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C H A P T E R F O U R T E E N

Economic Governance: Markets,
States, and Communities

Which of these systems [central planning or competition] is likely to be
more efficient depends on the question under which of them can we
expect that fuller use will be made of the existing knowledge. And this,
in turn, depends on whether we are more likely to succeed in putting at
the disposal of a single central authority all the knowledge which ought
to be used but which is initially dispersed among many different
individuals, or in conveying to the individuals such additional
information as they need in order to enable them to fit their plans in
with those of others.

—F. A. Hayek, “The Use of Knowledge in Society” (1945)

Lawgivers make the citizen good by inculcating habits in them, and this
is the aim of every lawgiver; If he does not succeed in doing that, his
legislation is a failure. It is in this that a good constitution differs from a
bad one.

—Aristotle, Nicomachean Ethics (350 b.c)

The man of systems . . . imagines that he can arrange the different
members of a great society with as much ease as the hand arranges the
different pieces upon a chess-board; he does not consider . . . that in the
great chess-board of human society, every single piece has a principle of
motion of its own.

—Adam Smith, Theory of Moral Sentiments (1759)

In some Chicago neighborhoods, adults admonish youngsters’ skipping
school, creating a disturbance, or decorating walls with graffiti. Resi-
dents are also willing to intervene in public meetings to maintain neigh-
borhood amenities such as a local firehouse threatened with budget
cuts. These are all examples of what Sampson, Raudenbush, and Earls
(1997) term collective efficacy. Where neighbors express a high level of
collective efficacy, violent crime is markedly lower, controlling for a
wide range of community and individual characteristics, including past

The first epigraph is from Hayek (1945:521), the second from Aristotle (1962:103), the
third from Smith (1976:234).
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crime rates. In other neighborhoods, residents adopt a more hands-off
approach. Sampson, Raudenbush, and Earls found considerable varia-
tion in the neighborhood levels of collective efficacy, with examples of
rich and poor, and black and white neighborhoods exhibiting both high
and low levels. Remarkably, ethnic heterogeneity was considerably less
important in predicting low collective efficacy than were measures of
economic disadvantage, a low rate of home ownership, and other indi-
cators of residential instability. Chicago’s neighborhoods illustrate the
informal enforcement of community norms.

The Toyama Bay fishing cooperatives in Japan illustrate another as-
pect of community problem solving (Platteau and Seki 2001). Faced
with variable catches as well as the high level and changing nature of
skills required, some fishermen elect to share income, information, and
training. One coop, which has been highly successful since its formation
in the mid 1960s, consists of the crews and skippers of seven shrimp
boats. The boats share income and costs, repair damaged nets in com-
mon, and pool information about the changing location and availability
of shrimp. Elder members pass on their skills, and the more educated
younger members teach others the new electronic methods of locating
fish and navigating. The coop’s income- and cost-pooling activities al-
low its boats to fish in much riskier and higher yield locations, and the
skill and information sharing raises profits and reduces productivity dif-
ferences among the boats. Fishing, off-loading the catch, and marketing
by individual boats are synchronized to increase the transparency of the
sharing process and make opportunistic cheating on the agreement easy
to detect.

The success of the Toyama Bay shrimp cooperatives and of collective
efficacy in Chicago neighborhoods are examples of community gover-
nance. The worker-owned plywood coops described in chapter 10 are
another example. By community I mean a group of people who interact
directly, frequently, and in multi-faceted ways. People who work to-
gether are usually communities in this sense, as are some neighbor-
hoods, groups of friends, professional and business networks, gangs,
and sports leagues. Connection, not affection, is the defining charac-
teristic of a community. The evolutionary models in chapter 7 showed
how the repeated and multi-faceted nature of social interactions in com-
munities, the relatively small numbers of people involved, and, as a re-
sult, the availability of information on one’s associates may support
high levels of what is sometimes referred to as social capital: trust, con-
cern for one’s associates, and a willingness to live by the norms of one’s
community and to punish those who do not.

These other-regarding behaviors were recognized as essential ingre-
dients of good governance among classical thinkers from Aristotle to
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Thomas Aquinas, Jean-Jacques Rousseau, and Edmund Burke. Nicolo
Machiavelli’s The Prince (1513) and Thomas Hobbes’s Leviathan
(1651) represented a sharp break with the Aristotelian tradition. These
founding works of modern political philosophy took self-interest as a
fundamental behavioral assumption and asked how the potentially de-
structive consequences of the autonomous pursuit of individual gain
might be constrained by the authority of a sovereign ruler.

The more radical notion that selfish motives could be harnessed for
public good was the key contribution of Bernard Mandeville’s Fable of
the Bees, first published in 1705 (Mandeville 1924). The subtitle of the
1714 edition of the Fable announced that the work contained “several
discourses to demonstrate that human frailties . . . may be turn’d to the
advantage of civil society, and made to supply the place of moral vir-
tues.” In place of the Aristotelian view that good laws make good citi-
zens, Mandeville proposed the more modern notion that the right rules
of the game governing social interactions might harness selfish motives
to promote general well-being. This radical conjecture was given eco-
nomic content by Adam Smith’s invisible hand argument. Thus, most
political theorists and constitutional thinkers since the late eighteenth
century have taken the self-interested Homo economicus as their funda-
mental assumption about behavior, and partly for this reason, have
stressed competitive markets, well-defined property rights, and efficient,
well-intentioned states as the critical ingredients of governance. Good
rules of the game thus came to displace good citizens as the sine qua
non of good government.

The contending camps that emerged in the nineteenth and early twen-
tieth centuries advocated laissez faire on the one hand or comprehensive
state intervention on the other as the ideal form of economic gover-
nance.1 The debate in the 1920s and 1930s on the economic feasibility
of centralized planning was emblematic of the truncation of the consti-
tutional menu to state versus laissez faire. Ludwig von Mises and others
(Hayek 1935) advanced the view that the rational economic calculation
entailed by planning required the knowledge of prices reflecting true
scarcity (i.e., measuring social marginal costs and benefits), and that this
information could be obtained only by the extensive use of decentral-
ized allocation through markets. Oskar Lange (Lange and Taylor 1938),
Enrico Barone (1935), Abba Lerner (1944), and others countered that
prices are implicit in any optimizing problem (whether or not markets

1 Outside of academic circles, the menu of options was considerably broader, including
the “mixed” economy models pioneered by Nordic social democrats and market socialist
models initiated by Oskar Lange. Dahl and Lindblom (1953) is exemplary, but rare, in
avoiding the polarization of the planning versus markets debate.



476 • Chapter 14

exist). These implicit (or shadow) prices, they claimed, could either be
computed directly or extracted from observations of competitive behav-
iors in an economy using markets to implement the allocations deter-
mined by central planners. This being the case, the planner could imple-
ment any allocation achieved by decentralized competitive markets but
could do better than this in cases in which missing markets or impedi-
ments to competition gave rise to allocational inefficiencies.

By the 1940s the debate was all but over. Even the arch-opponent of
socialism, Joseph Schumpeter, had conceded: “Can socialism work? Of
course it can. . . . There is nothing wrong with the pure theory of so-
cialism” (Schumpeter 1942:167, 172). He was echoing another oppo-
nent of socialism, Vilfredo Pareto (1896), who much earlier had af-
firmed the feasibility of rational economic calculation in what he termed
a “collectivist regime.” In a section of his famous Manuel d’Economie
Politique labeled “An argument in favor of collectivist production,”
Pareto (1909:364) had concluded that “pure economics does not give us
a truly decisive criterion for choosing between the organization of soci-
ety based on private property and a socialist organization.”

What then was wrong with socialism? And what was wrong with the
economic theory that so inadequately captured the economic shortcom-
ings of centralized allocations and vindicated socialist planning in the
debate?

