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CHAPTER 1

Definitions and 1ssues

Throughout the history of economic thought, attempts have been made
to incorporate issues relating to institutions' and institutional change
within the discipline. The most obvious example is that of the American
institutionalist tradition of Veblen, Mitchell, Commons, and Ayres. But
mstitustonal analvsis of various Kinds can also be found in the works of
classical economists such as Adam Smith and [ 5. Mill; members of the
German, English, and American historical schools: Marx and other
Marxians: Austrian school members such as Meager, von Wieser, and
Hayex, Schumpetor; and neoclassicals such s Marshall.

This book concentrates on the two mgjor tradrtions of instttanonalist
thouehtin cconomics. The firsi 1s the Amencan institutionalist tradiuon
that began at the turn of the century and has contmued umnterrupted
(although with farge swings in popularity and prestige) to this day. The
second s a more recent development, but one that can be seen as i
revival and constderable expansion of the mstitutionatist clements to be
found in classical, neoclassical, and Austrian economics,” elements that
had llen into neglect i the mtervening period. The former tradition
s riow often called the “old” imstitutional cconomics, or Ol while the
latter is usvally catied the "nesws institutional economies, or NIE

1.1 The old and the new institutionalism

The old insttutionalism consists of that tradiuon of thoughtassociated
with Thorstein Veblen, Wesley Mitchell, John R Commoans and Clarence
Avres, and with the more recent contributions of Allan Gruchy, Wendell
Cordon, Marc Tool, and the many others represented in the pages of
the Journal of Feonomic Issues. Despite claims to the contrary (Gruchy
1947, 1972), the OIE does notrenresent a single well-defined or unified
hody of thought, methodology, or program of research. Within the OlE
there are two rescarch programs of major theoretical significance. The
Crstis associated with Thorstein Veblen, and with the developmentand
modification of Veblen’s system undertaken by Clarence Ayres. [ his
program is built aro.and the concept of a fundamental dichciomy
between the business or pecuntary and the industrnial aspects of the
cconomy. This is also expressed in a more general way as a dichoromy
]
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between mstututional and technological or between ceremonial and
instrumental ways of doing and thinking (Waller 1982; Munkirs 1988).
In very sweeping terms, this program focuses on investigating the effects
of new technology on institutional schemes, and the ways in which
established social conventions and vested interests resist such change.
Insututioas, then, need not be well adapted to the available instrumen-
talities, the criterton of judgement usually being some notion of “instru-
mental value,” which in turn is based on a more or less broad definition
of “community serviceability.” These ideas are often coupled to a view of
the structure of the modern economy that emphasizes the political and
economic power of large corporate interests.

The second major program within the OIE hasits roots in the work of
John R. Commons and is now represented by writers such as Warren
Samuels and Allan Schmid (Schmid 1978; Samue!s and Schmid 1981).
This program concentrates on law, property rights and organizations,
their evolution and impact on legal and econcmic power, economic
transactons, and the distribution of income. Here, instituiions are seen
largely as the outcome of formal and informal processes of confiict
resolution, the criterion of success being whether the instituiion has
generated a “reasonable value” or “workable murtuality” out of conflict.
In some respects, this program is complementary to the Veblen-Ayres
approach, which does noc explicitly address the judicial and political
processes of centhict resolution central to Commons’s work, but there
arc pomnts ol tension and even of outright conflict between them. For
cxample, Commons ([1624] 1968: 376, [1934] 1961: 673) himself
direcily attacks both Veblen’s approach and his “cynical antithesis”
between business and industry, and this conflict extends into the value
concepts used by each {Ramstad 1989). It is also the case that the
Commons tradition — owing to its emphasis on transactions, property
rights, and organizations — has closer links with the NIE than does the
Veblen-Ayres tradition. Nevertheless, as will be seen in later chapters,
Commons’s approach still differs from anything found ir the NIE in
significant ways.

It 1s probably true that the NIE is just as disparate as ihe old (Coats
1986; Maki 1987; Andersen and Bregn 1992). One major strand is to be
tound 1n the work on property rights (Demsetz 1967; Alchian and
Demsetz 1973) and common luw (Posner 1977, 1981). Anotherstrand is
that concerned with public choice processes, including those involving
rent seexking and the acuvities of distributive coalitions {Olson 1939:
Mueller 1989). A third important element deals with organizations and
inctudes the agency theory developed from Jensen and Meckling (1976)
and work on transactions costs stemming from Coase (1927) and uti-
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lized extensively by Oliver Williamson (1975, 1985). Further aspects are
provided by game theorists, some of whom use game theory primarily to
model action within given institutional situations (Shubik 1975), while
others use 1tin a more ambitious attempt to explain the evolution of the
social mstitutions themselves (Schotter 1981). Many of these elements
can be found combined in the institttional economic history of Douglass
North (1981, 1990). The new institutionalism has also been defined to
include Austrian and neo-Schumpeterian efforts to explain various
types of institutional development in invisible-hand or evolutionary
terms {Hayek 1967, 1973, 1979; Nelson and Winter 1982: Langlois
1986a).

As with the OIE, in some respects these programs complement each
other, but differcnces and disagreements do cxist. Douglass North
criticizes both those who take a purely rent-seeking approach to govern-
mentacuvity and those who hhmit their analysis to alterations in contracts
occurring within a given basic mstituticnal framework. North also ar-
gues torcetnuly tor a much fuller recognition of the unportance of
nouons of tarrness and iaeology in institutional change (North 198+,
1986). Agency theory and thie transactions cost approach of Williamson
have differences too. Williamson (1987a, 1990) points to differences in
the basic unit of analysis and in the ex anie focus of agency theory as
opposed to the ex post approach of transactions cost economics. Most
agency theorists are also more orthodox in their assumptions concern-
g maximizing behaviour than 1s Williamson. More tundamentallv,
Langlois (1980b) argues that the NIE should concentrate more on
spontaneous, invisible-hand, processes. He claims that certain kev prob-
lems with the NIE stem frem its “neoclassical core,” and argues that the
NIE should move in a more Austrian direction (Langlois 1989: 29] -
294). It1s cerrainly possible to distinguish between a inore neoclassical
and a more Austrian “wing” to the NIL. The vast majority of the work in
the NIE beiongs in the former category (Eggerisson 1990). The latter
would include Langlois’s outline of a program, Hayek’s work on institus-
tiong, Nelson and Winter's neo-Schumpeterian evolutionary eccnom-
1cs, and, possibly, some of the work in game theorv.’

Given the nature of these bedies of work, one might question the
usctulness of the simple two-way division into old and aew institu-
tonahsms. Indeed, in some cases 1t will be necessary to make finer
distinctions — into Veblen-Ayres, Commons, neoclassical, and Austriar
chvisions, for example - but for manv purposes the Veblen-Ayres and
Commons traditions can be grouped tozether in contrast to both the
neoclassical and Avstrian. This can be seen most clearly in the criticisms
that cach levels at the other. The new institutionalist, whether neoclassi-
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cal or Austrian, complains of the old institutionahsts’ lack of theory;
tendency to argue in holistic terms rather than in individuahistic terms;
use of a “behaviouristic” rather than a rational choice (or intendedly
rational choice) framework; fatlure to give sutficient emphasis to econo-

MIZING AN “the main case” and fanare to appr(:(:iate the importance of

unintended and evoluttonary processes ininstitutional development, as
opposed to processes of collective decision making and insttutional
design (Seckler 1975; North 1978; Schotter 1981; Coase 1984; Williamson
1987h; Aultand Ekelund 1988). The OIk s thus portrayed as descriptivist
and ant-formahist, holist, behaviournist, and collectivist. Old institution-
alists also reject individualistic weltare criteria and are more interven-
tionist, favouring greater government mvolvement to correct stitu-
ticnal failures. Cf course, some ot these labels apply better to some old
institutionalists than to others, but 1t 1s hard to deny all truth to the
characterizatuon, particularly when old institutionahists withingly appiy
manyv of the same laonels ro themselves (Gruchy 1947, Wilber ana
Harrison 1978; Dugger 197%) 0 Tt seems that what new msttniationalists
see as faults, the old claim as virtues.

