THE PLACE OF INSTITUTIONAL ECONOMICS* IN
ECONOMICS**

Onur OZSOY***

I. Introduction

The main purpose of this study is to show the place of institutional economics in
€CONoMmiics.

Economic theories are drawn from the economic activities of human beings. All
economic theories have their own analytical tools in order to examine the economic
activities of human beings. The main analytical tool of classical economics is supply and
demand; Keynesian economics uses aggregate consuption and investment. The Veblenian
Dichotomy! is the main analytical tool of the institutional aspect. Therefore,
institutional economics has been shaped by the Veblenian dichotomy and has taken a
special place in the world of economics.

The second section of this study explains how institutional economics defines
economics and how it differes from other approaches. The third section of this study
exposecs the method that is used by the institutionalists to find out solutions to the real
life social, political and economic phenomena. The forth section of this study illustrates

*Veblen wrote his revolutionary article titled "Why is Economics not an Evolutionary .
Science?”, which was published in Querterly Journal of Economics, in 1898. In his article,
Veblen precisely defined institutional economics. Institutional economics is also known
as evolutionary economics. . . ‘
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ln his works, Veblen expressed the dichotomy in two distinct forms: institutional and
technological. To Veblen, economic life is best understood as the simultaneous evolution
of technology and institutions. The term dichotomy "differs from the term duality.
Dichotomy in general is a division into two separate but related parts; however, duality,
like dichotomy, consists of two parts, but there are no relations among the parts.
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the theoretical concepts of institutional economics and gives a broad overview of
principle ideas of institutional economics. Furthermore, section four compares the
institutional economics with Keynesian and classical economics in some respects. The
forth section includes some conclusions and implications.

)

I1. Definition of Institutional Economics

The traditional view of economics defines the economics as allocation of scarce
resources among insatiable wants. On the contrary, the institutional view of economics
defines the economics as a social science that exmines material aspects of human
existence. Thus, in its widest scnse the institutional econornics is a study of how and in
which way human beeings make a living. '

The widest definition of economics by the institutionalists means that the number
of legitimate questions that may be asked and issues that may be brougt about by the
current economic systems is devistatingly increased. Another mcaning of the
institutionlistsi view of defining economics is that in order to address the questions and
issues that are raised by the curent economic systems and situations knowledge from
other arcas such as political science, anthropology, philosophy, psychology, history,
biology, physics, chemistry, sociology, history of science and technology are integrated
into the inquiry. This can cause some degree of confusion for the reader and may raise
question how and in what respect such areas are rclevant to economics. The answer for
these questions is straightforward. Human activity occurs as a whole. It is broken into
parts with each aspect creating patte}ns of human behavior. There are no political
activities that are not separate from economic activities. Similirly, social activitics are
closely related with economic and political activities. Also, history permits societics to -
see where they have been and how they got to where are, and helps to extrapolate where
they will be headed. Thercfore, when institutionalists focus specifically on economic
activities, they try to examine them in the context of the whole human behaviour.

This should not be understood as whenever institutionalists encounter with
economic problems or issues they always use all the available knowledge that are
mentioned in above paragraph. It should \be understood as other areas of human
knowledge are not automatically excluded because they lie outside of the scope of
economic inquiry.

Additionally, institutionl economics is a way of .dissecting the economy and
economic behavior based upon the evolution of social practices, and the relation to
survival and making a living. Institutional economics investigates the way human beings
make a living, through analyzing the intcraction of technology and institution, and how
these two components can jointly determine “the material well being of all of us taken
together."2

AN

III. Method of Institutional Economics

2B;azp]lon. Sturgeon, Weintl, Alternative Streams in Economic Analysis, p. 66.
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In the process of analysing economic problems, we economists use various
different types of methods. Methods appear to be the most important and may be the

most difficult part of the field of economic.
.7

Institutional economics is built on the evolutionary method. That is:

A way of knowmg and domg what relies on experience, experiment, trial
and error. It is based on the proposition that what we know and do is an
ever changing cumulative process. A proces in which what we have
known and have done develops, gmdually or sometimes rapidly, into what
we know and do.3

The evolutionary method strogly supports the idea that knowledge progresses as a
continues process. Accordmg to institutionalists view, knowledge may not be advancing
and kept conunuously in every aspect of life. Knowledge is not either absolute or
immutable in charactcr. As pointed out above, knowledge in time, can evolve and °
change.

