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Laying the Foundations for a Market Economy

RICHARD A. EPSTEIN

he political separation pursued by the American founding was sharp
Tand violent. But the transition to an independent American legal
order was far less so. Note, for instance, the continuity between two sys-
tems in Article XXV of the 1777 New York Constitution:

And this convention doth further, in the name and by the
authority of the good people of this State, ordain, determine,
and declare that such parts of the common law of England, and
of the statute law of England and Great Britain, and of the acts
of the legislature of the colony of New York, as together did
form the law of the said colony on [April 19, 1777] shall be and
continue the law of this State, subject to such alterations and
provisions as the legislature of this State shall, from time to
time, make concerning the same.'

Nor was this the only way in which the new regime derived from the
old. The American constitutional system ultimately contained many
features that were partial departures from the English model (like hav-
ing a president and not a king). But much of its federal system was an
adaptation that put the federal government in the place of the English
government and left most of the governing to the states, deploying only
(what seemed at the time) enumerated powers to define the federal gov-
ernment’s role.

This relatively smooth doctrinal transition makes it possible to exam-
ine the American system in light of the English one. Unsurprisingly, many
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of the tensions evident in legal debates in Great Britain, which was in the
midst of its first industrial revolution, carried over to the United States.
This was especially true with what we would now call economic policy.

In the founding period (which for legal-history purposes we might say
extends from 1776 to about 1835, with John Marshall’s death), dealing with
these issues was compounded by a set of conceptual obstacles that did
not get resolved until the 19th century. Laissez-faire economics were at
best in their infancy. The term “capitalism,” with its largely negative con-
notations, also lay in the future.

The social welfare implications of competition versus monopoly were
not yet worked out, so the defense of classical-liberal principles of lim-
ited government and strong property rights was captured largely in the
term “commercial republic,” which obviously understated the role that
manufacturing, mining, and agriculture would play both during and after
the founding period. It was therefore with a limited set of analytical
tools that early Americans confronted many basic questions about the
character of the commercial economy then emerging on both sides of
the Atlantic.

At the heart of these tensions lay the constant struggle between pro-
tectionism and competition. And the nascent American political order
addressed these tensions and that struggle in a complex way that would
set the pattern for American economic debates ever since. That pattern
is especially evident in the Constitution’s structure and some early legal
debates about its implementation.

The American Constitution was a charter in two major directions:
Key structural provisions govern the relationship between the central
government and the states on the one hand and between the divided
powers in the federal government on the other. Further provisions gave
protection to individual rights.

Most, but not all of these, were conducive to the market economy
or capitalism as we now know it. But never in any simple way. And
working out the place of markets, competition, and trade in the life
of the new republic was a constant preoccupation of the courts in the
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nation’s first half century. This is evident in a broad range of cases and
controversies but can be illuminated by considering a few key domains
in particular.

Free Trade Across Jurisdictional Boundaries

One of the effective preconditions of an exchange economy is that it
allows for free trade between willing partners wherever they are located.
Within a given jurisdiction, there are usually few, if any, territorial obsta-
cles to free trade. But when trade crosses any jurisdictional boundaries,
the government with power to exclude outsiders also has the power to
exclude trade.

The Constitution took active steps to prevent the balkanization of
trade within the United States and with it the weakening of the com-
mercial republic by mercantilist policies of the sort that Adam Smith so
roundly attacked in the Wealth of Nations. Thus, Article I, Section 10 pro-
hibits any state, without Congress’s consent, from imposing a tax on any
import or export, except as is “absolutely necessary” to run local inspec-
tion laws intended to prevent the movement of dangerous goods from
foreign nations.”

In Brown v. Maryland (1827), Chief Justice Marshall rejected a Maryland
scheme that did not impose such a tax on the imports but only on the
importer when the goods in question exceeded $50 in value (a bit over
$1,000 today). The chief justice stressed that the clause’s purpose was to
encourage harmony within the United States and with foreign nations.

His interpretation prevented a circumvention of the Constitution by
shifting the tax from the good to the person: “There is no difference, in
effect, between a power to prohibit the sale of an article and a power to
prohibit its introduction into the country.”® He then developed an “orig-
inal packet” doctrine to set the time at which the goods were no longer
insulated from local taxation, by being mixed in with other goods within
a given state.
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By way of analogy, the later decision in Almy v. California held that the
import-export prohibitions were applicable to transactions between two
states, where the same free trade spirit animated.# A similar free trade
spirit is behind the provision in Article I, Section 9, which states cate-
gorically that “no Tax or Duty shall be laid on Articles exported from any
State.” This clause in fact eliminates a powerful impediment to free trade,
given that the imposition of such taxes would slow down commerce and
perhaps confer a competitive advantage to some states over others.’