The old msututionalists, and those more sympathetic to their posi-
tion, make the opposite set of eriticisis of the new. They argue thatats
theoy s often too abstract and formal; that 10 sometimes adopts an
extieme, reduecuonist, verston of indmvidualisin: that the individual 1s
seen as an overls rational and overly attonomous being, constrained,
bhut not otherwise influenced by, his instututtonal and social setting; that
orthodox welfare criteria are not appropriate for appraising msttu-
tonal change, and that a complacent attitude nrevails concernmng the
efficiency characteristics of markets and of institutions thar emerge
sncntancously (Mirowskr 1931; Field 1981, 1984; Dugger 1983; Dow
1987; HHodgson 1988) The NIE 1s thus portrayed as more {ormalist
(particularly 1 its neoclassical and game theorctic manifestations),
individualist, reductionist, orientated toward rattional choice and econo-
mizing models; and generally ant-interventionist. Again these labels
apply more to some than to others, but again thev are labels that new
institutionadists have willinglv apphed to themseives, in partin order to
ciearly distinguish then work from the OfF (Coase 1984; Langlois
1986H0).

1.2 Dichkotonies and problems

Despite the disparity that exists within both the OIE and the NIE, 1t
appears that the OIE and NI can be usetully distingaished. This 1s not
to suggest, Powever, that the old and the new therefore sit on opposite
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sides of a series of sharp dichotomies, although such a view 1s casy (o ship
into. Methodological and theoretical approaches in the social SC1ENCes
often are dichotomized into formalist versus anti-formalist; individualist
versus holist; rational choice versus behaviournist; evolutionary or 1nvis-
ible hand wversus collectivist; non-interventionist versus interventionist.
There is a certain ease and comfoit in this way of thinking. To dismiss
someone's work from further consideration, onc merely has to sl ow
that it belongs on the other side and therefore can be ol no use or
interest for one’s own program. Lach side can pursue its own programs
without worrying about the work or the implicit and explicit Critic1sms
made by the other.

On the contrary, virtually all of these standard dichotomies are false
and misleading. As this bock makes ciear, the extreme positions are
untenable, any adequate social theory cannot be strictly on one side or
the other, and many social thcorists do, n fact, adopt more moderate
and modese posttions. For cxample, certain Cripcisms of formalist no-
tons are sharcd by old aind new institutionaiists, Also, many individual-
ists do recognmze ihat the social whole deeply imfluences the indiividual,
while most holists do agree thatonly individuals, not insutuuons, can act
as agents of change. Similarly, even “behaviournsts: like Veblen do not
cntirelhv exclude rational choice and cconomizing behaviour, wile
;m:{mg mor e orthodox economists there is an increasing recogniton of
the Tmits to optimizing behaviour and the significance ol “rule toliow-
ing. " Aeain, itis iimpossibic for invisible-hand heorists to deny the need
(o1 and actual historical importance of deliberative institational design
c{forts, and ecqually hard for collectivisis to denyv that many CONVCNRTIOIS
and institutions can (and Jdo) grow up spontancously. Finallv, the
difficulties that are involved m juagimg institutional change have cre:
Jted much debate in both traditions, debate that ranges over the weltare
criteria to be used and the proper roles for markets and governments.
Fven the most ardent champions of tho benefits of markets and ot
spontaneous institttional deveiopment have had to admit [}lEiT H'Ll-f.}l
processes can sometimes lead societi. s astray, whiie imewcm_mn151_.*;1
must contend wich the many and obvicus examples of the tailure of
deliberate institutionzl design. To argue in this way is not to cloim that

there are no areas of serious disagreement, only that the alternanves
invelved do not resolve into simple either/or choices. This expands
rather than contracis the number of possible positions.

The view taken in the rest of this book is that the traditional dich oto-
mics are best thought of as represenung nethodological or theore ucal
problems. The debates over the merits and demerits of formal versus less
tormal techniaues are reflective of the difficulties involvedin the analy-
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sis of a complex evolving system. The arguments over holism and
. dividualism concern, at base, the problem of the interrclationship
hetween the individual and society. Society is created out of the actions
of individuals, but it can also be argued that the individual, to some
significant extent, is the creation of his social situation. Many of the
debates over rule following versus rational choice models reflect a
further aspect ot this same problem. Clearly, most individuals do de-
velop habits and routines and accept social conventions and norms.
However, such rule following is not necessarily irrational or uncondi-
tional, although some types of norm-guided behaviour do strongly resist
explanation In raticnalist terms. The debate over whether to take a
collectivist or invisible-hand approach to institutions rclates to the
question of the extent to which individuals, aciing in their own interests,
anintentionally generate social rules. Considerable disagreement sur-
rounds this question. The issue of interventionism versus non-interven-
tionism relates partly to the problem of whether such spontaneous
DroCcesses of institutional developmentand change will necessarily opes-
ate in wavs consistent with the economic and social advantage. However,
particularly in the contextofan evolving insutuuonal sysiem, terms such
1s “economic efficiency” or “sociai benefit” become uncomiortably
difficult to define. These problems are common to both the OIE and the
NIE They, and the various ways they have been dealt with each
tadition, are the subtect ot the chanters that rollow.

—— —_——— T - o ———

CHAPTER 2

Formalism and anti-formalism

Formalism is defined here as the use of an abstract language such as
mathematics or symbolic logic in place of natural hinguistic or literary
metnods of presentation. Formal systems were originally developed to
investigate the ruies of deductve inference, and for this purpose the
exact meaning to be attached to the primitive terms employed 1s unim-
poraant. kor economnics, nowever, the interpretation and economic
meaning of terms s important, and the use of fermal methods usually
involves the construction of a “model” thac both embaodies a forraal
structire and prevides the basis for interpreting the symbolism.

Using the terminology of formal and nawral languages may give the
impression that it should be possibie to translate one inito the other
without much difficulty. [tis true thatsome arguments can be translated
{rom one language into another with relatvely hittle ditficulty or aiter-
ation of the content, but this 1s far from always the case. To formahize a
theory is not simply to make it more precise; rather, some aspects ot ihe
theorvare singled out to produce a highly idealized representation of it
In this, rthe ambiguity of natural language may be overcome, but at the

Aithough rformaiism can be traced far back in the history of econom-
ics, it 1s associated in particular with the development ot neoclassical
economics. Early neoclassical contributors such as Watlras, Jevons, and
Edgeworth drew on the example of physics and adopted the mathemat-
ics of constrained maximization (Mirowskir 1989, 1991). Despite
Marstiali’s more eclectic approach,' mathematical torinalism has since
become one of the halimarks oi ncoclassical economics. The chief
advantage claimed for this mathematical formahism has always been that
it increases the clarity and precision with which theoretical arguments
can be stated. Formalism encourages the more explicit statement of
assumptions, including initial conditions and behavioural hypotheses,
and makes *he derivation of implications not only more exact but also
much more¢ visible and open to examination. Although less frequently
commented upon, another of 1ts advantages 1s that 1t promotes the
ctaboration of sequences of models, with each model representing
some development or modification to the assumptions or dertvatons.

7
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8 Institutions in economics

In both of these respects, neoclasstcal economics has had considerable
success. In particular, formalization has enabled theorists to build upon
and rapidly develop the work of their predecessors. Of course, formal-
1zation tends to bring with itan increased degree of abstraction from the
particularities of a historical or institutional type. This high degree of
abstraction has, however, traditionally been seen as more of a benefit
than a cost, allowing the theorist to focus attention on those factors
thought to be most important or of the most general relevance. Thus,
abstracting trom many of the complexities of the real world has fre-
quently been seen as a necessary means of gaining insight into its
functioning.

