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Preface

We ar e al l familiar wit h metropolita n area s in which th e centra l city, while
gaining some high-rise buildings, has a stagnant population an d an increasing
proportion o f poor people a t the same time that the suburbs are growing and
prosperous. To a  degree, moder n economics is like such a metropolitan area .
Magnificent a s we believ e th e skyscraper s at th e cente r o f economics are , in
most American universities the number of economics majors has declined, the
proportion o f economics major s who go on to graduate work in the discipline
has fallen, an d the job marke t for those who hav e earned a doctorate in eco-
nomics has tightened. In macroeconomics, no single paradigm has generated
the professional consensus that characterizes successfu l science. In most parts of
economics, contrary  t o popula r belief , economist s usuall y agree . Economi c
quackery nonetheless often command s more attention from, the press and the
politicians tha n th e bes t economics , an d government s ofte n choos e publi c
policies that economists know to be absurd.

At th e sam e time , th e suburb s o f economic s ar e expandin g rapidly i n all
directions. I n th e stud y o f politics , economist s an d politica l scientist s usin g
economics-type method s hav e ha d a n extraordinar y influence . They hav e
created the substantial and growing field variously called collective (or public or
social) choice, neoclassical political economy, or positive political theory. In the
study of law, ideas from, economics have been the single most important source
of intellectual change and "law and economics" ha s become a  major field. In
economic history, the quantitative and theory-inspired approach of economics
has, partly through "cliometrics, " had a profound influence. In sociology, eco-
nomies ha s ha d a  smalle r bu t growin g influenc e throug h "rationa l choic e
sociology" and economists' studies of demography, the family, and crime. Some
economists have begun to study not only the prices, quantities, and fluctuations
that the y have traditionall y studied, but als o the governanc e structures and
dispute-resolution mechanism s o f societies . Th e labe l "Ne w Institutiona l
Economics" is sometimes applied to this last type of study and (for lack of any
agreed-upon label) sometimes to the suburbanization of economics as a whole.
The influenc e in other socia l science s o f the economist' s deductiv e styl e of
thinking and sensitivity to quantities has been so fundamental and wide ranging
that we are beginning to see a theoretical integration of the social sciences under
one overarching paradigm.

Some supporter s o f this intellectual unification call i t "economic imperial-
ism." Thi s i s a  labe l that , fo r several , reasons , w e reject . An empire i s held
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together b y th e armed  force s o f th e governmen t tha t control s it , bu t th e
intellectual integration that we observe comes from voluntary interaction and
free choice . The empire s of recent centuries have mainly involved. European
domination o f other peoples , but th e intellectua l integration tha t thi s boo k
describes ha s n o racia l o r ethni c dimension . Imperia l countrie s ofte n hav e
higher incomes and rates of advance than the areas they colonize, but no such
relationship holds for the economics of the central city and the suburbs. Thus ,
the analogy with imperialism, is inapt. The essays in this volume show that, just
as the outward expansion of metropolitan area s is due mainly to advances in
technologies for transportation an d communication, s o the widening ambit of
economics and the increasing integration of the social sciences are due mainly
to intellectual advances that extend the reach of our minds.

The chapters in this book illustrate the intellectual advances that are broad-
ening economic s an d integratin g th e socia l sciences . The y illustrat e thes e
advances in almost all of the fields in which they are occurring. This book was
inspired in part by the belief that just such a book on the broader economics o r
integrated socia l scienc e was needed—an d tha t i t woul d tak e a  number o f
experts in different fields to illustrate the wide range of work being done.

This boo k wa s also inspired in part b y accidenta l development s tha t con -
tribute to the book's unity and account for an idiosyncratic feature that should
not be concealed from prospective readers. The fortuitous developments began
when Mancu r Olso n presente d som e lecture s an d seminar s a t variou s eco -
nomics department s an d researc h institute s i n India . In thes e presentation s
Olson set out hi s own versio n of the not-so-disma l science. Indi a wa s a lucky
setting. The sad reality that there are literally hundreds of millions of impover-
ished people in that country can give debates there about economics an urgent
practical focus tha t they do not alway s have elsewhere. At the same time, the
customary focus on India's overpopulation an d on its shortages of capital and
other resources—and the harshness of the tradeoffs that appear to be inherent
in an y allocatio n o f suc h scarc e resources—-ca n sometime s giv e economi c
discussions a  dismal aspect .

Now consider shiftin g th e focus from capital and other resources—usuall y
taken to be more or less given in quantity—toward the quality of governance.
In the suburbs of economics, governance is a focus, but no t i n the cit y center .
The world has trillions of dollars of capital whose owners would dearly like to
receive th e highe r returns tha t ar e attainable , if governance i s good, wher e
capital is scarce. It is the shortcomings of the economic policies and institutions
of the capital-shor t countries o f the worl d tha t keep investor s an d portfoli o
managers fro m puttin g muc h capita l there . A s w e shal l late r see , thes e
shortcomings als o blight the productivit y o f the indigenou s resource s o f th e
poor countries . Olso n argue d i n Indi a (a s in Chapte r 1  of thi s book ) tha t
governance is a decisive determinant of economic performance, and that, with
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the righ t economi c policie s an d institutions, countrie s a s poor a s India could
grow a t ver y rapi d rates and becom e develope d nation s fa r soone r tha n is
usually supposed.

This i s a  far-ftom-disma l possibility . Fo r some , i t wa s als o a  startlin g
possibility. It provoked som e livel y debates in India. The qualit y of the Indian
comments on Olson's arguments was usually very high, both when they were
supportive and when they were negative.

The India n commentaries and debates helped persuade th e U S Agency for
International Developmen t (USAID ) Missio n i n Ne w Delh i t o mak e a n
agreement wit h an organization—IRIS—that had recently been established at
the University of Maryland. (IRIS is an acronym for the Center on "Institutional
Reform and , the Informal Sector," which does economic research and provides
policy advice and technical assistance in formerly communist or Third Worl d
countri.es.) Under this agreement , USAI D provided resources tha t IRIS could
use t o fun d economi c researc h i n Indi a an d t o brin g America n an d othe r
Western economists to India. Dr Satu Kahkdnen of IRIS directed the program.

The relevan t USAID program officer , Jonathan O'Rourke, naturally did not
want to emphasize ideas that were already commonplace in India. Nor did he
and his colleagues want studies so specialized that they would have no impact
on polic y debate s an d polic y choices . The y wante d t o promot e intellectua l
interchange between India n economists an d policy-makers and economists and
others researchers from the West who would introduce exotic new ideas. They
wanted more debat e and discussion of the kind that had grown out of Olson's
presentations in India.

IRIS brough t eac h o f th e author s o f th e paper s i n thi s volume , plu s a
substantial number of other Indian and Western scholar s and policy makers, to
its conferences in India . The focu s o f these conference s was the India n scene
and India' s policy choices . Mos t participants wer e economist s wit h expertise
about Indi a o r leadin g policy maker s and opinion-leader s i n India . Both th e
foreign and the Indian contributions to the conferences were widely discussed
in the India n press. (Mos t of these India-specifi c presentation s a t th e confer -
ences are being separately published, along with the present chapters, in India.)

What most distinguished thes e conferences were the ideas that have driven
the expansio n o f economics—th e variously  name d collectiv e choice , ne w
institutionalist, or neoclassical political economy ideas. These ideas also helped
to account for some of the attention the conferences received. After people hear
new ideas, they often see policy choices in a different way.

It Is the subset of these papers that illustrate the broadening of economics and
the emergenc e o f an integrated approac h to socia l science that make up this
book. These paper s focus not o n problems tha t are peculiar to India , but o n
issues that are fundamental and important i n any country.

Each o f the author s tha t w e have persuaded t o contribut e t o thi s volume
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conducts distinctive and original , research, and man y o f them ar e among th e
best known scholars in their fields. The broad range of subjects that they have
analyzed reache s acros s mos t o f economic s and muc h o f th e res t o f socia l
science as well. The book is nonetheless untied, albeit by the preconceptions o f
the editor s an d it s idiosyncratic origins. The contributor s ar e to u s inspirin g
partly becaus e the y all , independently, approac h thei r researc h i n muc h th e
same way that we ourselves do—or aspire to do. This means that, in spite of
disagreements abou t policy and politics, all the contributors exemplify a  single
approach, and apply this approach, at least partly in the suburbs of economics.

The chapter s that follow are exemplary in part because the y resonate wit h
the idea s propounded i n the talk s in Indi a tha t gav e ris e t o thi s book—an d
therefore also with each other,
College Park, Maryland M . O,

S.K.
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Introduction: The Broader View

Mancur Olson and Sato Kahkonen1

1 Backgroun d
Why di d economics expan d into th e suburbs ? One reaso n become s eviden t
when we think about the most basic assumptions, explicit and implicit, in eco-
nomic theorizing. It is not much of an exaggeration to say that most economi c
thought i s constructed out o f four "primitives" : four concepts so basic tha t
they are the building blocks with which economic though t is constructed.

One o f these primitive s is that th e individual s in an y societ y hav e prefer -
ences, purposes , o r utilit y functions . Anothe r i s tha t the y hav e variou s
resources o r endowment s (natural , human , an d man-made ) tha t ar e usefu l
in producing the goods and service s tha t satisf y thes e preferences . The thir d
is that ther e i s a  technology (susceptibl e to improvemen t throug h research ,
development, and innovation) that explains how much resources are needed to
satisfy give n preferences : that is , a  stoc k o f knowledge tha t determine s th e
frontiers of the "production functions " by which resources or inputs are trans-
formed int o good s an d services . The exten t to whic h th e individual s in any
society can satisfy thei r preferences, i.e. their real incomes, are limited by th e
resources availabl e to i t an d th e leve l o f technology: t o increas e pe r capit a
incomes, a  society must either accumulate more capita l or other resources o r
else discover more productive technologies , A s Milton Friedman pithily put it ,
there are no free lunches.

The fourt h primitive o f economic thought-—an d o f most la y thinking o n
economics—is s o elementa l an d natura l tha t i t i s usuall y no t eve n state d
explicitly or introduced as an axiom in formal theorizing. It is the half-conscious

' W e are deeply grateful t o Kimberly Brickell, Brian Steinhardt, and especially Maria Coppola for help in
organizing this volume and the conferences OIK of which they grew.
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assumption tha t market s are natural entities that emerge spontaneously , no t
artificial contrivances or creatures of governments. The markets that a society
needs, unless prohibited or repressed by government, may be taken for granted.
Economists recogniz e tha t the transaction costs of some trade s would exceed
the gains, and that these trades do not tak e place. But such trades would no t
be consisten t wit h economi c efficienc y anyhow . Th e taci t notio n tha t th e
markets neede d for  a  thrivin g econom y will , if  governments do  not  bloc k
their appearance , automatically be there is fundamental for almost everyone .
Nevertheless, as we shall see, this assumption is wrong. Moreover, there was no
way tha t economist s coul d correc t th e erro r withou t goin g outsid e th e cit y
center.

Though the migration t o the suburbs went in al directions, ther e wer e two
boundaries wher e th e growt h o f th e disciplin e coul d b e crosse d onl y b y
moving into fields that othe r discipline s had alreati y cultivated . On e was the
boundary tha t marke d good s an d service s that , thoug h importan t fo r wel l
being, ar e not for sale in the stores. Som e goods ar e not availabl e through th e
market because they are indivisible: if they ar e obtained o r consumed b y any
individual i n some grou p o r category , the y ar e als o availabl e to th e othe r
individuals in that group or category. Such goods are , of course, public goods or
externalities. If a levee protects anyon e in a flood plain from a flood, it protect s
others in the flood plain as well; if anyone obtains cleaner air when the external
diseconomy fro m ai r pollution i s curbed b y a n effluen t fee , everyone i n th e
airshed ca n breathe mot e freely . Economists cal l th e mos t basi c or essentia l
services provided b y governments, includin g law and order,  public or collective
goods.

For reason s b y no w wel l known , larg e groups , such  a s th e population s
of nations , canno t obtai n publi c goods o r dea l efficientl y wit h externalitie s
through voluntar y actio n i n th e marketplace . Becaus e the benefit s o f thes e
goods go t o everyon e i n some are a o r category— whether a n individual ha s
borne any of their costs or not—there is no incentive for individuals voluntarily
to purchase or help t o pay for them. Thus , i t is typically in the government's
power t o impose compulsory taxation rather than voluntary market mechan-
isms tha t normall y accoun t fo r thei r provision. To dea l with goods tha t ar e
important fo r incom e an d welfare , bu t canno t b e provide d t o larg e group s
through voluntar y or market mechanisms, economists have had no choice bu t
to extend their theory to cover the exercise of governmental power.

The secon d boundar y tha t had t o b e crossed marke d th e man y situation s
where th e income s o f individuals and groups i n a society depende d no t onl y
on their endowment s o f productive resource s and their productivity , but als o
on the use of power. Goods may be obtained by making them—and by taking
them. They may sometimes b e taken by individuals acting alone, as when one
individual, seizes the good s o f another in , a Hobbesian anarch y or i n modem
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street crime . They ma y also be take n through th e same power tha t typically
accounts for the provision of public goods; the power of government.

The mor e tha t is taken., the less is the incentive to make. The use of power
affects th e level and rate of growth of income as well as its distribution. Thus,
the economist wh o wants to explain how much income is produced—or who
gets it—has no choice but to take government, law, and politics into account.

2 Th e Array of Markets
Economists di d not usuall y notice the dramatic differences i n the provision o f
public goods across different types of society until they began to study societie s
that were very different from those in which most of them did their work. Until
recently, almos t al l of economic s wa s don e i n Wester n Europe , th e United
States, o r comparabl e Firs t Worl d countries . Onl y afte r Worl d Wa r I ! did
many economist s begi n t o stud y wha t w e no w cal l th e Thir d World , an d
only afte r th e collaps e o f communis m coul d the y stud y th e unprecedente d
transitions i n the societie s o f the Second World. Thoug h ofte n neglected, th e
differences between th e public good provision in the Firs t World, o n the one
hand, an d in the Secon d and Third Worlds, o n the other , ar e extraordinarily
important. Paradoxically , the magnitude and importance of these differences in
public good provision can best be seen by examining markets in different type s
of countries.

Remarkably, markets are commonplace in. poor as well as rich societies. Why?
Because many trades—such as those that can be consummated on the spot—are
self-enforcing. Th e gai n tha t som e trade s ca n bring t o bot h partie s (an d th e
mother wit of the parties concerned) is all that is needed for the trades to take
place. Such self-enforcing trades give a society some gains from specialization in
production and mainly account for such sustenance as the poor societies afford .
The standard assumption that the markets needed to realize the gains from trade
will spring up automatically is true when transactions are self-enforcing.

But there are other trades where the quid is provided at one time or place and
the quo at another, s o the gains from, trade will not be realized unless there is
third-party enforcemen t o f agreements . Th e transaction s i n insuranc e an d
futures market s ar e generall y no t self-enforcing . Neither are thos e betwee n
lenders and borrowers: would-b e borrowers ca n persuade others to lend them
the money only if they can credibly commit to paying it back with interest, and
this usuall y require s third-party enforcement o f the loa n contract . Similarly,
when equity investors seek the gains from pooling their capital in a joint-stock
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company, they can generally succeed only if outside enforcement of company
laws prohibits corporate management from siphoning of f the capital entrusted
to them.

The market s require d t o obtai n th e gain s fro m th e foregoin g type s o f
trade d o no t emerg e automatically , bu t normall y are th e produc t o f socia l
and especially governmental contrivance . They ar e typically a product o f the
legal institution s that enforce contracts and corporate law—an d tha t protec t
property right s s o tha t borrower s ca n obtain loan s that ar e secure d b y th e
borrower's assets. These institutions are public goods tha t cannot be provided.
by market mechanisms, but arise only from what we call "market-augmentin g
government."

In the best-governed societies, lending even for long terms is commonplace,
and widel y held joint-stock companie s accoun t Fo r a large part o f tota l pro -
duction. I n the countrie s withou t appropriat e governance—most of those i n
the Second an d Third Worlds—there is little or no private long-tenn lending
(except i n familie s an d simila r socia l groups) , littl e o r n o privat e capital -
intensive production, and few if any large corporations.2"

So, the familiar tacit assumption—that the range of markets that are needed
to rea p the gains fro m trad e ar e (in the absenc e o f government interference)
automatically available—is wrong. Whil e self-enforcing transactions take place
spontaneously, ther e i s no automati c proces s tha t create s th e fal l rang e o f
markets needed for an efficient an d prosperous economy . Until recently, many
believed tha t al l the communis t countrie s neede d t o do t o obtai n a  thriving
market econom y wa s to "le t capitalis m happen, " Mos t economic textbook s
(and lay writing on economics) said little or nothing that would lead the reader
to expec t tha t a  country tha t repudiated communism an d looked forwar d to
capitalism would not naturall y or spontaneously obtain man y of the market s
and gains from trade that are usually taken for granted in the First World,

2.1 Th e Two-Edged Sword

Thus, voluntar y marke t mechanism s ar e no t sufficien t t o provid e fo r th e
enforcement of contracts, the prevention of anarchy, and the provision of other

2 Thoug h Thomas Hobbes pointed out in Leviathan in 1.65 1 that, in the state of nature, "fe e that performs
first has no assurance that the other will perform after, " few writers notice the dependence of many markets
on third-part y enforcemen t o f contract s o r distinguish , thes e market s fro m thos e wit h sell-enforcin g
transactions. The economic historia n Douglas s North, by contrast, has explicitly distinguished self-enforcin g
transactions fro m thos e that require third-part y enforcement; se e his Institutions,  Institutional Ch&nge,  and
Ec&nwnic P&j&mtance (Cambridg e University Press, 1990} - There i s a ful l analysi s of this di$tmction . and ar t
array o i econometri c test s showin g tha t i t i s extraordinarily importan t fo r th e structur e o f economies ,
investment, an d economic growth i n Christopher Clague, Philip Kcefer, Stephen Knack , and Mancur Olson.
"Contract-Intensive Money : Contract Enforcement , Propert y Rights , an d Economi c Performance, " IRI S
Working Paper no, 151,1995 .
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public goods: th e coerciv e power o f governmen t i s also necessary . Bu t thi s
coercive power i s a two-edged sword . It takes us back to the second basic idea
that helps account for the broadening o f economics, Goods may be obtained ,
we recall , no t onl y b y making , but als o by taking . The sam e governmenta l
compulsion that is required even to obtain the full range of gaitis from trade can
be—and often is—used simply for taking.

Taking, as we know, reduces the incentive for making, and there is often a lot
of taking. Some countries' government s ar e kleptocracies: the leaders or thei r
corrupt subordinate s are mainly in the business of taking. In many developing
and once-communist countries , an d often als o in the history of the West, thi s
predation ha s bee n extraordinar y (a s part s o f thi s boo k show) , an d ha s
generated deadweight losses that are large in relation to the meager productio n
of the societies concerned.

As is evident from some chapters of this book and from other writings, there
is a  lot o f taking even i n relativel y well-governed an d prosperou s countries ,
Much of it is not recognize d fo r what it is because it involves an implicit rather
than an explicit  redistributio n o f income. Typically, when a lobby wins a tariff ,
a subsidy, a tax loophole, or a regulation that limits the competition i t faces, this
takes some income from society and shifts i t .in the direction of the group with
the successfu l lobby. I n general, th e incentiv e to produc e an d t o engag e i n
mutually advantageou s trad e i s distorted, an d society' s incom e i s normally
made lower than it would otherwise be . For reasons elaborated elsewhere and
not spelle d out here , implici t takin g ofte n make s societie s poore r an d more
unequal.3 The socia l losses from special-interes t lobbying and cartelization are
sometimes s o larg e tha t the y ca n accoun t fo r substantia l difference s i n th e
growth rate s and income levels across countries , Fo r reasons inheren t i n the
logic o f collective action , th e interest s tha t hav e th e capacit y fo r collectiv e
action needed to obtain redistributions through government have , more ofte n
than not, above-average and sometimes very high incomes. "This tends to make
implicit taking increase inequalities.

There is also some taking that is, on balance, desirable or even essential, even
though i t interferes with making . We hav e seen tha t population s ca n obtain
public good s onl y throug h taxation—throug h taking . When calculatin g the
social cos t o f public goods , w e mus t therefor e think not onl y o f their direc t
monetary costs, but also of the social costs of any extra taxation needed to raise
the money. Taking for redistribution can also be, on balance, desirable. When
the non-poor decide to tax themselves to aid the poor, they presumably do this
because they (not unreasonably ) believe tha t the poor need the money mor e

3 Th e justifications for this assertion and for many of those in prior paragraphs are given in Mancor Olson,
TkeLogitof Collective  Aaien (Cambridge, Mass.: Harvard University Press, 1965), The Risettad Decline  of Nations
(New Haven: Yale University Press , 1982) , and "The Varietie s of Eurosclerosis", 'n Economic Growth m Europe
since 194}, ed. Nicholas Crafts and Gianni Toniolo (Cambridge: Cambridge University Press, 1966), pp. 73-94.
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than they do, so that the redistribution should increase social welfare. This can
be true even though the taking for transfer to the poor also, as is widely known,
distorts incentives . Th e require d taxatio n increases th e wedg e betwee n th e
social and private return to work and investment by taxpayers, and the transfers
to the poor attenuate recipients' incentives to work.

Since taking—both when appropriat e an d when not—affect s th e incentiv e
to make, and thus the level of income, there is no way that economics can leave
it out o f account. In other words, , any logically complete economic analysi s of
the incentives to produce and engage in mutually beneficial trade cannot ignore
the use of power. The use of political and governmental power is, of course, a
long-standing concern of political science and the law. As later chapters of this
book show , th e generatio n o f powe r i s linke d i n previousl y unrecognize d
ways wit h social , groups an d wit h th e ethni c conflicts , socia l selection , an d
discrimination tha t characterizes many social groups,

2.2 Purposeful  Life-plans  an d Self-interest

Critics ma y conced e tha t th e economis t shoul d understan d mor e tha n th e
market, but they argue that the methods used to study behavior in the market
won't work when behavior in government, politics , an d social life i s at issue .
Standard neoclassical economi c theory , accordin g t o some critics , necessaril y
assumes that al l behavior is self-interested and that—though thi s assumptio n
may not be so far off the mark for the analysis of behavior in business and th e
marketplace—it i s preposterousl y wron g whe n behavio r i n government ,
politics, and social life generally is at issue. This criticism is twice wrong.

First, nothing in economic theory excludes individual preferences where the
individual ha s a  concern fo r the welfar e o f others. The economist' s typ e o f
thinking i s no t usefu l whe n individua l preference s hav e n o consistenc y o r
stability, but i t does not requir e tha t individual s car e only abou t themselves .
Admittedly, economist s (i n this book as elsewhere} very often abstrac t fro m
the extraordinar y complexit y of human motivation by assuming self-interest
and are thereby able to make problems analyticall y tractable. The conclusion s
of thei r analyse s ar e usuall y robust—tha t is , not sensitiv e t o th e degre e o f
error in their simplifying assumptions. Bu t to say that an assumption is usually
useful is not to say that it is indispensable—or always appropriate.

We economist s are , however , guilt y o f neglecting on e importan t clas s of
cases where this assumption is especially inappropriate. There are some choices
that ar e crucia l fo r a  market economy, ye t self-interes t play s no rol e and i t is
principles and morals that mainly determines outcomes. Disputes about private
property right s an d abou t th e enforcemen t o f contract s ar e adjudicate d by
individuals who have no personal stake in the matters to be decided—and who
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therefore canno t mak e self-interested choices . The mos t prosperous societies ,
at least , leav e these an d many other importan t decision s to judges o r juror s
who, by virtue of governmental contrivance, can obtain no profit from deciding
one wa y or another . I f we di d not expec t tha t most people , whe n the y had
nothing personally at stake, would decide issues on the basi s of principle, we
would not want any decisions to be made by judges or juries.

The second problem with the twice-wrong criticism is that it forgets that it is
generally the sam e people wh o mak e decisions I n the marke t and in political
and socia l spheres. Mos t of these peopl e deriv e thei r choice s i n par t fro m a
more-or-Iess integrated life-plan an d make tradeoff s acros s different sphere s of
life. Consumers , investors , employers , an d employees i n the marke t ar e also
consumers, voters , neighbors , an d member s o f families . Thoug h ther e ar e
exceptions, such a s some directionles s youn g adults that have not yet "foun d
themselves," mos t peopl e wor k ou t coheren t goal s fo r thei r live s and make
integrated decision s abou t "economic, " "social, " an d "political " objectives,
The woma n wh o value s both a  traditiona l mother' s rol e an d a  caree r ma y
have t o mak e anguishe d choices , bu t tha t doe s no t mea n sh e makes the m
randomly o r irrationally . When familie s choos e wher e to live , the y typically
consider how good the neighborhood i s for educating and bringing up children
and also commuting times and housing prices. Sometimes it is different peopl e
who are working in different spheres , as with those who are leaders in business
and i n politics . Ye t ther e i s no reaso n t o assum e tha t persona l ambitio n o r
rational calculation vary much between them.

It follows that a n integrated conceptio n o f economics and socia l science is
not only possible: i t is indispensable. There i s no other way to do justice to the
integrated lives of individuals and their choices in trading off objectives in the
traditional domains of different disciplines. There is no other way to understand
all th e option s for—an d implication s of—human ambition . A logically com-
plete analysts requires th e integrated and conceptually comprehensive type of
thinking tha t i s advocated here . Realit y canno t be divide d into department s
the way universities are.

3 Disma l and Not-so-dismal Sciences
It was Thomas Carlyle , in his "Occasional Discours e o n the Negro Question "
of 1849 , wh o firs t name d economic s th e "disma l science." 4 H e dislike d

* Work s ofTkanuu Csulyle,  (New York : Charles Scribncr & Sons, 1904), vol.  29, pp. J48-S3. Our account is
inspired by and draws heavily upon fosepb Persky' s "A Dismal Roaiantic," Jounial $f  Economic  Ffr^p^'iives, 4
(Fall 1994)): 165-72.
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Malthus's theory o f population, with its pessimistic prediction that population
pressure would keep the mass of humanity at the margin of subsistence. In part
this was because he believed the population problem could be solved by more
European imperialism and overseas settlement ,

But Carlyle found political economy (as it was then called) dismal for much
more fundamenta l reason s as well. To him, the defining sin of economics wa s
that i t "reduces th e dut y of human governor s t o tha t o f letting me n alone, "
An apologist fo r slavery, Carlyle found the fre e blac k population o f the West
Indies indolent , an d sai d tha t a  marriag e o f philanthrop y an d th e "disma l
science" wa s to blame. What men everywhere needed wa s strong leadership
and paternalism. Thus, he disliked the "ballot boxes" of representative govern -
ment as well as free markets , and he admired feudal lords and British imperial-
ism. A  leade r o f th e romanti c movement , Carlyle' s style o f reasonin g ha d
nothing in common wit h the method o f economics, and he ridiculed appeals to
"statistics" and other "Fool Gospels,"

It i s tim e fo r disclaimers . First , thi s focu s o n Carlyle' s writing s abou t
economics ma y create a misleading impression o f his work as a whole, and i t
certainly doe s not conve y the brilliance of his prose style , Second, those wh o
today fin d economics—o r thi s book—disma l ar e no t i n an y wa y guilt y b y
association wit h thos e opinion s o f Carlyle's that are today so extraordinaril y
offensive (an d tha t offende d th e economis t Joh n Stuar t Mil l i n Carlyle' s
own time) . Carlyle is relevant here because he named economics th e "disma l
science."

He i s als o relevan t becaus e hi s complain t abou t Malthus' s excessivel y
pessimistic prediction s applie s t o som e unnecessaril y discouragin g formula -
tions o f moder n economics . Whe n ou r perspectiv e includes th e suburb s a s
well as the city center, we have a brighter as well as a broader view,

The needlessly dismal formulation of modern economics grow s ou t of two
of its primitive concepts : tha t a  society ha s fixed endowments o f productiv e
resources, and that the amount o f income or preference satisfaction obtainable
from thes e resource s i s limite d b y th e leve l o f technolog y o r productiv e
knowledge. These primitives are often take n to imply that the only options w e
have ar e tradeoffs . A  societ y canno t hav e mor e income , wit h present-da y
technology, than can be generated from its endowments of tangible and human
resources. So, society canno t hav e more o f this without les s of that. Neithe r
can an individual. There is, we recall, no free lunch,

This somewha t disma l conclusion i s reinforced by the theor y o f "efficien t
markets." I f some corporation ha s credibly announced tha t i t will introduce a
new product tha t promises it huge profits, it does not follow that we can make
exceptional profit s b y buyin g it s stock . Sinc e th e brigh t prospect s o f th e
company are public knowledge, others will have acted on that knowledge, an d
the price of the company's stock will already have been bid up t o a  level that
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takes accoun t o f th e discounte d presen t valu e of the iiitur e prospects . More
generally, the efficien t market s hypothesis holds that it is not possible, to make
more than normal returns from publicly available information, and that profes-
sionally chosen portfolios will , on average, do no better than randomly chose n
investments.

The theor y o f efficien t market s contain s a  lo t o f truth ; fo r example ,
professionally manage d mutua l funds , o n average , fal l shor t o f returnin g a s
much as market averages an d index funds b y about the amoun t of their extra
fees and expenses. Thus, most students of finance conclude that no investment
formula assure s more tha n norma l returns . Just a s the wi t an d self-regard of
those wh o preced e u s implies that we canno t expec t to find big bill s lef t o n
the sidewalk, so the enterprise of other investors keeps us from obtainin g fre e
returns in the capital markets.

This point holds not only in the financial markets but in the market economy
as a whole. Just a s any bills left on , the sidewal k are picked up very quickly, so
the rationalit y an d enterprise o f the actor s i n the econom y implie s that n o
industries, occupations , business strategies , o r pattern s of behavior will earn
individuals or firms larger returns in long-run equilibrium than are normal for
the valu e of th e tangibl e an d huma n capita l the y possess . I f an activit y o r
strategy earns returns out of proportion t o the value of the resources employed,
more resource s wil l be devote d t o tha t activit y or strateg y unti l i t offer s n o
more tha n normal returns . Whe n ever y kin d o f human an d tangibl e capital
earns its normal return, the economy tends to be efficient.5 I n other words, the
same elementa l forc e tha t explain s why w e don' t normall y se e big bill s on
the sidewalks also tends to make economies efficient—t o ensur e that neither
individuals nor societies can obtain more o f this without less of that. The ide a
that there are no free lunches has an even stronger justification than it initially
appears to have.

Thus, Carlyle' s complain t tha t economic s i s erroneously pessimisti c stil l
applies to many expositions o f the subject. Though th e dismal logic that there
are no free lunches applies everywhere, its application to the poor countries of
the worl d is especially important . I t implies that the poo r countrie s ar e poo r
because the y ar e poorly endowed ; because they lack the natural , human , or
man-made resources neede d to produce high incomes. The poor countries are
overpopulated, so they have do not have enough land and natural resources for
their populations, and they do not hav e and cannot freely obtain the tangible

5 To  set out the  complete logic behind this sentence and  the many major qualifications it  requires would
take us into some complex, lengthy, and fascinating issues that do not have that much to do with our criticism
of the nofree-Iunch theory . In part, the sentence is supported by one of the two basi c theorems of welfare
economics, whic h demonstrate s that , ti  a  competitive equilibriu m exists , i t i s Pareto-efticient. I n part , th e
assertion is misleading because it assumes away not only the public goods, externalities, and missing markets
that w e hav e alread y discussed , bu t als o some problems tha t aris e fro m economic s o f scale, asymmetric
information, and the theory of the second best.



10 Mancu r Olson and Satu Klhkdnen

and human capital needed to generate high incomes, So, the abject poverty of
many hundred s o f million s o f peopl e ca n b e overcom e onl y whe n poo r
countries accumulate—or, improbably, are given—much more resources. Th e
poor peoples of the world are, as the neoclassica l theory of economic growth
and standar d econometric practice supposes, o n the frontier s of their "aggre -
gate production functions, " In short, there are not any big bills left to pick up on
the footpaths of poor countries either.

3,1 Broader  is Brighter

This somewha t disma l conclusio n depend s o n thre e implici t an d ofte n un -
noticed assumptions. Two of these assumptions become evident when we look
back at the logic that forced economics to create suburbs, First, the theory that
there are tradeoffs but no free lunches applies only to societies in which there is
no socially gratuitous taking. Though some taking is needed to finance public
goods and to aid the poor , a  very large part of the taking that goes on , a s we
pointed ou t earlier , serves no suc h socia l purpose . Sinc e taking reduces th e
incentive t o make , a  societ y ca n increas e it s outpu t withou t obtainin g an y
additional resources when it curtails taking.

Second, the no-free-lunch theor y also overlooks the many missing markets,
especially i n th e developin g an d th e latel y communis t part s o f th e world .
We know that the countries of the Second and Third World s do not usuall y
obtain the gains from trade that require third-party enforcement. They do not,
for example, now usually reap the gains from production with modern capital-
intensive techniques or fro m mobilizin g capital , in large private enterprises. If
they impartiall y enforced contracts, the y coul d obtain vas t gains fro m trad e
from a n arra y o f ne w markets . B y continuall y and impartiall y enforcing
contracts with foreign as well as domestic investors and firms, the developing
and transitional countries could tap the trillions of dollars of mobile capita l in
the developed countries—and continue to do so until the return at the margin
to capital became the same as in the First World. (At this point they would have
as much capital in relation to their endowments o f labor and natural resource s
as the First World.) If the poor countries were to do this, their gains from trade
in capital markets would buy more free lunches than anyone could count.

Third, the no-free-lunch theor y overlooks th e many economic policies that
are simpl y stupid—that is , policies tha t ma y hav e no predator y purpos e o r
involve n o missing markets , yet ar e socially inefficient . I f these policie s wer e
eliminated, the resulting boost in output would be enough to compensate those
who gained from them and still leave something lef t over for others. Usually, a
wider master y of th e economic s of th e centra l city i s al l that i s required t o
remedy these stupidities , so it would take us far afield , t o go into them here .
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Though th e economic s o f the centra l city ha s many sins o f omission, i t has
very few sins of commission. I f it were more widely understood, ther e would
not be nearly so many irrational policies, and we would all be better off. Thus,
the idea that there are no free lunches is not entirely consistent with the theory
from which it is derived: it overlooks th e extr a lunches societies could buy if
they were to wise up,

What i s th e evidenc e fo r th e quantitativ e importanc e o f th e foregoin g
argument? How could we determine whethe r the societies of the Second and
Third Worlds have low incomes mainly because they have poor endowments,
or mainl y because they suffe r mor e tha n the rich countries do from socially
gratuitous taking, from missin g markets , and from stupi d economic policies?
As i t turn s out , clea r and startlin g answer s t o thes e question s emerg e th e
moment tha t we took at the borders of countries and at the flows of labor and
capital that cross them. The boundaries of countries delineate areas of different
types an d qualitie s o f governance—of " different economi c policie s an d insti -
tutions, and thus different structures of incentives. We can learn a lot from th e
directions an d magnitude s o f movement s o f labo r an d capita l across thes e
borders. We can learn a lot from the changes in the productivity of workers that
arise when workers migrate from poor to rich countries. And we can learn a lot
from looking at the borders where rich and poor countries are adjacent to one
another.

That, at least, is what is argued in the next chapter of this book, "Big Bills Left
on the Sidewalk: Why Some Nations Are Rich, and Others Poor." It claims to
show that the low-income countries of the Second and Third Worlds are poor
mainly because they ar e much farther below their potential incomes than the
rich countries are . I f these countrie s improve d thei r governanc e sufficiently ,
they woul d obtai n colossa l gain s fro m foreig n investmen t an d advance d
technologies. These gains are so large because the low-income countries o f the
Second an d Thir d World s ca n enjoy exceptionall y rapid "catc h up " growth ,
They ca n grow, a s some low-incom e countries have, at more tha n 7 percent
per capit a a  year , an d thu s doubl e thei r per capit a incomes i n a  decade . By
keeping this up for three decades, they could obtain an eight-fold increases in
per capita income,

There i s no grea t likelihoo d tha t mos t poo r countrie s wil l soo n com e t o
understand what changes they need to make in their institutions and policies ,
much les s be abl e to undertake collectiv e actio n needed to mak e the appro-
priate changes . Therefore , ou r broade r perspectiv e doe s no t by an y mean s
imply optimisti c predictions. Give n the ubiquit y o f bad governanc e an d th e
tenacity with which even the worst governments hang onto power, ours is not
an exceptionally encouraging perspective. But it is not so dismal either, because
it does call our attentio n to a brighter possibility:  tha t any country can become
more prosperous b y improving it s governance, an d tha t the poo r countrie s
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of th e world , i f the y substantiall y improv e thei r economi c policie s an d
institutions, can escape poverty surprisingly quickly. This should be a source of
hope for the poor peoples of this world. There are countless free lunches ou t
there, eve n i f misgoveroment keep s man y o f the poo r people s fro m eatin g
them.

3,2 Resistance  fo Innovation

The chapte r immediately after "Big Bills ..." provides additional reasons for
concluding tha t the rat e a t which a  country grows i s not pre-determine d by
its endowment s an d depends muc h mor e o n th e exten t t o whic h i t adopt s
superior technologies . Thi s chapter , "Innovatio n an d its Enemies : The Eco-
nomic and Political Roots of Technological Inertia, " is by Joel Mokyr, who i s
the author of, among other works, The Lever of Riches,6 and thus has studied the
Industrial Revolution and the revolutionary implication s technica l innovations
can have.

Sometimes, Moky r emphasizes , superio r technologie s ar e no t adopted :
"outright resistance to new technology i s a widely observed historical pheno-
menon," an d technologica l inerti a an d economi c stagnatio n hav e bee n
commonplace. Thi s i s obviousl y a n issu e o f momentou s importance . I n
studying it, Mokyr argues—in keeping with the broader approach of all of the
essays in this book—that "artificial distinctions between the 'economic sphere*
and the 'political sphere* are doomed," an d that technological inertia is usually
the result of rational behavior by utility-maximizing individuals,

The market , Mokyr point s out, provides an aggregatio n o f the gain s and
losses from an innovation. If the market alone determines whether innovations
will be adopted, the innovations that provide a greater balance of market gains
than market losses will be adopted . Bu t the marke t i s by no means the onl y
way of aggregating the gains and losses from adoptin g an innovation: a variety
of regulator y o r politica l processe s ca n b e use d t o determin e whethe r a n
innovation i s to be adopted , and each will in general aggregate the gains and
losses differentl y an d thu s wil l ofte n corn e u p wit h differen t answer s abou t
whether an innovation should be adopted.

Though Moky r i s mindfu l o f concern s i n man y societie s abou t socia l
stability, an d awar e tha t th e adoptio n o f some innovation s might inappro -
priately disrupt it, what is most striking are his many examples of organizations
that hav e (surel y harmfully ) resiste d th e adoptio n o f superio r technolofpes .
These includ e th e artisana l guild s o f pre-moder n urba n Europe , whic h
"enforced an d eventuall y froz e th e technologica l statu s quo, " an d simila r
organizations in China. While emphasizing the importance of other factors as

* Joel Mokyr, The Lever of Riches (New York: Oxford University Press, 1990).
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well, he argues that difference s i n the power o f guilds was one of the reason s
why the Industrial Revolutio n occurre d in Britain rather than on the European
continent. He also offers othe r examples: shopkeepers in Germany in the late
nineteenth centur y persuaded state s t o impos e discriminatory taxe s on large
department stores ; organize d worker s i n Bomba y i n th e 1920 s an d 1930 s
resisted technical and administrative rationalization; printers and other workers
in London' s Flee t Stree t frequentl y interrupte d productio n an d resiste d
innovation; union s in th e Europea n aut o industr y resisted flexible practices
pioneered b y Japanes e aut o manufacturers . (Th e socia l losse s fro m suc h
narrow or special interest groups corne up repeatedly this volume.)

By contrast, Mokyr points to the many labor unions in such places as Sweden
and Germany that have welcomed innovation , and notes that a union with an
"encompassing interest"—on e tha t represented suc h a large proportio n o f a
nation's income earning capacity that it would obtain a  significant share of the
gains fro m a  mor e efficien t economy—ha s an . incentive t o accep t superio r
technologies. (Th e argumen t tha t encompassing interests , because they have
by definition a large stake in the productivity of society, tend to take its interests
into account also recurs often in this volume.)

Taking al l o f Mokyr' s example s together, w e infe r tha t th e aggregatio n
systems tha t mos t ofte n resis t superio r innovation s ar e thos e i n which th e
separate group s of workers or firms that would lose from a given innovatio n
have substantia l influence . If this is true, the exten t to whic h thes e interest s
are organize d t o lobb y o r t o undertak e industria l actio n i s a n importan t
determinant of economic progress .

4 Broade r Theories of the Firm and the State
If the two chapters discussed above are correct, it is the economic policies and
organizational arrangement s o f a  societ y tha t mainl y determine ho w inno -
vative and prosperous it is. Thus, ideas, such as those in the chapter we consider
next, tha t ca n help to improv e thes e arrangement s are especially important .
This chapter is by Oliver Williamson, author of (among many other works) The
Economic Institutions of  Capitalism, 7 In  his chapter , "Economic Institutions an d
Development: A  View from the Bottom, " h e sets out an d summarizes som e
economic theorizin g tha t i s considerably broader tha n mos t economic s ha s
been. As in most of his other work, he focuses mostly on the firm, and especially
the corporate hierarchy.

7 Olive r Williamson, The Economic Institutions of Capitalism  (New York : Free Press, 1985) ,
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If an y kin d o f organizatio n ha s alway s been a t th e cente r o f economi c
analysis, it is surely the firm. How , then, can we argue that this book is about
the broadening or suburbanization of economics?

Williamson's analysi s shows tha t a  broade r approac h t o economic s tha n
economists onc e thought appropriat e i s needed even for the stud y of the firm
and industria l organization , an d tha t the parallel s between hierarchica l firm s
and government s ar e startling . Williamso n builds upon a  point tha t Ronal d
Coase first made in the 1930s ; the existence o f the hierarchical firm cannot be
explained excep t i n term s o f what ca n b e calle d a "marke t failure, " Market
failure not in the sense that government rathe r than private enterprises should
be producing the goods, bu t in . the sense that , in a competitive economy, th e
survival o f a n unsubsidize d fir m hierarch y ca n b e explaine d onl y b y th e
disadvantages or costs of markets. If the time of each worker and the services of
each unit of the other factors of production tha t cooperate i n some productiv e
process wer e alway s mos t efficientl y coordinate d throug h th e market , th e
costly hierarchie s o f the typica l moder n corporat e enterpris e woul d no t b e
sustainable. That is, the production that the firm hierarchy organizes would be
coordinated at less cost by the market and there would be no reason to bear the
costs o f the firm hierarchy. A s Williamson's chapter points out , markets and
hierarchies are alternative ways of organizing production . We can see that in
some circumstance s firm s choos e t o organiz e mor e activit y throug h thei r
hierarchies, as when they integrate verticall y and one larger fir m coordinate s
activity previously coordinate d b y a market relationship among firms; at other
times fir m hierarchie s can coordinat e les s an d th e marke t more , a s when a
conglomerate break s up o r a  firm contracts ou t fo r some wor k i t previousl y
did for itself. We cannot, in other words, understand what does and does no t
go on in the marketplace unless we include firm hierarchies as well as market
relationships in our theory.

That Williamson's analysis is broader is also evident from his conception o f
the firm . Traditionally , economist s hav e conceive d o f the fir m i n term s o f
one o f the primitive s or building blocks w e considere d earlier . Tha t is , they
have taken the firm to be a "production function" : a relationship, given by the
available stock of technological and other knowledge, between th e resource s
or input s tha t a  fir m use s an d th e good s o r output s tha t i t produces . T o
Williamson, th e fir m i s more usefull y considere d a  "governanc e structure, "
more an organizational than a technological construction . The general organiz-
ational logic that is applicable, for example, to governments i s also applicable
to firms, and the organizational logi c that is evident in the firm is applicable to
governments an d other non-business organizations.

For example, Williamson point s ou t tha t the separatio n of ownership an d
control i n th e corporatio n ha s it s paralle l i n government . Berl e an d Mean s
pointed ou t lon g ag o that th e manager s of widely held corporation s di d no t
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have t o focu s exclusivel y on the returns t o th e stockholder s fo r whom the y
are supposed t o work.8 Though neither Berk and Means nor Williamson put it
just thi s way , th e man y disperse d stockholder s hav e t o overcom e usuall y
insurmountable difficultie s o f collectiv e actio n i n orde r t o mak e thei r lega l
control over the management effective . S o corporate managers may be able to
keep their jobs even when they shirk, or to give themselves excessive perks, or
to engag e i n unprofitable empir e building . Even thoug h manager s o f widely
held corporations are also constrained by hostile takeovers and other features of
the marke t fo r corporat e control , thes e constraint s ar e by no mean s always
sufficient t o ensure that widely held corporations are always run solel y in the
interests of the stockholders .

Williamson show s tha t th e sam e thin g happen s i n democrati c govern -
ments. The electorat e in a democracy, like the stockholders in a corporation,
nominally ha s complete control . I n practice, those wh o manag e the govern-
ment are often abl e to indulge their own preferences about government policy
and othe r things . Fo r thi s an d othe r reasons , government s ofte n fail , some -
times egregiously, to serve the interests of electorates. To put. his point in our
language, Williamson observe s tha t good s an d services can be obtaine d no t
only by making, but b y taking, and that taking makes societies less efficient.

Therefore, al l mechanisms ar e imperfec t an d bot h market s an d govern -
ments fail. Economists should not deplore any arrangement as irrational unless
there i s a  remed y tha t ca n b e implemented—som e achievabl e alternativ e
mechanism that will work better. Thus, Williamson , who has criticized many
policies that have emerged fro m th e politica l process, als o counsels us to be
"respectful o f politics." Thi s is presumably in part because he emphasizes that
appropriate governanc e i s needed to protect property an d contract rights. But
he als o points ou t tha t som e o f the socia l losses tha t aris e because politica l
power i s used for socially costly redistributions i n favor o f those who wiel d it
are a  cos t o f democracy . Ther e i s sometimes n o remed y fo r suc h losse s o f
efficiency resultin g from redistribution-—n o way tha t you ca n always prevent
them.

We agree that there i s no universal remedy—and sometimes n o remedy a t
all—for th e losse s that arise from the use o f political power fo r taking. Some
constitutional rule s are better tha n others,9 but surel y no pages of parchment
can hol d bac k al l the powerfu l politica l forces that ca n serv e thei r interest s

* Adolp h Berk and G . C, Means , Th e Modern Corporation and Private Properly (Ne w York: MacmiUan, 1932).
* Williamson' s argumen t bring ? t o min d th e semina l an d now-classi c wor k o n constitution s b y James

Buchanan an d Gordo n Tullock, The  Caiculm  af Consent  (Ann Arbor: University of Michigan Press , 1962) , This
book argued that restrictive constitutions that permitted action only when there was much-morc-than-majority
support would largel y prevent such redistributions . Though Williamso n doe s not discus s constitutions, hi s
conclusion that sometimes there is no remedy may suggest that there are limits to what we can eipcct from
constitutional reform. The same opportunism and other difficulties that make rnany other ostensibly attractive
deals or contracts unworkable roight also bedevil constitutional construction and interpretation.
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by obtainin g protectio n agains t imports , restriction s o n competition , ta x
loopholes, or other types of implicit redistribution. That is one reason why the
not-so-dismal science i s not necessaril y optimistic, much less Utopian, None-
theless, most special-interest lobbying serves the interests of small minorities,
so thi s lobbyin g wil l no t prevai l i f the public—o r eve n th e intellectuals -
understand what is happening. This means that good economic research—and
a wider dissemination of the research results and a better climate of opinion-
can improve economi c performance . Again , whil e the not-so-disma l science
can offer no assurances, it does call attention to a brighter possibility.

4.1 A  Broader Economic Theory of  the State

Whereas Williamso n proceed s "botto m up " fro m th e fir m t o governmen t
and society, he agrees that it is also useful to proceed from the "top down": to
look, at the incentives facing leaders of governments i n various circumstances
and th e pattern s o f policie s tha t resul t fro m them , an d the n t o not e th e
implications of these policies for firms and for the private sector generally. This
is what Chapters 4, 5, and 6 do. The first of these, "Dictatorship, Democracy,
and Development," provide s a version of one of Olson's presentations in India
that helpe d giv e ris e t o thi s book . Becaus e some o f the subsequen t contri -
butions in this volume criticize, build upon, or go beyond it, we must provide a
full summary of it,

The chapter is part of a series of writings that began with Olson' s essa y on
"Autocracy, Democracy, and Prosperity," published in 1991.w It puts forth, in
an intuitiv e an d nontechnica l way , a part o f th e theor y tha t i s se t ou t wit h
formal proof s an d crucia l additional results i n Marti n McGuir e an d Mancu r
Olson's "Economics o f Autocracy and Majority Rule." 11 It analyzes the kings
or dictator s wh o contro l autocrati c governments—-an d th e oligarchie s o r
majorities or other ruling interests that control other types of government—in
just the wa y that economist s analyz e the behavior of firms, consumers, an d
workers. Tha t is , it takes a  broader approac h to economic s by applying th e
familiar assumptio n o f rational self-interes t to th e autocrat s o r othe r rulin g
interests that control a  government, and then finds what types of policy will
best serve the ruling interest.

When thi s is done, i t quickly becomes evident that a rational autocrat, even
if he began a s the leade r of a  gang of roving bandits an d i s solely interested

10 Maneu r Olson , "Autocracy , Democracy , an d Prosperity, " tr t Richar d Zeckhauser , ed, , Strategy  and
Choice (Cambridge, Mass.: MIT Press, 1.991) , pp. 131-57 , which develops the argument about encompassing
and narrow interests in Olson's previousl y cited Rise and Decline of Nations,  There are very important early
insights in this line of thinking in various unpublished drafts by Mania McGuire in the early and mid-1990s,

" Marti n McGuire and Mancur Olson, "Economics of Autocracy and Majority Rule, " jmtmal ef Economic
Literature, 34 (March 1996)'. 72-96.
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in taking as much as possible fro m others , wil l tak e the interest s of those h e
exploits into account whenever he has secure control tha t he expects will last
for some time. His monopoly over taking, whether we call it theft o r taxation,
gives him a n "encompassing interest"—tha t is , we recall , a large stake in th e
productivity of his domain, This makes him moderate his tax theft. He has ae
incentive to limit the rate of his tax theft because taxation reduces his subject's
incentive to produce and thus also his tax base. If he took everything, he would
eliminate the incentive to produce and would collec t nothing. He maximizes
his tota l ta x collections b y lowerin g hi s tax rat e unti l what h e gain s a t th e
margin from the resulting increase in the income of his domain, and thus his tax
base, just equal s wha t he lose s fro m takin g a smalle r share o f output . Fo r
instance, i f his ta x rat e were S O percent—an d a t tha t rat e th e las t dollar he
collected in taxes would reduce the national income by two dollars—-he would
be at his optimum.

An autocrat' s encompassin g interes t also make s him us e som e resource s
that he coul d spend on hi s own purposes o r consumptio n t o provide public
goods for those from whom he takes. If his optimal tax rate were 50 percent, he
would obviously gain from spending his money on public goods up to the point
where th e nationa l incom e increase s by tw o dollar s for eac h dolla r spent ,
because he will receive one of these two dollars.

A majority or other rulin g interest made up of people who ear n income in
the market will necessarily have a more encompassing interest than an autocrat.
If such a ruling interest redistributed as much to itself as an optimizing autocrat
would redistribute t o himself , it would gain from reducing th e redistributiv e
tax rate. This increases not only the tax base, just as it does for the autocrat, but
also the marke t incomes of those in the rulin g interest. Majorities an d othe r
ruling interests tha t obtain a  sufficientl y larg e fractio n o f a  society's incom e
("super-encompassing interests") will , as McGuire and Olson have proven, best
serve their interests by redistributing nothing whatever from th e minority to
themselves. Majorities and oligarchies also provide more public goods than, an
autocrat would.u

Some aspects of economic policy in most societies are not, in fact, controlled
by eithe r a n autocra t o r a  monolithi c majorit y o r oligarch y tha t rationally
serves it s collective interest . Mos t protectionism an d othe r type s of subsidy
favoring individua l industrie s or occupation s aris e because of pressure fro m
organizations of firms, professions, or workers in that industry or occupation—
from th e influenc e o f guilds , professiona l associations , trad e associations ,
unions, o r othe r special-interes t groups. Th e firms o r workers i n an y single

'* Thi s paradoxical , possibilit y tha t self-interes t coul d mak e a  sufficientl y encompassin g ("super -
encompassing") rulin g interes t avoi d an y redistributio n t o itsel f i s demonstrated i n th e McCaire-OIso n
article cited above, but was not understood when the paper in this book was written an d is not mentioned in
it.
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industry or occupation are by no means an encompassing interest : they are, on
the contrary, a narrow or special interest. If an organized interest in a particular
market earned , say , 1  percent o f th e tota l incom e earne d i n a  countr y o r
city-state, it would no t have any incentive to cease using its lobbying or cartel
power t o obtai n redistribution s fo r itsel f unti l th e socia l incom e Fel l a t th e
margin by 100 times as much as it obtained fro m redistribution; for it would, on
average, bea r onl y abou t 1  percent o f th e socia l los s fro m a  les s efficien t
economy. This logic suggests that countries that have a high density of narrow
special-interest organization s wil l ten d t o gro w les s rapidl y tha n otherwis e
comparable nations,

A country develop s a  dense networ k o f special-interest lobbie s an d cartel s
only i f it ha s enjoye d a  long perio d o f stability . Thi s i s because the benefit s
that lobbyin g o r cartelizatio n brin g t o th e firm s o r worker s i n a  marke t
automatically go to all the firms or workers in the market, whether or not they
have paid dues to the organization that organized the lobbying or cartelization,
In other words, they must overcome the great difficulties of collective action by
working ou t th e complex agreement s an d "selective incentives " tha t make it
rational fo r th e firm s an d worker s in . a give n marke t t o pa y th e cost s o f
collective action . I t takes a  long tim e t o overcom e thes e difficulties . Tha t i s
why onl y long-stable societies normall y have a high density of special-interest
organizations an d suffer th e losses in efficiency an d dynamism tha t they brin g
about.

This, alon g wit h international  difference s i n ideolog y an d i n economi c
understanding, explain s much of the variatio n in economic growth across the
developed countries . Totalitarianism an d foreign occupation destroye d mos t
of the special-interes t organization s i n th e Axi s countrie s (o r replace d the m
with relativel y encompassin g structure s o f allie d o r othe r postwa r design) ,
Accordingly, in the first quarter-century after Worl d Wa r II , West Germany,
Japan, an d Ital y enjoye d "economi c miracles. " B y contrast, th e sam e Grea t
Britain that invented modern economi c growt h wit h its Industrial Revolutio n
(see the Moky r and De Long chapters) suffered fro m th e "Britis h Disease " of
slow growth, I n long-stable and undefeated Britai n and in the long-settled and
always stabl e part s o f th e Unite d States , dens e network s o f lobbyin g an d
cartelistic organizations had emerged. Thus, these places suffered large losses in
efficiency an d dynamis m fro m narro w o r specia l interests , an d thi s mainl y
explained thei r slo w growth . B y contrast, th e mor e recentl y settle d wester n
and "defeated" souther n part s of the United States were not much afflicte d by
such narrow interests and grew relatively rapidly.

The one country with an exceptionally high level of membership i n interest
organizations tha t als o ha d impressiv e growt h i n th e 1950 s and 1960 s wa s
Sweden, A t tha t time , wit h no t muc h mor e tha n on e bi g labor unio n an d
one employers ' federation , i t ha d a  uniquel y encompassin g interest-grou p
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structure, Wh y di d thi s exceptionall y encompassin g an d sociall y pruden t
structure emerg e in Sweden? Why may it have devolved and deteriorated into
a narrower se t o f special interests with the passag e o f time? Why ultimatel y
did the Swedish econom y hea d sout h an d discredit the "Swedis h model" ? As
we shal l see from Eri c Moberg's chapter an d later discussion, the answer s t o
these questions raise general theoretical issues and turn out to be important for
all countries.

We have argued that autocrats have an encompassing stake in. their domains
that give s the m som e interes t i n thei r productivity , bu t tha t majoritie s i n
democracies hav e mor e encompassin g interest s an d therefor e a  greate r
incentive t o take accoun t o f the interest s o f society. Special-interes t organiz -
ations, b y contrast , fac e ver y differen t incentives . Excep t i n th e rar e an d
unsustainable cases where they are encompassing, they represent only the firms
or workers in a particular industry or market. These narrow interests give them
little o r no reaso n t o take account of the social losses that their lobbying and
cartelization bring about,l>

In the long run, probably the  most importan t difference betwee n autocratic
rule an d representativ e governmen t i s in th e degre e t o whic h the y protec t
property right s and enforce contracts. Chapter 4 argues that, when an autocrat,
because of uncertainty about his tenure or any other reason, takes a short-term
view, i t pays him t o tak e an y asse t whos e ta x yield ove r th e shor t planning
horizon i s less than its capital value. Thus, any autocrat with a sufficiently short
time horizo n becomes , i n effect , a  roving bandit an d take s al l o f the readil y
cotifiscable fortune s an d assets in his domain. I n oligarchies or democracies in
which powe r i s shared , n o singl e individua l ha s th e powe r unilaterall y t o
confiscate the assets of others. Thos e who share power also have an incentive
to make sure that no one, including the leader of the government, can become
a dictator , s o the y limi t th e powe r o f th e governmen t an d it s leader . Th e
resulting limitation s als o mak e privat e propert y an d contrac t right s mor e
secure. Becaus e of this and th e frequenc y o f succession crise s in autocracies ,
property an d contrac t right s ar e muc h mor e secur e ove r th e lon g ru n i n
representative governments , whether they have universal suffrage o r oligarchic
electorates.

4,2 Hi e Broader Approach to the State and the Rise of the West
The importanc e o f th e incentive s facin g th e leader s o f governments-—an d
the intimate connectio n betwee n thes e incentives and property an d contrac t

1J Narro w special-interes t group s hav e considerabl e influenc e i n most autocrati c societies . Guilds , fo r
example, wer e important even under the absolutist monarchies in early modern Europe, and the Soviet-type
societies in their later years were dense wit h insider lobbies. Still , dictatorships that are both new and strong
may sornctime s emerge atn j they may repres s special interests . This happened fo r a time i n South Kisrea ,
Taiwan, and Chile.
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rights—is eviden t fro m J , Bradfor d D e Long' s chapter , "Overstrong Against
Thyself: War, the State , and Growth i n Europe on the Ev e of the Industria l
Revolution." His historical analysis of early modem western Europe demons-
trates tha t i t wa s th e interest s o f king s an d th e form s o f government tha t
mainly determine d whethe r ther e wa s economi c growt h o r stagnation— -
and even , partl y explaine d th e sourc e o f ou r moder n world , th e Industria l
Revolution. De Long's recent experience in the US government also suggest s
to hi m tha t th e sam e principle s tha t explaine d th e far-from-encouragin g
relationship o f political power an d economi c performanc e in earl y moder n
Europe also apply in late twentieth-century Washington.

