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Abstract

This article is the first to demonstrate the important role that fiduciary principles,
and the attorneys who adopted them, played in American economic development.

Our original historical research shows that (1) lawyers were heavily involved as
trusted agents in U.S. commerce during the nineteenth century, and that (2) their
profession’s devotion to fiduciary principles, which were developing roughly at
the same time in Courts of Equity, enabled them to play this crucial role as
intermediaries. We argue that lawyers thereby helped to solve agency problems
(or problems of credible commitment) which economists consider to be critical
for the development and growth of capitalist economies.

Our work brings together the methods of Institutional Economics and the New
History of Capitalism. In so doing, we provide a perspective on U.S. economic
development that considers the impact of legal culture on economic institutions.
We demonstrate that the literature has failed properly to appreciate the
significance of fiduciary law for U.S. economic development.

The article draws normative conclusions for the rule of law debate. It also draws
normative conclusions for the current debate concerning the imposition of fiduciary
duties on broker/dealers who give financial advice concerning retirement accounts.
In a recent Presidential Memorandum Trump administration suggested that it might
block the implementation of the fiduciary rule. Our analysis describes the value of
the fiduciary rule in a way that is not appreciated by the literature.
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Fiduciary Law and Economic Development: Attorneys as Trusted Agents in
Nineteenth Century American Commerce’

I. INTRODUCTION

What legal institutions promote economic development has been a focus for
institutional economics.® This question continues to be a pressing public policy
question and a major concern of law and development efforts.’

Institutional economists have argued that the ability of contracting parties
to make credible commitments is essential to the rise of capitalist economies. In a
world full of risk, such commitments require the support of institutions that reduce
uncertainty and encourage exchange.” Without such support, self-interested parties
would simply abandon agreements when their incentives change.” From this
perspective, the judicial enforcement of contracts is central to economic growth. °

" The authors wish to thank Anya Bernstein, Guyora Binder, Kate Brown, Todd Brown,
Matthew Dimick, David Hausman, Josh Hausman, Camillo Arturo Leslie, Errol Meidinger,
Anthony O’Rourke, Jack Schlegel, Rick Su, Adam Wolkoff.

* KENNETH W. DAM, THE LAW-GROWTH NEXUS 2 (2006); Michael Trebilcock & Jing Leng,
The Role of Formal Contract Law and Enforcement in Economic Development, 92 VA. L. REV.
1517, 1520-1521 (2006).

? See, e.g., ROBERT COOTER & HANS-BERND SCHAEFER, SOLOMON’S KNOT: HOW CAN LAW
END THE POVERTY OF NATIONS (2012); Alvaro Santos, The World Bank’s Uses of the “Rule of Law”
Promise in Economic Development, in THE NEW LAW AND ECONOMIC DEVELOPMENT: A CRITICAL
APPRAISAL 253 (David Trubek & Alvaro Santos eds., 2006).

‘Dam, supra note 2, at 123ff; DOUGLAS NORTH, INSTITUTIONS, INSTITUTIONAL CHANGE AND
ECONOMIC PERFORMANCE 33-35 (1990); OLIVER E. WILLIAMSON, THE ECONOMIC INSTITUTIONS
OF CAPITALISM (1985); OLIVER E. WILLIAMSON, THE MECHANISMS OF GOVERNANCE (1996);
Chantal Thomas, Law and Neoclassical Economic Development in Theory and Practice: Toward
an Institutionalist Critique of Institutionalism, 96 CORNELL. L. REV. 967, 996-97 (2011).

> See, e.g., Gillian K. Hadfield, The Many Legal Institutions That Support Contractual
Commitments, in HANDBOOK OF NEW INSTITUTIONAL EcONoMICS 175, 180 (C. Menard & M. M.
Shirley, eds., 2005).

b See, e.g., DAM, supra note 2, at 123ff (2006); COOTER & SCHAEFER, supra note 3, at 10, 64-
100 (“this book tells the story of how insecure property, unenforceable contracts...and other legal
problems stifle business ventures and cause national poverty”); DOUGLASS C. NORTH & ROBERT P.
THOMAS, THE RISE OF THE WESTERN WORLD (1973); NORTH, supra note 4, at 35, 54; WILLIAMSON,
ECONOMIC INSTITUTIONS, supra note 4; Darren Acemoglu & Simon Johnson, Unbundling
Institutions, 113 J. POLIT. ECON. 949 (2005) (summarizing literature, but concluding that contract
enforcement is less important); Darren Acemoglu & Simon Johnson, and J. A. Robinson,
Institutions As A Fundamental Cause of Growth, in 1 A HANDBOOK OF ECONOMIC GROWTH. 386 (P.
Aghion and S. N. Durlauf eds., 2005); Andrés Fernandez & César E. Tamayo, From Institutions to
Financial Development and Growth: What Are the Links? 31 J. ECON. SURVEYS 17, 22 (describing
“[t]he theory behind the [financial institutions] literature [as] hold[ing] that in countries where legal
systems enforce private property rights, support private contractual arrangements, and protect the
legal rights of investors, financial markets develop rapidly and are able to support real activity.);
Stephen Knack and Philip Keefer, Institutions and Economic Performance: Cross-County Tests



Halberstam & Simard

Douglass North, one of the founders of institutional economics, maintains that “the
inability of societies to develop effective, low-cost enforcement of contracts is the
most important source of both historical stagnation and contemporary
underdevelopment in the Third World.””

