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Values and Economic Order: In Search of Legitimacy
Stefan Okruch

1. Introduction: Values in the Theory of Value

Any attempt towards an analysis of values meetdethqra of different and often
incommensurable meanings of the notion ‘value’.itSis in economics: On the one
hand ‘value’ is at the core of economic sciencesabhee economics tries to explain
human behaviour by means of a rational — or at leasndedly rational — evaluation of
different actions. One the other hand, economistsraluctant to use the plural of
‘value’ if this is not to indicate the multiplicitgf prices or costs. ‘Values’ in the sense
of social or moral values are conceived as notrigghg to the realm of economics.
Although conceding the existence and, somehowi,irtiportance of such values for
human behaviour, economics tries to explain actitisout scrutinizing those factors:
“De gustibus non est disputandum® (Stigler/Beck&r 7).

The same reluctance vis-a-vis values can be se@wlitical Economy, i.e. the
normative or prescriptive part of the economic igisae. It is clear that for any
normative statement, e.g. a policy recommendatiorglue is needed. There is no way
out of the fundamental Is-Ought-divide. Thus, valstould be at the core of Political
Economy. But instead of taking different politicallues seriously, normative
economics, once again, chose a single value — lamdveakest imaginable, purely
formal one: Pareto-optimality. Whether this valwes lany meaning outside of rigorous
models that derive Paretian efficiency from higlstylized’ assumptions, has long been
questioned. This criticism means not only that ldgtimation of the resulting policy

recommendations might be rather weak or that the@emight lead to fallacious policy

" This article is a revised version of Okruch (2008am indebted to the participants of the Sipan
conference 2005 for their lively curiosity, for émse discussions, criticism and helpful comments.
However, the usual caveat applies. Financial supjpom the Hanns Seidel Foundation is gratefully
acknowledged.



advice, but also that arguments for a presumabtiebeolicy are, quite simply and
practically, not convincing either for politicians the public.

Not surprisingly, the normative branch of the eqomoscience is in crisis. It is
often complained by economists that practical fpslitis not guided by economic
expertise or that all the clever economic recipmsbietter policies are neglected by
politicians. Other economists are not that sure tidrethis neglect could also be

beneficial:

Economic theory is static; and in the world of dymachange in which we
live a static body of theory consistently and pesitly yields the wrong
policy prescriptions. (...) The recent interest irolexionary economics is,
however, a heartening development (North 1999, 80).
Taking the ,heartening development* of evolutiona@gonomics a its theoretical
background, my article will focus on institutior@dlicy and the recommendations to be
derived from an evolutionary point of view to edisib a set of institutions — an
economic order — that can cope with the economyisadhical change. The crucial
question is which values that are correspondingpeh’ can legitimize an economic
order.

The starting point of my analysis will be the cgpicef Ordnungstheoriavhich,
first, is a concept that takes dynamic change exoount and, secondly, tries to
legitimize its recommendations by values beyondcallive efficiency and, albeit often
implicitly, by moral and ‘objective’ values. Thettier is especially true for the Freiburg
school of law and economics and its protagonigglter Eucken Friedrich Hayek
which can be seen as another central figuréOadnungstheoriecontributed more
explicitly the evolutionary dimension to the intesplinary research program. His
skepticism towards economic policy is still the ngadf departure for any evolutionary
analysis of economic policy.

2. Legitimate Economic Policy: The qualitative sain

In order to explore the common ground ©fdnungstheorie | will summarize the

concepts of Eucken and Hayek. Most basically, stegre the view that the solution to



the problem of (legitimate) economic policy for @ynic economies is a qualitative one.
Thus, the scale and scope of legitimate staterastiould be delineated by recourse on

the (legal) form of state action.

2.1.1 The primacy adDrdnungspolitik

According to Eucken ([1952] 1990, 6), economic pplin advanced economies faces
one central problem that lies in the high degreearhplexity. Eucken juxtaposes to
ideal types of governance and argues that eadheat,tif used in a pure form, cannot
meet his criteria for a satisfactory managemergaanomic complexity. These criteria
are described by the goal Grdnungspolitik i.e. the implementation of an economic
order that is both efficient (“workable”) and juhumane”, “fair”) (Eucken [1952]
1990, 166). Laissez-faire as the first ideal typ@rot solve the social problems of
industrialised countries (Eucken [1952] 1990, 55); fithe second type dubbed
experimental economic policy (“WirtschaftspolitierdExperimente”) tries to eliminate
the cause of those social problems, but therelpajelizes the functioning of a market
economy (Eucken [1952] 1990, 149 ff.). Eucken pmesa taxonomy of different forms
of experimental economic policy, but most of higicsm is directed towards its farest-
reaching version, an economic policy that aims aemtrally administered economy
(Eucken 1948; [1952] 1990, 58).