De Long notes that northwestern Europe , over the long sweep of history,
has mostl y bee n a  relativel y backward area, and it s statu s a s th e cradl e o f
industrial life need s to be explained. He looks first at the citie s of Europe and
concludes tha t "cit y growt h ha d a  ver y stron g allerg y t o th e presenc e o f
strong, centralizin g Princes who calle d themselves "absolute ' i n the sens e of
being not subjec t to, but creators of the legal order, and a strong attraction t o
mercantile republics : city-state s governed b y representativ e o r not-so-repre -
sentative oligarchies of merchants." H e draws on the quantitative evidence in
his important article with Andrei Shieifer on "Prince s an d Merchants," which
examined urba n growt h an d declin e centur y b y centur y i n nin e differen t
regions of Europe.14 The D e Long—Shieife r statistica l analysis suggests tha t
"each century that a west European region, .. was ruled by a strong 'absolutist*
prince saw its urban population fal l by roughly 180,000 people, and its number
of cities with more than 30,000 people fall by roughly one and a half, relative to
what the experience of that region in that era would have been in the absence
of absolutist rule." After looking at some specific features of European military
and politica l history, De Lon g ca n sho w tha t there i s a  causa l arrow goin g
from th e nature of the rul e to the growth o f cities. For example, in the year
1000 souther n Ital y outstrippe d norther n Ital y i n agricultura l productivity ,
population, and urbanization. But then "Robert I  d'Hauteville and his brothers
win thei r wars to bring southern Ital y under thei r control , and its city-states
become par t of the 'prototyp e absolutism' that was the Kingdo m of Sicily in
the first few centuries of the present millennium." After five centuries of abso-
lutist rule, southern Italy had become quit e backward in relation t o the more
urban and dynamic north.

In pre-industria l Europe , D e Lon g argues , a  city-stat e wa s typicall y
controlled b y an oligarchy of merchant burghers. When landlords or burghers
with substantial private wealth have an important political role in representa-
tive assemblies, they take into account the impact of alternative public policies
on their private wealth. When Lorenzo di Medici "the Magnificent" guided the

14 j . Bradfor d De Long and Andrei Shieifer, "Princes and Merchants, " Journal eflMw  an d Ecomrmics, 36(2),
(October 1993) ; 671-702,
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government of Florence, his wealth depended a s much on the revenues of the
Media bank as on the city's treasury,

De Long' s result s ar e completel y consisten t wit h hi s logica l analysi s and
obviously also with the theory in Chapter 4 on "Dictatorship, Democracy, and
Development." An oligarchy, majority, o r other rulin g interest that not only
controls the fisc, but also earns income in the marketplace, is bound to have a
more encompassing interest than an autocrat whose income depends only on his
control of government, A ruling interest that earns income in the marketplace,
we recall, will necessarily best serve its interests by redistributing less to itsel f
than an autocrat who was earning no income in the market would have done,

The evidence gathered by De Long and De Long and Shleifer also shows that
absolutist autocrades ofte n lea d to shor t time horizons an d thus, in effect, t o
roving banditry . Taking the king s of England between 106 6 and 1715  a s an
example, De Long and Shleifer show that something went wrong in 18 of the
3! royal successions. They found that "there was only a 13 percent chance that
the legitimate heir who was grandson, granddaughter, grandnephew , or other
relative of an English monarch would inherit the throne without disturbance in
the lin e o f succession," Thoug h D e Lon g does no t g o into this , on e would
suppose tha t in pre-industrial Europe the fortunes in cities were more readily
confiscable tha n the widel y scattere d asset s in rura l areas. I f so, the for m o f
government probably had mor e impac t on economi c performanc e in urban
industries than in agriculture.

De Long's accounts of Hapsburg Spain and Bourbon France illustrate how
imperial ambition—manifeste d especiall y i n hig h militar y expenditures —
implied excessive taxation and economic blight. In defending itself in life-and -
death wars, the Dutc h Republic was driven not onl y to ta x itself heavily bu t
also to borrow huge sums. This implied taxation so oppressive and long-lasting
that the Dutch economy ultimately stagnated. Somewhat later Britain was left
with similar military exigencies and the high taxes and borrowing that go with
them, De Long argues that an increased population with more taxpayers and
other favorable breaks kept the British debt and taxation distortions from reaching
ruinous levels, so that Britain was soon host to the Industrial Revolution.

5 Th e Structure of Incentives in the Modem
Welfare State

The logic of narrow and encompassing interests and of different tim e horizons
is no less pertinent to the democrati c welfare states of the present day than it
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was to the societies of medieval and early modern Europe. In some ways, the
prototypical or most advanced or extreme example of the modern democratic
welfare stat e is Sweden—famous sinc e before Worl d War I I for the "middl e
way" between capitalism and communism and for an exceptionally large and
egalitarian welfare state.

Erik Moberg's chapter on Sweden (Chapter 6) partly extends and applies the
concepts of encompassing and narrow or special interests set out above and in
some o f Olson' s earlie r publications . I t als o attacks part o f Olson' s analysis
and offer s a n alternative and novel theory of Swedish developments, Moberg
points out that , though the Swedish economy is performing very badly in the
1990s, Sweden was for a considerable period famous for achieving a very high
per capit a income while having an, exceptionally generous welfare state . Th e
high per capita income of Sweden in the 1950 s and 1960s needs explanation, as
does the more recent severe decline of the Swedish economy.

Moberg reviews the explanatio n o f these development s tha t Olson , using
the theory o f encompassing an d narrow interests, offered i n two books,15 He
points out tha t Olson had, in the 1980s , asked two parallel questions; (1 ) Why
wasn't Sweden' s economy doing better? (2) Why wasn' t Sweden' s economy
doing worse ? Olso n ha d sai d th e answe r to th e firs t questio n wa s obviou s
and well known—it was because of the disincentives and distortions inheren t
in the exceptionall y large Swedish welfar e state-—an d that the rea l challenge
was to answe r th e second question. Mober g emphasizes that on thi s formu-
lation o f the questio n th e larg e size of the Swedis h welfare stat e is taken as a
given, but he is above all concerned to explain this.

Moberg and Olson agree that Sweden's economic growth has been slowe d
by the disincentives of exceptionally high welfare spendin g and taxation—and
that i t i s als o a  long-stabl e country wit h a n exceptionall y hig h densit y o f
membership i n labor unions an d employers ' organizations . S o why ha d no t
Sweden performe d worse an d go t into troubl e sooner ? As we hav e alread y
seen, th e relativel y wealthy and rapidl y growin g Swede n o f th e 1950 s an d
1960s had a n exceptionally encompassing structure of interest organizations ,
and (as the theory of encompassing and narrow interests predicted) the policies
of thes e encompassin g organizations showe d a  concer n fo r th e economi c
efficiency o f th e societ y tha t i s no t eviden t i n narro w special-interes t
organizations. Though he had initially been agnosti c about the very long-run
effects o f such groups, Olso n argued , beginning in 1.986, 5* that encompassin g
interest organizations ten d to devolve over time into systems of smaller and

l's Manett f Olson , Ho w Bright  are  the  Northern  Liglits. - S&ms  Questions  sbvut  Sweden  (Lund : Institut e o f
Economic Research, Lund University Press. 1990), and the Rise and Decline  &f Nations.

16 MaBCu r Olson, "A Theory of the Incentive s Facing Polices! Organizations: Meo-Corporatism and th e
Hegemonic State," International  Political  Scienc e Review, 7{2) (April 1986) : 165-89 ; "The Devolutio n o f th e
Nordic and Teutonic Economies," AEA Papers and Proceedings, 85(2) (May 1995): 22-7, and in the already cited
"Varieties of Euroscletosis,"
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narrower organization s an d into interes t organization s that , when large , are
mainly shells or fronts for increasingly powerful and autonomous branches and
other ostensibl y subordinat e units . Th e Norwegia n rationa l choic e theoris t
Gudmund Homes has independently made a similar argument,17

Moberg agrees tha t Swede n had relativel y encompassin g interes t organiz -
ations an d als o tha t the y tende d t o displa y the pruden t concer n abou t th e
impact o f thei r policie s o n th e productivit y o f the societ y tha t th e theor y
predicts. Bu t h e emphasize s th e nee d fo r a n adequat e explanatio n o f wh y
Sweden came to have encompassing interest organizations in the first place. He
argues tha t Olson' s brief and tentative reference s to Sweden' s homogeneity ,
small size, and special historical circumstances are not by themselves sufficien t
to explain why Sweden came to have encompassing organizations.

To provide a fuller and better explanation, Mober g notes that Sweden has a
parliamentary governmen t wit h proportiona l representatio n an d shows tha t
this makes for highly disciplined political parties. In a presidential system of the
kind tha t prevail s i n th e Unite d States , th e administratio n doe s no t requir e
majority suppor t i n the Congres s fo r it s continuance, so no crisi s or chang e
of governmen t nee d occu r whe n member s o f th e president' s part y vot e
contrary to the administration' s policy . Such a system, can operate with weak
and undisciplined political parlies. I n a parliamentary system, by contrast, th e
government canno t remai n i n offic e unles s i t continue s t o hav e sufficien t
support in the parliament, so it must have one or more discipline d parties that
continue to support it ; the government, indeed , is essentially an artifact of the
party o r partie s ou t o f which i t i s made. Wit h proportiona l representation ,
moreover, members of the parliament owe their seats not to any plurality in a
district, but to their place on a party list of candidates and the electoral fortunes
of tha t party . Th e politica l fortune s o f a  politicia n depen d o n th e party' s
fortunes and how high he or she ranks on the party list. So the politicians stay
in. line and the political party has discipline and coherence. Moberg also point s
out tha t th e Socia l Democratic part y that has controlled Sweden for most o f
the last sixty years is linked institutionally as well as ideologically with one large
labor union.

Accordingly, Mober g say s i t is not s o much Sweden' s homogeneity , smal l
size, and the othe r factor s Olson had mentioned tha t explain how i t came to
have an encompassing interes t group structure , but eve n mor e th e country' s
constitutional system . Hi s argumen t certainl y applies to th e left-labo r sid e
of the spectrum , fo r i t generate s discipline d political parties , an d o n th e lef t
there is one large party that is institutionally linked with a labor union. Though
Moberg's argument may perhaps not help explain the encompassing character
of th e Swedis h Employers ' Federatio n tha t represent s almos t al l Swedis h

l? Gudmun d Hetnes , "Th e Dilemma s of Socia l Democracies : th e Cas e o f Norway and Sweden, " Act a
Saaolagiea, 34(4) (December 199!} : 239-60.
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business, it must provide a  large part of the explanation of why Sweden came
to hav e one unusually encompassing organizatio n i n the for m o f the Socia l
Democratic part y linked wit h on e larg e labor union. I t is important t o ack-
nowledge tha t Moberg here repairs one flaw in some o f Olson's writings o n
encompassing organizations .

Moberg also disagrees at least partly with Olson's contention that Sweden' s
initial success with encompassin g organization , helps t o explai n why i t over-
confidently went on to expand its welfare stat e redistribution beyond sustain-
able levels , H e offer s hi s own nove l theory ; tha t th e Swedis h constitutiona l
structure wa s the most important factor i n explaining the exceptiona l expan -
sion o f Sweden' s welfar e state . Th e discipline d politica l partie s i n Swede n
lowered the transaction cost s involved in putting together packages of redistri-
butions tha t woul d comman d a  majority . He contend s that , b y contrast , i n
presidential systems of the kind in the United States, it is much more difficul t t o
work out the political deals needed to pass a package of redistributive measures.
He argues, contrary t o common opinion, tha t th e US political system i s not
especially open to influence by lobbies.

Moberg in his debate with Olson has raised some issues that call for furthe r
research. In view of the fundamental importance o f these issues, not onl y for
Sweden but als o for other countries (and for theoretical reasons as well), we
must hope tha t a number of scholars wil l investigate these matters. Moberg' s
examination of the Swedish welfare state also demonstrates that the same tools
of thought tha t are usefu l i n analyzing the market , th e corporation , an d th e
kings and oligarchies of early modem times also illuminate the welfare state in a
modern democracy . W e canno t understan d suc h a n importan t featur e o f
modern societ y a s th e welfar e stat e withou t a  broade r economic s o r a n
integrated social science.

6 Ethni c Conflict, Discrimination, an d Coordination
in Social Groups

Chapters 7—-Edwar d Montgomery' s "Affirmativ e Actio n an d Reservation s
in the American and Indian Labor Markets"—and 8—Russell Hardin's "Com -
munities an d Development"—tur n t o a  differen t subur b o f economics tha n
those we have so far discussed. These two chapters examine the cultural, ethnic,
racial, religious, linguistic, tribal, and caste groupings into which humanity is, to
various degrees, divided. The consideration of such groupings raises what may
be the best-known criticism of the economist's paradigm and the theoretically
unified approach to social science.
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This lin e o f criticis m correctl y emphasize s tha t economi c theory—an d
the rational-choice approaches to social science that are integrated with it—take
the individua l as a fundamenta l unit o f analysis . I t i s wrong to identif y th e
economic an d rational-choice methodolog y wit h "individualism, " muc h les s
"ragged individualism, " a s a  socia l o r politica l creed . Thi s approac h does ,
however, requir e methodological  individualism . That is , it requires th e kin d of
thinking tha t D e Lon g brings ou t a t th e beginnin g o f Chapter 5 , where h e
reports his reaction to the White House functionary who said that "what you
economists don't see, is that you are pushing for the public interest. But there
are othe r interest s tha t can be more important, " D e Long' s immediate and
outraged reaction that the public interest would have to be the sum of private
interests, so that no interest could possibly be more important, is one aspect of
methodological individualism . But another aspec t is evident in De Long's next
paragraph, wher e h e take s accoun t o f the fac t tha t kings or othe r politica l
leaders ma y sometime s plac e thei r individua l welfar e abov e tha t o f thei r
subjects. I f the Rin g says "L'etat, c'est moi" and has the power to ac t accord-
ingly, then a methodologically individualistic account of government must give
a great role to the individual who is king.

Critics of the methodologica l individualis m that characterize s th e broader
economics an d th e integrate d approac h t o socia l scienc e emphasiz e tha t
everyone i s bom . int o an d i s socialize d b y socia l |px>up s o f th e kin d th e
Montgomery an d Hardin consider. N o ma n i s an island, and individual s are
greatly influenced by their different pattern s of socialization. Those socialized
pick up differen t culture s wit h differen t attitude s towar d work , saving , an d
leisure, differen t religion s an d languages , differen t tolerance s and prejudices,
and different group loyalties and hatreds. Accordingly, some argue, any method
of analysis that begins with individuals is mistaken because it leaves out an even
more fundamental reality; the groups and communities that mainly determine
what individuals in different group s believe and thus what they choose. Som e
other holistic, communitarian , nationalistic , or group-based o r class-centere d
method shoul d supplan t th e methodologicall y individualisti c economics an d
social science on display in this book. Though socialization matters, and there
are ofte n importan t difference s i n th e way s that differen t group s hav e been
brought up, we shall argue, drawing on the Montgomery and Hardin chapters,
that th e integrate d approac h t o socia l scienc e nonetheles s generate s bigge r
payoffs than any other single approach.

The case for theory tha t starts with the group rather than the individual is
probably stronges t wit h problem s o f the kin d considere d i n Montgomery' s
chapter. H e considers race and "affirmativ e action " i n the Unite d States and
compares the m wit h cast e an d th e "reservations " o f governmen t job s fo r
"scheduled caste s an d tribes" i n India , In thes e case s groups ar e exception-
ally important . Whe n ther e i s discrimination against a  rac e o r caste—o r a
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government program t o assis t or favo r a  race o r caste—outcome s obviously
cannot be explained only in terms of individual attributes: the race or caste an
individual i s identified wit h manifestl y make s a difference . Ye t no on e wh o
reads and understands Montgomery's chapter, and. the rich literature he draws
upon and extends, could deny that the methodologically individualistic method
used by him and those h e builds upon make s important contribution s t o ou r
understanding.

To see why, consider a type of discrimination that , though probabl y not th e
most important , arise s directl y fro m individua l choices . Suppose ther e i s an
attribute whose average value differs across groups and also among individuals
within each group, an d that it is impossible or costly to determine the value of
this attribut e fo r eac h individual . Adolescen t an d youn g adul t males , fo r
example, accoun t fo r a  disproportionat e shar e o f violen t crimes , ye t man y
of the m woul d no t commi t a  violen t crime an d man y individual s i n othe r
demographic categorie s would , This mean s tha t a  taxi driver i n a high-crime
area may rationally avoid picking up young male s at the same time tha t law-
abiding young male s there reasonabl y resen t th e unjus t discriminatio n tha t
they suffer . A s Montgomery shows , th e assumptio n o f rational behavior ca n
not onl y help us understand the discrimination tha t arises from stereotyping ,
but als o ca n illuminat e th e consequence s o f differen t policie s fo r dealin g
with it,

A "taste " fo r discriminatio n ( a desir e t o discriminate) , lik e othe r tastes ,
cannot be explained by a theory of rational behavior, but economic theory can
say a  lo t abou t th e cost s and consequence s o f suc h a  taste whe n ther e ar e
markets. The employer who indulges such tastes cannot usually obtain the best
value when hiring labor and therefore pays a price for acting out of prejudice, as
do workers an d consumers wh o mak e discriminatory choices. Marke t forces
make this type of discrimination less common tha n it would otherwise be . This
logic helps to explai n why governments , an d extra-legal sources o f coercion ,
were so heavily implicated in the Jim Crow system tha t used to prevail in the
US South, and why the change s i n US legislation, suc h as the civi l right s an d
voting rights acts of the 1960s , brought about unexpectedl y rapid and pacifi c
racial integration o f workforces in the South . Though Montgomery doe s no t
go int o thi s history , h e discusse s "taste " model s o f discriminatio n an d o f
affirmative action . He shows that government policies that give preferences to
specified group s will , no t surprisingly , usually be efficiency-increasin g whe n
they offse t discrimination , but wil l usually b e efficiency-reducin g whe n the y
change wha t woul d otherwis e have bee n a  nondiscriminatory outcom e i n a
competitive market .

The wor d "usually " nee d emphasis . Montgomery' s chapte r show s th e
richness and variet y o f the result s tha t hav e bee n achieve d i n economists '
studies of this subject. In reading it, one is struck especially by how sensitive the
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impacts of policies can be to such considerations as the existence of covered and
uncovered sectors , an d the numbers of individuals with pertinen t skill s in the
groups that are favored or not by affirmative actio n programs. The economy is
a general equilibrium system, and any discrimination or preferential policy in a
covered secto r of an economy change s prices and quantities of the goods that
this secto r buy s an d sells , Thi s i n tur n make s i t profitabl e fo r firm s an d
consumers in the uncovered sector to choose differen t pattern s of production
and consumption than before, and this generally changes the relative demands
in the uncovered sector for different sort s of labor. As a result of such forces, it
is easily possible that a public policy can have a net effec t tha t is the opposit e
of the expecte d effect . Thus , th e methodologicall y individualisti c method o f
economic theor y alerts us, as no other theory has done, to important counter-
intuitive possibilities that policy-making has to take into account if it is to deal
in a  sociall y rationa l wa y wit h legacie s o f segregatio n an d othe r "group "
problems.

6,1 Social  Structure and Collective Action

Hardin's chapter—along with his books, One  for Al l and Collectiv e Action18—also
helps us understand the origins of social groups an d the patterns of exclusion
and discrimination that they sometimes engage in. He emphasizes, building on
the tw o just cite d book s an d o n Olson' s Logic  o f Collective  Action, that social
groups cannot organize o r ac t to achieve any group interes t unles s they can
overcome the difficulties of collective action. If collective action, whether in the
political syste m o r i n th e marketplace , provides som e benefi t t o a  group ,
normally everyone i n that group will benefit, whether or not they have borne
any of the costs of the collective action . Collective action or organization by a
group thus inherently involve s an. indivisibility of the kind described earlier in
this chapter.

We recal l tha t thi s mean s tha t th e individual s in any large group d o no t
have a n automati c incentiv e t o contribut e t o o r ac t in th e interes t o f thei r
group, an d larg e group s wil l be abl e t o organiz e an d ac t i n thei r commo n
interest only if they are able to work out "selective incentives," or punishments
and rewards, tha t apply to individuals according to whether they do or do not
share in the costs of organization an d action on behalf of the group. Thus, the
groups that act and play a role in society are not al l those with some commo n
interest o r nee d fo r a  collective good, bu t ar e those luck y enough t o b e in
circumstances tha t make it possible fo r them t o organize . Hardin points ou t
that we should no t tak e it for granted tha t this good fortun e gives a group a
moral claim on the rest of the society.
18 Russel l Hardin , One  for Al l (Princeton : Princeto n Universit y Press , 1995 ) an d Russel l Hardin , Collectiv e
Action (Baltimore: TThc Johns Hopkins University Press, 1982) .



28 Mancu r Olson and Satu Kahkone n

Hardin ha s explaine d anothe r aspec t o f thi s matte r b y considerin g co -
ordination problems in game theory. Obviously there would be great problems
if people in a country did not drive on the same side of the road. But they do ,
even in the absence of any laws requiring it. People rationally follow whatever
convention emerges . Often suc h coordination lead s to outcomes tha t ar e far
inferior to alternatives that might have been, chosen, but still much better than
would, occur without any coordination.

As Hardi n ha s pointe d out , ther e ar e man y spontaneousl y successfu l
coordination games, and they are typically the source o f conventions followe d
in each socia l group . Man y o f th e difference s i n convention acros s differen t
social group s ar e arbitrar y artifact s o f th e outcome s o f initia l coordinatio n
games. This means that some of the distinctive cultura l practices of particular
groups ar e ofte n no t the resul t o f profound mora l choices . No r ar e they th e
only practices that could be workable and congenial for this group. Rather, they
are artifact s o f unimportant o r eve n accidenta l factors i n initia l coordinatio n
games. Different outcomes of initial coordination game s can also come to play
a role in distinguishing and dividing different groups .

Some social groups and cultural practices, such as the Indian sub-caste or Jati,
appear t o hav e mainl y differen t type s o f origin bu t ar e stil l amenabl e t o a
methodologically individualistic explanation. As Montgomery's chapte r points
out, most o f the caste groupings tak e their names from occupations o r crafts .
Historically, given sub-castes had a monopoly of practising a given occupatio n
in a  given community . Thoug h th e India n caste groups ofte n g o back t o fa r
earlier periods o f history, they are in this respect like the guilds in Europe and
many other parts of the world.

Consider th e proble m facin g a  group tha t ha s a  monopoly ove r a  given
occupation and wishes to continue to enjoy the monopoly return and pass it on
to their descendants. Though. Montgomery and Hardin do not go into this, we
can se e that , t o continu e enjoying monopoly return s fro m a  cartel, a  grou p
must continue to restrict the supply. If the member s of such a group can not
only pass membership in that monopoly on to their sons, but also offer dowrie s
for their daughters in the form of rights of membership in the cartel to sons-in-
law, then the number that practice thai occupation in the next generation wil l
double even in the absence of any growth of population.

That won' t d o fo r an y cartelisti c organizatio n tha t obtain s it s gain s b y
restricting the supply . Thus, endogamy—th e rule that marriage mus t be only
inside the group—-i s not onl y a universal featur e o f the cast e system, but als o
something that enables caste-type groupings to persist for very long periods; i t
enables th e member s o f a sub-caste to preserve the value of their monopol y
control an d to pass it on to thei r children.w In the same way, the traditiona l

" Olson , Rise and Decline, ch. 6.
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resistance i n Europea n royalt y t o marriage s t o commoner s wa s similarl y
necessary to preserve the ful l value of royal descent. Such practices as these are
examples o f th e genera l propositio n tha t thos e i n a  grou p tha t receiv e a
redistribution, so long as they remain powerful enough to continue to receive
the redistribution , wil l b e bette r of f th e fewe r the y hav e t o shar e th e
redistribution with . When redistribution i s at issue , it i s always best t o be in
a "minimum winning coalition."

The distinctiv e socia l custom s o f differen t group s tha t emerg e fro m
coordination games of the kind Hardin has explained can make collective action
easier. To the extent that people can feel, "at home" only with the customs that
they hav e been accukurate d to , the y hav e a  preference fo r companionship ,
marriage, and social interaction within their own group. They then particularly
value the respect of those in their group and suffer socia l loss if they do not have
access t o socia l interaction wit h them . Thus , respec t withi n an d acces s t o a
group serves as a selective incentiv e that can motivate collective action by the
group.

Though such collectiv e actio n can be beneficent, Hardi n has shown that it
is also ofte n exclusionar y and harmful . I t is , he point s out , th e mainsprin g of
ethnic conflict s suc h a s thos e i n Bosnia , Norther n Ireland , Rwanda , an d
Somalia. He also shows how "communitarian" ethica l philosophies—which do
not recogniz e th e problematic natur e of the collective actio n that creates the
communal force s tha t w e observe , o r appreciat e th e arbitrar y o r accidental
origins of communal customs—are erroneous.

When on e takes Montgomery's and Hardin's work together and combine s
them wit h resonant wor k by others, w e see the not-so-dismal scienc e from a
new perspective. Some argue, we know, that the methodological individualism
that characterize s th e not-so-disma l science is wrong because individual s are
greatly influenced by socialization in the groups int o which they are born, s o
that researc h should begi n wit h group s tha t socialize individuals rather than
with individuals.

But the groups that socialize individuals, we must not forget, are made up of
individuals. Also, such groups had to emerge as a result of the interaction s of
individuals; the y coul d no t exis t befor e th e individual s who, purposel y o r
inadvertently, formed them. So we can use the broader, integrated approac h
on. display her e t o stud y groups an d th e influenc e tha t the y have , throug h
socialization, o n individuals . The ultimat e goal i s a theory o f genera l socia l
equilibrium tha t simultaneousl y consider s th e individual s an d group s i n
society and their interactions. Some rational-choice sociologists, such as James
Coleman, hav e alread y explicitl y endeavore d t o d o thi s an d hav e mad e
significant progress. 20 I f the chapter s by Montgomer y an d Hardi n an d th e

2* Jame s Samue l Coleman , Foundations  o f Social  Theory  (Cambridge , Mass. : Harvar d Universit y Press ,
1990).
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related work discussed abov e are right, a beginning has already been made to
try to explain the origins and characteristics of some kinds of social groups.

7 Th e State versus the Market
The remaining two chapters , Rober t Cooler' s and Pranab Bardhan's, are also
concerned with socia l norms and social groups . Bu t they consider how thes e
norms an d group s shoul d affec t th e respectiv e role s o f the privat e and th e
public sectors. In different ways , these two chapters bring us back to the long-
standing debat e betwee n th e righ t an d th e lef t abou t th e prope r role s o f
governments an d markets. This is not just the question o f how large or small
the government should be, but also whether government should be viewed in
substantial part as a body that strengthens an d enforces norms that evolved first
in th e privat e sector—o r a s th e onl y instrumen t tha t ca n overcom e som e
entrenched impediments to progress in fragmented societies with dysfunctional
institutions.

Cooler show s how private-marke t interaction can sometimes giv e ris e t o
certain socia l norm s tha t ar e better tha n thos e tha t woul d aris e throug h a n
initiative from the centra l government , so that government a t its best some -
times codifies, strengthens, and enforces a social norm emerging from a private
sector whic h share s i n th e tas k o f enforcin g thi s norm . Bardha n point s t o
impediments t o economi c developmen t and socia l dysfunctions that marke t
mechanisms cannot cure becaus e the neede d large-numbe r collectiv e actio n
cannot emerge spontaneously . The difference in emphasis in each chapter may
be due partly to differences in the societies and problems analyzed.

7.1 Th e Spontaneous Emergence of Socially Useful  Norms

Cooter i s inspire d b y successfu l advance s in commercia l la w i n relativel y
competitive an d thrivin g economies . H e start s i n Chapte r 9  wit h judg e
Mansfield's modernization o f English common la w in the. eighteenth centur y
(that is , in th e countr y an d th e centur y i n whic h th e Industria l Revolutio n
began) an d with Professo r Llewellyn' s effor t t o identif y th e bes t commercia l
practices i n twentieth-centur y Unite d State s an d t o writ e the m int o th e
commercial code. Cooter finds that the state built on pre-existing social norms,
so that, as in his title, there is "law from order." He argues that "in an environ-
ment o f open competition , busines s practices tend to evolve rapidl y toward s
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efficiency. Withou t ope n competition , however , harmfu l busines s norm s
can create monopoly power or distort consumer information , and. incomplete
markets can impose external costs,"

How ca n a  desirabl e socia l nor m emerg e i n th e privat e sector ? Thoug h
Cooter doe s no t emphasiz e this , such a  social norm i s a publi c good. I f the
numbers involved ar e large, we should expect that the difficultie s o f collective
action coul d no t b e overcome , s o the socia l nor m woul d no t evolv e under
laissez-faire. Coote r consider s cases where principals hire agents, but where in
any period a n agent can appropriate the principal's investment for himself and
thereby obtain much more in that period than a cooperative agent would have
earned. In  future periods a principal would retai n only agents who did not d o
this, so the offending agent has to seek other principals who might hire him and
thus does not earn income in as many periods as a cooperative agent . Drawing
on evolutionar y gam e theory , Coote r make s i t clea r that , i f ther e i s a n
equilibrium i n th e societ y wit h bot h type s o f agent , th e appropriator s an d
cooperators must in this equilibrium earn the same average rate of return.

Since principal s woul d neve r knowingl y hir e a n agen t tha t intende d t o
appropriate fro m them , i t pays all agents to claim emphatically that they are
cooperators, eve n i f they plan to appropriate . Thi s unifor m signaling mean s
that th e self-interes t of the agent s assure s tha t the nor m tha t agent s shoul d
cooperate gets a lot of good free publicity!

Cooter also points out that many situations do not lead to uniform signaling.
Hard bargainers, for example, may gain from a reputation that they won't give
in, so even though society would presumably have lower transaction costs with
a social norm that everyone should be a soft bargainer, there is no tendency for
such a social norm to emerge.

Where there i s uniform signaling, it not onl y affect s speec h and beliefs, but
also leads , Coote r hypothesize s (throug h psychologica l processe s tha t h e
leaves to the psychologist s t o analyze) , to a n internalization o f some degre e
of willingness to ac t on and help to enforc e th e norm . Cooter is aware that,
when a n individua l punishe s someon e wh o violate s a  norm , th e benefit s
accrue mainl y t o others ; bu t h e assume s that , whe n a  group ha s sufficien t
"coherence," individual s are sometime s motivate d t o enforc e socia l norms .
He assume s that , i n groups wit h sufficien t coherence , externalitie s o f many
kinds will at times be internalized, a t least if the externalities are "symmetric "
ones tha t leav e mos t individual s as victim s a s wel l a s perpetrator s o f th e
diseconomy,

These conclusions , an d th e principal-agen t an d commercia l la w context s
that Cooter emphasizes, leave the reader with the impression that he is thinking
mostly o f groups that ar e not ver y large . Though h e doe s not g o into the
numbers issue explicitly, it is clear that if the numbers involved are sufficientl y
small his conclusions ar e beyond challenge . But i f the number s involve d ar e
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sufficiently large , Cooter has no alternative but to rely on the psychologists t o
fill in the gap in rational behavior,

Here th e contras t betwee n Bardha n an d Coote r i s especiall y instructive ,
Bardhan explicitl y emphasize s no t onl y larg e number s bu t als o socia l
fragmentation, an d conclude s tha t spontaneou s marke t behavio r doe s no t
prevent very bad outcomes. Cooter , by contrast, emphasize s contexts wher e
numbers ar e probabl y smal l an d finds that i n the righ t circumstances , wit h
uniform signaling and social coherence, usefu l social norms may emerge.

Still, even when conditions are favorable to the development of useful socia l
norms an d efficient busines s practices, Cooter finds that law and government
should ofte n be brought in. When a practice that runs against a social norm is
outlawed, th e governmen t not onl y plays an important rol e in enforcement,
but als o strengthens privat e enforcement:  individuals are more aggressiv e i n
criticizing an d punishing violators o f social norms when thes e violation s ar e
illegal. Cooter argues that the law works best when., as with the common law in
eighteenth-century Britai n or the Uniform Commercial Cod e in the twentieth-
century USA, it reinforces and even follows social norms. By contrast, when the
laws and social norms go in opposite directions , the result s wil l probably be
bad. Cooter's most basic point—that the law works best when i t is consistent
with the outcomes in competitive markets and the social , norms of a coherent
society—is surely valid.

7.2 Tenacious  Institutional Impediments t o Development

The las t chapte r i n thi s collection , Prana b Bardhan' s "Th e Natur e o f Insti -
tutional Impediments to Economic Development," lik e all of the others herein,
goes beyond th e classica l analysis of preferences, resources , technology , an d
markets; i t considers governance, institutions , and (especially) the difficultie s
of collective action as well, and their importance in determining whether there
is stagnation or progress.

Bardhan not only illustrates the broader economics, but also takes us back to
the substantive issues with which this introductory chapte r began. There we
challenged a tacit and almost unconscious assumption that characterized much
economic (an d lay) thinking, at leas t until fairl y recently . This second-nature
assumption was that, unless government intervention prevents it, the markets
required fo r a n efficien t marke t economy wil l aris e spontaneously and auto -
matically: that markets are not an artifact of government. We have attempte d
to sho w tha t thi s assumption, thoug h correc t fo r self-enforcing transactions ,
was no t tru e i n genera l becaus e man y crucia l transactions, suc h a s most o f
those i n the capita l market, require third-part y enforcement at leas t as a last
resort.
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Bardhan als o emphasize s tha t ther e i s n o necessit y fo r spontaneou s o r
automatic processes in order to obtain socially efficient o r desirable outcomes.
Some economists hav e supposed tha t large changes in the proportions o f the
production factor s make a relatively scarc e factor more valuable, and thi s in
turn motivates the development of better property rights for the more valuable
factor. Bardhan points out that this need not necessarily happen. The difficultie s
of collectiv e actio n coul d preven t th e realizatio n o f th e gain s tha t bette r
property right s o r othe r institutiona l improvement s woul d hav e brough t
about. The rationalit y of individuals need not , becaus e of the infeasibilit y o f
collective actio n o r othe r difficulties , brin g abou t th e eliminatio n o f eve n
dramatically dysfunctiona l institutions, muc h less guarantee socia l efficiency ,
Bardhan'$ startin g poin t i s no t Englis h commercia l la w i n th e centur y o f
the Industria l Revolutio n o r th e propitiou s developmen t o f th e Unifor m
Commercial Cod e in the Unite d States: it is the poverty-stricken millions and
social fragmentation in India.

In keeping wit h hi s argument tha t some seriou s impediments t o develop -
ment do not disappea r spontaneously, Bardhan finds simplistic conceptions of
the state—suc h a s the theor y o f the stat e as simply a  predator on th e res t of
society, o r alternativel y a s just a n instrument  o f dominatio n fo r on e socia l
class over another—to be insufficient . H e prefers a more nuance d vie w that
recognizes not only predation an d the exercise o f dominance, but als o (as at
times in East Asia) relatively constructive actio n which promotes prosperity. In
keeping with other analyses in this volume, he points out that such constructive
action could arise from an encompassing interest.

Bardhan als o finds tha t eve n th e familia r tradeof f between efficienc y an d
equity ma y i n som e case s b e to o simple . Th e mechanism s fo r third-part y
enforcement o f contract s ar e ofte n poor , s o tha t thos e wh o woul d mak e
productive us e o f working capita l cannot borrow i t unless the y can provide
lenders with very good collateral, such, as equity in. land. In such circumstances,
a les s unequa l ownership o f lan d coul d giv e mor e cultivator s th e capacit y
to borro w workin g capital , an d thu s perhap s increas e bot h equit y an d
efficiency.

Bardhan points out how the obstacles to collective action can not only keep
spontaneous o r marke t force s fro m automaticall y eliminating dysfunctional
institutions, bu t als o keep societies from obtaining adequate supplies of public
goods. Social fragmentation can increase the difficulties of collective action, and
that can mean tha t (notwithstanding a pre-existing government) th e political
and governmenta l processe s d o no t wor k i n way s that assur e a n adequate
supply o f public goods. Bardhan points out tha t in India there is considerable
social fragmentation (and, of course, very large numbers), and that this some-
times keeps even local communities and governments from making adequate
provision for such basic needs as elementary education. It is difficult to see how
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anyone could explai n the continuin g hig h rates of illiteracy in parts of Indi a
without taking account of Bardhan's argument.

8 Theory , Ideology, and Cumulative Researc h
The issue of what should be the proper roles of the government and the market
brings u p th e insisten t question o f ho w th e suburbanizatio n o f economic s
relates to the ideological struggles in society. The broader and the more general
the ideas , the more ofte n peopl e as k how they relate to the ideologie s o f the
time. So, many people asfc i s the broadening of economics an outgrowth o f an
ideological agenda? Or is it a triumph for one side or the other in the ideological
struggle? The opposit e ideologica l implications of the final two chapter s hint
that the answer should be no. Yet some observers think that at least one of the
answers should be yes. Since these question s kee p coming up , we mus t dea l
with them.

If what we have said so far is correct, the not-so-dismal science cannot always
favor one ideology or another. As we saw at the beginning, one source o f the
broader approach is the awareness that some goods cannot be provided, at least
not to sufficiently larg e groups, by voluntary or market mechanisms. The need
to accommodate public goods (or, more generally, to analyze market failure) is
one of the two main sources of the broadening of economics. Therefore, at least
in compariso n wit h narrowe r o r city-cente r economics , th e not-so-disma l
science i s not single-mindedl y focuse d onl y o n markets . I t begins with th e
difficulties o f collectiv e actio n an d th e nee d fo r governmenta l o r othe r
collective mechanisms.

The second main source of the broader economics is the recognition that , to
understand th e growth and distribution o f income, th e economis t mus t als o
consider the other side of the coin of market failure: it is usually remedied only
by the use of coercive power, and wherever there is power, there is the powe r
to take, and often lots of taking. The proceeds of this taking usually go to those
with the power to take, rather than to the relatively powerless poor. Obviously,
behavior i n markets, which i s inherently voluntary, canno t lead to suc h bad
outcomes a s can occur from the power t o take. In a particular transaction, an
individual ma y b e th e victi m o f fraud , an d thu s b e mad e wors e of f by th e
transaction. Bu t rationa l individual s wil l neve r voluntaril y participat e i n
repeated fraudulen t transactions—yo u can' t sell anyon e the Brookly n Bridge
twice. An y voluntary marke t interaction s tha t continu e t o occu r mus t mak e
people better off .
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Not so with the power to take: there is essentially no limit to the damage that
this can do. Thus, ther e i s government failure a s well market failure, an d th e
consequences of government failur e are often incalculabl y more harmful than
anything tha t ca n occu r fro m voluntar y interactio n i n a  market , howeve r
imperfect th e market, 21 However, since we cannot get along without govern-
ments with the power to coerce, the fact tha t governments have incomparably
greater capacit y to do har m tha n market s i s not th e whol e story , As Oliver
WiEiamson's chapte r pointe d out , w e shoul d no t condem n a  practic e o r
institution as irrational unless we can find a remedy,

Accordingly, whe n w e tak e th e tw o source s o f th e suburbanizatio n o f
economics together , we see that the logic that led to the broader economic s
is inherentl y two-side d an d eminentl y suitabl e fo r analyzin g both th e con -
tribution o f market s an d marke t failure : i t emphasize s bot h th e nee d fo r
government an d th e prevalenc e o f governmen t failure . I f devotees o f an y
ideology or political tendency should find the results of good integrated socia l
science work i n conflic t wit h thei r preconceptions, the y should as k whether
these preconceptions are valid and well balanced.

In any case, the question o f whether th e suburbanization of economics wil l
favor this or that ideology is the wrong question. What we really need to know
about any research results is how much truth, if any, they contain and whether
they inseminat e ne w an d fruitfu l inquiries . Th e professo r o f theolog y a t a
seminary migh t hav e th e responsibilit y o f comin g u p wit h argument s tha t
help the village priest out-argue the village atheist. But economists and other
social scientist s (unles s they have sold themselves to som e interes t grou p o r
party) hav e n o correspondin g responsibilit y t o an y o f th e contendin g ide-
ologies. Our task is rather to improve th e understanding of the realitie s that
individuals and societies confront and thereby to help them find means that are
better adapte d t o achievin g th e end s tha t peopl e seek . Man y individua l
researchers do, of course, start with strong preconceptions growing out of one
ideology or another, but if they find new and fruitful truths , these truths are not
either poisone d o r blessed by the creed tha t inspired them . They are , on th e
contrary, valuable t o us all: they reduce th e exten t to which illusions govern
choices.

8,1 Cumulative  Knowledge

Some say that the truth of today is the error of tomorrow, an d this is sometimes
the case. But, as others before us have pointed out , in science and scholarship
the truth of today is much more often the special case of the truth of tomorrow,

11 Th e complet e absence of government lead s not e o voluntary marke t interaction, bu t t o th e private
taking of HoWxsian anarchy.
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Science an d scholarship , wheneve r the y ar e makin g muc h progress , ar e
inherently cumulative: later work generalizes, extends, amends, and improves
what was done earlier. There are some lines of literature in the social sciences in
which successiv e writing s begin b y demolishin g o r belittlin g what ha s gon e
.before, bu t ther e i s usuall y no t muc h o f valu e in them . B y contrast, th e
suburbanization o f economic s an d th e emergenc e o f a n integrate d socia l
science ar e examples  of decidedl y cumulativ e scienc e an d scholarship ; th e
truths of yesterday are indeed special cases of the truths of today.

The suburbanization of economics does not discredit or contradict anything
in th e cit y center . O n th e contrary , i t suggest s tha t th e two-and-a-quarte r
centuries of cumulative work in economics, some of it by men of unquestioned
genius, ha s an even greater valu e an d wide r potential , than has usually been
supposed. The modern , economist can say, as Paul of Tarsus did (Acts, 21), that
he comes from "no mean city."



Big Bil l s Left on the Sidewalk : Why
Some Nations are Rich, and Others
Poor

Mancur Olson1

1 Introductio n
There is one metaphor tha t not only illuminates the idea behind many complex
and seemingly disparat e articles, but als o helps t o explain why many nation s
have remained poor while others have become rich. This metaphor grows ou t
of debates about the "efficien t market s hypothesis," tha t al l pertinent publicl y
available information is taken into account in existing stock marke t prices, so
that a n investor ca n do as well by investing in randomly chosen stock s as by
drawing on expert judgment. I t is embodied i n the familiar ol d joke about th e
assistant professor who , whe n walking with a  full professor , suddenly reaches
for th e $10 0 bil l h e see s on th e sidewalk ; bu t h e i s held bac k b y hi s senior
colleague, wh o point s ou t that , i f th e $10 0 bil l wer e real , i t woul d hav e
been picked u p already. This story epitomizes man y articles showing tha t the
optimization o f the participants in the market typically eliminates opportunitie s
for supra-norma l returns: big bills aren't often dropped o n the sidewalk , and if
they are they are picked up very quickly.

Many developments i n economics i n the las t quarter-century rest on the idea
1 Thi s article was previously published, under the same tide, as the Distinguished Lecture on Economics in

Government in the Journal of  Economic Perspectives, 10(2 ) (Spring 1996), 3-24. It is reprinted with permission of
the America n Economic Association . I  am gratefu l to th e U S Agency fo r Internationa l Developmen t fo r
supporting this research an d many related inquiries through the IRI S Center at the University of Maryland, I
am indebted t o Alan Auerbach, Christopher Clague , David Landes, Wallace Dales, Robert Solow , Timothy
Taylor, and especiall y t o Ala n Kruege r fo r helpfu l criticisms , an d t o Nikola y Gueorguiev , Jac Heckelmstn ,
Young Park, and Robert Vigil for research assistance.
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that any gains that can be obtained are in fact picked up. Though primitive early
versions of Keynesian. macroeconomics promised huge gains from activist fiscal
and monetary policies, macroeconomics in the last quarter-century has more often
than not argue d that rational individual behavior eliminate s the problems tha t
activist policie s wer e suppose d t o solve . I f a  disequilibriu m wag e i s creatin g
involuntary unemployment, that would mean that workers have time to sell what
is worth less to them than to prospective employers, so a mutually advantageous
employment contract will eliminate the involuntary unemployment. The market
ensures that involuntarily unemployed labor is not left pacing the sidewalks.

Similarly, profit-maximizing firms have an incentive to enter exceptionall y
profitable industries and this reduces the social losses from monopol y power .
Accordingly, a body of empirical research finds that the losses from monopoly
in US industry are slight; Harberger triangles are small. In the same spirit, many
economists find that the social losses from protectionism an d other inefficien t
government policies are only a minuscule percentage of the GDP.

The literatur e growin g ou t o f the Coas e theore m similarl y suggests that ,
even whe n ther e ar e externalities , bargainin g amon g thos e involve d ca n
generate socially efficien t outcomes . A s long as transactions cost s ar e not to o
high, voluntar y bargainin g internalize s externalities , s o ther e i s a  Pareto -
efficient outcom e whateve r th e initia l distribution o f legal right s amon g th e
parties. Again, this is the idea that bargainers leave no money on the table.

Some o f the more recen t literatur e o n Coaseia n bargains emphasizes tha t
transactions costs use up real resources an d that the value o f these resource s
must be taken into account in defining the Pareto frontier. It follows that, if the
bargaining costs of internalizing an externality exceed the resulting gains, things
should be left alone. The fact that rational parties won't leave any money on the
table automatically insures that laissez-faire generates Pareto efficiency .

More recently , Gary Becker 2 ha s emphasize d tha t governmen t program s
with deadweight losses must be a t a  political disadvantage. Some economist s
have gone on to treat governments as institutions that reduce transaction costs
and have applied the Coas e theorem t o politics . The y argue , in essence, tha t
rational actor s in the polit y hav e an incentive t o bargai n politicall y unti l all
mutual gains hav e been realized , s o that democrati c government , though i t
affects th e distribution of income, normally produces socially efficient results. 3

This i s tru e eve n whe n th e polic y chose n run s counte r t o economist' s
1 Gar y Becfcer , " A Theory o f Competition amon g Pressure Group s fo r Politica l Influence, " Quarterly

Journal cf  Economies,  98 (August 1983) , 371-400; Gary Becker , "Publi c Policies, Pressur e Groups, and Dea d
Weight Costs," Journal of Public Economic!, Z8(3) (December 1985), J29-47,

3 Georg e j. Stigler , "Th e Theor y o f Economi c Regulation, " Bel l Jdum&l sf  Economics  &n£  Mas4geMe?r £
Science, 2 (Spring 1971) , 3-21; George j. Stigler , "Law o r Economics!"  Journal of  Law  and Economics, 35(2)
(October 1992) , 455-68: Donald Wittman, "Why Democracie s Produce Efficient Results, " Jmtmal of  Political
Ecanemy, 97(6) (Decembe r 1989) , 1395-1424; Donald Wittman , Th e Myth o f Democratic  Failure; Why Political
Institutions Are Efficient (Chicago ; Universit y of Chicago Press , 1995} ; Ear l Thompson and Roge r Faith, "A
Pure Theor y o f Strategi c Behavio r an d Socia l Institutions, " American  Economic  Review , 71(3 ) 0une 198!) ,
366-80; A. Breton, "Toward a Presumption of Efficiency i n Politics," Public Choice, 77 (1993), 53-65.
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prescriptions: if some alternative political bargain woul d have left the rational
parties in the polity better off,  the y would have chosen it! Thus, the elemental
idea that mutually advantageous bargaining will obtain all gains that are worth
obtaining—that there are no bills left on the sidewalk—leads to the conclusion
that, whethe r w e observ e laisse z fair e o r rampan t interventionism , w e ar e
already in the most efficient of all possible worlds,4

The ide a that the economies we observe ar e socially efficient , a t least to an
approximation, is not only espoused by economists who follow their logic as far
as it wil l go, but i s also a staple assumptio n behin d muc h o f the best-know n
empirical work . I n th e familia r aggregat e production functio n o r growth -
accounting empirical studies, it is assumed that economies are on the frontiers
of their aggregate production functions , Profit-maximizing firms use capital and
other factors o f production u p t o th e poin t where th e value o f the margina l
product equals the price of the input, and it is assumed that the marginal private
product of each factor equals its marginal social product. The econometricia n
can then calculate how muc h of the increase in social output i s attributable t o
the accumulation of capital and other factor s o f production and can treat any
increases i n outpu t beyon d this—"th e residual"—-a s du e t o th e advanc e o f
knowledge. This procedure assumes that output is as great as it can be, given
the available resources and the level of technological knowledge,

If the idea s evoked her e ar e largel y true , the n th e rationa l partie s in th e
economy an d the polity ensur e that the econom y cannot be tha t far from its
potential, and the policy advice of economists cannot be especially valuable. Of
course, eve n i f economic advic e increase d th e GD P by just 1  percent, tha t
would pay our salaries several times over. Still, the implication of the foregoing
ideas and empirical assumptions is that economics cannot save the world, but at
best ca n onl y improve i t a  little . I n th e languag e of Keynes' s comparison of
professions, we are no more important for the future of society than dentists.

2 Th e Boundaries of Wealth and Poverty
How can we find empirical , evidence to test the idea mat the rationality of the
individuals in societies make s them achiev e thei r productiv e potential ? Thi s
question seem s empiricall y intractable. Yet there i s one typ e o f place where

* A  toller statement of this argument, with additiona l citation s to the literature on "efficien t redistribu-
tion," appears in my draft paper on "Transactions Costs and the Coase Theorem: Is This the Most Efficient of
All Possible Worlds?" which is available on request, [This has been superseded l?y a joint paper wit b Avinash
Dixit, also available on request- Eds.]
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evidence abounds: the borders o f countries. National borders delineate area s
of differen t economi c policie s an d institutions , an d so—t o th e exten t tha t
variations in performance acros s countries canno t b e explaine d by th e differ -
ences in their endowments—they tell us something about the extent to which
societies have attained their potentials.

Income level s diffe r dramaticall y across countries . Accordin g t o th e bes t
available measures , per capita incomes in the richest countries ar e more than
twenty time s as high as in the poorest. Whatever the causes of high incomes
may be , the y ar e certainl y presen t i n som e countrie s an d absen t i n others .
Though rich and poor countries d o not usually share common borders , ther e
are cases of vast differences of per capita income on opposites side s of the same
boundary. Sometime s ther e ar e grea t difference s i n pe r capit a incom e o n
opposite side s of a meandering river, like the Rio Grande, or where opposing
armies happened to come to a stalemate, as between North and South Korea,
or wher e arbitrar y lines were draw n to divid e a country, as not lon g ag o in
Germany.

At th e highes t leve l of aggregation , there ar e onl y tw o possibl e type s o f
explanation of the great difference s i n per capita income across countries tha t
can be taken seriously.

The firs t possibilit y i s that, a s the aggregat e productio n functio n method -
ology an d the foregoing theories suggest, national borders mark differences i n
the scarcit y of productive resources pe r capita : the poo r countrie s ar e poor
because they are short of resources. They migh t be short o f land and natural
resources, or of human capital, or of equipment that embodies th e latest tech-
nology, or of other types of resources. On this theory, the Coase theorem, holds
as much in poor societie s as in rich ones: the rationalit y of individuals brings
each society reasonably close to it s potential, different a s these potentials are.
There are no big bills on the footpaths of the poor societies, either.

The second possibility i s that national boundaries mark the borders of public
policies and institutions that are not only different, but in some cases better and
in othe r cases worse. Those countrie s with th e bes t policie s an d institution s
achieve mos t o f thei r potential , whil e othe r countrie s achiev e only a  tin y
fraction o f their potential income. The individual s and firms in these societie s
may displa y rationality, and ofte n eve n great ingenuit y an d perseverance, i n
eking ou t a  livin g i n extraordinaril y difficult conditions , bu t thi s individual
achievement doe s no t generat e anythin g remotel y resemblin g a  sociall y
efficient outcome . Ther e ar e hundred s of billions or eve n trillion s of dollar s
that coul d be—but ar e not—earned eac h year from the natura l and huma n
resources of these countries. On this theory, the poorer countries do not have a
structure of incentives that brings forth the productive cooperation that would
pick up the big bills, and the reason they don't have it is that such structures do
not emerg e automaticall y a s a  consequenc e o f individua l rationality . Th e
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structure of incentives depends not only on what economic policies are chosen
in each period, bu t als o on the long-run o r institutional arrangements : on the
legal systems that enforce contracts and protect property rights and on political
structures, constitutiona l provisions, and the exten t o f special-interest lobbies
and cartels.

How importan t ar e eac h o f th e tw o foregoin g possibilitie s i n explainin g
economic performance ? Thi s i s an extraordinaril y importan t question . Th e
answer mus t not only help us judge the theories under discussion, but also tell
us about the main sources of economic growth and development.

I wil l attempt to asses s the tw o possibilitie s by aggregating th e productiv e
factors i n th e sam e wa y a s in a  conventional aggregat e productio n functio n
or growth-accountin g study and the n consider  each of the aggregat e factor s
in turn . Tha t is , 1  will separatel y consider th e relativ e abundance o r scarcit y
of "capital," o f "land" (wit h lan d standin g fo r al l natural resources) , an d of
"labor" (wit h labo r includin g not onl y huma n capital , i n th e for m o f skill s
and education , bu t als o culture) . I  wil l also conside r th e leve l o f technology
separately, an d wil l find some considerations an d evidenc e tha t suppor t th e
familiar assumption , from growth-accounting studie s and Solow-typ e growth
theory tha t th e sam e leve l of technological knowledg e i s given exogenously
to al l countries.' With thi s conventional taxonomy, an d the assumptio n tha t
societies ar e o n th e frontier s of their aggregat e neoclassica l production func -
tions, w e ca n deriv e importan t finding s wit h a  few simpl e deduction s fro m
familiar facts.

The nex t sectio n show s tha t ther e i s stron g suppor t fo r th e familia r
assumption that the world's stock of knowledge is available at little or no cost to
all the countries o f the world. I  next examine the degree to which the marginal
productivity of labor changes with large migrations, and the evidence on popu-
lation densities , and show tha t diminishing returns to lan d an d other natura l
resources cannot explain much of the huge international differences in income.
After that, I borrow some calculations from Robert Lucas on the implications of
the hug e difference s acros s countrie s in capita l intensity, an d relat e them t o
facts on th e direction and magnitude  o f capital flows, to show tha t i t is quite
impossible tha t the countrie s of the world are anywhere near the frontier s o f
aggregate neoclassica l productio n functions . 1  then examin e som e strangel y
neglected natura l experiments wit h migrant s from poor t o rich countrie s t o
estimate th e size of the difference s i n endowments of human capital between
the poor and rich countries, and demonstrate tha t they are able to account for
only a  smal l par t o f th e internationa l difference s i n the margina l product o f
labor. Since neither differences in the endowments o f any of the three classical
aggregate factor s of production no r differentia l acces s to technolog y explain
much of the great variation in per capita incomes, we are left with the second of

The different assumptions of endogenous growth theory are explored later.
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the tw o (admittedl y highl y aggregative) possibilitie s se t ou t above : tha t th e
most important explanation of the differences in income across countries is the
difference i n their economic policies and institutions. There wil l not be room
here to set out many of the other types of evidence supporting this conclusion,
or to offer an y detailed analysis of what particular institutions an d policies best
promote economic growth. Nonetheless, by referring to other studies—and by
returning to something tha t the theories with which we began overlook—w e
shall obtain some sense of why variations in institutions and policies are surely
the mai n determinant s o f internationa l difference s i n pe r capit a incomes .
We shal l also obtain a faint glimpse of the broadest feature s of the institutions
and policies that nations need in order to achieve the highest possible incom e
levels.

3 Th e Access to Producti¥e Knowledge
Is the world's technologica l knowledge generally accessible at little or no cost
to al l countries? To th e exten t tha t productiv e knowledge take s the for m of
unpatentable laws of nature and advances in basic science, it is a nonexcludable
public good availabl e to everyone without charge . Nonpurchasers can , how-
ever, b e denie d acces s to man y discoveries (i n countries wher e intellectua l
property right s ar e enforced ) throug h patent s or copyrights , o r becaus e th e
discoveries ar e embodied i n machines or other marketabl e products, Perhap s
most advances in basic science can be of use to a  poor country only after the y
have been combined with or embodied in some product or process that mus t
be purchased from firms in the rich countries. We must, therefore, ask whether
most of the gains from using modern productive knowledge in a poor country
are captured mainly by firms in the countries that discovered or developed thi s
knowledge.

Since thos e thir d worl d countrie s tha t hav e bee n growin g exceptionall y
rapidly mus t surely  have bee n adoptin g modern technologie s fro m th e first
•world, I tried (with the help of Brendan Kennelly) to find out how much foreign
technologies had cost some such countries. As it happens, there is a study* with
some striking data for South Korea for the year s 1973-1979 . In Korea during
these years, royalties and all other payments for disembodied technology were
minuscule—often les s tha n one-thousandt h o f GDP . Eve n i f w e trea t al l
profits on foreign direct investment a s solely a payment for knowledge an d add

° Bohn-Youn g Koo, "New Forms of Foreign Direct Investment in Korea," Korean Development Inscitute
Working Paper 82-02 (June 1982).
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them to royalties, the total is still less than 1.5 percent of the increase in Korea's
GDP ove r th e period . Thus , th e foreig n owner s o f productiv e knowledg e
obtained less than a fiftieth of the gains from Korea' s rapid economic growth/

The South Korean case certainly supports the long familiar assumption that
the world' s productiv e knowledg e is , fo r th e mos t part , availabl e t o poo r
countries, and even at a  relatively modest cost. 8 I t would be very difficult t o
explain much of the differences in per capita incomes across countries in terms
of differential access to the available stock of productive knowledge.'

4 Overpopulatio n and Diminishing Returns
to Labor

Countries with access to the same global stock of knowledge may nonetheless
have differen t endowments , whic h i n turn migh t explai n mos t o f the differ -
ences in per capit a income acros s countries . Accordingly, many people hav e
supposed tha t the poverty in poor countries i s due largely to overpopulation ,
that is, to a low ratio of land and other natural resources to population. I s this
true?

There is some evidence that provides a surprisingly persuasive answer to this
question, I  came upon it when I learned through Bhagwati 10 of Hamilton an d
WhalleyV1 estimates abou t how much world income would change if more
workers were shifted from low-income to high-income countries. The key is to
examine how much migration fro m poorer to richer countries changes relative
to wages and the marginal productivities of labor.

7 M y calculation leaves out that portion of the cost of new equipment that is an implicit charge for the new
ideas embodied in it. We roust also remember that by no means all of Korea's growth was due to knowledge
discovered abroad.

8 I t is sometimes said that developing countri.es do noi yet have the highly educated people needed to use
modem technologies, and so the world's stock of knowledge is not in fact accessible to them. This argument
overlooks the fact that the rewards to those with the missing skills, when other things are equal, would then
be higher in the poor societies than in societies in which these skills were relatively plentiful. I f difficulties o f
language and ignorance of the hos t country's markets cars be overcome, individuals with the missing skills
would ther> have an incentive to move (sometimes as employees of multinational firms) to those low-income
countries in which they were most needed,

9 W e shall see, when we latex consider a heretofore neglected aspect of the relationship between levels ffid
rates of growth of per capita incomes, that the new or endogenous growth theory objection to this assump-
tion need not concern us here.

"" J . Bhagwati , "Incentives an d Disincentives : International Migration, " Weitswinschaftlkha  Arcfctv , 12 0
(W84),6?8-701.