For economists like North, the nineteenth century American economy
provides a case study of uniquely successful development. The American economy
grew because “the underlying institutional framework persistently reinforced
incentives for organizations to engage in productive activity.”®

But recent historians of capitalism paint a messier picture. In their detailed
accounts of everyday life under capitalism, they have observed the fraud that
plagued the nineteenth century American economy,’ illustrated the frequency of
financial failures,'® highlighted the devastating effects that financial swings had on
the confidence of market participants,'' and pointed out dozens of impediments to
commercial transaction.'”> As a consequence of this literature, we know more about
the social and cultural history of finance—about the ways that farmers, house
wives, and laborers struggled with the consequences of becoming “market
subjects” in an economy driven by disruptive economic forces."

Using Alternative Institutional Measures, 7 ECON & POL. 207, 210-11 (1995); Daniel Klerman,
Legal Infrastructure, Judicial Independence, and Economic Development, 19 PACIFIC MCGEORGE
GLOBAL BUS. & DEV. L. J., 427-34 (2007) (describing the standard view of the importance of an
independent judiciary as follows: “Good, independent courts enforce contracts and protect property,
and by doing so encourage the investment which is crucial for economic development.); Thomas,
supra note 4, at 996-97; Trebilcock & Leng, supra note 2; Avner Greif, Coercion and Exchange:
How Did Markets Evolve? 1 (Nov. 19, 2008) (unpublished article), available at
https://papers.ssrn.com/sol3/papers.cfm?abstract id=1304204 (“Why did [the] modern market
economy, characterized by impersonal exchange and formal institutions, first emerge in the West?
.... The literature identified two conditions necessary for market economy; the security of property
rights and contract enforceability.”).

" NORTH, supra note 4, at 54.

Y1d. at 9.

? See, e.g., JANE KAMENSKY, THE EXCHANGE ARTIST: A TALE OF HIGH-FLYING SPECULATION
AND AMERICA’S FIRST BANKING COLLAPSE (2008); STEVEN MIHM, A NATION OF COUNTERFEITERS
(2007).

12 See, e.g., EDWARD J. BALLEISEN, NAVIGATING FAILURE: BANKRUPTCY AND COMMERCIAL
SOCIETY IN ANTEBELLUM AMERICA (2001); SCOTT SANDAGE, BORN LOSERS: A HISTORY OF
FAILURE IN AMERICA (2006).

1 See, e. 2., ANN FABIAN, CARD SHARPS, DREAM BOOKS, AND BUCKET SHOPS: GAMBLING IN
NINETEENTH CENTURY AMERICA (1990); JONATHAN LEVY, FREAKS OF FORTUNE: THE EMERGING
WORLD OF CAPITALISM AND RISK IN AMERICA (2012); BRUCE MANN, REPUBLIC OF DEBTORS:
BANKRUPTCY IN THE AGE OF AMERICAN INDEPENDENCE (2009).

"2 See, e.g., BALLEISEN, supra note 10; FABIAN, supra note 11; KAMENSKY, supra note 9;
LEVY, supra note 11; MIHM, supra note 9; SANDAGE, supra note 10.

" As Jean Christophe-Agnew has noted, this has provided detailed insight into the “flatland of
ordinary material practices that habituated Americans to the new systematic rules of capitalism.”
Afterward, in CAPITALISM TAKES COMMAND: THE SOCIAL TRANSFORMATION OF NINETEENTH-
CENTURY AMERICA 277, 280 (Michael Zakim & Gary J. Kornblith, eds., 2011); see also Guyora
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Historians of capitalism have recognized that wealthy commercial actors
were able to overcome the impediments to trade presented by the risky nineteenth
century economy and have charted the rise of interconnected global markets for
cotton, cloth, and other commodities. '* But they have paid relatively little attention
to thel gtabilizing institutions and governance mechanisms on which economists
focus.

Our work brings these two fields together. We use the tools of the New
History of Capitalism to illuminate how fiduciary norms, diffused by lawyers, came
to define the legal institution of agency. In so doing, we argue that the institutional
economics literature has not adequately recognized the special resources that
American legal culture has brought to bear on the problem of trust in agency
relationships.

We focus on lawyers because their commercial work placed them at the
center of American commerce. Lawyers, as Justin Simard has argued, played a
critical role in mediating, negotiating, and executing economic transactions in early
America.'® On the frontier, they performed a diverse range of activities for their
clients: They surveyed land, hired workers, paid taxes, collected notes, examined
titles, brought suits, managed finances, transferred money and prepared detailed
reports to send back East. In New York City, the story was the same: For real-
estate investors, lawyers researched and examined titles; for traders, they drafted

Binder & Robert Weisberg, Cultural Criticism of Law, 49 STAN. L. REV. 1149, 1192 (1997) (“Not
only are modern markets constructed by the state definition and protection of entitlements, they
depend upon the sustenance of a social and cultural order that constitutes and encumbers market
actors, an order threatened by unrestricted alienability.”).