A striking feature of the debate had been that both sides deployed the
Walrasian model on behalf of their arguments. Hayek soon appreciated
the error. His “The Uses of Information in Society” (quoted above) re-
framed the debate in terms of the costs and limited availability of infor-
mation, concepts absent from the Walrasian paradigm. The problem
with socialism, according to Hayek, was that the information needed by
the planner is privately held by millions of economic actors, and they
have neither the will nor in many cases even the way to transfer it to a
central authority. By contrast, Hayek continued, decentralized markets
make effective use of dispersed information, each actor knowing his
own preferences and responding to a price vector that under ideal cir-
cumstances is both known to the individual actor and reflects the real
social scarcities of the goods in question. We now know (chapter 6) that
there is no even remotely realistic model of market competition for
which these ideal conditions hold, in part because many of the relevant
prices simply do not exist, others do not reflect social scarcities, and still
others (prices of future goods for example) are unknowable. But by
focusing attention on which institutions more effectively utilize the in-
formation that is available, Hayek’s paper, like Mandeville’s Fable,
counts as a landmark work in the theory of economic institutions.

In formalizing a major shortcoming of centralized planning, Hayek
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also pointed to the deficiencies of the Walrasian paradigm, namely, the
assumption of complete information. To Ronald Coase, the debate had
revealed an inconsistency, one that was to prompt him to study the
theory of the firm. At the beginning of his career, he recalls wondering:

How did one reconcile the views expressed by economists on the role of the
pricing system and the impossibility of successful central economic planning
with the existence . . . of these apparently planned societies, firms, operating
within our own society. (Coase 1992:715)

Shortly after the fall of Communism, Stiglitz (1994:10) wryly observed
that “if the neoclassical model of the economy were correct, market
socialism would have been a success [and] centrally planned socialism
would have run into far fewer problems.” Long before either neoclassi-
cal economics or Communism, John Stuart Mill (1976) had provided a
critique of the problems of a hypothetical socialist economy—worker
motivation, reduced innovation, lack of appropriate property rights—
far more searching than any produced within the neoclassical paradigm.
Commenting on the role of U.S. economic advisors in the ex-Commu-
nist transition economies of the 1990s, Coase remarked: “Without the
appropriate institutions no market economy of any significance is possi-
ble. If we knew more about our own economy, we would be in a better
position to advise them”(Coase 1992:714).

Along with its failure to illuminate the problems of underdevelop-
ment, the inability of Walrasian economics to understand either the eco-
nomic disabilities of Communism or the appropriate institutions for a
transition to a market-based economy is a striking indictment of the
approach.

In this chapter, I adopt a post-Walrasian approach to address the con-
temporary challenges of economic governance. I use results from pre-
vious chapters to explore the ways that markets, states, and commu-
nities jointly may provide solutions to the coordination problems studied
in the previous chapters. (I do not evaluate these solutions from the
standpoint of distributive justice but rather focus on their implications
for allocative efficiency.) I single out three generic governance struc-
tures—communities, states, and markets—for the distinctive ways that
they coordinate joint activities and allocate claims on goods and ser-
vices.2 Unavoidably, the treatment will be suggestive, not exhaustive. A
first task, suggested by the inappropriate use of Walrasian assumptions
in the planning versus laissez faire debates, is to pull together the strands

2 The family might be considered a fourth governance structure. Families share many of
the characteristics of communities but differ in that roles are assigned by age, sex, and
kinship.
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of the post-Walrasian perspective. I do this in the next section. I then
identify the distinctive capacities and shortcomings of markets, states,
and communities. I conclude with a reconsideration of Mandeville’s
radical conjecture.

Economics and Evolutionary Social Science

The Walrasian paradigm provides the only fully worked out, economy-
wide model of the way that the actions of large numbers of autonomous
actors support aggregate social outcomes. Some of the shortcomings of
this model have been identified in the previous pages, and some alterna-
tive formulations have been suggested. To synthesize the main features
of the Walrasian approach, I will characterize the Walrasian paradigm
by what its students are taught rather than by the impossibly hetero-
geneous union of the distinct contributions by scholars representative of
this paradigm. This necessarily will involve some discrepancies between
the representation of the paradigm and the state-of-the-art knowledge
in the field. For an example, consider the uniqueness and stability of
general equilibrium: students are regularly taught as if this were true—
consider the standard supply and demand diagram—even though (as
was pointed out in chapter 6) the assumptions required to demonstrate
either uniqueness or stability are exceptionally restrictive. I use the term
evolutionary social science to refer to the alternatives to the characteris-
tic Walrasian paradigm. There is no unified paradigm of this name, but
rather a disjointed set of approaches, many of which are rather rudi-
mentary and most of which have been introduced in the previous pages.
Whether in the years to come these approaches will be unified in a
coherent replacement for the Walrasian paradigm remains to be seen.
(The hunch on which this book is based is that they will.)

Table 14.1 summarizes the contrasting approaches. It would be re-
dundant to comment on each row. But the last line in the table, con-
cerning reductionism and methodological individualism is worth com-
ment. Reductionism is an approach to science that prefers explanations
based on lower-level entities (cells, for example) rather than simply pos-
iting the higher-level entities that they make up (multi-cellular organ-
isms, for example). Methodological individualism is an expression of
reductionism in social science that insists that explanations of group-
level phenomena such as institutions or aggregate output must be built
up from the actions of individuals. The approach taken in this book is
consistent with methodological individualism in that it has focused on
the causal mechanisms connecting what individuals do to aggregate so-
cial outcomes. But, as the discussion of endogenous preferences and
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Table 14.1
The Walrasian paradigm and some alternative

Walrasian economics
(as taught)

Evolutionary social science
(in prospect)

Social interac-
tions

Complete and enforceable
claims exchanged on com-
petitive markets

Direct (noncontractual) rela-
tionships in noncompeti-
tive settings are common

Technology Exogenous production func-
tions with non-increasing
returns

Generalized increasing re-
turns in both (endo-
genous) technology and
social interactions (posi-
tive feedbacks)

Updating Forward-looking individuals
instantaneously update
based on knowledge of en-
tire system

Backward-looking (experi-
enced-based) individuals
update using local infor-
mation

Outcomes A unique stable equilibrium
based on stationarity of
individual actions

Many equilibria; aggregate
outcomes may be long
term averages of non-sta-
tionary lower level entities

Time Comparative statics Explicit dynamics
Chance Relevant only to risk-taking

and insurance
Essential component of evo-

lutionary dynamics
Domain The economy as a self-con-

tained self-regulating en-
tity: exogenous preferences
and institutions

The economy as embedded
in a larger social and eco-
logical system: coevolving
preferences and institu-
tions

Preferences Self-regarding preferences,
defined over outcomes

Self- and other-regarding
preferences, defined over
outcomes and processes

Prices and
quantities

Prices allocate resources; ac-
tors are not quantity con-
strained

Quantity constraints; wealth-
dependent contractual op-
portunities

Method Reductionist (methodological
individualism)

Non-reductionist; selection
on individual and higher
order entities

cultural evolution has made clear, the effect of aggregate outcomes on
individuals is no less important.

The conventional concept of equilibrium in economics expresses the
methodological individualism of the discipline. It is standard practice—
and one that has been frequently used in the pages above—to define an
equilibrium as a state such that none of the individuals involved has a
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reason to alter his behavior. The aggregate properties of the equilib-
rium—an economy-wide allocation of resources, for example—are then
derived by aggregation of the equilibrium individual behaviors. The ag-
gregate properties are stationary because the individual behaviors are
stationary. But as the model of general equilibrium by Foley (1994),
described in chapter 6, demonstrates, stationarity of aggregate proper-
ties does not require stationarity of lower-level entities. Foley’s model
shows that for average prices not to change, it is not necessary that
trade cease. The analysis of attendance at his favorite bar in Santa Fe by
Brian Arthur (1994a) conveys a similar message. Nobody wants to go
there when its too crowded, and people estimate how many will attend
based on past experiences. Arthur simulates an adaptive learning pro-
cess, the result of which is that about sixty people show up at the El
Farol each Thursday. But this does not require that the same people
show up, or that the beliefs of those showing up about how many
others will show up are accurate or stationary.