It is important to note that Eucken has such laxgge experiments in mind when
he criticises experimental economic policy. Moreafic, he observes as a result of
experimental economic policy a dangerous trend tdsvaational monopolies which
also induces, with necessity, a centralisationaitipal control (Eucken [1952] 1990,
55, 151 f.). This agglomeration of both economid guolitical power, he argues, is
often promoted by policy makers (and public mans)gehat believe they could
command a firm, an economy, and the society as alemike a machine. Eucken
([1952] 1990, 56 f., 211) argues against such aaktechnology and the mechanic
economics behind it and points to the limited kremge about the effects of large-scale
economic experiments. In sum, his rejection of expental economic policy is based
on two arguments, first the problem of uncontrolfemver, which is not restricted to

economic power but comprises — in contrast to &sé&-faire system — also



concentration of political power; second the lirditehowledge of the experimenter, as
an additional problem that is relevant only for estmental economic policy.

Following Eucken’s rejection of both extreme tyé®conomic policy, it is clear
that a “middle way” is needed. As some of thosermediate forms that only vary the
quantity of state interventions, fall under thedretr of being experimental (Eucken
([1952] 1990, 140 ff.), Eucken (1952, 95) finallyepents a qualitative criterion, the
“primacy of Ordnungspolitik:

The question whether there should be more or ka¢s activity evades the
essential issue which relates to quality, not goartt..) ...the state should

influence thdormsof economy, but not itself direct the economicoass

According to Eucken’s interpretation the historieadperience shows that only
one order can meet the criteria of workability gustice, i.e. the competitive market
order Wettbewerbsordnung After the unsuccessful age (Eucken 1952) ofticali
experimentation (Eucken [1952] 1990, 241) the gakconomic policy can, in other
words, only consist in the implementation of a valole price system, a system of
complete competition (Eucken [1952] 1990, #54)

2.2 Rule of Law

Similar to Eucken, Hayek’s argument starts from thgh complexity of modern
economies. He argues that (different types of)sralee crucial for the governance of
such an “extended order of human cooperation” (Kay@88). In Hayek’s view, there
exists an exact correspondence between (typesrdéroand different “systems of
rules” (Hayek 1978, 72 ff.): While an “organizatioftaxis) is built upon “commands*
(theseiy, a spontaneous orderosmo3¥ can only be guided by “the universal rules of
just conduct” fomo). The potential complexity of an organization iways lower vis-

a-vis a spontaneous order, because an organiatd®iiberately constructed to serve a

2 For a description of Eucken’s concept of comptaimpetition in contrast to the strict notion of

perfect competition and for a summary of the pptes of the competitive market order, see Streit an
Wohlgemuth (2000, 231 f.); Gerber (1998, 248 f.).



specific purpose of its makers and necessarilyectsl their cognitive limitations. A
spontaneous order, in contrast, allows the puretiita great variety of different
purposes, the use of the dispersed knowledge efatients of which the order consists
and may thus achieve any degree of complexity (Kdg¥3, 38 f.). As the merits of
the modern economy lie exactly in its ability tongeate and use knowledge, it is clear
that such a catallaxy is one — and the most prami@xample of a spontaneous order
(Hayek 1978, 91).

Given these two types of orders, together withithglication of their different
“knowledge management” capabilities, Hayek furtredaborates on the different
systems of rules. He specifies nomos and thedegyad terms and postulates that public
law is the realm of commands, while private lawteors the universal rules of just
conduct. He explicitly includes constitutional lamvhis concept of public law and thus
conceptualises the constitution as a set of rikes &im at the construction of an
organisation (Hayek 1978, 78). As Hayek (1978, 889s a dangerous confusion of
these distinct legal spheres and especially thengation of public commands into
private law, he further elaborates on the (legalqracteristics of the rules of just
conduct and stresses four criteria that allow thaper distinction of rules of private
law. Rules must be abstract, only “referring to yaknown cases and containing no
references to particular persons, places, or ajjéetayek 1960, 208 f.). At the same
time true laws are required to be certain, in thiese that “the decisions of the courts
can be predicted”(ibid.). “The third requirement of true law is ediy” (ibid.), the
fourth that its rules do note prescribe (positiyely certain behaviour, but only
(negatively) exclude some actions from the rangallofved behaviour (Hayek 1960,
216).

It is clear, then that economic policy for an extet or spontaneous market order
can only operate with rules of private law. It es$ clear, however, whether such
institutional policy is restricted to the enforcemh®f rules or whether — and to what

extent — it could also deliberately modify the wrisal rules. In other words, the

3 Hayek apparently alludes to Holmes’ (1992, 168)das sentence, which is often conceived as

describing the program of legal realism : ,The gregies of what the courts will do in fact, and magh
more pretentious, are what | mean by the law". WeeHayek's legal theory is compatible with legal
realism is, however, debatable.



question of the origin of rules is crucial. In H&geview (1988, ch. 1), there are three
layers of rules inherited from the past, the oldgshetically fixed and shaped by
biological evolution, the most recent representgd‘donstructivist” legislation. The
most important layer, however, is the intermed@te “between instinct and reason®,
i.e. rules that are the cultural heritage of madkioften learned implicitly by
individuals and emanating from an evolutionary psscof trial and error (Hayek 1967,
87; 1973, 18). In the course of this evolution “mexperience and knowledge has been
precipitated [in the rules] than any one personfafiy know" (Hayek 1967, 92).