Taxes of this sort provoke far less opposition than tariffs on foreign
imports, such as those Hamilton defended as a protection for infant
industries. Hence, in Federalist 11, Hamilton made clear that Congress had
the power to reject, as it were, Smith’s teachings on this point. It is worth
noting the tariff on key imports created one of the wedge issues that led
to the Civil War, as Southerners bristled against taxes on imports that
gave Northerners a key advantage by increasing the price of foreign goods
destined for Southern ports.

Closely related to the import-export clause is the general statement
of the commerce clause, which reads: “Congress shall have the power to
... regulate commerce with foreign nations, among the several states and
with the Indian tribes.”® The early discussions of the clause concentrated
on trade with foreign nations, in which the dominant sense, gleaned as
well from Federalist 11, was not supportive of freedom of foreign trade to
cross into our national borders.”

To the contrary, the foreign commerce clause allowed Congress to
impose tariffs and other regulations in ways that aligned with Hamilton’s
mercantilist sentiments. The domestic use of the clause delivers a more
mixed message: domestic free trade behind a tariff wall. One problem was
that states could not have the power to stop the movement of goods and
services across state lines, so the question was how the federal govern-
ment’s power to regulate commerce either advanced or retarded trade.

In practice, both effects seemed to matter. On this front, the great case
of the founding period was Gibbons v. Ogden (1824).% Aaron Ogden, an
assignee of Robert Fulton, the inventor of the steamboat, had received
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under New York law an exclusive license to operate steamboats in New
York state waters in exchange for developing the new steam technology.
Thomas Gibbons wished to operate a steamboat from Elizabethtown,
New Jersey, into New York City, but New York courts honored the exclu-
sive grant, which Gibbons then attacked in federal courts.

In the Supreme Court, Chief Justice Marshall overrode the New York
state courts and held that, as a constitutional matter, regulating commerce
was not limited to regulating border crossings but covered all navigation
that went from the interior of one state to the interior of another.® This
meant that Ogden could not exclude him from the state, a boost for free
navigation. But the same decision held that the United States could itself
regulate the entire matter by issuing coastal licenses to various vessels,
which could allow it to block that coastal trade. So the clause had a dual
effect, first by limiting state monopoly power but then by encouraging
federal monopoly power.

This argument thus gives rise to a serious theoretical problem: Could
Congress, under the guise of “encouraging and protecting domestic man-
ufacturers,” pass a law that prohibited Southern imports into another
state by keeping them out of the stream of commerce? To allow that
would let the federal government choke off interstate commerce from
slave states, which easily could have toppled the Union. Justice Joseph
Story was firmly against this, and when, in 1918, the same issue came up
with the shipment of goods made with underaged child labor, a narrow
5—-4 Supreme Court majority struck the effort down on the grounds that
this use of federal monopoly power (although they did not use those
words) upended the original division of power between the state and fed-
eral government, which had been far more acute a century before."

Further complications also stemmed from Gibbons proper. In a concur-
ring opinion, Justice William Johnson held that federal dominance of nav-
igation between states could be asserted even if the federal government
had passed no law at all. This gave rise to the question of what, if anything,
states could do to interfere with federal power dealing with local systems
of health and safety.
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Shortly thereafter, Willson v. Black-Bird Creek Marsh Co. held that the
state could construct a dam across a navigable waterway even if it inter-
fered with navigation with interstate commerce that passed through the
state." But the state had a strong police power justification that its mea-
sures improved the health of the population.

The assertion of this legitimate interest controlled the outcome, but
for Marshall the result would have been different if the federal govern-
ment had passed legislation pursuant to the commerce clause to govern
these navigable rivers. As it did not, the conflict was avoided, because the
Johnson theory was not accepted. Down the road, some trade-off would
have to be made when the two interests collided.

The parallel issue concerned the import-export clause. When does the
federal power end and the state power begin? In New York v. Miln, the
Court, just after the close of the Marshall era, upheld New York’s inspec-
tion law for goods entering the state." This offered a sensible accommo-
dation between the federal interest in navigation and the state’s internal
police power.