In this and many other applications, lower-level entities are nonsta-
tionary in ways that average out, producing no change in the aggregate
property. The evolutionary analysis in chapters 11 through 13 adopted
this method. Stochastically stable states (chapter 12) are not stationary
outcomes; rather, they describe long-term average behavior of a system.
The models in chapters 11 and 13 described populations constantly in
motion, propelled by deliberate nonbest-response actions by collectives
of individuals, other idiosyncratic behavior, genetic drift, and institu-
tional innovation. The results of the agent-based simulations were long-
term averages reflecting all of these influences.

Methodological individualism is also evident in a common approach
to the analysis of economic institutions. Schotter (1981:20) provides an
example:

If economics . . . is going to study the rise and evolution of social institutions,
a very simple methodological approach is suggested. We should start our
analysis in a Lockean state of nature in which there are no social institutions
at all, only agents, their preferences, and the technology they have at their
disposal. . . . The next step would be to study when, during the evolution of
this economy, such institutions as money, banks, property rights, competitive
markets, insurance contracts, and the state would evolve.

There is no question that Schotter’s method is interesting, and that it
has proven insightful. But if instead one takes technologies and prefer-
ences as endogenous, it would be equally insightful to violate the me-
thodological individualist precepts. One could, for example, posit a set
of institutions and then ask what kind of preferences and technologies
would evolve. The approach adopted here (in chapters 11 through 13,
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especially) represents individual preferences and group level institutions
as coevolving, thereby not privileging either the lower- or higher-order
entities.

Whether the group or individual or both (or more) processes need to
be modeled depends on the analytical problem at hand and practical
considerations of tractability. For most social science applications noth-
ing is lost and much simplicity gained by not modeling the cellular inter-
actions within individuals. But this would be a poor strategy for under-
standing cancer. Where group characteristics can be taken as given,
modeling at the individual level is a reasonable approach. Correspond-
ingly, if we can abstract from within-group variation, the group-level
selection process can be the focus of attention, as it is in models of
competition among firms. Richard Dawkins (1989b:3), a strong propo-
nent of reductionism in biology, rightly observed that its usually more
informative to explain cars in terms of carburetors than quarks.

From this perspective, positing a pristine institution-free environment
is a curious way to investigate the historical evolution of real institu-
tions. The reason is that since the advent of biologically modern hu-
mans, and even among other primates, social conventions and property
rights of various kinds have almost certainly provided an institutional
environment for our interactions. Locke, Hobbes, and other philoso-
phers used the state of nature as a hypothetical inquiry into what might
justify property, the authority of the state, and the like, not as part of an
explanation of how these institutions evolved historically. (Recall Hobbes’
deliberately fanciful metaphor of the state of nature in the epigraph to
chapter 3: people were “sprung out of the earth . . . like mushrooms.”)

In the prologue I distinguished the evolutionary method from a social
engineering approach to public policy. By the latter I mean the view that
social outcomes are determined by the autonomous actions of public-
spirited officials, more or less as the chessmen in the Smith epigraph
might be moved around the board. Nobody believes this literally (least
of all public officials), but many fail to appreciate the extent to which
this view misrepresents the process by which outcomes are determined.
While I have given no attention to questions of public policy, the models
developed here suggest a quite different approach. This is to apply the
same behavioral assumptions to state officials as we routinely do to
those engaged in private exchange, namely, that their actions are best
responses based on their preferences not subject to complete contract-
ing. Adopting an early version of this approach, Jeremy Bentham advo-
cated constitutional arrangements which would structure incentives so
that public servants’ “duties” would coincide with their “interests.” But
this objective can rarely be met.

In the evolutionary view, aggregate outcomes are the result of the
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interactions of the public officials’ actions and the best responses of all
the individuals involved. This does not suggest that governmental inter-
ventions are ineffective, but rather that to be effective in the intended
ways requires an understanding of the dynamical system in which one is
intervening. For example, the policies required to displace a socially
undesirable equilibrium in favor of some other outcome may be entirely
different if the system producing the outcomes is characterized by a
single equilibrium or if there are many stable equilibria, and the job of
public policy is to displace one equilibrium in favor of another. The
example of child labor below illustrates this.

A final comment does not concern the contrasting paradigms directly
but rather is directed to the normative concerns that are never absent
when discussing institutional alternatives. “Utility” is a heavily freighted
term: economists commonly use it to refer to motives, behaviors, and
well-being. The convenience of collapsing these three distinct usages
into a single term is considerable. But it requires the implicit assumption
of substantive rationality, namely, that people act so as to get what they
want, which in turn contributes to their well-being as gauged by some
independent evaluation of the relevant outcomes. By contrast, the for-
mal rationality explicitly assumed by most economists imposes only
consistency requirements (such as transitivity) on behaviors, without
any requirements for the individual’s hedonistic or other subjective rea-
sons for acting, the reasonableness of the means adopted in pursuit of
some outcome, or the consequences for the individual’s well being. A
consistent masochist is not irrational.

To be of practical or moral relevance, economic reasoning about in-
stitutions and policies requires the substantive concept of rationality. If,
for example, one believes that third parties should not intervene in
transactions voluntarily engaged in by adult economic actors, it is not
sufficient to know that they have complete and transitive preferences.
We also must have confidence that their choices will not be grossly or
irreversibly destructive of their well-being. The same is true of the com-
mon interpretation of Pareto efficiency in terms of the “well-being” of
individuals. Formal rationality alone does not provide the motivation
for preferring Pareto-superior outcomes, except in the minds of extreme
libertarians. An allocation preferred by two masochists might not be
endorsed by others.

But the assumption of substantive rationality is based on strong em-
pirical claims about why people do what they do, and on the conse-
quences of their actions. These claims are generally false. Extensive em-
pirical evidence suggests that by the standard of well-being, people are
bad choosers. We are myopic, fail to predict the preferences we will
have when the relevant consequences of our actions take place, do not
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accumulate accurate information about the hedonic aspects of past ex-
periences, act inconsistently in intertemporal choice situations, and
commonly violate the expected utility hypothesis (Kahneman 1994,
Camerer 2000). The subjects in experiments and real world settings
showing this would find it strange to hear their behaviors termed irra-
tional. They include students at the most selective universities, Harvard
professors, and New York City cab drivers.

If preferences are to explain behaviors, they cannot unassisted also do
the work of evaluating outcomes. This is true because some common
reasons for behavior—weakness of will and addiction, for example—
induce behaviors that few would condone. The disjuncture between the
reasons for behaviors and the standards by which a liberal and demo-
cratic polity should evaluate outcomes raises profound challenges, ones
that are sure to pit liberal against utilitarian and paternalistic values.
For example, if loss aversion is a powerful subjective reaction among
most people, should it be taken into account in evaluating public poli-
cies? Doing so would affect a substantial shift in favor of the status quo,
as the costs borne by losers would now be at double counted or more.
But addressing these questions would take us far afield.

