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The Rise of the Regulatory State
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1. Introduction

B EFORE 1900, significant commercial dis-
putes in the United States were gener-
ally resolved through private litigation.
Courts ruled on corporate liability in indus-
trial accidents, on anti-competitive practices
such as railroad rebates, on safety of foods
and medicines, and even on the constitution-
ality of income tax.2 In the three decades
between 1887, when Congress passed the
Interstate Commerce Act, and 1917, when
“participation in the war put an end to the
progressive movement” (Richard Hofstadter
1955), this situation changed radically. Over
thirty years, reformers eroded the nine-
teenth-century belief that private litigation
was the sole appropriate response to social
wrongs. During the Progressive Era, regula-
tory agencies at both the state and the fed-
eral level took over the social control of com-
petition, anti-trust policy, railroad pricing,
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2 This is not to say that there was no regulation at all.
William Novak (1996) gives examples of extensive reg-
ulation in the nineteenth-century United States, but
virtually all the regulation he discusses is local, not
dealing with commercial disputes, and not relying on
regulatory agencies.

food and drug safety, and many other areas.
At the same time, U.S. politics experienced
other important changes, such as reform of
the civil service, use of voter referendums to
decide local issues, direct election of sena-
tors, recall of judges, and the growth of
government more generally.

In this paper, we attempt to understand
why these changes occurred in the United
States between 1887 and 1917. To this end,
we develop a theory of law enforcement in
which private litigation, government regula-
tion, a combination of the two, and doing
nothing are considered as alternative institu-
tional arrangements to secure property
rights. In our theory, whatever law enforce-
ment strategy the society chooses, private in-
dividuals will seek to subvert its workings to
benefit themselves. The efficiency of alter-
native institutional arrangements depends in
part on their vulnerability to such subver-
sion. The theory leads to predictions as to
what institutions are appropriate under what
circumstances. We use this theory to explain
at least some of the changes in law enforce-
ment strategies in the Progressive Era but
also to examine appropriate law enforce-
ment institutions for transition economies
and emerging markets.

Traditional economic theories of regula-
tion do not explain the progressive move-
ment. The standard public interest theo
holds that regulation deals with market fail-
ures and externalities (Alfred Pigou 1938;
Joseph Stiglitz 1989), but does not explain
why neither contract nor tort law could
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successfully address these problems in the
first place (Ronald Coase 1960). Richard
Posner (1998) and Steven Shavell (1984a)
discuss this choice between litigation over
damages and regulation from the efficiency
perspective. Posner (1998) emphasizes the
fixed cost of lawsuits as a potential argument
for regulation, whereas Shavell (1984a)
points to the limits on the violator’s ability to
pay as a drawback of litigation. These theo-
ries predict that as cases became larger and
the defendants” pockets deeper during the
Gilded Age, efficiency called for more litiga-
tion and less regulation. The reality, of
course, was the opposite.

The most successful recent attempt to
shed light on progressivism emerged from
the “capture” or “special interest” theories of
regulation. George Stigler (1971), Posner
(1974), Sam Peltzman (1976), and Fred
McChesney (1987) rejuvenated the theory
of regulation by questioning the motives and
the capabilities of regulators. Applied to the
Progressive Era, these theories hold that
government regulation was sought by firms
in order to restrain competition, usually
coming from technologically superior rivals.
We compare the two approaches after
presenting our ideas.

To discuss progressive reforms, we pre-
sent a model of design of a law enforcement
regime, which can include liability for acci-
dents, regulation of precautions, a combina-
tion of the two, or doing nothing. In our
model, the crucial difference between liabil-
ity and regulation as alternative mechanisms
of controlling market behavior is their vul-
nerability to subversion by the potential vio-
lator. By subversion we mean a number of
both legal and illegal strategies. The legal
ones include acquiring favorable legislation
and regulation (even after an accident), lob-
bying for an appointment of friendly law en-
forcers (including both judges and regula-
tors), hiring top lawyers, or using delay
tactics in case of a suit. Illegal subversion
strategies include intimidating and bribing
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judges, regulators, or juries. By expending
sufficient resources on subversion of justice,
the potential violator can avoid regulatory
fines and liability payments.

Because pure liability regimes entail large
payments with a small probability, such
regimes are more vulnerable to ex post sub-
version than the regulation of inputs, espe-
cially in environments lacking law and order
in the first place. In such circumstances, the
regulation of inputs, or a combination of
regulation and liability, is more efficient
than a pure liability regime. This reason for
the growth of regulation complements oth-
ers relevant to progressive reform, such
as the stronger incentives and greater
specialization of regulators compared to
judges (James Landis 1938; Glaeser, Simon
Johnson, and Shleifer 2001).