For more on the consequences of becoming market subjects see, e.g., LEVY, supra note 11;
SETH ROCKMAN, SCRAPING BY: WAGE LABOR, SLAVERY AND SURVIVAL IN EARLY BALTIMORE
(2009); Tamara Plakins Thornton, “4 Great Machine” or a “Beast of Prey”’: A Boston Corporation
and Its Rural Debtors in an Age of Capitalist Transformation, 27 J. EARLY REPUBLIC 567-597
(2007).

' See generally SVEN BECKERT, EMPIRE OF COTTON: A GLOBAL HISTORY (2015); SVEN
BECKERT, THE MONIED METROPOLIS: NEW YORK CITY AND THE CONSOLIDATION OF THE
AMERICAN BOURGEOISIE, 1850-1896 (2001); Seth Rockman, Negro Cloth: Mastering the Market
for Slave Clothing in Antebellum America, in THE NEW HISTORY OF AMERICAN CAPITALISM (Sven
Beckert & Christine Desan, eds. Forthcoming 2017).

15 See Agnew, supra note 13, at 277-78 (noting avoidance of “the classical components of
capitalism’s story” including “its entrepreneurial, managerial, [and] Marxist variants”). They have,
however, identified the exploitation that supported nineteenth century commerce, exploitation that
Eric Williams first drew attention to in the 1940s. See ERIC WILLIAMS, CAPITALISM AND SLAVERY
(1994) (originally published in 1944). For recent work, see, e.g., BECKERT, supra note 14; RICHARD
HOLCOMBE KILBOURNE, JR., DEBT, INVESTMENT, SLAVES: CREDIT RELATIONS IN EAST FELICIANA
PARISH, LOUISIANA, 1825-1885 (1995); ROCKMAN, supra note 13; Seth Rockman, The Future of
Civil War Era Studies: Slavery and Capitalism, 2 J. CIVIL WAR ERA (2012), available at
http://journalofthecivilwarera.org/forum-the-future-of-civil-war-era-studies/the-future-of-civil-
war-era-studies-slavery-and-capitalism/.

' See generally Justin Simard, The Birth of a Legal Economy: Lawyers and the Development
of American Commerce. 64 BUFF. L. REV. 1043 (2016).
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agreements and settled disputes; for insurers, they prepared and interpreted
policies; for manufacturers, they established financing and organized partnerships;
and for bankers, they secured loans and deposits.'”’

We point out that, in commercial practice, lawyers served as the
quintessential fiduciaries. They acted as trusted agents for their clients, exercising
their discretion on behalf of, and in the best interests, of others. And by shepherding
their clients through a hazardous economic landscape, lawyers gave them the
confidence needed to participate in the market.

Lawyers played this trust-building role, not only because they were one of
the few groups of Americans with the white-collar skills suited to conduct market
transactions, but also because the ideology of their professional affiliation and their
professional norms, made them more trustworthy. Despite their close ties to
commerce, lawyers asserted that they kept a critical distance from the ruthlessness
of the market. They claimed, as one New York lawyer put it, that “the profession
of the law was not in and of itself the pursuit of gain” and maintained that a good
lawyer worked hard, not for his own benefit, but for the benefit of his clients.'®
Lawyers thus saw themselves—or at least the leaders of the profession did—as
situated outside of the market and motivated by ability and integrity rather than by
an effort to get rich.

As fiduciaries, we argue, lawyers drew on a professional culture that was
informed by principles of equity taken from the law of trusts. Equity developed
principles to police trustees who controlled property for beneficiaries, just as
lawyers did for their clients. These principles included prohibitions against self-
dealing and profiting from transactions made on behalf of beneficiaries, even where
such transactions were otherwise lawful. In their professional practice in the
rapidly evolving commercial world, lawyers adopted and developed these fiduciary
principles, as well as more specific rules that would later become the foundation
for the law of lawyering.

Recognizing the important role that lawyers played in the development of
American capitalism is significant, not only for understanding the importance of
the legal profession to economic development in the United States but also for
understanding the role of fiduciary legal institutions in constituting markets.

Although economists have devoted significant attention to the legal
institutions for the enforcement of property and contract, they have paid
significantly less attention to the law of fiduciaries. When they do, they view it not
as a distinct form of equitable law, but rather as an “incomplete contract.”"” The

' See id.

' MEMORIAL OF DANIEL LORD 74-75 (D. Appleton & Co. 1869).

1 See, e.g., Robert Cooter & Bradley J. Freedman, The Fiduciary Relationship: Its Economic
Character and Legal Consequences, 66 N.Y.U. L. REV. 1045 (1991); Frank H. Easterbrook &
Daniel R. Fischel, Contract and Fiduciary Duty, 36 J. LAW & ECON. 425 (1993); Oliver Hart, An
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agency-cost literature, for example, relies on a contractual approach to diagnose the
problems posed by the delegation of discretion from principal to agent.® But this
theoretical approach assimilates the historic fiduciary relationship to a contractual
framework that deploys behavioral assumptions (such as self-interested behavior)
and legal analysis (of contract) inconsistent with the special duties and norms of
loyalty which distinguished “fiduciary agency” from contract.*'

Our empirical research reveals that these duties and norms of loyalty were
essential to making fiduciary law an effective legal institution for addressing the
problems of trust in agency relationships in the bourgeoning capitalist markets of
the nineteenth century United States. Lawyers, we argue, not only served as
quintessential fiduciaries but also consciously developed fiduciary institutions.
These institutions proved crucial to the construction of nineteenth century
American markets, encouraging economic exchange in ways that property and
contract law could not have done on their own.