As instincts are obviously irrelevant for institutal policy, the interesting point is
the relative importance of cultural evolution veliderate implementation of rules.
However, Hayek’s analysis in this respect is sonsvaimbivalent. Although he (1978,
74) concedes that “a spontaneous order may rgsarinon regularities which are not
spontaneous but imposed”, he seems to eventuallithe necessity of deliberate legal
innovations to cases where cultural evolution skéal in into a detrimental path of
development, apparently assuming that theses @asequite rare (Hayek 1973, 88,
100). For an important part of private law he weles “improvements” of universal
rules that could possibly made with the help ofl& Binalysis (Hayek 1988, 36, 69), but
generally it is the process of cultural evolutibwatt brings about the appropriate rules.
The most important argument in favour of the spoetais emergence of rules is that
they “of necessity” comply with the stated critef@ rules of just conduct (Hayek
1973, 85).

Summarizing, Hayek’s analysis of rules and ordexsits policy conclusions can
be seen as an elaboration of the primac®minungspolitikthat specifies the legal form
of economic policy. While his arguments againstefinéntionism and for an
institutional policy are similar to Eucken’s, Haygkadditional argument of the
evolutionary origins of institutions substantiathanges the role of the state. Hayek,
like the Freiburg School, makes out to central f[@ols of interventionism, namely the
lack of knowledge and the danger of uncontrolled/gro For Hayek, however, a strong
government that could limit the accumulation orledst the abuse of private power
would only replace one problem with another, beegqusblic power, too, is difficult to
control and could easily be abused. Even the shate refrains from interventionist

experimentation and confines itself to institutibmelicy constitutes a “exclusive,



monopolistic power to experiment in a particulaeldi — power which brooks no
alternative and which lays a claim to the possassfesuperior wisdom” (Hayek 1960,
70) and is generally inferior to an evolutionarypmovement of rules that is the result of
numberless small and individual deviations fromserg rules. In this sense Hayek
(1988, 53) is indeed “in favour of experimentatioAs the outcome of the process of
cultural evolution is generally in accordance wilie rule of law as specified by the
characteristics of the rules of just conduct, H&y€k960, 222) qualitative delineation

of the proper scope of government implicitly limstsite actions also substantially:

... the rule of law provides the criterion which elesbus to distinguish
between those measures which are and those whaamoacompatible with

a free system.

2.3. A critique of the qualitative solution

2.3.1 Economic order as an equilibrium?

The ordoliberal approach can be interpreted asttampt to balance the dynamics of
both the economic and the legal order. Note thatk&wni's ([1952] 1990, 180 ff.)
interdependence of ordensiterdependenz der Ordnungeis a dynamic one: One the
one side there is the rapid change of industridlizeuntries’ economic order, one the
other hand the change of the legal order is acateléhy experimental economic policy
to an extent that must, according to Eucken’s amglybe appeased by appropriate
institutional policy. From an evolutionary point wiew it is important to ask, whether
this dynamic interdependence can be indeed integpras a statement about the
different speed of change of evolving orders or tivee either the economic or the
political order is conceptualised in way that infily rule out creative change.

With respect to the economic order it is import@nhote the central role that the
idea of equilibrium plays for Eucken’s concept afplete competition. Subsequent
research in the line of the Freiburg School remaites view with a more dynamic,
Schumpeterian concept of competition and theretvgdnced novelty and evolutionary



change into the market ordeFor Eucken the importance of equilibrium is hoarerot
limited to the economic sphere: “The task is alwtys same: The establishment of a
workable and just order. This double task can fglafie meaning of equilibrium.
Workability is a matter of equilibrium. To the sanegtent is justice [a matter of
equilibrium].Thus, the meaning of equilibrium exdeesconomics and its technique”
(Eucken [1952] 1990, 166; my translation, S.O.)t Bhat does equilibrium mean more
precisely for the legal framework of a competitimarket order? Eucken ([1952] 1990,
373) describes the equilibrium first as a state hafmony between the social
macrocosms and the microcosms of “human naturedréfbre the social order can “in
certain sense” be seen as “a natural order or Ordcgecond characterization (ibid.)
refers to the correspondence between social ordehigtorical trends. The competitive
market order is meant to reflect the “strong temtks that strive for complete
competition”. Eucken stresses the fact that theselencies do not bring about the
appropriate order automatically. As the order ibah correspondence with historical
trends must be deliberately established, it isthiis sense no natural order, no ordre
naturel” (ibid.).

There is an obvious ambivalence in Eucken’s statérabout the naturality of
orders, but apart from this, each characterisaoproblematic in itself. First, it is
questionable whether the micro-macro-correspondesae be operationalized, i.e.
whether human nature can instruct institutionalgyolThe second characterization has
a flavour of historicism, although Eucken ([1952PD, 200 ff.; 1952, 89 f.) rejects e.g.
the Marxian philosophy of history and its idea mévitable institutional developmetits
It seems as if for Eucken the co-evolution of eeormoand political order could come to
an end once the appropriate legal framework is nstigally determined. The
subsequent implementation of a stable legal orggrears to be a “re-creation of
reality” (Eucken 1938, 198) leading to the desieadhd-state of historical development.
Further experimentation is in this perspective edleneaningless. Such an “end-state-

4 Mantzavinos (1994) offers an excellent survey arn@anWettbewerbstheorjesee for a short

summary Mantzavinos (2001, 191 f.).
° As Eucken [1952] 1990, 27) notes, laissez-faires vegually convinced of having finally
discovered the one and only right, natural andngivirder” (translation by S.0.).
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liberalism” (Barry 1989, 119)is necessarily incompatible with an evolutionargdry
of institutional change, which would focus on oprded processes.

