks criterion, we enter the domain of pure fantasy—the judge is expected to weigh and compare the willingness to pay in the absence of the transaction itself and to consider the potential compensations of the victims. As has been repeatedly shown by Austrians, such a task is plainly impossible.
 Posner himself admits in the first edition of his textbook (p. 139) that to determine who has the greater long-run accident-avoidance potential is “an intractable question, in most cases.”

Ronald Dworkin, the most cited legal philosopher of our times, eloquently summarizes the position of Posner and others:

They concede . . . or rather insist, that information about what parties would have done in market transaction can be obtained in the absence of the transaction, and that such information can be sufficiently reliable to act on.

Dworkin, for the sake of his particular argument against wealth maximization, accepts this. Needless to say, such concession is not very fortunate in general. Despite Posner’s mere claims to the contrary,
 no one has ever shown how a third party, be it a judge or a central planner playing the market, can get into the minds of potential parties to the transaction, find out their preferences and then do what they themselves would have done had the circumstances been different.

The similarity and impossibility of tasks that stand before both Posnerian judges and socialist planners is striking. In both cases, someone aspires to engage in non-price (non-market) allocation of resources. It is believed in both situations that more peace and more prosperity can be attained by such a device; that someone saves some resources by knowing in advance what the result of complex social phenomena will be; that one can conceive of markets without people really having and making markets. This belief is completely fallacious. Under socialism, as most of the economy got closer to the “socialist ideal” of non-market allocation, the less socialist planners knew about the real needs of the economy (the people) and the more pervasive was the ensuing chaos. The same will be true for the emergence of chaos and the spread of pure arbitrariness in law, the closer we get to the Posnerian “ideal.” To claim otherwise would amount to requiring the judge to transform himself into a “cognitive superman.”

IMPLICATIONS OF L&E FOR INDIVIDUAL (PROPERTY) RIGHTS

Deficiencies in the positive arm of the L&E approach leads us to look into effects the Posnerian judge would bring about in reality if he was strictly adhering to wealth maximization.

The Contingency of Right and Wrong

In his Economics of Justice, Posner illustrated how a judicial system would proceed to maximize social wealth in cases where external effects play a role.
 Hoppe offers a summary:

A factory emits smoke and thereby lowers residential property values. If property values are lowered by $3million and the plant relocation cost is $2 million, the plant should be held liable and forced to relocate. Yet if the numbers are reversed—property values fall by $2million and relocation costs are $3 million—the factory may stay and continue to emit smoke.

The task of a judge is to reshape the existing structure of property rights. In fact, these rights do not count at all. The value of the rights is at stake. As the value cannot (as prices cannot) be assumed as fixed, there is no stable criterion by which we could determine ex ante who is going to prevail in each case. Whether property rights are allocated in a wealth maximizing manner “can only be determined ex post.”
 Moreover, seconds after the dispute is settled, the value of property rights changes—at that moment the judge’s calculation might be completely different if he were to decide the case again. This is something we would not expect of what we call law. The results of adjudication should, at least to some extent, be predictable. The wealth maximization negates this postulate.

Austrians like Hoppe are not alone in this particular criticism of L&E. Benjamin Zipursky, a representative of so called “pragmatic conceptualism,” challenges the theory of economic analysis of tort law. According to him, tort law is, in essence, “backward-looking.”
 

If we turn to the factory example, the right way of looking at the situation is to investigate the past, determine the structure of rights that was in place before the pollution, describe the actions of both plaintiff and defendant and, on this basis, decide who is to beheld liable. On the other hand, the economic (Posnerian) approach is “forward looking;” the initial distribution of rights is of no importance—“where liability should lie ultimately depends on an answer to a question about the future, not about the past.”
 This, unfortunately, leads us to the conclusion that, for L&E what is right and what is wrong are merely contingent. A just legal system can hardly be based on the contingent notions of right and wrong.

The Irrelevance of (Some) Autonomous Individuals

The reliance on the wealth maximization principle has some unwelcome implications. If the redistribution of rights is based on willingness and ability to pay, what about those who are at the bottom of the society, who are willing but not able to pay? They simply do not count. As Anthony T. Kronman, a former dean ofthe Yale Law School, put it:

The principle of wealth maximization necessarily favors those who already have money, or the resources with which to earn it, and are therefore able to pay more than others to have a new legal rule defined in the way that is favorable to them.

The nature of the proposed theory was acknowledged by its founder too when he stated:

A less welcome implication of the wealth-maximization approach is that people who are very poor . . . count only if they are part of the utility function of somebody who has wealth.

It is no surprise that Posner’s insights outrage legal philosophers. The theory that aspires to be universal cannot count only some people while making others irrelevant for the sole fact that they are not endowed with enough wealth. This brings us to the problem of the initial assignment of rights.