Our work has both theoretical and practical implications. It shows that
fiduciary principles and norms should be understood on their own terms* and
should not be treated merely as default rules to contracts of agency, as the economic
literature on this subject suggests.>> This is because fiduciary principles and norms
serve a critical trust-building function that distinguishes them from ordinary
contract law and encourages a culture of honest services in private (and public)

Economist’s View of Fiduciary Duty, 43 U. TORONTO L. J. 299 (1993); Robert H. Sitkoff, An
Economic Theory of Fiduciary Law, in PHILOSOPHICAL FOUNDATIONS OF FIDUCIARY LAW 197
(Andrew S. Gold & Paul B. Miller, eds., 2014).

%% A seminal article for this literature is Michael C. Jensen & William H. Meckling, Theory of
the Firm: Managerial Behavior, Agency Costs, and Ownership Structure, 3 J. FIN. ECON. 305
(1976).

*! See, e.g., Victor Brudney, Contract and Fiduciary Duty in Corporate Law, 38 BOSTON
COLLEGE L. REV. 595, 596 (1997) (“Neither ‘contract’ nor ‘fiduciary’ exist in nature. Each is a
construct developed in legal discourse to serve normative as well as analytic functions. The
contractarians appear to suggest that ‘contract’ and the consequences that contract doctrine
prescribes better ‘fit’ or explain all the transactions and arrangements that have been characterized
as ‘fiduciary’ than does the construct ‘fiduciary’ alone.”); Deborah A. DeMott, Beyond Metaphor:
An Analysis of Fiduciary Obligation, 1988 DUKE L.J. 879 (1988); Daniel Markovits, Sharing Ex
Ante and Sharing Ex Post, in PHILOSOPHICAL FOUNDATIONS OF FIDUCIARY DUTY, supra note 19, at
209.

2 Andrew S. Gold & Paul B. Miller, Introduction to the Philosophical Foundations of
Fiduciary Law, PHILOSOPHICAL FOUNDATIONS OF FIDUCIARY LAW, supra note 19, at I, 1
(“ Whether it is viewed from the perspective of relationships, rights and duties, or wrongs and
remedies, fiduciary law is a distinctive body of law.”)

* For this view, see, e.g., Larry Ribstein, Fencing Fiduciary Duties, 91 BOSTON U. L. REV.
899, 900 (2011) (“fiduciary duty is most usefully viewed as a type of contract”); Id. at 919 (“The
fiduciary duty is a useful tool for controlling agency costs. It makes sense to utilize it in the context
of a particular type of agency relationship involving broad delegation of power to manage another’s
property. In this situation, a default duty of unselfish conduct is appropriate because lesser
constraints on agency often are ineffective.”).



Halberstam & Simard

organization. >*  Policymakers therefore need to take fiduciary law seriously.
Prescriptions for economic development drawn from American economic history
are incomplete unless they account for the functions of fiduciaries. So too are
analyses of the modern American economy that do not recognize that fiduciary
principles are still a critical part of the institutional framework supporting complex
transactions.”

Part II describes the volatile economic conditions that prevailed in the
nineteenth century United States.

Part III frames the difficulties that these economic conditions represented
for economic exchange in terms of the institutionalist problem of agency costs or
contracting.

Part IV relies on original archival research to describe the special role that
lawyers played as agents in American commercial life.

Part V argues that reliance on fiduciary principles, originating with Courts
of Equity, allowed lawyers to establish themselves as trusted agents in an economic
climate rife with fraud. By adopting fidelity to clients as the ethical core of
nineteenth century legal practice, lawyers distinguished themselves from self-
interested market participants, and established professional norms that positioned
lawyers as trustworthy agents.

Part VI argues that fiduciary laws and norms offered a particularly
successful solution to agency problems in nineteenth century America because they
deterred self-interested opportunistic contact and helped to define the social role of
the trustworthy agent. It suggests that economists who view fiduciary law in terms
of contract law underestimate the importance of fiduciary law because their
theoretical approach abstracts from fiduciary law’s normative content.

Part VII considers certain normative implications of our analysis for the rule
of law debate and the current dispute about the extension of the fiduciary rule to all
financial advisors.

Part VIII concludes.

** Although we do not address the importance of fiduciary duty as a governance mechanism in
the public sector, this function has been recognized by others. See, e.g., RICHARD PAINTER, ETHICS
IN GOVERNMENT (2010); Kathleen Clarke, Do We Have Enough Ethics in Government Yet?: An
Answer from Fiduciary Theory, 1996 U.ILL. L. REV. 57.