2.3.2 Are the qualitative criteria reliable ?

(1) Institutional policy vs. regulation

Even if the legal framework of the competitive netrlorder could be specified and
legitimised in a way that avoids the problematioaapt of equilibrium, an evolutionary
perspective on the interdependence of economic lagdl order has important
consequences for the qualitative statement contgtthe scope of government, i.e. the
primacy of Ordnungspolitik Whatever legitimation and whatever delineation tfoe
institutional arrangement is chosen, this choiae maver be interpreted as a final state
but only as a provisional one (Hesse 1979, 218;hKb@96, 141). The institutional
arrangement will always and necessarily undergongbks, because — unlike the
metaphor of a framework suggest — the legal oider,in Eucken’s word the “form of
economies” , is not only an exogenous restriction the economic process but is
endogenously co-determined by the process (BudzigékR0, 224 ff.). From an
evolutionary point of view it is clear that withihe economic process novelty can occur
as a result of the actors’ creativity. With resptecthe interdependence of institutional
arrangement and economic process this also imghlasactors can react creatively on
legal rules, even if the law remains absolutelyhamged (Okruch 1999), and that it is
impossible to calculate the actors’ reaction on adification of the legal order.
Therefore the beneficial effect of a political maas cannot be determined by the
qualitative criterion of form. Although some forna$ interventionism are obviously
incompatible with a competitive order this statebreties on the probable effects and
not on the form of the measure. This is true fachsarude interventionism as price
controls or quotas, as the addressees creativitiyasted directly toward the evasion of

the regulation, so that these interventions arb hdile and obviously anti-competitive.

6 »An end-state doctrine... supposes that a padicplattern or form of economic or social

organization is desirable on ethical or metaphygicaunds and that it may be imposed. Thus whereas
procedural or process theory directs attention tde/dnow things come about, end-state theory toes t
demonstrate the intrinsic desirability of thinggtasy are, or could be”; Barry (1989, 112).
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But in contrast to this blatant cases it is far endifficult to foresee the reactions on the
modification of the more general rules of the ecoimogame.

Given this co-evolution of economic and legal orddwe distinction between
Ordnungspolitikand direct intervention into the process becorass tlear. Potentially,
however, the Hayekian specification of the legahfef Ordnungspolitikcould deliver
more reliable criteria for the forms of institutelnpolicy that are beneficial for the

(spontaneous) market order.

(2) nomosandthesisin a legal perspective

Hayek’s legal theory consist first of his legalteysatic that links the two kinds of rules
to public vs. private law and secondly of his ceidgehat rules of just conduct have to
meet and that are connected with the theory otillevolution.

With respect to the first part it is, not only frotine standpoint of continental
constitutional law, surprising that Hayek confirtee constitution to commands for the
organisation of government. Consequently, geneavdl @ human rights, that are laid
down in a constitution should be seen as beinggfgutivate law. Whereas this might
be a minor problem of taxonomy, there is a moreeganproblem with the strict
dichotomy of public (and especially administrativa)v as a sphere of command and
coercion and private law as the domain of libewjithin legal science this traditional
concept has been contested and substantially raddiiithough many lawyers share
Hayek’s scepticism vis-a-vis an over-regulationguplic law and some legal scientist
even were in search for an “post-interventionist’|ahe growing intermixture of the
public and private law is not longer perceived cadyan apostasy from legal purity but
also as a result of and a chance for a “learning (@rute 1996, Zumbansen 2000). [*]
Ladeur (1997, 191) convincingly argues that thessitzal liberal model of law for a
“society of individuals” must undergo changes givere rise of organizations... as the
primary actors”, so that legal theory has to aséwhhe model... has to be varied in
conditions of the society of organizations, by lmgk for supplementation and
functional equivalents for the market’s knowledgmgrating function” (ibid.).

The second part can be seen as an elaborationyekidg1978, 250) “twin ideas
of evolution and of the spontaneous formation obater”. Hayek argues that the rules

which are necessary for the maintenance of a speotes order are mostly the result of
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an evolutionary process, i.e. cultural evolutioheTultural evolution produces, in other
words, the universal, abstract and certain rulgsisifconduct. As Hayek (1978, 100 f.;
1973, 94 f.) further is convinced that these bemafirules could only emerge in a
common law system, the central agent within thecgse of cultural evolution is the
judge (Okruch 2001).

There are, to my point of view, two (interdependlesttortcomings of Hayek’s
concept: First, with the criteria that every singlée must cumulatively meet, Hayek’s
sets a utopian standard (Weinberger 1992, 270gcedly with respect to the assumed
harmony between the abstract universality and ¢éneinty of rules. Secondly, his view
of the adjudication’s role in cultural evolution efo not fully reflect the complex
interplay of rules, decisions and principles thaidg them. This, ironically, results in
viewing the legal order as quite rigid.

