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AMERICAN INSTITUTIONAL ECONOMICS
AND THE LEGAL SYSTEM

If neoclassicism, the reigning orthodoxy of Western economics, can usefully
be described as a quantitative theory of outcomes, then American institutional
economics is best understood as a qualitative theory of process. The distinctive
characteristics of neoclassical theory are its focus on the equilibrium values of
numerically defined economic variables and its consequent exogenizing of the
complex network of social, political and legal relationships that constrain economic activity and the specific organizational arrangements within which it is carried on. Institutionalism, in contrast, is concerned with the multidisciplinary
analysis of just these neoclassical givens, and thus with questions of organization,
power and control in economic systems broadly conceived to include the market
as one of many interacting mechanisms of resource allocation. Where orthodox
theory predicts prices and quantities with ahistorical models of optimization and
equilibrium, institutionalists look to the forces that create observed patterns of demand and supply, and to the indeterminate evolutionary processes that produce
the cultural norms and social formations that condition economic behaviour and
interaction (Samuels 1995: 571-576).
But as Malcolm Rutherford (1994) has shown, despite these common
themes, American institutionalism comprises not one tradition but several, separated by time and receptivity to new developments in the larger discipline and by
important differences in subject matter and approach. From its inception, institutionalism has encompassed at least two distinct programmes of research. One,

American Institutional Economics

3

begun by Thorstein Veblen and Clarence Ayres, centres on the distinction between the business and financial aspects of the economy and its industrial side.
Its primary concern is the relation of technology to customary institutions and the
resistance to change created by established conventions and interests, with emphasis on the unintended consequences of social evolution and its tendency toward dysfunctional outcomes in the face of technological change. The second
line of inquiry, originating in the transplanted German historicism of Richard T.
Ely and brought to maturity by John R. Commons, fixes attention on the evolution
of legal institutions, particularly the judicial elaboration of property rights, and
views it rather more optimistically, as a history of generally successful, purposefully imposed institutional adaptation to the uncertainties and conflict generated
by social and technological change (Rutherford 1994: 94-106; Ramstad 1994).
It is from this second tradition that modern institutional analysis of law and
the legal system has grown, but even in this smaller arena, differences in substance and method, largely grounded in the relative openness of its practitioners to
the insights of other schools, are apparent. Some, like Warren Samuels (1971,
1974) and Andrew Dragun (1983), have insulated themselves from these alternative approaches; rather than examining the mechanics of the legal process itself or
the specific outcomes it produces, they have concentrated instead on general description of the legal system as part of a larger complex of institutions in which
power and ideology play significant roles in the distribution of rights and income.
In this, they have continued the efforts at paradigm creation of the original institutionalists at the expense of what Thomas Kuhn (1962) called normal science, and
their influence on contemporary law and economics has been small. But others
have greatly enriched Commons's framework by selectively incorporating complementary insights from other traditions, and helped conform the institutional
analysis of law more closely to the canons of modern social science. In this re-
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view, several modern variations on themes of Commons will be considered.

THE EVOLUTION OF CONTRACT.

Commons began with the smallest observ-

able unit of economic activity, the transaction that allocates control over resources
to individuals or collectives. He identified three types of transactions, one (the
bargaining transaction) based on voluntary exchange between persons or entities
in a relation of legal equality and two (rationing and managerial transactions) involving allocation to or from legal inferiors by command of a superior. All three
take place within a host of overlapping social systems, large and small, ranging
from the family, the firm and the union to the state and the economy itself, that
Commons called going concerns. Within each concern, transactions are governed
by working rules that constrain individual behaviour, and so long as the rules are
generally acceptable to its members, the concern will function smoothly and there
will be little change in the rules. But as conditions within and around the concern
change, conflicts over the conduct of transactions arise that threaten the continued
operation of the concern unless they are resolved by some adaptive alteration of
the rules. The mechanism through which this revision takes place varies from
concern to concern, but it is the state, and its courts in particular, that monitors the
functionality of the rules that govern the economy at large and amends them as
needed, through a process of conscious choice that Commons termed artificial selection. But not even the state is free to act arbitrarily in this; the continued success of the economy as a going concern demands that the rules actually made into
law be taken from and conform to the existing, largely spontaneously created patterns of traditional practice that have sustained the economy thus far. The evolution of law is thus a mixture of spontaneous generation and purposeful imposition
of problem-solving rules, responsive to environmental conditions but not wholly
determined by conscious design or predictable in its outcomes.