The evolutionary method incorporates with the means ends continum. This
continum is based on the idca that there is no final end toward which the economy is
moving. Rather human beeings are moving toward an endless succession of means each
of which becomes an end. This is a never ending process. When a human being faces
with a problem, his willingness to solve this problem becomes his end-in-view. He
select a means to this end hoping to reach to a solution of the problem. If the problem is
solved, the human being will not stop living and confront other problems. Thus, this
shows as that there is no final end that'means become ends. This view can have very
complex implications. First implication is that when there are several ways to solve the
problem how do we choose the means to an end. Second, once chosen how do we know
if we are right. Third, if we are wrong what do we do about it. All of these questions
involve not only how we know, but what we know and what we value.

The continuum of means and ends is based on attemting to understand the
consequences that stem from choosing alternative means. Morcover, the process of
selecting these means is built on the proposition that continuity of life process is
important and valuable. But how do we know which means will yield which
consequences. According to the institutionlists view individuals and societies base these:
selections on two different ways of knowing and doing: experiment, science and emprical
evidence, and supersitition, myth and belief in supernatural forces. These two ways posit
a fact based cause and effect relationship. Nobody believes in supernatural forces without
believing in the fact of these forces.

In addition to this, the institutionalists analyze the economy as a whole as part of
an evolutionary process. From this point of view, Instituionalists have constructed a
scientific paradigm for the analysis of the evolving economic system in which
disequilibrating forces are more prominent than equilibrating forces. Moreover, the
instituional theory emphasizes that individuals have both competitive and cooperative or.

31bid, p. 67.
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collective psychological tendcncies. In advanced industrial westemn economies, there isan
emergency conflict benween individual action in the private sector and collective action in
the public sector. This conflict has many disequilibrating effects, and this can be resolved
by the institutional economists’ opinion only when collective action in the public sector
provides the necessary overal} guidance for individual action in the private sector.

IV. Theoretical Concepts of Institutional Economics

According to institutional economic theory, the economy is the product of
cumulative action carried out and gained significance from the culture of society. Culture
is defined as the past experiences of both material and immaterial of a group of people.
Obviously each person is born in a paricular culture, and absorb basic features such as
language, customs, traditions. They also absorb the ather aspects of the culture, its
particular myths and legends as well as tools and skills culture provides the milicu for the
continuity and growth of human experience. Cultures are not simply conglomerations of
human activities. Moreover, since it is these activities we select to understand, we break
culture down into pieces to try to see how the pieces work and we try to fit pieces back
together. The two major aspects that we break culture into are technological and
institutional. Therefore, all culres have (wo haritages, two way of knowing, valuing,
doing, analyzing and this mcans that both aspects of culture are ways of behaving and
both explain human behaviour, including economic behavior. The institutional haritage
is based upon a ceremonial system that is derived from myths, legends, and traditions. As,
defined culture is a product of interaction of tools and symbols, technological and
institutional forces these characteristics of culture shape the human behaviors and the
activities of human beings. Therefore, as mentioned earlicr all cultures have two different
accumulated modes of behavior that constitute their social knowledge. The first form of
behavior is institutionally and the second form of behavior is technologically determined.
Recognition of the technological and power aspects of behavior and their relationships to
each other, is involved in the separation that was common to Vcblen's work the
dichotomy of business and industry. Because to Veblen, industry is productive process of
making goods while business is the predatory process of making profits. Therefore, to
Veblen economic life as best understood as the simultaneous cvolution of technology and
institutions. The back grounds for considering the technological - institutional
dichotomy as a meaningful tool for social analysis are the concept of social structure and
the modern antropological development of the concept of culture.

Institutions involve traditions and patterns of behavior which are neither feasible,
in the direct sense, nor arc capable of taking space. Furthermore, institution is regarded
by institutionalists as a nondynamic organized, lcarned aspect of human behavior. The
institution is social phenomena that can only be verified by the use of ccremonial logic.
Ceremonial behavior has its heritage the accumulation of myths, symbols, and legends
that are currently diffused throughout the existing culture. We can not take the cultural
differences as given in our analysis because the institutional factors must be part of the
subject matter under investigation. Therefore, it can be thought that institutions are
concerned by Veblen to be patterns of behavior and primarily habitual in character.