Those who have criticized formalism have usually done so on the
grounds that the available formalisms are inappropriate or insufficient
tor the expanraton ol certain classes of social phenomena. It is often
clammed that tormal methods direci inquiry to these topics, or to the use
of those particular assumptions, that are mathematically fractable. Equi-
librium analysis based on the assumption of maxiiizing behaviour is
great deal more tractable than the analysis of sequential processes of
change based on adaption, and it is not surprising that those traditions
that have stresscd the importance of process and raised questions
concerning ihe use of maximizing assumptions have also been sceptical
of the use of formal methods. Moreover, the same high degree of
abstraction that creates generality may cause indeterminacy, indicating
that the outcome reached in any particular case may depend on the
specttics of the situation omitted from the model. For reasons such as
thiese, those who reject formal methods tend to utilize more literary
forms of theenzing, often (but not always) combined with studies of a
historical, instututional, or case study nature,

The debate between formalists and anti-formaiisis has beer a staple
of metiodological dispute 1in economics, often over the realism and
relevance of ecenomic theorv. [tis closely iclated to, but not identical
with, the long-running debate over induction versus deduction. Formal-
1ism is identified with the study of dednctive inference, and those classedd
as inducuvists have generally been anti-formalists. Nevertheless, as the
Austrian tradiiion demonstrates, a coimmitment to dednctive methods
need notimply the use of highly formal methods of inference. Althouglh
the induction/deductuon distinction is ecne that is often found in the
literature on the OIE, many of the issues involved have had much more
te do with the appropriate degree of formalism than with induction or
deduction as such. When the distinction is seen in these terms, it
becomes apparent that members of the OIE and NIE have more con-
cerns in common than s usually thought.

Formalism and anti-formalism 9
2.1 Formalism and anti-formalism in the OIE

According to Langlois (1986a: 5), one of the central difficulties with the
work of “early institutionalisis™ is that “they wanted an economics with
institutions but without theory.” A similar argument, but in harsher
terms, 1s made by Coase (1984: 230): “American institutionalists were
not theoretical but anti-theoretical. . . . Without a theory they had
nothing to pass on except a mass of descriptive material waiting for a
theory, or a fire.” This view of the OIE as primarily descriptive and non-
or cven anti-theoretical 1n nature 1s by no means uncommon. It takes
suppori particularly from Wesley Mitchell's statisticai work on business
cveles and Joha R. Commons’s vast documentation of the history of the
labour movement, but the impression of the OIF as anti-theoretical or
purely descriptive 1s quite misleading. Even the work of Mitchell and of
Commons contains theoretical underpinnings and theoretical purposes
(Rutherford 1983, 1957). Whaot is rrue is that old institutionalists reject
the more orthodox neodassical torms of theoiy and model building as
overly tormal, abstract, and nairow. The methodological dispute here is
less over theory versus desciipuon than over the appropriate degree of
abstraction to be used in the analysis of « complex evolving system. Since
Allan Gruchy’s (1947) firsr major book, old institutionalists have fre-
quently characterized the issue i terms of the less formal “cultural” or
“holistic’ perspective of the OIE versus the formalism of economic
orthodoxy (Wilber and Harnson 1978; Gruchy 1987). Although not
exphcitly expressed in these terms, the criticisms of orthodox theorizing
made by carlier contributers to Amernican institutionalisin are not
dissiintlar.

2. 1.1  From Vebler to Clark

Veblen is perhaps best known for his stinging criticism of the psycho-
logical preconceptions of neoclassical and Austrian economics.? In
Veblen's view, both adopted the hedonistic view of man as a “lightning
calculator of pleasures and pains.” a “homogeneous globule of desire of
happiness” (Veblen 1898G: 73). This comment of Veblen’s raises a
number ot 1ssues, some of which will be examined in more detail in later
chapters. Within the present . ontext, whatis most significant is Veblen’s
argument that the assumpuon of the rational “hedonic calculus” coin-
bined with an assumption of a grveninstitutional situation (including the
‘natural right of ownership™) leads to un economic theory that is
nothing more than the detailed and nigorous deduction of the “rational
response to the exigencies ¢f the [given] situation in wiich man is
placed™ (Veblen [1909] 1961 234-236). Such an cconemics lends iself
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to formal methods of presentation. The theory is a theory ot the
“normal” case, a highly refined and developed theory of equilibrium
states, but one that simply excludes the issues of evolutionary nstitu-
tional change ([1900] 1961: 164-165). Veblen even characterizes the
so-called dvnamic neoclassical theory not as a treatment of the underly-
g “phenomena of change,” butat mostasa cliscussion of the “rational
adjustment to change which may be supposcd to have supervened”
([1909] 1961: 232). As a result, whenever any instituiaonal phenomenon "1s
involved in the facts with which the theory 1s occupied, such insututional
facts are taken for granted, denied, or explained away” ([1909] 1961: 233).
In place of this orthodox type of theory, Veblen wanted to substitute
an inquivy into the evolution of mstitutions and their impact o human
conduct. In this, he made repeated references to Darwin and to evolil-
tonary biology asa mode! of “modernscience.” By “madern science” he
meant a rocus on sequential, continuous, change explained i causal (as
opposed to intentionalist) terms, and withoutany presuinpuon ofa final
term or consummnmation {(Veblen 1893). Thisinstitutional economics was
not to be purely descripuve. He criticized the German instorical school
for having produced nothing more than a “narrative survey of phenoms-
ena” (18493: 72). What Veblen wished to produce was 2 "genetic account
of an untolding proccss,”?’ a ireatment of msututional evolution as &
ITOCESS of “cumulative causation.” For Veblen, this cumulative process
was based less on rationalistic calculation than on habituation to mate-
rial conditions and consiraints:
The growth of culture i1s a cumulative sequence of habitvation, and the ways
and means of it are the habitual response of human nature to exigencies thiu
vary incontinentiv, cumulatively, but with somethig of a consistent sequence
in the cumalatve vanations that so go torward, - inconuneaily, because each
new move creates a new situation which induces a further new variation in the
Laabitual manner of response, cumulatively, because each new situation 1S a
variation of what has gene befere it and embodies as causal factors all that has
been effected by what went before; consistently, because the underlying traits

of human nature . . . by force of which the response takes place, and on the
ground of which the habituation takes effect, remain substantially unchanged.

([1909] 1961: 241-242;

The issuc of habituation versus rational choice will be discussed 1n
more detail later but Veblen’s notion of cumulative causation raises two
other important points. The firstis the claim that a proper treatment of
institutional evolution should consist of more than a treatment ot
adjustment to o series of exogenously given shocks. Much of the NIE
faile this rest, dealing not with the internal dynamic of the systein but
onlvwith the rational (or intendedly rauenal) responses to exogenously
gIven chianges in populauon, technology, trading opportunites, or

Formalism and anti-formalism 11

ideology. The second, and related, point is that Veblen's discussion of
cumulative causation involves a clear idea of path dependency. History
matters in the sense that what happens next depends critically on the
details of the existing state of affairs, which in turn is the outcome of the
pre-existing situation. Small differences in initial conditions can make
for widely differing outcomes. There 1s, in this, the idea of the openness
of the evolution of a complex system. From similar starting points
different cultures will develop in differcut ways; Veblen ([1908a] 1961:
230) talks of the “exuberant uncertainties of cumulative change.” Of
course, the process is not unconstrained. and one can develop theortes
about the overall evolutionary processes at work and provide an analysis
of insticutional history. However, no particular historical or institutional
development can be explained without referring to the details cf the
actual historical circumstances involved. As in evolutionary biology, the
theory need not be able to predict the nextsiep in evolution i order to
claim explanatory vaiue. The explanations of particulai cvents must
combine the theory with a great deal of concrete information. This ts
what Wesley Mitchell (1927: 54 called “analytic description.” Theory is
by no means excluded. Even highly formal theory can play arole in such
a program, but any atierapt to understand the actual course of institu-
tional history cannot be Iimited to highly abstract tormal models.
Veblen's own work is almost always a blend of theory with a discussion
of the related historical sequence of cvents. Veblen does not test his
tlhicories against the factual and historical information he presents, but
weaves the two into an analytic description of the process ot cumulative
causation. Veblen's main concern in his methodological essays, how-
ever, is to emphasize the evolutionary approach based on the idea of
cumulative causation. He provides little by way of more detad=d meth-
odologicai guidelines and many parts ot his work are open to empirical
criticism. Veblen's tendency to ignore the job of criticaliy examining his
conclusions is one remarked upon by Wesley Mitchell (1929: 29).
Wesley Mitchell's own discussion of methodology also centers on the
issite of the complexity of many economic phenomena.’ fn his study of
business cycles, Mitchell remarks on the vast number of competing
theories, cach of which tccuses on a small number of causal tactors and
manv of which secem to have at least some empirical support. For
Mitchell. this “inultiplicity of explanations™ arose from the “complexity
of the problem itself.” Business activity “depends upon the smeothly
coordinated functioning of many processes” and “uny ot the tactors or
processes can be made to yield a plausible theory of business cycles,
provided some investigator can show thatitis an independentsource Of
recurrent Huctuations in the activity of tade™ (Mitchell TOZ7: 33
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Mitchell’s aim was to produce a “thoroughly unified explanation of