American Institutional Economics

5

Commons has frequently been criticized for the impenetrability of his prose,
but even when his argument is clearly grasped, it retains elements of vagueness
and ambiguity that have limited its influence among economists and led many to
dismiss it as unscientific. Two general difficulties may be cited. The first is the
almost purely descriptive nature of the analysis. Despite his identification of the
basic purpose of the rules and his insistence on the central roles of cognition and
choice in their selection, Commons's intent, much like that of Charles Darwin
seventy years earlier, was neither to predict the specific outcomes of the evolutionary process he described, a task made impossible in any case by the multiplicity of contingent factors at work in judicial or legislative rulemaking, nor to evaluate, in a political or moral sense, the outcomes it actually produces. This failure
to offer either prediction or prescription robs his framework of both the falsifiability that would make it persuasive as positive science and the power to induce directed change that might result from compelling normative argument. A second,
related problem is Commons's inability to specify precisely how the evolutionary
mechanism operates. Though it is clear that change in the rules is driven by human and environmental factors that inhibit the satisfactory completion of individual transactions, "neither Commons nor his followers took the obvious next step;
if the transaction is the basic unit of analysis, then what are the principal dimensions with respect to which transactions differ" (Williamson 1996: 45), and how
does the rulemaker recognize and respond to these factors in formulating the
rules?
Despite his emphasis on the individual transaction, Commons, following Ely
(1914: 53), had surprisingly little to say about contracts or contract law, treating
the subject as a subspecies of property rather than as an independent area of study.
But through the 1970s, examining the forms and governance of contracts from a
legal perspective, Ian Macneil (1978, 1980) substantially sharpened Commons's
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analysis by joining Herbert Simon's (1957: 198) concept of bounded rationality to
the idea of the going concern. Much as Commons had, Macneil saw the history
of contract law as a process of artificial selection aimed at facilitating both bargaining transactions between individuals and managerial transactions within the
going concerns represented by long term and multilateral private contracts. And
like Commons, he saw judicial rulemaking as led by economic practice and reliant on its outcomes for guidance. But unlike Commons, Macneil appealed to the
incremental nature of institutional evolution to argue that potential dysfunctionalities were sufficiently foreseeable, and feasible solutions to them constrained
closely enough by their histories, that conditional prediction of evolutionary outcomes was justified.
Macneil depicts the exchange environment as a continuum in two dimensions, one measuring the ability of bargainers to "presentiate" (1978: 863-864), to
bring the relevant future to bear on negotiations in the present, the other identifying transactions as discrete, like the paradigmatic neoclassical exchange between
strangers in their temporal isolation and substantive independence of one another,
or relational, embedded in a going concern that all sides have an interest in preserving beyond the exchange at hand. Different kinds of contracts, and thus different kinds of contract law, will best serve the interests of bargainers in different
environments within this continuum. Where the degree of discreteness is high
and the parties can presentiate effectively, contracts are easily made and their
terms fully elaborated, and classical contract law serves well to govern them;
terms are interpreted strictly by the courts, adequate performance is clearly defined a priori, and rescission by the court is made easy so that new transactions,
on new terms, can be undertaken as needed. As transactions become more relational, or contractors find it more difficult to characterize adequate performance at
the moment the contract is made because the conditions under which it might
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have to take place cannot be anticipated, they are likely to account for the possibility of conflict as the future unfolds by leaving such details unspecified in the
contract and agreeing instead to procedures for resolving disputes without terminating the relationship itself. Neoclassical contract law, gradually developed by
the courts over the last century by modifying and extending the received doctrine
of its classical predecessor, encourages these relational contracts to the extent possible, given the boundaries established by classical principles.
But while change in the environment requires adaptive change in the forms
of contract and the law that governs them if free bargaining and going concerns
are to be maintained, the adaptive potential of any body of law, like that of a species in the biological domain, is constrained by its history. Macneil argues that as
transactions in an increasingly complex world become more relational and presentiation becomes more difficult, a new, relational contract law, able to govern
transactions to the satisfaction of the parties under conditions increasingly hostile
to classical and neoclassical rules, is slowly emerging. Acknowledging the difficulty of predicting the outcomes of the evolutionary process that will shape this
new law, he nonetheless offers several interesting speculations as to the directions
it might take. Relational contract law, he suggests, will focus on the going concern as opposed to the instant transaction, replacing the litigation and arbitration
that were the norm under earlier law with renegotiation of terms, presided over by
the courts, that results in slow, conservative change in continuing contracts intended to reduce conflict in the future. And as relational contracts become more
inclusive, taking on more of the qualities of societies or states, the field of relevant considerations in negotiation will expand to include such matters as distributive and procedural justice, human dignity and social equality; in this, the
links between Macneil's analysis and the contractarian tradition extending from
Hobbes and Locke in the seventeenth century to Buchanan and Tullock (1962)
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and Rawls (1971) in our own are clear. Finally, as the number of individuals and
interests involved in the concern and relying upon its continued existence increases, terminating the contract will become correspondingly more difficult, so
that, like the modern business corporation that is in many ways its exemplar, the
relational contract will often outlive its originators.