Markets and States: A Post-Walrasian Comparison

Given that the rhetoric of the debate on planning versus laissez faire
was highly polarized, a remarkable conclusion was that markets and
states are difficult to distinguish from an allocative standpoint. F. M.
Taylor’s 1928 Presidential Address to the American Economic Associa-
tion opened with:

In the case of a socialist state, the proper method of determining what com-
modities shall be produced would be in outline the same as . . . [u]nder the
present economic order of free competitive enterprise. (Taylor 1929:1)

This unexpected similarity in systems of allocations results from the
complete information and complete contracting assumptions of most of
the participants in the debate. If everyone knew the same things (and
what they knew were admissible in court), and if there were no other
impediments to contracting, institutional differences would matter less.
You have already encountered Samuelson’s affirmation (in the epigraph
to chapter 10) of the Walraisan equivalence of worker-run and capital-
ist-run firms: if contracting is complete it indeed does not matter who
hires whom.3 This equivalence means that to understand the operational

3 This equivalence was shown formally by Sertel (1982), Fehr (1993), and Dow (1996).
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differences between conventional and worker-owned firms like the ply-
wood cooperatives mentioned in chapter 10, one must analyze the dif-
fering problems of contractual incompleteness that they encounter, and
their differing capacities to surmount them. The same conclusion holds
for comparisons of markets and states. As a result, the relevant compar-
isons are among imperfect institutional configurations. This attention to
the relative advantages and shortcomings of flawed institutions is a hall-
mark of the institutional economics of Ronald Coase and Oliver Wil-
liamson (1985) and goes back to Pareto, who, immediately after having
shown the equivalence of competitive and collectivist allocations in a
highly abstract model, introduced the idea of transactions costs: “A sec-
ond approximation will take account of the expense of putting the
mechanism of free competition in full play, and will compare this ex-
pense with that necessary for establishing some other new mechanism
society may wish to test” (Pareto 1896:500).

Which combination of market, state, and community is most success-
ful in addressing a given coordination problem depends on the underly-
ing technological and social facts that give rise to interdependence among
actors. For example, strong increasing returns in a production process
make both solitary production and market competition not only ineffi-
cient (because marginal cost pricing is not feasible) but also difficult to
sustain (because of the positive feedbacks generated by increasing re-
turns and the resulting winner-take-all aspect of the competitive pro-
cess). Institutions will affect four aspects of economic interactions. First,
institutions influence the distribution of information, the way in which
information can be acquired, hidden, shared, and used to enforce con-
tracts. Second, institutions in conjunction with a given distribution of
wealth differ in the assignment of decision-making power and residual
claimancy status among those participating in an interaction. Third, dif-
fering institutions and wealth distributions give rise to distinct patterns
of conflict of interest among parties to transactions. Finally, the institu-
tions governing a particular interaction will affect the preferences and
beliefs of the participants.

A capsule overview of the argument is the following: institutional
differences have important allocative consequences where conflicts of
interest exist among actors whose interdependence is not governed by
complete contracts. The coordination failures that arise in these situa-
tions may be attenuated by institutions that accomplish one or more of
the following desiderata. First, they may more closely align rights of
control and residual claimancy so that individuals own the results of
their actions, reducing the degree of effective interdependence. Second,
they may reduce the conflict of interest over noncontractible aspects of
a transaction among affected parties. Third, they may reduce the extent
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or importance of private information, allowing for more complete con-
tracting and more efficient bargaining.

Using these ideas to compare institutions (including communities)
will occupy the remainder of the chapter. What are the distinct capaci-
ties of markets, governments, and communities that might serve these
ends?

Adam Smith’s appreciation of the value of competitive markets is dis-
tinctively modern: markets make collusion difficult when competition is
socially beneficial. “People in the same trade seldom meet together,” he
wrote, “even for merriment and diversion, but the conversation ends in
a conspiracy against the public; or in some contrivance to raise prices”
(Smith 1937:128). If such conspiracies are to be effective in a market
setting, large numbers of actual and potential participants must cooper-
ate in what is a public goods game. As we saw in chapter 13, sustaining
cooperation in these situations through the threat of subsequent retalia-
tion and related strategies becomes exceptionally difficult as the num-
bers of participants rise. Thus, by increasing the number of “conspira-
tors” necessary to affect prices, competitive markets impede collusion in
a situation in which collusion is not socially beneficial.

The first attractive feature of markets is thus a result of the noncoop-
erative interactions that result from large numbers interactions. Market
competition is a means of inducing agents to make public the economi-
cally relevant private information they hold. It is often said that in mar-
kets people vote with their money, which is correct if what is meant is
not that markets are democratic but rather that it is costly to express a
preference in a competitive market system. Indeed, the only way to reg-
ister a preference in a market is to make a purchase, and the price at
which one is willing to purchase a good conveys what would otherwise
be private information, namely, that the good is worth at least as much
as the price paid.

Similarly, in a market interaction it is rewarding to reveal a produc-
tive capacity and costly to misrepresent the true costs of production. In
a competitive market equilibrium with non-increasing returns, profit-
maximizing producers will make goods available at their private margi-
nal cost of production, thereby revealing an important and otherwise
private piece of information. Those who “misrepresent” their produc-
tive capacities by offering goods at prices not equal to the marginal cost
will make lower profits than those whose prices convey the true costs.
In effect, market competition turns the pricing problem into an n-per-
son prisoner’s dilemma in which the n-producers have a common inter-
est in restricting output and “overstating their costs” by setting p � mc.
But if n is large, each firm has an incentive to defect by undercutting its
rivals, thereby revealing its true production conditions.
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By contrast to markets, in centralized nonmarket systems, producers
typically have an incentive to understate their productive capacities to
secure a lower production quota. Consumers similarly have an incentive
to overstate their needs hoping to establish a superior claim on goods
and services.

Second, where residual claimancy and control rights are closely aligned,
market competition provides a decentralized and relatively incorruptible
disciplining mechanism that punishes the inept and rewards high per-
formers. Markets are a way of increasing what biologists call selection
pressure: they have the effect of reducing the variance of performance and
hence (under suitable conditions) increasing average performance. The
substantial differences observed between high and low performers (chap-
ter 2) suggest that the process works imperfectly, but also that when it
does work, the resulting effects on productivity can be significant.

The disabilities of markets are related to their strengths. Markets, it is
said, impose hard budget constraints on the relevant actors, but they do
this only when decision makers own the results of their decisions. How-
ever, because contractual opportunities are dependent on wealth and for
other reasons, residual claimancy and control are often misaligned; as a
result, the disciplining process is often poorly targeted. A job well done
need not benefit an employee who is paid a fixed wage. A plant closing,
to take another example, will eliminate the job rents of hundreds of
workers; but it need not punish those responsible for the losses that
induced the shut-down. Moreover, even where control over noncontract-
ible actions and residual claimancy over a project’s income stream are
unified, environmental externalities and other external effects carry the
consequences of actions taken by the decision maker far beyond the
reach of contracts.

By contrast to markets, states may attenuate coordination failures by
their ability to allow and often compel individuals to interact cooper-
atively in situations where noncooperative interactions are inefficient.
The comparative advantage of governments is in the production of
rules: states alone have the power to make and enforce universal com-
pliance with the rules of the game that govern the interaction of private
agents. Where individuals face prisoners’ dilemma–like situations or
other coordination problems in which the autonomous pursuit of indi-
vidual objectives leads to an undesirable outcome, the state may provide
or compel the coordination necessary to avert this outcome. Services
that governments can perform well that communities and markets often
cannot include the definition, assignment, and enforcement of property
rights, the provision of public goods, the regulation of environmental
and other external or “spillover” effects, the regulation of natural mo-
nopolies, the provision of some forms of insurance, and macroeconomic
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regulation. Less obvious cases include equilibrium selection: where mul-
tiple equilibria exist, a one-time state intervention may be able to im-
plement the socially desirable equilibrium. Basu and Van (1998), for
example, show that a one time ban on child labor could displace an
equilibrium constituting a kind of poverty trap and induce a movement
to another equilibrium in which the children and their families would
all be better off.

The state addresses prisoners’ dilemmas in a manner diametrically
opposed to that of markets. Competitive markets hinder the formation
of cartels and other forms of collusion by providing incentives for defec-
tion, while the state can induce cooperation by impeding defection.
Since both defection and cooperation are desirable under different cir-
cumstances, markets and states serve complementary roles in solving
coordination problems. The state prevents defection by compelling par-
ticipation in exchanges that would not be voluntarily chosen by eco-
nomic agents acting singly—for example, cooperating in a prisoner’s
dilemma situation. This capacity to force compliance can contribute to
the solution of coordination problems even where individuals have in-
formation that is private and therefore inaccessible to the state.