*For a critique of this view, see, e.g., Tamar Frankel, Watering Down Fiduciary Duties, in
PHILOSOPHICAL FOUNDATIONS OF FIDUCIARY DUTY supra note 19, at 242; see also Lawrence
Mitchell, The Death of Fiduciary Duty in Close Corporations, 138 U.PA. L. REV. 1675 (1990).



Fiduciary Law and Economic Development

II. THE EARLY NINETEENTH CENTURY U.S. ECONOMY

In the nineteenth century, the American economy grew at an unprecedented
rate. Whereas relatively stagnant economies were the norm throughout much of
human history, by 1800, the United States economy began to expand two percent a
year for the rest of the nineteenth century.*® Despite massive population growth,
GDP 2p7er capita in the United States jumped from $1,257 in 1820 to $2,445 by
1870.

Economic growth did little, however, to mask the difficulties that a complex
economy created for those active in commerce. Recent historians of capitalism
have documented the pervasiveness of failure and the effects it had on the
livelihoods and perceptions of nineteenth century Americans. *® Economic
downturns, known in the nineteenth century as panics, seemed to occur without any
obvious cause.”” Nearly one in four Americans living in the early nineteenth
century became insolvent during their lifetimes.”® Businesses failed at an even
greater rate.”’ Americans not only recognized the risk but also exaggerated it. A
well-circulated rumor suggested that ninety five percent of merchants became
insolvent.”> Although some found ways to make peace with the market’s swings,
they were unable to eliminate them.” Unfortunately, for those who faced the

*® peter H. Lindert & Jeffrey G. Williamson, American Incomes 1774-1800 tbl.4 (Nat’l Bureau
Econ. Res., Working Paper No. 183996, 2012); see also Derek Thompson, The Economic History
of the Last 2000 Years: Part 11, ATLANTIC, June 20, 2012,
http://www.theatlantic.com/business/archive/2012/06/the-economic-history-of-the-last-2000-
years-part-ii/258762/.

2T ANGUS MADDISON, THE WORLD ECONOMY: A MILLENNIAL PERSPECTIVE tbl.B-21 (2001)
(providing inflation adjusted GDP numbers). Between 1820 and 1870, the population of the United
States more than quadrupled, from 9,638,453 to 38,558,371. U.S. CENSUS BUREAU, 1820 UNITED
STATES FEDERAL CENSUS; U.S. CENSUS BUREAU, 1870 UNITED STATES FEDERAL CENSUS.

% See supra, notes 10-16.

** The first of these seemingly inexplicable panics occurred in 1819. See JOHN LAURITZ
LARSON, THE MARKET REVOLUTION IN AMERICA: LIBERTY, AMBITION, AND THE ECLIPSE OF THE
COMMON GOOD 39-45 (2009). Prior panics could be blamed on “drought, revolution, or wartime
embargoes.” See SANDAGE, supra note 10, at 29.

30 According to one historian’s calculations almost seventy percent of merchants in 1850 San
Francisco failed. See SANDAGE, supra note 10 at 7 (citing PETER J. COLEMAN, DEBTORS AND
CREDITORS IN AMERICA: INSOLVENCY, IMPRISONMENT FOR DEBT, AND BANKRUPTCY, 1607-1900 at
287-88 (1974).

U 1d.

%2 Id. at 7-8; Edward Balleisen pegs the rumored number at a still unbelievable 95 percent. See
BALLEISEN, supra note 10, at 3.

 The swings of the market created serious stress for market participants. See generally
SANDAGE, supra note 10; LEVY, FREAKS OF FORTUNE, supra note 11. Americans dealt with the
stress posed by a turbulent market in various ways. Some sublimated their fears by turning to reform
campaigns, attacking gambling and the random risks it posed, thereby distinguishing the market’s
rewards as based on rationality rather than chance. See FABIAN, supra note 11, at 59-107. Others
killed themselves when faced with economic ruin. SANDAGE, supra note 10, at 6-7. Still others

10
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consequences of a volatile market, volatility and growth were linked. The
increasingly complex American economy that relied on distant and anonymous
transaction also created opportunities for fraud and economic loss.* By the early
nineteenth century, traders could no longer depend on the application of social
pressure in close-knit communities to force the repayment of their debts or
discourage fraud.” Increasingly distant and anonymous transaction also meant that
businesses could not rely on direct observation of trading partners or clients.

In addition, relatively rudimentary transportation made it difficult to
monitor trading partners from a distance.’® A trip from South Carolina to
Connecticut in 1809, for example, took one healthy young man nearly a month.”’
Such trips were as difficult as they were slow; they involved perilous bridge
crossings, expense, and multiple forms of transportation.”® Travel west took just as
long, and forced travelers to endure treacherous stream crossings, “arm[ies]” of
fleas and bed bugs, “excessively muddy” roads, and “poor water.” >
Communication could also be slow, expensive, and unreliable. Although the postal
service played an important role in connecting Americans across the country, it was
also hindered by the difficulties of travel and the expensive of postage. * Even in

embraced the “mania for speculation,” engaging in confidence games, fraud, and counterfeiting.
MIHM, supra note 9, at 15; see also KAMENSKY, supra note 9.

* See generally EDWARD J. BALLEISEN, FRAUD: AN AMERICAN HISTORY FROM BARNUM TO
MADOFF (2017).