According to Posner, not only property rights to chattels are to be instrumentally distributed according to the wealth maximization principle. Posner seeks to present a universal, normative benchmark for allocation of all sorts of rights, including the self ownership of one’s own labor. In other words, the issue of initial assignment of property rights is considered, since it is “the starting point for a market system.”
 The fact that people own their own lives and labor is, according to Posner, explicable by the wealth maximization principle itself; assignment of these rights to “natural owners” is a result of calculus. States Posner:

This is the economic reason for giving a worker the right to sell his labor and a woman the right to determine her sexual partners. If assigned randomly to strangers these rights would generally (not invariably) be repurchased by the worker and the woman respectively.

Dworkin challenges this assertion by pointing out that we cannot simply assume, as Posner does, the rights to be repurchased by their natural owners. These people must be willing and able to pay for them what the random possessors of the right would demand on the market. But all this necessarily depends on the initial assignment of rights itself. The reasoning is, again, circular.
 As Ian Shapiro notes, the example assumes “exactly what Posner has to establish if his theory is to make any sense.”

The difficulty was recognized by Kronman who, building on Coleman’s earlier work,
 restated the problem in terms of auction. No one has anything at his disposal and attends the auction where the rights are to be sold to the highest bidder. The result of auction will satisfy the wealth maximization principle, but the bids will have a form of mere stipulation—for the time being the bidders have nothing to pay with. The auction may result in enslavement of A by B if the auctioneer concludes that the work of A will be better managed and allocated in more valuable uses by B than if it was assigned to its “natural owner,” i.e., A.

The objections of legal thinkers are very similar to those made by Austrians. Hans-Hermann Hoppe, using Posner’s own example,
showed that adherence to wealth maximization may well lead to the denial of self-ownership and justification of slavery. Suppose an alternative universe in which Henry Ford decided not to become an automobile manufacturer but a Trappist monk. In this universe, people would be poorer compared to our actual world; the wealth would be lowered. The notion of wealth maximization leads us to the conclusion that we could enslave Ford and put him into the Ford factory and just tell him: “Hey, keep on being the Ford that you were supposed to be instead of just being a Trappist monk.”

ETHICS VS. “POSNERIAN ECONOMICS”

It should be clear now how crucially important it is to contrast an ethically-based approach to property (such as self-ownership and its extension) to the efficiency theory of rights. Whereas the former approach (built-upon by Hoppe as a leading exponent of the Austrian approach and other prominent philosophers) gives us clear guidance, a Posnerian judge cannot perform the task assigned to him.

Whereas the former approach defends property as a building block of every viable social order, Posner dilutes its importance entirely. Over time, he adopted an even less property-friendly approach. He refuses, as he himself states, to keep the “faith in the power of science to take religion’s place as the deliverer of final truth.”
 Soundness of theoretical arguments is not to be any more decisive because, as Posner claims,

in my view the ultimate criterion should be pragmatic; we should not worry whether cost-benefit analysis is well grounded in any theory of value. We should ask how well it serves whatever goals we have.

The Kaldor-Hicks concept of efficiency, the concept that was the cornerstone of the Chicago approach to Law & Economics, has been abandoned and nothing has been put in its place. As Posner put it:

I do not want to stake my all on a defense of the Kaldor-Hicks concept of efficiency. For me the ultimate test of cost-benefit analysis employing that concept is a pragmatic one: whether its use improves the performance of government in any sense of improvement that the observer thinks appropriate.

It is crucial to realize that “any sense of improvement that the observer thinks appropriate” may mean virtually anything from increasing taxes to building labor camps—a sad end of a once ambitious research project.

CONCLUSION

Our aim in the present paper was to show that the standard Law & Economics approach has to be challenged due to its shortcomings, and that scholars in both economic and legal fields understand that. Unfortunately, while presenting their arguments, they often ignore scholarship which could make their case stronger. Consider this quote from Markovits, an eloquent critic of using efficiency criteria in law:

In fact, several highly respected economists and law and-economics scholars have written well-known articles that make arguments purporting to justify the claim that economically efficient decisions are always just and/or desirable—arguments that they have not explicitly disavowed and that no other economist had refuted.

This is simply not true, and we sought to provide sufficient evidence to support this claim. Austrian authors have written over the years a growing number of publications doing just that. The Austrian broad approach to the study of social reality is something which legal theorists could very much benefit from. Regrettably, most of them seem to be unaware of the Austrian tradition,
43 and hence—to their detriment—work within the framework of neoclassical economics. On the other hand, Austrians, too, rarely quote legal philosophers for the support of their thoughts, even though both groups may, in many respects, be developing, in essence, the same arguments. This fact alone should encourage Austrians to study more of their works. 
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