This interplay been state and federal interests in commerce has con-
tinued into modern times, when an odd but durable synthesis has devel-
oped. Once the issue of slavery was off the table, the affirmative power
of commerce steadily expanded. It first covered local transportation in
competition with interstate transaction in the Shreveport Rate Cases,"
expanding to all transportation, whether state or federal, as part of the
railroad grid in Railroad Commission of Wisconsin v. Chicago, Burlington &
Quincy R. R. Co.*#

Finally, the clause reached all activities of any type that embraced
manufacturng, agriculture, and mining as part of national commerce, per-
mitting the federal government the power to organize monopoly pricing
across multiple markets, including agriculture, motor vehicles, and labor.
Thus, any serious limitations on the scope of what Congress could enact
were effectively scotched.’s

But at the same time, the anticompetitive impulses were given their
strongest expressions by preventing any state from engaging in any form
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of discrimination between domestic and foreign rates to create a level
platform for interstate competition.'® Both forms of regulation deviate
from competitive norms. But various states blocking interstate competi-
tion more clearly disrupts trade than the price increases associated with
various kinds of marketing orders. Decisions made in the founding period
clearly influenced future outcomes but did not dictate them.

Takings and Procedural Due Process

The stress on the commercial society also misses another precondition
for the successful emergence of a capitalist system: the protection of
property from confiscation. This development started in England with
the acceptance of two provisions of the Magna Carta:

(39) No free man shall be seized or imprisoned, or stripped of
his rights or possessions, or outlawed or exiled, or deprived of
his standing in any other way, nor will we proceed with force
against him, or send others to do so, except by the lawful judge-
ment of his equals or by the law of the land.

(40) To no one will we sell, to no one deny or delay right

or justice."”

These two provisions worked to prevent the Crown’s arbitrary seizure
of property in all its forms. They functioned to eliminate any situation in
which judges of the Crown would play favorites among its various subjects.
No system of capitalism could possibly work without these protections. In
the founding period, these principles were expressed in the Constitution
by the combined operation of two provisions of the Fifth Amendment:
“Nor [shall any person] be deprived of life, liberty, or property, without
due process of law; nor shall private property be taken for public use, with-
out just compensation.”® These provisions did not receive their authorita-
tive expositions during the founding period, but only long afterward.
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Thus, the due process clause received its first reading in 1884 in Hur-
tado v. California, which held that presentment before a grand jury was
not part of that basic protection, so it was possible to proceed by the less
formal process of information.” On this view, due process, which covered
chiefly the two great natural law principles of hearing the other side (audi
alteram partem) and protection against a biased tribunal (nemo judex in
causa sua), were of great applicability and purpose. Their unquestioned
acceptance during the founding period did much to secure the future
developments of the modern capitalist economy by introducing a strong
rule-of-law component into the system at its formative stages, although
this was compromised by the administrative reforms of the Progressive
and New Deal eras, which tended to prefer the expertise of the adminis-
trative state to the decentralized activities of a competitive market.>

And on the takings side of the agenda, the most notable case of the
founding period was Barron v. Baltimore, which raised the peculiar ques-
tion of whether actions by the local government that denied John Barron
access to a deepwater port counted as a taking for which redress was
possible under federal law in a suit that the property owner had initiated
in state court.”

Chief Justice Marshall did not address the substantive question, which
gave rise to extensive litigation in subsequent years. No one obtained
a federal remedy until 1897, over 30 years after the Civil War, when the
adoption of a due process clause against the states in the 14th Amendment
was held to trigger a federal response (in that instance, in a ratemaking
case for railroads that had no factual parallel during the founding period,
according to Justice John Marshall Harlan).>> But, as a matter of consti-
tutional interpretation, Marshall also held (relying on the passive voice
in the Fifth Amendment—*“nor shall private property be taken”) that the
protection of the takings clause applied to only the federal government
and not the states.

States, for the most part, had adopted similar clauses into their own
constitutions, but state takings were subject to enforcement and inter-
pretation by state courts, which tended to work in parallel to the federal
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government. More specifically, the power of the natural law tradition in
the founding period was strong, including perhaps the most notable deci-
sion of Chancellor James Kent in Gardner v. Village of Newburgh (1816).
Kent, resolving a dispute that arose from an improper diversion of water
rights, held that it did not matter that the New York Constitution con-
tained no explicit protection against takings. Rather, takings without
compensation could be barred on natural law grounds:

A right to a stream of water is as sacred as a right to the soil
over which it flows. It is a part of the freehold, of which no man
can be disseised “but by lawful judgment of his peers, or by due
process of law.” This is an ancient and fundamental maxim of
common right to be found in Magna Charta, and which the leg-
islature has incorporated into an act declaratory of the rights
of the citizens of this state.*

The protection of patents and copyrights in the Constitution points
in the same direction. The success of a federalist system depends on the
effective protection of rights by both state and national governments,
which was the norm throughout this period, so that no disjunction on the
protection of basic rights existed anywhere throughout the system.