The common cause of both deficits lies in some itewhagical confusions about
rules and principles: one the one hand it is nearcwhether rule means the factual
uniformity of behaviour (“is”) or whether it sigm#s a prescription for behaviour
(“ought”). On the other hand rule can either megmescription for behaviour or a legal
principle (“principles as rules”, Hayek 1978, 10frinciples as inchoate rules”, Hayek
1973, 119). This vagueness leads to the descrit@ticemings: The characteristics of
or the criteria for rules (as prescriptions) aréefinally inconsistent, because these
requirements can only be met by the interplay ahdegal norms (rules) and legal
principles that finally leads to an judicial deoisi Law as only a “model of rules”
(Dworkin 1996, 14) without principles can be camntédut is unable to cope with novel
conflicts (“Hard cases make bad law”, Holmes 19920). A model of principles
(Steiner 1976, 143, 150) without rules can be abstas it is able to cope with
potentially every conflict, but cannot yield centyi, the concrete judicial decisions
cannot be foreseénThe balancing of certainty and flexibility is thask of judicial
procedures. Only a legal system that contains milaciples and procedures can
produce both reliability and flexibility, (Dworkih996, Alexy 1996). Without focussing
on principles and procedures the change of legainsds explained in a way that

confuses the basic distinction between “is” andgiuiy, because the change of factual
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(individual) behaviour is linked to directly to thahange of (collectively binding and
beneficial) norms (Vanberg 1986).

The direct causal link from behaviour to norms, ethignores the effects of
principles and procedures, also results in an ctienation of the certainty of judicial
decisions. According to Hayek the judge can easdke this step from “is” to “ought”,
and it is interesting that Hayek (1978, 79; 196@6)lrefers to this decision making
process in terms of a “discovery” or “finding” ofiles. The innovative potential of
adjudication is thereby underrated (Okruch 1999erfually Hayek — similar to
Eucken — refers to the idea that the change of eglers is guided or even determined
by the “nature of things” (Hayek 1973, 106).

(3) nomosandthesisas different forms of governance

Hayek claims that a spontaneous market order niedabstract and certain universal
rules of just conduct or that, the other way routite enforcement and cautious
modification of those rules can guarantee the spumity and workability of a market

order. Any attempt to govern the economic systementirectly is impossible, as it

requires the use of commands for a specific purpasewould ultimately transform the

economic order into an organization.

This impossibility-theorem of governance, howevarderrates the creative potential
of the addressees of any political measure (We@86i7; 1996). Even if economic
policy does only operate with general and abstgcthibitions that narrow the
addressees set of possible actions it is not gtesdrthat the economic actors react in
way that support the spontaneity of a market ortenversal rules can be, in other
words, so strict that the ultimately destroy a sppeous order. This leads to the
conclusion that, once again, the beneficial or ichetntal effect of a political
modification of the institutional arrangement canhe qualified along formal criteria,
but only on the basis of an economic analysis thast — from an evolutionary
perspective — take into account the creativityaibes.

Such an analysis (Wegner 1996, 1997) has to diffete, first, whether either
the actors can expand the set of potential actiweatively or whether they lack the

innovative potential to do so. It is clear thatcaadly, it should be analysed, whether

.General propositions do not decide concrete ¢a@¢simes 1992, 306). A principle ,states a
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the addressees’ action ultimately help reachinggib@ of the measures taken. This
two-dimensional analysis results in a classifiaatd four possible cases, and it appears
that Hayek’s impossibility theorem describes onlpeoof them. This case is
characterized by the failure to reach the politg@al, because the creative actors do not
find ways to creatively substitute the prohibitedi@n by an innovative option that is
conform to the goal. Additional attempt to reacle tpal ensue and finally lead to
stagnation. Note that this consequence cruciallyedds on the lacking ability to
innovatively expand the set of possible actions.fé&sas actors are endowed with
creativity there is, in other words, a potential the political governance of the
economic system. Whether a deliberate modificadbthe institutional arrangement,
that is the set of prohibited actions, dependshenitinovative potential in the specific
case and is irrespective of formal legal critereyek views as decisive.

The potential success of institutional policy carlyobe assessed for a specific
situation and has to estimate the innovative patkemt relation to a considered
measure. Given the creativity of the addresseestla@doossibility of unanticipated
novelty, an optimal measure can never be determimstitutional policy therefore is
always a venture that political entrepreneurs h@avanswer for . As the knowledge
about the reaction on a political measure can negerertain but is necessarily fallible
and subject to future learning, an “evolutionaryliggo maker adapts rather than
optimises”, his attention “shifts away from effiogy towards creativity” (Metcalfe
1995, 418). As there is, in other words, “a straage for experimentation and policy
learning” (Metcalfe/Georghiou 1997, 7) in order itaprove the knowledge about
governance, it should be asked how the experimemtdl learning process is to be

designed so that most knowledge can be used fitutn@nal policy.
3. Legitimate Economic Policy: Procedural Criteria
The procedural analysis can be structured alongdiinction between institutional

choice and institutional change. The dichotomynalagous to Eucken’s ([1952] 1990,

375 f.) notion of grown vs. made orders and caro adle related to Hayek's

reason that argues in one direction, but does exegsitate a particular decision” (Dworkin 1996, 26
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differentiation of nomos vs. thesis, as the forimseronsciously chosen, while the latter
is for the most part the result of evolutionary e

As it has been shown above, Eucken and Hayek takmikar starting point, that
is the problem of an appropriate institutional agement for a dynamic economy.
Their solutions, however, differ substantially iettthg the focal point within the
continuum between choice and change. While Hayelklynaelies on the gradual
change of institutions by adjudication, ordolibemad aims at the choice and
implementation of a workable and just order. Ndtattthis choice, according to
Eucken, is not the choice of the people concerhetjt is a scientific decision on the
basis of historical experience derived from paspeexnents. As this historical
substantiation, as argued above, is questionabke, iristitutional choice must be
legitimised in another way.