%% In the seventeenth century, when commerce was mostly local, it was easier to apply social
pressure and use other informal means of persuasion to ensure that loans were repaid. Resort to
formal legal means to redeem debts was rare. Communal connections, however, eroded significantly
by the mid-eighteenth century, making informal forms of debt redemption less effective. See BRUCE
MANN, NEIGHBORS AND STRANGERS: LAW AND COMMUNITY IN EARLY CONNECTICUT 101-136
(2001); but see Claire Priest, Currency Policies and Legal Development in Colonial New England,
Yale L.J. 1303, 1395 (2001) (arguing that the rise of debt cases had less to do with the erosion of
communities than with a series of depreciation, currency scarcity, and economic recession);

The effectiveness of social pressure was even slighter for trading partners who were separated
by significant distance and shared only commercial connections. By the early nineteenth century,
social pressure was therefore both less effective and less appealing than it once had been. See
ROBERT WRIGHT, ORIGINS OF COMMERCIAL BANKING IN AMERICAN, 1750-1800 at 29 (2001).

3% See SANDAGE, supra note 10, at 99-188 (credit reporting); DANIEL WALKER HOWE, WHAT
GOD HATH WROUGHT: THE TRANSFORMATION OF AMERICA, 1815-1848 at 211-42, 563-69, 690-98
(2009) (transportation).

*7 The traveler thought his trip was significant enough to justify recording in a detailed journal.
See WILLIAM DICKINSON MARTIN, JOURNAL: A JOURNEY FROM SOUTH CAROLINA IN THE YEAR
1809 10, 41, 42 (Anna D. Elmore ed., 1959).

*1d.

3 HENRY LEAVITT ELLSWORTH, A TOUR TO NEW CONNECTICUT IN 1811: THE NARRATIVE OF
HENRY LEAVITT ELLSWORTH, 37, 54, 19, 56, 60-61, 64, 66, 70, 72, 74 (Phillip R. Shriver ed., 1985);
see also MARGARET VAN HORN DWIGHT, A JOURNEY TO OHIO IN 1810, at 5, 6, 47 (Max Farrand ed.
1991); Joseph BADGER, A MEMOIR OF REV. JOSEPH BADGER, CONTAINING AN AUTOBIOGRAPHY,
AND SELECTIONS FROM HIS PRIVATE JOURNAL AND CORRESPONDENCE 22-26 (Hudson, OH, 1851).

** DAVID M. HENKIN, THE POSTAL AGE: THE EMERGENCE OF MODERN COMMUNICATIONS IN
NINETEENTH CENTURY AMERICA (2006).

11
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the 1850s, Americans sent an average of only five letters a year.' Those who
depended on parcels for business found ways to work around the postal service’s
limitations by sending them with friends or trusted travelers.** Other technologies
that sped up communication, such as railroads and the telegraph, were not widely
adopted until later in the nineteenth century.*

An unreliable money supply exacerbated the problems of long-distance
exchange. Because the Constitution had banned the printing of paper currency by
the states, and because the federal government did not print paper money until the
Civil War,* Americans active in commerce depended on bills of exchange and
private bank notes as substitutes for cash.* Both substitutes had problems. Bills of
exchange, which were promises to pay made on an individual basis, depended on
the solvency (and integrity) of a distant trading partner or his financial backer. If a
businessman failed to pay what he owed, it might be difficult or impossible to track
him down or to seize his assets. Failures could also compound. One businessman’s
inability to pay might cause problems for hundreds of others who were depending
on his money to maintain payments on the webs of debt that enmeshed many
commercial actors.”® Banknotes, on the other hand, depended entirely on the
solvency of private banks, which at the time were nearly unencumbered by
regulations on deposits.*” Dishonest bank proprietors issued notes without any
backing and even honestly operated banks failed during panics.”® Counterfeit notes
also circulated widely, with contemporaries estimating that counterfeit notes ranged
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2 Lawyers in Ohio, for example, complained about the postal service’s delays and made efforts
to ensure the security of Letters. See Letter from Elisha Whittlesey to Elisha Sterling (Sep. 3 1810)
(on file with the W. Reserve Historical Soc’y) (discussing sending letters with visitors rather than
postal service); Letter from D. Whittlesey to Elisha Whittlesey (June 1, 1816) (on file with the W.
Reserve Historical Soc’y) (discussing difficulties with communication); Letter from E.D.
Whittlesey to Elisha Whittlesey (March 24, 1817) (on file with the W. Reserve Historical Soc’y)
(explaining process of cutting bills of exchange in half and sending separately in order to prevent
theft).

* See HOWE, supra note 36, at 211-42, 563-69, 690-98; HAROLD D. WOODMAN, KING COTTON
AND HIS RETAINERS 273-4 (2000).

* MARGARET GOOD MYERS, A FINANCIAL HISTORY OF THE UNITED STATES 72, 163 (1970)
(discussing effect of National Banking Acts of 1863 and 1864); see National Banking Act of 1863,
12 Stat. 665 (1863); National Banking Act of 1864, 13 Stat. 99 (1864).