11 R . Hamilto n an d J . Whaley , "Efficienc y an d Distributiona l Implication s o f Globa l Restriction s
on Labou r Mobility : Calculation s an d Polic y Implications, " Journal of  Development  Economics,  14(1-2 )
(January-February 1984), « -75.
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For simplicity, suppose that the world is divided into only two regions: North
and South, and stic k with th e conventiona l assumptio n tha t both ar e on th e
frontiers of their aggregate production functions. As we move left to right from
the origin of Figure 1,1, we have an ever larger workforce in the North until, at
the extrem e righ t en d o f thi s axis , al l o f th e world' s labo r forc e i s there .
Conversely, a s we move right to lef t fro m th e right-hand axis , we have an ever
larger workforce in the South , The margina l product o f labor or wage in th e
rich North is measured on the vertical axis at the lef t o f the figure. The curv e
MPLN gives the marginal product or wage of labor in the North, and of course,
because of diminishing returns, i t slopes downwar d as we move to the right ,
The larger the labor force in the South, the lower the marginal, product of labor
in the South, so MPLS, measured on the right-hand vertical axis, slopes down as
we move to the left. Each point on the horizontal axis will specify a  distribution
of the world' s populatio n betwee n th e Nort h and th e South , A point lik e S
represents the status quo. At S, there i s relatively little labor and population in
relation to resources in the North, and so the Northern marginal product and
wage is high. The marginal product and wage in the overpopulated South will
be low, and the marginal product of labor in the North will exceed that in the
South by a substantial multiple.

Fig, 1, 1 Populatio n Distribution and Relative Wages

This model tells us that, when workers migrate from the low-wage South to
the high-wag e North , worl d incom e goes up b y th e differenc e betwee n th e
wage th e migran t worke r receives in the rich country an d what tha t worker
earned in the poor country, or by amount ab.

Clearly, th e worl d a s a whole i s not o n th e frontie r o f its aggregate pro -
duction, even if all of the countries in it are: some big bills have not been picked
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up on the routes tha t lead from poor to rich countries,12 Of course, the argu-
ment that has just been made is extremely simple, and international migratio n
involves man y other considerations . W e can best com e t o understan d thes e
considerations—as well a s other matters—b y stayin g with thi s simple facto r
proportions story a while longer.

5 Th e Surprising Results of Large Migration s
This elementary model reminds us that, if it is diminishing return s to land and
other natural resources that mainly explain international differences in per capita
incomes, then large migrations from poorer to richer societies will, if other things
(like the stocks of capital) remain equal, necessarily reduce income differentials ,
Such migration obviously raises the resource-population rati o in the country of
emigration an d reduce s i t i n th e countr y o f immigration , an d i f carried far
enough will continue until wages are equalized, as at point E in Figure 1.1.

Now consider Ireland , the country that has experienced much the highes t
proportion o f outmigration in Europe, if not th e world, In the census of 1821,
Ireland had a population o f 5,4 million people and Great Britain 14,2 million,13

Though th e Iris h hav e experience d th e sam e rate s o f natura l populatio n
increase tha t hav e characterized othe r Europea n people s sinc e 1821 , in 1986
Ireland ha d onl y 3, 5 million people . B y this time , th e populatio n o f Grea t
Britain had reached 55.1 million. In 1821, the population densit y of Ireland was
greater than that of Great Britain; by 1986, it was only about a fifth as great.14

If the lac k o f "land" o r overpopulatio n i s decisive, Irelan d ough t t o have
enjoyed a n exceptionally rapid growth o f per capit a income, a t least in com-
parison wit h Grea t Britain , and th e outmigratio n shoul d eventuall y hav e
ceased. No t so . Remarkably , the Iris h level of per capit a income i s still onl y
about five-eighths of the British level and less than half of the level in the United
States, an d th e outmigratio n fro m Irelan d i s continuing , [Note;  Sinc e th e

a I n other words, ther e has not been a Coasc-style bargain between rich and poor regions. Given that
income increases by, say, tenfold when labor moves from the poor to the rich countries, there would be a
continuing incentive for the poor to migrate to the rich countries even if the rich countries took, for example,
half of this increase and kept it for their citizens. The transactions costs of such a dea! would surely be minute
in relation to the gains.

15 A t the time I  wrote this I had not readjoe l Mokyr' s analysis of Jfth-cent , Ireland;  for a richer analysis of
19th~ccnt. Irelan d se e hi s Wh y Irdantl  Starved:  A  Quantitative  an d Analytical  Histor y o f th e Irish  Economy
1B0Q-1S)0 (London and Boston: Allen & Unwin, 1983) , After detailed quantitative studies, he concludes that
"there is no evidence that pre-farntae Ireland was overpopulated in any uscfal sense of the word" (p, 44).

" Norther n Ireland is excluded from both Great Britain and Ireland. See Brian R. Mitchell and H. G, Jones,
Sstend Abstract of British Historical Statistic* (Cambridge: Cambridge University Press, 1971), Brian R. Mitchell,
Abstract of  British Historical Studies  (Cambridge; Cambridge University Press, J962), Ireland Central Statistical
Office, Aratual  Abstract  o f Statistics  (London: H.M.S.O. , 1988) , and Grea t Britain Centra l Statistical Office ,
Annual Abstract of Statistics-  (London; H.M.S.O., 1988).
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research on this matter was carried out, Irish per capita incomes have grow n
faster tha n i n mos t o f Europe an d outmigratio n ha s ceased . Iris h economi c
policies have also changed substantially in recent decades, Eds.] As we shall see
later, such large disparities in per capita income canno t normally be explained
by differences in human capital, and it is clear that in the United States, Britain,
and many other countries , immigrants from Irelan d tend to ear n a s much as
other peoples , an d an y difference s i n huma n capita l coul d no t explai n th e
increase in wag e tha t migrant s receiv e whe n the y g o t o a  more productiv e
country. Thus, we can be sure that i t is not the ratio of land to labor that has
mainly determined per capita income in Ireland.

Now le t us look a t th e hug e Europea n immigratio n t o th e Unite d States
between th e closing of the US frontier in about 189 0 and the imposition o f US
immigration restriction s i n th e earl y 1920s . I f diminishin g return s t o labo r
were a  substantial part of the stor y o f economic growth, thi s vast migratio n
should hav e caused a  gradual reduction of the pe r capit a income differentia l
between th e United States and Europe . In fact, th e Unite d States had a  bigger
lead in per capit a income ove r severa l European countrie s i n 191 0 and 1920
than i t ha d i n th e nineteent h century . Althoug h many Europea n countrie s
did not narrow th e ga p i n pe r capit a incomes wit h th e Unite d States i n th e
nineteenth centur y whe n the y experience d a  larg e outmigratio n t o tha t
country, many of these same countries did nearly dose that gap in the year s
after 1945 , when they had relatively little emigration to the United States, and
when their own incomes ought to have been lowered by a significant inflow of
migrants and guest workers. Similarly, from the end of World War I I until the
construction o f the Berli n wall, there wa s a  considerable flo w o f populatio n
from East to West Germany, but this flow did not equalize income levels.

Consider als o th e irrepressibl e flo w o f documente d an d undocumente d
migration from Latin America to th e Unite d States. If diminishing return s t o
land and other natural resources was the main explanation of the difference i n
per capit a incomes between Mexic o and the Unite d States, these difference s
should hav e diminishe d markedl y a t th e time s whe n thi s migratio n wa s
greatest. They have not.

Several detailed empirical studies oi relatively large immigration to isolate d
labor markets point to the same conclusion as the great migrations we have just
considered. Card's15 study of the Marie l boatlift's effec t on the wages of natives
of Miami, Hunt's16 examination of the repatriation o f Algerian French workers
to southern France, and Carrington's and De Lima's17 account of the repatriates

" Davi d Card , "Th e Impac t o f the Marie l Boadif t o n th e Miam i Labo r Market, " Industrial  an d tabpr
Relations Review, 43(2) 0anuary IS>90) , 245-57.

" Jennifer HUM , "The Impac t o f the 1962  Repatriate s fro m Algeri a o n th e Frenc h Labo r Market, "
Mvstrial 4n4 Labor Relations Ktriew, 45(3) (April 1992) , 556-72.

" Willia m j. Carringto n and Pedro j, F . De Lima, "The Impac t of 1970s Repatriate s from Afric a o n the
Portuguese Labor Market," Industrial and labyr Rdatums Review, 49(2} (January 19%), 330-47.
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from Angola and Mozambique after Portuga l lost its colonies, ail suggest that
the substantial inmigration did not depress the wages of natives.!S

Perhaps in some cases the curves in Figure 1, 1 would cross when there was
little population lef t i n a poor country. Or maybe they would not cros s at all:
maybe even that last person who turned the lights out as he left would obtain a
higher wage after migrating .

6 Surprisin g EYidence on Density of Population
Let u s no w shif t th e focu s fro m change s i n land-labo r ratio s resultin g fro m
migration t o th e cross-sectiona l evidenc e at given points i n time on ratios of
land to labor . Ideally, one shoul d hav e a good inde x of the natura l resourc e
endowments of each country. Such an index should be adjusted to take account
of changes in international prices, so that the value of a nation's resources index
would change when the prices of the resources with which it was relatively well
endowed wen t up o r down. Fo r lack of such an index, we must here simply
examine density of population. Fortunately, the number of countries on which
we have data on population and area i s so large that population density alone
tells us something.

Many of the most densely settled countries have high per capita incomes and
many poor countries are sparsely settled. Argentina, a country tha t fel l fro m
having one of the highest per capita incomes to third world status, has only 11
persons per square kilometer; Brazil has 16 ; Kenya, 25; and Zaire, 13. India, like
most societies with a lot of irrigated agriculture, is more densely settled, with
233 people pe r squar e kilometer. Bu t high-income West Germany , with 246
people per square kilometer, i s even more densely settled; Belgium and Japan
have halt-again higher population density, with 322 and 325 people per square
kilometer, an d Hollan d ha s stil l greater densit y with 357 , The populatio n o f
Singapore is 4,185 per square kilometer; that of Hong Kong, over 5,000 persons
per square kilometer;19 these two densel y settled little fragments o f land also
have per capit a incomes ten times as high as the poorest countries—-an d as of
this writing they continue, like many other densely settled countries, to absorb
migrants, at least when the migrants can sneak through the controls.

The foregoing cases could be exceptions, s o we need to tak e into accoun t
all countries for which dat a are available and summarily describe th e overal l
relationship between population densit y and per capita income. If we remem-
ber tha t th e purpos e i s description an d ar e carefu l t o avoi d drawing  causal

sS 1  am gratefol to Alan Krueger for bringing these studies to my attention.
19 Unite d Nations, Demographic Yestrbeok  (1986),
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inferences, w e ca n describe the availabl e data with a  univariate regression i n
which the natural log of real per capita income is the left-hand variable and the
natural log of population per squar e kilometer i s the "explanatory " variable.
Obviously, the per capita income of a country depends on many things, and any
statistical tes t tha t doe s no t tak e accoun t o f al l importan t determinant s is
misspecified and thus must be used only for descriptive and heuristic purposes .
It is nonetheless interesting—and for most people surprising—to find that there
is a positive an d even a statistically significant relationshi p between thes e tw o
variables: the greater the number of people per square kilometer, the higher  th e
per capita income.20

The la w o f diminishin g return s i s indisputably true: i t woul d b e absur d
to suppos e tha t a  larger endowment o f land make s a  country poorer . Thi s
consideration by itself would, of course, call for a negative sign on populatio n
density. Thus, it is interesting to ask what might account for the "wrong" sign
and t o think of what statistical tests should ultimately be conducted. Clearly ,
there is a simultaneous two-way relationship between populatio n densit y and
per capita income: the level of per capita income affect s population growth just
as population, through diminishing returns to labor, affects per capita income.

The argumen t offere d her e suggest s tha t perhap s countrie s wit h bette r
economic policies and institutions come to have higher per capita incomes than
countries with inferior policies and institutions, and that these higher incomes
bring about a higher population growth through more immigration an d lower
death rates. In this way, the effec t o f better institutions and policies in raising
per capit a income swarnp s th e tendenc y of diminishing return s t o labo r t o
reduce it. This hypothesis also may explain why many empirical studies have
not'been able to show a  negative association between th e rat e of population
growth and increases in per capita income.

One reaso n wh y th e rati o o f natura l resource s t o populatio n doe s no t
account for variations in per capita income is that most economic activity can
now readily be separated from deposits of raw materials and arable land. Over
time, transportation technologies hav e certainly improved, and products tha t
have a value in relation to their weight, such as most services and manufactured
goods lik e computers and airplanes, may have become more important . Th e
Silicon Valley is not importan t fo r th e manufactur e of computers becaus e o f
deposits o f silicon , an d Londo n an d Zuric h ar e no t grea t bankin g center s
because o f fertil e land . Even casual observation suggest s tha t mos t moder n
manufacturing an d service export s ar e no t closel y tie d t o natura l resources .
Western Europ e does not now have a high ratio of natural resources to popu-
lation, but i t is very important in the export of manufactures and services. Japan

a Specifically , the regression results are:
PER CAPITA GD P - 6.986  + 0,1746 POPULATION DENSITY.

The r2 = 0.05, and the (-statistic is 2.7.



Big Bill s Left on the Sidewalk 4 9

has relativel y littl e natural , resources pe r capita , bu t i t i s a great exporte r o f
manufacturers. Certainly the striking successes in manufactures of Hong Kong
and Singapore cannot be explained by their natural resources.

7 Diminishin g Returns to Capital
We have seen that large migrations o f labor do not change th e marginal pro-
ductivities of labor the way that they would if societies were at the frontiers of
aggregate neoclassica l production functions , and tha t ther e i s even evidence
that labor is on aYerage more highly paid where it is combined with less land,
We shal l no w se e tha t th e allocatio n o f capita l acros s countries—an d th e
patterns of investment an d migratio n o f capital across countries o f high an d
low capita l intensities—contradic t th e assumptio n tha t countrie s ar e o n th e
frontiers o f aggregat e neoclassica l productio n function s i n an . even mor e
striking way.

This i s immediatel y eviden t i f w e retur n t o Figur e 1. 1 an d relabe l it s
coordinates and curves. I f we replace the total world labor supply given along
the horizonta l o f th e figur e wit h th e tota l worl d stoc k o f capital , an d
assume that the quantity of labor as well as natural resources in the North and
South do not change , we can use the figure to analyze diminishing returns to
capital in the same way we used it to consider diminishing returns to labor,

As everyon e knows , th e countrie s wit h high pe r capit a incomes hav e in-
comparably highe r capita l intensitie s o f production tha n d o thos e wit h lo w
incomes. The countries of the third world use relatively little capital and those
of th e firs t worl d ar e capital-rich : mos t o f th e world' s stoc k o f capita l i s
"crowded" into North America, Western Europe, and Japan.

If the countries o f the world were on the frontiers of neoclassical production
functions, th e margina l produc t o f capita l woul d therefor e b e man y time s
higher in the low-income than in the high-income countries, Robert Lucas21 has
calculated, albeit in a somewhat differen t framework, 22 the margina l products
of capita l tha t shoul d b e expecte d i n th e Unite d State s an d i n India . H e
estimated that, if an Indian worker and an American worker supplied the same

JI Rober t Lucas, "Why Doesn' t Capital Flow from Rich to Poor Countries?'' American Economic Review, 80
(May 1990) , 9Z-6.

11 Lucas' s calculations arc set to the context of Solow's growth theory. To bring the contradiction between
the assumption that societies are on the frontiers of aggregate neoclassical production functions and what is
actually observed, most starkly and simply, I  have focused on a  single point in tim^ and ysed the framewor k
Solow put forth fo r empjjictl estimation . It would add little insight to the present argument to look at the
growth paths of different countries .
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quantity and quality of labor, th e margina l product o f capital in India shoul d
be 5 8 times as great a s in the Unite d States, Even when Lucas assumed that i t
took five Indian workers to supply as much labor as one U S worker, the pre -
dicted retur n t o capita l in India would stil l be a  multiple o f the retur n i n th e
United States,

With portfolio managers and multinational corporations searching for more
profitable investment s fo r thei r capital , such giganti c difference s i n retur n
should generate hug e migrations of capital from th e high-income to the low-
income countries . Capital should be struggling at least as hard to get into the
third worl d a s labor i s struggling to migrat e int o th e high-wag e countries ,
Indeed, since rational owners o f capital allocate their investment fund s acros s
countries s o tha t th e risk-adjuste d retur n a t th e margi n i s the sam e acros s
countries, capital should be equally plentiful in all countries, (As we know from
the Heckscher-Ohlin-Stolper-Samuelson discovery, if all countries operate on
the same aggregate production functions , free trade alooe wiE equalize facto r
price ratios and thus factor intensities even in the absence of capital flows.)

Obviously, the dramatically uneven distribution of capital around the world
contradicts th e familia r assumptio n tha t al l countries ar e o n th e frontier s o f
aggregate neoclassica l production functions . A country coul d no t b e Pareto -
efficient, and therefore could not be on the frontier of its aggregate production ,
unless it had equated the marginal product of capital in the country to the world
price of capital.23 If it were not meeting this law-of-one-price condition, it would
be passing up the gains that could come from borrowing capital abroad a t the
world rat e o f interest , investin g it a t hom e t o obtai n th e highe r margina l
product of capital, and pocketing the difference—it would be leaving large bills
on the sidewalk . Accordingly, the strikingl y unequal allocatio n of the world' s
stock of capital across the nations of the world proves that the poor countries of
the world cannot be anywhere near the frontiers of their aggregate productio n
functions.

Sometimes the shortcomings of the economic policies and institutions of the
low-income countrie s kee p capita l in thes e countrie s fro m earnin g rate s o f
return appropriate  to its scarcity, as we may infer from Harberger's24 findings
and othe r evidence . Sometime s th e shortcoming s o f th e economi c policie s
and institution s o f poor countrie s mak e foreig n investor s an d foreign firms
unwelcome, o r provoke the flight of locally owned capital, or make lending to
these countrie s exceedingly risky. Whether the institutiona l and policy short -
comings of a country keep capital from having the productivity appropriate to
its scarcity, or discourage the investments and lending that would equalize the

Since each third world econoniy i s small in relation to the world economy, it is reasonable to assume
that no one of them could change the world price of capital, so that the marginal cost of capital to the country
is equal, to its price.

^ Arnol d Harfeerger. "Perspectives on Capital and Technology in Less Developed Countries/' in Cttntetn-
perary Economic Analysis, ed. M. Aids and A. Nobay (London: Croom Helm, 1978).
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marginal product o f capital across countries , the y keep i t fro m achievin g its
potential.

On to p o f al l this , i t i s not rar e fo r capita l and labo r t o mov e i n th e $ame
direction: both capita l an d labo r ar e sometimes tryin g to mov e out o f som e
countries an d into som e o f the sam e countries. O f course, i n a world wher e
countries ar e on the frontier s o f their aggregate production functions , capital
and labor move in opposite directions.2*

Given the extraordinaril y uneven allocatio n of capital across th e countrie s
of th e worl d an d th e stron g relationshi p between capita l mobilit y an d th e
economic policie s and institutions of countries, the stock of capital cannot be
taken to be exogenous in any reasonable theory of economic development.

8 Distinguishin g Private-Good and Public-Good
Human Capital

The adjustmen t of the amoun t o f human capital per worker i n Lucas's fore -
going calculation for India and the United States raises a general issue: can the
great differences in per capita income be explained mainly by differences in the
third aggregate factor, labor, i.e. by differences i n the human  capital per capita,
broadly understood a s including the cultural or other traits of different people s
as wel l a s thei r skills ? Th e averag e leve l of huma n capita l i n th e for m o f
occupational skill s or education i n a society ca n obviously influenc e th e level
of its per capita income,

Many people als o argue that the hig h incomes in rich countries are due in
part to cultural or racial traits that make the individuals in these countries adept
at responding to economic opportunities; the y have the "Protestant ethic" or
other cultural or national traits that are supposed to make them hard workers,
frugal savers , and imaginative entrepreneurs. Poor countries are alleged to be
poor because they lack these traits.2" The cultural traits that perpetuate poverty
are, it is argued, the results of centuries of social accumulation and cannot be
changed quickly.

Unfortunately, th e argumen t tha t cultur e i s importan t fo r economi c de -
velopment, though plausible, is also vague; the word "culture," even though it
is widely used in diverse disciplines, has not been defined precisely or in a way

z> I n a neoclassical world with only capital and labor, they would necessarily move in opposite directions,
but when there i s a disequilibrium wit h respec t to lan d or other natura l resources, both capita l and labor
could iBove to correct this disequilibrium,

16 I n his Ely lecture, Umdes made an argument along these lines; sec Landes, "Why ar e We So Rich and
They So Poor?", American Economic Review, SO (May 1990): 1-13 .
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that permit s compariso n wit h othe r variable s i n a n aggregat e productio n
function.

We ca n obtai n conception s o f cultur e tha t ar e adequat e fo r th e presen t
purpose b y breaking culture dow n int o tw o distinc t types of human capital .
Some types of human capita l ar e obviously marketable ; if a person ha s mor e
skill, o r a  propensity t o wor k harder , o r a  predilection t o sav e more , o r a
more entrepreneuria l personality, this will normally increase that individual's
money income . Le t u s cal l thes e skills , propensities , o r cultura l trait s tha t
affect the quality or the quantity of productive inputs that an individual can sell
in the marketplace "marketable huma n capital" or , synonymously, "personal
culture." Max Weber's analysis of what he called the Protestant ethic was about
marketable human capital or personal culture.

The secon d type o f culture or human capita l is evident when w e thin k o f
knowledge that individuals may have about how they should vote: about what
public policies wil l be successful . I f enough voter s acquir e mor e knowledg e
about wha t th e rea l consequences of different publi c policies will be, publi c
policies will improve and thereby increase real incomes in the society. But this
better knowledg e o f public policy i s usually not marketable : in a society wit h
given economi c policie s an d institutions , th e acquisitio n o f such knowledg e
would no t i n genera l hav e an y affec t o n a n individual' s wag e o r income .
Knowledge about what public policy should be is a public good rather than a
private or marketable good. Thus, this second kind of human capital is "public-
good huma n capital" o r "civi c culture. " Whereas marketabl e human capita l
or persona l cultur e increase s a n individual' s marke t incom e unde r give n
institutions and public policies, public-good human capital or civic culture is not
normally marketabl e and affect s income s only by influencing public policies
and institutions.

With the aid of the distinction between marketable and public-good human
capital, we can gain important truths from some natural experiments.

9 Migratio n as an Experimen t
As it happens, migration from poor to rich countries provides researchers with
a marvelous (and so far strangely neglected) natural experiment. Typically, the
number o f individuals who immigrat e t o a  country i n any generation i s too
small to bring about any significant change in the electorate or public policies of
the hos t country . Bu t the migran t who arrive s a s an adul t come s wit h th e
marketable human capital or personal culture of the country of origin; the Latin
American who swims the Rio Grande is not thereby instantly baptized with the
Protestant ethic . Though the migran t ma y in time acquir e the culture o f the
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host country, the whole ide a behind th e theorie s tha t emphasize the cultural
or othe r characteristic s o f people s i s that i t take s tim e t o eras e generation s
of socialization : i f the cultura l o r othe r trait s o f a  people coul d b e change d
overnight, the y woul d no t b e significan t barrier s t o development . Newl y
arrived immigrants therefore have approximately the same marketable human
capital or personal culture they ha d before they migrated , bu t the institution s
and publi c policie s tha t determin e th e opportunitie s tha t the y confron t are
those of the host country. I n the case of migration to the United States, at least,
the dat a abou t newl y arrive d migrant s from poor countrie s are  sufficien t to
permit some immediate conclusions .

Christopher Clague, 2' drawin g o n th e wor k o f Borjas,^ 8 ha s foun d tha t
individuals who ha d just arrived in the Unite d States fro m poo r countries , i n
spite of the difficulties the y must have had in adjusting to a new environmen t
with a  differen t languag e an d conditions , earne d abou t 5 5 percent a s much
as native American s o f the sam e age , sex , and year s o f schooling. 29"30 Profit -
maximizing firms would not hav e hired thes e migrant s i f they did not hav e a
marginal produc t a t leas t a s large a s thei r wage . Th e migrant' s labo r is , of
course, combine d wit h more capital in the rich than the poor country, but it is
not an accident tha t the owners of capital chose to invest it where they did: as
the foregoing argumen t showed , the capital-labor ratio  in a country is mainly
determined by its institutions an d policies.

Migrants migh t b e mor e productiv e tha n thei r compatriot s who di d not
migrate, so it might be supposed that the foregoing observations on immigrants
are driven by selection bias. In fact, no tendency for the more productive peopl e
in poor countries to be more likely to emigrate could explain the huge increases
in wages an d marginal products o f the migrant s themselves.  The migran t earn s
and produces muc h more i n the ric h country than in the poor country, so no
tendency for migrants to be more productive tha n those who did not migrate

'iJ Christophe r Clague, "Relativ e Efficienc y Self-Containmen c and Comparative Costs of Less Developed
Countries," Economic Development and Cultural Change, 39(3) (April 1991) , 507-30 .

24 G . Borjas, "Self-selection and the Earnings of Immigrant!!," American Economic Review, 77 (1987). 531-53.
*9 Clagu e lakes the intercept of Borjas's regression abou t how th e migrants' wages increase wit h time in

the USA as the wage on arrival
:m Apparentl y somewhat similar patterns can be found when there is migration from -areas , of low income

to othe r high-incom e countries . Th e increase s i n the wage s tha t migrant s fro m low-wag e countries lik e
Turkey or the German Democratic Republic have received in West Germany are well known and in accord
with th e argumen t I  a m making . As Krueger an d Pischk £ show , after Germa n unification , Eas t Germa n
workers wh o no w wor k i n West German y earn more tha n those wh o wor k in East Germany ; see Alan
Krueger andJorn-Steffen Ptschfce , "A Comparison on East and West German Labor Markets Before and Afte r
Unification," i n R. Freeman and L . Katz (eds} f inferences  ®nd  Changes  in Wage  Sfrwcftire s (Chicago : Universit y
of Chicago Press, 1995) , pp, 405-45, By my reading of their numbers, the increase from this migration is less
than it was before Gentian unification. If Germany is succeeding in its efforts t o create the same institutional
and policy unificatio n environmen t in Bast as in West Germany, the gain s from Ease-to-Wes t migration in
Germany should diminish over time. The structures of incentives in East and West Germany are not yet by
any means identical.
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could explai n the increas e in the migrant' s marginal product when h e o r sh e
moves from th e poor to the rich country.31 In any event, developing countrie s
often hav e much more unequa l income distributions than developed nations,
so the incentiv e to migrat e fro m thes e countrie s i s greatest i n th e leas t suc -
cessful half of their income distributions, as is evidenced in studies of migrants
to the United States,32

It i s als o instructiv e t o examin e th e difference s i n productivit y betwee n
migrants from poor countries and migrants from rich countries, and then to see
how muc h of the differenc e i n per capita incomes in the countries o f origin is
likely to be due to the differences i n the marketable human capital or personal
culture o f thei r respectiv e peoples . Compare , fo r example , migrant s t o th e
United States from Haiti, one o f the world' s least successful economies , wit h
migrants from. West Germany , one o f the mos t successful. According t o th e
1980 US Census, self-employed immigrants from Haiti earned $18,900 per year,
while thos e fro m Wes t German y earne d $27,300 ; salarie d immigrants fro m
Haiti earned $10,900 , those fro m Wes t Germany , $21,900. Since the averag e
Haitian immigrant s earne d onl y two-third s o r hal f a s muc h a s thei r Wes t
German counterparts in the same American environment, we may suspect tha t
the Haitian s had, o n average , less marketable human capita l than th e Wes t
Germans.

So now le t us perform the though t experiment : of asking how muc h Wes t
Germans would have produced if they had the same institutions and economi c
policies as Haiti, or conversely how much Haitians would have produced ha d
they had the same institutions and economic policies as West Germany . If we
infer fro m th e experience of migrants t o the United States that West Germans
have twice a s much marketable capita l as the Haitians , we ca n then suppos e
that Haiti , with it s present institutions an d economic policies bu t wit h Wes t
German levels of marketable human capital , would hav e abou t twice the pe r
capita incom e that it has. But the actua l level of Haitian per capit a income i s
only about a  tenth o f the West Germa n level, s o Haiti would still , under our
thought experiment , hav e les s than one-fifth o f the Wes t Germa n per capita
income. Of course, if one imagines Haitian levels of marketable human capital
operating with West German institutions and economic policies, one comes up
with abou t hal f of the Wes t Germa n per capita income, which is again many
tim.es larger than Haiti's actual per capita income.

Obviously, on e o f th e reason s fo r th e grea t disparit y implie d b y thes e
thought experiment s is the differen t amount s of tangible capital per worker in
the two countries . Before takin g this as given exogenously, however, reader s

To accoun t fo r thi s resul t i n term s o f .selectio n bias , on e woul d ha.ve t o argu e tha t thos e worker s
who remaine d i n the . poor countrie s woul d no t hav e a  simila r increas e i n margina l produc t ha d the y
migrated.

sl G . Borjas , Friends  or  Strangers: Tke Impact  a/Immigrant s on the. US Economy (New York: Basic Books, 1990).
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should consider investing their own money in each of these two countries. It is
also possibl e tha t differen t selectio n biase s fo r immigrant s fro m differen t
countries help account fo r the result s of the foregoing thought experiments ,
Yet roughl y th e sam e results hold whe n one undertakes similar comparison s
from migrant s fro m Switzerlan d and Egypt , Japan an d Guatemala , Norway
and the Philippines, Sweden and Greece, the Netherlands and Panama, and so
on33 If, in comparing th e incomes o f migrants t o the United States from poor
and rich countries, on e supposes that selection bias leads to an underestimate
of the difference s in , marketable huma n capita l betwee n th e poo r an d ric h
countries, and then makes a larger estimate of this effect tha n anyone is likely
to think plausible, one still ends up with the result that the rich countries have
vastly larger leads over poor countries in per capita incomes than can possibly
be explaine d b y difference s i n th e marketable  huma n capita l o f thei r
populations. Such differences in personal culture can explain only a small part
of the hug e difference s i n per capit a income betwee n th e ric h and the poo r
countries.

History has performed some other experiments tha t lead to the same con -
clusion. During most of the postwar period, China, Germany, and Korea have
been divided by the accident s of history, so that different part s of nations wit h
about th e sam e cultur e an d grou p trait s hav e ha d differen t institution s an d
economic policies , Th e economi c performance s of Hong Kong and Taiwan ,
West Germany , an d Sout h Kore a hav e bee n incomparabl y bette r tha n th e
performances of mainland China, East Germany, and North Korea, Such great
differences i n economic performanc e i n areas of very similar cultural charac-
teristics surely could not be explained by differences i n the marketable huma n
capital of the populations at issue,

It i s importan t t o remembe r tha t th e foregoin g experiment s involvin g
migration d o no t tel l u s anythin g abou t popula r attitude s o r prejudice s i n
different countrie s regardin g wha t publi c policy should be. Tha t is , they d o
not tel l u s anything abou t th e public-good human capita l o r civi c cultures of
different peoples . A s we know, th e migrant s fro m poo r t o rich countries ar e
normally tiny minorities in the countries to which, they migrate, so they do not
usually chang e th e publi c policie s o r institution s o f the hos t countries . Th e
natural experiments tha t we have just considere d d o not tel l us what would
happen if the civic cultures of the poor countries were to come to dominate the
rich countries . Fo r example , i f traditional Lati n American o r Middl e Eastern
beliefs abou t ho w societie s shoul d b e organize d cam e t o dominat e Nort h
America o r wester n Europe , the n institution s an d economi c policies—an d
presumably also economic performance—would change.

" I  am thankful to Robert Vigil for help in studying the incomes of migrants from other countries to the
USA.
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10 Th e Overwhelming Importance of Institutions
and Economic Policies

If what has been said so far is correct, then the large differences i n per capit a
income acros s countrie s canno t be explaine d by difference s i n acces s t o th e
world's stock of productive knowledge o r to its capital markets, by difference s
in the ratio of population to land or natural resources, or by differences i n the
quality of marketable human capital or personal culture. Albeit at a high level
of aggregation , thi s eliminate s each o f the factor s o f production a s possibl e
explanations of most of the international differences i n per capita income. The
only remaining plausible explanation is that the great differences i n the wealth
of nations are due mainly to differences i n the quality of their institutions an d
economic policies.

The evidence from th e national borders tha t delineate differen t institution s
and economic policies not onl y contradicts the view that societies produce as
much as their resourc e endowments permit , but als o directly suggests tha t a
country's institution s an d economi c policie s ar e decisiv e fo r it s economi c
performance. Th e ver y fac t tha t the difference s i n per capit a incomes acros s
countries—the units with the different policies and institutions—are so large in
relation t o th e difference s i n income s acros s region s o f th e sam e countr y
supports m y argument . S o doe s th e fac t tha t nationa l border s sometime s
sharply divide areas of quite different per capita incomes,

11 Th e Old Growth Theory, the New Growth
Theory, and the Facts
The argumen t offere d her e als o fit s the relationship s between level s o f pe r
capita income and rates of growth better than either the old or the new growth
theories do. As has often been pointed out, the absence of any general tendency
for the poor countrie s with thei r opportunitie s fo r catch-up growth t o gro w
faster tha n the rich countries argues against the old growth theory. The ne w
or endogenou s growt h model s featur e externalitie s tha t increas e wit h th e
investment of stocks of human or tangible capital and can readily explain why
countries wit h hig h pe r capit a incomes ca n gro w a s fas t o r faste r tha n lo w
income countries .
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But neither the old nor the new growth theories predict the relationship that
is actually observed: th e fastest growing  countries  are never the countries with the
highest per capita incomes,  but always a subset o f the lower-income countries. At th e
same time that low-income countrie s a s a whole fai l t o grow any faster tha n
high-income countries , a subset of the lower-income countries grows far faster
than any high-income countr y does. The argumen t offere d her e suggests that
poor countries on average have poorer economic policies and institutions than
rich countries and therefore , i n spite of their opportunity fo r rapi d catch-u p
growth, they need not grow faster on average than the rich countries.

But an y poore r countrie s tha t adop t relatiYel y goo d economi c policie s
and institution s enjo y rapi d catch-u p growth: sinc e the y ar e fa r shor t o f
their potential , thei r pe r capit a income s ca n increas e no t onl y becaus e o f
the technological an d other advances that simultaneously bring growth t o the
richest countries, but also by narrowing the huge gap between their actual and
potential income.34 Countries with the highest per capita incomes do not have
the same opportunity,

Thus, the argumen t here lead s us to expec t what is actually observed: n o
necessary connection between low per capita incomes and more rapid rates of
growth, bu t muc h th e highes t rate s o f growt h i n a  subse t o f low-incom e
countries—the one s tha t adop t bette r economi c policie s an d institutions .
During th e 1970s , th e fou r countrie s tha t (apar t fro m th e oil-exportin g
countries) had the fastest rates of growth grew on average 6.9 percentage points
faster tha n the Unite d States—more than five times a s fast. I n the 1980s , th e
four fastest growers grew 5.3 percentage points faster than the United States-
four time s a s fast . The y outgrew th e highest-incom e countrie s a s a class by
similarly larg e multiples . Al l fou r o f th e fastes t growin g countrie s i n eac h
decade were low-income countries,

In general , the endogenou s growt h model s do no t hav e anything in their
structures that predicts that the most rapid growth will occur in a subset of low-
income countries , and the old growth theory is contradicted by the absence of
general convergence.

Note also that, as the gap in per capita incomes between the relatively poor
and relatively rich countries has increased over time, poor countries have also
fallen furthe r behin d thei r potential, . Therefore , the argumen t offere d her e
predicts that the maximum rate of growth that is possible for a poor country—-
and the rate at which it can gain on the highest per capita income countries—is
increasing over time. This is also what has been observed. In the 1870s , the four
continental European countries with the fastes t growth o f per capita incomes
grew only 0.3 percent per annum faster than the United Kingdom; the top four
such countries in the 1880 s also had the same 0,3 percent gain over the UK, As

^ Rober t j. Barro , "Economic Growth in a  Cross Section of Countries/' Quarterly  J&xm&l o f Economics,
106(2) (May 1991), 407-43.
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we have seen, the top fou r countrie s i n the 1970 s grew 6,9 percentage point s
faster than the United States, and the top four in the 1980 s 5.3 percentage point s
faster. Thus, the lead of the top four in the 1970 s was 23 times as great as the lead
of the top four in the 1870s , and the lead of the top four in the 1980 s was more
than J 7 times as great as the lead of the top four a  century before. 35

Thus, neither the old nor the new growth theor y leads us to expect either the
observed overal l relationship between th e level s an d rate s o f growth o f pe r
capita incomes o r the way this relationship has changed as the absolute gap in
per capit a income s has increased over time . The presen t theory , by contrast ,
suggests that there should be patterns like those we observe.

12 Pickin g Up the Big Bills
The bes t thin g a  society ca n do to increas e its prosperity i s to wis e up . Thi s
means, i n turn, that it is very important tha t economists , insid e governmen t
and out, get things right. When we are wrong, we do a lot of harm. When we
are right—an d hav e the clarity needed t o prevai l agains t the specia l interest s
and the quacks—we make an extraordinary contribution t o the amelioration of
poverty an d the progress o f humanity, The sums los t because poor countrie s
obtain only fraction of—and because even the richest countries do not reach—
their economic potentials are measured in the trillions of dollars.

None of the familia r ideologie s is sufficient t o provide the needed wisdom .
The familiar assumption that the quality of a nation's economic institutions and
policies is given by the smailness, or the largeness , of its public sector—or by
the size of its transfers to low-income people—does not fit the facts very well.36

3* German y wa s the fastes t growin g Europea n countr y i n the 1870s , hut it s borders changed with th e
Franco-Prussian war , an d s o the "1870s " growt h rat e used fo r German y is 1872-82 . Angu s Madison's
estimates were used for the 19t h cent. World Bank data for the 20th. The top four qualifying, growth countries
in each decade were: for the 1980s , Korea, China, Botswana, and Thailand: for the 1970s , Botswana, Malta,
Singapore, an d Korea ; fo r th e 1880s , Germany , Finland , Austria , a.n d Denmark ; for ih e 1870s , Gertnany ,
Belgium, the Netherlands, and Austria,

Those countries that still had open frontiers in the 19t h cent, or in some cases even until World War I , or
that wer e majo r oi l exportin g countrie s a t th e time s o f th e oi l shocks , ar e no t ap t countrie s fo r th e
comparisons at issue now. It would be going much too fa r to extend the argument here about the limited
importance of land and natural resources t o growth t o countries that are ir > rnajor disequilibrium because of
open frontiers or huge changes in cheir terras of trade. That is why I excluded the oil exporting countries and
compared the fastes t growing continental European countries with Britain in order to analyze the speed of
catch-up after the industrial revolution, i ain thank&l to Nikolay Gueorgiiiev tor gathering and analyzing the
data on this issue,

*& Ros s Lcvme and Davi d Renelt •, "A Sensitivity Analysis of Cross-Country Growth Regressions," Ameriz&n
Economic Review. S2 (1992), 942-63; Richard Rubtnson, "Dependency, Government Revenue, and Economic
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But the hypothesis that economic performance is determined mostly by the
structure o f incentives—and tha t i t i s mainl y nationa l borders tha t mar k th e
boundaries o f differen t structure s o f incentives—has far more evidence i n its
favor. This paper has set out only one of the types of such evidence; there is also
direct evidence of the linkage between better economic policies and institutions
and better economic performance; though it is not feasible to set this out here, a
lot of it is available in other writings.37

We ca n perhaps obtain a  glimpse of another kin d of logic and evidence i n
support of  the argument here—and a hint about what kinds of institutions and
economic policies generate better economic performance—by returning to the
theories with which we began. These theories suggested that the rationality of
the participant s in an economy o r the partie s to a  bargain implied that ther e
would be n o mone y lef t o n th e table . We kno w fro m th e surprisingl y goo d
performance of migrants from poo r countries in rich countries, as well as from
other evidence, that there is a great deal of rationality, mother wit, and energy
among th e masse s living in poor countries; individual s in these societies can
pick up the bills on the sidewalk about as quickly as we can.

The proble m i s tha t th e reall y bi g sum s canno t b e picke d u p throug h
uncoordinated individua l actions, They ca n b e obtaine d onl y throug h th e
efficient cooperation o f many millions of specialized workers and other inputs:
in othe r words , the y ca n b e attaine d onl y i f a  vas t arra y o f gain s fro m
specialization and trade are realized. Though th e low-income societies obtain
most o f the gains from self-enforcin g trades , they do not realiz e many of the
largest gains from specialization and trade. They do not hav e the institutions
that enforce contracts impartially , and so they lose most of the gains from thos e
transactions (like those in the capital market) that require impartial third-party
enforcement. They d o not have institutions that mak e property rights secure
over the lon g run , s o they lose mos t o f the gain s from capital-intensiv e pro -
duction. Productio n an d trad e i n thes e societie s i s further handicapped by
misguided economi c policies and by private and public predation. The intricate
social cooperation tha t emerges when there is a sophisticated arra y of markets
requires fa r bette r institution s an d economi c policie s tha n mos t countrie s
have. The effectiv e correction o f market failures is even more difficult .

The spontaneous individual optimization that drives the theories with which
I began i s important, but i t is not enoug h b y itself . I f spontaneous Coase-style
bargains, whether through laissez-faire or political bargaining and government,
eliminated sociall y wastefu l predatio n an d obtaine d the institution s tha t ar e

Growth," Studie s i n Comparative  Institutional  Devdnfment,  1 2 (1977) , 3-28 : Mancu r Olson , "Supply-Sid e
Economics, Industrial Policy, and Rational Ignorance," in The Politics eflndvslnal Policy,  ed. Claude E. BarfieM and
William A. Schambra {Washington: American Enterprise institut e for Public Policy Research, 1986), pp. 245-69.

57 C . Ciague , P . Reefer , S , Knack an d M . Olson , "Contract-Intensiv e Money : Contrac t Enforcement ,
Propert)1 Rights, and Economic Performance. " IRI S Working Paper no. 15 ! (Univereity of Maryland, 1995) ,
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needed fo r a  thrivin g marke t economy , the n ther e woul d no t b e s o man y
grossly inefficien t an d poverty-stricken societies. The argument presente d here
shows tha t th e bargain s needed t o creat e efficien t societie s ar e not , i n fact ,
made. Thoug h tha t i s anothe r story , I  ca n sho w tha t i n man y case s suc h
bargains ar e eve n logicall y inconsisten t wit h rationa l individual behavior.* 8

Some importan t trends i n economic thinking , usefa l a s they are , should no t
blind us to a sad and all-too-general reality: as the literature on collective actio n
demonstrates,39 individual rationality is very fa r indeed fro m bein g sufficien t
for social rationality.

l? Th e logi c a t issu e i s se c out i n a  preliminar y wa y i n th e aferementicmed . Olso n worfdn g paper ,
"Transactions COSES aod th.€ Coase Theorem" [This paper has beers superseded by a joint paper wit h A% finash
Dudt, available on request, Eds,]

59 Mancu r Olson , Th e Logic  o f Collectiv e Action  (Cambridge : Harvar d Universit y Press , 1965) ; Russel l
Hardin, Coifetw e Action  (Baltirnore : Johns Hopkins Universit y Pre5§ , 1982) ; Tockf Sandier , Collective  Action
(Ann Arbor : University of Michigan Press, 1992*).



Innovation an d its Enemies: The
Economic an d Political Roots of
Technological Inerti a

Joel Mokyr

1 Introductio n

Are the crucial decisions that determine economi c growth , even in economies
committed t o free-enterprise economics , mad e primaril y in the marketplace ?
Markets determin e th e allocatio n o f existin g resource s an d ar e believe d b y
most economist s t o b e bette r a t thi s tha n an y alternative . But ho w abou t
technological change ? Th e bul k o f th e economic s o f ne w technolog y i s
concerned wit h th e generatio n o f ne w knowledg e an d th e problem s o f
appropriability and incentives in the creation of new technology. I t rarely asks
when and how decisions to adopt new technology ar e made by firms.

Much a s economists migh t deplore the fact , th e acceptanc e o f innovation
is more tha n a n economi c phenomenon , an d certainl y fa r more tha n a  pure
advance in productive knowledge. The concept of competition remain s central
here, but it is not so much the neoclassical concept of price competition of firms
in the marketplace as much as Schumpeter's concept of competition betwee n
different technique s strugglin g t o b e adopte d b y existin g firms or betwee n
different fina l product s sluggin g i t ou t ove r th e consumer' s preferences . A t
times individual techniques may be identified with a firm, but often technique s
struggle fo r adoptio n withi n a  single  organization . Ho w ar e thes e decision s
made? Wh y i s i t that , eve n whe n a  ne w an d superio r technolog y i s made
available at  zero margina l costs , the  econom y to  whic h it is  proposed may
choose to reject it?

Economic analysis implicitly assumes that new techniques will be adopted if
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they pass some kind of "market test," That is, if they can out-compete existin g
techniques, by producing a more desirable product and/or producing i t mor e
cheaply, new technological ideas will be adopted. This is a simple but powerfu l
Darwinian mode l o f technologica l evolution , and , whil e man y o f it s mor e
Panglossian implication s have been mute d i n recen t years , the ide a o f th e
market a s a n arbite r o f which technique s wil l be adopte d i s stil l powerful.
Economists i n th e neoclassica l traditio n ar e convince d that , althoug h i t i s
theoretically possibl e fo r marke t selectio n t o com e u p wit h non-optima l
outcomes, such outcomes are in fact rare,

Non-economists are dissatisfied with this approach.1 Technological progress ,
it i s felt , i s a  socia l phenomenon , whic h change s almos t ever y variabl e in
society. In this paper I wish to focus on one particular issue: namely, that new
technologies wil l fai l t o b e implemente d despit e thei r ostensibl e economi c
superiority. Fo r thi s clas s o f problems , artificia l distinction s betwee n th e
"economic sphere" an d the "politica l sphere" ar e doomed, an d we wil l no t
even attempt them.

The idea that seemingly superior inventions are spurned or rejected is hardly
new. In 1679, William Petty wrote that,

Although the inventor, ofte n time s drunk with the opinion of his own merit, thinks all
the world wil l invade and incroach upon him, yet I have observed tha t the generality of
men will scarce be hired to make use of new practices, which themselves have not been
thoroughly tried . .. for as when a  new invention i s first propounded, in the beginning
every man objects, and the poor inventor runs the gantloop of all petulant wits . . . not
one [inventor] of a hundred outlives this torture . ,. and moreover, thi s commonly i s so
long a doing that the poor inventor is either dead or disabled by the debts contracted t o
pursue his design.2

In this paper, I plan to pursue a somewhat differen t issu e from the disbelie f
and frictio n Pett y speak s of namely , the purposefu l resistance to ne w tech -
nology. Withou t a n understanding of the politica l economy o f technologica l
change, the historical development of economic growth wil l remain a mystery,
The issu e o f th e receptivit y of societ y t o ne w technologica l idea s i s highly
relevant to the experience of underdeveloped countrie s whose failure to adop t
best-practice technologie s i s ofte n regarde d a s a n integra l par t o f under -
development. In the ver y long run, technological progress i n its widest sense
remains indispensable to sustainable economic growth. Of course, the failure to
adopt a  ne w technolog y ca n hav e man y reasons : ne w technolog y i s ofte n
embodied i n expensive capital goods; i t often require s scarce complementary

1 A s are some economists. See especially Geoffrey M . Hodgson, fcc&n&mics and Evolution. Bringing Life Back
into Economa (Oxford; Polity Press, 1993) . ch. 13.

2 Willia m Petty , A.  Treatise  o f Taxes  anil  Contributimf  (London : Obadia h Blagrave , 1679) , p . 53 . I  a m
indebted t o Patrick O'Brien for bringing this text to my attention.
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factors such as infrastructural capital or a highly skilled labor force. Yet outright
resistance i s a  widely observe d historica l phenomenon, 3 Th e adoptio n o f a
wholly new technology is often the target of long debates and public discourse,
unlike many other technical and economic choices. The role of persuasion and
rhetoric i n these decisions i s something economist s hav e paid scant attentio n
to; hence they have not had much success in understanding why, for example,
some economies hav e adopte d nuclea r power , o r wh y some hav e allowe d
experimental drug s t o b e sol d an d other s hav e not . Furthermore , no t al l
resistance i s purel y social . Ther e ar e instance s i n whic h th e technologica l
"system" resists a  novel and improved component becaus e it does not fi t the
operation of the whole.

In any event, technological inerti a in many societies has often been ascribed
to irrationality, technophobia, or a blind adherence to traditional but outmoded
values and customs. In what follows, I hope to establish two basic propositions.
One i s tha t inerti a i s usuall y a  characteristi c widel y observe d i n comple x
systems that follow an evolutionary dynamic. Second, technological inertia is
usually th e outcom e o f rationa l behavio r b y utility-maximizin g individuals,
and we d o not hav e to fal l back on difference s i n preferences to explain , why
some societies are more amenable to technological change than others.

2 Rule s and Resistance

To simplify matters, defin e the adoption of a new technique as a binary process:
either i t i s adopte d o r i t i s not . Eac h individua l has a  se t o f idiosyncrati c
exogenous variable s (preferences , age, endowments , education , wealth , etc. )
which lead him or her to either "support" or "object to " th e innovation. To
reach this decision, societ y follows what I will call an aggregation rule, which
maps a  vecto r o f n  individua l preference s int o a  <0,1 > decision . Thi s
aggregation rul e ma y b e a  marke t proces s (a s would b e th e cas e i n a  pure
private economy) , bu t suc h a  rul e i s a  ver y specia l case . An y chang e i n
technology leads almost inevitabl y to an improvement in the welfare of some
and a deterioration in that of others. To be sure, it is possible to think of changes
in productio n technolog y tha t ar e Pareto-superior , bu t i n practic e suc h
occurrences ar e extremel y rare . Th e pur e marke t outcom e i s equivalent t o
an aggregato r tha t weight s preference s by thei r income . Th e optimalit y o f
the outcom e wil l var y wit h th e incom e distributio n eve n fo r th e marke t

1 Fo r some historical detail, see Joel Mokyr , "Progress and inertia in Technological Change," in j. Jame s
and M . Thomas eds. Capitalism i n Context: Essays i n Honor  ofR.,  M,  B<wtwe! J (Chicago; University of Chicago
Press, 1994) , pp. 230-54.
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aggregator. Unless all individuals accept the "verdict" of the market outcome,
the decisio n whether to adop t an innovation is likely to be resisted by losers
through non-marke t mechanis m an d politica l activism,4 Tw o recen t book s
dealing with social response to technology, while totally different in . tone and
background, implore social scientists to pay more attention to the question of
resistance to the seemingly inexorable march of new technology.5

One importan t distinctio n shoul d be mad e between th e introductio n o f a
totally new invention in the economy in which it originates, and the transfer of
existing technology into new places after it has already been practised and tried
elsewhere, I n bot h case s resistance ma y emerge , bu t it s natur e ma y diffe r
substantially between the two. Either way, however, markets judge techniques
by profitability and thus, as a first approximation, by economic efficiency .

How, then , doe s conflic t occur ? To star t with , differen t group s i n th e
economy favo r differen t aggregatio n rules . I n th e terminolog y o f th e ne w
Historical Institutiona l Analysis , an aggregator i s an institution, that is , a  non-
technologically determined constraint on economi c behavior.* If the marke t
outcome rule s in favor o f one group , anothe r migh t find it i n its interest t o
circumvent the market process.

Suppose that a new technolog y T , i s superior t o th e ol d T 0 for some indi -
viduals belonging to subset S € N , but makes those belonging to s € N  worse off .
In general, then, 3  some welfare aggregator Gs, so that Gs(Tj) > GS(T0, and 3
Gs such that GS(T,) < G s (T0). I f the member s o f S  and s  could form separat e
societies, one of these would adopt T1 and the other would not. Because they
cannot, resistance can be interpreted as the attempt of the members of the losing
side (say, s) to abandon the dictates of the aggregation rule in place (for example
the market ) and to impos e a  differen t aggregato r on th e econom y suc h as a
regulating or licensing agency,7 It is possible that the number of members in s is
larger tha n tha t i n it s complement s. I n that cas e there wil l b e a  differenc e
between th e market , in which "votes " ar e weighted b y expenditures , an d a
democratic process , wher e eac h perso n ha s on e vote. 8 I n decision s abou t

As one autho r ha s put it , "opposition t o a  technolog y i s a specia l case o f a  broader clas s o f political
activities usuall y referred to  as "special interest' politics, as opposed to the politic s of party identification o r
patronage." See Allan C. Mazur, "Controlling Technology." reprinted in Albeit Teich, ed., Technology an4 the
Fat«« (New York : Sc Martin's Press, 1993), p. 217.

* Marti n Baue r (ed,) , Resistance  to  New Technology  (Cambridge ; Cambridg e University Press/Kirkpatric k
Sale, 1995), and Rebels  against the future; the  LuMiKs an d their Wm en the Industrial Revolution  (Reading, Mass. :
Addisors Wesley, 1995) .

s Th e terminology is borrowed from . Avner Greif, "Micro Theory and the Study of Economic Institutions
through Economic History," prepared for a symposium on economic history at the 7th World Congress of
the Econometric Society, Tokyo, 1995.

7 Joe l Mokyr, "Technological Inertia in Economic History," Journal o f Economic History, 52(2 ) (June 1992) :
.125- 38; and "Progress and Inertia" .

It clearl y is highly ironic to cit e here a prominent India n businessman, Titoo Ahluwalia, as - saying tha t
"the averag e India n ha s two sides to him . Ther e i s one sid e tha t i s a consumer an d on e tha t i s a voter"
{Business Week,  Oct. 23,1995, p. 50).
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technology, at least, there could be a serious inconsistency between democrac y
and continuous innovation,* to other words, unlike the optimism of free-market
advocates in the Friedma n tradition, it may wel l be tha t democratic decisio n
processes do not maximize the long-term economic welfare of economies.

This dilemm a face d b y democrati c countrie s wishin g t o underg o rapi d
development ha s lon g bee n recognized, 10 Barbar a War d explaine d tha t
uncontrolled marke t decision s wil l creat e intolerabl e gap s i n incom e distri -
bution and thus a  resistance to new technology , an d totalitarian dictatorship s
would implement technologies regardless o f cost. "Bu t in India," she adds, " a
balance ha s alway s to b e struck , th e dilemm a i s never absent. " Ye t in he r
view this is precisely India' s strength, sinc e whatever modernizatio n i s intro-
duced i s usually based o n a  consensus an d thu s is unlikely to ignit e political
explosions."

The reaso n why members of S and $ prefer different aggregatio n rule s needs
some elaboration . On e issue is that technology ma y appear directly in people's
utility function. Such a concept may appear bizarre to economists, bu t not so to
sociologists o r psychologists.12 For economists, moreover , i t has been deemed
traditionally uninteresting t o ascribe differences i n behavior to differen t utility
functions. Historically , however, cultural and religious elements may have had
a big influence on technologica l decision-making, 13 Technology i s somethin g
profoundly unnatural , as Freud observed i n hi s Civilization  And its Discontents
when h e compare d i t t o a n artificia l limb . Technology i s regarded b y man y
writers a s something uncontrollable an d incomprehensible and thus somehow
evil i n itself . Th e literatur e on thi s issue i s rather larg e an d canno t b e don e
justice t o here, 1'* A t thi s stage , I  wil l assum e identica l utility function s an d

"Tht notio n that desnocracy endangers technological, creativity wa s particularly embraced by 19th~eent .
reactionary writer s oppose d t o th e extensio n o f th e franchis e suc h a s Si c Henry Maine , wh o argue d tha t
universal, suffrage woul d hiivc prevente d itios t o f the majo r technologica l breakthroughs of the Industria l
Revolution, Se e Alber t Hirschman , Th e Khfteric o f Reaction  (Cambridge , Mass. : Harvard Universit y Press ,
1991), pp. 97—100, who adds that the argument was palpably absurd and immediately proven to be so. Yet it is
not impo^ibl e tha t democrac y coul d unde r certai n drcunistance s b e ks.i  hospitabl e char t othe r politica l
regimes to technological progress,

!0 Fo r an interesting discussions which concludes firmly tha t "democracy entrenche s economic freedoms,
and in doing so underpins growth, " see "Why Voting is Good for You," The Economist (Aug. 27 1994); 15-17.

11 Barbar a Ward, India  an d the West  (Ne w York: W. W . Norton , 1964 } pp. 150-2 . These words wer e
written many years before the experience of the Shah of Iran confirmed her insight,

" I n the psychological literature there i s a great dea l of emphasis on seemingly "irrational " phenomena
such a s fea r o f ne w technology . Psychologica l "diagnosis " o f "cybcrphobia, " "cechnophobia, " an d even
"neophobia" (fear of new things) is common. For a thoughtful debunking of this literature, see Martin Bauer,
" 'Technophobia': a Misleading Conception of Resistance to New Technology," in Bauer, Resistance to New
Technology, pp, 87-UZ.

11 Al l technology, as it involves manipulation of nature, is inextricably mixed up with religion, and not just
medical and biological research, as in our time. For some introductory notes , see Joe! Mokyr, The Lever efllichst:
Technological Creativity and Economic Progress (New York: Oxford University Press, 1990) , pp. 170-3,200-6 .

14 Fo r a  historiographtcat introduction, se e Langdon Winner, Autonomous Technology (Cambridge , Mass.;
MIT Press, 1977) , pp. 107-34.
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attribute the differences in opinion to observable parameters such as differences
in information , economi c costs , an d endowments . Propose d technologica l
changes are expected to benefit one segment of society and harm another; the
market may determine one outcome, which could be circumvented by another
aggregator-

Formally, w e ma y distinguis h between th e followin g decisio n rules . G M,
which is the pure market aggregator, mean s that the new technology will be
adopted by profit-maximizing firms following exclusively th e dictate s of the
market, G D i s a  decisio n rul e tha t designate s a n authorized  subset,  suc h a s a
representative parliament or a panel of technical experts, a violent mob, a court,
or a  singl e dictator , t o decid e whethe r t o permi t and/o r suppor t th e ne w
technology, G y i s a  votin g rule , sa y one-person-one-vote , i n whic h a  ne w
technology i s voted i n or ou t by some kin d o f referendum. I n most realistic
situations, th e actua l decisio n rul e o r aggregato r tha t map s individua l
preferences to the decision space <0,1 > i s G = aGM + |3GD + (l-a-(J)Gv where
a +  (3 < I. The pure market outcome occurs only when a =  I.

The social decision process may thus be viewed as consisting of two stages .
First, society determines the political rules of the game; that is, it sets a an d (3 .
Then, dependin g on the aggregator chosen , i t determines whether or not th e
new technique wil l be adopted. An obvious elaboration of the simple model is
that on e decision-make r ma y delegat e decision s t o another : th e authorize d
subset ca n decide t o hand things ove r t o a  referendum or leave it up to the
market. An election, on the other hand, can appoint a body of people delegated
to mak e th e decisio n o r d o nothin g a t al l so tha t th e decisio n t o adop t i s
effectively lef t t o the market . The interpretation o f a an d (5 as probabilities o r
proportions o f the "cases" that are decided in one arena or another thus lends
some intuitive meaning to G.