business cycles,” but to achieve this end he1ejected the standard method
of abstract model building as one that made it too easy to neglect
“phenomena which do not fit neatly into preconceived schemes” (1927
49). Mitchell’s critique of the standard methodology successfully iso-
lates a number of its major weaknesses. First, the empirical work may
simply be neglected and the theory never tested (Burns and Mitchell
1946: 8). Second, the need for theoretical sunplicity may result in
simplifying assumptions which give a theory only a “problematical
relation” to the actual world and may render 1t, in practical terms,
untestable (Burns and Mitchell 1946: 8-9). Third, even if the theory is
testable, “the worker who tries te verify it must examine the processes on
which 1t centres attention.” The test is rtherefore “superficial” as i1t is
quite possible that many competing theories could all be sunilarly
veruied (Burns and Miwchell 1946: 9). This probleni 1s compounded to
hie extent that the invesdgator is “prone to adduce only the evidence
and srguments that seen: to prove lius explanation” (Mitchell 1927:
131). Fourth, Mitchell argues thai the behaviour of econaniic agents i1s
often more cempiex than it appears m arguments that procced by

deducing behaviour from a few assumpuaons such as the unporiance ot

profit for the busiressman. That business is conducted for profit “is not
1 simple matter” that enables the theorist to deduce results with any
degree of certainty. Describing his own view, Mitcheil put the point as
tollows: “There is much in the working ot business wechnique which I
should never think of if I were not always turning back to observation.
And I should not trust even My reasonming about what businessmen will
do it I could not check it up - ([1928] 19356: 419).

Mitchell’s conclusion was that (¢ overcome these problenis and to
capture the full extent of the complexity of economic phenomena,
observations should play a greater role, but Le netther denied thatsome
conceptual apparatus and working hypotlicses were necessary to guide
enquiry nor accepted the usual empiricist notion of induction from an
objective empirical base (L1927] 1936: 59, n. 2y, He considered the

scientific method to consis: of “the patent processes of observation and
tesung — always eridcal testing — of the reltions between the working
nvpotheses and the mocesses observed,” as contrasted with the method
of orthodox econcmics of “trving to think out a deductive scheme and
then L. veritying that™ ([1928] 1936 +15-415). Mitchell's method does
not dispense with theorizing, but, as be putn, the place for i is “inside
the mvestigation™ ([1928] 1936 113). s AT Was to bring factual
rescarch and [hcm‘izing Into the ciosest possthic contact

Formalism and anti-formalism 13

Care is required, however, in interpreting Mitchell's concepts of
working hypotheses and testing. For Mitchell, working hypotheses in-
cluded definttions, measurements, and low-level empirical hypotheses,
as well as explanatory hypotheses concerning behavioural or causal
relattonships. I parts of Mitchell’s work, the first three types predomi-
nate, but not because he was only interested in arriving at cmpirical
generahizauons, but rather because of his views on the weakness of
standard empirical verifications and his desire to arrive at a more
meaningful testing procedurc. At the same time, Mitchell’s “critical
testing” did not go so far as tc imply a Popperian search for falsifiers or
any abandonmentof the basic verificationist idea that defines a success-
ful test in terms of corroboration. What Mitchell rejected was the
extremely uncritical process of searching for, and usually finding, only
veruications, nowverificationism itself. To be meantngful, a verification
should take the form of empirical investigation that is at leas: open Lo
the possibility of finding contrary evidence, or, what is often more
mmportant, evidence that the theory is incomplete.

Mitchell thus came te argue that empirical work should be directed at
discovering new information by examining in detail the process or
phenomenon to be explained within an overall conceptual framework
and utilizing existing theories as working hypotheses to help guide
inquiry i1 a close interplay between the working hypotheses and empiri-
cal findinge. In this tashion Mitchell hoped to discover both the strengihs
and weaknesses of existing hypotheses and to define more clearly, in
terme ob what had to be explained, the task remaining to the theorise
Mitchell 1927 5%,11931] 1950: 409; Burns and Mitchell 1946; 9-10).
Ouly v this way did Mitchell think that the investigator could arrive at a
tull understanding of the complex interactions of the Imanyv causal
clements that both produced business cycles and gave rise o their
differences over tine.

Commons, too, was deeplyv concerned with the issue of how to analyze
the operation of a complex evolving whole. Cemmons did not want to
abandon entrely the insights of orthodox theory, but he did want 1o
build them into a more complete instituitonal political €Conomy, one
that would give collective action, both in the sense of collective organi-
zauons such as firms and unions and in the sense of the collectively
enforced rules of custom and law, its proper place in economics. In
Commons’s ([1934] 1961: 5-6, 161-16%2, 439-440) view, orthodox
theory had fatled to do this for a number of reasons. First, it assturr
harmony of interests instead of conflict of interests, and thus failed 1)
bring out the need for institationalized rules to constrain individual
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behaviour. Second, orthodox theory tended to substitute given psycho-
logical propensities for what were actually customary (and evolving)
modes of behaviour. And third, orthodox theory confused physical
materials with the institutional aspects of property rights and thus led to
the conflation of matenals and ownership.

To overcome these problems and to include all relevant factors,
Commons realized he would have to find a way to analyze the enormous
complexity of the evolving legal and economic system. To help organize
his ettorts, Commons ([1934] 1961: 94) utilized what he called “prin-
cipies” or “similarities of action,” and “formulas” or “relations between
the parts and the whole.™ In terims of the legal/economtc system as a
whole, the major principles utilized by Commons are “Etticiency,”
“Scarcity,” “"Gustom,” “Sovereignty,” and “Futurity” (or forward
lookingness). These principles interrelate according tc such formulas
as that of "Limiting and Complementary Factors” ({1934] 1961: 627,
+37-738). Wnen dealing with politics as a wiole, the principles become
"Personality,” "Political Principle,” “Organization,” “Jurisdiction,” “Ra-
uoning,” “Stabtlization,” and “Justification™ ({1934]: 753). Tt is this
approach that gives Commons’s work iis flavour of being little more
than a loose and often confusing conceptual framework. Commons’s
work does coatain general ideas concerning the nature of the evolution-
ary processes at work (which will be discussed later), but much of his
mmtellectual effort was directed at the testing, modifying, and policy
applicanon of his hypothiesized principles and formulas. For Commons,
a “theory” was "a complex activity of analysis, genesis and insight.
actively constructed by the mind in order to understand, predict and

control the future” ([1934] 196i1: 102):

The method of analysis consists in breaking up the complexity into all the
supposed similarities of behavior, and then giving to eacl: similarity a name
which designates it as a proposed scientific principle to be tested by investiga-
tion. The method of genesis consists in the discovery of changes which have
occurred in the past as explanations of why the presentsituation exists as it is.