The legitimation Hayek gives for the rules that #ne outcome of cultural
evolution is their superior problem solving capachs there is no choice to be made, it
is once again not the individual decision of thegde concerned that is decisive, but the
beneficial function of evolved rules, that is teelfp to make the members of the society
in which they prevail more effective in the pursafttheir aims” (Hayek 1976, 21).
Beside the foregoing critique of Hayek’s view oe firocess of judicial change of rules,
one may ask whether there could be other mechanlsmgroduce rules that promote

the success of societies.

3.1. Input-legitimation in institutional choice

The legitimatory deficit of ordoliberalism can bared, if and when the institutional
choice is explicitly based on a decision of thos®will be affected by the institutional
arrangement (Vanberg 1988, 1997). Hence institatichoice is seen as an agreement
on a social contract that reflects the preferenmiesll people concerned. As it is
important that each contractor voluntarily assémtfie contract, the institutional choice
has to taken unanimously. Unanimity is a centrgunement of the contractarian
approach and can be interpreted as analogous Ratie¢o-criterion (Brennan/Buchanan
1985, 135 ff.). Given this analogy also the cortaaan interpretation of ordoliberalism

uses the idea of equilibrium for the legitimatidnooder. This provokes two questions:
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First, whether factual consensus could be a utopaamative standard, an ideal norm
that — similar to Pareto-efficiency — could onlyreached in nirvana (“Pareto-illusion”,
Albert 2001, 32). Secondly and interrelated, whetlmmsensus can fruitfully used as an
explanatory principle, too. This means using it &opositive constitutional economics
(Voigt 1999) that explains institutional change.eThtter question can be answered in
two ways. Either empirical modifications of the tigional arrangement are
rationalized by describing a hypothetical consensustitutional change is explained
by the change of preferences that could be exptassa new actual consensus. The
first solution is highly problematic in that it gnblleges the voluntary agreement of
individuals, that is it assumes preferences thaldconever be revealed by actual choice.
The second solution is plagued by the describedlgmo of actual reaching a
consensus.

In order to avoid the difficulties of the potentialrvana approach that the
principle of unanimity represents, a comparativiiational approach is to be taken.
This means, | argue, not to focus on consensus onajority rules (as deviations from
consensus), but to take into account the complstesyof democratic institutions. “It is
not the majority rule alone, that is meant to “sitb&” consensus, but it is the system
of parliamentary-democratic institutions. [This tgys] is to be evaluated as to whether
and to what extent it offers the protection agadistrimination the consensus offers”
(Homann 1985, 59; translation by S.O.).

This version of democratic legitimation has in coammwith an contractarian
approach the reference made to the peoples’ prefesethat ought to be actually
expressed. Basically both approaches use — fronpdive of view of the individuals
that make the institutional choice — an internékaion for the quality of choice, that is
the correspondence with people’s preferences (Mgntt®€94, 208). Below perfect
consensus it can be asked to what extent prefesdime into the “production” of the
institutional framework. Therefore this kind of i@gation can be dubbed “input-
legitimation” as “government by the people” (ScHakp99). Scharpf (1999, 8 f.) points
to an important prerequisite for input-legitimatioramely the high degree of common
identity that limits the possible number of peopleolved. This can be illustrated by

examining the institutional preferences more chpsel
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Following the argument of Vanberg and Buchanan 449968 ff.) concerning
constitutional preferences, two dimensions canibenduished, namely constitutional
interests and constitutional theories. Theoriesthis context mean “predictions
(embodying assumptions and beliefs) about whatfdbtual outcomes of alternative
rules will be” (Vanberg/Buchanan 1994a, 169). Vagband Buchanan argue that a
consensus on theories could be approached by d&scand deliberation, whereas the
conflict of interest would persist. The probabildlyan agreement on theories, however,
will first depend on the number of people involv&&condly and decisively, it depends
on the cultural homogeneity of the participantshaf discourse (Scharpf 1999, 9). The
more people from different “epistemic communitieafe involved, the lower the
probability of consensus will be for the theory dimsion, too (Hegmann 2001).

From an evolutionary point of view, at least twdemesting features of this
approach should be stressed

- The theory dimension in institutional choice intugds knowledge as an
important factor (Vanberg/Buchanan 1994b, 180 N9te that theory does not
mean to make a scientific statement about thedjest possible worlds (like the
described end-state liberalism), but theories brudi the fallible knowledge of
people involved (what comprises, of course, sdierddvisors).