A grea t dea l o f political and socia l struggle involve s not onl y th e imple -
mentation o f ne w technology , bu t th e decisio n rule s themselves , a s i t i s
reasonably believe d that some decision rule s favo r on e interes t group more
than another. Economists, in particular, are concerned by the size of a, tha t is,
how much of the decision is left t o the market and how much will be decided
on by other aggregators . I n part , th e aggregato r wil l be determine d by th e
nature of the product—technological change in public goods and other areas of
market failure wil l be obviously largely outside the market decision process—
but there is a huge gray area of private goods where there is room for political
action. I t ma y b e though t tha t societie s wil l b e mor e creativ e an d tech -
nologically successfu l th e large r is o, but thi s is by no mean s certain, I t may
well b e tha t th e fre e market , for reason s o f it s own, forgoe s technologica l
opportunities. Fo r instance, the new technology may require unusually large
capital spendin g o r a  coordinatio n between existin g firm s tha t canno t b e
materialized without direct intervention. In that case, the government may step
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in to make up for the market failure. Pre-revolutionar y France , especially, saw
a grea t dea l o f governmen t involvemen t i n tryin g t o encourag e Frenc h
entrepreneurs to accept British techniques.

When the aggregator has been decided upon, as long as a <  I,  so that—as is
often th e case—som e non-marke t decision i s necessary to approv e th e ne w
technology, oppositio n occur s withi n give n politica l structures , suc h a s a
courtroom or a parliamentary committee. Of course, many new technologies
are too triflin g to be the matte r o f public debate; one hear s little of a public
outcry ove r the switch , say, from spark-plug s to fue l injectio n or fro m dot -
matrix to ink-jet printers. In those cases the decision will normally be delegated
to the market . But when there are major technical choices that involve public
expenditures, complementary o r substitute relations with other technologies ,
or other types of spillover effects, the y will end up being judged by non-market
criteria,15 Similarly, uncertainty of any nature regarding possible externalities,
especially when these concern public health and safety, almost invariably lead
to a  reductio n o f the marke t component i n th e aggregator . I n thos e cases,
political lobbyin g abou t th e ne w technolog y i s natural , Th e usua l rule s o f
political economy and collective decision-making by interest groups apply, with
the additiona l complications that the introductio n of a new technolog y is by
definition a  highly uncertain event, involving known an d unknow n danger s
that play no rol e in , say, political decisions about tarif f policy or public work
procurements. Moreover , th e technica l an d scientifi c issue s ar e ofte n highly
complex, an d even a  phrasing o f the correc t questions  (le t alone the answers)
is ofte n beyon d th e intellectua l capabilit y of decision-makers . Precisel y fo r
that reason , ther e i s mor e relianc e o n th e opinio n o f "experts " bu t also ,
paradoxically, a frequent appeal to emotions, fears, and religious and nationalist
sentiments. A s litigatio n become s increasingl y important , technologica l
decisions ar e relegated to courts , and rhetorical imagery and other persuasive
tools, from TV ads to neighborhood rallies , become a  means by which techno-
logical decision s ar e made . Relianc e on technica l expertise , a  long-standing
practice in the West, is weakened by disagreements amon g experts and even
disagreements a s to who is an expert to begin with.16

An anti-technological and conservative bias can be built into a culture, so that
the decision-making body becomes technologically reactionary. In this fashion,
the technologica l statu s quo doe s no t hav e t o figh t battle s agains t hopeful
innovations over and over again. This cultural bias can be introduced throug h

" Th e adoption of fluotidation of drinking water in the USA, the use of insecticide in mosquito abatement,
and all matters pertaining to military technology are prime examples of stjch public technical choices,

lrs Doroth y Nelkin has pointed out that the very fact that experts disagree-—more even rhaB the substance
of their disagreement—leads to protests and demand s tor more publi c participation, Se e Dorothy Nelkin,
"Science, Technology and Political Conflict," in Dorothy Nelkin, c<t, Controversy: Politics af Technical  Decisions
(Ird edn, London: Sage, 1992),
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an education system that fosters conformist value s in which traditions ar e held
up i n respec t an d devianc y an d rebellion made highl y risky, 17 Morri s lists th e
sources of technological reaction in traditional India: there was no organizatio n
for the propagation or dissemination of knowledge, and an unbridgeable social
barrier betwee n theorist s an d craftsmen.' * Eri c L . Jones ha s argue d tha t th e
Indian cast e syste m wa s a  deepl y conservativ e an d rigidifie d institutio n i n
which ascriptivenes s is pervasive an d persona l achievemen t "i s exclude d i n
principle," Jone s realizes tha t a  caste system, too , coul d never be a n absolute
constraint on economic growth—it "may constitute an infuriating brake, yet it
will not be able to switch off a motor located somewhere else in society."19 The
argument made her e i s exactly about such brakes ; societie s with such brake s
would develop much more slowl y than those without. Perhap s that is as much
as we will ever be able to say about economic growth.

All cases of resistance to technologica l chang e ca n be reduced t o those tw o
main typologies : a  struggle over  th e decisio n rales , an d (i f a <  1 ) a straggle
within them. The political battles over technolog y hav e profound implication s
for economi c history . On e is , a s I  have emphasized elsewhere , tha t techno -
logical progres s i n a given society i s by and large a temporary an d vulnerabl e
process, wit h many powerful enemies whose vested interest in the status qu o
or aversion to change of any kind continuously threatens it.20 The net resul t is
that change s i n technology, th e mainsprin g o f economic progress , hav e bee n
rare, and that stasis  or change a t very slow rates has been th e rule rather than
the exception. I t is our ow n age , and especially the rapi d technological chang e
in the Western world, that is the historical aberration.

Another implicatio n i s tha t most  underdevelope d countrie s canno t tak e
technology transfe r fo r granted . Eve n when capita l is availabl e an d comple -
mentary inputs such as skilled labor and infrastructure ar e present, attempts t o
transplant technology from , one societ y to another ar e likely to run int o socia l
barriers tha t economists ma y find difficult t o understand. Before w e can delve
into th e economi c an d socia l cause s o f resistance , w e nee d t o plac e it s
importance i n a theoretical framework .

' Bernar d Lewi s has pointe d ou t tha i i n th e Islami c tradusy n th e ter m Hid&ti  (inrwvaikm ) eventuall y
acc|tiired a  seriously negativ e connotation , muc h lik e "heresy " in  th e West , an d tha t suc h subtl e cultura l
changes account (or much o f the technological slow-down of the Islamic Middle Eas t after 14<K K Cf - lierrard
Lewis, The Muslim Discovery  of  Europe  (New York : W. W. Norton, 1982) , pp. 229-30. This is not t o argue that
tiny religion is inherently antMechnc^ogic^!, even in a relative .sense. Ye t there are man y subtle, ways hi which
an entrenched elite can manipulate institution s and culture in order to make any contemplated challenge to
their dominance more difficult .

H Morri s D. M.orris, "The Growt h of Large -scale Incite ry til l H47'\ in Dhamia Kumar, eti, Tltc 0*mf?ri4ge
Economic History of  India,Vol. 2  (Cambridge: Cambridge University Press, 1985) , p. 563 ,

" Eri c L. Jones, Growth Rirarrrag (Oxford: Oxford Universit y Press, 19SH) , pp. 103-6.
^ Joe l Mokyr, "C^rdwf-H' s Law «m d the Political i-iconao w oi Twhninogical Pmgrrss," Research Policy , 23

(1994): 561-74.
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3 Inerti a and Evolution
Many scholars have recognized tha t new techniques emerge in a manner that is
in som e way s analogous t o th e emergenc e o f new specie s an d variations o n
existing ones in the evolution of living beings/1 The choice of techniques is akin
to the process of natural selection; natura l selection i s really a metaphor fo r an
impersonal proces s in  whic h no concret e entit y actuall y does the  selecting .
New technologie s ar e similarly selected (althoug h her e a t least in some case s
the selecting is done by conscious individuals making deliberate choices). Th e
market i s of course on e aren a in which this selection take s place; the politica l
sphere is another.

Despite th e seemingl y unbelievabl e diversit y o f lif e forms , actual  pheno -
typical chang e i s quit e unusua l an d encounter s man y barriers . Th e under -
standing tha t natura l selectio n i s inherentl y a  conservative  proces s wa s firs t
emphasized b y Alfre d Russe l Wallace , wh o likene d natura l selectio n t o a
governor o n a  stea m engine , i.e . essentiall y a  devic e t o correc t deviation s
automatically. The eminen t biologist Gregor y Bateson , who point s thi s out ,
notes tha t the rat e of evolution i s limited by the barrier between phenotypi c
and genotypi c change , s o tha t acquire d characteristic s are no t passe d o n t o
future generations ; b y sexua l reproduction, which guarantee s tha t th e DNA
blueprint of the new does not conflict too much with that of the old; and by the
inherent conservatism o f the developin g embryo, which necessarily involves a
convergent process that Bateson calls epigenesis." System externalities have an
equivalent i n biology know n a s "structural , constraints. " Geneti c materia l is
transmitted i n "packages " an d thu s stick s together . Th e informatio n trans-
mitted fro m generatio n t o generatio n doe s no t consis t o f independen t an d
separately optimizabl e pieces . A  "littl e understoo d principl e o f correlate d
development" (a s Darwi n calle d it ) implie s tha t certai n feature s develo p
not becaus e the y increas e fitness bu t becaus e the y ar e correlate d with othe r
developments. We now know why this is so: genetic linkage causes genes that
are located in close proximity on the chromosome t o be inherited. At the same
time, evolution tends to be localized and cannot change too much at once. As
Francois Jacob put i t in a famous paper, evolution does no t s o much create as
tinker: it works with what is available, odds and ends, and much of it involves
therefore minor variations on existing structures.'"1 Selection could also misfire

"; Po t < i recen t summar y se e foe ! Mokyr , "Evolutio n asi d Technological Change : a  Ne w Metapho r fo r
Economic History?" in Robert Fox , eel, Technalogical Change  (London: Harwood, 1 996), pp. 63-83-

li Gregor y Bateson. , Mind an d Nature: a Necessary Unity  (Ne w York; Dutton, 1979) , pp. 17 5 -6.
" Se e Francois Jacob, "Evolution and Tinkering," Science, 196 (4295) (June 1977) , p. 1165 . Such "minor"

vanauons, however , cs n hav e hug e consequence s o n th e phe-notype . A s Jaco b uotes , "smal l change s
modifying the distribution in time and  space of the same ssruccuiX' S are sufficient to affec t deeply the form, the
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when a trait leads to what is called "positive feedbac k traps, " that is , when a
trait i s selected because o f its success in satisfyin g th e fitnes s criterio n bu t i s
trapped by it at a low level of fitness,24

Furthermore, the emergence o f new species (speciation), analogous to th e
emergence o f new techniques , is both rar e and poorly understood . Althoug h
the resistance to change in natural systems is of an entirely different nature than
that i n technologica l systems , i t to o implie s a  cohesive forc e tha t limit s th e
amount and rate of change. As Mayr has recently explained,

Just exactl y wha t controls this cohesion i s still largely unknown, bu t it s existence is
abundantly documente d .. . during the  pre-Cambria n period , whe n the  cohesio n of
eukaiyote genotyp e wa s stil l ver y loose , sevent y o r mor e morphologica l type s
(phyla) formed . Throughout evolutio n ther e ha s been a  tendenc y fo r a  progressive
"congealing" o f the genotype so that deviation from a long-established morphological
type has become more and more difficult .

While suc h geneti c cohesio n ha s o f cours e no t preclude d th e well-know n
adaptive radiations that created different species, these explosions of variety are
little mor e tha n a d ho c variation s o n a  bauplan  o r structura l type. 25 Thi s
cohesion, a s Mayr emphasizes, while not wholly understood, is essential to the
development of the world of living species ; the key to succes s i s to strik e a
compromise betwee n excessiv e conservatis m an d excessiv e malleability .
Evolutionary systems, whethe r biologica l o r other , tha t are too conservative
will en d up i n complete stasis ; too muc h receptivity t o chang e wil l result in
chaos.2*

In the economic history of technology, w e may have been more fortunate.
Radically ne w technologica l ideas , fro m antibiotic s t o nuclea r powe r t o
telegraphy, have emerged time and again despite the odds against them. Yet the
dynamic ma y b e similar ; a  syste m tha t struggle s t o chang e agains t built-in
inertia i s more likel y to chang e i n sudde n burst s tha n i n slow , continuou s
fashion. Th e ide a o f "punctuate d equilibria " i n evolutionary chang e ca n b e
functioning and behavior of the final product" p. 116>) . For a similar view see Stephen jay Gould, "Is a  New
and General Theory of Evolution Emerging? " Psleobiolegy, 6(1)  (1980): 127,

2* Pete r M. Allen and M. Lesser, "Evolutionary Human Systems : Learning, Ignorance and Subjectivity," in
P, P . Saviotti and J. S. Metcalfc, eds. , Evolutionary Theories  o f Economic and Technological  Change;  Present Status
and Future  Prospects (London: Harwood, 1991) . An example i s the peacock'stall, which helps each peacock in
the reproductive game an d thus conveys a selective advantage despit e th e uselessness of the tai l in survival-
related functions. The same was true for the exrinet Irish elk; its enormous antlers gave its bearers a putative
advantage in mating, but the y wer e apparentl y useless as a defensive tool , and furthered th e demise of the
species. One can easily thin k of products that survive because of their success in marketing and advertising
despite demonstrable lower quality.

~y Errss i Mayr , One  L&ng  Argumeitt;  Charles  Durwin  and.  llu' Genesis  $f  Modem  Eveiutivn&ry  Thought
(Cambridge, Mass.: Harvard University Press , 1991), pp. 160-1,

M Fo r a detailed argument along these lines, see Stuart Kauffinao, A t Home in the Universe: The Search far the
Laws of Self-Organization and  Complexity  (Ne w York: Oxford University Press, 1 995}, p. 73.
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projected to historical processes t o cast light on the question why so much of
historical change occurs in concentrated spurts of intense technological activity,
such a s the Britis h Industrial Revolution. 27 Mos t recen t researc h i n moder n
evolutionary biology suggests that the dynamic of evolution, too, proceeded in
intensive spurt s separate d b y lon g period s o f stasi s rathe r tha n i n linea r
progressions.28

The analogy with eYotutionary biology underlines the rather unlikely nature
of continuous technologica l progress . Stabilit y in the system s of living beings
is maintained by wha t biologist s ter m geneti c cohesion.  Similarly , technolog y
is subjec t t o technological  cohesion,  basicall y meanin g tha t o n th e whol e
technological systems wil l be stable and inert. It could be the case, of course,
that th e agent s of change, whethe r they are mutations in DNA or new ideas
occurring t o people , are themselve s highly nonlinear in their frequency . I t is
more plausible, however, to assume that changes in "mutagens" are relatively
rare and that mutations occur at more or less uniform rates but are constrained
by th e inerti a and resistanc e to chang e withi n th e system . Th e likelihoo d o f
change taking place depends on the outcome o f the struggle between novelty,
thirsting fo r a  chance to tak e place, and th e old , fearfu l o f any threat to th e
status quo. As Wesson has pointed out, "the mos t important competition is not
among individuals and their lineages, but between new forms and old. The old
must nearl y alway s win, bu t th e fe w newcomers tha t score a n upset victory
cany away the prize of the future," This paragraph, written a s a comment o n
Darwinian evolution, mirror s the one written decades earlier by Schumpeter;
"In capitalist reality, as distinguished fro m it s textbook picture, i t is not [price ]
competition whic h counts but the competition from th e new commodity, the
new technology... which strikes not at the margins of the profits of the existing
firms but at their ,  . . very lives."29 Schumpeter believe d tha t pure competitiv e
capitalism ensured that cases in which a superior technology would be rejected
would be rare, but h e also understood th e fragility of capitalism in democratic
society.

In th e contex t o f a  struggl e betwee n th e statu s qu o an d novelty , th e
nonlinear dynami c o f historica l evolutio n become s mor e plausible . Th e
technological status quo will create barriers that make it more difficul t for new
ideas t o catc h on , an d a t time s ma y succee d i n rigging the decision-makin g
process s o tha t novelt y become s almos t impossible . Onc e thes e dam s ar e
broken, however , th e torrent o f innovation may become unstoppable, a t least

"' Joe l Mokyrp "Punctuated Equilibria and Technological Progress." American Economic Review, 80(2} (May
1990); 3JO-4; Joel Mokyr, "Was Ther e a British Industrial Evolution?" inj. Mokyr, ed., The Vital One:  Essays
Presented to  Jonathan R. T, Hugke$ (Greenwich, Conn.: JAI Press, 199I),  pp . 253-86.

*** Fo r a n accessibl e summary , se c Mile s Eldredgc , Reinventing  Darwin;  The  Great  Evolutionary  Debate
(London: Weidenfeld & Nicholson, 1.995) .

2* Rober t Wesson , Beyon d Natural  Selection.  (Cambridge , Mass. : MI T Press , 1991) , p . 149 ; Joseph A .
Schumpeter, Cspstefism, Socialis m and Democracy, 3rd ed. (New York : Harper &£  Row. I95G X p. 84.
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for a  while . Precisel y if the politica l argument s ar e no t cas t i n term s o f th e
perceived costs and benefits of the new technology itself , but rather in terms of
the rules that are to be followed in making these decisions , such non-linearitie s
become understandable .

The stor y become s considerabl y mor e involve d but als o riche r whe n w e
regard no t onl y technolog y bu t als o institution s a s subjec t t o evolutionar y
forces. Douglas s C . North has stressed th e idea that institutions evolve in that
their dynamic can be described by stochastic shocks subject t o selective filters,
even if not al l the implications of this approach were full y explored. 30 What we
have, then, is two evolutionary systems, one epistemological (technology) and
one political and social (formal institutions, customs , an d other informal rule s
of behavior) , tha t co-evolv e ove r time/ 1 A n exampl e i s th e emergenc e o f
American industria l capitalism afte r th e Civi l War , i n which th e technolog y
of interchangeabl e part s an d mas s productio n assembl y line s implie d a n
enormous growth , in th e optima l scal e o f muc h o f th e manufacturing . Thi s
technology co-evolve d wit h change s i n the structur e o f business institutions ,
including the emergence of the modern hierarchica l business corporation, labor
unions, and the growth i n efficiency an d scope o f capital and labor markets.32

Such a continuous interactiv e co-evolution means that, if a foreig n technolog y
were transplante d int o a  societ y wher e th e adapte d institution s ha d no t
evolved jointly, seriou s incongruitie s and disruptions could be the result. Th e
consequent resistanc e t o technologica l chang e can , i n thi s fashion , b e re -
interpreted in a wider context.

4 Market s or Politics?

Although th e terminolog y her e i s different , th e concep t o f heterogeneou s
aggregators i s closes t t o th e concept s enunciate d b y Olso n i n hi s Logic  of
Collective Action  an d Rise  an d Decline  o f Nations.  Conside r fo r simplicit y a n

50 Se e Douglass C. North, Institutions, Institutional Change  and Econotnic Performance {Cambridge : Cambridge
University Press, 1990) , p. 87.

" Thi s ide a wa s suggeste d t o m e b y O r Joh n Kune n o f th e Cente r fo r Developmen t Studie s a t
Thiruvananchapuram. Fo r a  further discussio n o f co-evolution i n a biological context , see GeeraE Yennieij ,
"The Evolutionar y Interactio n amon g species/" ' Annual  Keww s of  Ecology  und  Systemgtics,  1994.  Whereas
Vermeifs analysis deals primarily with interaction between tw o evolving species, there is BO reasot} why his
analysis cannot be extended t o larger groups. Veroie i j himself has repeatedly stressed the isomorphisms he
sees betwee n paleobiologica l an d socia l history : Kauftman , A t flam e i n tht  Univene,  p . 217 , suspect s tha t
"biological convolutio n ai's d technologica l devolutio n .  . . ma y b e governe d b f th e sam e o r simila r
fundamental laws. "

"z Richar d R . Nelson , "Recen t Evolutionar y Theorizin g abou t Economi c Change," Journal o f Economic
Literature, 33 (March U»S>5) : 64 ,
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economy tha t has to make a binary choice whether to adopt T, or not. While in
a market econom y suc h decisions ar e of course made by individuals, in most
societies discontinuou s an d discret e change s i n th e mai n techniqu e i n us e
involve t o som e exten t publi c decision-making . Patent s hav e t o b e issued ,
environmental impact statements filed, and in many cases outright licences and
support from some public authority are required.1*

When, then , wil l oppositio n t o th e marke t a s th e arbite r o f innovations
emerge? To star t with, assume for the sake of argument simply that al l utility
functions contain only income as an argument, and that the only effect tha t the
transition from . T0 to T j has is to increase the real income of Jat individuals , to
reduce th e rea l income o f s individuals such, that X,, drJT,>~S5dF Tj , Thi s
means that th e invention is socially preferable, bu t th e potentia l for conflict i s
resolved only if the gamers use part of their augmented incomes to compensate
the losers. Compensation would seem at first glance a reasonable way to resolve
the problem , bu t i n fac t i t rarel y occur s directl y becaus e o f th e formidable
problems of identifying the losers, measuring the dimensions of their loss, and
overcoming th e problem s o f moral hazard among losers a s well as collective
action among gainers. All the same, compensation doe s occur. The welfar e and
farm suppor t system s i n modem Western economie s coul d be interpreted a t
least in par t as mechanisms designe d t o compensat e and placate groups tha t
ended up at the short 1 end of the stick in rapid industrialization and subsequent
de-industrialization. I f compensation doe s no t occur , th e loser s wil l have an
interest to band together to  try to change the  social decision rule from G M to a
rule that is more favorable to them, The way for them to do this is to circumvent
the market, in our terms by reducing a, and then try to affect the aggregator G D
and/or Gv by political action. I t is in this fashion tha t persuasion an d rhetoric
enter the story; in a "pure" market system, they need not enter the debate,

A major reason wh y people ten d t o remov e th e marke t a s the sol e arbite r
of technological decision s an d delegate par t of the decision-making process t o
political bodies is that markets effectively truncat e preferences over technology
at zero. If one supports a new technique, one can vote "yes" b y buying the new
product o r switchin g t o th e ne w technique . B y not buyin g the produc t o r
refusing to switch, one can express indifference o r dislike, but individual s have
no control over what others do even if they feel it might affect them. In markets
it is difficult t o express a "no" vote . Another reason is that so much technology
is par t o f the publi c sector ; transport , publi c health , infrastructure , and th e
military require political approval of changes simply because thes e are sector s
in which some form of prior market failure has been observed .

Above all, consumers see m to distrus t th e fre e marke t as an arbiter of new
15 A n example would be the adoption of railroads after the !830s, which involved varying combinations of

private and public decision-making in different countries. !n Britain, the decision to adopt railways was largely
a private decision made in the context of the fre e market ; in other countries the government played a direct
entrepreneurial role.
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technology just because it is new. Whereas in a technologically static economy
there may be no reason to distrust the invisible hand, the informational asym-
metries and irreversibilities associated with the generation, and adoption of new
techniques seem to demand a cool and unbiased arbiter. It is feared that greedy
entrepreneurs wil l sell asbestos-type products to the public and then abscond,
Thalidomide-type disasters , howeve r smal l compare d wit h th e benefit s o f
advances in medical technology, produce a  constant demand for governmen t
assurances that new products and techniques are safe. At the same time, it needs
stressing tha t no t al l resistanc e t o technologica l progres s i s necessarily
conservative and in defense of some technologica l status quo. Many cases of
social resistance to a new technique occur because there are two alternatives to
T0, T[ , an d T 2. Lef t t o th e market , T , wil l be chosen ; i f some interes t group
wishes to use non-market mechanisms to bring about some alternative T2, it is
the nature of technological, change they wish to influence, not its very existence.*1*

Self-interest, o f course, counts too . Economist s have used th e term , "rent -
seeking" fo r the replacemen t of market decision s by government contro l o r
some other form of collective decision-makin g that benefits a  small group o r
individual. Here we expand the standard definition of rent seeking to include
"loss-avoidance." Historically , mos t o f th e resistanc e t o ne w technological .
change ha d economi c reasons : potentia l loser s se t u p obstacle s t o obstruc t
innovation. Th e mai n question , i s wh y fo r som e individual s technologica l
change is income-reducing. Below I provide a typology of some of the mor e
obvious sources of purely rational resistance to innovation.

4.1 Unemployment

One obviou s reaso n fo r th e resistanc e t o innovation , widel y believed since
Ricardo's famous chapte r on "Machinery, " is that labor-saving technological
change reduce s th e demand , fo r undifferentiate d labor , thu s leadin g t o un -
employment an d a  possibl e declin e i n wages . A s economist s hav e lon g
understood, this statement in and of itself cannot be accepted without workin g
through th e genera l equilibriu m properties o f a n exogenou s chang e in . the
production function . An invention that replaces workers by machines will have
effects o n al l product an d facto r markets . A n increas e i n th e efficienc y o f
production tha t reduces the pric e of one good wil l increase rea l income and
thus wil l increas e deman d fo r othe r goods ; th e replace d worker s ma y find
employment in other industries, and their real wage may go up or down.

In. an abstract general equilibrium world without adjustment costs, where all
workers and productive assets can be cosdessly converted from one usage t o

M Thi s is what sets aside the literature of "alternative" or "soft" technology advocated by Amory Levins
from the shrill and tcchnophobe positions advocated by, say, (van Illicit and Chellis Glendinniug,
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another, there is no a priori expectation that changes in production technolog y
wiE necessarily reduc e labo r incom e an d employment . I n the rea l world, of
course, temporar y disequilibri a ca n caus e hardshi p to larg e subgroup s o f
the population. Yet in some o f the mos t widel y studied instances , the feare d
patterns o f technologica l unemploymen t di d no t materialize . Nineteenth -
century Britain did not suffer from a secular increase in structural employment ,
feared by Ricardo and the Luddites alike. In a very different environment, i t was
widely feared that the mechanization of agriculture in Asia in the 1970 s would
lead to widespread rural unemployment; this did not occur,35 Recent studies by
labor economists fin d tha t the introductio n o f new technolog y i s on balance
associated with positiv e job growth.  One suc h stud y flatly declares that "jo b
growth an d the introductio n o f new technolog y appea r t o b e complement s
rather than substitutes. The Luddites were wrong,"''0

4.2 Capital  Losses

A differen t proble m occur s when physical capital is of a "putty-clay" variety:
once shaped, it is difficult to convert to another use. This can be seen in a simple
vintage mode l i n whic h on e produc t i s produced b y machine s o f differin g
efficiency. Th e lowest ranke d machine earns a rent of zero; all other machines
earn a rent that is proportional t o the difference between the production cos t of
the least efficient machine in use and that of their own. The value of the asset can
thus be determined by the present discounted value formula, in which the value
of the asse t i s a function o f thi s differenc e and expected  futur e technologica l
depreciation, A rise in the rate of technological change will reduce the market
value of existing machines of older vintage, and so it might be expected that the
owners will find a way to avert it if they can.

Yet in practice this happens rarely. The cases in which the owners of physical
capital hav e fough t agains t th e introductio n o f ne w technique s ar e com -
paratively few. The reason must be that, while the physical qualities of machines
can only rarely be altered, capital goods—including ownership in patents—can
be bough t an d sold,' ? Thus , th e owne r o f a  se t o f machine s tha t becom e

" M.J . Campbell, "Technology and Rural Development: the Soda! Impact," m M j, CampbeJ! , ed., New
Technology and Rural Development: The Social Impatt (London ; Rouflcdge, 1990) , p, 2,6,

^ Davi d G. Blaftchflowe r arst l Simo n M . Burgess . "Ne w Technology aa d Jobs: Comparative Evidenc e
from a  Two-Country Stady," presented to the Nationa l Acadesiy of Sciences Conference on Technology,
Fiim Performance an d Employment, Washington DC, May 1995 (version cited dated Dec. 1995) , p. 18,

*' I t is critical for this argument tha t patents do not categoricall y exclude some existing producers fro m
licensing patents or having them assigned to them. When this happens, it is of course quite likely that existing
producers will not be able to jump on the new bandwagon. For a survey of how common patent licensing and
assignment already was in I9th-cent , America, see Naomi Lamoureaux and Kenneth Sokoloff , "Long-ter m
Change i n th e Organizatio n o f Inventiv e Activity, " presente d a t th e Nationa l Academ y o f Science s
Colloquium on Science, Technology, and the Economy, Irvine, Calif. Oct. 20--22,1995.
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obsolete will take a loss on those machines, but he can always buy into the new
technology by buying the new machines that yield the higher profit s through
lower costs . Thi s explains, for instance, the relativel y weak resistance t o th e
introduction of steam engines despite the huge locational rents that were being
secured b y th e owner s o f water mil l sites . Industrialist s using wate r powe r
might have been losing when their mills fell into disuse, but they could make up
for those losses by buying into steatn technology themselves, which is precisely
what happened in Lancashire during the British Industrial Revolution. In those
cases i n which capita l markets favored some existin g producers ove r others ,
however, thi s principl e i s violated , an d i n suc h case s resistanc e i s t o b e
expected,38

4.3 Non-pecuniary  Losses

Another source of resistance to technological change is that it changes not just
the leve l of average costs, but th e overall shape o f the cos t function. While ne w
technology thu s reduce s overal l cost s an d increase s efficiency , i t ma y als o
change the minimum efficient siz e of the firm and the entry conditions t o th e
industry. Thus, when the minimum efficient siz e of firms in the textile industry
was hugel y increase d durin g th e firs t Industria l Revolution , artisan s an d
small domesti c producer s wer e effectivel y drive n ou t o f th e industry . I n a
world without transaction s and information cost s and hence "perfect " capita l
markets, th e cost s o f these change s woul d b e mitigate d b y smal l producer s
combining into large firms and exploiting some of the economies of scale. This
did occur a t a  larger scale than i s usually appreciated.39 The so-calle d "work -
shop system", in which workers hired space and a piece of equipment in a large
building an d worked o n thei r own accoun t without hierarch y an d discipline ,
was prominent i n many industries unti l wel l into the nineteenth century . All
the same , durin g th e Industria l Revolution , eve n before the famou s Luddite
and Captai n Swing disturbances, there wer e som e riot s b y artisan s an d self -
employed producers threatened by factories.40

Workers, moreover , car e abou t suc h non-pecuniary characteristics o f th e
workplace, fro m safet y an d nois e o n th e shopfloo r t o jo b satisfactio n and

** A  recen t exampl e i s provide d b y BruSan d Norwegia n fisherme n i n th e 18t h cent , resiste d a  ne w
technique o t multipl e lines , whic h enhance d productivit y but whos e use was "co0Bned t o relativel y well -
off" fisherme n wh o coul d affor d t o inves t i n extr a equipmen t and suitabl e boats. " Sr e Kri$uu e Brularjd ,
"Patterns of Resistance t o New Technologies i n Scandinavia: an Historical Perspective," in Bauer, Resistance,
p, 131 .

}'" Gregor y Ciark. "Factory Discipline, " Journal of  Economic  History , 54(1 ) (March 1994) : 132-5 . I n othe r
societies, too, such workshops occurred early on in the industrialisation process. In India, in industries such as
cotton girmmg , ric e polishing, and flou r milling , entrepreneurs often jtsst provided the ntaelune s an d their
maintenance an d charged a fee for processing from the workers. See Morris^ "The Growth uf Large-scale
Industry," p, 675.

40 Adria n Randall, . Before th e Luddites (Cambridge: Cambridge Universit y Press, 1991) .
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decision-making authority . I f ne w technolog y affect s thes e characteristic s
negatively, worker s wil l resis t unles s the y ca n b e bough t of f by employer s
through full y compensatin g wag e increases , or ca n find new jobs simila r t o
their old ones at zero cost to themselves. During th e Industrial Revolution , a
particular bon e o f contention wa s the attemp t b y employer s t o standardize ,
products an d reduc e th e leewa y that artisan s an d domesti c worker s ha d i n
setting th e parameter s o f th e product . Whe n th e advantage s o f produc t
standardization le d t o lowe r toleranc e boundarie s o n th e characteristic s o f
output, from cotton clot h t o musket balls, repeated attempts to enforce such
standards ran int o determine d opposition.41 Beyond that, technology chang e
affects th e regiona l distributio n o f production an d employment, thu s forcing
workers t o mov e fro m on e regio n t o anothe r o r fro m a  rura l t o a n urba n
area. New technology is often fel t to destroy traditional communities. For some
members o f those communitie s tha t count s fo r little , wherea s fo r other s i t
counts for a great deal ; thus, any kind of aggregator will lead almost inevitably
to some subset of the population being dissatisfied.

4.4 Human  Capital

The opportunitie s fo r conflic t ar e muc h wide r whe n w e conside r huma n
capital.42 Skills and experience ar e acquired ove r a  lifetime, but th e abilit y t o
learn new skill s declines over th e lif e cycle. 43 Workers beyond th e studen t o r
apprentice stage can be expected to resist new techniques insofar as innovation
makes their skills obsolete and thus irreversibly reduces their expected lifetim e
earnings. The ne w technolog y ma y be inaccessible to them for more reaso n
than one; factorie s require a willingness to submit to discipline and hierarchy
that the independent artisan was too proud to submit to. It is of no consolation
to the older generation tha t their children may have no difficulty adjustin g to

41 Ke n Alder , Engineering  the  R^wiution: Arms, Enlightenment, and th e M&king 0f  Modem  Franc e (Princeton:
Princeton University Press, 199&),  chs. 4-5,

42 I B a  formal  analysi s o f th e emergenc e o f resistanc e amon g skille d workers , Krusel l an d Rios-Ru! !
ingeniously captur e an exampl e o f this kind o f problem. They model a n economy i n which al l capital is
technology-specific human capital, and show that older workers who have invested in a skill that is specific to
a technology threatened by obsolescence can be modeled as a "vested interest* * for whom it is optimal to try
to block the new technology: Per Krusell and jose-Vicior Rios-Rul!., "Vested Interests in a Positive Theory of
Stagnation and Growth," Review a/Economic Studies, 63 (1996): 301-29. For an analysis along similar lines and
the important constraint on the effectiveness of such resistance by the openness of the economy, see Thomas
j. Holmes and James A. Schmitz, "Resistance to New Technology and Trade between Areas," working paper,
Federal Reserve Bank of Minneapolis. 1995,

4J A s The Ecmuimut put it recently,' 'What grown-up who spent years of childhood teaming to tie shoes, to
count to tee , t o parse Greek or to find  tripl e integrals does not no w sigh at having to tipread the bafflin g
instructions fo r a  vide o recorde r o r fo r Window s 95 ? Almos t ever y generatio n gets overtake n i n som e
department o f knowledg e a s new discoverie s an d unfamilia r technologie s replace yesterday's learning" :
"Cranks and Proud Of ft," TlteErontmist (Jan , 10,  19%): «5^7,
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the ne w regime , masterin g th e ne w techniqu e an d thu s improvin g thei r
material standard of living.

Again, the example of the British industrial Revolution illustrates this point
vividly. As the old domestic industrie s came increasingly under pressur e fro m
the mor e efficien t factories , th e olde r artisan s b y an d larg e refraine d fro m
seeking employmen t i n them; th e relianc e o f factories on chil d an d teenag e
labor wa s motivated by the abilit y of youths t o learo the skill s and adopt th e
docility require d for the factory environment.44 Some ne w technolog y wa s in
fact deliberately designed to exclude males and to favor women and children, as
was the case in the early factories of the Industrial Revolution.45

The protectio n o f skills and specific human capita l is often combine d wit h
other form s of rent-seeking throug h th e creation o f barriers t o entry an d the
control o f output. Thi s is clearly a widespread interpretation o f the European ,
craft guild system which ruled urban artisans in many areas for many centuries.
In pre-modern urba n Europe , thes e guild s enforced and eventually froz e th e
technological statu s quo. 4* Simila r phenomena , mutati s mutandis , occurre d
in China. 47 It is important t o stres s that many of those guild s were originall y
set u p t o fulfil l differen t functions , acting a s clearing houses for information,
organizational device s t o se t up training , mutua l insuranc e suppor t organiz -
ations, and sincere attempts to prevent opportunism an d free riding on others'
reputations. Ye t over tim e man y o f the m degenerate d int o technologicall y
conservative bodies. 48

In mos t o f Europe , then , craf t guild s eventuall y became responsibl e fo r a
44 Th e classi c tex t o n thi s i s stil l Sidne y Pollard , The  Genesis  of  Modem  Management  (Harmoiuisworth :

Penguin Books , 1965) , pp . Z U 25 . Se e a!$ o Arthu r Redford,  labour  Migratio n i n England,  1800-185 0
(Manchester; Mancheste r University Press , 1*26 , reprint 1964);  fa r a  recent restatement see John S . Lyons,
"Fatuity Respons e t o Economi c Decline : Handloorn Weaver s i n Early Nineteenth-Century Lancashire, "
Research in Economic History. 1 2 (1989): 45-91.

4* Maxin e Berg , Th e Age of  Manufactures,  1700-1820 , 2n d edn . (London : Routledge , 1994) , pp . 144-55 ;
Carolyn Tuttle, "Children Hard a t Work during the Industria l Revolution," unpublished manuscript, Lak e
Forest College (1996), pp. 156-75.

46 Kellenbenz , For example, states that "guilds defended the interests of their members against outsiders,
and these included the inventors who, with their new equipment and techniques, threatened to disturb their
members' economic status. They were just against progress": Herman Kelletibeaz, "Technology In the Age-
of th e Scientifi c Revolution , 1500-1700, " i n Carl o Cipotta , ed. . The  Fenum  Economi c History  o f Europe,
(London: Fontana, 1974) , Vol. 2 p. 243, Much earlier Pirenne pointed out tha t "the essential aim (of the craf t
guiidj was to protect th e artisan, not only from externa l competition, but also from th e competition o f his
fellow-triemhers." Th e consequence was "the destruction of all initiative . N o one was permitted to harm
others by methods which enabled him to produc e more quickl y and more cheapl y than they. Technical
progress took on th e appearanc e of * disloyalty": Henri Pirenne, Economic and Social  History o f Medieval  Europ e
(New York : Harcourl Brac e & World. 1936) , pp. 185-6 . For a simitar description o f the Italia n guilds, se e
Carlo Cipolla, "The Economi c Decline of Italy," in Brian Pullan, ed-, Crisis and Change in the Venetian Economy
in the Sixteenth find Seventeenth  Centungs (London: Methuen, 15N>$) .

47 Se e Olson, Rise and Decline, p. 1  SO, and Mokyr , The lever of Riches, pp. 232-3 ,
48 I n a recent paper, S. R, Epstein has defended the technological role of craft guilds, pointing out that ihey

fulfilled a n important role in the dissemination and intergenerational transmission o f technical information.
There is no contradiction between such a role an d the inherentl y conservativ e role played by craf t guilds .
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level o f regulation tha t stifle d competitio n an d innovation . They di d this by
laying dow n meticulou s rule s abou t thre e element s o f production tha t w e
might ter m "th e thre e p's" : prices , procedures , an d participation . A s guilds
gained in political power, the y tried as much as they could to weaken marke t
forces a s aggregator s an d tende d increasingl y t o freez e technolog y i n it s
tracks. The regulation of price.? was inimical to technological progress becaus e
process innovation by definition reduces costs, and the way the inventor makes
his profits i s by underselling his competitors. Regulating prices may stil l have
allowed som e technolo|pca l progress becaus e innovator s could have realize d
increased profits through lowerin g costs even if they could not undersel l their
competitors. To prevent this, procedures stipulated precisely how a product was
supposed t o be made and such technical codes, while originally designed to deal
with legitimat e concern s suc h a s reputatio n fo r quality , eventuall y cause d
production methods t o ossify altogether. Enforcin g these procedures, however ,
was far more difficul t than enforcing pre-set prices,

Finally, and in the long run perhaps the most effective brak e on innovation,
by limiting and controlling th e number o f entrants into crafts , an d by forcing
them t o spen d man y year s i n apprenticeshi p an d journeymanship , guil d
members infused entrants with the conventions of the technological status quo
and essentially cut off the flow of fresh ideas and the cross-fertilization betwee n
branches of knowledge that so often is the taproot of technological change,4' A
particularly perniciou s custo m was th e rigi d divisio n o f labor between craf t
guilds so that each guild was confined to its designed occupation, a practice that
occasionally required royal intervention to prevent egregious abuses.'0

The exclusion o f innovators by guilds did not en d with the Middl e Ages or
even wit h th e Industria l Revolution, I n 1855 , the Viennes e guild of cabinet-
makers filed a suit against Michael Thonet, who had invented a revolutionary

More controversial is his claim that guilds provided a cloak of secrecy which worked as a protection of the
property rights for inventors. Even if such a system could be demonstrated to have existed, most authorities
are in agreement that eventually much of the guil d system was overtaken by technologically reactionar y
forces which , instea d o f protectin g innovators , threatene d them , Se c S . R , Epstein , "Craf t Guilds ,
Apprenticeship, and Technological Change in Pre-modem Europe," mirneo, London School of Economies,
1995. An eMretne example is the printers' guild, orte of the most powerful and conservative guilds in Europe,
which steadfastl y resiste d m y innovatio n an d a s late a s 177 2 legall y restraine d on e o f it s members from,
building an improved press; cf. Maurice Audin, "Printing," in A Histtny afTcctmology an d Invention, Vol. 3, The
Eicpansiatt o f Mechanization, 1725-18(50 , ed. Maurice Daumas (New York: Crown, 1979), p. 6J8.

** Particularl y restrictive was the custom confining the intergenerauonai transmission of skills to kinship. In
some industries , particularly in ironrrrafcing , skills were the traditiona l realm of dynasties in which techno-
logical knowledge was kept as much as possible within the family. See Chris Evans and Gdran Ryden,' 'Recruit-
ment, Kinship, arid the EHsriibution of Skill: Bar Iron Production it i Britain and Sweden, 1500-1860," paper
presented to z conference on "Technological Revolutions in Europe, 1760-1860," Osio, May 31 -June 2,1996.

5a Thus , in the 1 560s, three Parisian coppersmiths invented improved morions (military helmets), but. were
pre¥entcd from producing them because the armorers held the exclusive rights to defensive weapons. In this
case they  were overruled b y Kin g Charles IX , C f Henr y Heller , Labour,  Sdence,  an d Technology  i n France,
1500-1(520, (Cambridge; Cambridge University Press, 1996) , pp. 95-6.
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process fo r making bentwood furniture. Th e Tischlertneister  claime d that th e
inventor was not a registered cabinetmaker . The sui t was dismissed when the
court made Ms workshop an "imperial privileged factory,"51

The rol e o f the guild s ca n go som e wa y toward s explaining the serie s of
technological successes we usually refer to as the British Industrial Revolution,
and why it occurred in Britain as opposed to the European. Continent, although,
clearly it was only one of many variables at work,52 Resistance was not confined
to manufacturing ; whe n larg e departmen t store s wer e introduce d int o
Germany followin g the Frenc h model in the late r nineteenth century , small
shopkeepers bande d together an d were abl e t o persuad e the majo r state s i n
Germany to pass a special tax on large stores t o protect th e smal l merchants
from the threat of modernization.5'

Perhaps the arena in which the largest number of technological battles have
been fought since the Industria l Revolution has been in free trade. Protectio n
for domesti c industrie s often , wa s identica l t o protectio n fo r obsolet e tech -
nology. Whil e th e battles against free trad e and technological progress b y no
means coincide , thei r overla p i s considerable , an d fre e trad e an d a n ope n
economy are by far the best guarantees that an economy will use best-practice
technology. This idea goes back at least as far as David Hume, who pointed ou t
in 1742 that

nothing i s more favorabl e to th e ris e o f politeness an d learnin g tha n a  number o f
neighboring and independent states, connected together by commerce and policy. The
emulation which naturally arises among those neighboring states is an obvious source
of improvement. Bu t what I would chiefl y insis t on i s the stop [i.e. constraint] which
such limited territories give both to power and authority.54

At the same time, free trade was hardly a necessary condition: Britain remained a
protectionist countr y unti l th e 1840s , an d th e Unite d States followed highl y
protectionist policies in the last third of the nineteenth century, yet both wer e
highly open to innovation.'5

" Ekaterin I Kyriazidot i an d Marti n Pesendorfer , "Viennes e Chairs," journal o f Economic  History,  59(1 )
(March 1999); 143-66.

'2 I n pte-revolutiooary France the network of craft guilds and srnali producers, often supporte d by local
authorities, was adamantly opposed E O all technical innovation. See Pierre Devon and Philippe Guigner, "The
Royal Manufactures and Economic and Technological Progress in France before the Industrial Revolution,"
jmimal o f European  Economic  History, 9(3} (Winter 1980) ; Si 1 -32. Th e Crown di d its best to circumven t thi s
conservative force by awarding privileges, pensions, and monopolies to successful innovator s and inventors.
Needless to say, resistance to innovation before the Industrial Revolution took many forms, not al l of which
depended on the guilds.

55 E . Andrew Lohmeier, "Consumer Demand and Market Responses in the German Empire, 1879-1914, "
unpublished Ph.D. dissertation, Northwestern University, ch. 2.

*4 Davi d Hume, "On the Rise and Progress of the Arts and Sciences" (1742), in David Hume, Essays; Moral,
Political and Literary, ed. Eugene ¥, Miller (Indianapolis: Liberty Fund, 1985).

s! Th e strong connection between openness and economic growth was recently demonstrated by Jeffrey
Sachs and Andre w Warner, "Economic Refor m an d the Proces s of Global Integration," Breakings Paper  en
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In th e pas t century , resistance t o new productio n technology ha s come in
part from labor unions. There is no compelling reaso n why labor unions must
resist technologica l change : afte r all , a s "encompassin g organizations " the y
ought also to be aware of the undeniable benefits that new technology bring s
to their members qu.fi  consumers. 56 The growth of the labor movement's power
in Britai n i s often hel d responsible for th e declinin g technological dynamism
of post-Victoria n Britain , Resistance o f organize d labo r slowe d dow n tech-
nological progress i n mining, shipbuilding, an d cotton weaving. 17 Such resist-
ance was not 10 0 percent effective , bu t Colema n and MacLeo d may wel l be
right whe n the y judg e tha t labor' s resistanc e "reinforce d th e increasingl y
apathetic attitude o f employers toward technologica l change." 58 I n printing ,
London's notoriou s Flee t Stree t earne d a  reputatio n o f storm y industria l
relations, where management' s majo r preoccupation wa s with avoidin g dis-
ruptions t o production , eve n a t th e expens e o f hig h uni t labo r cost s an d
restrictions o n technologica l innovation.' 9 The crisi s in th e Bomba y cotton
industry in the 1920 s and 1930s, when Bombay lost much of its market share to
other areas , is attributed t o th e militanc y with whic h Bombay trade unions
fought agains t a  technica l an d administrativ e rationalizatio n o f cotto n mil l
practices.60 I n a recent paper , Susan Wokott documents in detail how Indian
workers were able to block successfully the implementation of larger spindles
in the cotton spinning industry, no t onl y in Bombay but als o in Ahmedabad
and Sholapur.*1

In ou r ow n time , labo r union s have bee n hel d responsibl e fo r impedin g
technological progres s in many industries. In the European and American auto
industry, for instance, they have resisted the closing of outdated plants and the
introduction o f the flexible work practices and reduced job classification s that
have increased the efficiency o f Japanese car manufacturers,*2 However, not all
unions have taken a consistently conservative stance against new technology. In

Economic Activity, no. I  (1995): 1  --95. Oddly enough, the technological implications of the open economy are
entirely neglected by Sachs and Warner in thei r list o f links between openness an d more rapi d economic
growth,

'" Se e Alan Booih e t al, "Institution s and Economi c Growth, " Journal o f Economic  History , 57(2 ) 0une
1997); 416-44.

57 Fo r th e cotto n industry , se e especiall y Willia m Lazonick , Competitive  Adv&ntage  o n the  Sh&p  $\t>&r
(Cambridge, Mass. : Harvar d Universit y Press , 1990) , pp . 78-114. I n shipbuilding , for example, the boiler -
maker union limited the abilit y of employers to introduce pneumatic machinery after 1900 . See Edward H.
Lorenz, Economic Decline in Britain: Hie ShiplxriUing Industry (Oxford : Clarendon Press, 1991) , pp. 58-9.

*k Donal d Colema n an d Christin e MacLeod , "Attitude s t o Ne w Techniques : Britis h Businessmen ,
1800-1950," Economic History Review, 39 (1986): 588-611, on p. 606.

5" Roderic k Martin, "New Technology in Fleet Street, 1975-1980," in Bauer, Resistance toTedwofogy, p . 194 .
81 Morris , "Growth of Large Scale Industry," pp. 622-3.
" Susa n Wokott, "The Peril s of Lifetime Employment Systems: Productivity Advance to the Indian and

Japanese Textile Industries, 1920-193&,"  Jmamel of  Economic History, 54(2 ) (Jun e 1994): 307-24.
a Holme s and Schmitz , "Resistanc e t o Ne w Technology" p. 29. See also Martin Kenney and Richard

Florida, Btyond Mas s Production (New York: Oxford University Press, 1993) , p. 315.
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post-1945 Swede n an d Germany , fo r example , union s were induce d t o join
coalitions aimed at increasing productivity. These unions were large and encom-
passing groups, and, as the Olsonian theory suggests, their membership benefited
enough from technological progress for the benefits to outweigh the costs.

4.5 Externalities

The non-pecuniary aspects of new technolog y rais e particular concerns whe n
there are "external effects, " tha t is, when new technology affect s common re -
sources. Much of the resistance by the environmental movemen t t o superfas t
railroads, nuclear power, and advanced pesticides, for instance, deals precisely
with th e non-incorn e effect s o f technologica l change . Again , suc h non -
pecuniary effect s ar e valued differentl y b y different , individuals , and thu s th e
outcome tha t politica l aggregator s determin e wil l diffe r fro m th e marke t
outcome. I n th e standar d cas e o f externalities , commo n resource s ar e no t
priced at their marginal social cost. In a static economy, arrangements will often
emerge tha t minimiz e suc h discrepancies . Ne w technolog y compound s th e
transactions costs with informatio n problems . Thus , i t i s difficul t enoug h t o
limit th e us e o f known  atmospheric pollutants , but i t is far harder t o enforce
agreements when the damage is unknown or in dispute. Unknown effects o n
shared resources therefor e aggravate disagreement an d political resistance t o
technological progress .

To conclude, there are good reasons for subgroups within an economy to try
to dethron e th e fre e marke t a s the sol e aggregator , tha t i s to disallo w th e
competitive pric e mechanism b y itsel f to determin e whic h technologies wil l
be adopte d an d whic h wil l not . Thi s effor t ha s been imdeniabl y successful ;
almost everywhere, some kind of non-marketing control and licensing system
has been introduce d tha t has some agenc y or group o f experts approve ne w
technology before  i t is brought t o the market . The nex t issue then should be ,
why should the outcome of such a decision-making process differ substantially
from the outcome of the market, and what are the sources of disagreement and
debate between the different groups'?

5 Politica l Action within an Aggregator
Given tha t societ y ha s determined th e aggregator , tha t is , the "rule s o f th e
game" by which decisions are made, do social resistance and political action still
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make sense? Obviously, unless a =  1 , the non-market game is only beginning.
Once the arena has been chosen , interest groups and ideologically committed
activists will concentrate on getting the outcome the y desire. The nature of the
debate wi E differ, o f course, dependin g o n th e aren a and the motive s of th e
opposition; in particular, there is a distinction between the adoption o f known
technologies b y developin g economie s an d tha t o f new , wholl y untried ,
technologies by economies on the technologica l frontier. W e may distinguish
the following forms of political action.

5,1 Lobbying

The pur e cas e is that in which the "losers " discussed abov e lobby t o ge t i t
rejected. Persuasio n an d politica l agitatio n d o no t mak e muc h sens e i f the
distribution o f gain s ove r th e populatio n i s continuous , sinc e i n tha t cas e
every decision-make r already has mad e u p hi s o r he r min d an d nobod y i s
strictly indifferent ; i n practice however ther e ar e likely to b e discontinuitie s
in th e distribution , leavin g a  larg e numbe r o f "voters " indifferen t t o th e
implementation o f T s. These voters would b e "rationally indifferent" ; tha t is,
because they have a negligible o r zero stake in the outcome, i t is hardly worth
their while to master the often intricate details of new technologies. Lobbying
then involves an attempt t o persuade these "indifferen t voters " to support o r
resist th e ne w technology . I n thi s context , Olson' s notion s o f th e Logi c of
Collective Action are central. When the losses are concentrated, as they often are,
the losers are likely to be more easy to organize and to have more political clout
even if the social gains outweigh the losses.

5,2 Strategi c Behavior and Logrolling

It ma y be sensible in some case s to pretend to object to some technologies as
part o f a  bargainin g strategy . For instance , a s alread y noted, worker s ma y
actually stand to benefit from a new technology, but may find it in their interest
to resist it in order to eventually secure a larger part of the new technology or
perhaps to secure increased rents elsewhere. There is historical evidence of the
use of resistance to innovations as a bargaining chip even when the interest s
of bot h side s ar e unclear, 65 Whe n a  ne w an d mor e efficien t technolog y i s

a A s Martin point s ou t i n his analysi s of the Britis h newspape r debate , "i t i s rarely th e cas e tha t a
tnaniagernent totally united behind technological change is opposed by unions or employees totally opposed"
(Martin, "New Technology in Fleet Street," p. 204). Within management and withio workers there are often
conflicting interests at work, and it is often as hard to predict which position each side is going to take as it is to
predict the outcome.
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introduced, there are rents to be dissipated; it makes sense for unions to resist
the new technology unless they can be guaranteed an acceptable proportion o f
the rents generated/*4 Furthermore, i f there is more than one negotiation goin g
on at one time, groups may be trading off support or resistance for technologie s
that they actually do not care much about in order to secure support for their
position on decisions that affect them directly.

5.3 Correlation  Effects

Often ne w technolog y i s Yiewed and depicted a s "packaged" in a  cultural-
political deal that is undesirable even if the ne w technolog y i n and of itself is,
This kind of ambiguity flavors much of the political argument in non-Western
nations an d often is coupled with a  cultural suspicion of foreigners. There is a
sense that "the magica l identity is development =  modernization —  Western-
ization." Especially when new technology take s the form of new products, it is
often considere d t o b e correlate d wit h undesirabl e cultura l an d socia l side -
effects. I t i s the n rejecte d b y some , no t becaus e o f it s inheren t economi c
characteristics but because of these externalities .

The histor y o f Indi a illustrate s thi s well  Headric k sum s u p th e issu e a s
follows:

The colonized [nations] were in an ambiguous position. Western technology had led to
their defeat and captivity and threatened their culture and way of life. No one illustrates
their ambivalen t attitudes toward Western technology quite a s well a s Mohandas K L
Ghandi, wh o wor e handwove n garments mad e o f homespun ya m bu t als o used a
watch, traveled by train, and kept in touch with his followers by telephone,*5

In China and in the Islamic Middle East, too, the slow speed at which economic
modernization occurre d wa s i n par t th e resul t o f th e associatio n o f mor e
efficient productio n method s with an alien culture. Political action was aimed
broadly a t the culture with which the new technolog y wa s associated. Yet in
recent time s most ' cultures , suspicious a s they ma y b e o f foreig n influence ,

*** Th e most  detailed work on the subject has been carried out by William Lazanick on the cotton industry,
His conclusion is worth repeating : "Vested interests—in parficu.br the stake that British workers had in job
control and the historic underdeveloprnent of British management—stood in the way o f . .. promoting the
diffasion o f advance d productio n methods. " Se e Willia m Lazo.ni.ck , "Theor y an d Histor y i n Marxia n
Economics/* in A.J. Field, ed., The Future &f  Economic  History (Boston : Kiuwer-Nijhoff, 19$?) , p. 303 . Labor
viewed th e adoptio n o f ne w machine s with , "acut e suspicion. " Rathe r tha n bloc k th e ne w machinery 1

altogether, however , their resistance was often veiled in increased demands. To secure labor's acceptance,
management ha d t o mak e concession s tha t reduce d th e profitabilit y o f ne w machinery : Pete r Payne ,
"Entreprcneurship an d Britis h Economic Decline, " i n B . Collins an d K . Rabbins , eds , Britis h Culture  and
Economic Decline (New York: St Martin's Press, 1990), pp. 25-58.

**' Danie l Headrick, UK Tentacles efPragress  (Ne w York: Oxford University Press, 1988) , p, 382.
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have come to realize that they cannot affor d t o reject foreign technolog y lock
stock and barrel.6*

Such packagin g of cultur e an d technolog y ca n tak e othe r forms . I t ha s
been argue d tha t som e ne w technologie s hav e especially negative effects o n
women, children, or members of other special social groups. When this occurs,
resistance t o th e ne w technolog y ma y occu r just becaus e thes e group s ar e
deemed b y some to be vulnerable and thus worthy o f protection ever t if they
themselves stan d t o benefi t fro m it . A  prominent exampl e o f thi s typ e o f
argument i s the wor k o f Vandana Shiva , whos e wor k combine s feminism ,
environmentaUsm, and a fierce suspicion of Western technology.6' In the West ,
too, technologica l progres s wa s associated wit h powerful groups from whic h
individuals fel t alienated . Thus , technologica l resistanc e against , say , nuclear
power might be viewed as "a blow to big business or big science." Sociological
studies suggest, however, that such resistance is fairly rare. 6*

Some o f the historica l suspicio n abou t ne w technolog y wa s relate d to it s
effects i n promotin g commercialization . Mos t technologica l chang e affect s
the proportio n o f tota l outpu t tha t goe s throug h th e market . Th e Gree n
Revolution, wit h it s heav y relianc e o n purchase d input s (seeds , fertilizers ,
pesticides), raise d seriou s objection s o n th e basi s o f th e allege d disruption s
and violenc e tha t marke t penetration , perpetrated o n self-sufficien t smal l
communities, thereb y causin g th e "depeasantizatio n o f th e peasantry".* 9 In
principle, however, technologica l progress can be either market-enhancing or
market-curtailing. Man y o f th e househol d appliance s developed durin g th e
twentieth centur y hav e led to the home production o f cleaning and cookin g
services that had previously been carried out by hired household labor. Another
correlation effec t is the fear that new technology will lead to rationalization and
secularization, undermining the power of religion and "traditional values."

5 A Irreversibilities  and Path Dependence

Another possibility occurs when a new technology i s adopted initially and then
subsequently som e ne w informatio n emerge s or some chang e i n preferences
occurs tha t make s peopl e chang e thei r minds . In tha t cas e th e aggregato r

M A  notable example of this eclectic attitude is the economic nationalism preached by India's Bharatiya
Janata Party, whose slogan is "Microchips, not porato chips" (Bvsiaest Wrrfc , Oct. 23,1995, p. 50),

*' Shiv a argues that modern technology destroy s nature and is thus "associated wit h violence to women
who depend on nature for drawing sustenance for themselves, their families, thei r societies." The Industria l
Revolution created a "domination and mastery of men ove r nature [which was] also associated with new
patterns o f dominatio n an d master y ove r women" : Vandan a Shiva . Stayin g Alive:  Women , Ecology,  and
Development (London; Zed Books , 1,988), pp. xvi-xvii,

6 Se e Allan Mazur, ''Opposition to Technological innovation", Minerva, 13(1 ) (Sprteg 1975): 5H-$1, at 62.
"* Se e Vandana Shiva. The Violence  o f the Great Revolution (London; Zed hooks, 1991) , pp. 177,190 ,
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G itself remains but the outcome changes, so that G(T, I ) > G{T 0[J) but GCTjl' }
< G(T 0 I') , wher e T , an d T 0 ar e th e tw o technique s an d I  an d I' ar e tw o
information sets . The very nature of new technological information is that it is
irreversible; once learned, it is difficult i f not impossible for society to "unlearn "
a new technique, no  matter how sociall y undesirable that technique may  be.
This kind of phenomenon migh t b e calle d the Pandora  effect.  Eve n if society
"regrets" its decision to move to T\ , it may not be able to return to T 0, I f the
possibility of this occurring i s anticipated at time 0, society may decide not t o
adopt Tj , "s o tha t we do not regre t i t later." This i s especially the cas e with
technology that can be used for both constructiv e and military purposes. Th e
classic example of such a "regret" is the conversion of Lewis Mumford, one of
the grea t mind s of thinking about technology i n the twentieth century , from
technological enthusias t t o technologica l skepti c becaus e o f th e ravage s
wrought by World War I!. 70 Certain inventions that misfired badly have also
led to difficul t controversies such as the current debates on pesticides, asbestos,
and CFCs, Undoing the effects of this new knowledge is costly, and ending their
use difficult t o enforce.