The method of insight consists in understanding the ways of leadership and
tollowship, ([1934] 1961: 759%)

In this acuvity, Commons made extensive use of the collection of
relevant documents and pioneered the use of interviews, particularly
with Kev negotiators and decision makers. His “prime method of inves-
tgatton” was the “construcuve method of interviewing ({1934] 1961:
(06 Commons’s case studies and his involvement in instituticnal
retorm display this methodoloy in acuon. Through his own case
studies, and those conducted by his students. Commons continuallv
modibicd and refined his conceptual apparatus of principles, develf:)peé
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his explanations of the various factors that shaped the presentsituation,

and sought to uncover the “negotiational psychology” he could apply in
each case in order to bring about change or resolve a dispute (Biddle

1990b).

Of t)he earlier writers in the OIE tradition, ]J. M. Clark represents an
interesting case. Clark was certainly more theoretically inciined than
most other old institutionalists, and he made significant contributions,
such as the accelerator (Clark 1917), to economics in general. Despite
his greater theoretical orientation and willingness to use formal meth-
ods, Clark was especially concerned with extending economics into the
reaim of the dynamic analysis of economic phenomena and institutions.
Clark considered this shift to dynamic a2nalysis to be of fundamental

importan ce:

The kev to statics, as we have seen, is a problem: that of levels of equilibrium.
... The key to dynarmcs is a dilfercnt problem: that of processes w'hich do not
visibly icnd to any comaplete and definable static equilibrium. The nmaportance
of this shift from the search for levels to the study of processes can hurdly be
overemphasized; it is not iess signihcant than the change fiom stauce to
dynamic conditions. (Clark [1927] 1967: 203)

Clark made many references to Veblen'’s work and 1t 1s clear that he
regarded “dynamics” as having to do with process ‘and cun‘:ul;itwe
change. He also argued for more “inductive” wohrk designed to develop
appropriate premises and an understanding of the phenomena to be
explained. Clark’s (1923, 1261) own work cn overhead cost:s: and t.hf:
dynamics of competition are good examples of his blending ot [}“lrt“‘orf‘_tl-
cal and empirical invesugation into an informal dvnamic ANIALVSIS,

While Clark was of the view that “the complexities of these dynaimic

realities could not be compressed into conventional geometric or alge-
hraic medels” (Markham 1968). and argued for the development of a
“non-Euclidian” economics (Clark 1923), he did not reject static or
more formal models entirely. Indeed, Clark was significantly Xinder to
more orthodox theory than other old institutionalists. Even “in the
pursuit of dynamic analysis” Clark ([1927] 1967: 226) thought that
“certain aspects of static anatysis will find a place.” A com[{letc dj;l?amic
analysis may not always be possible, and a more simplified static ap-
proach may be —~ecessary to penctrate the complexities mvoived. In
\ddition, static analysis may provide a point of departure for dynamic
analysis, or a benchinark for the appraisal of the impact ot dvnamic
forces ([1927] 1967: 726-72%).

Despite their variety. none of the methods discussed above can b:_;j
rezarded as having been entirely successful. Veblen’s approach 1‘&51‘_111_&-(.1
‘i broad cultural historics and interpretations of someumes highly
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doubtful validity.® In contrast, Mitchell and Commons, in their different
ways, often allowed their emphasis on concrete detail to obscure their

more general theoretical ideas and purposes. Clark, perhaps, had most
theoretical success, but he is best known for work that is closest in nature
(0 orthodox analysis, and ever within the OIE his “dynamics” has had
relatively little impact. At the same time, they were all struggling with the
problem of how to analyze a system that is not simple, stable, and
recurrent but complex, highlyinterrelated, and evolving over time. This
problem still faces writers in both the old and the new traditions of
institutionalism, and 1t is 2 problem with no obvious or easy solution.

2.1 2 Pattern models and particthant-observation

Withia the OIE, the more recent literature has closely associated the
“cultural™ or "holistic™ sudook of old institutionalists with the idea of a
“patern model” borrowed from Abraham Kapian (1964) and Paul
Diesing (1971 Thisis most ehvicus in the work of Wilber and Harrison
(1975), Wilber and Jameson (1983), Ramstad (1986), and Gruchv
(19837). |

haplan (1964 332) desceribes the “pattern model of explanation” as
the idea that "we know the reason fol something whein we can fititinio
A knewn pattern.” Thus, "according to the pattern model . .. something
expanned when itisso related to asetof other elements that together
they constitute aounificd svstem™ (1964 333). Kaplan's work, h(;wcver,
coes not place the pattern model cntrelvan opposiiion to deductive
models, B argument beme thar “Hodh Ny serve o usetul purpose in
methodology™ (1964 333 Dicsing’s (1971: 137) position 1s quite
simitar, but he does see the pattern mode! and its related methods as
particularly suitable for “studving a whole human svstem in its natural
serang. As this seems 1o have a close corresponcence with the objec-
aves of the OLE, Dicsing’s position deserves closer analysis.

Diesing’s argunient bhegins from the proposition that *human systems
tend to develop a characteristic wholeness” or unity that “manifests itsclf
i nearly every oort™ (19710 137), This is then taken to imply that (he
chavactenstics of anv part and its tunctioning are “largely determined by
the whole towhich it belones and by s particular location in the h-'hulé:
svstem. Further, the techniques of investigation and concept develop-
ment showdd bHbe such as to “seomehow cap:ilrr: and express this holistic
qQuality™ (19712 138). These techniques and concep's must not “distort”
the sunject matter by abstracung too much. The c-:mtcpts used must be
“relatively conerete and particularized, close to the real svste

| “ : m being
described”™ (1971: 139-110). More

specifically, he oudines a method of
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investigation that uses data collection, interviews, and, most important,
the technique of the “participant-observer” (1971: 144-155).

The notion of the participant-observer lies at the heart ot Dicsing's
method. The method begins with a case study in which the investigator
is to “become part of the communily oi group he is studying.” He must
“allow himself to be socialized and accept the point of view and ideology
of his hosts” (1971: 144). Through this process of socialization into the
group, the investigator hopes to “be impressed by recurrent themes that
reappear in various contexts’ (1971: 145). These themes are then
developed, interpreted, and tested by “contextual vahidation,” thatis, by
the use of several sources and kinds of cvidence in a process of “cross
checking” (1971: 146-149). Out of many themes and concepts devel-
oped in this way the rescarcher graduvally builds a "pattern modcl.” the
end result being “a model or account of the whole system being studied”
(1971: 157). Out of many such casc studies, anid by usc of the compara-
tive method, a more generai theory o1 maodel can gradually be cen-
structed (1971: 182-196).

Diesing’s discussion ot the participani-observer method 1s clearly
bascd on the methods of field rescarch in anthropology and socioiogy,
and on the kinds of modeis found predoninantly in functionalist
anthropology and sociology. Riesiing's case study 1= the method of the
anthropologist studying some isolated socicty by joming the group and
becoming a part of it, or of the industrial sociologist studymg the
sociology of the factory fioor by joining a4 work group ana graduahy
becoming accented as a member of it Two related questiens now arise:
B Dicsing’s method suitable for the stady of huge-saale systems such a8
the economy of a modern industrialized nation, and 1s Diesing’s method
the method of the OIE?

On the first issue, Diesing’s emphasis on the partcipant-observer
becoming a member of the group in fact restricts this method to small
groups or relatively simple sccial systems. Diesing (1971: 7) hnnselt is
auite clear on this point, stating that the most successful examples of his
tcchnique involve “studies of simple non-literat~ socicties or small
formal orgamzations.” Studies of larger complex systems, he argues,
require the use of 4 variety of mcthods: “Attenmipts to study the U.S. or
world economy have necessarily involved great rehance on stausucs and
thus have moved toward the survey rescarch: method, which is much
better suited to a large subject matter” (1971: 7). He turther points out

that the old institutional economists’ objectve of studying “the total set
of institutions in which a particular economy tunctions, seen in histori-
cal perspective,” involves great difficulty owing to the "size and complex-
ity of its subject matter” and goes on to express the view that while there
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1s not currently any single institutionalist methodology, “if a unified
institutionalist method is ever fully developed it will probably be some
amalgam of clinical-historical, survey research, and even formal meth-
ods” (1971: 7).

