
INSTITUTIONAL ECONOMICS – A DISSIDENT TRADITION  

What are institutions?  
A broad term used to describe both organisations (e.g. firms, banks, education) and social 
entities (e.g. language, discourse, law, money). They all share some characteristics: x They 
involve the interaction of agents (not just one person) x They sustain and are sustained by 
common conceptions, despite their different  

characteristics x They are relatively durable x They incorporate and perpetuate values  

Origins of Institutionalism  
Institutionalism peaked in the USA during the first half of the 20

th 
C, when it rivalled the 

neoclassical school as the most influential type of economics. It was in tune with the issues of 
the late 19

th 
and early 20

th 
C like increased corporate power, trade unions, there was increasing 

role of the state and orchestration of imperialism on a world scale.  

Different forms of institutionalism  
Institutionalism is hugely varied, because it takes a very open-ended approach by incorporating 
the social sciences into its economic analysis. This is both a strength and a weakness: it gives 
us a good analysis of the economy in relation to social and political issues, but it has a lack of 
academic rigour. It has evolved over the years into different forms of institutionalism. Here are a 
few important names from different ‘schools’: x ‘Old’ institutionalists e.g. Thorstein Veblen, John 
Commons, Wesley Mitchell x ‘New’ institutionalists in the ‘old’ tradition e.g. John Galbraith x New 
Institutional Economics (NIE) e.g. Oliver Williamson  

Despite its varied nature, there are a few traits that are common throughout institutionalism: x 
Generally highly critical of economic orthodoxy – challenges ‘conventional wisdom’ of  

economic orthodoxy x Has an empirical approach – antithesis of ‘armchair theorising’ x 
Concerned with reintegrating economics with the social sciences x Emphasises pervasive 
influence of ideology and values – inevitable normative  

judgements when analysing the economy x Believe economic methodology should evolve to 
match constantly changing  

economic systems x Believe that the economic system can be steered by the state x 
Politically they sit somewhere between neoclassicals and Marxists (vague enough for  

you?)  

Important institutionalist concepts:  
1: Relationship of individual to institutions  
Unlike neoclassical economics, which depends on the idea of an individual motivated by rational 
self-interest, institutionalists believe the individual can change and be influenced by institutions. 
The very idea of our rationality is an historical process, so it is not a given. Veblen: “the situation 
of today shapes the institutions of tomorrow … by acting upon men’s habitual view of things”  
This is a key point of difference with institutionalism and mainstream economics. 
However, NIE focuses on rational self-interest within this framework.  

2: Circular and Cumulative Causation  



The idea is that economic inequalities, once established, tend to self-perpetuate and grow. This 
can go in both an upward and downward direction. A very general theory, but can be applied to 
specific contexts e.g. racist and sexual discrimination, unemployment, global inequality.  

Example: Unemployment  
If a person looses their job, the longer they remain out of work, the more pessimistic they get 
and they loose some of the important characteristics looked for by employers e.g. punctuality. 
This and the fact that they have a long gap in employment makes it difficult to get another job. 
Eventually they may decide that they don’t want to work anyway to avoid the feeling of failure – 
this is then used by politicians and the media as a scapegoat for social problems. This societal 
attitude makes it even harder to get back into work.  

This seems like a really depressing prospect, but institutionalists believe with the right 
government policy, this vicious cycle can be turned into a virtuous cycle. But in order to do so the 
government needs to take a holistic approach to economic and social policy.  

Thorstein Veblen (1857-1929)  
Veblen was the pioneer and principle inspiration of institutional economics. He used social 
theory to look at capitalism and looked at the economy and consumer behaviour in terms of 
instincts. He was particularly critical of conspicuous consumption (buying for the purpose of 
display) because it created social waste – inappropriate allocation of resources. This was a 
forerunner of modern concerns about consumerism. Veblen also looked at the social nature of 

production – where within firms there was a disjuncture between instincts of workmanship and 
the predatory instinct.  

 
Example: Technology  
Engineers are concerned with the development of new technologies.  
p  
But new technology may undermine the value of existing equipment, or make it obsolete. 

Therefore, technological change may work against the interests of absentee owners.  
p  
Solution: reducing competition in the market in order to exert control over the rate and form of 
technological progress.  

x
  

Workmanship – the productive aspect of firms; using land and labour to produce  

 goods and services  
x
  Predatory behaviour – activities to enhance profit without adding to productive  

 capacity  
 This can be seen as the tension between industry (engineers) and business  
 (financiers, shareholders, absentee owners).  

x
  

Similarities – historical approach, looked at the exploitation of capitalism, private  
 property as the basis of power and degradation, saw government as enforcers 

of  
 capital’s privileges, both very unconventional in their context  
x
  

Differences – Veblen had no political program or manifesto like Marx, he did not  

 propose a different kind of economy – he hoped that engineers would become 
the  

 economic managers of society  