TRANSACTION COSTS.

Commons had understood the modern firm as a go-

ing concern in which arms-length bargaining between independent workers and
owners of capital had been supplanted by the inequality and command characteristic of managerial transactions. But he could not say why this shift from markets
to hierarchy in the organization of production might occur, why there are firms at
all. It was the young Englishman Ronald Coase who, while Commons was still
alive, first began to address this question by extracting the idea of transaction cost
from Marshall's concept of substitution at the margin (Coase 1937), and thus brokered a remarkably fruitful marriage of the neoclassical ideas of marginal cost and
welfare maximization to the institutionalists' qualitative concern with economic
and legal organization.
Presaging Macneil, Coase defined the firm as a long-term contract among
previously independent owners of labour, capital and raw materials, in which all
sides agreed that allocation of their resources to the various aspects of production
would no longer be accomplished spontaneously through free exchange at flexible
prices, but would, within limits, be governed by command of an entrepreneur
committed to pay fixed prices to his subjects in exchange for their submission.
But why would anyone sacrifice the freedom of action he enjoyed in the market
for the discipline of the firm? Coase's answer was that "there is a cost of using the
price mechanism" (1937: 390), particularly in organizing complex processes of
production. In the market, potential trading partners must be constantly be sought
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out and negotiations over prices conducted, and the same free agency that permits
individuals at every moment to seek out the terms of exchange most favourable to
them simultaneously creates uncertainty over the supply of the resources they
need and demand for those they own, making the precise coordination necessary
in some stages of production hard to achieve. But if this is so, "why . . . are there
any market transactions at all? Why is not all production carried on by one big
firm?" Again, the answer is cost, this time the costs of organizing production
within a firm, which are primarily the result of bounded rationality: "it may be
that as the transactions which are organised increase, the entrepreneur fails to
place the factors of production in the uses where their value is greatest, that is,
fails to make the best use of the factors of production." Drawing on the marginal
analysis that Commons explicitly rejected (Commons 1934: 378-386), Coase
reached the necessary conclusion: "a firm will tend to expand until the costs of
organising an extra transaction within the firm become equal to the costs of carrying out the same transaction by means of an exchange on the open market" or
within another firm (Coase 1937: 394-395; Medema 1994: 13-27). "In a competitive system," he noted with a hint of surprise, "there is an 'optimum' amount of
planning!" (1937: 389).
For more than thirty years, Coase's essay lay dormant, "much cited and little
used" (Coase 1972: 63). The reason for this, Oliver Williamson (1975:3) suggests, is that while Coase properly placed transaction costs at the centre of his
theory, they "are not operationalized in a fashion that permits one to assess the efficacy of completing transactions as between firms and markets in a systematic
way." Addressing this problem in a continuing stream of work that spans a quarter century (1975, 1985, 1996), Williamson's project has been to "align transactions, which differ in their attributes, with governance structures, which differ in
their costs and competence, in a discriminating (mainly transaction cost-
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economizing) way" (1996:356). In the effort, he has inspired a rich and vibrant
new economics of going concerns.
Williamson identifies three critical dimensions of production transactions,
not unlike Macneil's, that, in combination with the opportunism and bounded rationality of "contractual man" (1985: 43-67), generate an array of costs that render
particular forms of governance more or less functional in various transactional
environments. The first is uncertainty, especially regarding the opportunistic behaviour of others, which generally militates for the security of contract as against
the freedom of markets. But the second dimension, the frequency with which
similar transactions between the same parties recur, and the third, which Williamson calls asset specificity, receive greater emphasis. The specificity of human and
physical capital, the peculiarities of machines and the idiosyncratic knowledge
and experience of people, makes them more valuable in some circumstances than
in others; a person who has spent thirty years making tools on an expensive but
temperamental machine, for example, is likely to be worth far more in the short
run to the owner of the machine, and vice versa, than any of the available substitutes on either side. The time and effort needed to negotiate terms of trade in such
cases and the opportunities they present for strategic behaviour and exploitation
are potent inducements to contract. And if these bilateral monopolists must deal
with each other on a regular basis, the pressure to replace the cost and acrimony
of recurrent bargaining with the once-and-for-all negotiation of a long-term contract will be stronger still. "In terms of Macneil's three-way classification of contract, classical contracting presumably applies to all standardized [i.e., non-asset
specific] transactions (whatever the frequency), relational contracting develops
for transactions of a recurring and nonstandardized kind, and neoclassical contracting is needed for occasional, nonstandardized transactions" (Williamson