An example involving the availability of some kinds of insurance il-
lustrates this principle. Before they have learned the capacities, health
status, and the special risks they face as individuals, all members of
a population might prefer to purchase insurance. But after they have
learned their own special position, those with a low probability of col-
lecting on the insurance will not be willing to purchase it since they
would be subsidizing those with a high probability of collecting. Thus
the low-risk people would drop out of the market and the price of the
insurance would be too high for the high-risk people. Since before ob-
taining specific knowledge of their own risk position, all would have
been willing to purchase the insurance, and since it is unavailable on
the market, there is a clear market failure. By providing the insurance
and compelling all agents to pay for it, the state overcomes this market
failure.

Other examples have been provided in the previous chapters. Imple-
menting the social optimum curfew in chapter 6 may require the city
planner to set a curfew (and then let the Deadhead and the sleepyhead
use their private information to make Pareto improvements over this
mandated curfew through Coasean bargaining). In chapter 9 we saw
that starting from an assignment of property rights in competitive equi-
librium, a redistribution of wealth by governmental fiat could enhance
both Pareto-efficiency and technical efficiency. Other, less transparent
examples can be given: by conferring the right to collectively bargain on
employees, the under-provision of on-the-job amenities and the oppor-
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tunities for arbitrary use of short side power demonstrated in chapter
10 may be attenuated.

The state, however, has several weaknesses as a governance structure.
The first is state officials’ lack of access to private information held by
producers and consumers. The second is the mirror image of the first:
the lack of access by voters and citizens (assuming a democratic polity)
to the private information held by state officials. In this case, the agent
(the state) is only weakly accountable to the principals (the citizens).
The same arguments showing that first-best solutions are generally un-
attainable in principal-agent relationships in private exchange apply
here as well. The third shortcoming of the state as a governance struc-
ture is that there exists no ideal system of making decisions that are
binding on large numbers of people. Because there is no consistent dem-
ocratic way to aggregate individual preferences into consistent social
choice criteria, the results of majority rule and other voting mechanisms
depend critically on who controls the voting agenda. Moreover, unlike
markets, voting schemes have difficulty representing the intensity of
preferences for different goods or social outcomes. Finally, where gov-
ernment intervention suppresses market outcomes, economic actors
privileged by the intervention earn rents—incomes above their next best
alternative. Thus groups will engage in rent-seeking behavior, attempt-
ing to influence it to intervene on their behalf rather than for another
group or the public at large, thereby wasting resources and distorting
policy outcomes.

As in the case of markets, these weaknesses derive from the state’s
unique capacities. To compel while preventing exit requires that the
state be universal and unchallenged in some spheres. This universality
of the state makes it difficult to render the state accountable by subject-
ing it to the competitive delivery of its services. Moreover, the inability
of voting schemes to aggregate preferences in a consistent manner re-
quires that nonelectoral ways of influencing collective decision mak-
ing—including interest group activities—must be available as correc-
tives. But it is difficult to regulate the rent-seeking activity directed
toward these nonelectoral processes without corrupting democratic pro-
cedures. Of course, states can be made more accountable by fostering
competition among local governments, other public agencies, and pri-
vate bodies, by ensuring competition among autonomous parties and
civil liberties so as to foster the careful monitoring of the actions of
state officials, by subjecting elected and administrative positions within
the state to well-designed incentives, and by limiting the state’s actions
to those that cannot be regulated in a more accountable manner by
some other governance structure.
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Community Governance

To Marx and other nineteenth-century modernists, “community” was
the antithesis of markets, representing an anachronistic remnant of feu-
dal times, destined to be swept away by the requirements of economic
progress or, as Marx and Engels (1978:475) put it, by the “icy water of
egotistic calculation.” The inertial character of community governance
was affirmed by economic historians who, like Marx, pointed to the
restrictions placed on individual initiative and the poorly defined prop-
erty rights associated with the collective decision making required by
the open field system of agriculture that prevailed in England and many
parts of early modern Europe. Agricultural productivity, according to
this view, was held back until the common lands were enclosed and
assigned to private owners, as they were in England in the late eigh-
teenth century. But this staple of economic instruction has been over-
turned by quantitative economic historians during the past generation.
A leading contributor to the new literature, Robert Allen (2000:43, 50)
writes:

[T]he open fields were an efficient institution for meeting the needs of small
scale, grain growing farmers. These needs included diversification against . . .
risk . . . and increasing agricultural productivity . . . Enclosure explains nei-
ther the productivity advantage that England enjoyed over other countries c.
1800 nor the rise in efficiency that had occurred since the middle ages.

The communities governing the open field system used local informa-
tion and peer pressure to foster innovation and solve the allocational
problems arising through the unavoidable interdependence of the farmers.
In contrast to the farmers in Palanpur whose inability to coordinate an
optimal early planting of their crops provided the introduction to chap-
ter 1, in Taston, England, in 1703 “three fieldmen were chosen on the
first of each year to establish the dates when [crops] would be planted,
when animals would graze and to enforce the maintenance provisions”
(Allen 2000:58).

Recent historical research has also demonstrated the importance of
community-based governance in handling the incentive problems associ-
ated with incomplete credit contracts in nineteenth-century German
banking (Banerjee, Besley, and Guinnane 1994). Community-based gov-
ernance plays a central role in many sectors of the modern economy,
from the development and distribution of open source software to the
role of ethnic networks in the mobilization and allocation of credit among
motel owners in the United States. Thus, far from a vestigial remnant of
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the past, community governance has survived due to its ability to attenu-
ate the incentive problems arising in contemporary economies.

Communities sometimes solve problems that both states and markets
are ill-equipped to address, especially where the nature of the social
interactions or the goods and services being transacted preclude com-
plete contracting. An effective community monitors the behavior of its
members, thereby making them accountable for their actions. Commu-
nity governance relies on dispersed private information that is often un-
available to states, employers, banks, and other large formal organiza-
tions to apply rewards and punishments to members according to their
conformity with or deviation from social norms. In contrast to states
and markets, communities effectively foster and utilize the incentives
that people have traditionally deployed to regulate their common activ-
ity: trust, solidarity, reciprocity, reputation, personal pride, respect, ven-
geance, and retribution, among others.

Several aspects of communities account for their unique capacities as
governance structures. First, in a community, the probability that mem-
bers who interact today will interact in the future is high, and thus there
is a strong incentive to act in socially beneficial ways now to avoid
retaliation in the future. Second, the frequency of interaction among
community members lowers the cost and raises the benefits associated
with discovering more about the characteristics, recent behavior, and
likely future actions of other members. The more easily acquired and
widely dispersed this information, the more will community members
have an incentive to act in ways that result in collectively beneficial
outcomes. Third, communities overcome free-rider problems because
their members directly punish anti-social behaviors. Monitoring and
punishment by peers in work teams, credit associations, partnerships,
local commons situations, and residential neighborhoods is often an ef-
fective means of attenuating incentive problems that arise where indi-
vidual actions affecting the well-being of others are not subject to en-
forceable contracts.

But how might communities enforce such norms in the absence of the
state’s judicial apparatus? Recall that Alchian and Demsetz (1972) sug-
gest that residual claimancy should be assigned to an individual desig-
nated to monitor team members’ inputs, thus providing incentives for
the (noncontractible) activity of monitoring itself, while addressing the
members’ incentive to free ride by the threat of dismissal by the moni-
tor. (I explained in chapter 10 the underlying assumptions underlying
this argument.) Another well-known solution is provided by Hölm-
strom (1982) who models a principal multi-agent relationship in which
efficiency or near-efficiency is achieved through contracts that make in-
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dividual team members residual claimants on the effects of their actions
without conferring ownership rights on them. Hölmstrom’s solution is
infeasible, however, when there are significant stochastic influences on
the level of performance of the team, team members have limited
wealth, and capital and insurance markets are imperfect.