- Secondly, mechanisms of using knowledge are destrithat is mechanisms of
mutual learning about theories. This proceduralwviss able to perceive
democracy not only as the application of the mgjgsrinciple but as a “process
of forming opinions” (Hayek 1960, 108)

One additional distinction, however, has to be maitle respect to the knowledge
encapsulated in theories, in order to better spettie conditions under which a
consensus of theories can be reached by discdgserding to Vanberg and Buchanan
1994a, 169) “theories are about matters of faatt, ds Hayek repeatedly argues, “the
rules of fact which one knows” (Hayek 1967, 80) ardy one part of the knowledge
necessary to act in way so that an order of acttansbe sustained (Hayek 1960, 25 f.).
The formal institutions that are deliberately chosee, in other words, embedded in a

system of informal institutions. As one cannot assuthat a change of formal
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institutions is always in harmony with the informednstraints, but the latter also
influence the effect of a change of formal instdns, one may argue that the individual
knowledge about outcomes of institutions is patkgowing that”, partly “knowing
how” (Ryle 1949). These two kinds of knowledge eiiffin the way they can be
communicated. While knowing that can be expresgethéans of language, so that it
can be exchanged in a discourse, knowing how carmekpressed in words and is best
acquired by imitation, that is learning by doindearning by using. If an individual has
acquired such practical knowledge about the workprgperties of a specific
institutional arrangement (containing both formadlanformal institutions), it is not at
all certain that she is convinced by theoretichaf(tis knowing that) arguments about
the superior quality of another institutional saiti Given that knowing that cannot be
transformed into knowing how and vice versa, thscalirse will have difficulties
reaching an agreement, if the participants’ theoakso embody knowing how. This
problem is aggravated by psychological effects tiaate been long neglected by both
economics and the philosophical tradition that @suon discourse and deliberation
(Kahneman/Knetsch/Thaler 1991). A strong statuseftect will plausibly also prevail
in institutional choice. This status quo effect deenot be viewed as an irrational
anomaly only, given the high degree of uncertaiabput the performance of an
institutional innovation (Fernandez/Rodrik 199M)att is the utility derived from the
“consumption” of a changed institutional arrangemé¢Rabin 1998). Theoretical
arguments will not be sufficient to overcome ireexf this kind.

Both arguments — the distinction of different kiolknowledge as well as the
status quo effect — hint at difficulties a disc@uvall have in reaching an agreement. In
other words: Learning by discourse, that is theotbical examinations of different
options in institutional choice, is only one leagimechanisms. Beside these thought
experiments there might be the need for real weKrgeriments, in order to give the
opportunity for learning by using and overcoming tincertainty that induces the status
quo orientation (Heinemann 2000). This is, of ceuready an argument related to

output legitimation.

8 Hayek (1960, 109) points out that [i]t in its dymic, rather than in its static, aspects that the
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3.2  Output-legitimation in institutional change

Input-legitimation focuses on the collective ingibnal choice in a “constitutional
moment”. A change of the institutional arrangemsrgossible — no institutional setting
could be qualified as the end-state — but has td watil the next constitutional
moment. This also means, that an individual thadissontented by the institutional
arrangement, cannot make an individual instituticcteoice that would express her
preferences, as long as only input-legitimationvails. Introducing the possibility of
individual choice of orders according to the “outphe relevant institutions “produce”
for the individual, can be seen as one mechanisrfoutput-legitimation” (Scharpf
1999, 10 ff.J. This means that the individual can chose amoffgreht international
orders (institutional/systems competitih) among different intranational orders
(federalism}* or among different functional equivalents (funotib federalismf. In
any case there is no longer a monopoly for theitutgtnal supply, but different
suppliers make their institutional offers in a catifive process. This implies
competitive control but also the incentive to gaterand use new knowledge.
Institutional competition, too, is a discovery pedare, a “constitutional exploration,
for the inventing of and experimenting with newwmns to constitutional problems”
(Vanberg/Buchanan 1994b, 188).

Although the limits to these different forms of tigtional competition must not
be overlooked, the very idea of competitive suggdlinstitutions should not be rejected
a priori. Such fundamental criticism would, as reeOates (1999) pointed out, once
again imply the pretence of knowledge about anrdels end-state. With respect to the
economic theory of (fiscal) federalism he pointsaoneglected dimension dubbed

“laboratory federalism”: “In a setting of imperfeiciformation with learning-by-doing,

value of democracy lies", that is ,democracy is timy effective method of educating the majority”.

o Scharpf (1999, 11) characterizes output-legitioratis ,government for the people” that derives
legitimacy from its capacity to solve problems rieipg collective solutions.

10 see for an evolutionary theory of institutionalngzetition Vihanto (1992), Vanberg/Kerber
(1994), Wohlgemuth (1995). Cf. Voigt (1999, 182 for a short summary of the competing views on
institutional competition.

1 Cf. Dye (1990), Oates (1999).

12 See especially the concept of ,functional overiagpcompeting jurisdictions®, advocated by
Frey (1996) and Frey/Eichenberger (1996).
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there are potential gains from experimentation sithariety of policies for addressing
social and economic problems. And a federal systey offer some real opportunities
for encouraging such experimentation and therelmynpting ‘technical progress’ in
public policy” (Oates 1999, 1132).