The Right to Contract

The Constitution’s basic structure did not offer any generalized pro-
tection of the commercial economy insofar as it involved the freedom
to make binding contracts free from interference either by the state or
the national government. So once again (as with the future use of the
takings clause), the contracts clause that on its face was applicable only
to the states—where most regulatory activities took place—had an out-
sized career that started in the founding period but carried through to the
Civil War. The clause reads: “No State shall . . . pass any Bill of Attainder,
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ex post facto Law, or Law impairing the Obligation of Contracts, or grant
any Title of Nobility.”*

The question is: How far does this clause go to protect the legal
structure of property rights under the general classical-liberal system?
To answer that question, it is necessary to break out the two separate
branches of case law articulated in the founding period.

The first applies to contracts between two (or more) private parties.
To what extent does the contracts clause protect against state interfer-
ence, and to what extent is the protection so provided consistent with
classical-liberal principles? The second question, which is not quite appar-
ent from the constitutional text, is to what extent the contracts clause
protects private parties that have entered into agreements or obtained
public charters from the state against actions that impair these obligations.

To begin, it’s worth noting the odd contours of the clause, which left
its scope uncertain during the founding period. As drafted, the clause
binds only the states and therefore does not afford any protection against
the federal government. But no accessible theory explains why that
protection extends to only one level of interference—the state—when
the same perils of market disruption can arise from federal interference
with contracts.

Yet parallel protections against both the state and federal government
are found with the bills of attainder, prohibited to the United States and
the states. The same is true of ex post facto laws that are blocked to both
the federal government and the states. The obvious explanation is that
both levels of government are susceptible to the abuse, which was all
too well established in English practice. Government disrespect for con-
tracts is always possible at both levels of government; yet ironically, it
appears that the contracts clause was designed in part to protect con-
tracts between individuals from two or more states, which is perfectly
consistent with its broad language.

Initially, the clause was intended to stop the spate of state debtor relief
laws that either eliminated or reduced the amounts owing on a variety of
contracts, which if allowed could destabilize the entire system of credit.>®
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But the text of the clause reads more broadly, for the clause contains no
explicit subject matter limitation. Yet as noted, no obvious link connects
this clause to some distinct federalism issue, such as the use of negotiable
instruments across state lines.””

In addition, the peculiar phrasing of the guarantee, which talks about
the “Obligation of Contracts,” plural, raises the question of what counts
as an obligation. Everyone agrees that it covers the obligation of the
party to pay or perform. However, it is a closer question whether the
clause imposes obligations on the creditor. This would, for example, pre-
vent the creditor from suing to collect the debt before it is due or before
some condition precedent to payment has been satisfied. Additionally,
it could affect cases in which the legislature revives litigation after the
statute of limitations has expired or blocks a cause of action before the
time allowed under the statute.?®

A system that tries to ensure stability and integrity should in principle
bind both parties in all these situations to advance the classical-liberal
ideal of the complete protection of the contractual arrangement. Indeed,
the most important definition of contract at the time was that of French-
man Robert Joseph Pothier, who wrote in broad natural law terms that a
contract is “an agreement by which two parties reciprocally promise and
engage or one of them singly promises to the other to give some particular
thing, or to do or abstain from doing some particular act.”*

In the civil law systems, this covered not only bargains and exchanges
but also unilateral actions, including the release of a debt or other obli-
gation, without consideration of some prior obligations. Pothier died in
1772, but after the ratification of the US Constitution, Chief Justice Mar-
shall echoed that theme when he wrote that “a contract is an agreement
in which a party undertakes to do or not to do a particular thing.”?° So it
appears that the scope of the clause is broad in all these cases. The ques-
tion then is how it applies in concrete cases.