These explanations have in common that individuals are treated as
self-interested. By contrast, many behavioral scientists outside of eco-
nomics have sought to explain communities by relations of altruism,
affection, and other non-self-regarding motives. Many of these ap-
proaches, however, have treated the community organically without in-
vestigating whether or not the problem-solving capacities claimed for
communities are consistent with the fact that individual members are
pursuing their own interests (whether self-regarding or not). As a result,
some treatments—like Marx’s—represent community governance as an
anachronism based on collectivist behavioral habits that will be eroded
over time and replaced by individual choice. However, we saw in chap-
ters 3 and 4 that motives of reciprocity, shame, generosity, and other
social preferences can provide the behavioral foundations of a model of
mutual monitoring that avoids these shortcomings. The public goods
with punishment experiment and the model presented there indicate
that under favorable institutional circumstances and with sufficiently
many members motivated by social preferences, high levels of voluntary
provision of public goods can be sustained.

Like markets and governments, communities also fail. The personal
and durable contacts that characterize communities require them to be
of relatively small scale. A preference for dealing with fellow members
therefore often limits their capacity to exploit gains from trade on a
wider basis. Moreover, the tendency for communities to be relatively
homogeneous may make it impossible to reap the benefits of economic
diversity associated with strong complementarities among differing
skills and other inputs. Neither of these limitations is insurmountable.
By sharing information, equipment, and skills, for example, the Japa-
nese fishermen (mentioned above) exploited economies of scale unat-
tainable by less cooperative groups, and reaped substantial benefits
from the diversity of talents among the membership. Similarly, coopera-
tion in the local business networks in what is called “the third Italy”
along with their associated local governments allow otherwise unviably
small firms to benefit from economies of scale in marketing, research,
and training, allowing their survival in competition with corporate gi-
ants. But compared to bureaucracies and markets, which specialize in
dealing with strangers, the limited scope of communities often imposes
inescapable costs.
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A second community failure is less obvious. Where group member-
ship is the result of individual choices rather than group decisions, the
composition of groups is likely to be more culturally and demograph-
ically homogeneous than any of the members would like, thereby de-
priving people of valued forms of diversity. The model of residential
segregation in chapter 2 showed that if individuals sort themselves
among communities, there will be a strong tendency for communities to
end up segregated by race even if this is an outcome that no individual
prefers. In cases such as this, integrated communities would make ev-
eryone better off, but they will prove unsustainable if individuals are
free to move.

When insider-outsider distinctions are made on divisive and morally
repugnant bases such as race, religion, nationality, or gender, commu-
nity governance may contribute more to fostering parochial narrow-
mindedness and ethnic hostility than to addressing the failures of mar-
kets and states. The problem is endemic. Communities work because
they are good at enforcing norms, and whether this is a good thing
depends on what the norms are. The recent resistance to racial integra-
tion by the white residents of Ruyterwacht (near Cape Town), is as
gripping an account of social capital in action as one can imagine (Jung
2001). Even more striking is Dov Cohen’s (1998) study of U.S. regional
differences in the relationship between violence and community stabil-
ity. Nisbett and Cohen (1996) described a “culture of honor” that often
turns public insults and arguments into deadly confrontations among
white males in the U.S. South and West, but not in the North. Cohen’s
research confirms that in the North, homicides stemming from argu-
ments are less frequent in areas of higher residential stability, measured
by the fractions of people living in the same house and the same county
over a five-year period. But this relationship is inverted in the South and
West, residential stability being positively and significantly related to the
frequency of these homicides where the culture of honor is strong.

Thus, over some range of governance problems, communities contrib-
ute to the desiderata outlined above: aligning control and residual claim-
ancy through the punishment of those inflicting costs on other group
members, making information less private by providing incentives to
establish reputations through consistent behavior, and reducing the de-
gree of conflict of interest over noncontractible aspects of exchange
through the provision of division rules and other norms capable of
working even when property rights are not well defined. These reasons
may help explain why communities, long dismissed by social scientists
as anachronistic remnants of an earlier era, have not been eclipsed by
markets and the state.
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The ability of communities to address coordination problems depends
on the types of property rights in force and their distribution among the
population. Where community members are not residual claimants on
the results of their actions, there may be little incentive to engage in the
forms of sanctioning and reputation building we have stressed. Among
the Chicago neighborhoods mentioned at the outset, for example, where
most residents are renters rather than home owners collective efficacy
was significantly lower. This may be due to the fact that, if some mem-
bers of a group are vastly more wealthy than others, shared norms may
be difficult to maintain, and the punishment of noncooperative actions
may lack effectiveness or credibility. For similar reasons, the distinctive
capacities of communities are likely to be undermined where the costs
of exit are very asymmetrical, for instance when some members have
attractive outside options and others do not. In short, the effectiveness
of communities depends on the assignment of property rights and on
individuals’ outside options.

In this respect communities are not unlike markets. The allocational
efficiency advantage of the decentralization of control rights (either the
extensive use of markets or community-based governance systems) lies
in placing decision making in the hands of those who have relevant
information that others lack. For this to be beneficial, the holders of
private information must be residual claimants on the results of their
actions. On efficiency grounds, decentralization to individuals through
use of markets is favored over decentralization to communities in cases
for which contracts are relatively complete and enforceable at low cost
and hence in which interests may conflict without generating coordina-
tion failures. Decentralization to communities is favored where com-
plete contracting is precluded but where low levels of conflict of interest
within the community and other aspects of community structure facili-
tate the transmission of private information and mutual monitoring
among community members. William Ouchi (1980) suggests that where
neither complete contracting nor informal community-based enforce-
ment is possible and where conflicts of interest are significant, bureau-
cratic organization results, the modern conventional firm being his ex-
ample. Thomas Schelling (1960:20) put the same point more colorfully:

[W]hen trust and good faith are lacking and there is no legal recourse for
breach of contract . . . we may wish to solicit advice from the underworld,
or from ancient despotisms, on how to make agreements work.

Most economic interactions are governed by a heterogeneous set of
formal and informal rules reflecting aspects of markets, states and com-
munities. Some combinations work better than others.
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Institutional Complementarities and Crowding Out

For concreteness I will begin with two examples.
The lobster fishermen on the coast of Maine have for decades regu-

lated their catch by limiting access to a defined fishing territory. Only
those belonging to a particular so-called harbor gang—those fishing
from a particular harbor who have been granted membership—are by
local custom allowed to set their traps in the territory (Acheson 1988).
Boundary violators are likely to find the buoys cut from their traps,
which are then impossible to locate. Intruders have been fired upon.
Infringements of environmental regulations or violations of the norms
of the gang are also sanctioned by other gang members. In recent years,
the State of Maine has formalized the gang system by recognizing the
territories of the harbor gangs and setting up democratically elected
councils with powers to regulate limits on number of traps and numbers
of days fishing. State officials occasionally intervene when conflicts ex-
ceed the enforcement capacities of the local communities, as they did
during the near collapse of the fishery during the 1920s, or when vio-
lence between gangs erupts. But the State employs only six officers to
enforce environmental regulations along the entire 4342-mile coastline
and to oversee the fishing of 6,800 lobstermen. In recent years, fishing
yields have grown and the lobstermen have prospered.

The relationship between the harbor gangs and the state of Maine
illustrate institutional complementarity. The effectiveness of the state’s
regulations is greatly enhanced by their informal enforcement by the
gangs, while the gang’s effectiveness is conditioned on the availability of
the state as the enforcer of last resort. Another example of institutional
complementarity are the symbiotic effects of trade unions (regulating
labor effort) and macroeconomic regulation (reducing volatility of de-
mand for labor) in underpinning the Pareto-improving effort-wage bar-
gains modeled in chapter 8.