Given the path-dependent nature of technological change, it may make sense
for a  subset of the population t o resist a new technology even if it temporarily
increases welfare, i f there is an expectation tha t this technology will eventually
lead t o th e developmen t o f farthe r technologie s tha t ma y b e deeme d
undesirable/1 In other words, technological change involves not just a  choice
between tw o techniques , but tw o differen t technologica l trajectories, such as
nuclear vs. fossil fuel energy or direct vs. alternating current. This takes us back
to the principle of correlation discussed above, but with an additional dynamic
element. Politica l action i s aimed a t persuadin g th e relevan t decision-make r
that a certain technologica l avenue is undesirable even if some initia l features
appear attractive . Thus, there i s a sense, no t entirel y misplaced, that medica l
advances that made transplantations possible will eventually lead to markets in
organs, o r that th e ability to identif y th e gender o f fetuses through amniotic
fluid tests may eventually lead to selective abortion to achieve gender selection.
"Cyberphobia" i s i n par t base d o n th e futuristi c fea r tha t impersona l an d
inhuman machine s wil l eventuall y govern society , an d tha t th e difference s
between people and machines will eventually become hazy. In vitro fertilization
techniques have resulted i n a fear o f the mechanizatio n o f the huma n repro -
ductive process , an d th e fluoridatio n o f drinking water ha s raise d concern s
about socialize d medicine and also abou t the (perhap s more realistic ) power

'" Thoma s P. Hughes , American Genesis:  A Century  of  Invention  &nd  Technological  Enthusiasm  (New York:
Penguin Books-, 1989), p. 448.

" A n example would be the campaif^i conducted by the Foundation on Economic Trends, a Washington
lobby dedicated to fighting the spread of biotechnology. As of now, there is no registered case of any damage
caused by biotechnology. Yet the fear persists that , i f these technologie s look off, someho w others would
emerge that would be extremely handful .
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of a state to affec t unsuspectin g Individuals through th e contro l of a network
technology suc h as the wate r supply.72 There is a fear tha t new technologie s
that initiall y wor k wel l wil l vee r ou t o f contro l and , lik e Frankenstein, ,
eventually turn on their creators. Precisely because so many new technologie s
have ended up being used in totally different way s from those for which they
were originall y intended , ther e i s a  justifie d fea r that , b y producin g ne w
knowledge, w e may be unleashing, like the Sorcerer's Apprentice , something
we may not be able to control. The fundamental sense of concern is that some
forms o f technological change lea d to a  slippery slope towar d som e vaguely
perceived bu t unacceptabl e future outcome , which-—whil e neve r absolute —
has affected muc h of the underlying thinking of technological conservatives. 75

A generalization of the Pandora effect would be that all might agree to prefer T,
to T0 but if Tj leads in high probability to Tz , . . . , Tn and Ta is less desirable than
T0, T j will be resisted. It may well be the case that we would now be better off
not knowing how to release nuclear energy, but this option no longer exists.

5.5 Diversit y

Another concern is that new technology ma y lead to a decline in diversity and
thus bloc k futur e technologica l change . I n agricultur e thi s i s literall y true:
settling on an optimal breed or variety may in fact be hazardous simply because
the existence of parasites suggests tha t negative frequency dependenc e migh t
be th e optima l strategy . Th e Iris h disaste r o f 1845-5 0 wa s caused by over -
commitment t o a  seemingl y superio r crop/ 4 I n general , ther e i s a  conflic t
between th e obviou s advantage s of standardization i n network technologie s
and th e nee d fo r diversity , Whil e a t time s diversit y i s hopelessly inefficien t
(such as in the case of watch batteries), in other cases it keeps alive technologies
that later on might be the base of important breakthroughs. Ne w technolog y
may thu s b e resiste d becaus e i t reduce s th e arra y o f futur e technologica l

n Fluoridatio n was first introduced in the USA in 1945, But in 1992 only 62% of Americans using public
water enjoyed its bcaefits. In Western states, whete the aggregator took the form of referenda rather than an
imposition by elected representatives, adoption rates were generally lower (2% in Nevada, 16% in California),
This reflect s classica l Luddit e skepticis m about "mas s medication " bu t als o correlation effect s suc h a s
"mistrust of big government." There is no evidence of any negative side-effect o f fluoridation eicept a minor
discoloratioB of teeth when the quantities are higher than optima!. See Scientific American,  274 (2), (Feb. 1996):
20.

'3 Arnol d Toynbee wrote in 1958 that, "if a vote could undo all the technological advances of the last three
hundred years, many of us would cast that vote in. order to safeguard the sumval of the human race while we
remain in our present state of social and moral backwardness", cited by Noel Perrin, Giving Up she G««;Jap«s*s
Reversion to the Sword, 1543-1879 (Boston: David R, Godine, 1979), pp. 80-1,

74 Thi s is strongly argued by Shiva in her criticism of the Green Revolution, where she maintains that high-
yielding varietie s in th e lon g run wil l be mor e vulnerabl e t o pest s an d diseases owin g to lowe r generic
diversity (c£ Shiva, Violence of  the Green Revolution, ch, 2) ,



88 Joe l Mokyr

choices. Thi s seem s t o b e th e roo t o f th e suspicio n wit h whic h America n
computer specialists regard Microsoft and Intel.

5.6 Uncertainty  an d Heterogeneity

Above all, however, there is inherent uncertaint y in the adoption of genuinely
new technologies, whic h makes any aggregator a matter of dispute. It is in the
nature of new technology that its effects cannot be anticipated with accuracy.75

Thus, any expected benefits and costs are to some extent unknowable, an d the
more radical the innovation, the deeper this ignorance. Suppose society agree s
on the aggregator, but there is uncertainty as to the value of G(T,). This creates
a double-barrelled problem, Fo r one thing, individuals do not know what th e
value of G(T) is and thus make decisions on the basis of a subjective probability
distribution F , (T), Second, they weight th e outcome s by a loss function Lj(T) .
Disagreements occu r both because of heterogeneity in F; and heterogeneity in
L,. Eve n i f individuals agree o n th e probabilit y distribution o f the outcomes ,
they coul d diffe r i n thei r rate o f ris k aversio n and i n th e shap e o f th e los s
function the y associate with certain outcomes. Equally important, however , is
heterogeneity i n th e expectation s abou t th e probabilit y density functio n o f
F(T,), Resistance and political conflict wil l occur if the distribution i s such that
there are enough individuals who believe that G(Tj) < G(T0).

Let G0 be the point at which, the new and the old technologies "break even "
and jf(G) b e th e numbe r o f people wh o believ e the ne t benefit s o f the ne w
technology t o be G. Then, if

G* w »

(1) J/(GJdG<J/fG)dG ,

the new technology wil l be "voted" in existence. Note how complicated th e
debate is ; individuals might agre e o n th e mea n o f the subjectiv e probability
density function (p.d.f. ) and yet come t o different conclusion s if they disagre e
on the variance or even on the size of the left tail. If the probability assigned to a
major disaste r in a nuclear plant is estimated a t 0.1 percent pe r year by some
and 0.001 percent per year by others, their attitude towards the project may be
radically differen t eve n if the res t o f the p.d.f . looks remarkabl y similar. Pre-
cisely because of the unknow n consequences o f new technology , persuasion. ,
pressure, and propaganda (that is, political action) will inevitably remain part of
technological, decisions.

In practice,  it i s difficul t t o disentangl e heterogeneous expectation s fro m
1<s Natha n Rosenberg, "Uncertainty an d Technological Change/* paper presented to the Federa l Reserve

Bank of Boston conference on Technology rod Growth, Chatham, Mass,June 5-7 1996.
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heterogeneous preferences . Ther e are , however , obviou s exceptions : th e
resistance to nuclear power i n the West, especially, has been shown repeatedl y
to be strongly correlate d with perceptions of danger.76 With, respect to nuclear
power an d geneti c engineering , societ y i s clearly divided int o optimist s an d
pessimists, whos e subjective probability density functions over the outcomes of
a new technolog y differ . Moreover , ther e i s a tempting if invalid tendency to
draw inferences from one technological outcome t o another: the thalidomide
affair has imposed restrictive brakes on the development of new drugs.77 There
is a serious spillover effect when one poorly executed project such as Chernobyl
raises question s abou t th e desirabilit y o f nuclea r power altogether . Logica l
inferences fro m singl e event s abou t th e socia l costs an d risk s o f entire ne w
technologies ar e hard to make . James Jasper has noted tha t "th e Thre e Mil e
Island acciden t in 197 9 and th e Chernoby l acciden t confirmed , interestingly ,
both the American antinuclear drift an d the French pro-nuclear program. And
neither accident did much to alleviate Swedish ambivalence about the fature of
its nuclear program,"''*

6 Systemi c Resistance
A different reaso n why society might resist innovation that seems attractive on
the surface has to do with cross-technique spillover effects. As we have seen, all
evolutionary systems have some source of resistance to change, otherwise they
might collapse int o the indeterminacy Kauffinan describes as his "supracritical
region,"79 Yet the technologica l choice s offe r som e source s o f inertia that arc
not foun d i n nature . Unlik e biology, industr y ca n mol d it s ow n selectio n
environment b y th e developmen t o f rule s o f behavio r tha t evolv e spon -
taneously but th e purpose o f which i s presumably to preserve th e status quo
and protect existin g firms. Nelson points out that such action may be central in
determining what design or system becomes dominant. 80

Technology, too , occur s in "systems," meaning basically that components

76 Mazur , "Opposition to Technological Innovation," p, 66. For more recent discussions , se e especially
Dorothy Neliu n an d Michae l Pollack , Th e Atom Besieged  (Cambridge , Mass. : MI T Press , 1981) , and James
jasper, "Three Nuclear Controversies" in Dorothy Nclkin (eA), Controversy: The  Politic of Technical  Decisions
(London: Sage Publications, 1992) .

11 Joachi m Radfau, "Learning from Chernobyl for the Fight against Genetics?" in Bauer, Resistance to New
Technehgy, pp. 335-55,
" |»mesJasper, "Three Nuclear Controversies", p. 108.
73 Kzuffman,  A t Home in the Universe, p. 294. Kauffimn conjecture s tha t "the enhasce d diversity of goods

and services can lead to a further explosion of the technological frontier , .  . if the social planner deems them
vseftil to the king."

^ Nelson , "Recent Evolutionar)' Theorizing/' p. 77.
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that are changed will have effects on other parts with which they interact. This
implies tha t a  chang e i n techniqu e fro m T 0 t o T , i s likel y t o chang e cost s
subsequent t o it s adoption throug h unintende d consequence s t o othe r com -
ponents. Man y o f these occu r throug h a  variety of externalitie s o r networ k
effects: electrica l equipment, trains, software, farming in open field agriculture
—all shar e the proble m o f interrelatedness. I n orde r t o work , the y require a
uniformity we call standardization, and thus single members cannot change a
component withou t adhering to the standards. Yet here, too, the analogy can
be pressed to o far : in technology—but no t i n nature—we can invent "gate -
way" technologies i n which the incompatibilities are overcome, includin g for
instance electrica l converter s fro m 115 V t o 220 V o r railroa d car s wit h
adjustable axes that travel on different gauges. Positive feedback traps can occur
in technological systems, but they tend to be rare in open economies because of
competitive pressures from outside. Yet they do occur: American color TV has
been "stuck " now fo r decades a t a  low-quality (lo w definition) screen . IBM -
based computer s struggle d fo r years with th e ofte n paralyzin g constraint o f
640K RAM in "conventiona l memory, " th e nemesi s o f computer game s and
many multi-media applications. In both cases it has turned out to be costly and
tricky, but not impossible, to devise a "gateway" solution.

The complementaritie s involve d (broadcast receptio n i n th e cas e o f TV;
software-hardware i n the case of computers) are characteristics of one o f the
most ofte n occurrin g source s o f technologica l inerti a i n history : frequenc y
dependence.81 A new technique cannot be successful until it is already adopted
by a  sufficientl y larg e number o f users . Similarly , i n natura l selection , ne w
species canno t propagat e unles s the y ca n mat e wit h a  sufficientl y simila r
creature. This kind of model sounds almost discouraging , since in its strictest
sense it means that only success succeeds, a blueprint for total stasis. Obviously ,
in some cases this hurdle can and has been overcome, but it should alert us that
in normal situations new technological ideas that might on the face o f it work
well d o no t "catc h on " an d eventually vanish without a  trace. IBM' s OS/ 2
operating system, much superior to MS/DOS, was rejected because it was not
sufficiently "compatible," as were DAT tape players and Beta-system VCRs.82 A
special case of frequency dependence is learning by doing, where average costs
decline with cumulative output .

It is not always possible to know exactly how important these learning effect s
81 Fo r a  recen t survey o f thi s literature, se e Bria n Arthur , Increasin g Returns  and Pat h Dependence  in  the

Etanemy (An n Arbor: University o f Michiga n Press, 1994) ; see -als o Pau l A. David , "Pat h Dependenc e i n
Economic Processes: Implications for Policy Analysis in Dynamical System Contexts." CEPR working paper,
April 1992,

a Th e most famous but aba controversial example is die DVORAK keyboard, thought to be superior to
the standar d QWERT Y system . Se e Pau l A . David , "Understandin g th e Economic s o f QWERTY : th e
Necessity o f History, " i n W . N . Parker , ed. , Efanemic  Hillary  an4  th e Modern  Ecmamia,  (Oxford : Basi l
Blackwell, 1986), pp. 30-49; S. J. Liebowitz. and Stephen E. Margotts, "The Fabl e of the Keys," Journal of law
and Bcmamics, SJ (1990), 1-2J,
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would hav e been i n product s tha t neve r mad e i t t o mas s production . The y
are th e outcom e o f a n experimen t neve r performed . Woul d airship s hav e
become safe and fast (in addition to being quiet and fuel-efficient) ha d the world
of aviatio n no t switche d t o fixed-win g aircraf t i n th e interwa r period ? I f
Volkswagen and Toyota ha d tried to implement a  steam engine in their mass-
produced models , woul d steamcar s have been perfecte d to th e poin t wher e
they coul d hav e pu t u p a s goo d a  competitio n t o th e four-strok e interna l
combustion engine as the Diesel engine? Could the same be said for two-stroke
engines, Wankel engines, and so on?

7 Concludin g Remarks

One of the main rediscoveries o f the new growth theor y an d recent thinkin g
about economic developmen t i s the possibility of the poverty trap or multiple
equilibria. Another wa y of thinking about the issues discussed in this paper is
that it is possible for an economy to be "stuck" at a low level of income because
the institution s i t has are somehow inappropriat e for technological progress ,
Usually the literature has thought o f institutions a s affecting th e allocatio n of
resources o r th e formatio n o f capital. As technological progress, both home -
made an d imported , i s one o f the mai n engine s o f growth, th e suitabilit y o f
institutions fo r the successfu l adoptio n of new ideas is an important question .
Simple economi c model s ma y b e difficul t t o construc t here , bu t b y a
combination o f political economy an d the lesson s of economic histor y som e
insights int o th e cause s an d consequence s o f resistanc e an d oppositio n t o
technological chang e can be drawn. The deeper question is whether sustained
economic growt h i s the exceptio n and stagnation th e default , o r whether , as
argued especiall y b y E. L. Jones in his Growth Recurring, economic growth is a
natural condition for most economies , but mor e ofte n tha n not politica l and
cultural impediments drag an inherently dynamic economy into stagnation and
poverty. This debate may seern to some a bit like an argument about whether a
zebra i s black with white stripes or th e other wa y around. I n either case , the
political, economy of technological progres s must , occupy it s rightfu l place a t
center stage.



Economic Institutions and
Development: A View from th e
Bottom

Oli¥er E, Williamson

I Introductio n

Applications of institutional economics to the study of economic development
and refor m ha s been growing , but it s role i s still modest.1 That institutiona l
economics ha s bee n invite d t o spea k t o thes e issue s i s becaus e earlie r
approaches—dirigiste; get the prices right; get the property right s right—ar e
perceived t o b e inadequate . Tha t institutiona l economic s ha s mad e onl y
modest headway is partly because th e Ne w Institutiona l Economic s i s itself
still i n earl y stage s o f development (havin g taken shap e onl y ove r th e pas t
thirty-five years , with a  primary focus o n develope d economies 2}, and partly

' Se e Pranab Bardhan, "The New Institutional Economics and Development Theory, " World Devetepmmt,
17(1989): 1389-96; Mustapha Nabli and Jeffrey Nugent , TTi* New Institutional Economics an4 Development (New
York; North-Holland , 1989) ; Elino r Ostrom, Larry Schraeder, an d Susan Wyne , Institutional  Incentives  and
Practical Alternatives  (Boulder , Colo,: Wesfvie w Press , 1993) ; Mancu r Olson , "Dictatorship , Democrac y
and Development, " Amerua.it  Political  Science  Krvfew , 8 7 (1993) : 567-76 ; Barr y Weingast , "Constitution s
as Governanc e Structures, " Journal of  Institutional  and  Theoretical  Economics,  149  (1993) : 286-311 ; Barr y
Weingast, "The Politica l Foundations of Democracy and the Rul e of Law/' unpublished manuscript, 1995;
Brian Lev y an d Pabl o Spiiler, "The tasntution-i ! Foundation s of Regulatory Commitment," J^wrmil &j"L&w,
Economics, tmd  Organimtwn,  9  (1994): 201-46; Douglass North , "Economi c Performance throug h Time,"
American Economi c Review,  8 4 (1994) : 3.59-68 ; Worl d Bank , Annual  Conference  on  Economic  Development
(Washington, 1995) ; World Bank, BuraiMerats in Business (Washington, 1995) .

1 Eiri k Funibotn and Rudolf Richest, "The New Instimtional Economics; SB AssgssirieBt," vn E, . Furubotn
and R , Rjchter , eds. , Th e New Institutional Economic*  (Colleg e Station : Texa s A3{M Press , 1991) , pp. 1-32 ;
Oliver E . Williamson and Scot t Mastcn , Transaction  Cost  Economic s (Aldersboc : Edwar d Elga r Publishing ,
Ltd., 1995) .
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because application s t o problem s o f economic developmen t an d refor m are
forbiddingly difficult. 5

As Ronald Coase puts it,

The valu e of including , . . institutional factors in the corpus of mainstream economics
is made clear by recent events in Eastern. Europe. These ex-communist countries are
advised to move to a market economy, and their leaders wish to do so, but without the
appropriate institutions no market economy of any significance is possible. If we knew
more about our own economy, we would, be in a better position to advise them.4

Moreover, even if we are confident tha t "polities significantl y shape economic
performance because they define and enforce the economic rules," whereupo n
"an essentia l par t o f development polic y i s the creatio n o f polities tha t wil l
create and enforce efficient propert y rights, " there i s the farthe r proble m tha t
"we know very little about how to create such polities,"5

The Ne w Institutiona l Economics operates at two levels . The macr o level
deals with th e institutiona l environmen t o r rule s o f the game . According t o
Douglass North , th e institutiona l environment i s "the humanl y devised con-
straints that structure political , economic an d social interactions. They consis t
of both informa l constraints (sanctions , taboos, customs , traditions , and codes
of conduct), and formal rules (constitutions, laws, property rights}."' The more
micro level deals with the institutions of governance. These are market, quasi-
market, an d hierarchical modes o f contracting (mor e generally , of managing
transactions an d seeing economic activity through to completion),

Inasmuch a s economi c developmen t an d refor m dea l wit h sectora l o r
economy-wide program s o f a  macr o kind , th e natura l applicatio n o f insti -
tutional economic s t o developmen t i s in a top-down way : how d o economi c
development an d reform vary with the condition of the institutiona l environ-
ment? Althoug h tha t is  an  instructiv e way to  proceed, ' thi s pape r adopt s a
bottom-up approac h instead . The object is not t o reconstruct the institutional
environment fro m bottom-u p buildin g blocks , bu t rathe r t o interpret  th e
institutional environmen t throug h th e len s o f governance . Thi s entail s (1 )
examining th e ramification s of th e institutiona l environmen t (an d change s
therein) fo r governance , an d (2 ) usin g cor e concept s tha t originat e i n th e
study of governance t o interpret th e polity. As illustrated by the recent World
Bank study o n Bureaucrats  i n Business,  th e microanalytic s o f investmen t an d
contracting ar e implicated. As developed therein , that study looked "a t com-
pany experienc e i n dept h an d creativel y [applied ] institutiona l analysi s [of

* Ronal d H . Coase , "Th e Institutiona l Structur e o f Production, " American  Economic  Rei'icw, $2  (19925 :
713-19; North, "Economic Performance. "

4 Coase , "InstitutionalStructure,"p. 714.
' North , "Economic Performance," p. 366.
" Douglas s North, "Institutions," Journal of  Econpmifl'erspectives, 5  (1991): 97-112, atp, 97.
1 Wcingast , "Political Foundations,"
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governance] to determin e how contract s between managemen t and govern-
ment can serve as tools [of] reform,"8

I begin with a sketch of the transaction cost economics approach to govern-
ance and explain how this helps to inform the study of the institutional environ-
ment. Three core governance concepts—credible commitment, bureaucracy /
bureaueratizafion, an d remediableness—are then described i n Section 3 . Th e
lessons o f each for understandin g th e institutiona l environment (mainl y th e
polity) and economic developmen t and reform ar e then developed i n Sections
4 and 5, Concluding remarks follow.

2 Governanc e
Transaction cos t economics is concerned predominantly with the governanc e
of contractual relations. Given that there are many alternative ways to organize
a transactio n (o r a  related se t o f transactions) , which governance structure s
(modes o f contracting ) ar e used , when , an d why ? Vertica l integration—
whether t o supplant market by hierarchy (whether to make rather than buy)-—
is th e paradig m proble m ou t o f whic h transactio n cos t economic s works .
Whereas orthodo x microtheory invoke s monopoly purpos e o r efficien t risk -
bearing to interpret nonstandard and unfamiliar contracting and organizational
practices (those that differ from simple and uniform price-mediated exchange9),
transaction cost economics maintains that such practices more ofte n hav e the
purpose and effec t o f mitigating contractual hazards, thereby economizing o n
transaction costs.

2.1 Th e Firm-as-Govemance Structure

Transaction cos t economics i s a much more microanalyti c enterprise tha n is
standard microeconomic theory,10 Upon making the transaction the basic unit
of analysis, the firm is no longer regarded principally as a technological entity
(defined b y economie s o f scal e an d scope ) bu t a s a n organizationa l entity ,
Rather, therefore , than describe the fir m a s a production functio n (a techno-
logical construction) , th e fir m i s describe d a s a  governanc e structur e (a n

* Wor M B^nk, Bure&ucrttls in Busings, p. XL
' Kennet h J, Arrow , "Uncertaint y an d tli e Welfar e Economie s o f Medica l Care, " Amzrictin  Economic

Review, 53 (1963): 941-73.
'" Keneet h j, Arrow . "Reflections in Essays," in George Feiwel, ed,. Arrow and the Foundations o f Bcettomf e

Palic}1 (New York New York University Press, 1987) , pp. 727-34.
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organizational construction) . Davi d Krep s succinctl y put s th e issue s a s
follows:11 the firm i s like individual agents in textbook economics, which finds
its highest expression in general equilibrium theory,12 The firm transacts with
other firms and with individuals in the market . Agent s have utility functions ,
firms hav e a  profi t motive ; agent s hav e consumptio n sets , firm s hav e
production possibilit y sets . Bu t in transaction cost economics , firms are mor e
like markets—both are arenas within which individuals can transact.

Upon describing firms and markets as alternative modes of organization, the
decision t o organiz e whic h transaction s b y whic h governanc e structure s i s
predominantly explained by the differentia l transactio n costs that attend each.
The identification , explication , an d mitigatio n o f hazard s i s centra l t o th e
exercise and, as discussed below, is vital to an understanding of the institutiona l
environment. Th e rudimentary argument is this: (I) transactions differ in their
attributes; (2 ) governance structure s diffe r i n thei r cost an d competenc e (fo r
adapting t o disturbance s an d effectin g hazar d mitigation) ; an d (3 ) efficienc y
purposes are served by aligning transactions with governance structures so as to
effect a  transaction-cost-economizing result. As John R. Commons perceptively
recognized, "th e ultimat e uni t o f activity , . , mus t contain in itself the thre e
principles of conflict, mutuality, and order. This uni t is a transaction,"13 No t
only does transaction cost economics concu r tha t the transactio n is the basic
unit o f analysis , but i t hold s tha t governance i s the mean s by which order  is
accomplished in a relation where potential conflic t threaten s to undo or upset
opportunities to realize mutual gains.

The orthodox preoccupatio n wit h price and output thu s gives way to th e
study o f comparative economic organization . Transactio n cos t economic s i s
nevertheless a t on e wit h orthodox y in . two crucia l respects; a n economizin g
orientation i s maintained; an d contracts , albei t incomplete, ar e examine d i n
a farsighte d way . Orde r i s thus accomplishe d b y lookin g ahead , perceivin g
potential hazards, and factoring these hazards back into the design o f govern-
ance, thereb y mitigatin g th e hazards . Issue s o f credibl e commitmen t an d
remediableness (see Sections 3.1 and 3.3) are posed.

2.2 Th e Three-Level Schema

Although transactio n cos t economic s i s concerned mainl y with th e govern -
ance o f contractual relations , governanc e doe s no t operat e i n isolation. Th e
comparative efficac y o f alternativ e mode s o f governanc e varie s wit h th e

" Davi d Kreps , "Corporat e Cultur e and Economi c Theory" , i n James E . Alt and Kennet h A . Shepsle,
Perspectives on Positivt Political Economy (Cambridge: Cambridge Universit y Press, 1990), p. 96,

" Se e Gerard Debreu, Theory  ofVabie:  A n Axiomatic Analysis o f Economic  Equilibrium (New Haven, Yale
University Press, 1959) and Arrow and Hafan , General  Comfetitive Analysis  (San Francisco: Holden-Day, 1971) .

John R, Commons, "The Proble m of Contracting Law, Economics and Ethics," Wisconsin LawReview, 8
(1932): 3-26, a t p. 4.
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institutional environmen t o n th e on e han d an d th e attribute s o f economi c
actors on the other. A  three-level schema is therefore proposed, accordin g t o
which the object of analysis (governance) is bracketed by more macro features
(the institutiona l environment ) an d mor e micr o feature s (th e individual) .
Feedbacks aside (which are underdeveloped in the transaction cost economic s
setup), the institutional environment is treated as the locus of shift parameters ,
changes in which shif t th e comparative costs of governance. Th e individua l is
where the behavioral assumptions originate .

Although economi c actor s ar e commonl y describe d i n term s o f wha t i s
analytically convenien t (whenc e th e appea l of hyper-rationality), transactio n
cost economic s subscribe s to Herber t Simon' s vie w tha t "[n]othin g is mor e
fundamental i n settin g ou r researc h agend a an d informin g ou r researc h
methods tha n our view of the nature of the human beings whose behavior w e
are studying."14 The two behavioral assumptions out of which transaction cos t
economics work s ar e (1 ) bounded rationalit y (on which account al l complex
contracts are unavoidably incomplete) and (2) opportunism (o n which account
mere promis e unsupporte d b y credibl e commitment s pose s contractua l
hazards). Thes e behaviora l assumptions appl y symmetricall y t o al l forms of
organization, whic h i s to sa y that economic actor s in the privat e secto r an d
public sector are described as being alike.1*

Bounded rationalit y is defined a s behavior tha t is "intendedly rationa l but
only limitedly so."' 16 Hyper-rationality is disallowed, but th e economic agent s
to whom Simo n refers are attempting effectivel y t o cope. Neithe r nonration-
ality no r irrationalit y i s therefor e implied . Rather , th e principa l lesso n o f
bounded rationality for economic organization is that all complex contracts ar e
unavoidably incomplete.

Although many students of organization associate bounded rationalit y with
myopia—in that economic actor s ar e assumed to lack the wits to look ahead
and tak e hazard-mitigatin g actions—that i s mor e pertinen t t o th e stud y o f
consumer behavio r than i t is in the commercia l sector wher e mor e comple x
forms o f hierarchica l organizatio n permi t specialization . Transactio n cos t
economics maintain s that partie s t o commercia l transaction s no t onl y loo k
ahead, but perceive hazards and take hazard mitigation actions (in cost-effective
degree).

It bears noting , however, that all contractual hazards would vanis h were it
not that bounded rationalit y is paired with opportunism. Given the absence of
bounded rationality , comprehensiv e contingen t claim s contractin g woul d
obtain. Given the absence of opportunism, contrac t a s promise woul d every -

'* Herber t Simon . "Huma n Natur e i n Politics : Th e Dialogu e o f PysehoSog y wit h Politica l Science, "
American Political Science  Review, 79(1985): 293-304, a t p. 303.

'* Privat e sector : see Oliver E . Williamson, The  Mechanisms  o f Governance  (New  York ; Oxford Universit y
Press, 1996) ; public sector see Olson, "Dictatorship,"

i& Herber t Simon, Administrative Behavior, 2nde-dn, (New York: MatmiUan, 1961 (1947). p. sdv.
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where b e efficacious, 17 Confronted , however, with both bounde d rationalit y
and opportunism , ther e ar e pose d contractua l hazard s t o whic h alternative
modes of governance are differentially responsive . This is the world with which
transaction cost economics is concerned.

The nature and magnitude of these hazards varies both with the attributes of
transactions an d with th e conditio n o f the institutiona l environment . Recal l
that the institutional environment i s defined jointly by the rules  of  the  game (the
formal constraints : constitutions , laws , property rights ) an d th e conditions  of
embeddedness (th e informa l constraints: sanctions, taboos , customs, traditions,
codes o f conduct). Althoug h transaction cost economic s ordinaril y takes the
institutional environment a s given and examines governance with reference to
fixed background conditions, that is not the only way to proceed.

The firs t an d mos t obviou s wa y t o rela x thi s setup is to allo w for shifts  i n
the, institutiona l environment : ho w d o investmen t an d th e organizatio n o f
economic activit y chang e i n respons e t o shift s i n th e conditio n o f th e
institutional environment? The second and more ambitious way to proceed is
to reshap e the institutional environmen t s o as to effec t a  better microanalytic
outcome: ho w doe s th e bottom-up approac h hel p to infor m suc h an under -
taking? The first of these is described here and the second is taken up in Section
5. A s it turn s out , activel y reshaping th e institutiona l environmen t i s a  rare
event—to which the remediableness criterion is especially pertinent.

2.3 Shifts  i n the Institutional Environment

How do changes in property rights and contract laws influence investment and
contracting? Tha t i s a  straightforwar d quer y t o whic h bot h th e logi c o f
organization and empirical analysis can be applied.18 The effect of changes in the
institutional environment within nation states and differences I n the institutional
environment between  nation states can both be investigated in this way.

Unsurprisingly, more secure investment regimes will elicit more investment
in durable , non-redeployabl e assets , ceteri s paribus . Also , paramete r shift s
that chang e th e relativ e cost s o f governance wil l induc e transaction s t o b e
shifted into what have now become the (comparatively) lower cost modes. The
overall composition o f investment and contracting will reflect changes of both
investment an d organizationa l kinds, 19 Suc h consideration s have begu n t o

l t Olive r E, Williamson, The Economic [institutions ofCttpit&ium (Ne w York: Free Press, 1985), pp. 64-7,
'^ Logi c of organisation: see Oliver £ . Willianxson f ''Comparativ e Economic Organization: the Analysi s

of Discret e Structura l Alternatives. " Administrative  Scienct  Quantity,  J o (1991) : 269-96; empirica l analysis;
see Edwi n Mansfield , "Intellectua l Propert y Protection , Direct  Investmen t an d Technolog y Transfer, "
Discussion Paper no, Z7 , International Finance Corporation, Washington, 199> .

Michael Riordar* and Oliver W01iamsoi^ "Asse t Spedflcify an d Economic Organization," Internationa!
journal of Inili^truil 0fgams2ti0tt, 3  (1985): 365-78; and Williamson, ''Comparative Economic Organization,"
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make thei r wa y int o th e developmen t literature , especiall y i n relatio n t o
the differentia l efficac y o f privatizatio n a s a  functio n o f th e institutiona l
environment.20

A noteworthy featur e of this privatization literatur e is that nominal change s
in contract and property law s do not necessarily imply effective changes. There
is a need to go beyond the (nominal) laws on the books to consider the de facto
laws, which brings in the mechanism s o f enforcement. An d there i s a related
need t o ascertai n th e eas e with whic h changes , onc e made , can be reversed ,
which brings in the polity. Issues of credible commitment ar e posed.

3 Thre e Core Concept s
The transactio n cos t approac h t o economi c organizatio n emphasize s (I )
governance (a s agains t technology) , (2 ) th e microanalytic s o f transaction s
and governanc e structure s (a s against pric e an d output) , (3 ) transaction cos t
economizing (a s against monopol y purpos e and/o r efficien t ris k bearing 21),
(4) discret e structura l (a s agains t marginal ) analysis , an d (5 ) focuse s o n
governance, as bracketed by the behavioral assumptions (bounde d rationality ;
opportunism) from below and the institutional environment (rule s of the game;
condition of embeddedness) from above.

Three cor e concepts—credibl e commitment , bureaucrac y /bureaucratiz-
ation, an d remediableness —also infor m th e wa y i n whic h th e stud y o f
governance proceeds. Althoug h eac h o f these concept s ha s its origins i n th e
study of industrial organization , eac h has broad reac h and applies also to th e
economics an d politics o f development an d reform. Each concept i s sketche d
here. Applications to the economics an d politics of development an d reform, are
taken up in Section 4 and 5.

20 Le w an d Spiller "Institutional Foundations"; World Bank, Bureaucrats in Business.
" Viewin g the firm as a production function, th e "legitimate " boundaries of the firm were defined by

technology, whereupon extending the boundaries of the firm beyond those needed to realize economies of
scale and scope was regarde d a s deeply problematic . There being little appreciation for the importance of
organization, applie d pric e theorist s conclude d tha t boundar y extensio n ha d th e purpos e o f facilitatin g
price discrimination and/or creating barriers to entry. Ronald Coase captured the prevailing orientation to
nonstandard and unfamiliar practices as follows: "if an economist finds something—a business practice of one
sort or other—that he does not understand, he looks for a monopoly explanation. As in this field we are very
ignorant, the number of ununderstandable practices tends to be rather large, and the reliance on a monopoly
explanation frequent. " Ronal d Coa$c , "Industrial Organizations: A Proposal for Research," in V. R. Fuchs,
ed.. Policy Issues and Research Opportunities i n Industrial Organization  (New York: National Bureau of Economic
Research, 1972), p, 67.
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3,1 Credible  Commitments

The concept of credibility, or the lack thereof, has played a significant role in the
study of industrial organization, mainly in the context o f credible threats . Th e
credible threat issue is this: if A says to B that it will do X if B does Y, but should
B do Y then A"s best response i s to do Z, then A's threat to do X is not credible .
The stud y of strategic interfirni behavior has been vastly reshaped by sortin g
credible from noncredible threats, Analytica l and public policy confusion.—i n
both antitrus t an d regulation—prevaile d befor e bluff s an d credibilit y wer e
distinguished.22

One o f the benefit s o f credible threa t thinkin g is that i t induce d student s
of industria l organizatio n t o wor k ou t o f a  farsighte d (rather tha n myopic )
setup. Indeed , the concep t of credibility is equally—arguably, is even more- —
important i n the contex t o f credible commitments, where the issu e i s that of
promise rather than threat, The farsighted contracting issue posed by promise is
whether, if A promises B  that i t will take delivery under al l state realizations
save those i n Sj , but A' s best response i s to take delivery only for state realiz-
ations in S3, B will then project that A will cancel in both S s and S2 unless added
safeguards ar e introduced . Th e basi c propositio n here i s that mer e promise ,
without more, is not self-enforcing .

Given farsighted contracting, partie s to a  contract will not onl y be aler t to
possible future hazards, but they will have incentives to relieve those hazards—
provided that this can be done in a cost-effective way. Contrary to Machiavelli,
who worked ou t o f a myopic logic and advised his prince to breach contracts
with, impunity, the farsighted prince will recognize tha t better terms can be had
by devising ex ante safeguard s that communicat e confidenc e by deterring ex
post opportunism. Contract i s thus viewed a s a triple (p,  k , s)—where p is the
price at , which trad e take s place , f t is th e hazar d tha t accrue s i f n o hazar d
mitigating actio n i s taken , an d s  i s th e safeguard . I t i s elementar y that , a s
between two identical buyers, only one of which offers a safeguard, the supplie r
will offe r t o supply on better terms (at a lower price ) in the trade for which a
safeguard has been provided,

The "obvious" way to provide a safeguard is to post a bond which is forfeited
if th e buye r shoul d breach . However , pecuniar y bond s pos e problem s o f
their own , o f which contrive d breac h i s an example. The stud y of economi c
organization becomes both much more complicated and much more interest-
ing on that account. As it turns out, many nonstandard and unfamiliar forms of
organization have the purpose and effect of providing credible commitments.23

12 A . Dixit , " A Mode l o f Duopol y Suggestin g a  Theory o f Entr y Barrier, " Bell  Journal of  Economicf,  10
(1979); 20-32; A. Date "The Role of investment in Entry Deterrence," Economic Journal, 90 (1980): 95-106,

a Olive r B . Williamson, "Credibl e Commitments : Usin g Hostage s t o Suppor t Exchange, " America n
Economic Review, 73 {1983}: 519-40.
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Because, however, contractual hazards and their mitigation have played such
a negligible role in economics (th e insurance literature and th e preoccupatio n
with ris k aversio n excepted) , farsighted contractin g an d the ramification s for
economic an d politica l organizatio n wer e lon g neglected—although tha t i s
now changing. Suffice i t to observe here that (!) the identification, explication,
and mitigatio n o f contractual hazards i s the centra l focus on transactio n cos t
economics; (2 ) many of these hazard s reside in the detail s of transactions and
organization, o n whic h accoun t self-consciou s attention t o thes e detail s i s
needed: (3 ) a farsighted approach t o contrac t i n which credibl e commitments
are feature d ha s broa d applications—including , a s develope d i n Sectio n 4 ,
applications to political organization.

3.2 Bureaucracy/Bureaucratization

Bureaucracy is commonly regarde d as "the problem," which indeed sometime s
it is. But that obscures the fac t tha t bureaucracy has a lot to recommend i t and
is also , frequently , "th e solution. " A n accurat e assessmen t o f bureaucrac y
requires tha t w e com e t o term s wit h bot h it s strengths an d it s weaknesses .
These need to be identified and explicated and the ramifications worked out .

3.2.1 Benefits

(a) Bureaus  a s benevolent?  It  wa s onc e commo n t o regar d governmen t a s
an omnipotent , omniscient , benevolen t autocrat , Avinash Dixi t summarize s
recent theory an d practice a s follows: "Much o f the [orthodox ] theory, and
almost al l of the practice , o f economic polic y analysi s views th e makin g an d
implementation o f the polic y as a technical problem, eve n a s a control engin -
eering problem."24 The earliest models assumed that policy was made by

an omnipotent , omniscient , and benevolent dictator . Th e wor k on th e second-bes t
removed the omnipotence. Tha t on information removed the omniscience. However ,
the assumption s of benevolence an d dictatorship have remaine d . .. The normativ e
approach continues to vie w policy-making as a purely technical  problem. The implici t
assumption i s that once a policy tha t maximize s or improve s social welfare has been
found an d recommended, it wil l be implemented as designed, and the desire d effect s
will follow. 2''

Omnipotence permitted the government t o fix any problem directly : if prices
deviated fro m margina l cost , i t rese t the m appropriately . If, moreover, som e

*"' A . Disk . Tki'  Making  ofEewwpnc  Policy : A Transaction  Cost  Politic.' ; Perspective  (Cambridge , Mass. ; MI T
Press, 199(5) , p. }.

" ibid. , p. 7.
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prices were constrained but the government was nevertheless omniscient, then
second-best adjustment s could be prescribed. An d even i f omniscience coul d
not be sustained, the government woul d stil l win in the comparison betwee n
the self-interested firm and the benign government agency, provided only that
the two were identically informed.

Benevolence, like hyper-rationality, is plainly a convenient assumption. One
of th e lesson s o f transactio n cos t economics , however , i s tha t al l form s o f
economic organization are beset by opportunism. That has taken a long time to
register. Thus , economist s lon g resisted , bu t eventuall y conceded , tha t th e
separation of ownership from control mattered,2* whereupon i t was an extreme
simplification to ascribe profit maximization (unfailing managerial stewardship)
to the modern corporation . The sam e applies to the government : t o ascribe
social welfar e maximizatio n t o politician s an d bureaucrat s i s convenien t
but naive . Accordingly, just a s "Economists studyin g business and industria l
organization hav e . . . develope d riche r paradigms and models fo f the firm]
based, on the concepts of various kinds of transaction costs," so too will policy
analysis benefi t fro m "openin g up th e [public ] black box an d examinin g the
actual workings o f the mechanisms inside,"27 The upsho t i s that, rather than
describe th e firm/bureau/polit y a s a  technica l entit y t o whic h stewardship
behavior is ascribed, the need instead is to describe the firm/bureau/polit y a s a
governance structure t o which agency problems accrue . Policy analysts have
been slow to come to terms with that condition.

(b) Hierarchy/coordination  Coordinatio n is the obvious answer to the question,
of what ar e th e advantage s of hierarchy in relation t o th e market . Internal -
izing externalities , thereb y t o coordinate  th e choic e o f decision variables, is
one possibility/' 8 Coordinate d adaptation s to disturbances—o f a  "consciou s
deliberate, purposeful " kind 29-—covers a  mor e importan t clas s o f circum -
stances. But if firms enjoy advantages in coordination respects , wherein do their
disadvantages .reside? That question needs to be both posed and answered.

3.2,2 Costs

One of the deep puzzles of economic organization is why a  large firm cannot
do everythin g tha t a  collectio n o f smal l firm s ca n d o (b y replication ) an d
occasionally do better (by selective intervention). If the large firm can replicate

** Adolp h A . Berl e an d Gardne r C . Means , Ir . The  Modem  Corpomtwn  an d Private  Propert y (New York :
Macmillan, 1932) ,

!? Dint , "The Making of Economic Policy," p. 8.
'" Ott o A. Davis and Andrew Whinston, "Externalities, Welfare, and the Theory of Games," Bdljmumal o f

Economics, 10 (1979): 20-32.
'* Cheste r Barnard, The Functions of Ac Executive  (Cambridge, Mass,: Harvard University Press , 193 8 (15th

printing 1962)} , p. 4,
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what the collection of small firms does in all circumstances in which autonomy
works well and intervenes only when expected net gains can be projected, then
bigger is always better. That leads to the counterfactual prediction that every-
thing will be organized in one large firm. What needs to be explained then is
where the combination of replication with selective intervention break s down.

If nonstandard and unfamiliar forms of organization are to be understood in
terms of the details, then that is where the costs of bureaucracy reside. As it turns
out, issues of credible commitment ar e posed. Ca n a firm credibly commit t o
replicate—to respec t autonom y amon g th e operatin g parts—-i n al l circum-
stances save those where expected net gains can be projected? Can an autono -
mous firm sell its assets to a common owner an d credibly commit to manag e
those efficiently , reliabl y choosin g efficien t facto r combination s an d
utilizing those assets with due care? Confronted with information asymmetries,
where th e advantage accrues sometimes t o the owner an d sometimes t o the
manager, and recognizing the propensity of each party to seek its own advantage,
it becomes clear that the combination of replication an d selective interventio n
cannot b e reliabl y implemented. Instead , incentives are unavoidably  degraded
upon taking transactions out of the market and organizing them internally.30

Additionally, bureaucracies undergo changes over time as the membershi p
acquires deeper knowledg e an d as coalitions and strategizing develop amon g
the parts. Bureaucracy, like the law, has a life of its own.31 It does not, therefore,
suffice t o choos e hierarch y ove r marke t becaus e immediat e coordinatio n
benefits ca n be projected. Becaus e incentives are degraded and futur e distor -
tions are in prospect, these too need to be taken into account.32

3.3 Remediableness

One of the mos t common, practices in public policy analysis is to compare an
actual for m o f organization wit h a  hypothetical ideal Althoug h thi s ca n b e
instructive, it is also fraught with hazards.

3.3,1 Asymmetrical  standards

Appealing to a  hypothetical ideal is unobjectionable as long as the limits of all
feasible form s ar e recognized . A  problem, however , arise s if some form s are

* Williamson , Economic Institutions, eh. 6,
n Ibid .
32 Actually , th e intertemporm l consequences of bureaucracy are mixed. Sonic take th e form o f benefits

(more efficien t code s an d communication'—se e Kennet h j. Arrow , Th e Limits of  Organization  (Ne w York ;
W. W . Norton , 1974)—whil e others take th e for m o f cumulative distortions i n the bureaucratic decision
process—see Mancur Olson, The Rise and Decline  o f Nations  (Ne w Haven; Yale UniYcrsity Press, 1982) . Th e
latter increase relatively with time.
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privileged, Ronald Cease remarked about this asymmetry as follows (emphasis
added):

Contemplation o f an optimal system ma y provide techniques of analysis that woul d
otherwise have been missed and, in certain special cases, it may go far to providing a
solution. But in genera! its influence ha s been pernicious, I t has directed economists'
attention awa y fro m th e mai n question , which i s ho w alternative arrangements  will
actually work in practice. It has led economists to derive conclusions for economic policy
from a study of an abstract of a market situation. It is no accident that in the literature
. .. we find a category "market failure" but no category "government failure," Until we
realize that we ar e choosing between social arrangements which ar e al l more or les s
failures, we are not likely to make much headway.13

Similar concerns wer e registere d b y Harold Demsetz in his examination of
costly informatio n an d it s ramification s fo r inefficiency. 34 Th e propensit y t o
describe th e government a s an omnipotent, omniscient , or at least benevolent
autocrat (as discussed by Dixit: see Section 2.2 above35) is in this same tradition,
Such asymmetrica l treatment s o f failur e predispos e publi c policy analysi s in
favor of particular outcomes. That is not a satisfactory state of affairs ,

3.3.2 Inefficiency  by  design

Inefficiency b y design sounds like a contradiction in terms—which i t is, if the
criterion i s a  hypothetica l ideal . Given , however , tha t al l feasibl e form s o f
organization are flawed, what appears to be inefficient may in fact be an effort t o
cope with property rights that are poorly defined and/or costly to enforce. Firms
in these circumstance s ma y decide to mak e rathe r than buy becaus e outsid e
procurement runs the risk that valued know-how wil l leak out.36 Also, manu-
facturers' agents sometimes incur added expenses, over and above those needed
to develop the market, because these added expenses strengthen customer bonds
in a cost-effective way, thereby helpin g to dete r manufacturer s from enterin g
into the distribution stage and expropriating market development investments,3'
Similarly, franchisors will sometimes impose costly bonding on franchisees as a
means by which to deter franchisees from violating quality norms.38

The common thread that runs through al l of these examples is that insecure
but legitimat e propert y right s wil l b e supporte d b y adde d expense s i n th e

u Ronal d H, Coase, "The Regulate d Industries: Discussion," American Economic Renew, 54 (1972): 194-7 ,
at p. 195 .

^ Hirol d Dettisetg, "fnfoitrsation an d Efficiency: Another Viewpoint," lowm&l cfL&w&nd.  Economics,  12(1)
(April 1969): 1-22,

35 Dbci t "Making of Economic Policy."
56 Davi d J. Teece. "Profiting from Technological Innovation," Research Policy, 15 (1986): 285-305 .
3/ Ja n Hcidc and George John, "The Rol e of Dependence Balancing in Safeguarding Transaction-Specifi c

Asset* in Conventional Channels, "Journal of  Marketing, 5 2 (1988): 20-J5.
" Benjami n Klei n and K. B. Leiffer, "Th e Rol e of Market Forces in Assuring Contractual Performance,"

Journal o f Political Economy, 89 (1.981): 615-41,
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degree to which these are perceived to be the most cost-effective way to protect
against th e los s of value. Whethe r suc h adde d costs ar e inefficien t canno t b e
established by reference to a hypothetical ideal.

To be sure, if it were always and everywhere the case that we could rely on
"a [costless] legal system to define property rights and arbitrate disputes," then
anyone "wishing to use a resource ha s to pay the owner t o obtain it." 3" That
would simplify matter s considerably, an d many economists hav e been draw n
to the fiction of the Coase theorem. However , because it is expensive to define
and enforc e property right s throug h th e courts , costl y court-ordering need s
to b e evaluate d in relatio n t o alternativ e feasible private-orderin g form s o f
organization. I f the most cost-effective way to protect property rights is to incur
private-ordering expense s o f th e kind s describe d abov e then—awaitin g a
superior measurement technology or other device by which property rights can
be better protected—the resulting "inefficienc y b y design" is not inefficien t i n
any remediable sense whatsoever.

3.3.3 Path  dependency
Path dependenc y i s anothe r wa y o f sayin g tha t histor y matters. 4" I t i s als o
believed to be a chronic source of inefficiency in economics and politics.411 am
persuaded o f the importanc e o f path dependenc y but tak e exception wit h al l
inefficiency claim s that are based entirely on comparisons wit h a hypothetical
ideal (of which zero transaction costs is an example42).

Specifically, no inefficienc y should be implied if one discovers, in the fulnes s
of time, that it would have been better to have chosen Y over X at time zero if, at
time zero, the best informed choice was X. To be sure, if a decision-maker could
have looked ahea d and di d not, tha t is discreditable, perhaps even , a blunder.
Even such an error, however, doe s no t necessaril y imply inefficiency. Fro m a
systems point of view, it may be necessary to test the competence o f managers
to decide which of them get advanced and which do not . Unles s that sorting
process is not working, "mistakes" d o not necessarily signal breakdowns.

A more common basis to claim path-dependent inefficiency i s in the context
of interdependencies among decision-makers, Thus, suppose tha t the average
net benefits of adopting a technology increas e with the number of adopters.43

' Ronal d H. Cosse, "The Federal Cyrnrnunications Commission," Journal 0fLaw$n4 Ec&netnics,  2 (1959):
!• 40 , at p. 14 .

* Douglas s North , Inttitulivns,  Institutional  Change,  an d Economi c Performance  (Ne w York ; Cambridg e
University Press, 1990), p. 365.

41 Bria n Arthur , "Competin g Technologies . Increasin g Returns , an d Lock-i n b y Historica l Events, "
Eanwmicjiimml, 9 9 (1989); U6-31; North, Institutions.

"' Ibid. , p. 360.
' Th e example is similar to but differen t Irom  the discussiim of interdependency in Stanley Leiberman and

Stephen Margoiis , "Pat h Dependence , Lock-in , and History," Journal of law, Economic s and Organization , !
(!W>): 205-26.
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Assume further that the choice of a technology ha s long-lasting consequences,
in that the technology i s both durable and non-redeployable. Suppose also that
there ar e two technologies (A and B) and that the technology (sa y A) with th e
higher net benefit intercept has the lower slope. Assume further that there are N
firms and that the average net benefit lines intersect a t a value N that is less than
but close to N.

All firms make their choice of technology simultaneousl y and independently.
If all perceive that it is in their collective interests to choose B , then the efficien t
choice o f B  will be observed . Bu t suppose tha t som e fraction , sa y a , o f th e
population i s known t o be confused and refers only to the intercept i n making
its choice. If that fraction is such that (1 —a)N <  ft, an d if it is not cost-effectiv e
to educate th e confused fraction , o f the population—possibly because , even  if
agreement amon g the perceptive (1—a)N could easily be reached, education is
prohibitively expensive , or because th e cos t o f orchestrating collective action
by the perceptive, thereb y to provide education, is very great—then the choice
of A (by both myopic and perceptive firms) will be observed.

Those who appea l to a hypothetical ideal will declare that the latter result is
inefficient. Thos e who work out o f the remediableness criterion wil l be more
circumspect.

Lapses into ideal but operationally irrelevant reasoning will be avoided by (1)
recognizing that it is impossible to do better than one's best, (2) insisting that all
of the finalists in an organization-form competition meet the tes t of feasibility,
(3) symmetricall y exposin g th e weaknesse s a s wel l a s th e strength s o f al l
proposed feasibl e forms, and (4) describing and costing out the mechanisms of
any propose d reorganization . T o thi s list , moreover , ther e i s ye t a  farthe r
consideration; (5 ) making a place for and being respectful o f politics. This last
has been the most difficul t fo r public policy analysts to concede.

Remediableness is a comparative institutional criterion, according to which the
appropriate tes t o f "failures " o f al l kinds—markets , hierarchies , an d bureaus
alike—is as follows. An extant mode of organization for which no feasible superior
alternative can be described and implemented with expected net gains is presumed
to be efficient . Th e burden of proof for rebutting this presumption is placed on
those who take exception. Mere appeal to the fiction of zero transaction costs or to
claims of path dependency do not alone discharge the burden.

4 Application s to Politics
Microanalytic reasoning , th e ide a o f discriminating alignment , and th e thre e
core concepts set out in Section 3 are applied here to the puzzles of politics.
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4.1 Credible  Commitment

Credible commitment reasoning has its origins in the study of contract. Given
the institutional environment (rule s of the game and conditions of embedded-
ness), the focus turns to private ordering; wha t can the immediate patties to a
transaction do to infuse contractual confidence? As heretofore described, trans-
action cos t economic s view s governanc e a s th e mean s b y whic h orde r i s
accomplished i n a relation where potential conflict  threaten s to undo o r upse t
opportunities to realize mutual  gains.

Credible commitments infuse order by mitigating hazards, as a consequence
of which partie s mak e mor e specialize d investment s an d engage i n trade o n
better term s tha n the y otherwis e would—becaus e the y correctl y infe r tha t
the hazards of investment and exchange have been reduced. Such reasoning not
only applie s at th e leve l o f governance, bu t carrie s over t o th e leve l o f the
institutional environment. As Barry Weingast has put it,

In importan t respects , th e logi c o f politica l institution s parallel s tha t o f economi c
institutions. To borrow Williamson's phrase, the political institutions of society create a
"governance structure" that at once allows the society to deal with on-going problems
as they arise and yet provides a degree of durability to economic an d political rights .
Importantly, these help limit the ability of the state to act opportunistically.44

A farsighted stat e will thus recognize tha t organization matters and that it can
take actions that increase confidence in both contractin g and  investment. But
because politic s i s different , credibl e commitment s ma y fai l t o materializ e
because of ignorance, front-loading, or looting.

The ignorance argument is that long-run efficiency reasoning does not come
easily t o politicians , wh o ar e mor e familia r an d comfortabl e wit h powe r
reasoning. The "invitation " b y Mikhail Gorbachev, advising US companies t o
invest quickl y i n th e Sovie t Unio n rathe r tha n wait , i s illustrative : "Thos e
[companies] wh o ar e wit h u s no w hav e good prospect s o f participatin g i n
our grea t countr y .  . . [wherea s thos e wh o wait ] will remai n observer s fo r
years to come—w e will se e to it " (International  Herald  Tribune,  June 5 , 1990).
That an experienced and sophisticated leader of a huge nation-state in the late
twentieth centur y shoul d choos e carrot-and-stic k reasonin g rathe r tha n a n
offer o f credible commitments to encourage investments suggests the counter -
intuitiveness of credibility.

What Gorbachev evidently failed to understand is that the ready exercise of
administrative discretion is the source of contractual hazard. Ready recourse to
discretion no t only places those who hav e already invested a t greater hazard ,

** Barr y Weingast , "Constitution s a s Governanc e Structures, " Journal  iff  Institutional  and  Theoretical
Economics, 149, (1993); 288.
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but als o causes those who ar e contemplating investment to think again . The
paradox is that fewer degrees of freedom (rules) can have advantages over more
(discretion) if they make commitments mor e credible,45 That is not an obvious
result.

The institutional environment take s on special significance where the change
in benefits takes the form no t of redistribution bu t o f expropriation. Have the
requisite structura l safeguards been created a t the constitutional level , and are
they respected in practice? If the requisite constitutional safeguards are weak or
absent, ar e there othe r mechanism s tha t communicat e confidence? 46 D o th e
customs in the community, for example, fill the gap? Or have de facto propert y
rights been created, the effect o f which is to deter governments from seizing or
devaluing asset s (eve n i f thi s ca n b e don e withou t lega l recourse) , becaus e
adverse reputation effects will thereafter accrue?

The issue s her e ar e pertinen t t o th e stud y o f privatization* 7 and , mor e
generally, to the assessment o f differential economi c performanc e across juris-
dictions tha t diffe r i n de jure o r d e fact o structura l respects . Ho w doe s th e
division of powers and parliamentary regimes differ in credibility respects? Is de
facto practice more likel y to diffe r fro m d e jure rules in one o f these regime s
than another? How do background societa l conditions (customs , mores ) affec t
the calculus?

This is plainly a big order, and work of this kind is only now getting started,48

The proposition, however, that credible commitmen t i s a robust concept with
application to both private-secto r governance an d the organization o f politics
seems secure . If , therefore , on e want s t o displa y th e ramification s of on e
contracting mod e i n relation t o anothe r o r one polity i n relation t o another ,
credible commitment reasonin g turns out to be deeply informative,

4.2 Bureaucracy/Enreaucratization

Although Oska r Lang e perceive d tha t "the  real  danger  o f socialism  is that  o f
a bureaucratization  o f economic  life,  an d no t th e impossibilit y o f copin g wit h

* Fin n KycQan d an d Edwar d Prescott , "Rule s Rathe r than Discretion : Th e Inconsistenc y o f Optima l
Plans,"JmimalofPolitical Economy,  85 (1977): 473-91.

4* A n example wher e they di d no t i s Hungary, where Janos Koma i report s tha t "individual s or their
parents [who] lived through the era of confiscations in the forties" discount "repeated official declarations "
that they will not b e expropriated again, which explains why "many of them are. myopic profit tnaxiroizcrs ,
not much interested in building up lasting goodwill... or investing in long-lived fixed assets": janos Komai,
"The Hungaria n Reform Process," Journal o f Economic Literatim. 24(1986): 1687-1737, at pp. 1705-6) ,

47 Sec , especially, the work on telecommunications of Levy and Spiller, "Institutional Foundations."
** Douglas s Nort h an d Barr y Weingast , "Constitutions an d Commitment : the Evolutio n of Institutions

Governing Public Choice in 17t h Centur y England," Journal o f Economic  History, 4 9 (1989):  803-32 ; Davi d
Soskice, Robert Bates , and Davi d Epstein , "Ambitio n an d Constraint : the Stabilizin g Role of Institutions,"
Journal a/Law, Ecenomia, and Organization, 8 (1992): 547-60; Weingast, "Constitutions"; Weingast, "Political
Foundations"; Gabriel a Monrignola , Yingy i Qian , an d Barr y Weingast , "Federalism , Chines e Style, "
unpublished paf>er, 1993 .
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the proble m o f allocation o f resources"49 (emphasis in original) , he too k th e
position tha t monopolistic capitalism was similarly beset by bureaucratization
and tha t the study of bureaucracy "belongs" to sociology,50 If, comparatively,
capitalism an d socialis m ar e indistinguishabl e i n bureaucratizatio n respects ,
then attention needs to be focused on other features where the real difference s
reside. Even , moreover , i f capitalis m an d socialis m differe d significantl y in
bureaucratic respects , Lange' s fallback positio n wa s that the study of bureau-
cracy belonged t o sociology. The prope r stud y of economics, therefore , wa s
resource allocation—even if this was a matter of only second-order importance .