In addtion to that, an institution is assumed to have historical development that is
subject to change, eventhough they may seem to display the character of performance.
However, these characteristics of insitutions do not suggest explanations for changes that
are continuously going on in institutional patems. Thercfore, the dynamic elements can
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be found in the technological view, thus, institutional — ceremonial concept is past
binding non-dynamic organized, learned aspect of human behavior. On the other hand,
technological aspect of the institution is dynamic and changing, evolutionary, in concept
never ending, continous organnized, learned part of human behavior. If we can not see our
technological cmplement in developmental terms, we can not understand the social
concequences of technological growth and its impact on institutional behavior patterns.
The difference between the old habits ans the new models of behavior brought on by
technological will usually create an unsetting situation and uneasy adjustment to the new
conditions of experience. However, the facts of technological development and growth are
definitive and fundemantal in the sense that they continue to advance and grow and
condition our lives in a never ending process of development. This does not mean that
technological will always continue to develop in an irrespective manner of the nature of
the institutional patterns around it; however, it does not mean that it will be the
technological growth that will be decisive to look back institutional patterns. The effects
of technological developments are to shake the institutional patterns and require change of
habitual ways of doing things. As a result of this, the concept of technology is explained
by institutionalists as an internally dynamic, organized, learned aspect of human
behavior. This aspect of human behavior develops and accumulates from the process of
tool using. Also the process of trial and crror results in cultures developing new skills,
tools and thus new forms of human bchavior. Since all inventions, the technological
process may be regarded as self-correcting in the sense that it will always comply with
the requirements of the means-end continuum, Therefore, the technological aspect of
human behavior is changing and never ending. Therefore, the principles of economics can
not be adequately constructed without analyzing the institution! and technological aspects
of human behavior.

As is stated above, economic theories are closely related to human behavior.
According to Veblen, human behavior is problematical; whenever a problem arises in real
life, we economists try to use different types of tools and/or methods to find out
solutions. However when we find a solution to a real life economic problem, another
problem arises. If an economist tries to solve a real life problem, he has to apply the
theoretical concept. As Jerry L. Petr concisely points out that the economic problem has
been identified in accordance with the recognition of a discrepancy between what is and
what ought to be between what goes on here ‘and what ought to go on here.4 The
resolution of an economic problem has been identified as the distruction of that
discrepancy. Since what ought o be in economic relationships is the application of the
theory of value, and since economic problems can not be resolved or conceived without
some comprehension of what ought to be, it becomes clear that significant economic
analyses necessarily involves the application of the theory of value. As is pointed out
above, because of the evolutionary nature of the institutional approach, its main concern
is the changes in social and economic life. Therefore, as Atkinson states, it is crucial
from an economistsi view of point whenever there arc economic problems to be solved in
real life, social values must always be incorporated into the theory and analysis. As a
result of this, the ‘principal duty of economists is to try to find out theoretical basis,
tools and methods to solve real economic and social problems facing real people in their
everyday life. As is 'mentioned above, institutionalists us¢ the instrumental theory of

4petr, Jerry L., "Fundamentals of an Institutionalist Perspective on Economic Policy"”,
Joumnal of Economic Issues, vol. 18, no. 1, March 1984.
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valuing in the process of solving real life economic and social problems. Indicated by
institutionalists, there is no permanent solutions to economic and social problems that
human beings encounter in everyday life, because as social scientists (especially
economlsts) find out solutions or the problems in the on-going life process, other
problems arises. Conseuently, the institutional theoty of valuing calls for evaluating the
alternatives to any problem by the use of ‘instrumental logic and the process of trial and
error.Adaption of new values should bear in mind their positive contribution to life
process. Since it is determined that life is an on-going, active process - in other words,
the theory of institutional sconomics is based upon the idea of the ends in view -
therefore, institutional economics casts the solution proposals for the social and
economic problems in a form designed to influence the course of society toward such
ends.

Moreover, according to institutional economic theory, institutionalism is the way
of improving conditions both in social and in economic lives by using available tools
that societies in which we live have. Peopleis warits and needs can change as technology
evolves and social and economic conditions of socictics improves as a result of new tool
creation process and inventions. Thus, according to institutionalist economic theory,
social and economic conditions and lives of societies arec coninuum, with development
and adaption being its precisz characterstics. Consequently, institutional economists have
to account todayis developments to propose suitable policy adaptions for tomorrow.
Additionally, institutional economic theory strogly supports the idea that the evolution
of societics would continue until the end of the world. As a result of this continuity of
development and accumulation of human knowledge and of technological conditions that
societies have, institutional cconomic theory is regarded .as being active rather than
passive, Because institutional economic theory is fact-based, the objective of institutional
economic theory is experiment-baseéd rather than -elegant, to explain real world
phenomena rather than artifical and imaginary world phenomena. For example; the
institutional theory of consuption and production trics to explain why we consume and
what we do, and what and how we consume goods and services by evaluating real life
experiences. Therefore, institutional economic theory is aimed to meet peopleis real needs
and wants, and to make life berable for all of us.