On this score, the question of debtor’s relief again comes to the fore,
because the question is whether the contracts clause in its absolutist
terms prohibits adjustment of creditors’ rights through some kind of
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bankruptcy protection. This was a crucial question, given that Article I,
Section 8 of the Constitution stipulates that Congress can establish “uni-
form Laws on the subject of Bankruptcies throughout the United States,”
without vesting all the powers over these bankruptcies exclusively in the
federal government.

In Sturges v. Crowninshield, the Supreme Court let the states enact their
own insolvency laws—decentralized processes without a centralized
court in which claims can be processed or the business reorganized—
unless they required an impairment of contract or were superseded by
a federal bankruptcy act.3' The second issue was not in question here
because there was no federal statute. The first issue, however, was in play.
The Supreme Court, after much anxiety, applied the protection of the
contracts clause to the creditor, even though the debtor was required to
surrender all his property to obtain the needed protection. As a general
matter, the chief justice took

the distinction between the obligation of a contract and the
remedy given by the legislature to enforce that obligation has
been taken at the bar and exists in the nature of things. With-
out impairing the obligation of the contract, the remedy may
certainly be modified as the wisdom of the nation shall direct.3*

He then concluded that in this case, the New York law “so far as it attempts
to discharge this defendant from the debt in the declaration mentioned, is
contrary to the Constitution of the United States, and that the plea is no
bar to the action.”?

There is an obvious tension between the state’s ability to modify a rem-
edy and the state’s ability to end the obligation altogether, which is not
solved by alluding to “the nature of things.” But why and how this should
work was not clear, because Chief Justice Marshall had no accurate con-
ception of the proper function of either a state insolvency law or a federal
bankruptcy law. An explanation as to why the release should be allowed in
whole or in part was needed.
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On this point, Marshall missed the best explanation: The restriction of
the remedy should be allowed whenever other adjustments in these credit
arrangements can increase the deal’s overall value. This could be achieved
by offering the creditor a form of quid pro quo that counts as just com-
pensation for barring their direct suit.3

As drafted, the contracts clause does not contain any reference to just
compensation, but the correct argument should be that if the rearrange-
ment secures the orderly reassignment of assets in ways that better all
parties, it should be allowed. On the topic of state contracts, to which I
shall turn shortly, West River Bridge Co. v. Dix did not cite Gardner, but it
did allude to the same principle of natural law that it held was incorpo-
rated into all contracts:

There enter conditions which arise not out of the literal terms
of the contract itself; they are superinduced by the preexisting
and higher authority of the laws of nature, of nations, or of the
community to which the parties belong; . . . Every contract is
made in subordination to them, and must yield to their con-
trol, as conditions inherent and paramount, wherever a neces-
sity for their execution shall occur. Such a condition is the right
of eminent domain.s

This formula reads a just compensation component into the clause.
How does that arise? If these obligations are fully shielded from bank-
ruptcy, all creditors will race to court to collect their debts, which could
easily force the early collapse of the debtor’s business, leaving less to go
around for all creditors.

Either a state insolvency law or a federal bankruptcy should be allowed
to block this result by stopping contractual enforcement so long as the
assets are collected and managed collectively to produce the desired result.
Thus, with this expanded perspective, the procedure should be allowed to
go forward so long as the new arrangement contains protections against
illegal diversions and favoritism, as all bankruptcy and insolvency laws do.
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These issues were left untouched until the great case of Ogden v. Saun-
ders, in which the Court held, 4-3 with both Marshall and Story in dissent,
that a bankruptcy law passed after the creation of the obligation could
block the enforcement of the obligation.?® Justice Bushrod Washington
said that the discharge had to be allowed, for otherwise the statute of
frauds (which renders unenforceable certain unsigned contracts) would
also count as an impairment of contract. He thought that result was inde-
fensible since the statute was hailed as one of the great legal reforms after
its initial adoption in England in 1677.3” The same conclusion held as well
for statutes of limitation, which likewise had from time immemorial cut
off stale causes of action.

In dissent, Chief Justice Marshall noted the distinction between this
case and Sturges: “In Sturges v. Crowninshield, the law acted on a contract
which was made before its passage; in this case, the contract was entered
into after the passage of the law.”® Hence in the former case, the creditor
had no notice of the law and thus could not protect himself against its
application. Here the law was passed first, so the parties had ample time
to adjust.

Clearly that difference means that the second statute, if it impairs the
contract, does so less intrusively than the former. But for Chief Justice
Marshall, the distinction did not stick. Indeed, he could not mount an
effective response to claims that his view would undermine the statute of
frauds, statutes of limitation, and usury laws.