Successive generations of students of comparative economic system s emu -
lated tha t example . Th e stud y o f contro l "play s n o rol e i n th e socialis t
controversy"11 and little thereafter. Instead, the study of comparative economi c
systems was preoccupied with technologies (firms-as-production functions) and
techniques (margina l cos t pricing ; linea r programming ; activit y analysis) .
Indeed, we are told that "Technology and human needs are universal. To start
with just these elements has facilitated and intensified professional contacts and
interactions between marke t and socialist countries." 52 Rather than introduc e
institutional difference s tha t coul d disrup t th e conversatio n betwee n econo -
mists who live d under differen t social/political/economi c systems, i t is better
to maintain harmony.

If, however , bureaucratic differences ar e where th e rea l action resides, that
was a  fateful decision . To b e sure , the theor y o f bureaucracy t o which  I  refe r
in Sectio n 3. 2 above i s in ver y primitiv e shape. Bureaucrati c differences ar e
nonetheless hugel y responsibl e fo r the incentiv e and contro l difference s tha t
distinguish market and hierarchies; and I conjecture that similar considerations
carry over to comparative economic systems.

Of special importance are the intertemporal distortions an d transformations
that predictably atten d bureaucracy an d are especially virulen t in large publi c
bureaucracies. Mancu r Olso n develop s th e argumen t wit h referenc e to th e
former Soviet Union as follows:

in the fullness of time, as more and more coteries of subordinates collude in their ow n
interests, the syste m not onl y loses efficienc y an d output bu t als o becomes a  web of
counter-theft an d corruptio n tha t ultimately leaves th e cente r impoverished . I f the
harshest punishments ar e imposed on even the faintest suspicion, then the bureaucratic
competition tha t is indispensable to the system can. be preserved somewhat longer , so

Oskar Lange, "On the Theory of Economic Socialism," in Benjamin Lippincott, ed. . On the Economic
Theory of Socialism (Minneapolis: University of Minnesota Press, 1938), p. 109.
" Ibid, , pp. 109-10.
51 Benjami n N . Ward , Th e Socialist  Economy:  A Study  o f Organisational  Alternatives  (Ne w York : Rando m

House, 1967), p. 37.
52 Tjallin g Koopmans , "Concept s of Optimalic y an d thei r Uses," American  Economic  Review,  6 7 (1997) :

261-74, at pp. 264-5.
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Stalinist purges can make the syste m work better. I n th e long run, nonetheless, the
difficulties o f covert collectiv e action are bound to b e overcome in more an d more
enterprises, industries, localities, and ethnic or linguistic groups. Thus it is a "law of
motion" o f Soviet-type societies that they must not only run down over time, but also
become increasingly corrupt. Ultimately, it becomes, some say, "impossible to buy and
easy t o steal, " Mor e and more victims of the regim e come to believ e tha t h e wh o
"refrains from taking state property" is robbing his family.53

To be sure, other ex post rationalizations for the collapse of the former Soviet
Union and Eastern Europe can be advanced. What is needed i s to ascertain the
refutable implication s o f each . Althoug h th e curren t stat e o f
bureaucracy/bureaucratization theor y doe s no t mee t th e tes t o f being full y
predictive, th e propositio n tha t bureaucracy is centrally implicated is at leas t
plausible. Exploring that will require research attention to be concentrated on
the study of bureaucracy—not in a contrived way , in which notions of benign
governance are selectively invoked, but in a genuinely comparative institutiona l
fashion, i n which common  behavioral assumptions are ascribe d t o economi c
actors i n all governance structure s whatsoever. 54 Implementing that, farther -
more, requires the study of economics an d organization theor y to be joined.

4.3 Remediableness

Normative public polic y analysi s typically invokes benign government 5* and
invariably hold s tha t economic s trump s politics . B y contrast, positiv e publi c
policy analysis recognizes tha t all feasible forms of organization ar e flawed and
places economics i n th e (analytical ) service o f politics. Publi c policy analysts
who work out of the remediableness criterion ar e understandably much more
cautious i n assessing politics . Rathe r than declaring tha t politics is inefficien t
whenever deadweigh t losses ca n be ascribed t o politica l outcomes , which is
common practice,56 two questions are posed: "What' s goin g on here?" and "Is
it remediable? "

Many economists and public policy analysts are understandably discomfite d
by this role reversal Much more satisfying to excoriate on politics—-politicians
know no t wha t the y do-—tha n t o as k how thi s vastl y complicate d process
works and whether observe d outcomes ar e remediable.

53 Mancu r Olson, "Russian Reforms: Established Interests and Practical Alternatives," unpublished paper,
IRlS/University of Maryland, 1995, p. 26.

** James Marc h an d Herber t Simon , Organization s (Ne w York : John Wile y an d Sons , 1958) ; Oliver
Williamson^ The Ec&no^nics  of  Discretionary  Beh&vior;  Managerial Objectives in  d Theory  o f the Firm (Eogiewood
CBfis, Nj ; Prentice-Hall , 1964) ; Ronal d Coase, "The Regulate d Industries : Discussion," American Economic
Review, 54 (May 19*14}: 194-7; Harold De.rasetx. 'Information and Efficiency: Anothe r Viewpoint," Journal of
Law and Economics, 12(1) (April 1969):  1-22 .

" Dixit , "Making of Economic Policy,"
5f Georg e j. Stigler, "Law or Economics? "/aaraale/iaw ami Economies, 35 (1992): 455-6$.
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As discusse d i n Sectio n 3,3 , issues o f inefficienc y b y desig n an d histor y
dependency ar e one s t o whic h th e criterio n o f remediablenes s relate s i n
examining private-sector economic organization. Both concepts apply equally
to politics.

Indeed, because political property rights are especially insecure, inefficienc y
by desig n i s commonly observe d i n politics . Thus , i f incumbent politician s
perceive tha t the direc t delivery of benefits to thei r constituencie s ca n easily
be reverse d o r redirecte d b y a  successo r se t o f politician s wit h differen t
preferences, then indirect programs that are more secure will be brought under
consideration. I f indirection i s th e onl y wa y t o delive r legitimat e politica l
purposes with assurance/ 7 then t o declare tha t al l convoluted programs are
necessarily inefficient i s unwarranted. In circumstances, moreover, where such
protection i s costly to devise , recourse to th e heav y front-loading of benefits
should come as no surprise,

More generally, to observe that a political program is "burdened" with large
deadweight losses, as compared with a hypothetical ideal, is not dispositive. As
in the private sector, so too in the political sector does the remediableness test
apply. Such an inquiry takes the publi c policy analyst into th e microanalyti c
details of transactions and public-sector governance in very much the same way
as private-secto r transaction s an d thei r governanc e hav e bee n studie d b y
transaction cost economics,58

The issue s her e ca n be illustrate d b y examinin g th e convolute d way s in
which the polity sometimes accomplishe s income redistribution. Conside r th e
almost universal disdain with which the US sugar program i s regarded, which
program has been described by George Stigler as follows:

The United States wastes (in ordinary language) perhaps S3 billion per year producing
sugar and sugar substitutes at a price two to three times the cost of importing the sugar.
Yet tha t is the tested way in which the domesti c sugar-beet, cane, and high-fructos e
corn producers can increase their incomes by perhaps a quarter of the $ 3 billion—the
other three-quarter s being deadweight loss. Th e deadweigh t loss i s the margi n b y
which the domestic costs of sugar production exceed import prices,'"

The usua l interpretatio n i s tha t suc h deadweigh t losse s represen t in -
efficiency: "th e Posneria n theor y woul d sa y tha t th e suga r progra m i s
grotesquely inefficien t becaus e i t fail s t o maximiz e national income,"60 Suc h
reasoning i s widespread . Thus , Nort h declare s tha t "a n efficien t politica l
i? Terr y Moe , "Politica l Institutions : Th e Neglecte d Sid e o f th e Story, " Journal  o f Law,  'Economics,  and
Organization (Specia l Issue) , 6  (1990): 213-53 ; Terr y Moe , "Th e Politic s o f Structura l Choice ; Towar d a
Theory of Public Bureaucracy," in Oliver E. Williamson (etl), Organization Themy  (New York: Oxford, 1997),
pp. 116-S3,
'* Dixit , "Making of Economic Policy. "
** Stigfcr , "Law or Economics?" p, 459,
M Ibi d



Economic Institutions and Development 11 1

market woul d b e on e i n whic h . . . onl y legislatio n (o r regulation ) tha t
maximized the income o f the [population of ] affecte d partie s to the exchange
would be enacted,**61

Stigler object s t o suc h a  criterio n becaus e i t fail s t o respec t th e politica l
process: "Maximu m national income . .. is not the only goal of our nation as
judged by policies adopte d by our government—an d government's goals as
revealed by actual practice are more authoritative than those pronounced by
professors of law or economics.'"52 Indeed, he goes further: the "sugar program,
is efficient. Thi s program i s more tha n fifty years old—it ha s met th e tes t of
time,"63 By contrast with those who regar d redistributio n as problematic and
even illegitimate , Stigle r plainl y interpret s redistribution—eve n convolute d
redistribution—as one of the legitimate purposes of government.

A somewhat backhande d way of ascribing legitimacy to redistribution is to
view this as an unavoidable cost of democratic government. W e may not like
what we get , bu t i t i s part of the package . Thus, althoug h les s redistributio n
would be preferable to what we observe, we need to become reconciled with
the political realities.

A mor e favorabl e constructio n i s tha t redistributio n i s a  centra l an d
foreseeable architectural feature of democratic politics. To be sure, that could
be disputed: voters, afte r all , are poorly informed and many fail t o participate.
That, however , i s scarcel y dispositive i f the ke y player s are politician s an d
interest groups. 64 Bot h groups bein g well-informed an d deepl y strategic, w e
should expec t to find that redistribution is the produc t of a strategic political
calculus—which is consistent with much of the data.

But what , then , i s t o b e mad e o f redistributio n tha t i s accomplishe d i n
tortured ways as compared with less costly and feasible alternatives? Surely that
is inefficient and ought to be reformed?

Maybe, but the n again , maybe not. Tw o issue s are posed. First , i t is much
easier t o postulat e mor e efficien t alternatives—lump-su m transfer s bein g a n
example—than it is to describe the enablin g mechanisms. The latte r is a much
more demanding microanalytic exercise. Second, the apparen t inefficiencies o f
politics sometime s serv e intende d purposes, whic h is to sa y that politic s also
exhibits inefficiencies by design.! have examined both of these issues elsewhere.65

Suffice i t to observe here that examining politics in a comparative institutional
way with reference to a remediableness criterion can be a humbling experience
for economists , compare d wit h th e usua l practic e o f conductin g normativ e
public policy and political analysis with reference to a hypothetical ideal.

51 North , Institutions, p, 3®.
62 Stigler , "Law or Economics?" p. 459.
0 Ibid ,
64 Terr y Moe , "Politica l Institutions : the Neglecte d Side o f th e Story, " journal of  Law,  Economics,  unit

Organization (Special issue), 6 (1990): 213-53, at p. 12!.
*$ Williamson , Mechanisms 0fG®\*eman£e,  ch . 8.
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5 Developmen t and Reform
My purpos e her e i s to sketc h the lesson s o f bottom-up reasonin g an d th e
core concept s of credible commitment , bureaucracy/bureaucratization , an d
remediableness for the analysis of economic development and reform. Of these
three concepts , remediablenes s i s the mos t controversial , partly because i t is
also the most consequential. It nevertheless bears noting that any effort t o craf t
reform needs to make express provision for credibility and allowance for both
the differentia l cost s o f bureaucracy (as these var y wit h th e polity ) an d th e
intertemporal transformations that accrue to bureaucratization.

The first stage of the remediableness test is economic can a superior feasibl e
form, of organization be described?6* Proposed alternatives that fail this test are
properly regarded as hypothetical alternatives and can . be dismissed as fanciful .
Implicitly, i f no t explicitly , suc h alternative s violate on e o r bot h o f th e
behavioral assumptions out o f which transaction cost economics works . The
second stage test is political.* does the proposed alternativ e enjoy the requisit e
political suppor t t o b e implemented ? Bot h of thes e test s ar e controversial ,
especiaEy the second.

The economic test disallows the standard gambit of ascribing benign inten t
to governmen t regulation . Instead , government failure s an d marke t failure s
must bot h b e admitted . I f th e governmen t win s th e organizationa l for m
competition o n efficiency grounds , that will not be a contrived result but will
be the outcome of a genuine side-by-sid e competition . Assumin g that this is
passed, th e politica l tes t pose s a  furthe r hurdle . Ca n th e superio r feasibl e
economic alternative actually be implemented? If it cannot, then we need to get
beyond feasabilit y t o mak e allowance for politics (and the politica l purpose s
served by what appear to be convoluted extant programs). This is where the
need fo r economist s t o b e mor e respectfu l o f politic s come s in . Mode s of
organization tha t are judged t o be remediably inefficien t i n economic term s
may qualif y a s efficien t whe n politic s i s introduced. I f economics doe s no t
tramp politics but works in the service of politics, then we need to understand
the latter.

This is not t o say that all extant political outcomes qualif y a s efficient. Both
general an d particula r objections ca n b e registered . A t th e genera l level , a
political system could be judged to be so lacking in merit as to be undeserving of
respect. Even, moreover, within polities that, at a general level, are judged to be

M Anothe r possibility is technological infeasibffity: a n alternative is described whic h violates the law s of
physics—for example, a perpetual motion machine. But, whereas hypothetical ideals of a technological kind
arft instantly recognised as simplistic* hypothetical ideals of an organizational kitid still get a hearing in r^any
quarters.
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above threshold , particula r objection s ca n b e presented . A s discussed else -
where,67 a presumption tha t a particular program is efficient can be rebutted by
showing that (1) the program incur s vastly greater deadweight losses than had
previously bee n disclosed ; (2 ) the progra m ha s take n o n a  lif e o f it s own ,
of whic h captur e i s a n especiall y troublesom e possibility ; (3 ) riva l feasibl e
alternatives are unfairl y disadvantage d by second move r disadvantage s or in
other organizational respects ; and/or (4) the extant program i s otherwise th e
product o f unacceptabl e initia l conditions . A s i t turn s out , overturnin g a n
efficiency presumption for a particular program in a polity that is judged to be
above threshol d a t th e genera l leve l is not easy-—especiall y i n a n advanced
economy.

Sometimes, however , bargains ca n be struc k with developin g economie s
that are not feasibl e i n more advanced economies. That i s because additional
degrees of freedom accrue when economic aid is introduced into the calculus,
which is the case when assessing developing (as against developed) economies
where conditiona l economi c ai d can be use d t o strik e bargains wit h a n en-
trenched polity. Reforms tha t would otherwise be unacceptable may become
acceptable if the price is right.

It will be usefu l i n this connection t o appea l to th e four-wa y classificatio n
of nation state s show n i n Figur e 3.1 , wher e th e conditio n o f th e econom y
(developed o r developing) 68 and the conditio n o f the polit y (abov e o r belo w

Economy

Developed

I

in

Developing

II

IV

Fig. 3,1

*7 Williamson , Mechanisms o f Governance  > ch. 8 .
68 Th e Worl d Bank study, (Bmmvcrats  i n Business, p, xvii ) describes "developing economies" as chose in

which the 1992 per capita income is $8,3$J or less and "industrial economies" as chose in which (he 1992 per
capica income is $8,356 or tnot^e . For my purposes, developing economies probably have a lower per capita
income, but 1 do not have a clean cut-off point.
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threshold) are the key dimensions. Regarding the second of these, polities are
judged to be below threshold if they lack the capacity reliably to deliver de facto
democratic outcomes, where failures of democracy can take any of three forms:
(I) th e polity does not possess the requisite de jure democratic features; (2) the
requisite de jure feature s ar e present but th e condition s o f embeddedness to
support d e fact o democrac y ar e lacking ; an d (3 ) the requisit e d e jure an d
embeddedness features are present but have been defeated by corruption (ofte n
with the support of the military). Both totalitarian and authoritarian states are
implicated.69

5.1 Cell  I; Developed Economy,  Above Threshold

Nation states that are located in this cell are judged to be efficient. This is not to
say that a H have reached a degree of "perfection," or that differences betwee n
them are inconsequential. They are, however, irremediable, in that there is no
realistic prospect fo r general reform . Th e economi c an d politica l institution s
out of which such a nation state works are deemed to be acceptable,

Great Britain and France are examples of Cell I entries. I t is elementary that
the politie s i n thes e tw o countrie s diffe r an d tha t thes e difference s hav e
consequential effect s o n socia l behavior and economic performance . Because
both polities are above threshold, however , the need is to understand what the
differences ar e and how these play out. As each polity is a syndrome of related
attributes, we need t o com e to term s with th e strength s an d weaknesses o f
each—in a  manner very similar to the transactio n cos t treatment o f markets
and hierarchies as a syndrome of attributes.70 Thus, just as we expect markets
and hierarchies to organize different transactions, so should we expect differen t
polities t o suppor t differen t economi c an d socia l programs . Rathe r tha n
regretting differences and/o r failures to correspond t o a hypothetical ideal, we
need t o ascertai n wha t thes e difference s ar e an d t o develo p th e systemati c
consequences (refutabl e implications ) tha t accru e thereto . Understandin g
"What's going on here" rather than prescribing "This is the law here" is what
the exercise is all about,

To be sure, were it possible to examine these two polities in the context of de
novo choice, one polity may appear to have net advantages in relation t o the
other. D e novo choices, however, ar e rarely posed. On-going polities that are
above threshold an d that enjoy th e assent of the governed ar e ones for which.
there is no case for general reform. In that event, any case for reform must rest
on policy particulars.

The sugar program discussed in Section 4.3 is an example of such a particular.
si> Barr y W. Paulson, Economic Development (Minneapolis-Si Paul: West Publishing, 1994), p, 98,
711 Williamson , "Comparative Economic Organization."



Economic Institutions and Development 11 5

If i t were the case that this program of redistribution had its origins i n an early
denial of the voting franchise to a subset of the population on which the current
burdens are disproportionately concentrated , or if the deadweight losses of this
program ha d no t previousl y bee n disclose d and./o r ar e judge d t o b e
unacceptably large, or if the program is the convoluted produc t of events that
are deemed ex ante unimaginable an d ex post unacceptable, the n a judgment of
efficiency woul d b e withheld. 71 As it turn s out , however , upsettin g Stigler' s
rough-and-ready test-of-tim e criterio n fo r ascribin g efficienc y i s no t easy— -
which is to say that it is difficult (bu t not impossible) t o deny efficiency on one
or more of these grounds.

5.2 Cel l II; Developing Economy, Above Threshold

Similar considerations apply to a  developing economy—wit h th e adde d pro-
vision, however , tha t developin g economie s ca n sometime s b e induce d t o
make changes tha t develope d economie s canno t (a t least i f the econom y i n
question is of only moderate size) . Added latitude obtains if and as deals can be
made betwee n organization s tha t ar e administerin g economi c ai d an d th e
polity in the developing country .

Absent, a n outsid e offe r t o suppl y ai d a s a  conditio n o f reform , th e pre -
sumption is that the politicians in a country that is above threshold have already
struck the deals that are perceived to be cost-effective an d mutually beneficial,
Subject to the same types of particular exception discussed above, such a state
of affairs i s deemed to be provisionally efficient. Absen t an inducement fro m
outside th e system. , th e prevailin g state of affair s i s irremediable (an d in that
sense efficient) .

As indicated, however, th e conditiona l suppl y o f aid by an outside agency
will sometime s mak e i t possibl e t o strik e deal s tha t ar e perceive d a s a n
improvement bot h b y incumben t politician s an d b y standar d welfar e eco -
nomics criteria . Wha t woul d otherwis e b e a n irremediabl e conditio n thu s
becomes remediable—becaus e a  superio r feasibl e alternativ e ca n b e bot h
described and implemented. The recent World Bank Policy Research Report on
Bureaucrats in Business is pertinent. As Michael Bruno puts it in his foreword, the
report

describes the formidable obstacles governments face when attempting to divest state-
owned enterprises or otherwise improve their performance, [ye t finds that]... some
governments have indeed overcome the obstacles. Following a comprehensive reform
strategy, they have divested when possible, and improved performance incentive s for
firms remaining in government hands. Trade and investment have usually followed,

71 Williamson , Mechanisms of  Governance,  ch. 8.
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bringing more rapid growth and enhanced opportunities fo r society a t large. But why
haven't more governments privatize d or otherwise reformed state-owned enterprises ?
Reform entails political costs. Because politics is integral to reform, a study of reforms in
public ownership cannot exclude political analysis , A key finding of the repor t is that
political obstacles are the main reason that state enterprise refor m has made so little headway f a
the last decade. The report make s an innovative attemp t t o objectively disentangle an d
measure the elements tha t constitute the political constraints o n reform. While this is a
significant contribution, we should also bear in mind tha t our analytica l knowledge o f
political processes, though arguably older, is less complete than that of economic force s
and motives . I t is an area i n which additiona l analytica l work and more data wil l n o
doubt enhance our knowledge in the years to come.'2 (emphasis added)

As the authors of the report subsequently develop, the politics of reforming
state-owned enterprises turns on three conditions: political desirability, political
feasibility, and credibility.73 On political desirability, transaction cost economic s
has little to say. The second and third conditions—feasibility an d credibility—
relate directl y t o remediablenes s an d credibl e commitmen t considerations ,
both of which are core transaction cost economics concepts. Interestingly, more-
over, the third core concept of transaction cost economics—the disabilities that
accrue to government bureaucracy—is also pertinent. Thus, although Herber t
Simon avers that "careful comparative studies have generally found it hard to
identify systemati c difference s i n productivity an d efficienc y between , profit -
making .. . an d publicly-controlled organizations," 74 th e Worl d Ban k study
vigorously contest s that position''5 and provides considerable evidence to th e
contrary. Bu t fo r th e differentia l burden s o f governmen t bureaucracy , the
economic case for privatization would vanish.

The upshot is that transaction cost economics provides much of the requisite
conceptual framework within which to deal with the politics and economics of
development an d reform. Because, however, the actio n resides in the details,
this conceptual framework need s to be joined by deep local knowledge. Tha t
combination is precisely what the World Bank team brings.'6

5.3 Cell  III: Developed  Economy,  Below Threshold

Cell II I describes authoritarian or totalitaria n nation states for which there i s
little internal economic pressure fo r reform and for which a feasible economic

/2 Worl d Bank, Bttreaucnus in Business, pp. xi-xii.
n Ibid. , pp. 10-14,
''4 Herber t Simon, "Organizations and Markets," journal 0fEconomic Pmpectiv€$<  5  (1991): 25™44, at p. 38.
i f> Worl d Bank, BwreetucTtits in Business, pp. 33-50.
'* Th e WorM B^jtfc siudy "looks at company eKperience in depth and creatively applies institutional analysis

to iJe!.e.!T0ine haw contracts be tween management and government can serve as tools to reform enterprises. ,  ,
It suggests policy courses to be pursued under different country and enterprise conditions' *: Ibid, p. xi.
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deal to effect reform cannot be presented by outsiders. Such nation states can be
condemned a s oppressors o f human and political rights, which can encourag e
political dissidents, Realistically, however, major reform is out o f the question,
At best, minor deals may sometimes be struck on particulars,

Mancur Olso n appear s t o conclud e similarl y upo n posin g th e question ,
"What special circumstances explain the cases where a more or less democratic
or a t leas t pluralisti c governmen t emerge s ou t o f a n autocracy?" 77 I f I
understand hi s respons e t o thi s quer y correctly , suc h reform s ar e les s th e
product o f conscious effort s than they are adventitious: "autocracy is prevented
and democrac y permitte d b y th e accidents  o f history  tha t leav e a  balanc e of
power o r stalemate— a dispersio n o f forc e an d resource s tha t make s i t
impossible fo r an y on e leade r o r grou p t o overpowe r al l o f th e others "
(emphasis added). 78 Although those accident s of history can be identified afte r
the fact , a  predictive theor y ha s ye t t o materialize,'' 9 I f the instrument s fo r a
major reshapin g o f th e institutiona l environmen t ar e rarel y o n th e table —
cataclysmic event s lik e th e Gloriou s Revolution , o r th e America n Revolu-
tion, o r th e Russia n Revolutio n bein g beyon d th e scop e o f "conscious ,
deliberate, purposeful" public  policy analysis—then thai condition needs to be
admitted.

5.4 Cel l IF; Developing Economy, Below Threshold

As there i s greater economic pressur e fo r reform in Cell IV , the possibilit y of
striking a deal is improved. Hard-headed credibility considerations nevertheless
apply,

Thus, d e jure democratic reform, could be for naught if the requisite societal
embeddedness conditions ar e no t satisfied, 80 Th e prospect s ar e bette r i f the
informal embeddedness conditions—th e sanctions, taboos, customs, traditions,
and code s o f conduc t t o whic h Nort h refers 81—are i n plac e an d th e mai n
obstacle i s th e military . I n tha t event , a  mov e fro m Cel l I V t o Cel l I I with
the prospect s o f Cel l !  ma y be possible . Bu t suc h a  mov e i s not eas y t o
orchestrate.

Absent a realistic prospect fo r general reform, a lowering of sights is needed.
Economic aid in the form of humanitarian relief (food, medical assistance) may
be the extent of it. To expect a  great dea l more than this in nations where the
relevant embeddedness condition s do not obtain is wishful thinking .

'' Olso n "Dictatorship," p , 57;J,
?8 Ibid .
'* Th e principa l exampl e offere d b y Olson , a s wel l a s b y .Nort h an d Weingast . "Constitution s and

Commitment," is the Glorious Revolution in England in the I7c h cent.: see Olson "Dictatorship." p, 574 ,
m Se e Wetngasc, "Political Foundations," fora discussion of the importance of erriheddednes*.
81 North . "Institutions," p, 97.
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6 Concludin g Remarks
My purpose has been to sketch the basic framework and key ideas out of which
transaction cost economics works, and thereafter to apply these to the puzzles
of economic organization , politics , and economic reform. As developed herein ,
some o f the chronic puzzles in all three of these area s are better explained by
going beyond orthodoxy and appealing to comparative contractual reasoning
in which credible commitments, bureaucracy , and remediableness are featured.

Of thes e thre e concepts , remediablenes s ha s th e mos t far-reachin g
ramifications fo r reshaping our understandin g of economic developmen t an d
reform. Th e recurrin g themes ar e these: (1) all feasible forms of organization
are flawe d i n relatio n t o a  hypothetica l ideal ; (2 ) man y practice s tha t ar e
regarded a s reprehensibl e whe n viewe d throug h th e len s o f pric e theory /
applied welfare economics actually serv e efficienc y purpose s and/or are no t
remediable whe n examine d through th e len s o f transaction cos t economics ;
and (3 ) the readines s with which many economists an d public policy analysts
have condemned observe d practic e and prescribed public policy intervention
should giv e way to more carefull y delimite d (selective) intervention; also, (4 )
the action resides in the details.

The key actors in the bottom-up approach to development an d reform are
the individuals , groups , an d firm s tha t ar e examinin g th e curren t an d pro -
spective economic environment fo r allocating human and physical assets with
reference to the perceived hazards and opportunities. The degree of credibility
in th e institutiona l environmen t turn s ou t t o b e crucia l fo r thi s purpose .
Regimes tha t ar e perceived t o b e unreliable , unstable , or , eve n worse , pre -
datory pose hazards . Not only will investments in human and physical capital
vary systematicall y with th e natur e an d magnitude  o f those hazards , bu t s o
likewise will organization.



f Dictatorship, Democracy, and
Development

Mancur Olson1

I Introductio n

In my student days , in reading Edwar d Banfield's accoun t of the beliefs of the
people in a poor village in southern Italy, I came upon a remarkable statement
by a  village monarchist . H e said : "Monarchy i s the bes t kin d of government
because the King is then owner of the country. Like the owner of a house, when
the wirin g i s wrong, h e fixes it,"2 The villager' s argument jarred against my
democratic convictions, although I  could not deny that the owner of a country
would have an incentive to make his property productive . Coul d the germ of
truth in the monarchist's argument be reconciled with the case for democracy?

It is only in recent years that I have arrived at an answer to this question. I t
turns out tha t for a satisfactory answer one needs a new theory of dictatorship
and democracy and of how each of these types of government affect s economi c
development. Onc e this new theory i s understood, on e can begin t o see how
autocracies and democracie s firs t emerge, I  shall se t ou t thi s conception i n a
brief and informa l way an d us e i t t o explai n some o f the mos t conspicuou s
features of historical experience,

The starting point for the theory is that no society can work satisfactorily if it
does no t hav e a  peacefu l orde r an d usuall y othe r publi c good s a s well .
Obviously, anarchi c violenc e canno t b e rationa l fo r a  society: th e victim s o f
violence an d theft lose not only what is taken from them but also the incentive

1 Thi s atrtief e wa s previousl y published unde r th e sam e titl e i n America n Political  Scttnc t Review,  $7(3)
(September 1993) : 567-76. It is reprinted with permission of the American Politica l Science Assocadon. I am
graceful to the US Agency for International Development for support of my research on this subject through
my Center for institutional Reform and the Informal Sector (IRIS),
! Edward Banfield , The Aferol Basis ofa Backwards  Society  (Glencoe, III: Free Press, 1958) , p. 26.
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to produce any goods that -would be taken by others. There is accordingly little
or no production i n the absenc e of a peaceful order . Thus , ther e are colossa l
gains from providing domesti c tranquility and other basic public goods. These
gains can be shared in ways that leave everyone in a society better off , Ca n we
conclude that , because everyone could gain from it, a peaceful orde r emerge s
by voluntary agreement?

From th e logi c o f th e matter , w e shoul d expec t tha t i n smal l group s a
generally peaceful order will normally emerge by voluntary agreement but that
in large populations i t will not. The ke y t o th e matte r is that each individual
bears the full costs or risks of anything he or she does to help establish a peaceful
order or to provide other public goods but receives only a share of the benefits .
In a  tiny group , suc h a s a hunter-gatherer band , each person o r famil y wil l
obtain a  significan t shar e o f th e benefit s o f a  peacefu l order , an d th e ne t
advantages of such an order are so great that even a single family's share of the
gains can easily outweigh th e sacrifice s needed to obtai n it . Moreover, when
there are only a few, the welfare of each noticeably depends on whether each of
the other s act s in a  group-oriented way . Thus , eac h family , b y making clear
that cooperatio n b y anothe r wil l brin g fort h it s ow n cooperatio n bu t tha t
noncooperation wil l not, can increase the likelihood that another wil l match its
behavior, thereby increasing the incentive each has to act in the group interest .
The theoretical prediction that sufficiently smal l groups can often organiz e for
collective action is corroborated b y countless observations.3

This predictio n i s also i n accor d wit h anthropologica l observations o f th e
most primitiv e societies . Th e simples t food-gatherin g and huntin g societie s
are normally made up of bands that have (including the children ) only about
50-100 people. In other words , such a band will normally contain onl y a  few
families tha t nee d t o cooperate . Anthropologist s fin d tha t primitiv e tribe s
normally maintain peace and order by voluntary agreement, and that is to some
extent wha t Tacitus, Caesar , an d other classica l writers observed amon g th e
less advance d Germanic tribes . Th e mos t primitiv e tribes ten d t o mak e all
important collectiv e decisions by consensus, an d many of them d o not eve n
have chiefs. When a band becomes too large or disagreement is intense, it may
split, but the new bands normally also make decisions by unanimous consent. If
a tribe is in the hunting-and-gathering stage, there is also little or no incentive
for it to subjugate another tribe or to keep slaves, since captives cannot generat e
enough surplu s above subsistence to justify the costs of guarding them.4 Thus,

1 Mancu r Olson, The Logic of Collective Action (Cambridge, Mass.: Harvard University Press, 1965) ,
4 Ther e i s quantitativ e evidenc e fro m a n exhaustiv e surve y o f ethnographi c account s showing tha t

references to slaves are virtually absent in the accounts of the most primitive peoples but are rather common
in more advanced agriculture] societies. See L, T. Hothouse, G. C. Wheeler, and M. Ginsberg, The  Material
Culture 4nt f Social  Institutions  o f Simple r Peoples  (London : Roudedg e d t Kega n Paul , 19d5) . Slaver y i s
unprofitable i n huBtisig-gatheriHg ; societies ; se e Mancu r OisoB , "Som e Histori c Variatio n i n Propert y
Institutions," mimeo, (Princeton. University, 1967 .
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within th e mos t primitiv e tribe s o f pre-agricultura l history , th e logica l pre -
sumption tha t th e grea t gain s fro m a  peacefu l orde r ca n b e achieve d b y
voluntary agreement appears to hold true.

Once people s learne d how t o rais e crops effectively , productio n increased,
population grew , an d large populations neede d governments . Whe n ther e is
a larg e population , th e sam e logi c tha t show s wh y smal l group s ca n ac t
consensually in their common interes t tell s us that voluntary collective action
cannot obtain the gains from a peaceful order or other public goods, eve n when
the aggregate ne t gains from the provision of basic public goods are large.* The
main reason is that the typical individual in a society with, say, a million peopl e
will get only about one-milliont h of the gai n from a collective good, bu t wil l
bear the whole cost of whatever he or she does to help provide it, and therefore
has little or no incentive t o contribute, to the provision o f the collective good .
There i s by now a  huge theoretical an d empirical literature on this point, and
the grea t preponderanc e o f i t agree s that , just a s smal l group s ca n usually
engage in spontaneous collectives, very large group s are not abl e to achiev e
collective goals through voluntary collective action. *

Thus, we should not be surprised that, while there have been much written
about th e desirabilit y o f "socia l contracts " t o obtai n th e benefit s o f law and
order, no one has ever found a  large society that obtained a  peaceful orde r o r
other public goods through an agreement among the individuals in the society.

2 Th e First Blessing of the Invisible Hand
Why, then, have most populous societies throughout history normally avoided
anarchy? An answe r cam e t o m e b y chanc e whe n readin g abou t a  Chines e
warlord/ I n the 1920 s Chin a wa s in larg e part unde r the contro l o f various
warlords. These were men who led armed bands with which they conquered
some territory and then appointed themselves lords of that territory; they taxed
the population heavil y and pocketed much of the proceeds. I n addition, there

^ Sma E tribes can sometimes fonn federations and thereby increas e the number who can obtain collective
goexis through voluntar y action; see Olson, The  Logic'  of Collective  Action, pp. 62 3 , Soroe of the ver y earliest
agricultural societies may have been of this character. But when the number o f small groups itself becomes
very large, the large-number proble m i s e¥ident again and voluntary collective action is infeasible,

* Fo r citations t o much of the best literature extending an d testing the argumen t i n The Logic of Collective
Action, as well as for valuable new analyses, see Russel l Hanjin , Collective  Action (BaltiiBOre : Johns Hopkins
University Press, 1982) , and Todd Sandier, Collective Action.; Theory and  Applications (An n Arbor: University of
Michigan Press, 1992).

7 Se e James E , Sheridan, Chinese Warlord:  Th e Career of Feng Yu-hsiang (Stanford: Stanford University Press,
1966).
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were rovin g bandits,  wh o plundere d and move d on . Th e warlor d Fen g Yu-
hsiang wa s noted fo r th e exceptiona l exten t t o whic h h e use d bi s arm y t o
suppress such bandits and for his defeat of the relatively substantial army of the
roving bandi t Whit e Wolf . Apparently most people i n Feng' s domain foun d
him much preferable to the roving bandits.

At first , thi s seem s puzzling : wh y shoul d warlords , who wer e stationary
bandits, continuously stealing from a given group o f victims, be preferred , by
those victims to roving bandits, who stole but soon departed? The warlords had
no claim to legitimacy, and their thefts were distinguished from those of roving
bandits only because they too k the for m o f continuing taxatio n rather tha n
occasional plunder.

The point is, if a bandit rationally settles down and takes his theft in the form
of regular taxation, and at the same time maintains a monopoly on theft in his
domain, the n thos e fro m who m h e exact s taxe s wil l hav e a n incentiv e t o
produce. The rational stationary bandit will take only a part of their income in
taxes, because he wil l be abl e to exac t a larger tota l amount o f income fro m
his subjects i f he leave s them wit h an incentiv e to generat e income tha t h e
can tax.

If the stationar y bandi t successfully monopolize s th e thef t i n hi s domain ,
then hi s victims do not nee d to worry abou t thef t b y others. I f he steals only
through regula r taxation, then his subjects know that they can keep whatever
proportion of their output is left afte r they have paid their taxes. Since all of the
settled bandit' s victims are fo r him a  source o f tax payments, he als o has a n
incentive to prohibit the murder or maiming of his subjects. With the  rational
monopolization of theft—in contrast to uncoordinated competitive theft—th e
victims of the theft can expect to retain whatever capital they accumulate out of
after-tax income and therefore will also have an incentive to save and to invest,
thereby increasing future income and tax receipts. The monopolization of theft
and the protection o f the tax-generatin g subjects thereby eliminates anarchy.
Since the warlord takes a part of total production in the form of tax theft, it will
also pay him to provide othe r public goods whenever th e provision o f these
goods increases taxable income sufficiently .

In a  world o f roving banditry, there i s little o r n o incentiv e for anyone to
produce or accumulate anything that may be stolen and, thus, there is little for
bandits t o steal . Bandi t rationality , accordingly , induces the bandi t leade r t o
seize a  given domain , make himself the rule r of that domain, and provide a
peaceful orde r and other public goods for its inhabitants, thereby enabling him
to obtain more in tax theft than he could have obtained from migratory plunder.

Thus, w e hav e "the firs t blessin g of the invisibl e hand": th e rational , self -
interested leade r of a band of roving bandits is led, as though b y a n invisible
hand, to settle down, wear a crown, and replace anarchy with government. The
gigantic increase in. output that normally arises from, the provision of a peaceful
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order and other public goods gives the stationary bandit a far larger take than he
could obtain if he did not provide government.

Thus, government for groups larger tha n tribes normally arises not because
of social contracts o r voluntary transactions of any kind, but rathe r because of
rational self-interes t among thos e who ca n organize th e greates t capacit y for
violence. These violent entrepreneurs naturally do not call themselves bandit s
but, on the contrary, give themselves and their descendants exalted titles. They
sometimes even  clai m t o rul e by divine right , Sinc e history i s written b y th e
winners, th e origins of ruling dynasties are, of course, conventionally explained
in terms of lofty motives rather than self-interest. Autocrats of all kinds usually
claim that their subjects want them to rule and thereby nourish the unhistorical
assumption tha t governmen t aros e ou t o f som e kin d o f voluntar y choice ,
(These claim s hav e a n ech o i n som e literatur e i n th e "transactio n costs "
tradition tha t attempt s t o explai n the emergenc e o f various kinds, of govern-
ments partl y o r wholl y throug h voluntar y contract s an d th e cost s o f th e
transactions associated with them.8)

Any individual who has autocratic control over a country will provide public
goods to that country because he or she has an "encompassing interest " in it,9
The exten t o f the encompassin g interes t o f a n office-holder , politica l party ,
interest group , monarch , o r an y other partia l o r tota l "owner " o f a  society
varies with the size of the stake in the society. The larger or more encompassin g
the stake an organization o r individual has in a society, the greater the incentive
the organization or individual has to take action, to provide public goods for the
society. If an autocra t receive d one-third o f any increase in the incom e o f his
domain in increased tax collections, he would then get one-third of the benefits
of the public goods he provided. He would the n have an incentive to provide
public goods up to the point where the national income rose by the reciprocal
of one-third, o r three , from his last unit of public good expenditure . Thoug h
the society' s incom e an d welfar e would obviousl y b e greate r fro m a  large r
expenditure o n publi c goods, th e gain s to societ y from th e public  goods that
a rationa l self-intereste d autocra t provide s ar e nonetheles s ofte n colossal .

B Se e Yorain Barzel , Property Rights and the Evolution of the State, Manuscript (December 199.1) ; Edgar
Kiser and Yoram Barze!, "Origins o f Democracy in England," journal of Rationality and Society,  3  (1991); 396;
Douglass North , Growt h and Structural Change  (New York: W. W. Norton , 1981) ; and Douglass North and
Robert Thomas, The  Rue 0f  the  West (Cambridge ; Cambridge University Pr^ss, 1973) . This literature is mosc
constructive 3nd interesting, but, to the extent to which it tries to explain government in terms of voluntary
transactions, it . is not convincing . North , while emphasizin g transaction costs an d contracts , als o lises th e
notion of the "predator y state" an d the logic of collective action in his account of the state , so his approach
must be distinguished from Barzel's.

9 Fo r the definition o f an encompassing interest and evidence of its importance, sec Mancu r Olson, The
Rise and Decline  of Nations  (New  Haven: Yale Universit y Press, 1982) . The logica l structure of the theor y that
encompassing interest s will be concerned wit h the outcome for society whereas narrow groups wil l no t is
identical wit h the logi c that shows tha t smal l groups can  engage in  voluntar y collectiv e actio n but  larg e
groups cannot.
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Consider, fo r example , th e gain s fro m replacin g a  violen t anarch y wit h a
minimal degree of public order.

From history, we know that the encompassing interest of the tax-collecting
autocrat permit s a  considerabl e developmen t o f civilization . Fro m no t lon g
after the first development, of settled agriculture until, say, about the time of the
French Revolution , the overwhelmin g majorit y o f mankin d wa s subjec t t o
autocracy and tax theft. Histor y until relatively recent times has been mostly a
story of the gradual progress of civilization under stationary bandits interrupted
by occasiona l episodes o f roving banditry. From about the tim e tha t Sargon's
conquests create d th e empir e o f Akfca d until , say , the tim e o f Louis XVI and
Voltaire, there was an impressive development of civilization that occurred i n
large part under stationary banditry.10

3 Th e Grasping Hand
We can now begin t o reconcile th e village monarchist' s insigh t an d the fore -
going argumen t with the case for democracy. Though the villag e monarchis t
was right in saying that the absolute rule r has as much incentiv e t o carry ou t
repairs a s th e owne r o f a  house , hi s analog y i s nonetheles s profoundl y
misleading. The autocrat is not in a position analogous to the owner of a single
house or even to the owner of all housing, but rather to the owner of all wealth,
both tangibl e and human , i n a  country . Th e autocra t doe s indee d hav e an
incentive to maintain and increase the productivity of everything an d everyone
in his domain, and his subjects will gain from this. But he also has an incentive
to charg e a  monopoly  rent , and t o lev y this monopoly charg e o n everything ,
including human labor.

In other words, the autocratic ruler has an incentive to extract the maximum
possible surplu s fro m th e whol e societ y an d t o us e i t for hi s own purposes .
Exactly the sam e rational self-interest that makes a roving bandit settle dow n
and provide government for his subjects also makes him extract the maximum
possible amoun t fro m th e societ y fo r himself . H e wil l us e hi s monopoly of
coercive power to obtain the maximum take in taxes and other exactions .

The consumptio n o f a n autocrati c rule r is , moreover, no t limite d by hi s
personal capacities to use food, shelter, or clothing. Though the pyramids, the

!u Man y o f the more renwkahle advances in civilization, even in historic times, took place in somewhat
democratic or nondictatoria l societies such a s ancient Athens, the Roma n Republic , the nort h Italia n city-
states, th e Netherland s i n the 17t h cent. , an d (a t leas t afte r 1689 ) Grea t Britain . Th e explanatio n fo r th e
disproportionate representation of nonautocraiic jurisdictions in toma n progres s is presented below.
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palace o f Versailles, th e Ta j Mahal , and eve n Imeld a Marcos' s 3,00 0 pairs o f
shoes wer e expensive, the socia l costs of autocratic leaders arise mostly ou t o f
their appetites for military power, internationa l prestige, and larger domains. It.
took a large proportion o f the tota l output o f the Soviet Union, for example, to
satisfy the preferences of its dictators,"

Some writer s us e the metapho r of the "predator y state, " but thi s i s mis-
leading, eve n fo r autocracies . A s w e sa w earlier , a  stationar y bandit ha s a n
encompassing interes t i n th e territor y h e control s an d accordingl y provide s
domestic orde r and other publi c goods. Thus, he is not lik e the wolf that preys
on th e elk , bu t mor e lik e th e ranche r wh o make s sur e tha t hi s cattl e ar e
protected an d give n water . Th e metapho r o f predatio n obscure s th e grea t
superiority of stationary banditry over anarchy and the advances of civilization
that have resulted fro m it. No metaphor o r model of even the autocratic state
can therefore be correct unles s it simultaneously takes account of the stationary
bandit's incentive t o provide public goods at the same time that he extracts the
largest possible ne t surplus for himself.

Though th e form s tha t stationar y banditry ha s take n ove r th e cours e o f
history are diverse, the essence of the matte r can be seen by assuming that the
autocrat gets al l of hi s receipts i n the for m o f explici t taxation. The rationa l
autocrat wil l devot e som e o f th e resource s h e obtain s throug h taxatio n t o
public goods, but will impose far higher tax rates than are needed t o pay for the
public goods since he also uses tax collections to maximize his net surplus. The
higher the level of provision o f public goods, given the tax rate, the higher th e
society's income an d the yield from thi s tax rate. At the same time, the highe r
the tax rate, given th e level of public good provision, the lower the income of
society, since taxes distort incentives,

So what tax rate and what level of public good provision will the rational self -
interested autocra t choose ? Assume for the moment tha t the autocrat's level of
public goo d expenditur e i s given. A s Joseph Schumpete r lucidl y pointe d out ,
and Ib n Kalduh n sensed muc h earlier,' * tax receipts will (i f we star t with lo w

" Th e theory offered her e applies 10 communist autocracies , as much as to other types, though it needs to
be elaborate d t o tak e aecoimt  o f th e "implici t tax-poet ; discrimination " pioneere d b y Joseph Stalin . Thi s
innovation enable d Stalinis t regime s to obtai n a  larger proportion o f social output fo r thei r ow n purpose s
tban an y othe r regime ha d bee n abl e t o do . Thi s explain s Stalin' s succes s i n makin g th e Sovie t Unio n a
superpower an d als o the grea t militar y capacit y of' 1 man y communis t regimes , Furthermore , i t generated a
unique dependenc e o f th e syste m o n it s management cadre , whic h ultimatel y prove d fatal . Fo r ho w th e
theory applie s to communist autocracies and the societies i n transition, see Christopher Clagtt e and Gordo n
Rausser, eds., The  Emergenc e of Market  Kamomics  i n liasteni Kurepe  ('Cambridge , Mass.; Basil Blackwell , ]9*>2) ,
preface an d ch . 4 ; Peter Murrel l an d Mancu r Olson , "Th e Devolutio n o f Centrall y Planne d Economies, "
Journal o f Comparative  Economics.  1 ! (1991) : 23 9 6'5 ; and Mancu r Olson , "Fro m Communis m t o a  Marke t
Democracy/' unpublished paper, Center for Institutional Reform and the !rvfcrm.id Sector, 19^3 ,

" Joseph Schumpeter, "The , Cnsis ot the Tax State," ntjoscph A , 'Sckumptti'r:  Tfe f Komamio ' $w4 S&cioiog}'$f
Capitalism, ed . Richar d Swedber g ('Princeton ; Princeto n Universit y press . 199!; ; an d Ib n Kalduhn , Th e
Mtigarfrflmalt trans . Frarix Rosernhai (Prmcerc*n; PrirK'.eion ljn?versiiv Press, 19c>7'i , Sehurnprter's analysis wit. s
written i n the highly taxed A.usfria--Bungarpn Empir e l;-tt e in Work! War I ,
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taxation) increase as tax rates increase, but afte r the revenue-maximizing rate is
reached, higher tax rates distort incentives and reduce income so much that tax
collections fell . Th e rationa l self-intereste d autocra t choose s th e revenue -
maximizing tax rate.

Though the amount collected at any tax rate will vary with the level of public
good provision, the revenue-maximizing tax rate  for the autocra t should not .
This optima l ta x rat e determine s exactl y how encompassin g th e interes t o f
the autocrat i n the society is; that is, it determines the share of any increase in
the national income that he will receive. He will , then spend money on public
goods up t o th e poin t wher e hi s las t dolla r o f expenditure o n publi c good s
generates a dollar's increase in his share of the national income. At this point,
the gain to society will, as we know, be the reciprocal of his share.

Though the subjects of the autocrat are better of f than they would be under
anarchy, they must endure taxes or other impositions s o high that, if they were
increased further , incom e would fal l b y so much that even the autocrat , wh o
absorbs only a portion of the fal l in income in the form of lower tax collections,
would be worse off,

There i s no lac k of historica l example s in. which autocrats fo r thei r ow n
political an d militar y purpose s collecte d a s muc h revenu e a s the y possibl y
could. Conside r th e larges t autocrati c jurisdictions i n Western history . Th e
Bourbon kings of France (especially on the eve of the French Revolution) were
collecting al l they could in taxes. The Habsbur g kings of Spain did the same .
The Roma n Empir e ultimatel y pushe d it s tax rate s a t leas t t o th e revenue -
maximizing level.

4 Th e Reach of Dictatorships and Democracies
Compared

How woul d government b y a rational self-interested autocrat compare wit h a
democracy? Democracies var y so much tha t no on e conclusio n ca n cover all
cases. Nonetheless , man y practical insight s can be obtaine d b y thinking irst
about on e o f the simples t democratic situations . This is a situation in which
there are two candidates for a presidency or two well-disciplined parties seeking
to for m th e government . Thi s simplifyin g assumption wil l b e favorabl e t o
democratic performance , fo r i t give s th e democrac y a n "encompassing "
interest rathe r lik e th e on e tha t motivate s th e stationar y bandit to provid e
some public goods, 1 shall make the opposite assumption later. But throughout,
I shal l avoi d givin g democrac y a n unfai r advantag e b y assumin g bette r
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motivation. 1  shall impartially assume that the democratic political leaders are
just a s self-interested as the stationar y bandi t an d wil l us e an y expedien t t o
obtain majority support,

Observation of two party democracies tells us that incumbents like to run on
a "you-never-had-it-so-good" record. An incumbent obviously would not leave
himself wit h suc h a  recor d if , like th e self-intereste d autocrat , h e too k fo r
himself th e larges t possibl e ne t surplu s fro m th e society . Bu t w e ar e to o
favorable to democracy if we assume that the incumbent party or president will
maximize his chances of re-election simply by making the electorate a s a whole
as well-off as possible.

A candidate needs only a  majority to win, and he might b e able to "buy" a
majority b y transferring incom e from th e population a t large to a prospective
majority. The taxes needed for this transfer would impair incentives and reduce
society's output just as an autocrat's redistribution to himself does. Would thi s
competition t o bu y vote s generate a s much distortio n o f incentives through
taxation as a rational autocrac y does? That is, would a vote-buying democratic
leader, lik e th e rationa l autocrat, hav e a n incentiv e t o pus h ta x rates t o th e
revenue-maximizing level?

No. Thoug h bot h th e majorit y an d th e autocra t hav e a n encompassin g
interest i n th e societ y becaus e the y contro l ta x collections , th e majorit y i n
addition earns a  significant share of the marke t income of the society , and this
gives i t a  more encompassing interes t i n the productivit y of the society . Th e
majority's interest i n its market earnings induces it to redistribute less to itself
than a n autocra t redistribute s t o himself . This i s evident i f we conside r th e
option tha t a  democrati c majorit y woul d hav e i f i t wer e a t th e revenue -
maximizing tax rate. At the revenue-maximizin g tax rate, a  minuscule change
in th e ta x rates wil l no t alte r tax collections . A  minuscule increase  i n th e ta x
rate will reduce the nationa l income b y enough s o that, even though a  larger
percentage o f incom e i s take n i n taxes , th e amoun t collecte d remain s
unchanged; and a tiny redaction in the tax rate will increase the national income
so much that, even though a smaller percentage i s taken in taxes, receipts are
unchanged. This is the optimal tax rate for the autocrat because changes in the
national income affec t his income only by changing tax collections.

But a  majority at the revenue-maximizin g ta x rate is bound t o increas e it s
income from a reduction in tax rates: when th e national income goes up, it not
only, lik e the autocrat , collects taxe s o n a  larger national income, bu t i t also
earns more income i n the market . So the optima l ta x rate for i t is bound t o
be lower than the autocrat's . The easiest arithmetic example comes from sup-
posing that the revenue-maximizing tax rate is one-third and that the majorit y
earns one-thir d o f th e nationa l incom e i n th e marketplace . Th e rationa l
autocrat wil l then find that the last dollar in taxes that he collects reduces the
national incom e b y three dollars. One-third o f this loss is his loss, s o he just
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breaks even on this last dollar of tax collection and is at his revenue-maximizing
rate. But if a majority mistakenly choose s this same tax rate, it would be hurting
itself, for it would lose two dollars (the same dollar lost by the autocrat plus one
dollar o f marke t income) fro m th e las t dolla r i t collected , i n taxes . Thus , a
majority would maximize its total income with a lower ta x rate and a smaller
redistribution to itself than would be chosen by an autocrat."

More generally, it pays a ruling interest (whether a n autocrat, a  majority, or
any other) to stop redistributing income to itself when the national income falls
by the reciprocal of the share of the national income it receives. If the revenue-
maximizing tax rate were one-half , a n autocra t woul d sto p increasin g taxe s
when th e nationa l incom e fel l b y tw o dollar s fro m hi s las t dolla r o f ta x
collection, A majority that, say, earned three-fifths o f the national income in the
market and found it optimal to transfer one-fifth o f the national income to itself
would necessaril y be reducing the nationa l incom e b y five-fourths, or $1,25 ,
from the last dollar that it redistributed to itself. Thus, the more encompassin g
an interest—the larger the shar e of the nationa l income i t receives taking all
sources together—the less wil l be the socia l losse s from its redistributions to
itself. Conversely, the narrower the interest, the less it will take account of the
social costs of redistributions to itself,

This last consideration make s i t clear why th e assumptio n tha t the demo -
cracy is governed by an encompassing interest can lead to much too optimisti c
predictions abou t many real-world democracies. The smal l parties tha t ofte n
emerge unde r proportional representation , fo r example, may encompass onl y
a tiny percentage o f a society and therefore may have little or no incentive t o
consider th e socia l cos t o f th e step s the y tak e o n behal f o f thei r narro w
constituencies. The specia l interes t group s tha t are th e mai n determinan t o f
what governmen t policie s prevai l in the particula r areas of interest t o thos e
interest group s hav e almos t n o incentiv e t o conside r th e socia l cost s o f die
redistributions the y obtain, A typical lobby in the Unite d States, for example,
represents less than one percent of the income-earning capacity of the country.
It follows from th e reciproca l rule that such a  group ha s an incentive to sto p
arranging further redistributions to its clients only when the social costs of the
redistribution become a t least a hundred times as great as the amount they win
in redistributional struggle,"

It would therefor e be wrong t o conclude tha t democracies will necessarily
redistribute les s tha n dictatorships . Thei r redistribution s will , however , b e
shared, ofte n quit e unequally , b y th e citizenry . Democrati c politica l com -
petition, eve n whe n i t work s ver y badly , doe s no t giv e th e leade r o f th e

1! A  mathematical and . a  geometrical proof o f this conclusio n an d a n analysi s o f many othe r technica l
questions raised by the present theory i s available on request. j'Most of these proofs a s we!) as proof's of some
other proposition s ar e ar e no w availabl e i n Marti n C , McGuir e an d Mancu r Olson, "Th e Economic s o f
Autocracy and Majority Rule: The Invisibl e Hand and the Use of Force," The Journal afiU'onmnic Literature,  34
(March 1996): 72-96,

14 Olson , Ris e find Decline.
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government th e incentiv e tha t a n autocra t ha s t o extrac t th e maximu m
attainable social surplus from the society to achieve his personal objectives .

6 "Lon g Live the King"

We know that an economy will generate its maximum income only if there is a
high, rate of investment, and that much of the return on long-term investment s
is received lon g afte r th e investment s ar e made. Thi s mean s that a n autocra t
who i s taking a  long vie w will tr y t o con.vi.nc e his subject s tha t thei r asset s
will b e permanentl y protecte d no t onl y fro m thef t b y others bu t als o fro m
expropriation b y th e autocra t himself . I f his subjects fear expropriation , the y
will invest less, and in the long run his tax collections will be reduced. To reach
the maximum income attainabl e at a given tax rate, a  society wil l also need to
enforce contracts, such as contracts for long-term loans , impartially; but the ful l
pins are, again, reaped only in the long run. To obtain the full advantag e from
long-run contracts , a country als o needs a stable currency . A  stationary bandi t
will therefore reap the maximum harvest in taxes—and his subjects will get the
largest gain from his encompassing interest in the productivity of his domain—-
only if he is taking an indefinitely lon g view, and only if his subjects have total
confidence tha t thei r "rights " t o privat e propert y an d t o impartia l contract
enforcement wil l be permanently respected and that the coin or currency will
retain it s full value.

Now suppose tha t an autocrat i s concerned only about getting through th e
next year . H e wil l the n gai n fro m expropriatin g an y convenient capita l asse t
whose ta x yield, over the year is less than its total value. He wil l also gain fro m
forgetting abou t th e enforcement of long-term contracts , from repudiatin g his
debts, and from coining or printing new money that he can spend, even though
this ultimately brings inflation. At the limit, when an autocrat has no reason t o
consider the future outpu t of the society at all, his incentives will be those o f a
roving bandit, and that is what he will become.'*

ls Whe n war crode$ ojufidefsce abou t what the boundaries o f an autocrat *$ domain wOJ be, an autocrat' s
Eirne horizon with respect to his possession of any given territory shortens—even if he believes he will re.main
in control of some territory somewhere. I n the limit , complete uncertainty about what territory an autocrat
will contro l result s i n covin g banditry . Th e advantage s of stationar y banditr y ove r rovin g banditr y ar e
obviously greatest whea there ar e natura l and militarily defensible frontiers. Interestingly, the earliest state s
in history emerged mainly in what , ijne anthropologis t cal l "environmentall y circumscribed" ai't?;ss s tha t is ,
areas of arable land surrounded by deserts, mountains, or coasts; see Robert L . Ganieiro, "A Theory of the
Origin o f th e State, " Science,  169  (1970) : 733-8 , Th e environmenta l tircuiracriptui n not . only provide s
militarily viable frontiers but also limits the opportunity for defeated tribes to flee to other ireas in which they
could suppor t themselve s (a s Carnetr o point s out) . Thi s f a tur n mean s tha t th e consensua l democrac y
characteristic o f th e earlies t stage s o f socia l evolutio n is , i n thes e geographica l conditions , replace d b y
autocratic states earlier than in other conditions.
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To b e sure , th e rationa l autocra t wil l hav e a n incentive , because o f hi s
interest in increasing the investment and trade of his subjects, to promise that
he wil l neve r confiscat e wealt h o r repudiat e assets . Bu t th e promis e o f an ,
autocrat i s not enforceabl e b y a n independen t judiciary o r an y othe r inde -
pendent sourc e of power, because autocratic power by definition implies that
there cannot be any judges or other sources of power in the society that the
autocrat canno t overrule . Because of this and the obvious possibility tha t any
dictator could, because of an insecure hold on power or the absence of an heir,
take a  short-ter m view , th e promise s o f a n autocra t ar e neve r completel y
credible. Thus, the model of the rational self-interested autocrat I  have offere d
is, in fact , somewha t to o sanguin e about economi c performanc e unde r suc h
autocrats because i t implicitly assumes that they have (and that their subject s
believe that they have) an indefinitely long planning horizon .