1979: 248). In this way, Williamson argues, the typical business enterprise gravi-
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tates from market to contract, extending itself backward and forward along the
chain of production by offering the free agents who provide its inputs and buy its
outputs the chance to join the contract themselves. So long as the relationship between the firm and a still independent trading partner is a recurrent bilateral monopoly, the line separating them is likely to vanish. But where the goods traded
across the firm's boundary are sufficiently homogeneous to support effective competition on one side or the other, the firm's growth will stop.
Williamson's approach has been criticized from the mainstream for its lack
of mathematical formalization (Baumol 1986: 285), an objection answered in part
by the emergence of formal models of incomplete contracting in the style of
Grossman and Hart (1986), and from the older institutional perspective for its departures from Commons's methodology, particularly in its suggestion that the evolution of governance structures is driven by a teleology of cost minimization
(Ramstad 1996). But the impact of the relational contract model of the firm on
both the disciplines of economics and law has nonetheless been deep. In economics, it has breathed new life into the institutionalist point of view and revolutionized the field of industrial organization; in law, it has proven robust as a tool
of analysis and a guide to policy. Williamson's own exploration of its legal ramifications has been confined to antitrust where, despite a concern that his own approach might be taken too far, he has argued that efficiencies resulting from
growth or acquisition motivated by transaction cost considerations ought to be a
defence against claims of anticompetitive behaviour (1996: 279-306; 1985: 85102, 365-384). But others have begun to develop the implications of the contractual view for corporate law (Easterbrook and Fischel 1991; Romano 1993), an effort certain to spark debate over policy in this area as well.
Twenty-three years after the publication of "The Nature of the Firm," Coase
turned again to the bargaining transaction and its costs, this time in their relation
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to the property rights that had been Commons's primary concern. In "The Problem of Social Cost" (1960), he challenged the conventional wisdom of A. C.
Pigou that the conflicts that arise from self-interested behaviour that has harmful
effects on others can only be resolved by the active intervention of the state. Like
Commons, Coase argued that it is impossible in such cases to distinguish unambiguously the perpetrator from the victim; where A's activity imposes costs on his
neighbour B, the harm could be avoided either by A's ceasing the activity or by
B's moving from the neighbourhood. The problem, Coase argued, was "of a reciprocal nature. To avoid the harm to B would inflict harm on A. The real question to be decided is: should A be allowed to harm B or should B be allowed to
harm A" (1960: 2), another way, Coase recognized, of asking how the respective
property rights of A and B ought to be defined.
Coase's surprising answer was that, from the point of view of maximizing
the total monetary value of the property rights held by A and B, it does not matter
how these rights are initially allocated so long as bargaining between A and B is
costless. If the right in question is worth more to A than to B and is initially
placed in B, then A will be able to purchase the right from B at a mutually acceptable price. But if it is given instead to A, B, who values it less than A, will be
unwilling to offer a price high enough to pry it from A. Once, that is, the right
has been defined by the state and given to one party or the other (a rationing
transaction, in Commons's terms), it will gravitate without further intervention to
its highest-valuing owner irrespective of its initial placement (Coase 1960: 2-8).
What differs in the two cases is the distribution of the maximized value of the
rights held by A and B; the party favoured initially by the state will enjoy a
greater share of this value than he would had he not been given the right associated with the disputed activity. This is the Coase Theorem, a phrase coined not
by Coase but by George Stigler (Medema 1994: 63). But as Coase understood, in
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this form the proposition is of little empirical value, based as it is on the "very unrealistic assumption" of zero transaction costs. When bargaining is costly, the
exchange contemplated by the theorem will occur only if the increase in value
each party receives from it exceeds the transaction costs he must bear to complete
it (1960: 15-16). Where this is not the case, the initial placement of property
rights will not be altered by trade, so the state's choice affects not just the distribution of the social product but its size as well. This suggests what might be
called Posner's Corollary: where transaction costs are high, efficient allocation of
rights will be achieved only if the state places them initially in the highest-valuing
owner (Posner 1972: 18). It is this central insight, coupled with a single-minded
focus on efficiency (or its more tractable cousin, wealth maximization) that
largely ignores the distributional aspect of the Coase Theorem, that has propelled
both the positive and the normative neoclassical economics of law elaborated
since 1970 by Richard Posner (1972, 1981) and his many disciples.
But in 1972, Guido Calabresi and A. Douglas Melamed opened a second
path of inquiry from the Coase Theorem, much closer in spirit to Commons's