[p coatrast to Diesing, Wilber and Harrison argue that the partici-
pant-observer method is also theinstitutionalist method: “Clearly institu-
tionalists have been participant-observers in the sense used by Diesing”
(Wilber ard Harrison 1978: 75). Ramstad is more cautious, doubtihg
that there 1s an institutionalist methodology, but claiming that “many or
most” institutionalists have followed the method oudined by Wilber and
Harrison, and that Comimons, in particular, s an “exemplar” of that
approach (Ramsuad 1986: 1068-1069). The opinions expressed by Wilber
and Harrison and Ramstad, however, suggest some confusion hetween
participant-observation as Diesing mceaas it, where the investigator
becomes a menber of the group being studied, and the broad pariicipa-
tion of Ainerican institutionalists iy cconomie policy making and in all
Kinds of agencies, commissions, and associations. This is obviously not
the kind of participation Dicsing is thinking about. The ciaim that
Diesing’s method abplies in a general way to old institutionalists is
simply false. Veblen, Mitchell, Clark, and Avres do not fit at all,” and
Commons, who probably comes ¢losest to being a participant-observer
in Diesing’s sense, and who uihized mterview tecchniques and come-
pleted vast numbers of case studies, qualifies only in part. More recent
work in the OIE provides no evidence that participant-observation is in
common use, or maeed, that old msttutionalist writings are distin-
guished by the use of any techniques “not allowed” in mainstream
economics’; what does distinguish the old institutionalists is that “they
do nof use certain techniques such as machematical medelling and
‘advanced’ econometrics” (Lind 1993: &),

None of this should be taken as denving that there are some aspects
of Kaplan’s and Diesing’s discussion that apply to the OIE. Leaving out
the specific method of participant-obscrvation, the overall idea of the
paitern model doesscem te captuare some kev elements of the approach
tound in the OIE. For example, in the OIF business behaviour is not
tormally deduced from a set of axioms, Lut rather velated, less formallv,
to a general conceptual apparatus nd an understanding of the St-
rounding mstitutional context. Chservation is 110t tocused so narrowly
on the testing of the particular predictions of a formal model, but has «
lurger, although less well defined, role. [t s the broad range of business
behaviour thatis to be explained by demotsirating its consiscency with
the pattern of established business geals and existing institutiona! con-
straints and mcentives. Inconsistencies might raise questions about the
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pts or, more commonly, the understanding of the
stitutional context contained in the pattern model, or about the
obscrvational evidence and its interpretation. Muchiof tl}e work ot
Veblen, Commons, Galbraith, and other old institutionalists can be
secn in this way. Of course, there is often much 1n pattern fnod-els thn}
could be expressed more formally, but greater formalization 18 not 1
goal that most old insututionalists have adopltcd. Al[!lg)llgll *Riiil.ﬂil( K1
L(1988: 636) has argued that "a method for addﬁmg Ercclsmnt rigor, and
structure to pattern modeling must be -(1(3\?136(1,‘ and Wlsma? ::11;1(1{
Rozansky (1991) clann that some old iﬂS[l[llFl{)nH]‘lS[S (nctably (.ﬂjuc n
and Samucls) might have svinpathy with the view of pam'n} 111(1::d<311:1g as
a first step to the development of amore Sophlf‘?[l(ﬁilljtd body of theory, 1t
is clear that the majority of old institutionalists [11’1(‘1 pattern models
entirely approniiate to the sutbject matter oft'-conmnuf:s. o
Unfortunaely, the dea of pattern model explanaton d'()cs have 1rs
{15 very open o uneritical “valiaation,” IJ::I_I“[]'{_‘.IIIHI'I}' as 4
Leoadly detined 2lements that work 1mm opposite
i)lji_;ni;m dichotomy of institctions vs. technol-

umlcrlying CONCEe

chifficnilues.
pal’ern contatniig
directions, sucn as the Vo h :
ogy, may be made compaiible with almost any sct Hm[ ()l';scn-':litmnx.q
Paticrn modeling also encourages one 1o resort 1o functionalism mr
other forms ol argument that run along holistic lines. However, many ol

(e most SCrious Innhlvms to be tound in the 11‘1(?[11()(‘.(11{)gy of the OLE

| | atte 1in 2 “itselt. but i the almost
lic not so much i the pattern model in and of itselt, but

totul rejection of any and all formal lCChllin:lC‘S, cven whcrcﬂthesc Frou}l(l‘
play an livinating role (as the case of game theory), and 1.111(11;{:
overly empiricist view of the way i) wlpch p;!jtt(trn models Shf)l:: l )
developed and constructed, This is evident m the zliuf.:mpt tO) ..ai' ‘E}PE
Diesing's participant-observer method, despite the fact that Diesing
explicitly applies his method only to simpie systems and snmltl groqp:. |

Another wav of expressing this problem 1s to ask *'W'}-]aL st be
understood by statements such as Diesing’s that the “hohstic q_u:.llm' _uf
asystem shouid be captured or Wilber and Harrisn:m's‘ that “social 1‘0:11.1[_3'
ust be studied as a whole” (1978:79). 1t they mean stmply that the part
should always be analyzed within its broader context anc .that those
factors that create the fu‘g:.fn‘lizatiml, structure, and cvolll‘tml'l of the
whole should be objects of study, then the claim 15 not ()bjectlolnah]f%,
but also ot necessarily inconsistent with the use of abstract or tormal
technidques. Alternatvely, the stalemer?t.s can be interpreted ,ab_} thf,
argument that the social sclentst Sh()l,lll:fl bf‘ tying t_() capture L}‘f(‘ ':uﬂ.'}] r,rli
inite Lotal complexaty, Strictiy speaking, 1t1s not pmmhle to*stu{l} awhole
1 the sense of o fotality (Popper 1961 76-78), but the idea that one

. . T, o - = . b - - .. . [_r r
hould Uy to Hmit the amount of abstracuon and formalism 1n theorny
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and stay as close to the complex concrete reality as possible is one that
has intluenced inany institutionalists, including Mitchell and Com-
mons. The appropriateness of the approach, especially when applied to
complex systems with many interdependencies, is rarely explicitly dis-
cussed within the OIE. The shortcomings of the available forma! tech-
niques are emphasized, but the opposite problems created by less
tormal approaches are simply glosscd over. It is difficult not to agree
with Diesing that the subject matter of institutionalisin is such as to
require a mix of techniques, not excluding (but equally not limited 10)
more formal ones, or to endorse Lind’s (1993: 14) argument that
instituticnalists should apply a pluialist methodology in which “inter-
views, surveys, and participatory observaticn are put io systematic and
sophisticated use tegether with the methods of mainstream economics.”

2.2 Formalism and anti-fonnalisin in the NI

The various streams of thought thar make up the NIE have @ common
cmphasts on the need for more explicit theoretical content than is
tusualiv found in the OIE. However, the exact nature of the theoreiiea)
content, and the destrable degree of tormalism, are scen in very diifer-
ent ways by different groups of writers.

Perhaps the most formal part of the NIE is (0 be found in certain
agency models of organization. Notall agency theory is so formalist,” but
as agency theory vepresents the “neoclassical response” to certain ques-
tions concerning organizational behaviour (Levinthial 19883, it is not
surprising that the formalism ol inosit neoclassical theorizing has been
broughtimto thisarea Much of'the theorv of agency rests Apon stanaard
heoclassical assumptions concerning seif-interested 1ationality, Agency
theory is designed to deal with “the problems posed by limited informa-
tilon and goal conflict within organizations,” but it has done so by
retamminyg a narrow view of rational sclf-inteiest and postulating very
high degrees of "sophistication ard cognitive capabilities”™ on the part of
ali tadiviauais (Levinthal 1988: 154, 181). These assumptions certainly
help 1 retaining the ability to utilize formal mathematical methods of
presentation’™ but have left the theorv open to criticism for its artificial-
ty and largely ahistorical nature. Indeed, in many arcas of the NIE there
has been a significant movement away from models basad solelv on
maximizing behaviour and toward @ more evolutionarn point of view.