Many autocrats have had short time horizons, at least at times: the examples
of confiscations , repudiated loans, debased coinages , and inflate d currencie s
perpetrated by monarchs an d dictators over th e cours e o f history ar e almos t
beyond counting.

Perhaps the most interesting evidence about the importance of a monarch's
time horizon comes from the historical concern about the longevity of monarchs
and from the once-widespread belief in the social desirability of dynasties. There
are many ways in which to wish a king well; but the king's subjects, as the fore -
going argument shows, have more reason to be sincere when they say "long live
the king." I f the king anticipates and values dynastic succession, tha t furthe r
lengthens the planning horizon and is good for his subjects.

The historical , prevalence o f dynastic succession , i n spite of the near-zer o
probability tha t th e so n o f a  kin g i s th e mos t talente d perso n fo r th e job ,
probably also owes something to another neglected feature of absolutisms. Any
ruler wit h absolut e powe r cannot , b y definition , als o hav e a n independen t
source of power within the society that will select the next ruler and impose its
choice upon the society. An independent capacity to install a new ruler would
imply tha t thi s capacit y ca n b e use d t o remov e o r constrai n th e presen t
autocrat. Thus , a s is evident fro m moder n dictatorship s i n Afric a an d Lati n
America, most dictatorship s are by thei r nature especiall y susceptible t o suc-
cession crises and uncertainty about the future. These uncertainties add to the
problem, of short tim e horizons tha t has just been described. In these circum-
stances, it may be advantageous to a society if a consensus emerges about wh o
the next ruler will probably be, since this reduces the social losses arising from
the absenc e in a n autocrac y of an y independen t powe r tha t coul d ensur e a
smooth succession. Give n autocracy, then, dynastic succession can be socially
desirable, bot h becaus e i t ma y reduc e th e likelihoo d o f successio n crise s
and because i t ma y giv e monarch s mor e concer n fo r th e lon g ru n an d th e
productivity of their societies .
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7 Democracy , Individual Rights, and Economic
Development

We have seen that, whenever a dictator has a sufficiently short time horizon, it
is in hi s interes t t o confiscat e the propert y o f hi s subjects , to abrogat e an y
contracts h e ha s signe d i n borrowin g mone y fro m them , an d generall y t o
ignore th e long-ru n economi c consequence s o f hi s choices . Eve n the ever -
present possibility tha t a n autocracy wil l come t o be led by someone wit h a
short tim e horizo n alway s reduce s confidenc e i n investment s an d i n th e
enforcement of long-run contracts.

What d o th e individual s i n a n econom y nee d i f the y ar e t o hav e th e
maximum confidence that any property the y accumulate will be respected and
that an y contracts they sign wil l be impartially enforced? The y nee d a  secure
government tha t respects individual rights. Bu t individual rights are normally
an artifac t o f a  specia l se t o f governmental institutions . Ther e i s no privat e
property withou t government! I n a world of roving bandits, some individuals
may hav e possessions , bu t n o on e ha s a  clai m t o privat e propert y tha t i s
enforced b y th e society . There i s typically no reliabl e contrac t enforcemen t
unless there is an impartial court system that can call upon the coercive power
of the state to require individuals to honor the contracts they have made.

But individuals  nee d t o hav e thei r propert y an d thei r contrac t right s
protected from violation not only by other individuals in the private sector, but
also b y th e entit y tha t ha s th e greates t powe r i n th e society , namely , th e
government itself . An economy wil l be abl e to rea p al l potential gain s from ,
investment and from long-term transactions only if it has a government tha t is
believed t o b e stron g enough t o las t and inhibited fro m violatin g individual
rights to property and to contract enforcement.

What does a  society need in order t o have a government tha t satisfies bot h
of thes e conditions ? Interestingly , th e necessar y condition s t o ensur e th e
individual rights required for maximum economic development are exactly the
same condition s tha t ar e neede d t o hav e a  lastin g democracy . Obviously , a
democracy i s no t viabl e i f individuals , including th e leadin g rival s o f th e
administration in power, lack the rights to free speech and to security for their
property an d contracts, o r if the rule of law is not followed even when i t calls
for th e curren t administratio n t o leav e office . Thus , th e sam e cour t system ,
independent judiciary, and respect for law and individual rights that are needed
for a  lasting democracy are also required for security of property an d contrac t
rights.

As th e foregoin g reasonin g suggests , th e onl y societie s wher e individua l
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rights t o property an d contrac t ar e confidentl y expecte d t o las t acros s gener -
ations are the securely democratic societies. In an autocracy, the autocra t wil l
often hav e a short time horizon, and the absence of any independent power to
assure a n orderl y lega l successio n mean s tha t ther e i s alway s substantia l
uncertainty about wha t will happen when the current autocrat is gone. History
provides not a single example o f a long and uninterrupted sequenc e of absolute
rulers wh o continuousl y respecte d th e propert y an d contract-enforcemen t
rights o f their subjects . Admittedly, the terms , tenures , an d time horizon s of
democratic politica l leaders are perhaps even shorter tha n those of the typica l
autocrat, and democracies lose a good deal of efficiency becaus e of this. Bu t in
the secure democracy , with predictable succession o f power unde r th e rule of
law, the adjudication and enforcement of individual rights is not similarly short-
sighted. Man y individual s i n th e secur e democracie s confidentl y mak e eve n
very-long-term contracts , establis h trust s fo r great-grandchildren , an d creat e
foundations tha t they expect will last indefinitely, thereby revealing that they
expect their legal rights to be secure for the indefinite future .

Not surprisingly , then, capital often flees from countries wit h continuing o r
episodic dictatorship s (eve n when thes e countries have relatively little capital)
to th e stabl e democracies , eve n thoug h th e latte r ar e alread y relativel y wel l
supplied wit h capita l and thus offer onl y modest rate s of return. Similarly , the
gains from contract-intensive activities such a s banking, insurance, and capital
markets are also mainly reaped by stable democracies like the United States, the
United Kingdom , an d Switzerland , Thoug h experienc e show s tha t relativel y
poor countrie s ca n gro w extraordinaril y rapidly when the y hav e a  stron g
dictator who happens to have unusually goo d economic policies, such growth
lasts only for the ruling span of one or two such leaders. I t is no accident that the
countries tha t hav e reache d the highes t leve l o f economic developmen t an d
have enjoye d goo d economi c performanc e acros s generation s ar e al l stabl e
democracies. Democracies have also been abou t twice as likely to win wars as
have dictatorships.16

8 Th e Improbable Transition
How d o democracie s emerg e ou t o f autocracies ? It i s relatively eas y t o se e
how autocrati c governmen t emerge s and . why i t ha s bee n th e predominan t

form o f government sinc e th e developmen t o f 
hform of gobemment sonce the development of seetled agriculture: there is
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never a shortage of strong men wh o enjo y getting a fortune from tax receipts.
It i s muc h harde r t o se e ho w democrati c governmen t ca n emerg e ou t o f
autocracy,

It i s a logical mistake t o suppos e that , because the subject s of an autocra t
suffer from Ms exactions, they will overthrow him. The same logic of collective
action tha t ensure s th e absenc e o f socia l contract s i n th e historica l record ,
whereby larg e group s agree d t o obtai n th e advantage s of government, als o
implies tha t th e masse s wil l no t overthro w a n autocra t simpl y because the y
would be bette r of f if they di d so . Historica l evidenc e fro m a t leas t the firs t
pharaohs through Saddam Hussein indicates that resolute autocrats can survive
even whe n the y impos e heinou s amount s o f sufferin g upo n thei r peoples .
When they are replaced, it is for other reasons (e.g. succession crises) and often
by anothe r stationar y bandit.1' Wha t specia l circumstances explain the case s
where a  more o r less democratic18 or at least pluralistic government emerge s
out o f an autocracy?

One obvious special circumstance i s that, partly for the reasons just set out ,
the riches t countries are democracies, an d democracies have usually prevailed
in the competitions with their major autocratic competitors, whether fascis t or
communist. Th e triumphan t democracie s hav e sometime s encourage d o r
subsidized transitions to democracy in other countries . In some cases , such as
Germany, Japan, and Italy after World War II , the victorious democracies mor e
or less demanded democratic institutions as a price for giving independence to
the vanquishe d nations . Th e theoretica l challeng e i s t o explai n no t thes e
transitions, but rather those that are entirely internal and spontaneous.

Easy a s it would be to argue that the initially or spontaneously democratic
countries were blessed with democratic cultures or selfless leaders , this would
be an ad hoc evasion. The obligatio n her e is to explain th e spontaneou s tran-
sitions to democracy from the same parsimonious theor y that has been used in
the rest of this essay.

The theor y suggest s tha t th e ke y t o a n explanatio n of th e spontaneou s
emergence o f democracy i s the absence  o f th e commonplac e condition s tha t
generate autocracy . Th e task , i s to explai n why a  leade r wh o organize d th e
overthrow of an autocrat would not make himself the next dictator, or why any
group of conspirators who overthrew an autocrat would not form a governing
junta. We have seen that autocracy is a most profitable occupation and that the
authors of most coups and upheavals have appointed themselves dictators. So

l" Fo r more example s of other types o f reason, se e Mancn r Olson , "The Logi c of Collective Action I B
Soviet-Type Societies," Journal of Soviet  Nationalities, 1(2 ) (1990): 8-33,

"* I n the interes t of brevity, democracy < s here defined a s competitive elections, social pluralism, and the
absence of autocracy, rather than in terms of universal suffrage. Although how a  narrower suffrage turn s into
a wide r suffrag e ca n b e explaine d b y straightforwar d extension s o f the logi c o f the theor y offere d here ,
developing thes e extension s an d testin g the m agains t th e historica l evidenc e woul d fto c b e a  smal l
undertaking.
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the theor y her e predict s tha t democrac y woul d b e mos t likel y t o emerg e
spontaneously whe n th e individua l o r individual s or grou p leader s wh o
orchestrated th e overthro w o f a n autocrac y coul d no t establis h anothe r
autocracy, much as they would gain from doin g so. We ca n deduce from the
theory offere d her e tha t autocracy is prevented and democracy permitte d b y
the accident s o f histor y tha t leav e a  balanc e o f powe r o r a  stalemate-— a
dispersion offere e an d resources that makes it impossible for any one leader or
group to overpower al l of the others.

But this deduction does not give us any original conclusion: rather, it points
directly toward one of the major inductive findings in some of the literature in
history and in political science on th e emergence o f democracy. I f the theor y
here i s right, ther e mus t be a  considerabl e elemen t o f trut h i n th e famou s
"Whig interpretation" o f British history and in the explanations o f democracy
offered b y politica l scientist s suc h a s Rober t Dah l and , especially , Tat u
Vanhanen.19 I f the theor y offered her e is right, then th e literature tha t argues
that the emergence of democracy is due to historical conditions and dispersions
of resources that make it impossible for any one leader or group to assume all
power is right.

Yet it is also necessary to go back again to the theory for a crucial detail. Even
when ther e i s a balance of power tha t keeps an y one leade r o r grou p fro m
assuming total control of a large area or jurisdiction, the leader of each group
may be able to establish himself as an autocrat of a small domain. A dispersion
of power an d resource s ove r a  larg e are a ca n resul t i n a  set o f small-scal e
autocracies but no democracy. If, however, the different contending groups are
scrambled togethe r ove r a  wid e an d wel l delineate d domain , the n smal l
autocracies are not feasible, either. They may not be feasible also if each of the
leaders capabl e of formin g a  small-scale autocracy believes tha t a  domain o f
that small scale would not be viable, whether because of aggression b y othe r
autocrats or for any reason.

If scramble d constituencie s o r an y othe r reaso n rule s ou t divisio n o f a
domain into mini-autocracies, the n the best attainable option for the leader of
each group when there is a balance of power is power sharing. If no one leade r
can subdue the others or segregate hi s followers into a separate domain, then
the only alternatives are either to engage in fruitless fighting or to work out a
truce wit h mutua l toleration . Th e provisio n o f a  peacefu l orde r an d othe r
public goods will, in these circumstances, be advantageous for all of the groups;
thus, the leaders of the different groups have an incentive to workout mutually
satisfactory arrangement s fo r th e provisio n o f suc h goods , Give n peacefu l
conditions, ther e ar e grea t gain s t o leader s an d othe r individual s i n eac h

n Rober t Dahl. Pafyarchy:  Participation  and  Opposition  (Ne w Haven; Yale University Press, 1971) and Tatu
Vanhanen, "The Leve l of Democratization Related t o Sodoeconomic Variables in 14 7 States in 1980-85, "
Scandinavian Political Studies, 11(1989): 95-127,
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group from being able to make mutually advantageou s contracts with others ,
and therefor e ther e i s a common interes t i n establishin g a  disinterested an d
independent judiciary . With severa l groups , i t i s not certai n in advance how
elections will turn out, yet each group can, by allying with other groups, insure
that no one other group will continually dominate elections. Thus , elections as
well as consensual agreement s among the leaders of the different groups can be
consistent with the interest of the leaders and members of each group.

Though ther e are a fair number of democracies, ther e have not been many
spontaneous an d entirel y autonomou s transition s fro m autocrac y t o demo -
cracy. Most of the democracies in the English-speaking world owe a good deal
to th e pluralis m an d democrac y tha t emerge d i n lat e seventeenth-centur y
Britain, an d thu s d o no t ten d t o offe r a  completely independen t tes t o f th e
argument about the transition to democracy offered here .

Happily, the initial emergence of democracy with the Glorious Revolution of
1689 in England (and its very gradual transition fro m a  democracy with a highly
restricted franchise to universal suffrage) nicel y fits the logic of the democratic
transition predicted by the present theory. There were no lasting winners in the
English civi l wars . Th e differen t tendencie s i n Britis h Protestantism an d th e
economic an d socia l forces with whic h they wer e linke d were mor e o r les s
evenly matched . There ha d bee n a  lot o f costly fighting , and , certainly afte r
Cromwell, no one had the power to defeat all of the others. The restored Smart
kings might have been able to do this, but their many mistakes and the choices
that ultimatel y unite d almos t al l of th e normall y conflicting Protestant an d
other political tendencies against them finally led to their total defeat.

None o f th e victoriou s leaders , groups , o r tendencie s wa s the n stron g
enough to impose its will upon al l of the others or to create a new autocracy.
None had any incentive to give William and Mary the power to establish one,
either. The best option availabl e to each of the leaders and groups with power
was to agree upo n th e ascendancy of a parliament that included the m al l and
to tak e ou t som e insuranc e agains t th e powe r o f th e other s throug h a n
independent judiciary and a  Bil l of Rights. (The sprea d of the franchis e i s too
long a stoiy to tel l here. But it is not difficul t t o see how, once the society was
definitely non-autocratic and safely pluralist, additional groups could parlay the
profitable interaction s that particula r enfranchised interests ha d with them— -
and the cost s of suppression tha t they could forc e th e enfranchise d t o bear—
into a wider suffrage. )

With a  carefull y constrained monarchy , a n independen t judiciary, an d a
Bill of Rights, people i n England in due course cam e to have a relatively high
degree of confidence that any contracts they entered into would be impartially
enforced an d that private property rights , even those o f critics of the govern-
ment, wer e relativel y secure . Individua l right s t o propert y an d contrac t
enforcement wer e probabl y more secur e i n Britain afte r 168 9 than anywhere
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else, and it was in Britain, not ve.iy long after the Glorious Revolution, that the
Industrial Revolution began.*0

Though the emergence of a democratic national government in the United
States (an d in som e othe r area s of Britis h settlement, suc h a s Australia an d
Canada) was due partly to the example or influence of Great Britain, it also was
due in part to the absence of any one group or colonial government tha t was
capable o f suppressing th e others . The thirtee n colonies wer e differen t fro m
one another eve n on such important matters as slavery and religion, and none
of them ha d th e powe r t o contro l th e others . The separat e colonies had, in
general, experienced a considerable degree of internal democracy under British
rule, and many of the colonies, because of the differen t religiou s and economi c
groups they contained, were also internally diverse. Many of the authors of the
US Constitution were, o f course, als o profoundly aware of the importanc e o f
retaining a  dispersio n o f powe r (check s an d balances ) tha t woul d preven t
autocracy.

9 Th e Different Sources of Progress in Autocracies
and Democracies

Since huma n nature i s profoundly comple x an d individual s rarely ac t ou t o f
unmixed motives, the caricature assumption of rational self-interest that I have
been using to develop this theory is obviously much too simple to do justice to
reality. Bu t i t has no t onl y simplified a  forbiddingl y comple x realit y bu t ha s
also introduced an  element of impartiality: the same motivation was  assume d
in all regimes. The results are probably robust enough to hold also under richer
and more realistic behavioral assumptions.

The use of the same motivational assumption and the same theory t o treat
both autocrac y an d democrac y als o illuminate s th e mai n differenc e i n th e
sources of economic growth and the obstacles to progress unde r autocracy and
under democracy . In an autocracy , th e sourc e o f order an d th e provisio n o f
other publi c goods, an d likewise th e sourc e o f the socia l progress tha t thes e
public goods make possible, is the encompassing interes t o f the autocrat . The
main obstacle to long-run progress in autocracies is that individual rights, even

20 Fo r striking evidence o n ha w ih e growth o f citie s wa s much greater i n medieval an d earl y modern
Europe in democratic or less autocratic regimes, see J. Bradford D e Long and Andrei Shleifer , "Princes and
Merchants: European City Growth before the Industria l Revolution," mimeo, Harvard University, 1992 . In
effect, th e D e Long- Sbkif'er paper is a test of the advantage s of democracy that I  put forward . [For a citation
to the now 'published paper and for a farther development of the argument, see Ch. 5 below. Ms,]
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to suc h relativel y unpolitical or economic matter s a s property an d contracts ,
can never be secure, at least over the long run.

Although democracies ca n also obtain grea t advantages from encompassing
offices and political parties, this is by no means always understood;21 nor are the
awesome difficultie s i n keepin g narro w specia l interest s fro m dominatin g
economic policy-making i n th e long-stabl e democracy . O n th e othe r hand ,
democracies have the great advantage of preventing a significant extractio n of
social surplus by their leaders. They also have the extraordinary virtue that the
same emphasis on individual rights that is necessary to lasting democracy is also
necessary both for securing rights to property and for enforcing contracts. The
moral appea l o f democrac y i s no w almos t universall y appreciated , bu t it s
economic advantages are scarcely understood.

ai Olson , Rise and Decline*  and Mancur Olson, "A Theory of tfoe Incentives Facing Political Orgs
Nco-corporatism and the Hegemonic State," International Political  Science Review, 7 (1986): 165-89.
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£&>'^ 4 1 Overstron g Against Thyself; War,

the State, and Growt h in Europe on
the Ev e of the Industria l Revolution

J. Bradford De Long1

1 Introductio n

1.1 Th e Problem

Begin with two observations. The first is from Mancur Olson:

[TJhere is a strange dualis m .. . i n the absence of government, a powerful individual
may physically possess something, but no one has any enforceable rights—there is no
private propert y withou t government . Neithe r ar e there contracts , corporations , o r
patents , . .

[But] just as governments ar e essential for [economic development] , s o governments
are also the greatest threat. . . [Only] governments . .. can expropriate property on a
large scal e .  , , Thus, we arriv e a t th e parado x . . , sustained economic developmen t
may require governments that are strong enough to last indefinitely, yet so limited and
restrained tha t the y d o no t us e thei r overwhelmin g power t o abrogat e individua l
rights .  , l

'' I  would tik e t o than k Greg Clark, Mancur Olson, Andre i Shleifer , an d Jeffrey Weintrauf o fo r helpfo l
discussioBS. Tbe tkle is from John Milton, Samson Ag&ni$tes. Parts ot the research underlying this paper have
been supporte d b y IRJ S (th e Institutiona l Refor m an d th e informa l Secto r cente r a t th e Universit y o f
Maryland), by the National Science Foundation, and by the Alfred P. Sloan Foundation.

2 Mancu r Olson, "The Logic of Collective Action in . Soviet-Type Societies*" Journal o f Soviet Nationalities,
1(2) (1990): 8-33.
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The second is a comment mad e by a not-very-senior White House officia l afte r
an inconclusive Clinton administration trade policy meeting:

What you economists don't see, is that you are pushing for the public interest. But there
are other interests that can be more important,

I was outraged. Wha t is the public interest but the appropriate utilitaria n sum of
private interests? What interest could possibly be more important?

But indeed , ther e ar e interests tha t ar e mor e important.  Whethe r ruler s
feel themselve s responsible t o themselves alone , to God, or to the electorate;
whether the y si t i n Washington' s Whit e House , i n Agra' s Red Fort , o r i n
London's S t James Palace , ther e ar e alway s othe r interest s tha n th e publi c
interest in economic prosperity an d development. "Th e Presiden t can' t win
reelection unles s h e carrie s Macom b County , an d thi s i s very importan t i n
Macomb County." "Th e protestan t successio n i s not secur e unless th e king' s
dynastic interest s i n German y ar e protected. " "Th e smallholder s an d th e
unions are the political base of this government, an d this policy is not i n their
interests." "N o governmen t i n thi s countr y ca n surviv e large-scal e urba n
discontent, so the price of imported foodstuff s i n the capital must be kept low. "

The bruta l fac t i s tha t policie s tha t generat e sustaine d long-ru n economi c
growth mus t ran k far down th e lis t o f concerns o f those wh o mee t i n palace
conference rooms to make policy. Maintaining the splendor and state appropriate
for a prince; military survival; military conquest; redistribution of wealth downward
in th e incom e distributio n t o improv e socia l welfare ; redistributio n o f wealth
upward t o make the politically powerful happy—al l these compete wit h policies
that promise to increase the size of the pie but take a generation or more to do so.

Thus, a government—at least, a modern government abl e to enforce its writ
throughout it s territory—is "overstrong against thyself. " The referenc e is to
John Milton' s Samso n Agonistes,  wher e Samso n pull s dow n th e templ e o f
Dagon, killing the Philistines and himself. Since 1500 or so, governments have
acquired enormous strength , no t leas t from thei r ability to mobiliz e a  larger
share o f their territories ' resources to achieve thei r goals . An d in many cases
they have used their strength—their abilit y to  tax  and to  mobilize—in a  way
that has brought thei r economies down in rains, or at least into stagnation.

Some-—like the anthropologist Ernes t Gellner—believe that this trap that the
growth o f government set s for economic growth i s the near-inevitable destiny
of human societies. Growt h and prosperity lead to powerful governments an d
priesthoods. Powerfu l government s an d priesthood s ca n appropriat e an d
mobilize resource s from producers t o achieve their goals. And their goals ar e
not further economic growth and prosperity. As Gellner has written:

[Since the invention of agriculture] society as such is a trap, and moreover one fro m
which i t was almost impossible for mankind to escape . A stored surplus needs to be
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guarded an d it s distributio n enforced . N o principle , o f distributio n i s eithe r self -
validating or self-enforcing . Conflic t i s inevitable, an d victor s have ever y interes t i n
permitting a  retur n matc h .  . . Fe w agraria n societie s escap e .  . . Lookin g a t thos e
caught i n the agrarian trap, we know tha t but fo r the Grace of God that woul d be our
condition .  ..'

We can see this trap in operation throughou t history. Consider early modern
Europe, where mercantile prosperity an d imperial conquest gav e great powe r
to th e Spanis h king , whic h h e use d t o tr y t o reconque r norther n Europ e
for th e Catholi c Church . Mercantil e prosperity in Spai n stagnate d unde r th e
burden of this aggressive program o f conquest an d expansion. The other great
powers o f Europe als o foun d sustaining economic growt h inconsisten t with
the burden of achieving the politico-military goals of the rulers.

In early modern Europe , only one emerging European nation-state—Great
Britain—managed to continue to grow its economy unde r the burden of main-
taining the military effort required of an early modern European great power.

1.2 lit e State
That th e Britis h econom y di d continu e t o gro w unde r thi s burden—an d
triggered th e Industria l Revolution-—is of enormous importanc e to us , With-
out i t we woul d no t b e her e today . There i s an alternativ e world, i n which
the Britis h economy—-lik e th e economie s o f th e continenta l Europea n
"great powers" of the earl y modern period—staggere d unde r the burde n o f
eighteenth-century war, and economic and mercantile activit y regressed. Were
we in  that alternativ e world today , we migh t look at  the burs t of  mercantile
prosperity and growth in early modem Europe much as we look at the similar
burst o f prosperity i n Chin a under th e Sun g dynasty or i n Greec e afte r th e
Persian Wars<—a s a relatively happy era i n human history, but on e cu t shor t
and followed by stagnation owing to war and politics.

Instead, th e huma n rac e toda y consist s o f perhap s a  billio n peopl e t o
whom technolog y an d enterpris e giv e a  standar d o f livin g tha t emperor s
of earlier centurie s migh t envy . Look a t the style s of lif e o f the middl e clas s
in th e develope d world , o r o f educated elite s i n th e developin g world . Ar e
their standard s o f living inferio r to thos e o f past emperors—lik e Tokugaw a
leyasu, Chandragupt a Maurya , o r Marcu s Aurelius Antoninus? On a n opti-
mistic reading , perhap s thre e billio n mor e peopl e ar e o n th e "escalato r t o
modernity"—living significantl y bette r tha n thei r ancestors , an d lookin g
forward t o a  future i n which their children will live better still . We may have

* Ernest . Getlner , "Introduction," in jesn BaecWer, John Halt , and Michae l Mann , eds. , Europe and tin* Rise
of Capitalism  (London: Blackwcil, 1988).



Overstrong Against Thyself 141

escaped the trap in which most o f humanity endured a  low standard of living
near subsistence , an d wher e king s an d priest s skimme d of f th e surplu s t o
accomplish their own projects unrelated to sustained economic growth.

Then again, we may not have permanently escaped the trap. There are today
about on e an d a  half billion people , severa l hundred million of them in . India,
who ar e not living better tha n their ancestors, an d are not looking forward t o
significant improvement i n material welfare over the next generation. There is
a level of population at which our technological master y would just keep the
population fed , an d Malthus' s extremel y unpleasan t "positiv e checks " o n
population growt h would com e into operation onc e again . Regions in which
more than 300 million people are living today may be under water by the end of
the nex t century a s a result of global warming. The world i s not Utopia ; only
optimists thin k tha t i t i s rapidly movin g towar d Utopia . Bu t th e Industria l
Revolution has at least opened the possibility that , if we manage our collective
destiny properly, the human race will move toward Utopia in the future .

Our stake in the success of the Industria l Revolution is large: without it , we
would probably be trapped in the traditional pattern of human civilization, with
the bul k o f th e populatio n mad e u p o f low-productivit y near-subsistenc e
artisans an d farmers , an d a  brutal elit e skimmin g off the surplus , instead o f
having at least the chance of attaining a permanently better destiny. We have a
strong interest in, understanding how, exactly, humanity achieved the Industrial
Revolution.

There i s an additiona l factor . Today' s government s hav e goal s an d aim s
different fro m an d mor e extensiv e than th e conquest-and-splendo r govern -
ments o f earlie r centuries : th e redistributio n o f incom e i n a n egalitaria n
direction, an d th e redistributio n o f wealth i n the directio n o f groups whose
favor is  politically essentia l for  the  rulin g government . But  the  fundamental
logic of rulership—and the temptation to sacrifice policies to achieve long-run
growth t o other goals—remains. Thus, the expanded role of the governmen t
has made taming government more urgent for us.

So how di d first northwestern Europe , and the n Grea t Britain , escape th e
trap of a government "overstrong against thyself?

2 Prince s and Merchants in Europe

2,1 Th e "Backwardness" of  Europe

In th e grandes t sweep o f world history , northwester n Europ e i s a backward
region. Tw o thousan d and fifty years ago the Roma n politician Cicero could
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dismiss the island of Great Britain as a region not worth conquering because it
was inhabited by barbarians too stupi d eve n t o mak e good slaves . I t had n o
business being th e most technologicall y advanced part o f the world , an d th e
home o f transcontinental empires , i n the secon d hal f of the millenniu m just
corning to an end.

Looking dow n on earth fro m outer space a  thousand, o r two thousand, or
three thousand years ago, northwestern Europe does not look like a region with
high agricultura l productivity, with a high middle-class standard of living, or a
region tha t is likely to see an industrial revolution. Hig h on the lis t must come
the valleys of the Yellow, Yangtze, Ganges, Indus, Euphrates, and Nile Rivers ,
with perhap s othe r region s lik e Japan , Java , Al-Andalus , an d th e easter n
Mediterranean basin. But northwestern Europe does not even make it onto the
list of regions where an industrial revolution might be possible until about five
centuries ago.

Between te n an d five centuries ag o a  cessation o f invasions, a n improve-
ment i n climate , an d th e slo w upwar d pressur e o f technologica l progres s
allowed Europe' s population s t o recove r (se e Figur e 5.1) , Population ha d
recovered from , th e low s i t ha d reache d i n th e "Dar k Ages, " Althoug h
population growt h wa s slow and interrupted by plague and famine, improve-
ments in the basi c agricultural technology neede d t o far m th e heavy , forest
soils of Europe meant that by 1600 or 170 0 Europe could support a population
of 80 million o r so—perhap s twic e it s leve l under th e Roma n Empir e (se e
Figure 5,2).

Fig, 5.1 Europea n Population up to 1800
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Fig. 5.2 Populatio n of European Cities, c. 1500

2.2 Princes  And Merchants

As th e historia n Charle s Wilson noted , ther e i s an interesting pattern t o th e
growth of European cities:

The two areas which in 1500 represented th e richest and most advanced concentrations
of trade, industry, and wealth were the quadrilateral formed by the Italian cities Milan,
Venice, Florence, and Genoa; and the strip of the [southern] Netherlands that ran fro m
Yptes north-east past Ghent and Bruges up to Antwerp. It was not merely coincidence
that these were the areas where the tradesmen of the cities had been most successful in
emancipating themselves from feuda l interference , an d in keeping a t bay th e newer
threat o f more centralize d politica l contro l offere d b y th e ne w monarchies . I n th e
fleeting interval s betwee n th e storm s o f politic s an d war , me n her e glimpse d th e
material advance that was possible when tradesmen wer e lef t in peace unflattered by
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the attentions of strategists who regarded thei r activities as the sinews of war . . , Th e
precocious economi c developmen t o f the citie s o f Italy an d th e Lo w Countries was
cradled in the civic independence of those cities where merchants had achieved political
power.. .4

At least one important cause of European mercantile development in the first
half of the secon d millenniu m wa s the existenc e of self-governing cities , fre e
from control an d by large free from taxation by governments—whether those
of feudal lords or of absolutist kings,

2.3 Statistical  Evidence

Wilson's eye noted that city growth wa s strongest wher e centralized politica l
control was weak. Andrei Shleifer and 1 noticed the same pattern, and wrote an
article in 1993 quantifying this insight.5 City growth had a very strong allergy to
the presence of strong, centralizin g princes who called themselves "absolute"
in the sense of being not subject to but creator s of the legal order, and a strong
attraction to mercantile republics: city-states governed by representative or not-
so-representative oligarchies of merchants.

According t o D e Lon g an d Shleifer , eac h centur y i n whic h a  wester n
European region (one of nine that we analyzed: Iberia, southern Italy , northern
Italy, Austria , Germany , France , souther n Lo w Countries , norther n Lo w
Countries, an d Britain) was ruled by a strong "absolutist " princ e saw its urban
population fal l by roughly 180,00 0 people, and its number of cities with more
than 30,000 fall by roughly one and a half, relative to what the experience of  that
region i n that  er a would hav e been i n th e absenc e o f absolutist rule . I f each
region in Europe had experienced an additional century and a half of absolutist
rule before 1650 , the urban population living in cities of 30,000 or more in 1650
would have been reduced from 4, 7 to 2. 6 million. Instead, of 40 or so cities of
more than 30,000, with 10 cities of 100,000 population or more, Europe in 1650
might hav e had som e 2 2 cities of more tha n 30,000, with 6  cities of 100,000
population o r more—approximately th e degre e o f urbanization tha t Europ e
had possesse d i n 1200 , and. probably insufficien t t o suppor t th e mercantil e
prosperity an d we b o f exchange tha t wa s a  necessary preconditio n fo r th e
Industrial Revolution6 (see Table 5.1),

* Charle s W. Wilson, "Trade, Society, and th e State," in The Cambridge &onemk History o f Europe, vol. IV ,
The Economy  of  Expanding Europe  in the Sixteenth and Seventeenth  Centuries (Cambridge: Cambridg e Universit y
Press, 1967).

5 j , Bradfor d D e Lon g an d Andre i Shleifer , "Prince s an d Merchants ; Europea n Cit y Growt h Befor e th e
Industrial Revolution," journal of Law and Economic*, 30(2} {October 1993) : 671-702.

6 Applyin g the <|uantitafive estimates to the Conducts! as a whole may overestimate the iiBpact af political
regimes on economic growth: perhaps absolutist rale by strong princes displaced cit y growth beyond their
borders to some degree, rather than cripplin g urba n growt h in absolute terms. But there is no doubt that
freedom fro m rule by a strong prince was a prerequisite of urban growth in pre-tndutstrial Europe .
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Table 5.1 Basi c Regression Results: People, Cities, or Proportion of Cities per Centur y

Dependent variable Effec t of strong Varianc e Standar d Regio n Er a
princely rule explaine d error  controls ? controls ?

Growth in population of
cities over 30,000

Growth in population of
cities over 30,000

Growth in number of cities
over 30.000

Growth in number of cities
over 30,000

Proportional growth, in population
of dries over 30,000

Proportional growth in population
of cities over 30,000

-178.4?
(48,53)
-79.65
(40.40)
-2.28
(0.82)
-1.52
(0.60)
-0.30
(0.24)
-0.15
(0. 1 6}

0.70

9,48

0.54

0.36

0.49

0.37

156.70

185.13

2.63

2,75

0.76

0.76

Yes

No

Yes

No

Yes

No

Yes

Yes

Yes

Yes

Yes

Yes

2.4 Directions  of Causation

Could high urban populations be a cause rather than, a consequence of freedom
from rule by strong princes? Perhaps city-states with ample populations wer e
good a t hiring soldiers to figh t of f attempts t o incorporate them into nascent
empires.

Of course . Bu t thi s doe s no t lea d u s t o doub t ou r interpretation o f th e
importance of freedom fro m a  strong state. The underlying variation on which
the estimate s o f De Lon g and Shleife r ar e base d i s the resul t of the politica l
and militar y accident s o f Europea n history . Fo r example , Friedrie h I  vo n
Hohenstaufen, "Re d Beard, " loses his wars to bring northern Ital y under his
control, an d it s city-state s remai n independent ; Rober t I  d'Hauteville , "th e
Crafty," an d his brothers win thei r wars t o brin g souther n Ital y unde r thei r
control, an d it s city-state s become par t o f th e "prototyp e absolutism " tha t
was the Kingdom of Sicily in the Irst few centuries of this millennium. In the
year 1000, southern Ital y outstripped northern Italy in agricultural productivity,
population, an d urbanization; by 1500 , after five centuries of absolutist rule in
the south, souther n Ital y was a backwater compared wit h the productive and
urban north.

For another example , the Spanis h King Felipe I I Habsburg , "th e Prudent, "
sends Ms lieutenant the Duke of Alba to impose royal power o n and suppress
heresy i n th e Lo w Countries . Alba' s government , th e "Counci l o f Blood, "
triggers wide-scale revolt. This was brought under control in the southern half ,
but in the northern half water barriers and the navy of the embryonic Republic
of the Netherland s provide an edge tha t allows the Dutch Revolt of Willem I
Nassau, "the Silent, " to succeed. Thereafter the northern provinces that were
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to become the modern-day Netherlands flourish, while the southern provinces
that were to become modern-day Belgium stagnate for centuries.

All these wars could have ended otherwise, and nearly did.

2,5 Incentives  of the Kulers

Why shoul d the succes s of an urban region a t maintaining effective politica l
independence be so important a determinant of growth and prosperity?

In pre-industria l Europe , a  city-state was typically ruled by an oligarchy o f
merchant-burghers. Large r units— dutchies, kingdoms , an d empires—wer e
ruled b y quasi-hereditary princes whos e profession s were thos e o f warriors .
The origin s o f the medieva l Europea n cit y a s a center o f commerce wit h a
dominant clas s made up o f merchants (rathe r than, for example, a dwellin g
place of landlords, or a center of religion) are obscure and complex/

Nevertheless, th e fac t tha t Europea n city-states were rule d b y merchant s
who had a direct interest in economic prosperity—while larger units were ruled
by prince s whos e onl y simila r direc t interes t wa s i n militar y power—ha d
important consequences . Conside r a  ruler wh o "taxes " an economy , wher e
taxes are interpreted , ver y broadly, to includ e All transfers to th e stat e o r it s
functionaries, fro m th e cos t impose d o n citizen s force d t o quarte r soldier s
in their homes t o sums of money paid to royal justiciars to get them t o hear
one's lega l case . Denot e b y t  this "tax " rat e imposed o n a n economy , wit h
total productiv e output X(r) , an d assum e that , a s the ta x rat e goes up , th e
productivity of the private economy declines;

dX(t)(I) -^<0 .

At wha t rat e di d such  a  rule r choos e t o tax ? A  prince sough t t o maximiz e
"revenue"—either for opulent display , to fight off invasions from neighboring
princes, or for offensive war. In most cases a strong prince found the pressure to
spend every possible shilling, florin, and guilder on war irresistible: a s much as
90 percent of revenue was spent on war. Thus, a prince found himself driven to
pushing the "tax" rate up until;

m - x<<>
-(dX(t)/dt)

This is the "LafFer" tax rate, as in. Brennan and Buchanan8 (see Figure 5.3).
A far-sighted prince interested i n fighting off next year's invasion a s well as

7 Mw s Weber, Economy and Society (Berkeley; University of California, 1968) .
8 Geoffre y Brenoa n and James M. Buchanan, The Power to Tax: Analytical Foundations  of a. Fiscal Constitution

(Cambridge: Cambridge University Press, 1980),
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Tax rate
Fig. 5.3 Choic e of "Taxation" for Princely and Merchant-Dominated Governments

this year's, or one with confidence in the stability of the dynasty,9 may perform
the revenue maximization calculation implicit in (2) over a long time horizon, A
beneficent princ e may  shad e the  tax  rat e downward ; a  princ e who  value s
cruelty and the brutal display of power for its own sak e may shade it upward
above the leve l that satisfies equation (2); but th e logic of the situatio n forces
the prince toward a revenue-maximizing tax rate.

Consider, by contrast, government by merchant oligarchs, or more generally
a government in which landlords or burghers with substantial , private wealth
have an important role in powerful representative assemblies. Their well-being
depends to a  considerable exten t on thei r privat e incomes. And their private
incomes depend on economic prosperity. And an increase in state revenue will
seem to them, no bargain if it leaves their businesses and rents impoverished,

For example, Lorenzo di Medici, "the magnificent," guided the governmen t
of Florenc e fo r hal f o f th e fifteent h century . Ye t hi s prestig e an d comfor t
depended no t s o muc h o n th e revenue s i n th e city' s treasur y a s on . th e
prosperity o f the Medic i Bank, Self-interested merchants and landlords , then,
have objectives more appropriately modeled by some function,

(3) tX(t) +  U[X(t)] ,
" Bu t no one should believe that dynasties are stable. Consider, for example, the kings of England between

1066 arid 1715 . A s De Long and Shletfe r document  in "Princes and Merchants" , something went seriously
awry in 18 of the 31 royal successions in this period There was only a 13% chance that the legitimate heir who
was grandson, granddaughter, grandnephew , o r othe r relativ e o f an Englis h monarch , would inheri t th e
throne without disturbance in the line of succession.
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that take s accoun t o f the direc t an d immediat e tradeof f tha t a  governmen t
of merchant oligarchs feel s betwee n th e publi c purse an d thei r ow n privat e
purses. A ruling prince feels an indirect tradeoff, a s the effec t o f his policies on
economic activity feeds back onto the government's resources; but a merchant
oligarch must place a higher weight on the maintenance of private prosperity,

Such an oligarchy will find that its preferred tax rate is not that given by (2)
but instead by

l(t) dU[X(t)]
-(dx(t)/dt) dx(t)  '

Thus, th e "tax " rat e tha t suc h a  merchant governmen t wil l choose wil l b e
lower than the "Laffer " tax rate chosen by a ruling prince (see Figure 5.4).

One way to interpret this correlation of independent mercantile domination
of city-stat e government wit h Europea n economi c growt h i s that economi c
growth seem s t o requir e wha t Kar l Mar x woul d hav e calle d th e political
hegemony of  the  bourgeoisie:  politica l power mus t b e hel d by—o r th e holder s
of politica l powe r mus t b e responsiv e to—thos e wit h a  stron g interes t i n
economic development. Lacking this political configuration, economic growth
will slow and stagnate, for the state's potential demand s are unlimited. Thus ,
Marx's emphasi s o n th e nee d fo r politica l revolution befor e capitalism—and
economic growth—can flourish: the "feudal" or the "absolutist" government
forms a  superstructur e incompatibl e wit h th e requirement s o f the mod e o f

Tax rate

Fig, 5,4 Total  Economic Activity for Princely and Merchant-Dominated Governments
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production, an d mus t b e replace d i f ther e i s to b e progres s rathe r tha n th e
"mutual ruin of the contending parties,"

At leas t on e roa d t o successfu l development require s th e establishin g of
identity betwee n politica l rulers an d economi c entrepreneur s intereste d i n
growth, or a t least the establishing of a community of interest between those
two groups.

2.6 Th e Weakness o f Europe '$ Military Aristocracies

Many loose end s remain . Ho w di d Europe' s city-states evolve thei r peculia r
political structure ? Wha t wa s i t abou t th e cultur e tha t allowe d economi c
growth t o tak e advantag e o f the politica l opening created ? But there i s one
loose end that is overriding. How can merchants—specialists in production and
exchange—maintain political control, eve n in limited regions, against princes
—specialists in violence and coercion? This is a serious problem—so serious
that nowhere i n this millennium d o we se e anything like the region s of
substantively independent self-governing city-states seen in Europe,

In th e civilization s of Islam, for example, the grea t historian-statesman Ibn
Khaldun describes a n urban, mercantile world always subject to invasion , and
conquest b y nomadi c warrior societies . Th e standar d wa y o f ensuring civi l
order is to allow and encourage one of the warrior clans to become rulers and
protectors. But, as Ibn Khaldun10 saw the cycle—in which he participated—the
cultural consequences fo r a warrior aristocracy of being the ruling class of an
urban, mercantil e civilizatio n undermin e it s abilit y t o provid e a n effectiv e
defense. And a century later, the urban, mercantile civilization finds itself once
again without effective defens e against the next wave of invasion and conquest.

It i s difficul t t o escap e th e conclusio n tha t th e militar y successe s o f self -
governing city-states in Europe owe a great deal to the relative incompetence and
ineptness of Europe's warrior aristocracies in the first half of this millennium.

Certainly Europea n militar y technology does not seem to have been up to
the standard s o f Asi a an d Nort h Africa , Thos e part s o f Europe , includin g
Hungary and Silesia, subjected to a Mongol reconnaissance-in-force in the early
thirteenth century were unable to offer any effective resistance.

2.7 Th e End of the City-State Era

European kings and princes, however, did not remain relatively weak forever.
In th e middl e o f the twelft h centur y th e Germa n empero r Friedric h !  von
Hohenstaufen, "Red Beard," and at the beginning of the fourteenth century the
" rb n Kahldun, The MutfuUmmah (Princeton : Princeton University Press, 1967).
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French kin g Philipp e I V Capet, "th e Handsome, " woul d sen d thei r armie s
south and north, respectively , to attempt to establish their authority and rule
over the city-states of Flanders and of Lombard?: Both met with disaster. The
militia of the Weaver's Guild of Flanders unhorsed so many French knights at
the Battl e of Courtrai that it is also called the "Battl e of the Golde n Spurs"—
after th e golde n spur s th e knight s wor e tha t wer e take n a s booty b y th e
weavers, The pikeme n o f the Lombar d League inflicted a  decisive defea t on
Friedrich's army at Legnano , which led t o th e Peac e of Konstanz—at which
Friedrich I  abandoned all claims to jurisdiction over or revenues from th e city-
states of northern Italy,

However, a  whole comple x o f technological , organizational , an d politica l
changes-—usually called the "military revolution"—greatly amplified the ability
of European princes to mobilize and sustain large armies, and brought the era of
city-state autonom y t o a n end i n the sixteent h century . I n th e mid-sixteent h
century the king of Spain, Felipe 1! Habsburg "th e Prudent, " sent an army north
to the Low Countries under the command o f his favorite, Fernando Alvarez de
Toledo, th e Duk e o f Alba , Hi s government , calle d eithe r th e "Counci l o f
Troubles" or the "Counci l o f Blood," had no trouble suppressing resistance in.
defense o f th e region' s traditiona l "liberties"—unti l th e failur e o f th e over -
committed Spanis h government t o pay the army triggered a  mutiny. The only
obstacle the armies of the father of Felipe 11, Charles V of Ghent, had faced in their
conquest of northern Italy were the armies of the French king Francois 1 Valois—
the forces of the Italian city-states themselves were simply not an obstacle.

3 Th e Military Revolution

3.1 Technolog y and Organization

Thus, betwee n 150 0 and 1600 , th e military—politica l dynami c o f Europ e
changed drastically. In the late fifteenth century, when the kings of France began
to launc h militar y expedition s int o norther n Italy , th e tota l size s o f armie s
mobilized was quite, small—perhaps 20,000 soldiers in the expeditionary force,
and perhaps 50,000 at most on all frontiers and garrisons. But by the middle of the
sixteenth century , Charle s V  Habsbur g "o f Ghent"—Kin g o f Arago n an d
Castile, Count of Burgundy, Emperor of the Holy Roman Empire, Archduke of
Austria, Kin g o f Hungary , Bohemia , etc.—would mobiliz e o n th e orde r o f
150,000 soldiers for the last stage of his lifelong wars with France (see Figure 5,5).

The sources of this "military revolution" were many. First came changes in



Overstrong Against Thyself 151

military technology : gunpowde r an d th e pike . Bu t more importan t wa s the
increase in administrative capacity: for the first time, European monarchs had
the clerks to count thei r soldiers , and the systems of accounting an d revenue
collection t o allow them to levy taxes rather than call for feudal contribution s
and levies.

Projecting th e siz e o f the government , and o f its budget, i s an extremel y
hazardous enterprise for pre-modem Europe. But we can count soldiers more
or less, and compare them t o what we guess about the adul t male population
of the country . And such counts indicat e that by the middl e o f the sixteenth
century Spain was paying for armies that amounted to perhaps 8 percent of its
adult male population; by 1590 Spain's armies and navies amounted to perhaps
12 percent of its adult population; and at the peak of military effort in the Thirty
Years War, around 1630 , armies amounted to perhaps 17 percent of the adult
male population of Spain. And we can guess that state military expenditure then
amounted to 15—2 0 percent of national product, and to a much higher share of
marketed economic product.

In the late fifteenth century, England had been the most effective proto-state
in Europe: Henr y V of Lancaster's armies amounted t o perhaps 3  percent of
England's adult male manpower. This success in military mobilization ca n be
traced back to the Norman conquest of England in the eleventh century, which
created a  degree o f centralization, of royal power vis-a-vi s aristocrats , and of
bureaucratic infrastructure not reache d in other Europea n countries until the
sixteenth century.

Fig, 5.5 Approximat e Armie s as a Share of Adult Male Manpower, 1470-1810
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But b y 155 0 the sol e Europea n grea t powe r wa s Spain . Othe r Europea n
states—Britain, the Netherlands, Austria, Prussia, Russia, and the peculiar cas e
of France—were to follow it, reaching similar and sometimes highe r peaks of
relative military mobilization. But Spain was the first .

There i s a considerable literatur e on th e "declin e o f Spain,"11 Bu t fro m a
demographic an d expenditure population , th e extraordinar y thin g is not tha t
Spain declined (an d in 1670 could no t moun t th e kind of military effor t tha t i t
had fo r th e precedin g centur y an d a  half) , bu t tha t i t ha d stoo d head-and -
shoulders above th e othe r monarchs and countries o f Europe i n terms o f its
ability to mobilize society in the pursuit of war for so long. American treasure
helped—but it s quantitativ e impac t o n Spanis h finance s wa s les s tha n th e
conquest o f a new European provinc e like Lombardy or Flanders , The majo r
cause of Spanish predominance in military affairs was that it was the first regime
to acquir e th e administrative expertise necessar y to run throug h th e arra y of
financial expedients tha t becam e standar d fo r absolutist monarchies . Thus, i t
is wort h lookin g int o th e relationshi p betwee n stat e power , th e political -
military goal s o f the rulin g prince, an d Spain' s economi c relativ e declin e i n
more detail .

3.2 Th e Decline of Spain

The militar y effor t mad e b y th e Spanis h monarch y ros e steadil y fro m th e
beginning of the sixteent h int o th e earl y seventeenth century . The centraliz -
ation of authority in the hands of the successors o f Ferdinand and Isabella, the
prestige gaine d b y th e completio n o f the Christia n reconquest o f Spain, th e
willingness of monarchs t o assum e the power t o raise taxe s through a  broad
variety o f expedients, and the availability o f American treasure to finance war
had transformed Spain from a middle-rank European power int o the greatest
European powe r (a t leas t insofa r a s it s abilit y t o projec t militar y forc e i s
concerned) for nearly two hundre d years . It s ability—unique fo r its age—to
mobilize resource s allowe d i t to projec t powe r al l over wester n an d centra l
Europe in an attempt to reconquer land s that had adopted Protestan t heresie s
for th e Catholi c Church , an d t o secur e th e positio n o f the rulin g Habsbur g
dynasty as the leading dynastic house in Europe.

Paul Kenned y ha s convincingly—thoug h non-quantitatively—argue d tha t
Spain was the first power to suffer from "imperial overstretch." The wars of the

11 Se e e.g. j. H . Elliott , "Th e Declin e o f Spain, " i n Carlo Cipoila , ed. . Th e Economic  Declin e a/ Empire
(London: Melhuen , 1970); j, H , Elliott, Richelieu and Qlivans (Cambridge: Cambridge University Press, 1983);
and j. H . Elliott , The Count-Duke ofOlivanx:  Th e Statesman, in tin Age of Decline  (New Haven : Yale University
Press, 1986).
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Counter-Reformation entailed a degree of military mobilization in Spain larger
than an y previousl y attempte d i n Europe . Supportin g thi s mobilizatio n
required money on a scale previously unseen in Europe.

And the extra efforts needed to gain the final extra quantum of gold or silver
to support Spain's armies was obtained in ways that were potentially disastrous
for the economy. For example, consider the first two financial decisions taken
by the Spanish King Felipe IV upon his accession at the beginning of the Thirty
Years' War; to renew the coinage of copper so that silver could be exported to
pay for armie s abroa d (with disastrous consequences fo r Spanish merchants*
ability to purchase imports); and to confiscate the Seville merchants* share of
the silve r fro m th e America n treasure flee t o f 1620 , giving them coppe r i n
exchange (and guaranteeing that throughout th e reign of Felipe IV merchants
would demand a healthy risk premium for any precious-metal transactions that
might come under the power of the Spanish monarchy.

J. H, Elliott12 summarizes the "series of well-known images" that mark the
relative economic decline of Spain: "vagabondage, th e contemp t for manual
labor, monetary chaos and excessive taxation." The heart of Spanish absolutism
was th e highl y taxed province o f Castile, which possesse d a  tax and forced -
contribution syste m that "lef t th e village r of Castile and Andalusia very little
inducement t o remai n o n th e land. " An d contemporary observer s blame d
large-scale governmen t deb t fo r th e deca y o f Castilia n commerce—thos e
with a  taste fo r ris k foun d th e expecte d return s highe r fro m lendin g to th e
government.

Under Felip e IV , for example , th e servant s o f the crow n displaye d what
Elliott calls "both zeal and ingenuity" in raising revenue:

the introduction of a [new] tax on the first year's income from [bureaucratic] offices . . .
a salt tax, which provoked a rising in Vizcaya . . . [Appropriated a year's income from
the Archbishopri c o f Toledo .. . [Collectio n o f a  voluntar y donative  t o hel p sav e
Flanders and Ital y . , . [Confiscation of ] half the yiel d of alljuroi [an important form of
government bond ] hel d b y natives , an d th e entir e yiel d o f thos e belongin g t o
foreigners—-a device . ,. employfed] in succeeding years . .. [A] new tax in the form of
stamped paper... obligatory for all legal and official documents,. , [Seizure of] 487,000
ducats in American silver, [and] "compensation" in the for m o f [the] unwanted juros
[whose yield had been confiscated six lines above].,.

These expedients cannot have had a healthy impact on Spain's economy.
In Adam Smith's time, the tax system of Spain was held up as an example of

how no t to sustain economic growth. Smith believed that a misunderstanding
of the tru e incidenc e of taxation—"the notio n that dutie s upon consumabl e
goods were taxe s on th e profit s o f merchants"—was partially responsible for

u Ellio t "Decline of Spain,"
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the extraordinary damage done to the Spanish economy by its system of public
finance. Th e Wealth of Nations contains a discussion of

the famous Aicavala of Spain . .. at first a tax often per cent, .  ,, afterwards of fourteen
per cent . ., upon the sale of every sort of property... repeated every time the property
is sold. Th e levyin g of thi s tax require s a  multitud e of revenue officer s sufficien t t o
guard the transportation o f goods, not only from one province to another, but from one
shop to another . .. Through the greater part of a country i n which a tax of this kind is
established, nothing ca n be produced fo r distant sale. The produce of every part of the
country mus t be proportioned t o th e consumptio n o f the neighborhood . It is to th e
Aicavala, accordingly, that Ustaritz imputes the ruin of the manufactures of Spain. He
might hav e imputed to i t likewise the declensio n o f agriculture, i t being imposed no t
only upon manufactures, but upon the rude produce o f the land.13

A ta x policy mor e destructiv e t o th e divisio n o f labor, an d mor e hostil e t o
mercantile commerce, can hardly be imagined.

The collapse when it came was remarkably sudden. By the second half of the
seventeenth century , Spain was no longe r a  great power . Ther e ha d been a
decline i n th e flo w o f American treasure; a  decline i n urban populatio n an d
prosperity a s a result of high taxes; a decline in urban prosperity a s a result of
the expulsio n of Jews, Muslims , suspected Jews, suspecte d Muslims , peopl e
with Jewish ancestors, and people with Muslim ancestors-—-expulsions that may
have forced out a  fifth of the populatio n o f the Crow n o f Aragon; a  declin e
because of too many state bankruptcies and repudiations o f its debt; and revolts
in nearly all tbe outlying provinces of Spain itself. By 1670 Spain could no longer
mobilize th e armie s an d navie s i t ha d mobilize d i n th e day s o f Charle s V
Habsburg "o f Ghent, " hi s so n Felip e I I Habsbur g "th e Prudent, " o r hi s
grandson Felipe IV Habsburg.

Thus, the century and a half of Spanish political dominance was also a century
of relative economic decline. Lisbon and Madrid—two "parasite city" capitals, in
the sense of Bairoch,14 that were dependent on the state—grew. But there is little
counterpart in Spain to the growth of Lyons as a textile center, or of Bordeaux as
an export center. Even counting Madrid, the urban population of Spain stagnated
in the years 1550-1650, in sharp contrast to the rapid rise in urban population in
contemporary England, France, or the Netherlands (see Figure 5.6).

3 ,3 Th e Stagnation of the Dutch Republi c

The bureaucratic and administrative tools that Spain had pioneered wer e soon
copied. They were partially copied in France, which slowly increased the size of

Adam Smith, An Inquiry into  tks Nature &nd Oia^o of the Wealth of N&lien*  (London, 1  776).
Paul Bairoch, Dejfriche a  Mexico: ViUet  e t Bcsntomie Aait$ I'Histoire (Paris : GaUimard, 1985).



its armies and navies from perhaps 1 percent of the adult male population i n the
late fifteenth century t o perhaps 8 percent in the wars of Louis HIV Bourbon ,
"the Su n King, " a t th e en d o f th e seventeent h centur y an d i n th e war s o f
Napoleon a t the end of the eighteenth . They wer e als o copied furthe r t o th e
east, a s rulers of Austria, Prussia, and Russi a followe d i n Spain's footsteps by
imposing excises , sellin g office s t o noble s t o rais e cash , borrowin g an d
repudiating, and eventually drafting soldiers to such  an extent tha t Prussia, at
least, was called "not a  state with an army , but a n array with a state," Thes e
rulers pushed militar y effor t t o th e breakin g poin t o f thei r regime s a s well ,
ruling through ideologies tha t proclaimed the legal order to be their instrument
subject to change at their will, and constrained in their exactions only by fear of
rebellion.

But the mos t interestin g factor i s that the 'absolutist " regimes o f princes in.
the seventeent h an d eighteent h centurie s wer e no t the leader s in term s o f
proportional military mobilization . A s Figure 5.5 shows, the pea k in terms of
relative military effort was probably reached in the Netherlands, where in 1710,
during th e war s begu n b y Loui s XIV' s attemp t t o conque r an d anne x th e
Netherlands, th e countr y wa s payin g fo r a n arm y an d a  nav y tha t togethe r
amounted to perhaps 24 percent of its adult male population .

One source of the northern Netherlands* extraordinary military mobilization
was the complete absenc e of a prince from its political structure. The leader of
the governmen t wa s sometimes , bu t no t always , a  membe r o f the dynasti c
house o f Orange, bu t a s the electe d executiv e o f a republi c rather than a s a

rig. 5,6 Populatio n of the, five Largest dues in each Region, 1500-1800
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monarch. To some degree, the government of the Dutch Republic looked a  lot
like th e merchant-oligarchie s o f th e city-state s tha t ha d existe d befor e th e
military revolution . A s a  result , th e Dutc h Republi c coul d borro w nearl y
unlimited amounts at low rates of interest of 3 percent or so: merchant-princes
were known t o pay their debts, an d did not hav e to pay the defaul t an d ris k
premiums that lenders charged the king of France or the king of Spain.

A secon d sourc e wa s th e life-and.-d.eat h natur e o f th e war s i n which th e
Netherlands was engaged. Th e heavil y Protestant Netherland s greatly feared
conquest by a king, Louts XIV of France, who had just revoked his grandfather's
"Edict of Nantes" providing toleration for Protestants in Prance, Louis XIV had
thus inflicted significant damage on his own economy by driving his Protestant
minority out of the country and into England, Germany, and the Netherlands ,
And h e seeme d likel y t o follo w th e sam e re-catholicizin g policie s i f h e
succeeded in extending his borders to include the Low Countries.

Hence th e extraordinar y military effort o f the Netherland s i n thei r defen-
sive war s agains t Loui s XIV—an d th e willingnes s o f th e legislatur e (th e
Estates-General) of the seven province s tha t mad e up the Dutc h Republi c t o
finance war through a  tax system that was widely reputed to be the heaviest in
Europe.