The mismanagement of the Himalyan forests of Kamaun and Garh-
wal districts in Uttar Pradesh, India, provides a sharp contrast to the
success of the harbor gangs.4 Before the twentieth century, large well-
defined tracts of forests were considered the exclusive property of each
village. Access was regulated by the village panchayats; should unau-
thorized outsiders remove forest products, fighting might break out or
fines be levied. To this point forestry management resembled the decen-
tralized regulation by Maine’s harbor gangs. But during the First World
War, the British colonial administration took over the forestry manage-

4 This account is based on Sethi and Somanathan (1996) and Somanathan (1991).
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ment, seeking to meet the demand for railroad ties and other wood
products. The colonial intervention disrupted the regulation by the local
communities and evoked incendiary protests that destroyed large stands
of pine. The government, in retreat, awarded access to the less valuable
forests to “all bona fide residents of Kumaun” thereby obliterating the
traditional boundaries of village forests and making local regulation vir-
tually impossible. For example, in 1932 a group of villagers from Pap-
dev prevented their neighbor, Jeet Lal, from harvesting grass from the
forest, because he had not contributed to the construction of fencing for
the grass preserve. Jeet Lal took his neighbors to court and they were
fined, the punishment being upheld on appeal because, according to the
new regulations, Jeet Lal had an unconditional right of access.

The government’s destruction of the community’s capacity to regulate
access illustrates the opposite of complementarity, namely, institutional
crowding out. This occurs when the presence of one institution under-
mines the functioning of another. Another example of crowding out
comes from nearby Palanpur (also in Uttar Pradesh) where the exten-
sion of the labor market (and increased geographical mobility) appears
to have reduced the costs of exit and hence the value of one’s reputa-
tion, with the effect that the informal enforcement of lending contracts
has been undermined (Lanjouw and Stern 1998:570). The counter-pro-
ductive imposition of fines to deter tardiness at the daycare centers in
Haiffa (chapter 3) is another example of crowding out: using a market
mechanism (the fine) seems to have undermined the parents’ sense of
personal obligation to avoid inconveniencing the teachers.

Experiments confirm that crowding out may be a common problem.
To explore the effects of explicit incentives, Fehr and Gaechter (2000a)
designed a gift exchange game in which principals (employers) make a
wage offer with a stipulated desired level of effort on the part of the
agent (worker). The agent may then choose an effort level, with costs to
the agent rising in effort. In the “trust” treatment, the interaction ends
there, but in the “incentive” treatment, following the agent’s choice of
an effort level, the employer may fine the worker if the worker’s effort
level is thought to be inadequate. By contrast with the trust treatment,
the incentive treatment links pay to performance and hence represents a
more complete contract. In this experiment, the total surplus from the
interaction is the principal’s profits plus the agent’s wage minus the cost
of effort (and the fine, where applicable).

In the trust treatment, a self-regarding agent would choose the mini-
mum feasible level of effort irrespective of the principal’s wage offer,
and, anticipating this, a self-regarding principal would offer the mini-
mum wage. Experimental subjects did not conform to this expectation:
employers made very generous offers and workers’ effort levels were
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strongly conditioned on these offers, high wages being reciprocated by
high levels of effort. The introduction of explicit incentives had a dra-
matic effect: average effort levels by agents were substantially lower.
Only for very low wage offers did the explicit incentives elicit (mar-
ginally) higher levels of work. For relatively generous wage offers, the
effort performed with explicit incentives was about a third the level
performed in their absence.

The experiment was constructed so that had subjects responded opti-
mally on the basis of self-regarding preferences, the surplus would have
been more that twice as great under the incentive treatment as under the
trust treatment. But the total surplus was higher in the trust treatment,
by 20 percent in those cases in which the principal offered a contract
such that the expected fine for shirking exceeded the cost of working (so
that the no-shirking condition was fulfilled), and by 53 percent where
the principal’s contract did not meet the no shirking condition. 

A striking result of this experiment emerges if we compare the distri-
bution of the surplus under the trust treatment and the incentive treat-
ment. In the incentive treatment (confining our attention to the cases in
which the principal’s contract fulfilled the no shirking condition), profits
are more than double the profits in the trust treatment, while the net
payoffs to the agent are less than half. The incentive treatment allowed
employers to save enough in wage costs to offset the reductions in work
effort. Summarizing this result, Fehr and Gaechter (2000a:17) write,
“The incentive opportunities in the incentive treatment allow principals
to increase their profits relative to the trust treatment, but . . . this is
associated with an efficiency loss.”

Similar results occurred in a field experiment in Colombia conducted
by Juan Camilo Cardenas (Cardenas, Stranlund, and Willis 2000). The
experiment, a variant of the public goods game, captured the logic of a
common pool resource extraction problem—degradation of a nearby
forest—faced by the rural people who participated. In the absence of
explicit incentives the subjects selected extraction levels not far above
the social optimum and much less than the Nash equilibrium level based
on individual optimization with self-regarding preferences. But when
monitoring of the subjects’ extraction levels (by the experimenter) and
the prospect of a fine for over-extraction were introduced, subjects ex-
tracted more rather than less. After a few rounds, their extraction levels
approximated the Nash equilibrium level (taking account of the fine).
Like the fine imposed on the tardy Haifa parents, the effect of “improv-
ing” the incentive structure apparently was to diminish the salience of
the other-regarding motives that had been in force in the absence of the
incentives.

A final experiment may provide some insight into how crowding out
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works (Frohlich and Oppenheimer 1992). Subjects played five-person
public goods games under two conditions: one group played the stan-
dard contribution game and the other played a modified (veil of igno-
rance) game in which a randomized assignment of payoffs made it opti-
mal to contribute the maximal amount to the public good. Half of the
subjects (in each treatment) were allowed to engage in discussion before
each play (of course, the discussion should have had no effect on the
outcome of the standard game, as the dominant strategy is to contribute
nothing). After eight rounds of play, another eight rounds were con-
ducted, this time with the same groups but with all playing the standard
game. Among those who had been permitted discussion, those who had
experienced the incentive-compatible (veil of ignorance) game contrib-
uted significantly less in the final eight rounds, and (in subsequent ques-
tionnaires) expressed less concern with questions of fairness.

The authors’ explanation is that the incentive-compatible mechanism
rewarded those contributing to the public good, thus making self-inter-
est a good guide to action, while those experiencing the standard game
gained high payoffs only to the extent that they evoked considerations of
fairness as a distinct motive among their group-mates. They conclude:

The failure of the . . . [incentive-compatible] mechanism to confront subjects
with an ethical dilemma appears to lead to little or no learning in ethical
behavior in the subsequent period. . . . It is an institution, like other incentive
compatible devices, which can generate near optimal outcomes. . . . However
from an ethical point of view it is not only unsuccessful as pertains to subse-
quent behavior; it appears to be actually pernicious. It undermines ethical
reasoning and ethically motivated behavior. (Frohlich and Oppenheimer
1992:44)

Fehr and List (2002) offered a different interpretation of counter-pro-
ductive incentives found in their trust experiments with Costa Rican
businessmen. They found that the highest level of trustworthiness was
elicited when the principal was permitted to fine the agent for untrust-
worthy behavior, but declined to use it, evidently a signal by the princi-
pal of trusting behavior that was then reciprocated by the agent. By
contrast “explicit threats to penalize shirking backfire by inducing less
trustworthy behavior.” They conclude that: “the psychological message
that is conveyed by incentives—whether they are perceived as kind or
hostile—has important behavioral effects.”

Experiments by psychologists have demonstrated conditions under
which extrinsic rewards (to use their terminology), such as monetary
payment for performance of a task, may diminish one’s intrinsic mo-
tivation to do the task (Deci, Koestner, and Ryan 1999). These crowd-
ing-out effects appear for interesting rather than boring tasks and when
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the reward is expected in advance and closely tied to the task perfor-
mance. One may conclude that performance-based pay in workplaces
may diminish employee’s motivation to do tasks that they initially found
intrinsically interesting or challenging. But the evidence is also consis-
tent with an important role for explicit (extrinsic) incentives in motivat-
ing individuals to do tasks in which they have little intrinsic interest
(namely, a great many jobs in modern economy).