['he other highly formalized area of the NIFE is to be found in the
mathematical institutionat economics of game theorists {Shubik 1975
Schotter 1933}, Both Shubik (1975: 546) and Schotter (1983 675)
crincize neoclassical general equilibrium theorv on the erounds that it
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1s “static,” “ughtly coupled,” and “error free” and lacks any “behavioral
or strategic complexity or interest.” Game theory can be used to model
interaction within given rules of the game interpreted as institutions and
conventions. It 1s, however, important to realize that institutional detail
15 often required in order to obtain a deterministic solution to a game.
The more generally a game s represented, the more the possibie
strategies, and thus the more the possible solutions. Game theory can
also be used to model “invisible-hand” processes of institutional devel-
opment through the device of the repeated game orsupergame (Schotter
1981), but several limitations exist. Game theorists sometimes claim that
they can show how insatutions can emerge purely out of the self-inte:-
csted behaviour of individuals. As wili be scen below, this is a highly
questionable claim. Moreover it has been pomted out that game theory
cannot acal adequatety with institutional change as 1t requines “three
assumptions of constancy : the constancy of the players, the constancy of
the basic rules, ana the stability of the ohjectives and the environment.
These assumptions are reqaired for the mathematcal tormalism and
the solution concepts emploved. Thus, "contrary to the claims often
made in the literature on supergames, those models cannot encompass
historical change” (Mirowski 1986: 252-255; see also Mirowski 1931:
Field 1979, 1984).

Among other contributors o the NIE, there are varying degrees of
attachment to highly formal technmiques. In 2 recent paper De Alessi
(1990: 11) argues that the NIE can be divided into a formalist and a
“literary” branch and claims to find a “growing bifurcation” bewween the
twis. This dviston within the NIE reflects some of the same issues that
lea to the separation of the OLE frond the neoclassical mainstream. On
the onc nand, the desne to deal with more of the complexities of
sututional nistory leads to less formal appreaches, buu they bring
conthci with the widely accepted emphasis on rigour. On the other
hand, concentrating on rigorous tormal modelling means confining
attention to more simple and idealized models that obviously fail o
capturc unpoertant elements of institutional history. De Alessi himself
comments on the benefits of formalism 1n terms of greater rigour, but
also notes “the drft of neoclassical economic theory into irrelevance
and an emphasis on formalism for s own sake” (1990; 12).

De Alesst places writers such as Alchian, Coase, Demsetz, and
Wilhamson in the literary group. One mightadd others such as Douglass
North. Of course, the literarv group do not dispense with standard
cconomic analysis, bui they presenc it non-mathematically and closely
bound to a discussion of particular tastitutions or institutional histHry.
They also tend to be more willing to relax the strict adherence to the



- Tp—p

im hm!‘nm#mn

29 Institutions in economics

assumption of umwversal opumization than is normally the case in
neoclassical economics.

Examples of the above can be found in the work of Coase, North, and
Williamson. Coase’s (1984: 230) theorizing uses virtually no mathemati-
cal methods ot presentation. He argues that whatis distinctive about the
NIE is thatit does use “standard economic theory to analyse the working

of ... msututions and to discover the part they play in the operation of

the economy,” but he goes on to modify his support of standard
neoclassicism by claiming that the assumption that “man is a rational
utility maximizer™ is both “unnecessary and misleading.” He concludes
that "modern institutional economics should study man as he is, acting

within the constramts imposed by real institvtions” (1984: 231). This, of

course, sounas verv much like the views of the old institutional econo-
nsis, and 1s certainly one that would seem to militate againsi formalism,
as least o the extent that s found in most neoclassical economics or in
game theory, At umes Coase has even sounded a little like Wesiey
Mitchell. Conunenting on Willilamson’s studies, he argues tor more
cmpiiicism: “An omspired cheoreacian might do as well without such
cinpirical work, butmy own feeling s that the inspiration is most likely
to comne through the stmulus provided by the patterns, puzzies, and
anomalies revealed by the systematie gathering of data, particularly
when the prime needas to break onr existing habits of thougnt™ (1983:
/1). Coase still looks toiward to formalization, but he sees the first stage
as involving more empincal imvestigation: “once we begin to uncover
the real tactors attecting the performance of the economic system, ihe
complicated interrelations between them will clearly necessitate a math-
cinatical treatinent . . . and cconomuists like myselt, who write in pirose,
will take their bow™ (1992 719).

A similar emiphasis can be found 1in the work of transaction cost
theoiists such as Nerth and Willlamson. North (1990) has been a
consistent advocate of the nse of neoclassical theory but has also admit-
ted mitations. He argues that ideology and changes in ideology play a
vital role in secular change and that imost secular change cannot be
explained smuply in terras of “the strictly neoclassical constraint of
individualistic, rational purposive acuvity” (1981: 58). Although some
aspects of North's work con be formalized (Eggertsson 1990: 318-326),
his own work 1s not formai, but an analytic discussion of institutional
hastory, and one that recognizes the many interdependencies involved
(North 1996G: V-9, Wilhhamson (1975, 1985) also modifies siandard
neoclassical approaches by adopting the assumption of bounded ratio-
nality together wirth a more evolutionary perspective. Williamson admits
that miost ronsaction cost economics is “crude” and its models “primi-
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tve.” He points to greater formalization as a goal, but expresses the view
that formalism can result in losses and “i1s not wanted at any cost.” He
argues that his own research enterprise is broadly consistent with
Morishima’'s view that econornists should move toward the “institution-
alization of economics, 1n the sense of slowing the speed of all develop-
ment toward mathematzation and developing economic theory in
accordance with knowledge of economic organizations, industrial struc-
ture and economic history” (1985: 386, 390-391). It is noteworthy that
Wilhamson has been crnticized for his lack of formalism by more
neoclassically ortented economists, although some, such as Baumol
(1986), mcdify their complaint by recognizing that a large part of the
dhitficulty nes “in the nature of the subject matter chosen for analysis”
(Baumol 19806: 285).

Other interesting cases involve the work of Nelson and Winter and
those belongig o, or mfluenced by, the Austrian tradition. Nelson and
Winier evplicitly link the high inathemaucal formalism of neoclassical
cconomics with the adoption of a maximizing and cquilibrium firame-
work. These they reject 1o favour of notions oi decision rules and
cvolutionary change. Given the nature ot thewr thinking, they use
simulation methods rather than thie more usual modelling technigues.
[hey avgue that while “critics of orthodox theory can be accused of not
appreciating the naportance of a coherent rhicorcucal structure and ot
undcorestimatung the resniency and absorptve capacity or prevailing
orthodox theory, the deferders of orthodoxy can be accused of trying to
deny the importance of phenomena with which orthodox theory deals
imaacquately and at the same ume overestimating the porential ability orf
models within the orthodox framework somehow to cncoimpass these
phernomena”™ (Nelson and Winter 1982; 48).