Additionally, institutional economic theory is holistic in its naturc. According to
institutional economic theory, most of the problems that societies face today are political
and must be seen in historical perspective. Furthermore, institutionalists indicates that
consuption and production processes are not only related to past experiences, but are also
politically affected by each other. :

Furthermore, in institutional economic theory, the relationship between theory
and policy proposals is defined as non-dogmatic, and democratic in nature. In institutional
economic theory, economic institutions define the production, distribution and conuption
of goods. To the institutionalist approach ecnomic policics have to be changed and
designed to catch technological changes. Moreover the institutionalist approach includes
democracy in the process of policy formation. In order to improve the life process,
principle holds an important place. The quality of human expericnce is the end-in-view.
Policies are drawn with respect Lo the quality of life. Thus, it is expected that society
would be involved in policy formation. Therefore, the community provides ﬁnal policy
evaluation.
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In the institutional economic theory, economic institutions define the production,
conumption and distribution of goods. The central scope of the IET is the nature of
economic institutions. However, in the classical economic theory, the production,
consumption and distribution of goods are defined by laws. Furthermore, classicists
assumed that economic process were based on objective, mechanical laws and not on
man-made organization and arrangements. Furthermore, the classicist consider that
economic variables interact in a mechanical manner. This process of interaction would
lead society to an absolute reality, if it is left alone. This reality is attained through
observing natural laws which lead to natural order. The classicists also believe that the
form of the economic organization is fixed.

On the contrary, to institutionalists, the form of the economic organization
changes through technological progress because, to them, technological progress is a
dynamic and never-ending human behavior. On-the other hand, institutionlists handle
economics as an evolutionary aspect of human nature. '

Furthermore, institutionlists have solutions to current economic problems as well
as social problems. One of the major shortcomings of conventional economics is that it
does not include within its scope a consideration of many of the social and political
factors that are closely associated with economic factors in the real world. The recent
tendency to convert economics into political economy is evidence of the growing
recognition that all these factors should be integrated as far a possiblc in dealing with
such problems as domestic and international instability, environmental deterioration and
the gap between the rich and poor countries. Since the institutionalists do not believe in
fixed boundaries to the scope of economics, they have emphasized the importance of an
interdisciplinary approach to the problem of the developed and the underdeveloped
countries.

Institutionalists are not utopians: they always deal with rcal world economic
phenomena, and they generally try to solve the economic, political and social problems
which society faces. To them, society is an evcr-changing organic pattern of closely
interrelated and interdependent institutions amenable to intelligent control by their
members, and problems of socicty are all mixed and composite; thus, the institutionalists
handle the problems as a whole. Furthermore, institutionalists - are holistic and
evolutionary in their analyses. From this point of view the institutionalists share basic
ideas with the marxist approach.

Another area to which institutional economic theory has contributed is concerned
with the decline in the effectiveness of Keynesian economics as a means of solving the
pressing problems of industrial western economies. Institutionalists believe that
obviously the Keynesian approach has an explanation for the reccovery from a depression
or recession; however, the Keynesian approach has difficulty in explaining how to keep
economic stability at a full employment lcvel once it has been rcached. On the other
hand, the Post-Keynesian approach seems to handle the problem of industrial western
economies such as France, Germany and the Scandinavian countries. In these countries,
the income policies and the identification of national goals show that a degree of
cooperation among organized business, labor and the government is necessary if these
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issues are to be handled successfully.5 The institutionalists state that their approach,
which emphasizes the role of collective action in control of individual action in the
economic sphere, has much more to offer econonomists who are moving towards a Post-
Keynesian economy than docs conventional Keynesian economics.

Lastly, institutionalistsi ideas of economic theory are related to the future. The
mainstream institutionalists, such’as Ayres, Myrdal, Colm and Galbraith, the cconomics
of future will be political economics. Although there is no time period specified, world
economics seem to be changing in that direction.

V. Conclusions

In conclusion, insttutional economics stresses looking at the economy as a whole,
as part of an evolutionary process. Although the institutional, Keynesian and Marxist
approaches have some similarities, the institutional approach differs from calssical
economics in terms of their principals. The institutional economic theory is related to
and shares some ideas with other social and phsical sciences because institutionalists see
society as a changing and never-ending living organism; and thus, institutional economic
theory takes the social and zconomic problems with in the society and try to come up
with solid and concrete solutions within the socicty. Moreover, institutionalists believe
that the main scope of cconomic theories is institutions. To them, the mechanical
economic laws offer nothing to solve real economic phenomena or to provide suitable
economic policies. The institutionalist economic theory is realistic and non-dogniatic in
its scope and institutionalists are activists and optimists.

Therefore, it is clear enough that institutional economics has soulutions to all
social, economic and political problems that todayis societies face, influences recent
economic theories, and would certainly in{luence future economic theories. The
institutionalists economic theory can be the approach of the twenty-first century, and the
future aspect of economic thcories is most likely to be shaped by the hands of
institutionalists.
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