* Article I, Section 10 of the Constitution barred states from coining money, emitting “Bills
of Credit,” and making “any Thing but gold and silver Coin a Tender in Payment of Debts.” U.S.
Constitution, Art. I. Sec. 10. Specie, the only officially backed form of exchange,

46 See MANN, supra note 35, at 14-17, 28-35.

*" MIHM supra note 10, at 14. As Mihm describes, “A host of laws and regulations sought to
restrain both legitimate and illegitimate commerce. But such codes, largely instituted and
(imperfectly) enforced on a local level, did little regulate either legal or illegal commercial
transactions that stretched beyond village or city jurisdictions, state lines, or even national
boundaries. Whatever their intent, laws had rather limited bearing on either the corporations that
issueggbank notes or the counterfeiters who imitated them.” /d.
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from 10 to 50 percent of currency in circulation.”” Thanks to the “ubiquity of
counterfeiting,” bank notes sometimes traded at high discounts.”® In short,
Americans engaged in trade and manufacturing relied on private IOUs and dubious
bank notes, because that was what they had.”'

The nineteenth century American economy, then, was far from a perfect
environment for exchange. Market volatility, anonymous transaction at a distance,
fear of failure, slow transportation and communication, and lack of a reliable means
of exchange combined to create significant obstacles to commercial activity.
Limited regulation by municipalities, states, and the federal government did little
to reign in the excesses of nineteenth century commerce.”* In this volatile market,
trust was an extremely valuable commodity.

I11. ECONOMIC DEVELOPMENT AND THE AGENCY PROBLEM

Institutional economists make the problems of uncertainty and trust in
economic exchange central to their account of economic development.”

The institutionalist literature explains the persistence of inefficient
economic exchange during much of history, and in most nation states, by the
absence of institutions to secure property rights and enforce contracts.”* Without
these institutions, they argue, transactions costs are prohibitively high. In the
absence of secure property rights and expropriatory threats, entrepreneurs would
“not only reduce investment,” but “also invest in less specialized capital (human
and physical), which can be moved more easily from one activity to another.””
Capitalist economic development is driven by highly specialized capital
investments that dramatically increase the scale and scope of production.
Moreover, such investments depend on the ability of rational actors to develop
contractual relationships under conditions of uncertainty. Without reliable
institutions, advanced capitalist development could not have taken place.

One of the central problems of economic exchange is the agency problem.®
Economists argue that the agency relationship gives rise to special problems of
contracting that derive from the discretion that is afforded to agents and the
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0 See id. at 6; KAMENSKY, supra note 9, at 51-52; The demand for currency was so strong,
however, that even counterfeit notes served an important role in exchange. See MIHM, supra note
10, at 15.
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> Donald Clarke, Economic Development and the Rights Hypothesis: The China Problem, 51
AM. J. Comp. L. 89, 90 (2003) (citing Knack & Keefer, supra note 6, at 219).

*% Hadfield, supra note 5, at 175.
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resulting information asymmetry between the agent and the principal.”’ Because
the agent’s discretionary acts are imperfectly observable by the principal, the agent
has opportunities to deviate from the principal’s instructions and pursue his own
self-interest at the expense of the principal.
Jensen and Meckling describe such incentives in terms of “moral hazard” and
“shirking.”®

Moral hazard and shirking are exacerbated by the difficulty of ascertaining
the reliability of an agent. When hiring the agent, ex ante, the principal has
imperfect knowledge of the character of the agent, that is, whether the agent is of
such character that he will tend to shirk his duties or expend his best efforts on
behalf of the principal. Ex post, because of the uncertainties and contingencies
surrounding the exercise of the agent’s judgment, the principal cannot be sure that
the agent applied his best efforts in carrying out the business of the principal.

Because the adverse selection problem and the information asymmetry of
the principal-agent relationship are understood ex ante by the principal, economists
argue that the principal will therefore seek to discount the value of the agent’s
services. The discount reflects the special transaction costs that arise from the
agency relationship. They may be mitigated by the agent bonding himself or by
the principal’s monitoring of the agent. But both mitigating strategies are costly
and imperfect.”” In the words of North, “[i]t is because we do not know the
attributes of a good or service or all the characteristics of the performance of agents
and because we have to devote costly resources to measure and monitor them that
enforcement problems do arise.”® When such costs become too great, or in the
absence of institutions that allow contracting parties to make credible
commitments, exchange will not take place at all.

The institutional economic literature charts the way that institutions can
reduce uncertainty and encourage exchange. This literature focuses on property
and contract rights as the core institutions of modern economic development.®'
North, for example, made the claim that “impersonal exchange with third-party
enforcement...[via an effective judicial system] has been the crucial underpinning

°7 Sitkoff, supra note 19, at 197; Michael C. Jensen & William H. Meckling, Theory of the

F irm:5 8]\/[anagerial Behavior, Agency Costs, and Ownership Structure, 3 J. FIN. ECON. 305 (1976).
1d.

> Economists understand the agency problem in terms of the theory of incomplete contracting.
In order to resolve any conflicts that might arise ex post between the principal’s purposes and the
agent’s conduct, their contract might in theory set forth infinitely specific terms ex ante. Here, the
very benefit of the agency relationship depends on the ability of the agent to exercise discretion.
But full specification of any contract is impossible. Full specification would entail excessive
transaction costs and is, furthermore, impossible for epistemological reasons. See infra notes 230-
240 and accompanying text.