Conclusion: Mandeville’s Mistake

Implementation theory is a branch of economics that studies the ways
in which privacy-preserving contracts and decision rules—in short, con-
stitutions—can lead individuals with self-regarding preferences to im-
plement (as a Nash equilibrium) an outcome not sought by any of the
individual participants but which by some measure is socially valued.
The methods of contemporary implementation theory are new, but the
idea goes back to Mandeville’s radical conjecture (in the epigraph to
chapter 2) that interactions could be structured so that “The worst of
all the Multitude Did something for the Common Good.” This objec-
tive of harnessing indifferent motives to elevated ends has been central
to constitutional thinking ever since. Recall that David Hume (in the
epigraph for chapter 3) recommended the maxim that “in contriving
any system of government . . . every man ought to be supposed to be a
knave and to have no other end, in all his actions, than private inter-
est.” But the above examples of institutional complementarity and
crowding out suggest the effectiveness of policies and laws may depend
not solely on their capacity to recruit selfish ends to social purposes but
also on the preferences they induce or evoke. Albert Hirschman
(1985:10) pointed out that economists propose

to deal with unethical or antisocial behavior by raising the cost of that behav-
ior rather than proclaiming standards and imposing prohibitions and sanc-
tions. The reason is probably that they think of citizens as consumers with
unchanging or arbitrarily changing tastes in matters civic as well as commod-
ity-related behavior. . . . A principal purpose of publically proclaimed laws
and regulations is to stigmatize antisocial behavior and thereby to influence
citizens’ values and behavioral codes.

As we have just seen, raising the cost of an anti-social behavior and
other explicit incentive-based devices may actually do harm. There is
thus a norm-related analogue to the second best theorem of welfare
economics: where contracts are incomplete (and hence norms may be
important in attenuating market failures), more closely approximating
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idealized complete contracting markets may exacerbate the underlying
market failure (by undermining socially valuable norms such as trust or
reciprocity) and may result in a less efficient equilibrium allocation. A
constitution for knaves may produce knaves.

The fact that institutions and preferences coevolve suggests an impor-
tant (if difficult) extension of implementation theory and a modification
of the Humean maxim. In seeking to implement a socially desired out-
come, one must check that the preferences necessary to implement the
outcome are sustainable under the policies, contracts, or rules used
in the implementation. The problem is more difficult than Hume sug-
gested, not only because preferences are endogenous but also because,
as we saw in chapter 3, populations are heterogeneous and individuals
are versatile. The problem, then, is not to find a way to induce a homo-
geneous population of self-regarding individuals to implement a socially
desirable outcome. Rather, it is to devise rules such that in cases in
which cooperation is socially desirable, individuals with other-regarding
preferences will have opportunities to express their pro-sociality in ways
that induce all or most to cooperate, as in the public goods with punish-
ment experiments discussed in chapter 3. And in situations in which
competition rather than cooperation is essential to socially valued out-
comes, the task is exactly the opposite.

Providing practical guidance on how this might be done is one of the
major challenges to contemporary studies of economic institutions and
behavior. Modern microeconomics has demonstrated the important
contribution that well-defined property rights can make in meeting this
challenge. In his Nobel Prize lecture Ronald Coase expressed this posi-
tion succinctly:

It is obviously desirable that these rights should be assigned to those who can
use them most productively and with incentives that lead them to do so and
that, to discover (and maintain) such a distribution of rights, the costs of their
transference should be low, through clarity in the law and by making the legal
requirements of such transfers less onerous. (Coase 1992:718)

But modern microeconomics also shows that well-defined and easily
transferred property rights are unattainable in important arenas of eco-
nomic interaction—in labor and credit markets, in neighborhoods, in
adherence to socially valuable norms including the rule of law, and in
the production and distribution of information, for example. In these
cases, the government can contribute to economic performance through
the direct assignment of property rights, rather than simply by facilitat-
ing their private exchange. Robert Frost’s “Good fences make good
neighbors” is the epigraph for the chapter entitled “Utopian Capital-
ism.” But the New England poet’s point was quite the opposite, namely,
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that his curmudgeonly neighbor’s embrace of well-defined property
rights may be unwarranted. Here is some of the rest of the poem:

He only says, “good fences make good neighbors.”
. . . Why do they make good neighbors? Isn’t it
Where there are cows? . . .
Before I build a wall I’d ask to know
What I was walling in or walling out,
And to whom I was like to give offense.
Something there is that doesn’t love a wall, That wants it down.
He moves in darkness as it seems to me,
Not of woods only and the shade of trees.
And he likes the thought of it so well
He says again, “Good fences make good neighbors.”

(Frost 1915:11–13)

Neighborliness may also be necessary where good fences fail. From
Mandeville to Arrow and Debreu, economic thinkers have sought to
devise property rights and other rules that would induce self-regarding
individuals to implement socially desirable aggregate outcomes. Of par-
ticular interest has been the question, under what conditions will the
competitive exchange of well-defined property rights among self-regard-
ing individuals result in an outcome that is in some sense optimal. In
light of the importance of self-interest in human motivation, the insights
produced by this three-century-long tradition are a major contribution
to science and to public policy. But as we now know, thanks to the
Fundamental Theorem, the invisible hand requires complete contracting
and nonincreasing returns, and these do not describe, even approx-
imately, any known economy.

The project that began with the Fable of the Bees may be of even less
practical relevance in the future. The reason is that the technologies and
social interactions of the modern economy increasingly depart from
these canonical assumptions. Direct noncontractual interactions with
positive feedbacks arise increasingly in modern economies, as informa-
tion-intensive team production replaces assembly lines and other tech-
nologies more readily handled by contract, and as difficult to measure
services usurp the preeminent role—as both outputs and inputs—once
played by measurable quantitites like kilowats of power and tons of
steel. Danny Quah (1996) calls the modern system of production “the
weightless economy.” The key characteristics of the information-inten-
sive economy are generalized increasing returns, with near zero margi-
nal costs in many cases, along with the fact that most information is
either not subject to complete and enforceable contracts, or will be inef-
ficiently allocated if it is. Kenneth Arrow (1999:162, 156) writes that
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information is a fugitive resource . . . we are just beginning to face the con-
tradictions between the systems of private property and of information acqui-
sition and dissemination. . . . [We may see] an increasing tension between
legal relations and fundamental economic determinants.

The information-intensive economy of the future may more closely
resemble the economy of the mobile foraging band in human prehistory,
rather than the economy of grain and steel that displaced it. Pursuing
good ideas with practical applications is a costly and uncertain proj-
ect, much like hunting large game. Success is rare, but its fruits are im-
mensely valuable. The private appropriation of the prize is both difficult
to accomplish and socially wasteful, for the foregone benefits to the
those excluded from access to the prize far outweigh the gains to the
individual appropriator to be had by excluding others. A new drug or a
new software application is not so different in this respect from an ante-
lope. Thus it is not surprising that the system of prestige and norms of
sharing in some parts of the modern information-intensive economy—
those involved in open source software, for example—in many ways
parallel the culture of the foraging band.

The challenges laid out by Arrow are not likely to be addressed sim-
ply by greater precision in the definition of private property rights. It
appears equally utopian to think that national governments would (or
even could) devise centralized solutions to these problems. A comple-
mentary configuration of market, states, and community governance
may be the best hope for mobilizing the heterogeneous and versatile
capacities and motives of people to address these dilemmas, to better
harness the potential of expanding knowledge to the objective of human
betterment, and thereby to make good what Alfred Marshall a century
ago identified as the promise of economic studies.