The theoretical analysis points to a funda-
mental change that made it efficient for
American society to increasingly rely on reg-
ulation. Commercialization and industrializa-
tion of the economy in the second half of the
nineteenth century created firms with vast
resources. As the scale of enterprise in-
creased, the damage from industrial acci-
dents rose proportionately, as did the incen-
tives to avoid paying damages. The cost of
influencing justice, however, did not rise as
fast. As a consequence, individuals and small
companies were unlikely to prevail against
“robber barons” in accident, restraint of
trade, or discriminatory tactic disputes.
From this perspective, the regulation of mar-
kets was a response to the dissatisfaction with
litigation as a mechanism of social control of
business. Other political changes of this pe-
riod, such as the civil service reform, increas-
ing importance of direct elections, and judi-
cial recalls, can also be understood from the
perspective of controlling subversion.

Woodrow Wilson repeatedly complained
about the failure of courts to stand up to
large corporations because, he said, “the
laws of this country do not prevent the
strong from crushing the weak” (1913, p.
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15). He articulated his vision of government
regulation in his New Freedom program.

It was no business of the law in the time of
Jefferson to come into my house and to see how
I kept house. But when my house, when my so-
called private property, became a great mine,
and men went along dark corridors amidst eve
kind of danger in order to dig out of the bowels
of the earth things necessary for the industries
of a whole nation, and when it came about that
no individual owned these mines, that they were
owned by great stock companies, then all the
old analogies absolutely collapsed and it became
the right of the government to go down into
these mines to see whether human beings were
properly treated in them or not; to see whether
accidents were properly safeguarded against; to
see whether modern economical methods of us-
ing these inestimable riches of the earth were
followed or were not followed. If somebody
Euts a derrick improperly secured on top of a

uilding or overtopping the street, then the gov-
ernment of the city has the right to see that that
derrick is so secured that you and I can walk un-
der it and not be afraid that heavens are going to
fall on us. Likewise, in these great beehives
where in every corridor swarm men of flesh and
blood, it is the privilege of the government,
whether of the State or of the United States, as
the case may be, to see that human life is pro-
tected, that human lungs have something to
breathe. (1913, pp. 23-24)

Writing during the New Deal, Landis
(1938) likewise saw regulation as a political
response to the failure of private litigation to
keep up with the community ideas of justice.
He thought that the advocacy of “leaving the
problems of railroad charges and manage-
ment to work themselves out in the courts as
questions arise from time to time . . . indi-
cates a singular unawareness of the fact that
the chief drive for the resort to the adminis-
trative process in the field of railroad regula-
tion arose from a recognition that the reme-
dies that the courts could provide were
insufficient to make effective the policies
that were being demanded.” In effect, our
model provides an efficiency rationale for
this rise of regulation.

In addition to interpreting a crucial pe-
riod of U.S. economic theory, the model
sheds light on the general problem of secur-
ing private property. Economists since

Ronald Coase (1960) have been interested in
the question of whether regulation or litiga-
tion is a better way to deal with tort problems.
Coase argued generally that “transaction
costs” should determine the answer, and the
successor literature has identified a range of
such costs (e.g. Shavell 1984a,b). But the lit-
erature has not focused on a central problem
raised by Coase, namely the efficiency of al-
ternative strategies of law enforcement. By
focusing on subversion, we present a compar-
ative analysis of such strategies. This ap-
proach helps us understand why Gary
Becker’s (1968) “boil them in oil” enforce-
ment strategies, which entail very high penal-
ties with a very small probability and hence
minimize investigation costs, are rarely work-
able: they will be subverted ex post.

More generally, our framework provides
one way of understanding which institutions
are appropriate to secure property rights in
different circumstances—a question that
gained new pertinence as transition
economies struggled to secure law and or-
der. Although economists have generally
agreed on the importance of securing prop-
erty rights, the analysis of alternative institu-
tional arrangements is still in its infancy.
Some scholars prefer private, nongovern-
mental enforcement of good conduct (Marc
Galanter 1981; Robert Ellickson 1991;
Avner Greif 1989). Private enforcement
sometimes works effectively when parties
experience repeated interactions or can post
large bonds. In the context of developing
and transition economies, however, private
enforcement often degenerates into a
Hobbesian state of violence and disorder
(Jonathan Hay and Shleifer 1998; Hay,
Shleifer, and Robert Vishny 1996). Indeed,
Adam Smith (1776) saw “a tolerable admin-
istration of justice” as one of the few proper
functions of government, precisely because
he felt that private justice is subverted to
benefit the rich and the strong.

But what is the optimal form of public en-
forcement? Economists in the Coasian