% NORTH, supra note 4, at 32.

1 DAM, supra note 2, at 123ff; NORTH, supra note 4, at 33-35; WILLIAMSON, MECHANISMS,
supra note 4; Thomas, supra note 4, at 996-97.
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of successful modern economies involved in the complex contracting necessary for
modern economic growth”® and that “the inability of societies to develop effective,
low-cost enforcement of contracts is the most important source of both historical
stagnation and contemporary underdevelopment in the Third World.”® The
institutionalist approach has been influential with international agencies engaged in
rule of law reform.**

A somewhat different conceptualization of the agency problem is advanced
by Oliver Williamson’s “transaction cost economics”.®> Williamson describes the
main problem of complex contracting and economic organization as the problem
of “credible commitments” in a world in which at least some human beings engage
in “opportunistic behavior” at least some of the time.*® He defines “opportunism”
as “self-interest seeking with guile,”®” including “lying, cheating, and stealing,” **
and makes it a behavioral assumption of his approach. Williamson’s transaction
cost approach considers the ability of courts to address agency/commitment
problems through contract enforcement as limited. But he does not believe that all
contracts are self-enforcing.® Rather, he argues that private ordering through
complex contracting and organizational structure can be fruitfully investigated and
explained as responses to the problems of making credible commitments that
anticipate opportunistic conduct.”® And credible commitments depend on how
contracts are written and what governance structures, or “adaptive sequential
decision making and dispute settlement” rules, are agreed upon by the parties to a
particular economic exchange.

In working with opportunistic conduct to explain complex contracting and
economic organization, Williamson suggests we are “better served by treating
commercial transactions without reference to trust.”’' “What transaction cost
economics says ... is that because opportunistic agents will not self-enforce open-
ended promises to behave responsibly, efficient exchange will be realized only if

52 NORTH, supra note 4, at 90.

% Id. at 54.

64 See, e. g., DAM, supra note 2; Santos, supra note 3, at 286 (“The work of Douglas North, in
particular, had a strong impact on the way development policymakers began to think about law and
legal rules as institutional foundations for a market economy.”).

6% See WILLIAMSON, MECHANISMS, supra note 4, at 171-194 (comparing the two approaches).

% QOliver E. Williamson, Opportunism and Its Critics, 14 MANAGERIAL DECISION ECON. 97,
99 (1993).

7 WILLIAMSON, MECHANISMS supra note 4, at 6.

% Williamson, supra note 66, at 101.

“1d. at 97.

7 For example, the integration of productive activity in a single firm, according to Williamson,
can be attributed to the excessive risks or transaction costs that would be incurred (given the threat
of opportunistic conduct) if inputs were to be obtained by market contracting. Thus, a standard
problem of “hold-up” arises where a supplier makes asset specific investments to produce a good
for a single customer. The recognition ex ante that either party may hold-up the other party may
lead to integration of the productive activity. /d.

'1d. at 99.
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dependencies are supported by credible commitments.””* What is significant for

our purposes is that Williamson, like North, works within the neo-classical
assumption of self-interested conduct by rational agents and considers contract as
the framework for understanding the economic institutions of capitalism.”

The agency problem has occupied economists and other social scientists,
because agency relationships are so fundamental for economic development.
Agency relations “fuel social differentiation” and promote the division of labor and
the specialization of functions that characterize a complex economy.’* They allow
a principal who lacks certain abilities or knowledge to, nonetheless, deploy them
for his own purposes.” Such demand, in turn, provides the incentive for agents to
specialize. Other types of agency relationships simply answer to “the need to
delegate responsibility for performing tasks of which the principal is capable.””
Such opportunity permits the principal to specialize. Both types “initiate and
facilitate collective forms of action,””” and provide the building blocks for
hierarchy and more complex economic organization, including partnerships and
corporations.”® “No one has the skills necessary to do everything for himself,” and
“every undertaking has an opportunity cost.”” “By delegating a task to an agent,
the principal benefits from the specialist service and is freed to undertake some
other activity.”*’

Substantial efficiencies thus flow from delegating to agents.

These include the ability to put property to use at a distance. Delegation of
authority allows the agent to make use of property when the principal could not.
Agency relationships thus bridge physical and social distances that limit exchange.
And they allow an agent to put a principal’s property to use over time. This permits
the investment of property as well as the pooling of investments.®' Agency
relationships are therefore especially important in complex economies
characterized by anonymity, diversity, and high specialization of functions.*

7 Id. at 100.

3 WILLIAMSON, MECHANISMS OF GOVERNANCE, supra note 4, at 10; WILLIAMSON, ECONOMIC
INSTITUTIONS OF CAPITALISM , supra note 4.

™ Susan P. Shapiro, The Social Control of Impersonal Trust, 93 AM. J. SOC. 623, 626 (1987).

7> Barry Mitnick has called this “contentful agency.” Barry M. Mitnick, The Theory of Agency:
The Fiduciary Norm (unpublished paper) (on file with authors).

7% Shapiro, supra note 74, at 627 fn. Barry Mitnick has called this “pra