But by the same token, he had a challenge that the majority could not
answer. Suppose a state legislature passed a law saying that all contracts
formed after this date may be modified thereafter at the legislature’s will.
The constitutional guarantee then becomes empty if a simple statute can
override it.

How best to fix this difficulty? At this point, recall that the rigid rule
in Sturges was untenable because, the Constitution to one side, no social
justification should prevent the needed adjustments when major condi-
tion precedents failed. So even though this contract was put into effect
before the statute was passed, the correct question to ask was in principle
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whether, in Sturges, the law at the time it was passed provided some
system-wide social benefit.

That same analysis works here. There is not an absolute, but only
prima facie, obligation not to impair contracts. But the just compensation
referred to in Dix carries over to private contracts as well. The same is
true of the statutes of limitations that generally improve the operation of
the legal system by weeding out stale claims that are difficult to prove or
deny. These claims typically are not barred but will generally be pursued
earlier with greater reliability and smaller expense. That improvement is
shared generally so that just compensation is implicit in these cases, even
as it presumptively impairs the contracts of all.

The same principle applies as well to the security of transactions
increased by a recordation statute, which subordinates a valid unrecorded
conveyance to a subsequent one that was recorded first. Surely, the first
contract is impaired because its subordination deviates from the prior-
in-time, higher-in-right rule that has been a staple of the private law
since Roman times.? And after a fashion, a contract can be impaired by a
change in the parol evidence rules that alters what kind of evidence can be
introduced into case. “Big deal” is the right response, given that neither
side knows who will be hurt or helped down the road. If the law seems to
make a general improvement, it should prevail.

Under these examples, the just compensation principle avoids the
incorrect rigidity of a hard libertarian rule that says all promises must be
enforced—period—and a wholly formless situation in which any trans-
formation of basic obligations is good so long as the legislature decrees it.
Indeed, therein lies the key mistake of Justice Washington’s opinion: He
draws no distinction between statutes of limitations and statutes of fraud
on the one side and usury laws on the other. The logic of implicit-in-kind
compensation, however, cannot save usury laws that apply to discrete
classes of lenders by imposing undue restraints on vital financial markets,
without offering any compensation to the losers in these rigged markets.
Hence, they are naked wealth transfers of the sort that any classical-liberal
constitutional theory condemns.
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That same argument can be made about selective exceptions to either
statutes of frauds or statutes of limitations that skew to a favored class
of individuals. At this point, there is a taking from A to B that is imposed
without compensation, and that transfer looks like a form of disguised
theft because there is no justification (like the prevention of force and
fraud under the police power) to deal with the situation. In the founding
period, political forces kept these divisive forces in check, and the basic
framework held through thick and thin into the 1930s.4° But the seeds
of the future maneuvers were laid by the weak conceptual foundations
when both sides missed the sensible legal ground that develops from the
classical-liberal theory that animates the best of what is in the founders’
Constitution.

The second half of any historical reading of the contracts clause deals
with its application to public bodies. From the outset, no other all-purpose
provision of the Constitution applied to commercial transactions gen-
erally, as any use of the takings clause lay in the future. Yet the general
classical-liberal theory of limited government does not allow the state to
make whatever deal it desired. That limitation of state power in Gibbons
should have constrained the creation of any exclusive franchise to Fulton
to operate steamboats in New York waters, given that the state received
nothing in return from Fulton, who independently had patent protection
for developing the steamship and thus should not have received that addi-
tional spur.

However, many transactions revealed serious irregularities by state
legislatures. The first of these was Fletcher v. Peck.* That case arose out
of the Yazoo land scandal of 1795 involving huge tracts of land that Geor-
gia’s legislature sold to land speculators at ridiculously low prices, even
as native tribes claimed sovereignty over those same lands. Shortly after
the sales, it was discovered that many Georgia legislators had been bribed.

Accordingly, Georgia’s legislature in January 1795 passed a statute
that purported to reverse the sales, given that obvious fraud. But after
it reversed the grants, John Peck, a Massachusetts speculator, resold
15,000 acres of land for $3,000 to Robert Fletcher. When Peck refused to
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deliver, Fletcher sued him in what was widely understood to be a collusive
transaction to secure all the speculators’ titles.