Oates (ibid.) refers to the US welfare reform in9@9which “replaced the
longstanding federal entitlement programs with & rsgstem under which the states
have broad scope both to determine the form areldenf their programs to assist the
poor” (Oates 2001, 141). Simultaneously, howevtre ‘federal government continues
to provide extensive financial support to the &atein the form of substantial block
grants with few strings attached to them” (Oate812a42). This example is interesting
in that it combines the competition of jurisdictsor“laboratories”) with a federal
“supervisor” that seeks “to find out what sortspbgrams can work” (Oates 1999,
1132). There is, in other words, not only a contpetifeedback that works among the
different states, but also the potential of hortabor vertical cooperation and learning
(Oates 1999, 1133).

4. The division of knowledge as a blind spot?

With regard to the cultural evolution and to its shamportant mechanism - the

competition of systems of rules — Hayek (1960, Bigkes the following important

statement:
The competition on which the process of selectestis must be understood
in the widest sense. (...) To think of it in contrdast co-operation or
organization would be to misconceive its naturee €hdeavour to achieve
certain results by co-operation and organizationass much a part of
competition as individual efforts. (...) The relevadistinction is not
between individual and group action but betweenditamms, on the one
hand, in which alternative ways based on differgetvs or practices may
be tried and conditions, on the other, in which agency has the exclusive
right and the power to prevent others from tryitigis only when such
exclusive rights are conferred on the presumptiosuperior knowledge of
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particular individuals or groups that the processases to be
experimental....
This paragraph provokes the question whether tbparative element only prevails in
institutional competition. If this question is arewd negatively — that is, if there is
possibly an analogy between market competition@mdpetition among rules — then a
more fundamental problem arises for both kindsavhgetition. Given the importance
of organization of actions and of voluntary coopieraone may ask what Hayek’s
theory of the spontaneous market order has tolsayta'®. Analysing organization and
cooperation would mean to introduce a third lapebbetween the “order of actions” and
the “system of rules”: the order of actors. “Ord@élactors” can, in principle, mean two
different things. It can refer to the intermedisggel between individual actions (and
their competitive order) and general rules or, initiis intermediate level, the internal
organization of entities like firms, governments reaucracies. The first meaning
locates “cooperation and organization” logicallyvibeen autonomous individual action
and heteronomous general rules, the second foarsése governance rules that, as
Hayek directly connects “cooperation and organmétiapparently need not be (only)
the coercive “rules of organizations”. Both dimems are interrelated: In order to
understand the action of corporate actors one nee#sow the internal governance
structure. To the extent that corporate actionswspeculiarities, it is necessary to
introduce an intermediate level. Then it is impbkesito reduce the “society of
organizations” (Ladeur 1997, 190 ff.) to a “sociefyindividuals” (Elias [1939] 1991)
(and an order of individual actions). Hayek (1983) notes that “as the overall
spontaneous order expands, so the sizes of the ohitwhich it consists grow.
Increasingly, its elements will not be economies inflividuals, but of such
organizations as firms and associations, as welbfagdministrative bodies”, but is
debatable whether the difference between the eleneonly one of size.
Concerning the internal governance structure tre¢ Merature on the theory of

the firm can be used to fill the gap — as far a&suhderlying theory is compatible with
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Hayek evolutionary approath The same caveat applies to the Public choiceatitee
that analyses bureaucracy and government.

Interestingly, a deeper analysis of the cooperatleenent within competition for
a knowledge-based economy has been advocated lystédeldter (2000; 2001), who
elaborates on the institutional implications of Hig cursory reference to the “division
of knowledge”. Helmstaedter points to the need ifwstitutions that promote the
cooperative sharing of knowledge. In a similar yeetent contributions to innovation
theory stress the importance of a cooperative eteimeR&D, because the process of
invention regularly exceeds the boundaries of alsirfirm (Hippel 1987). Both
empirically and theoretically it has been paid sgleattention to the role of informal
networks for the generation of such “collectiveentions” (Silverberg 1990). Because
such networks are stabilized by informal institns@and norms of trust and reciprocity,
focusing the order of actors automatically broadéeshorizons of values that are to be

taken into account.

5. Conclusion

| have argued that ordoliberal and Hayekian answerthe question of legitimate
economic policy for a complex and dynamic econoranipto the central knowledge
dimension inherent in the governance of an evol@ystem. The formal solutions for
the knowledge problem, however, are based on assamapghat are problematic both
from the perspective of evolutionary economics kgal theory. Both the legitimation
of institutional choice and the legitimation of ftistional change, ultimately
encapsulate the idea of institutional experimefiise necessity of organizing the
experimental process points to an intermediatd,|éve order of actors, as an important
dimension for political intervention that has beaeglected with the Hayekian
dichotomy of actions and rules. This is not onlyway out of the “impossibility

13 Cf. Foss (1998): It has often been observed shmstrian economics does not feature a theory of

the firm.... Austrians have next to nothing to saguipricing, buyer-seller relations, vertical intatipn
and other aspects of economic organization; inrotierds, one of the most important constituent
mechanisms of the market process, namely firm kiebgvis simply not theorized in Austrian
economics”.

14 See for an extensive survey Foss (2000).
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theorem”, but also a way of taking different valugghin the order of actors into

account — without prescribing, however, which valwne should hold and without
deriving values from “human nature”. Against suelndencies “de gustibus non est
disputandum” pleads for modesty and caution — @dsenot to exclude values from

economic analysis.
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