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Commentary

Institutional economics—the economics of 
ecological economics?

Arild Vatn*

On its homepage, The International Society for Ecological Economics states 
that ‘Ecological economics exists because a hundred years of disciplinary 
specialization in scientific inquiry has left us unable to understand or to manage 
the interactions between the human and environmental components of our 
world.’ Understanding and managing these interactions well depends not only 
on a sincere focus on the interaction, as important is how we understand 
the dynamics of the economic, social, and environmental subsystems of the 
human and environmental components of our world. We know that the 
whole is more than the sum of its parts, but it is important also that the 
way we understand the parts captures the specificities of each subsystem. 
Therefore, ecological economics should not be ‘agnostic’ about what kind of 
economic theory forms its basis. Many ecological economists adhere to the 
neoclassical brand of economics—at least if we look at papers presented in 
our journal (Ecological Economics) and at conferences hosted by the society 
(The International Society for Ecological Economics). But I think, given  
its focus, it is not suitable as a basis for ecological economics. While I  
observe several alternatives that may offer progress, I will in this short paper 
show what institutional economics, as an alternative, can offer ecological 
economics.

Ecological economics has a normative basis, in the sense that it looks for 
ways to move the world onto a sustainable development path. Humans live 
in a biophysical environment, characterized by interdependencies, limits, and 
thresholds, and so we need an economic theory that is well suited to study 
human action in such a context and describes well the complexities of human 
motivation. In these regards, neoclassical economics fails for several reasons. 
Here, I emphasize three.

First, it builds its analyses on ‘solved political problems’ (Lerner 1972)—for 
example, given distribution of (property) rights—while sustainability issues 
are typically unresolved political problems, as new limits and thresholds are 
continuously approached.
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Second, it holds that human action is based on the pursuit of maximizing 
individual utility, a perspective that is both empirically flawed and unable to 
handle interdependencies well.

Third, the individual is seen as autonomous, which implies that social 
processes have no influence on what the individual prefers. In short, it offers 
a very limited basis for studying collective action.

Institutional economics can largely be divided into two main schools—‘new’ 
and ‘classic’. New institutional economists deviate from neoclassical economics 
mainly by including information and transaction costs (Coase 1960, 1984; 
Eggertsson 1990; North 1990, 2005; Williamson 1985, 2000). This challenges 
the assumption that human action is based on the pursuit of maximizing 
individual utility, but some proponents of new institutional economics—for 
example, Eggertsson (1990)—still maintain the neoclassical core. Williamson 
(1985) distances himself by accepting bounded rationality and emphasizing 
opportunism, and the ‘old North’ follows North (2005), while he continues 
to emphasize that individuals are autonomous.

Classical institutional economics has its origin in the works of authors like 
Veblen (1898, 1919) and Commons (1931, 1934). Its revival in the 1980s—for 
example, in the work of Hodgson (1988) and Bromley (1989)—was at least in 
part a reaction to the development of new institutional economics. Classical 
institutional economics emphasizes the role of culture and social processes 
and sees humans as socially constructed, and so goes beyond new institutional 
economics. This implies that our perceptions, values, and preferences depend 
on which societies and cultures we belong to. Here, institutions—understood 
as conventions, norms, and formal rules—play a crucial role (Scott 2014; Vatn 
2005): they protect the values a society prioritizes and outline appropriate 
actions. Through changing institutions, we can facilitate not only new 
constraints for the ‘egocentric individual’ but also create new meaning for 
ourselves and support various forms of collective and responsible actions.

Classical institutional economics emphasizes that people are interdependent, 
as they act within common environments. Traditionally, its proponents have 
focused mainly on cultural and political interdependencies. Introducing classical 
institutional economics to ecological economics implies expanding its focus 
to include also physical interdependence, which implies both conflict and the 
need for coordination. Classical institutional economics emphasizes that the 
role of institutions is to define whose interests should be protected and how 
easy or demanding it will be to coordinate actions that are interdependent.

Given the above, I comment briefly on the following four aspects of 
classical institutional economics as applied to ecological economics (see also 
Vatn 2015).

Property rights specify who gets access to which resources and, so, define 
whose interests are protected. Therefore, property rights are key institutional 
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structures in a society and constitute a political question that raises several 
issues regarding the normative basis of a society, for example, its understanding 
of justice and treatment of cost-shifting behaviour (Kapp 1971; Martinez-Alier 
2002). Moreover, as property rights ensure access to resources over time, these 
are key to sustainable development. Equally important is the way interactions 
between resource-holders and -users are institutionalized—for example, as 
trade, command, or cooperation. Rights to resources and interaction rules 
form resource regimes. Classical institutional economics emphasizes how such 
regimes influence distribution as well as shape human action by influencing 
the costs of interaction (transaction costs), people’s perceptions, and motivation 
structures.

Costs of interaction (transaction costs) depend on the kind of institutional 
structures established. Myriads of independent actions that have implications 
for our common physical environment cause environmental degradation. To 
establish sustainability, coordination must be facilitated and made affordable and 
meaningful for people when acting. The kind of resource regimes established 
influences these costs heavily.

Classical institutional economics also emphasizes that how and what we 
perceive depends on how and what we have learned to ‘see’; how we have 
been trained to interpret information determines how we perceive a problem 
and even what we perceive as a problem. Including this aspect is crucial for 
a theory that aims at supporting sustainable development.

Last, but not least, classical institutional economics understands rationality 
and motivation as plural concepts. It is based on the observation that humans 
are able to act in ways that are socially responsible—that are ‘better for the 
group’ or for others—and not only in ways that are purely self-regarding. 
Institutions are important in that they can make clear when social rationality, 
as opposed to individual rationality, is expected, and thus may support 
different types of rationality. This is a crucial insight, and it offers the hope 
that a sustainable future is possible. Whereas neoclassical economics demands 
a physical world without serious limits—that is, it emphasizes egoism and 
economic expansion—classical institutional economics acknowledges that  
there are limits and is based on the perspective that we can through  
institutional change facilitate the level of cooperation necessary to abide by 
such limits.

While insights regarding the relationship between institutions and human 
action and motivation offer hope that sustainability is possible, we are far 
from understanding what such institutions could look like. We have certain 
insights regarding the management of local ‘commons’ (for example, Ostrom 
(1990, 2005)). However, when it comes to how we should organize production 
and trade more generally, we are only scratching the surface regarding what 
sustainability demands as well as what ‘works in practice’. I hold that (classical) 
institutional economics offers a good basis for that endeavour; and my plea to 
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ecological economics is that we should work much more seriously on these 
fundamental issues of economic organization.
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