own. Expanding the idea of property rights to a more general notion of entitlement, the right either to impose cost on others without compensation or to be free
of such imposition, Calabresi and Melamed proposed a unified theory of property
and tort that distinguished between them on the basis of the legal structures each
employed to enforce the relevant entitlements. Like Coase, they saw the state's
first task as the initial placement of entitlements in various situations, decisions
that, for them as for Commons (Rutherford 1983: 728), are responsive to efficiency considerations but often invoke distributional or other moral values as
well. Once the state has thrown its weight behind one or the other of the competing claims of cost imposers and cost bearers, it must then decide how these entitlements are to be protected. Much as Williamson would later relate the func-
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tionality of governance structures to specific attributes of the transactions conducted within them, Calabresi and Melamed argued that the historical distinction
between property and tort could be traced directly to differences in the transactions traditionally governed by each.
Where entitlement transfer takes place in an environment of low transaction
costs, entitlements are protected by property rules, which permit their transfer
only with the prior consent of all sides, at a price negotiated by them. But sometimes, as in eminent domain, the costs of negotiating voluntary transfers are too
great for them to proceed in the market or, as in cases of negligence or intentional
torts, the transfer is effected without the consent of the entitlement holder. If the
state elects to allow such transfers despite the market's inability to organize them,
it protects the entitlement by a liability rule, which requires that the taker of the
entitlement pay its owner, after the fact, a price determined by an objective third
party such as a jury; alternatively, as in the sale of votes or body parts, the state
may attempt to forbid the transfer altogether, in which case the entitlement is protected, even against its owner's desire to sell it, by a rule of inalienability. And as
in the initial placement of entitlements themselves, a range of factors generally
influences the state's selection of governance structures: "the choice of a liability
rule is often made because it facilitates a combination of efficiency and distributive results which would be difficult to achieve under a property rule" (Calabresi and Melamed 1972: 1110).
I have extended the liability rule analysis to an evolutionary theory of the
Anglo-American criminal process (Adelstein 1981a). The transactions typically
governed by tort law, I claim, differ from those deemed to be crimes both in the
nature of the costs imposed and the number and identities of the cost bearers, distinctions that make different governance structures appropriate for crimes and
torts. Torts ordinarily involve the involuntary transfer of entitlements from indi-
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vidual bearers of direct cost to imposers, who must then compensate their victims
through payment of an objectively determined money price equal to the economic
value of the injuries sustained. But crimes have many victims; in addition to the
often substantial costs suffered by the direct victim, which are generally compensable in tort, criminal acts create fear and moral outrage in members of the community not party to the act itself. Crimes are thus involuntary transfers of a multitude of individually held entitlements to be free of these indirect costs, and it is to
the compensation of the class of indirect victims, not individually through money
payments but collectively and in kind through the infliction of suffering proportioned to the moral costs of the act, that the criminal process is addressed. But
unlike the economic costs imposed by torts, to which market values offer a reasonable approximation, moral costs vary with the circumstances of the crime and
the identities of the offender and the direct victim and are thus very hard to estimate. In response to this problem, an imperfect but workable two-stage process
for the determination of liability prices has evolved, in which legislatures establish a broad range of permissible prices for each type of offence ex ante and
courts, after the crime has been committed and its idiosyncratic costs actually
been imposed, fix the exact price due from the offender.
Were law enforcement costless and free of error, the setting of liability
prices equal to the costs of the crime would in fact induce an efficient number of
offences. But here too, efficiency is but one of the criteria that shape the evolution of the governance structure; the norm of proportionality prohibits the probability scaling of punishments that efficiency would require in the face of uncertain apprehension and conviction, so in practice, the process systematically induces a greater than efficient level of crime. Imperfections of this kind are the
spurs to institutional evolution in the criminal process, as participants and rulemakers constantly seek less costly and more certain modes of adjudication and
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surer means of ascertaining costs and transmitting price information to potential
offenders. This analysis, like Commons's, is positive rather than normative but
does not lend itself to the prediction of outcomes, either in individual cases or in
the evolution of the institutional structure itself. Instead, I have tried to demonstrate its scientific value much as Darwin did, through qualitative, theoretically
based comparison of similarly organized systems facing analogous problems in
different environmental settings (Adelstein 1981a: 61-99; 1981b).