Amazingly, this thoroughly corrupt bargain was upheld, for both good
and bad reasons. The good part of the decision was that the Court, speak-
ing through Chief Justice Marshall, held that the contracts clause cov-
ered grants made by the government to private parties, which is strictly
necessary if there were to be any federal constraint on abuses by state
legislatures whose courts might or might not be responsive to the danger.
But the bad part of Fletcher was how Marshall mangled the analysis of the
transaction by showing the same rigidity toward contractual obligations
that marred his later decision in Sturges.

Marshall claimed that no court could inquire into the legislature’s
motives because its obligation was absolute under some jumbled com-
bination of natural and statutory law. That contention was just false.
As noted earlier, the principles of trust law (which impose extensive
good-faith duties) applied equally to public and private transactions.®
Thus, if this transaction had been a grant by the officers or directors of a
private corporation that was tainted by fraud, it could surely be set aside
so long as the original recipient possessed the property received direct
from the state.

The difficulties arise (as in the case of bills of exchange) where the
property (like the bill) was transferred by the fraudulent recipient to a
third party. If that party received in good faith—for example, without
knowledge of the fraud—the original transferor (here Georgia) could
have a damage action against only the original buyer. But this transaction
was collusive, as both Peck and Fletcher wanted to insulate all sales from
judicial scrutiny, which Marshall’s opinion did.

At this point, any inquiry into motive would have exposed all the par-
ties as acting in bad faith and set aside the transactions, which would have
done much to rehabilitate the tribal claims to the land. So once again,
classical-liberal principles received at most a partial vindication.

It was the positive portion of Fletcher that lived on in Dartmouth College
v. Woodward, when the New Hampshire legislature gutted the initial 1769
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royal charter that organized the college as a private institution.® The 1816
New Hampshire legislation transferred effective control of the college to
the governor, done in the short run to reinstate a deposed president.

Thatkind of usurpation can be discovered only by looking at the records
and purpose of the transaction, at which point it was an open-and-shut
case of usurpation that the Marshall opinion stopped in its tracks, with
only two cursory references to Fletcher, both to the effect that charters
were contracts. The transaction struck down in Dartmouth College was a
masterpiece of circumvention, and today the elaborate body of fraudulent
conveyance and public trust doctrine has undone the worst of Fletcher.
Its legacy lives on mostly as a constructive protection of the commercial
economy and its ideals.

Patents and Copyrights

The protection of property rights during the founding period was encap-
sulated most clearly in Article I, Section 8, Clause 8, which provides that
“the Congress shall have power . . . To promote the Progress of Science
and useful Arts, by securing for limited Times to Authors and Inventors
the exclusive Right to their respective Writings and Discoveries.”#

There is a great deal that is packed into the clause, whose strength comes
from the interlocking impact of two complementary theories. On the one
hand, much influenced by Lockean theory, a patent is treated as a form of
property awarded as a recognition of the labor that an inventor or author
has put into creating their work. On the other, that labor is protected
because it creates an incentive for work that benefits society as a whole.

Thus, Section 1 of the Patent Act of 1790 states “that he, she, or they,
hath or have invented or discovered any useful art, manufacture, engine,
machine, or device, or any improvement therein not before known or
used, and praying that a patent may be granted therefor.” I have long
argued that these two overlapping justifications are complementary,*
and an excellent detailed history of the early republican period written by
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Adam Mossoff shows how these dual themes played out in not only the
United States but also England and the continent.#

Now look more closely at their constitutional protection. The power to
protect patents and copyrights is conferred on the federal government so
that there is no need to negotiate multiple different patent and copyright
regimes at the state level. Uniformity here is a value, partly because of the
sharp reduction in the cost of organizing a registry of some sort to keep
track of who owns what. There is no “natural” right to property here, that
a person can protect by taking possession of some material thing, if other
persons are allowed to fabricate an invention or reproduce the writing
of another person. And although Congress had no obligation to protect
these forms of right, the practical pressures were so strong that it enacted
the Patent Act of 1790 and the Copyright Act of 1790, both of which con-
tain many critical features that still organize these areas of law today.

First, the precatory clause, “To promote the Progress of Science and
useful Arts,” does not just refer to the notion of utilitarian advancement.*®
It also signals that the government could only issue patents and copy-
rights for these limited purposes, which thus ruled out their use to allow
importers and local officials to secure monopoly control over certain mar-
kets. This provision is a huge victory for the classical-liberal perspective
on this issue, which means that the federal government could not create
the types of monopolies in other areas that should have been, and often
were, stopped by an application of the public trust doctrine.