Many Austrians and neo-Austrians alsc reject mathematical formal-
ism. Ever since Menger, Austrians have pursued a noa-formal approaci,
based on their subjectivist view of knowledge, the importance they
attach to process, and their stress on the complexity of svsteme ot social
order. Despite this cejection of formalisin, they have consistently em
phasized general theoretical conceptions and have retected historical
and empirical approaches. This non-formal butdeducuve approach can
be found in the work of Mises (1949), Hayek (1945, 1978: 23-34) and
others influenced by Austrian ideas such as James Buchanan. Buchanan
cimphasizes subjectivism in particular, and he criticizes the formalisimn of
orthodox economics as feading to the idea that an opumum or efficient
solution s objectively deiinable and a matter of cormmputation onlv. Thus:

[tis indeed hard for almaost anvone tramed i ccononues almost anvwhere in
this part of our centui y 1O exoicise the false consiructions ana prtrsuppfjsitmrm
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that characterize the mathematical perspective. It 1s not easy to give up the
notion that there does, indeed, exist an efficient resource allocation “out
there,” to be conceptually defined by the economist, and against which all
institutional arrangements may be tested. Despite the emerging emphasis on
process as opposed to end-state philosophizing, economists will only reluctantly
give up major instruments of their kit of tools. (Buchanan 1988: 129-130)

The Austrian emphasis on subjectivity has links with J. R. Gommons
(Perlman 1986), but, more broadly, there is a clear similarity between
the views of old institutionalists and the process orientation of Austrians.
This leads both groups away from standard equilibrium models to non-
deterministic evolutionary economics. In the words of O Driscoll and
Rizzo (1985: 5): |
A process economics difters from one incorporating dynamic states insﬁofar as
the former is not detenmimstic. Theie is no stable endpoint toward which the
process must lead, nor a stngle path that it must follow. At 1east on a general
level, surviesw shares much i common with that of Nelson and Winter (1982),
who have developed a non<deterministic evelutionary economics. In their
approach, as in ours, error and the correction of error are important facets in
the dyvnamic process. In counter-distinction to the neoclassical approach,
however, these errors do ot wind dewn to a dewerminaie equilibrium state.
Thus, we have process or evolution without tradinional equilibria.

Although virtually all of thie N1k 1s more formal inits theoery than the
Ol1L, the degree of rormalivm within the NIE varies widelv. It s at its
greatesuimn some arcas ol agency theory and in game theory. Works that
contin a more exphcitly evoluttonany perspectave and that relax tradi-
tonas concepts ot maximizing tend to exhibit less formalism. Whatever
her strengrhs, the hignlv formal methods presently in common use
cannot, on ther owne provide an adequate approach to an institutional
cconomics, at teast to one canable of dealing with institutional evolution
and historical change.

2.3 Conclusion

The standard techmques of formal analysis have significant limitations
v thew abthity o bandle complex cvolving systems. The degree of
abstraction and the tvpe of sinplification required does obvious vio-
lence to the subject matter, and this has been a matter of concern to
manv cconomists, icludig many writers in both the OIE and the
NI The stmilariey e dhie baste eniticisms of the standard formalism is
quite stoking, New formalisg techniques are being develoned and have
attracted mtervest i both tradhitions, but thenr usetulnes: remains to be
SCeL

Within tho mamstrean of neoclassical ecconomics, however, and
desprte Marshall's concerns, formalism has proceeded with surprisingly
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little serious thought being given to its limitations. Perhaps partly
because of this, disstdent traditions such as the OIE entirely abandoned
the methodology of neoclassicism, but they, too, have paid little serious
attention to the difficulties faced by their less formal methods in disen-
tangling a highly complex and evolving world. It is a sad fact that in the
lace of complexity all available methods fall prey to greater difficulties.
ltis an even sadder fact that methodological allegiances commonly act
to prevent communication, even between those who are vitally inter-
ested in similar issues and problems. As Diesing (1971: 11) observes:
C.ommunication and co-operation occur primarily within the boundaries of a
method, not within a field. Thus, clinical psychologists and anthropologists
have co-operated closely for thirty years now, but clinical and experimental
psychologists in the main maintain a cold reserve. . .. Formal and institutional
cconomists have iittle [thatis] pelite te say to each othei, butsome institution-
alists can work with anthropologists and sociologists who deal in nroblems of
socilal insttutions and cultures.

This lack of communication has particularly severe consequences in
thwarting progress toward an improved institutional economics. ltis not
hard to agrec with the critics of the OIE that their theonizing 1s often too
mtormal and imprecise and has sometimes been obscured by a wealth of
concrete information, and that their approach must be responsible, at
least 1 part, for their obvious lack of theoretical advancement. At the
same tume, orthodox neoclassical theorizing has often sacrificed the
anderstanding of real institutions and institutiona! history to highly
formal models that are usually cast in structural and ahistorical terms
andare dithicult to apply to the concrete events of institutional history.
The NIL s not as guilty of this sin, by force of its subject maiter and
Austrian influences, as most neoclassical economics, but it still tends to
cxaggerate the potential of certain formalisms and to deride the contri-
bution that car: be made by informal approaches and by the study of
particular institutional histories. In this connection it is worth restating
Alfred Marshall’s view that “economic theory is . . . as mischievous an
imposter when it claims 1o be economics proper as is mere crude
unanatysed history” (Stone 1966: 19),'? and to draw attention to two
recentrestatements of the same opinion: one by Alexander Field (1979,
1 supporter (althcugh not an unqualified supporter) of the O!E: and
the other by Basu, Jones, and Schlicht (1987), adherents (aithough not
uncritical adherents) of the NIE.

In kield's view, any attempt to imcorporate insttutions totally within
the explanatory reach of formal models is misguided. Such models are
analync but not tully explanatory in that the theorv cannot explain
cxactly when and 1in what form phenomena such as cooperation, cartels,
or soctar norms will emerge. Such phenomena “have to be approached
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on a case by case basis.” The “hope that rule structures can, in principle,
be made totally endogenous using economic models, thus avoiding the
sort of research which Commons and his students nndertook, is a
chimera.” Case studies are also nccessary to provide the empirical
information required for adequate theorizing: “The best theoretical
work has always been that which combincs a detailed knowledge of the
subject under investigation with the ability to abstract and interrelate its
essential features” (Field 1979: 67). Not dissimilarly, Basu, jones, and
Schlicht (1987) draw a distinction between the structural, model-build-
ing approach, and the historical approach to institutions. They argue
that institutions suifer from a degrec of “inertia” that means that the
details ot history cannot be ignored:

NIE tends to be structural, explaining an institution as an optimai institutional
solution without reference to the past. This is the opposite of what historians
tennd to do. We urge . . . that both structural and historical explanations are
necded in econouiic history, and that these arc complementary rather ihan
exclusive. (Basu, jJones, and Schiicht 1987: 2-%)

TI'he recognition of this complementarity is important. As argued by
Field, itis only with the general acceptance of the value of both types of
work that “we may be able to effectively address the challenge” of
developing an adequate institutional economics (Field 1979: 67). That
1s, we may be able (0o develop an institutional econemics that is both
theoretically coinpelling and historically relevant.

CHAPTER 3

il el

Individualism and holism

The methodological problems associated with individualism and holism
are particularly difficult to discuss. The terms have been at the centre of
2 long-running controversy in the social sciences, yet there is no agreed
upon set ot definitions. What is meant by “individualism” or *“holism”
often seems to vary with the writer. and, as will be seen laier in the
chapter, what the old iustitutionalist means by these terms does not
always coincide with what the new instiiutionalist means. A greacdeal of
ettert, thercfore, must be spent on defining mncre precisely the various
nositions taken.

Ancther difficulty is that the debate covers a number ot separate but
closely interrelated issues. The literature dealing with the more generai
methodological questions merges into that on the merits of specific
approaches to social science, such as functionalism, game theory, and
Marxism (Harsanyi 1968; Cohen 1982; Elster 1482 Roemer 1982}, and
on the use of the maximizing model of mai as opposed to the more
sociological, rule-following meodel (Meckling 1976; Brunner and
Meckiing 1977, Brunner 1987; Vanherg 1988). In order to 1solate the
main issues of concern here, this chapter will 110t deal with Argurnents
relating specifically to Marxism Ir addition, a discussion of the maxi-

mizing versus the rule-following model will be postponed to the next
chapter.

3.1 Individuals and institutions

A great deal of confusion surrounds the debate over methodological
imndividualism and holism. Methodological individualism is usuallv asso-
clatea with the reductionist claim that all theories of social science are
reducible to theories of individual human action. Put another wayv, this
means that the only allowable exogenous variables in a social science
theory are natural and psychclogical givens (Boiand 1982). All social or
collective phenomena, such as institutions, are to be endogenized and
cxplained in termis of individual human action. The cinphasis 1s there-
fore on how individual acton gIves rise te mstitutions and insdtutional
change. By contrast, holism is concerned with the social influences that
hear on individual aciuon. The individual is seen as soctanzed, as having
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