FUTURE DIRECTIONS.

A major theme in Commons's work is the power of bar-

gaining to resolve conflict. The democratic state itself, he believed, is "an accumulated series of compromises between social classes" in which legislative outcomes are primarily the result of log-rolling, "the democratic process of agreeing
upon the rationing of economic burdens and benefits [that] is as nearly a reasonable reconciliation of all conflicting interests as representative democracy has
been able to reach" (Commons 1899-1900: 45; 1934: 755-756). Charles E. Lindblom called this process of bargaining among organized interests mutual adjustment and, through the 1950s and 60s, made it the centrepiece of a theory of public
policymaking in which not just outcomes but the values and interests that motivate them are the unplanned results of a complex interplay of partisan opportunism, accommodation and consent (Lindblom 1965; Adelstein 1992: 204-214).
Given consensus on the working rules of democratic politics, mutual adjustment
produces policy in the face of conflicting interests much as bargaining transactions in markets allocate resources to competing ends given consensus on the
principles of private property and free exchange. Both adapt to bounded rationality by allowing undesigned but consensual solutions to large, complex problems
to emerge from the efforts of individuals or groups to solve their own smaller,
simpler ones, and both reflect the endogeneity of values and their mutually causal
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relationship to institutions that are central tenets of both wings of the older institutionalism (Samuels 1995: 574).
Commons's emphasis on artificial selection through purposeful decisionmaking by legislatures and courts sometimes obscures the essential role he assigned to spontaneously generated rules and practices in the process of institutional evolution. But Lindblom's analysis brings these elements back into view
and makes clear that a robust theory of institutions must carefully distinguish
those that are the products of conscious design from those that are not and attempt, within a comprehensive framework, to account for both. This in turn suggests the potential of opening institutional thought to the methods and insights of
yet another tradition, the evolutionary theory of spontaneous order rooted in
Adam Smith's (1776: 13-46) account of the division of labour and the origins of
money and elaborated by the Austrians Carl Menger and Friedrich Hayek (Langlois 1986, Samuels 1989, Vanberg 1994). In this still undeveloped linkage lies
the key to the continuing vitality of American institutionalism.
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