The last phrase, “By securing for limited Times to Authors and Inven-
tors the exclusive Right to their respective Writings and Discoveries,” also
helps design a sensible system. These rights are granted only for limited
times and thus are held in contrast to the perpetual ownership over land
or chattels, which is the hallmark of an efficient system of property rights
in tangibles. The “long term” means that the owner of land or chattels
does not have to puzzle as to what will be done with their house or furni-
ture when some (arbitrary) initial period of ownership expires. It does no
good to cast them out into the world and none to allow other individuals
to seize them.
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The perpetual time horizon allows individuals to develop and improve
property without any fear that others will wrest it away from them. Thus,
when the owner leases out property for some limited term, the party
can make arrangements with the lessee as to what will be done with any
improvement at the termination of the lease, so as to avoid that free-for-all.

Nonetheless, copyrights and patents present a fundamentally different
trade-off from other forms of property. At any time after the specification
of an invention or the preparation of a copyrightable work, anyone could
produce their own object or writing without the cooperation of their
owner, and at low cost. So if the only issue on the table is the maximum
output conditional on the prior invention of the object or writing, the
only protection that should be given to the inventor or author is of the
particular objects that they produce. But that caveat is key. Few individu-
als will make any invention or writing for public use at some private cost
to themselves if others are entitled to produce the same ultimate good
without having to incur the costs of its creation.

Thus, without the exclusive right, many inventions would not be made
or distributed to the broader public. The exclusive right usefully changes
the social equation, for now there is a sufficiently long time to recoup
the initial invention or writing where the creator has an exclusive right—
which was the exact strategy that was used when the government gave a
company the exclusive right to build a bridge: rights to charge for a period
to recover costs and then a sharp or complete reduction in fees.* But that
right is for only a limited term—14 years for a copyright, with renewal, and
14 years for a patent—because its perpetual protection will prevent others
from entering that market at any future time.

Hence the law recognizes a trade-off by putting things into the public
domain where they can be used by anyone against not only the original
creator but also anyone else who has an exclusive right in another inven-
tion or writing that is put up for sale. So, it is wrong to think that a pat-
ent creates a monopoly when other inventors or writers face competition
from other parties with substitute patented technologies. At this point, an
important distinction emerges.
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It is usually easy enough to figure out who has copied whose novel or
poem, so that registration is freely given and any disputes over infringe-
ment or originality can take place ex post facto. But it is hard to know the
exact scope of a patent. From the earliest time, a system of ex ante exam-
ination is designed to make an initial determination of patent validity.
This process requires identifying “any new and useful process, machine,
manufacture, or composition of matter.” It also necessitates demonstrat-
ing that the advance is significant enough to merit the protection of the
patent law. Further, disclosures about the modes of production must be
made so that the rest of the world can gain knowledge.>°

Care was also taken to see that matters that belonged in the public
domain—natural substances and mathematical formulas—could not be
taken private. Copyright had less demanding requirements for originality,
but here, too, care had to be taken to make sure that matters that were
already in the public domain could not be removed. The work done here
was quite impressive, and much of it was shepherded through the courts
by Justice and Professor Story, a formidable figure in the field until his
death in 1845. The initial period thus laid a firm foundation for further
work in the area. The principles articulated then still govern today.

The Pillars of a Market Economy

Each of these complicated issues and a number of others (such as the
national bank and common carriers) were addressed by legislators
and judges in the founding era. Each then became the basis of case law
throughout the 19th century, whether in taking up commercial transac-
tions, due process, property rights, the public trust doctrine, or the scope
of federal power under the commerce clause. And each remains a crucial
foundation of the law underlying the American commercial republic in
our time.

In the founding period, there was a tussle between principles of eco-
nomic protectionism and monopoly power on the one hand and free trade
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and competition on the other. Struggles this deep and fundamental never
yield black-and-white answers, but rather shift back and forth within and
across different historical periods. On balance, the legislators and judges
of the founding period had more sound than unsound classical-liberal
instincts and thus charted a course that gave the initial edge to the desir-
able attributes of a sound capitalist, or free-market, system. But the char-
acter of that system has always been in question.

When Benjamin Franklin was asked what kind of Constitution the 1787
convention had created, he is said to have responded, “A republic, if you
can keep it.” If we consider what kind of economic system the American
republic has sought to make possible, the answer suggested by the con-
stitutional thought and practice of the founding era might be similar: “a
market system, if you can keep it.”
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