Thus, the Netherlands in the late seventeenth an d eighteenth centurie s doe s
not fi t the mode l o f a relatively low-tax jurisdiction because o f the powerfu l
voice that the mercantile community ha d in the government: instead, it was a
relatively high-ta x jurisdiction. Merchants , and thos e wit h a  direc t materia l
interest i n economi c growth , continue d t o hav e a  larg e influenc e o n th e
government. Nevertheless , taxe s were high because of the fea r o n the par t of
the mercantile—Protestant community o f the consequences o f losing a major
war.

And it looks as though the overtaxed Netherlands, in the eighteenth century ,
fell victim to Pau l Kennedy's "imperial overstretch." Thirty year s of constan t
warfare agains t Franc e mus t hav e lef t th e Dutc h Republi c i n th e earl y
eighteenth centur y wit h a  nationa l deb t equa l t o thre e o r fou r time s th e
national product, suggesting a  debt service burden of 12-20 percen t of national
product and 1.8-30 percent of marketed economic activity.

It i s no surpris e tha t contemporar y observer s sa w th e eighteenth-centur y
Dutch Republi c a s th e mos t heavil y taxe d jurisdiction i n Europe . An d n o
surprise tha t observers lik e Boxer" writ e o f an eighteenth-century decline i n
agriculture, and blame "the oppressive incidence o f provincial taxation and the
burden of the excise network" as "two reason s why a considerable number of
farmers in North Holland left the land ..."

This wa s als o th e diagnosi s o f informe d an d sophisticate d contemporar y

" C . R, Boxer, TV Dutch Seaborne Empire (New York: Alfred A. Knopf, 19651.
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observers. Adam Smith , fo r example, noted cha t "i n Holland the mone y price
of the bread consume d i n towns i s supposed t o be double d by mean s o f . ..
taxes ..." He went on to report that such "heavy taxes upon the necessaries of
life hav e ruined, it is said, [Holland's] principal manufactures, and are likely to
discourage graduall y even thei r fisheries an d thei r trade i n ship-buildin g ..."
With public revenues slightly more than half of British levels, but with a quarter
of Great Britain's population, the "inhabitants [of the Netherlands] must . .. be
much more heavily taxed" than the inhabitants of Britain.

In spite of his judgment o f their ruinous effect o n the Dutch economy, Smith
went o n to argue that the levying of such high taxe s "upon the necessaries of
life [is]... no impeachment of the wisdom of that [Dutch] republick, which, in
order t o acquir e an d maintai n it s independency , has , i n spit e o f it s grea t
frugality, been involve d in such expensiv e wars as have obliged i t to contract
great debts . . ."l6

Population an d per-worke r productivit y i n the Dutc h Republi c appear t o
have been no higher at the end of the eighteenth centur y than at the end of the
seventeenth. Th e Dutch Republic at the end of the eighteenth century was still
the richest and most prosperou s are a in Europe, but its lead over much of the
rest had been substantially eroded.

Elsewhere th e pattern appear s much the same . Absolutist monarchies had
powerful abilitie s to ta x selecte d portion s o f their economies ; the y ha d little
ability to tax the wealth of landlords and nobles, and they had little ability to tax
consumption tha t did not flow through the market. But merchants and farmers
who produced fo r sale were fai r game. And almost everywhere, the mercantile
economy wa s squeeze d t o th e poin t o f stagnatio n t o suppor t th e politico -
military interest s o f absolutis t monarchs , or—i n th e cas e o f th e Dutc h
Republic—to defend the country against attack.

The citie s of northern Italy—th e richest region in Europe at the en d o f the
Middle Ages, and the home of the Renaissance-—never significantly participate d
in early modern economi c growth. A s Figure 5.6 shows, the population of the
five largest cities of northern Italy did not grow significantly for three centuries.
France an d th e Netherland s sa w significan t city growt h a t th e en d o f th e
sixteenth and in the first half of the seventeenth centuries, but th e populations
of their largest cities then leveled off as well, coincident in time with the wars of
attempted conques t launche d by Loui s XI V agains t th e Netherlands . Onl y
England saw rapid city growth continue into the second half of the seventeenth
and the eighteenth centuries .

^ Smith , Wealth  o f Nati
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4 Th e Anomaly of Britain

4,1 Origin s of the British Military State

The mass mobilization of Britain's economy for war follows the same pattern as
that o f the Dutch , albei t a century or so later. The Dutc h Republi c had bee n
militarized under pressur e of the campaign by the Spanis h to defea t it s revolt
and reconquer i t for the Spanish monarchy, and was then farther militarized in
the contex t o f the defensiv e struggl e against Loui s XIV of France. The British
aristocracy deposed , a king, James II, for religious reasons in 1688. James II fled
into exile at the cour t o f Louis XIV of Prance, The restoratio n o f the Catholi c
James I I to the throne o f largely Protestant Great Britain thereupon becam e a
war aim of Louis XIV, and Britain , was thus drawn into the serie s of wars that
began in 1689.17

With the religious order of the country at stake, taxes that would have been
unthinkable in. any previous age were gladl y voted b y Parliament t o figh t the
French, A n intrusive infrastructur e o f tax collectors an d customs agent s wa s
established. And Britain's military mobilization began. By 1760, Britain's armies
and fleets amounted t o perhaps one in five of Britain's adult males. Certainly
more than 1 5 percent o f national product, perhap s more than 20 percent, wa s
spent on Britain' s military in the peak military effort year s of the Seven Year's
War (see Figure 5,7). The British state in the mid-eighteenth century was strong
enough t o defea t France a t sea , subsidize France's land-based enemies whe n
they too k u p arms , conquer th e Caribbea n island s and North America , and
begin the conquest o f India.

Just as the "decline of Spain" has generated a large literature, a good deal of
which appear s oddly misfocuse d i n light o f the demographic s an d finance o f
military mobilization., so the victory of Britain over France in the series of wars
that bega n i n 168 9 and ende d onl y i n 181 5 has generate d a  large literature ,
much of which focuses on England's strategic advantages.

But fro m a  demographic-financia l standpoint , Britain' s victor y i s no t
surprising: it s parliamentary regime wa s simply much better a t taxing (and at
borrowing a s well-parliamentary rule meant a  greatly lessened risk of default)
than was the French,

Moreover, the British state sustained its military effort fo r an extraordinarily
long time . Betwee n 175 6 an d 1815 , a  spa n o f 5 9 years , ther e wer e onl y
twenty-two year s of "peace." Figur e 5. 7 details the militar y effort—and th e
debt repaymen t effor t necessar y because of the militar y effort—mounted by

17 Fo r a superb and masterful overvie w of the rise of the British military state, secjohn Brewer, The  Sinews
of Power:  War, Money, taut the,  English State, 16S8~17« (New York : Alfred A , Knopf. 1989).
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Fig, 5.7 Component s of Government Exprnditur e is a  Share of Trend Nationa l Product ,
1692-1812

the Britis h crown durin g th e lon g eighteenth century . Th e consequence s of
Britain's massive military mobilization for its national debt, and for the amount
of nationa l produc t th e Britis h government extracte d i n taxes , were a s you
would expect. The hig h taxes levied were no t high enough t o cover wartime
peaks i n expenditure ; henc e th e deb t mounte d a s a  shar e of tren d national
product throughou t th e eighteent h century . I t peake d durin g th e American
Revolution at around 13 0 percent of a year's national product; and peaked at
the end of the Napoleoni c Wars at something lik e three time s trend national
product (Figure 5.8).

All other Europea n states—absolutis t lik e Spai n o r non-absolutis t lik e th e
Netherlands—appear to have been unable to maintain both economi c growt h
and th e degre e o f military effor t tha t being a  Europea n great powe r i n th e
sixteenth, seventeenth , and eighteenth, centuries required. Why don' t w e tell
the same story about eighteenth-centur y Britain—a prosperous economy tha t
staggered and eventually collapsed unde r the burden of the war expenditures
required by a parasitic, aggressive, expansionistic, and imperialist government?
How did Great Britain achieve its unique success?

4.2 Adam  Smith

First, it was far from clear to contemporaries watching the British state in the
eighteenth centur y tha t i t would  succeed . Observer s lik e Adam Smith would
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Fig, 5.8 Britis h Debt as a Proportion of Trend National Product, 1692-1820

repeatedly praise the British tax system's efficiency. For example, he wrote tha t
"the peopl e o f Franc e . . . i t i s generall y acknowledged , ar e muc h mor e
oppressed by taxes than the people of Great Britain"; and yet,

in 1775 and 1766, the whole revenue paid into the treasury of France, according t o th e
best, though , I  acknowledge, very imperfect accounts which I could get., , [was] not
the hal f of what might hav e been expected , ha d the peopl e contribute d i n the sam e
proportion... a s . .. Great Britain."*

But Smith did not believ e that the relativ e efficiency o f the Britis h ta x system
would protec t Grea t Britain from the advers e economi c consequence s o f the
cost of fighting its eighteenth-century wars. He wrote of the uniform "progress
of th e enormou s debt s whic h a t presen t oppress , an d wil l i n th e long-ru n
probably ruin , al l the grea t nation s o f Europe . . . " H e too k reader s o f The
Wealth o f Nations  on  a  tour o f the publi c finances o f al l the majo r European
powers:

The practice of [running up large debts during wartime and then consolidating th e post-
war indebtedness into long-term bonds] has gradually enfeebled every state which has
adopted it. The Italian republicks seem to have begun i t . .. Spain seems to have learned
the practice from the Italian republicks, and (its taxes being probably less judicious than
theirs) it has, in proportion t o its natural strength, been still more enfeebled , . . France
. , . languishes under an oppressive loa d . . . The republic o f the United Provinces [of
the Netherlands] is as much enfeebled by its debts as either Genoa or Venice,

" Smith , Wealth  ef  Nations.
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And h e finishe d b y askin g th e rhetorica l question : "I s i t likel y tha t i n Grea t
Britain alone a  practice, which has brought either weakness or desolation into
every other country, should prove altogether innocent?" 15*

Supporters o f Britain's fiscal—military establishment in the mid-eighteent h
century advance d tw o argument s tha t it s policie s wer e sustainable . First ,
British peacetim e revenue s di d exceed peacetim e expenditure s plu s interest ,
and there wa s a  "sinking fund " t o bu y bac k the outstandin g principal o f the
debt. Second, Britain' s tax system wa s faire r an d pu t les s of a burden o n th e
economy.

But Smith di d not believ e tha t the "sinkin g fund" provided an y economi c
security. Government s woul d rai d th e sinkin g fund : eve n "durin g the mos t
profound peace , various events occur which require an extraordinary expence,
and governmen t finds i t alway s more convenien t t o defra y thi s expenc e b y
misapplying the sinking fund ..." Raising taxes was difficult, for "every new tax
is immediately f e l t . .. [But ] a momentary suspension o f the [rejpaymen t of the
debt is not immediately felt by the people, and occasions neither murmur nor
complaint, .. Hence th e usual misapplication of the sinking fund." Smith saw
correctly the stead y rise in debt a s a share of national product tha t took place
throughout th e eighteenth century .

Smith als o was no t reassure d b y th e relativ e efficienc y an d fairnes s o f th e
British tax system in the eighteenth century :

The system  of taxation established in those [other] countries, it may be said, is inferior
to tha t o f England . I  believe i t i s so. Bu t i t ought to b e remembered , that when th e
wisest government has exhausted all the proper subjects of taxation, it must, in cases of
urgent necessity, have recourse to improper ones. The wise republick of Holland has
upon som e occasions been obliged t o have recourse to taxe s as inconvenient a s the
greater part of those of Spain. Another war begun before any considerable liberation of
the publick revenue had been brought about.. . may - . . render the British system of
taxation as oppressive as that o f Holland, or even as that of Spain . . . Le t us not , , .
rashly conclud e that [the British economy] is capable of supporting an y burden; no r
even be too confiden t that she could support without great distress a burden a  little
greater.. K "

Thus, i t was not obviou s t o contemporarie s tha t a  prosperous eighteenth -
century Britai n was consistent wit h th e imperia l polic y an d military expendi -
tures necessary for Britai n to play the role o f an eighteenth-century Europea n
great power . Fro m thei r perspective , a t least , th e sam e force s tha t mad e a
strong stat e inconsisten t wit h advancin g mercantil e prosperit y i n Holland ,
France, and Spain were at work in Britain as well. The concluding pages of The
Wealth o f Nations  ar e a  ple a fo r th e reformatio n o f Britis h policy—eithe r

"'* Smith , Wealth of Nations.
20 Ibid .
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distribute the burden of financing Britain's wars more widely, so as to eliminate
the ris k tha t "imperia l overstretch " woul d pus h th e Britis h econom y int o
the condition of Holland's or Spain's, or abandon empire an d fight the wars of
continental Europe.

4,3 Wrong  Answers

Some o f th e standar d answer s fo r Britain' s continue d economi c succes s
throughout the eighteenth century found in the history books are clearly wrong.
As we have seen, it is not the case that Britain' s status as an island exempted it
from th e militar y effor t characteristi c o f continenta l Europea n powers . I t
maintained a  naYy second-tonone And it spent enough o n a  land army to, at
times, be a significant facto r in the military balance on the northern Europea n
plain. It is not the case that the earl y growth of representative government i n
Europe placed a check on the expansion of public spending. Rather the reverse:
parliamentary power made it possible for Britain to mobilize a greater share of
national product for war than could its continental adversaries.

4,4 Possible  Right Answers

Instead, th e reason s fo r Britain' s escap e fro m th e tra p tha t histor y se t fo r
Enlightenment-era economie s appea r t o be fou r i n number . Thes e ar e con -
sidered below in rough order of increasing probable importance .

4.4.1 Ideological  preconditions for mobilization
When Britain' s military mobilizatio n began , i t began al l a t once , a s a  near-
unanimous decision by the political nation in response to the succession crisis of
1688. Thus, Britain' s tax system was widely seen a s fairer an d less destructiv e
than the exemption-ridde n systems that continenta l absolutis t monarch s had
to construct to maintain political support for their military adventures,

As note d above , whe n Britai n entere d th e Europea n powe r struggle , th e
religious order o f the countr y was immediately placed a t risk. In most earl y
modern wars kings fought for prestige and provinces, nobles fought for honor
and plunder, and soldiers fought for pay. From the moment Britain became a
participant in the wars of early modern Europe , its kings were fighting not just
for prestige and provinces, but for their very right to wear the crown; its nobles
were fighting not just for honor and plunder, bu t to preserve their property
against th e overtur n tha t migh t wel l follo w th e reversa l o f th e Protestan t
religious settlement; and all were fighting for their souls.
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Thus, taxes that would have been unthinkable in any previous age, or in any
other emergin g nation-state , wer e gladl y vote d b y Parliamen t t o figh t th e
French, A n intrusive infrastructur e o f tax collectors and customs agent s was
established. Elsewher e i n Europe , aristocrat s fough t toot h an d nail—wit h
substantial success-—for exemptio n from th e taxe s levied by seventeenth and
eighteenth-century states. In Britain the aristocrats loaded taxes on themselve s
for fea r o f the consequence s o f military defea t an d th e retur n o f the Roma n
Catholic Stuart dynasty that they had deposed i n favor of the house of Orange
and then of Hanover,

Had Britis h absolutism grown , up gradually , it would almos t surel y have a
had a  less fai r an d les s efficien t tax . system, resting on a  smaller tax base, in a
pattern similar to that of continental absolutisms: the king would have acquired
the power to tax the economy as a whole by offering selective exemption to the
nobles wh o staffe d th e estates  and th e parlements  tha t had retained th e feuda l
right t o be consulte d befor e roya l actio n became law , The consequence s fo r
the mercantil e econom y o f a  give n leve l of expenditure s would hav e bee n
significantly mor e damagin g ha d Britain' s military stat e emerge d otherwis e
than i n respons e t o th e threa t t o th e Protestan t successio n pose d b y th e
potential return of the exiled James II.

4.4.2 Victor y and empire

Second, Britai n won it s eighteenth-century wars . Whil e Britis h victor y ove r
Indian princes, America n tribes, an d the Dutch , French, and Spanish navies in
the struggle for trade and empire was not the cause of British economic growth,
it did plausibly add an extra 5 or 1 0 percent to the national product. In a context
in which the key to avoiding economic stagnation is broadening the tax base on
which the burden o f fighting the next war is placed, th e economic benefit s of
empire may wel have been important.

It is here, if anywhere, that the benefits of the "representative " characte r of
British governmen t ar e t o b e found . Supplie s fo r wa r ha d t o b e vote d b y
Parliament, a n assembl y o f landlord s with financier s an d merchant s mixe d
in. The government had to maintain th e confidence of the monarch in order
to retai n power , bu t i t als o ha d t o retai n th e confidenc e o f Parliament .
Throughout the eighteenth century, kings were eager to project British, military
power onto the European continent proper—th e dynastic interests of William
III as Stadholder of the United Provinces, and of Georges I, II, and III as Electors
of Hanover.

Mercantile interests in Parliament were more willin g to vote for war i f the
government woul d adop t a  "nav y first " strategy ; thus , th e requiremen t o f
maintaining parliamentary confidenc e le d the government to adopt a military
strategy oriente d mor e toward th e mercantilist an d imperial maritime power
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that Britia n became . Representation—constraint s o n th e monarch—di d no t
diminish the size of the war effor t appreciably , but i n all probability did shift its
direction somewhat.

4.4.3 The  late arrival of the modern state

Third, the early modern state—capable of mobilizing 10 2 0 percent of national
product fo r war—cam e t o Britai n relativel y late , in 169 0 rather than i n 1550 .
Thus, the Britis h economy ha d a n extra century and a  half to gro w withou t
having to bear the burden of a large military establishment. It is hard to see the
late arrival of the modern state in Britain as due to anything other than luck: the
shakiness o f th e Tudo r dynast y an d th e foreignnes s o f th e Stuar t dynasty
prevented th e kin d o f consolidation o f authorit y tha t wa s ongoing in Spain ,
France, and Prussia in the sixteenth and seventeenth centuries .

Thus, Britain's national, debt was an insignificant fraction of national product
as late a s 1688 . By that time Spanish absolutism, an d its consequent wars , had
burdened th e Spanis h econom y fo r nearl y tw o hundre d years ; an d Frenc h
absolutism, begun b y Henry IV and Cardina l Richelieu, was three-quarters o f
a century old. A late star t gave the burden o f early modern wars less time t o
press down on the British economy.

4.4.4 Demography
Fourth an d probabl y mos t important , however , Britis h peak militar y effor t
coincided with an extraordinary demographic upswing which provided a larger
resource base , o n whic h th e deb t lef t ove r fro m th e las t generation' s war s
placed a smaller burden.

Thus, i n the las t analysis, a large part o f the answe r must be demographic .
Britain's population i n 180 0 was two an d a  half times its population in 1600; in
contrast, France' s populatio n i n 180 0 was onl y one-hal f more tha n i n 1600 ;
Holland's only one-third more, and Spain's, only one-quarter more. I f Britain's
population ha d bee n stagnan t i n th e eighteent h centur y (and i f Britain ha d
maintained its historical military effort), by the end of the American Revolution
in 178 3 Britain's national debt would have been no t 1. 3 times a year's national
product but 2.1 times—and its national debt in 1820 would have been not three
times a  year' s nationa l produc t bu t seve n times . Suc h a  deb t woul d hav e
imposed a n unsustainabl e burden o n th e economy : perhap s 2 8 percent o f
national product would have been levied in taxes to pay debt service i n 1820, a
burden that a growing economy could not have stood.

Many historie s o f Europ e dwel l o n th e fortunat e coincidenc e o f a n
"agricultural revolution " i n Britai n coming jus t o n th e ev e o f the Industria l
Revolution, making it possible, Such histories usually see the agricultural revo-
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lution a s allowing th e releas e o f labor from subsistenc e farming to industria l
production. Bu t here we see another, possibly more important, implication-—of
an "agricultural revolution, " an d of changes in Europe's climate that made the
north somewhat more hospitable.

Without rapi d population growth i n eighteenth-century Britain, it is possible
that w e woul d no t b e her e today : th e burde n o f eighteenth-centur y war s
might wel l hav e strangle d economi c growth . Indeed , Jeffrey Williamson 21

has convincingl y argue d tha t th e burde n o f fighting Britain' s war s di d slo w
growth significantly . Remov e Britain' s demographic upswing , an d William -
son's calculation s o f "crowdin g out " impl y a  Britis h economy shrinkin g i n
terms of output per capita from 178 0 to 1820 .

It is important t o stres s tha t Britain' s escape fro m th e above scenari o was the
result o f a fortunate combinatio n o f causes: a  nation unite d fo r war , the late
arrival o f th e moder n state , th e plunde r fro m oversea s empires , an d (mos t
important) the demographic upswing—al l had nothing to do with each other.
It is easy to imagine a world in which one, two, three , or all four of these factor s
were missing .

Had one of these four factors been missing, it is likely that Britain would still
have been th e sit e o f the first Industrial Revolution . Remove two o r more of
the factors , an d i t i s likely that w e woul d no w hav e t o writ e th e histor y o f
eighteenth-century Britai n a s we d o the histor y o f sixteenth-century Spain or
seventeenth-century Holland : as an er a o f mercantile brilliance an d politica l
power that ended in long-run economic stagnatio n and decline.

5 Conclusio n
In the first half of this millennium, Europea n economic growth wa s enabled in
part by the relative ineptness of Europe's militar y aristocracy : only in Europ e
were self-governin g city-state s abl e t o maintai n thei r independenc e agains t
centralizing princes; only in Europe did merchants have a chance to rule, and to
shape policie s that sa w economic growt h a s an end i n itself , rathe r tha n a s a
means to courtly splendor or to military power,

In th e thir d quarte r o f thi s millennium , th e traditiona l center s o f th e
European economy—th e Mediterranea n coast o f Aragon, northern Italy , the
southern hal f of the Low Countries aroun d Antwerp, Brussels , Ghent, Bruges,

*' Jeffre y Williamson , "Wh y Wa s Britis h Growth So Slow During the Industria l Revolution?" Journal s f
Economic History, 44(3} (1984): 687-712.
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and Lille —went into decline, in large part because of the burden of financing the
military effort made possible by the new bureaucracies of "absolutist" monarchs.

Britain—and onl y Britain—wa s abl e t o b e a  Europea n grea t power , t o
finance its wars at whatever level of spending seemed necessary, and still to see
sufficient economi c growt h i n the eighteenth centur y to trigge r a n Industrial
Revolution, This is an extraordinar y event, and not on e fore-ordained . Con-
temporary observer s lik e Ada m Smith , i n hi s Wealt h o f Nations,  wrot e o f
the likel y ruin o f European economies—not exempting Britain's—under th e
burden o f nationa l debt create d by th e enormou s wa r expenditure s mad e
possible by the military mobilizations undertaken by early modern states.

5.1 Lessons  Learned

What lesson s ca n w e dra w fo r economi c developmen t toda y fro m thi s
excursion int o th e minutia e o f earl y moder n history ? Wha t advic e shoul d
governments take , and those of us who are concerned abou t institutional and
constitutional framework s t o constrai n an d empowe r governments ? Th e
lessons appear to be four:

The first and most important lesson is: be lucky. Of the perhaps six European
proto-nation-states that in the sixteenth through eighteenth centuries acquired
the potentia l t o ta x and mobilize 1 0 or mor e percent of national product, all
but one used this power in a way that severely retarded economic growth. And
that country's escape is due i n large part to a  fortunate coincidence o f many
different factors—or , in other words, in large part to good luck.

The secon d lesso n is : d o not expect  too  much.  Rate s o f pe r capit a outpu t
growth i n the developin g world since 1945—eve n including Africa, an d even
excluding th e Eas t Asians—appea r to b e roughl y twice  wha t Europea n
countries accomplished in the nineteenth century, when they had similar shares
of their populations in agriculture . Give n th e extr a role s playe d by mode m
governments, and given the difficulties face d by even the most technologically
advanced pre-industria l economie s i n continuin g growt h unde r th e burde n
of their mor e limite d governments, I  believe that w e shoul d b e gratefu l for
the developmen t progress that has been mad e rather than disappointed tha t
progress has not been faster .

The thir d lesson is: unite the nation. Britain's military effort wa s based on a
system o f finance established in th e contex t of an emergency , near-universa l
consensus of the political nation that a stronger state was necessary, Absolutism
in France , or Spain , o r even  th e Netherland s was th e resul t o f bargaining
between th e centra l authority and other politicall y powerful groups : we wil l
back you r authorit y t o ta x th e econom y i f we ar e grante d significan t ex -
emptions an d special privileges. Comparing Britis h and French public finances



Overstrong Against Thyself 16 7

on the eve of the Frenc h Revolution, it seems clear that British public finance
caused much less discontent—and probably much less distortion an d damag e
to the economy.

The las t lesson is: do what can be done to raise economic growth higher on the list of
policy-m&kers' priorities.  This is difficult, because , at least from th e hig h seats of
rulers and politicians, other considerations rank higher than policies to enhance
long-run economi c growt h fo r what  seem  t o politicians  an d prince s t o b e good
reasons. Woodward writes of how it was "ridiculous to talk to politicians about
the distan t future. T o mentio n [benefit s achieved at ] 'infinity ' [i n the future ]
was patently absurd , .. More vividly . .. he was presenting [President ] Clinton
with costs that would be paid in his presidency an d benefits tha t would come
several presidencies into the future,"22' Yet politicians pursue not onl y material
but also what Max Weber termed ideal  interests—the approval of one's peers,
confidence i n one's religious salvation, glory, and honor ar e very real, and are
powerful motivations of human action.

And here economists can perhaps have some impact: to some degree, we can
play wit h th e mind s o f politician s an d princes . W e can , b y ou r collectiv e
approval and disapproval, help assur e them tha t adoptin g policie s with long -
term developmen t benefit s wil l giv e the m a  favorabl e plac e i n th e histor y
books—"William th e Good " a s opposed t o "Ronal d th e Badl y Advised" —
and an old age in which the y are honored an d respected adviser s and elders,
rather tha n revile d a s th e standard-bearer s fo r faile d policies . Th e wor k i s
difficult, Th e effect s are marginal at best,

Yet still the work is worth doing ,
1 wa s luck y enoug h t o wor k fo r Lloy d Bentse n whe n h e wa s Treasur y

Secretary. He told me a story that President Kennedy had told him. He spoke of
an aged and retired Frenc h commander, Marshall Lyautey, giving instructions
to the head gardener of his country estate : "... and I want to plant two rows of
oak trees," the Marshal l said, "on e o n eac h side of that drive. Star t planting
them tomorrow."

"But my Marshall," the gardener replied, "those trees will take fifty years to
grow!"

"Oh," sai d the Marshall. "In that case, there is no time to lose. Start planting
them this afternoon,"

Robert Woodward, Th e AgtnAs (New York: Simon & Schuster, 1994) .



The Swedish Model: A Comment on
Mancur Olson's Analysis

Erik Moberg

1 Th e Rise and Decline of the Swedish Model
For a long time in this century many Swedes were proud of their country. From
a relatively poor an d backward position, it developed into one of the three o r
four most productive economies in the world. At the same time, the Swedish
welfare stat e gradually took form . Th e publi c systems o f education, medical
care, and other social services grew. Poverty was almost entirely eradicated and
people's standard of living, while growing, became more and more equalized .
At the en d o f the 1960s , the publi c expense s constitute d abou t 4 5 percent o f
the GDP , an d ther e wer e n o defici t problems . Internationally , the Swedish
model became a concept loaded with positive values.

The 1960 s were the heyday of that model. Then, gradually, things started to
deteriorate. Sweden's growth rat e became slower and in some years, the latest
of which are 1991 , 1992, and 1993 , even turned negative . The productio n pe r
capita i s no w belo w tha t o f a t leas t fifteen, other industrialize d countries .
Unemployment has risen dramatically.1 The retarded growth has been accom-
panied by continuousl y increasin g public expenses . I n 199 0 they constitute d
a good 6 0 percent o f GDP. The state' s debt has risen t o roughl y 80 percent
of the country's GDP. Almost half of this is owed to creditors abroad. The crisis
is now dee p and severe . Fo r many people th e Swedis h mode l ha s become a
warning rather than an ideal.

' Th e officia l figur e i s around 12 % (Nov. 1997) , bu t othe r method s of measurement give considerabl y
higher levels; e.g., Stahl and Wickman have calculated that only about 80% of those who would be employed
in an ideal labor market are, in fats, employed. Their unemployment figure is thus about 20%. See L Stlhl and
K. Wickman, Hit niiljon utanjobli:  $uedn$£ier®$w  III (in Swedish) (Stockholm: Timbre, 1995).
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It is hardly surprising that some scholars found this pastern remarkable. First,
Sweden's achievements during the period of advance could certainly not have
been take n fo r granted . Fro m a  conventiona l economi c point o f view, on e
would rather have predicted that Sweden's extremely large welfare state , with
its unusuall y hig h taxe s an d exceptionall y generou s socia l insurance , b y
severely disturbin g incentive s would badl y hamper economi c performance,
But tha t di d no t happen . Economi c growt h an d th e welfar e stat e seeme d
quite compatible , an d i t wa s therefor e importan t t o as k exactl y ho w and .
why? What was the Swedish secret? Then, when such questions seemed to have
been answered, Sweden's economic performanc e gradually began to worsen.
This, of course, was also bound to astonish . Ho w could a  country tha t onc e
performed s o remarkably well, now be worse off than most other comparable -
countries?

One scholar who has discussed these problems is Mancur Olson, and he has
done s o in two work s in particular. The on e i s the bookle t 'Ho\v  Bright  are the
Northern Lights? Some Questions about Sweden,"1 which deals mainly with the long,
successful pre-crisis period. The other work, the article "The Devolutio n of the
Nordic and Teutonic Economies,""' deals with the crisis after the happy years.

2 Olso n on Sweden's Success
Olson start s hi s discussion abou t th e successfu l perio d by putting two nicely
related questions:4

1, Wh y isn't the Swedish economy performing better than it is?
2, Wh y isn't the Swedish economy performing worse than it is?

Olson's answer t o th e firs t questio n relie s on mainstrea m economic s and
draws attention to the compressed wage differentials, the high level of transfers,
and the high taxation in Sweden. This answer, I think, is obviously correct and
there i s not muc h t o discus s abou t it . Th e reall y interestin g questio n i s the
second one : ho w i s i t tha t Sweden , i n spit e o f it s seemingl y bi g obstacle s
to growth, performed , so remarkably well, and in fac t better tha n most othe r
nations?

1 Th e book is based on the Crafoord Memorial Lecture given by Mancur Olson at the University of Lund,
Sweden, i n 19S6:  Mancu r Olson, Ho w Brigh t ar e th e Northern  iigto? Som e Questions  at/out  Sweden  (Lun d
University Press, 1990) .

' Mancu r Olson, "Th e Devolutio n of the Nordic and Teutonic Economics," American Economic Review,
P&pgrs and Proceedings,  May {1995) .

4 Olson , Northern Lights,
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But eve n i f th e secon d questio n i s th e crucia l one , I  thin k tha t Olson' s
interpretation o f the questio n i s worth a  comment. Th e obstacle s tha t Olso n
has in mind are the large public sector an d the full y developed welfare state. In
essence, therefore, he asks why Sweden's extreme welfare politice did nota 
hamper economi c growth more than i t did. This question is certainly wort h
asking, bu t i t i s nonetheless remarkable . Keepin g Olson's ow n wel l know n
theory o f national development in mind, a  slightly different interpretatio n o f
the question would be more natural,5

What I am thinking about is Olson's contention tha t stable societi.es become
increasingiy sclerotic wit h age . The basis for this is two proposition s tha t ar e
derived from Olson's logic of collective action and are presented, amon g othe r
places, i n Th e Rise and.  Decline of  Nations. 6 Th e firs t on e say s tha t "[sjtabl e
societies with unchanged boundaries tend t o accumulate more collusions and
organizations for collective actio n over time," and the second one tha t "[o]n
balance, specia l interes t organization s an d collusion s reduc e efficienc y an d
aggregate incom e in the societies in which the y operate and make political lif e
more divisive." Accordin g to this , therefore, one would expec t Sweden to be
quite sclerotic since it is old and stable; and it would be natural t o think abou t
the second question as about why Sweden, being such an old and stable society,
was not performing worse than it was.

Now, m y reason fo r thinking tha t Olson' s interpretation o f the questio n
should b e avoide d is that, in a  sense, i t take s the emergenc e o f the Swedis h
welfare stat e for granted. The welfar e state is brought int o th e discussion a s a
reason for putting a question, for which Olson's theory already has an excellent
reason, an d therefor e th e existenc e o f th e welfar e stat e doe s no t appea r a s
something tha t needs an explanation of its own—which, indeed, I think it does.

After thi s we can now turn t o Olson's answer to his second question. First ,
and contrary to many persons' beliefs, he says that a large public sector does not
necessarily imped e economi c growt h ver y much . H e present s statistic s
supporting hi s assertion an d als o provides a n explanation . Advanced welfare
politics, a s we know, is always associated with substantia l redistributions, bu t
such redistributions can be of different kinds .

Olson make s a distinction betwee n explici t and implicit redistributions. An
explicit redistribution  is a cash transfer from taxpayers to particular beneficiaries,
which ar e commonl y deeme d t o deserv e o r nee d th e money . A n implicit
redistribution, on the other hand, usually refers to the favoring of some selected
people o r firm s b y a  ne w la w o f some kind ; examples ar e tariff s o r quota s
favoring some particula r industry. By their advocates , such laws are often said
to b e goo d fo r th e societ y a t large , an d thei r redistributiona l characte r i s

! Mancu r Olson , The  Rite  and Decline of  Nations:  Economic  Growth, Stagflation,  an d Social Kgitlities  (Ne w
Haven: Yale University Press, 1982).

* Ibid . p. 74,
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thus concealed . A n explicit redistribution wil l increas e th e publi c sector ; a n
implicit on e usually does not , Olson also argue s that implici t redistributions ,
for severa l reasons , ma y disturb people's incentive s much more tha n explicit
ones, an d thus ma y b e mor e harmfu l t o economi c growth , "Inconspicuou s
redistributions," h e writes , "ar e ofte n als o mor e costl y t o societ y tha n con -
spicuous on.es: the costs that are nor noticed ar e less likely to be minimized,"7

The deadweigh t losse s resultin g fro m a n implici t redistributio n ma y easily
become many times bigger than the favors enjoyed by the beneficiaries.

Now, Olson submit s tha t th e Swedis h welfare state to a  large extent use s
explicit rathe r tha n implici t redistributions , an d tha t i s th e firs t par t o f hi s
explanation o f Sweden's surprisingl y good performance . I n a  second par t he
goes on to draw attention to the importance, especially for a small country, of
the policies for international trade. He asserts, again perhaps contrary to many
persons' beliefs , that fre e trad e i s very important fo r economi c growth ; an d
again he presents statistic s showing tha t protective measures , suc h as quotas
and tariffs , almos t universall y imped e growt h drastically . This , o f course ,
exemplifies the harmful effect s o f implicit redistributions; the basic mechanism
is that the protected firms, when no t expose d t o competition fro m countles s
foreign firms, can easily form cartels which will harm the national economy at
large. Sweden , however , ha s neve r ha d a  significan t protectiv e wal l fo r
manufactured goods , an d tha t i s th e secon d par t o f Olson' s explanatio n o f
Sweden's good performance.

Olson's explanatio n seem s plausible but als o leads to new questions abou t
the cause s behin d th e explici t redistribution s an d th e non-existen t protect -
ive wall . I n hi s answer s t o thes e secondar y questions , Olso n emphasize s
that Sweden' s lobbyin g organizations , t o a  larg e extent , hav e bee n quit e
encompassing, an d thereb y incline d t o abstai n fro m destructiv e policies . An
encompassing organization, i n Olson's terminology , is an organization whos e
members represen t a  larg e share o f th e country' s income-earnin g capacity.
Since such organization s an d their members t o a  large extent ar e affecte d b y
their own activities , they have strong incentives to be, from a  general point of
view, prudent . I n Olson' s words , "Encompassin g organization s hav e som e
incentive to make the societ y in which they operate more prosperous, an d an
incentive to redistribute income to their members with as little excess burden as
possible, an d t o ceas e such  redistribution unles s th e amoun t redistribute d i s
substantial in relation to the social cost of the redistribution."8 The opposite to
encompassing organization s i s narrow organizations , which , fro m a  general
point of view, are likely to behave irresponsibly.

The powe r in Olson's explanation o f Sweden's surprisingl y good perform-
ance thus come s fro m hi s assertion that Sweden' s lobbying organizations to

" Olson , Northern lights, p. 60,
* Olson , Rise and Decline, p, 74 .
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such a  large extent are encompassing rather tha n narrow. True, h e als o dis-
cusses some ad hoc factors, exogenous to his own theory, such as the quality of
Swedish economists and some historical experiences of the Swedis h exportin g
industries; but these elements are marginal and may be disregarded here. Th e
obvious nex t question therefor e is : how i s it tha t the Swedis h organization s
are so encompassing?

This questio n Olson answer s only tentatively. In some places he indicate s
that Sweden's smallness and homogeneity may be an explanation, and certainly
there ma y be some trut h i n this.9 First , smallness and homogeneit y ofte n g o
together. When , fo r example , a large piec e of something, sa y a  big rock , i s
divided into parts, those parts, individually, are likely to be more homogeneous
than th e origina l piece. Second, both smallnes s and homogeneity ma y favo r
encompassing organizations . If, for example, the costs for creating an organiz-
ation depend only on the organization's absolute size, and not at all on its size in
relation to the society at large, then, automatically, organizations will become
more encompassing the smaller the country is. Also, it is reasonable to assume
that the costs of an organization are higher the more heterogeneous a  country
is, which makes encompassing organizations i n homogeneous countrie s mor e
likely tha n i n othe r countries . Thus , i t i s not unreasonabl e t o thin k abou t
smallness and homogeneity a s causes of enconipassedness. But neither i s it, I
think, very convincing; the arguments are too vague.

We ma y thus conclude that Olson's answer to his second question , abou t
the surprisin g success o f Sweden, i n terms o f encompassing organization s is
basically sound , eve n i f the mechanism s behind the encompassin g organiz-
ations, and the emergence o f the welfare state, remain obscure. Furthermore ,
Olson devote s hardl y an y spac e t o th e mechanism s b y whic h lobbyin g
organizations influence government, Thi s is important, since the prudence or
non-prudence of the organizations would not matter if they had no influence.

3 Olso n on Sweden's Crisis
We may now turn to Olson's account of the Swedish crisis in later years,10 The
basic question, of course, is why Sweden, which earlier performed so well, has
become s o overwhelmed by troubles. Olson's answers are short and tentative
and, it should be said, do not claim to be anything else.

He suggest s fo r example tha t the prio r successfu l developmen t ma y have
* Se c e.g. Olson, "Devolution, " p. 2*1.

10 Ibid .
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led to overconfidence in the Swedish model, an d thereby to "overshooting,"11

"The country, " he writes, "came to believe that it could redistribute even more
without excessiv e socia l costs. " This argument i s of course sensible , but als o
very vague ; furthermore , i t i s unrelate d t o Olson' s basi c idea s abou t
organizations, an d in that sense is ad hoc.

This las t criticis m doe s no t appl y t o anothe r lin e i n Olson's reasoning , i n
which h e argues tha t the organizations that were earlie r quite encompassin g
may hav e becom e les s so, an d therefore , accordin g t o hi s theory , als o les s
responsible. I n thi s argumen t Sweden' s economic performanc e is considere d
as a  reflection o f the degre e o f encompassedness o f its organizations . Olso n
here applie s a n ide a tha t h e ha s presented i n severa l publications, 12 namely
that encompassin g organization s ar e inherentl y unstabl e an d ar e likel y t o
disintegrate int o a  numbe r o f narro w organizations . Thi s disintegration ,
according to Olson , i s caused by the sam e mechanism s a s the emergenc e o f
narrow organizations withi n a  society without an y organizations. Basically , a
minority within a  large encompassing organization wil l find itself in the same
situation as a minority in a society without lobbying or cartelistic organizations.
These minoritie s wil l fin d th e encompassin g organizatio n an d th e state ,
respectively, quite similar. Neither of them articulates the particular interests of
the minorities, and these will therefore try to organize. In the one case it is the
society without organizations that is changed, and in the other the society with
encompassing organizations. In both cases the end result is a society with a lot
of narrow organizations .

This ide a abou t th e encompassin g organizations " instabilit y raise s som e
questions. How, fo r example , i f they ar e inherentl y unstable , coul d encom-
passing organizations ever come into existence? To put the question somewha t
differently, i s there a n equilibriu m leve l o f encompassedness o r narrowness ?
If so , a t which particula r level i s an, organization narro w enoug h no t t o b e
threatened b y furthe r disintegration ? What , i n fact , hinder s equilibriu m t o
occur whe n every "organization " ha s one membe r only , o r i n other word s
when there ar e no organizations at all? And, if so, how i s it that organizations
ever appear? These questions, obviously, are only new variations of the basic
question alread y put, concerning the determinants of an organization's degre e
of encompassedness o r narrowness .

The idea about disintegrating encompassing organizations, even if generally
true, i s also, 1  think, of limited relevance for Sweden. First, the moderat e dis -
integration tha t has occurred ha s consisted o f deviations from th e traditional
centralized wag e bargainin g an d i s thu s a  labo r marke t phenomeno n no t
necessarily relate d t o lobbying . Second , sinc e a  plausible mai n effec t o f th e

11 Olson , "Devolution," p. 24.
u E,g , Maneur Olson, "An Appreciation of the Tests and Criticisms/' SctinMiuivitin P&litwal  Studies, fvfarc h

(1986); Oison, Northern Lights; Olson, "Devolution. "
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decentralization i s wider wag e differentials , i t i s not clear that the result s ar e
harmful.13 Third , sinc e the first deviations from centralization occurre d abou t
ten year s afte r th e firs t sign s o f the economi c crisis , in th e beginnin g o f th e
1970s, the causal order, i f any, should no t be from disintegratio n t o crisis, but
from crisis to disintegration—when the trough i s empty, the horses bite . This,
again, brings us back to the question abou t the basic mechanisms determining
the extent to which an organization is encompassing,

Olson's dealing with the crisis period is, in my opinion, les s convincing than
his handlin g o f the perio d o f success . Som e o f hi s idea s are vagu e an d un -
related to his own mainstream thinking. Another idea—that of disintegratin g
encompassing organizations—certainl y belongs to his own theoretica l frame -
work, bu t fail s t o convinc e anyway , Olson i s thus no t onl y unsuccessfu l in
bringing th e tw o phase s o f th e Swedis h developmen t unde r a  commo n
theoretical hat, but he also falls shor t o f giving a plausible explanation for the
crisis perse.

4 Th e Constitutional Factor
Some o f th e question s lef t unanswere d b y Olso n require , I  believe , som e
constitutional fact s t o b e take n int o account , Swede n ha s a  parliamentary
constitution with proportional representation . This determines the character of
the politica l partie s an d therefore , a s we shal l see , i s als o relevan t fo r th e
problems discussed here.

Parliamentarism i s a  metho d fo r appointin g th e executive , accordin g t o
which the people first elect the legislature, which in turn appoints the executive .
The legislatur e and the executive ar e thus, i n a sense, appointe d i n the sam e
popular elections. In  a pure parliamentary system, the executiv e can further -
more remain in office onl y as long as it enjoys th e confidenc e o f a majority in.
the legislature , an d thi s requiremen t i s therefor e ofte n referre d t o a s th e
parliamentary principle. The othe r mai n syste m is the presidentia l one , whic h
uses separate popular elections for appointing a president and thereby also the
rest of the executive.

A parliamentar y system depends , fo r it s functioning , o n th e existenc e o f
stable, centralized, and disciplined politica l parties in a way that a  presidentia l
system doe s not . Th e reaso n i s tha t th e parliament' s confidenc e i n th e

li P , A. Edin and R. Topei Wage Policy and Restructuring: Tte Swedish Labor Market sine 1960, i n R. Freeman,
B, Swedenborg , an d R - TopeJ, eds, , Reforming  the  Welfare  S&Ue. ' The  Sw&ftsl i JVfei d in  Transition  (Chicago :
National Bureau of Economic Research/Chicago University Press, 1997) ,
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executive, in order to be reliable and lasting, cannot be ad hoc, accidental , or
anonymous. Th e confidenc e expressed b y a  transien t majorit y o f individual
members o f the legislature cannot , it is easy to realize, have much value. The
confidence has to be expressed b y one o r a  few stable and identifiable actors,
which, in effect , mean s consolidate d politica l parties , A parliamentary system
however is  no t dependen t onl y on suc h parties ; conversely , I  submit , i t als o
gives strong incentives for the formation of that kind of parties; and sometime s
also for forming big parties.14 The reason is that centralized, leadership, stability,
and disciplin e enhanc e a  negotiatin g party' s credibilit y an d reliabilit y an d
thereby its chances of becoming a  member of the executive, a membership that
often is quite attractive, or even lucrative,15

The proportional electora l system with multi-member constituencie s can be
compared with a plurality system with single-member constituencies (first past
the post) , The choic e her e affect s th e partie s in two ways . First, the plurality
system has a strong tendency to reduce th e number o f parties, in the extreme
to tw o parties , wherea s there ar e no suc h reductiv e force s operatin g in the
proportional system, 16 Second , i n contras t t o th e pluralit y system , th e pro -
portional syste m put s stron g meatt s for enhancing discipline, and thus for the
creation o f stable an d cohesive parties , i n the hand s of the party leaderships .
The mai n facto r her e i s tha t th e candidate s fo r th e legislatur e are largel y
dependent on the party leadership, both for nomination and for campaigning,

Now, I submit, these mechanisms ca n be used for explaining the character of
the Swedis h part y system . Ther e ar e seven parties , whic h o n th e whol e are
disciplined, stable , an d cohesive . Ther e ar e n o stron g force s reducin g th e
number o f parties. Th e Socia l Democratic part y i s quite big . Th e incentive s
to disciplin e come fro m th e parliamentarism , and the mean s fro m th e pro -
portionaiism. A s a  contrast , w e ma y thin k abou t th e Unite d State s wit h
presidentialism an d plurality. There, a s we shoul d expect, we find two mai n
parties with low discipline.

These matters affec t th e distributio n o f power. I n th e Swedis h syste m th e
'"' A  big party often ha s the advantag e of being the componen t from which a coalition-building process

starts. Even small parties, however, may have ad¥antages by fitting well into minimum winning coalitions in
Riker's sense. See W. H, Riker, The Theory o f Political Coalitions (New Haven: Yaie University Press, 1962). The
incentives related to size are thus quite complicated.

15 Th e idea that parliamentarism is dependent on stable, cohesive parties is generally accepted in political
science. The converse idea—that parliamentarism enhances those party properties—is to my knowledge not
discussed i n a  systematic wa y a t all ; and whe n th e topi c occasionall y arise s fo r som e reaso n th e ide a i s
sometimes supported, sometimes discarded . An example of the latter is given by Sartori when he writes that
"- party solidification and discipline [in parliamentary voting) has never been a  feedback o f parliamentary
government"; G . Sartori , C&mpflr&tive  Constitutional  Engmemtig ; A n Inquiry  ittf a Structures,  Incentives  and
Outcomes (London: Maemtihn, 1994), p, 95,

14 Mauric e Duvsrger claimed that the tendency of a plurality system to enhance a two party system came
close to being "a tru e sociological law." M. Duverger, Pi>littoi ! Parties; 7Tu*t? " Organization and Activity  i n the
Modem State (New York: John Wiey, 1964), p. 217, This relationship, often referred to as "Duvergpr'stow," is
not however generally accepted in political science.
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consolidated and disciplined parties can, as an approximation, be considered as
unitary actors . The power i s concentrated to the hierarchical summits of the
parties. This does not mean , of course, tha t individuals are not important . I t
does howeve r mea n tha t the individual s almos t exclusivel y play their role s
within th e parties . Th e individual s hav e a  sa y i n determinin g th e part y
positions, and more so the higher up they are in the party hierarchy. When i t
comes to dealings with actors outside the party, for example with other parties,
or wit h th e electorat e i n campaigns , o r wit h lobbyin g organizations , i t i s
however usuall y the party as such, or the party leadership, tha t acts . Further-
more, during the current election period, the governmental power i s held by
the very few parties belonging to the executive or to the parliamentary majority
supporting the executive . The U S pattern i s quite different . There , th e part y
restrictions o n th e behavio r o f th e president , an d o n th e member s o f th e
Congress, ar e very weak indeed. All these individuals-—several hundred—can
therefore be considered as fairly independen t actors. The power is spread ou t
not onl y betwee n th e presiden t an d th e Congress , bu t als o amon g al l the
members of the Congress,

These different pattern s should be of great importance. I t thus seems likely
that the transaction  costs of political processes depend critically on the number of
independent actors taking part,17 The number of independent actors is likely to
affect the possibilities of building decisive majorities or blocking minorities, the
character of the lobbying processes, and the expediency of various strategies in
the political competition.

One particula r aspect likely t o be affecte d b y the patterns described i s the
relation betwee n voter s (th e principals ) and th e politica l mai n actor s (th e
agents), whether these are parties or individuals . Two type s o f such relation
are particularl y interesting : th e on e ma y b e calle d delegation , th e othe r
instruction.

Delegation is , in a way, the simpler of the tw o an d many people ar e familia r
with it from experiences in ordinary clubs and the like . When people i n such
associations elect presidents, secretaries, and so on, they usually do not requir e
more than that they have confidence in the persons elected. They just want to
be able to rely on them to act in accordance with common sense in the interests
of the club. Feeling such confidence, they are happy to delegate the decision-
making to the people elected. For the most part such a. system works well, but
if, fo r som e reason , a  delegat e start s t o ac t in way s of which th e member s
disapprove, there are usually provisions in the club's charter for displacing the

!' Th e transaction cost concept was , as we know, introduced by Ronald H, Coase in economics, and by
James M. Buchanan and Gordon Tullock in constitutional analysis. See J. M . Buchanan and G. Tullock, Tlu r
C&JcMte o f Consent:  L@gic&l  FoundMwns  of  Cgn.itiluti$nnl  Theory  (Ann . Arbor: University o f Michiga n Press ,
1962); R . H. Coase, "Th e Natur e of the Finn," Ixonemiat, 4  (1937). fa economics low transaction costs are
generally considered desirable, but in politics, where the maiority rale usually reigns, it is not necessarily so .
Low transaction COSK may, for example, facilitate the foimation o f majorities exploiting the outsiders.
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functionary. Thi s rathe r simpl e kin d of relation occurs not onl y in clubs, but
also in politics,

Instruction, on the other hand, prevails when the voters do not limit them -
selves t o pickin g representative s i n whic h the y hav e confidence , bu t als o
require that they shall execute a certain program, which may be worked out in
a rathe r detaile d way . Therefore , a t th e sam e time a s people ar e elected , a
program tha t those electe d are obliged to implement is , in fact, adopted . Th e
program ma y ver y wel l be , an d ofte n is , formulated by th e candidate s wh o
want t o ge t elected . Differen t candidate s for political position s thu s offe r t o
carry throug h differen t program s i f they ar e elected . This , however , i s full y
consistent with the view that , once a candidate i s elected, the program can be
considered a s an instruction from, the voters to the elected.

It is easy to se e that in reality , mixtures  o f delegation and instructio n ofte n
occur. This, however , doe s not preclude the fac t tha t sometimes the elemen t
of delegation dominate s and sometimes th e element o f instruction. My hypo-
thesis is that the Swedish system has a tendency towards instruction, wherea s
the US system has a tendency towards delegation.

The reason is simple. In a parliamentary system a campaigner, which in that
case i s a party, will be abl e to fulfil l it s promises i f its electora l succes s i s big
enough. If , for example, a party alone gets more tha n 50 percent of the seats in
the legislature, it can, by itself, form an executive and implement all its promises
immediately. A  presidentia l syste m is , i n thi s respect , different . Imagin e a
person runnin g for the presidency, o r for a seat in the Congress . I n both cases
everybody knows that the person , afte r th e election , an d however grea t the
electoral success , wil l not , withou t furthe r cumbersom e an d ye t uncertai n
negotiations, b e i n a  position t o delive r o n hi s o r he r campaig n proposals ,
Exactly for that reason, i t would not be particularly clever, and perhaps even a
bit ridiculous, to let detailed proposals, or instructions, dominate the campaign.
It seems more expedient for the candidate to emphasize his or her own personal
qualities, thereb y indicatin g a  capacit y for pruden t actio n i n variou s futur e
situations which, at the moment of the election, are impossible to foresee. That,
on the whole, i s what such candidates seem to do, and their resulting relation
to the voters, therefore, is primarily one of delegation.

5 Lobbyin g
Olson's lac k o f detaile d idea s abou t ho w lobbyin g organization s influenc e
government is , a s 1  see it , a  salien t deficienc y in hi s argument . I n orde r t o
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highlight this lacuna, we can consider a society with, no lobbying organizations
at all. Prom one point of view, such a society may be thought of as an extremely
flexible and effective marke t economy, suffering from no sclerosis whatsoever.
It is, however, also possible to think about all the individuals in the society as an
equal numbe r o f organizations, which , then , ar e a s narrow, an d thereb y as
irresponsible, as they could possibly be. From thi s point of view, the societ y
would be sclerotic in the extreme. This latter position is, of course, absurd, for
the very simple rea$on that the individuals, considered a s organizations, could
not hop e to influence th e politicians . In spite of this, there i s hardly anything
in Olson's works that excludes this last position, since they do not contain, or
refer to, any theory of influence. If , however, we take the constitutional setting
into account, the outlines of such a theory become visible. I  am thinking about
two points in. particular.

First, the obvious targets for the lobbyists are the centers of political power,
which, in a parliamentary system, means the party leaderships. Th e lobbyin g
will thus be concentrated a t the summit s of the political hierarchies. In a pre-
sidential system , o n th e contrary , th e lobbyist s wil l approac h individua l
members of the legislature , or perhaps small occasional groups of such mem-
bers. Thus , i n a  parliamentar y syste m th e lobbyists ' counterparts  ar e fe w
and powerful , wherea s i n a  presidentia l syste m the y are . numerous and ,
individually, much less powerful,

Second, th e lobbyist s ar e likel y t o as k fo r wha t the y ca n get . I n th e
parliamentary setting, with its inclination towards instruction, the lobbyists are
therefore, to a large extent, likely to ask for various new reforms. Such demands
are, without an y value attached to the words, constructive o r creative. In the
presidential situation , wit h it s tendenc y toward s delegation , th e demand s
will hav e a  differen t tendency . Sinc e th e mechanis m o f instructio n work s
badly, the lobbyists are more likely to play a negative, or a blocking, role. They
will probably find it difficult t o induce the politicians to bring in specified new
reforms, bu t wil l fin d i t eas y t o tel l th e politician s wha t no t t o do , an d
the politicians are likely to find that information valuable.

These idea s may be relate d t o th e widesprea d opinio n tha t lobbyin g i s a
characteristic trai t o f the politica l life i n th e Unite d States, and tha t lobbyin g
there is more developed, and more influential, than in other democracies. This, I
think, is wrong. Rather, I think that lobbying in the Unite d States, wrhere th e
targets are so many and so dispersed, cannot be restricted to a few closed rooms
as in a  parliamentary system , but unavoidably becomes ope n an d visibl e t o
everybody. I t is also, for the sam e reasons , les s effective , an d require s more
resources, than lobbying in parliamentary countries. This view is compatible not
only with the well known, and well published, lobbying activities on Capitol Hill,
but also with the relatively slow development of the public expenditures in the
USA, and the country's good long-term economic growth.
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6 Th e Emergence of Encompassing Organizations
We ca n no w retur n t o th e mechanism s behin d th e encompassin g Swedis h
lobbying organizations, an d th e ris e o f the welfar e state. In doing so I will at
first emphasize tha t thes e things , obviously , canno t b e give n a n exclusivel y
constitutional explanation : othe r factors , suc h a s people' s ideas , certainly
matter a s well. But even i f the constitution , is not a  sufficient conditio n fo r th e
encompassing organizations , an d fo r the welfar e state , it may nonetheless be
a necessar y one . I  fin d i t difficul t t o imagin e Swedis h societ y i n anothe r
constitutional setting.

As for the issue of encompassedness, it may first be noted tha t some of the
Swedish organizations are closely linked with political parties. In particular, the
blue-collar workers ' nationa l confederatio n o f trad e unions , Swedis h
Landsorganisationen o r just "LO, " is closely relate d t o the Social Democrati c
Party, not only ideologically, but also in a technical and organizational sense. In
fact, it is common t o talk about the unions and the party as the two branches of
the labor movement. Similar , though not equally close, relations exist between
the farmers ' national organizatio n an d th e Cente r Party , which i s strong i n
the countryside . These clos e relationship s presuppos e tha t bot h partie s ar e
reasonably consolidated , an d tha t the y hav e lasting an d clea r identities. I t is
difficult t o imagine similar relations between a  consolidated organizatio n suc h
as th e Swedis h L O an d loos e conglomerate s suc h a s th e Democrati c an d
Republican Partie s i n the Unite d States . Thus, there i s a constitutional back -
ground here.

The union s engag e i n two importan t activities ; bargaining fo r wages an d
other condition s o f employment , an d lobbyin g th e governmenta l powe r
(which often mean s the Socia l Democratic Party ) on a  wide range of societal
issues, including legislation for the labor market. It seems likely that the unions ,
in thei r role s a s bargainers , hav e a  wis h t o contro l th e labo r market s an d
the suppl y o f labor, an d tha t thes e goal s ar e mor e easil y satisfie d th e mor e
encompassing, an d th e mor e centralized , th e unio n movemen t is . Conse -
quently the unions are also likely to lobby for laws facilitating the fulfillment o f
these ambitions. 18 The Socia l Democratic Party , in turn, is likely to welcom e
encompassing unions able to provide campaign funds an d mobilize voters, In
Sweden, wit h it s prevailin g politica l idea s an d it s constitutio n tune d fo r
"instruction," the emergence o f encompassing organizations shoul d therefore

18 On e example of an implemented legal rule of this kind is the explicit exclusion of th e labor market fro m
the area of application o f the genera) law safeguarding market competition. Another example is the law about
collective bargaining, including the very liberal rules regulating the organizations ' use of blockade, boycott,
and similar measures for enforcing outsiders into the framework of collective bargaining.
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not com e a s a surprise. This tendenc y toward encompassedness , however, is
also likel y t o hav e bee n stimulate d b y th e Labo r Movement' s socialism .
Certainly a  socialis t movement , wit h it s inclinatio n towar d centralis m an d
planning, wil l buil d encompassin g organization s rathe r tha n narro w one s
when able to do so.

7 Th e Rise of the Welfare State
These intimat e relationships between th e union s and the Socia l Democrati c
Party have furthermore been a fertile ground for the Swedish welfare state. The
resulting consolidated , long-lastin g organizationa l structure s ar e abl e t o
develop an d to harbor successively more an d more elaborated , detailed, an d
comprehensive idea s about the construction o f the society, and to implemen t
them. Certainly, as Olson holds, these ideas are prudent in the sense that they
are about the well-being of the society as a whole, and the contrast with careless
policies o f narrow organization s is thus sharp. Still , the prudenc e ha s a  leftis t
touch,

Sweden has long had a large number of successful and technically innovative
private enterprises. A  deeply rooted commercial and entrepreneurial mentalit y
Is an obvious featur e i n th e nation' s culture , The tendenc y toward s nation -
alization of the means of production has mostly been weak. Rather, production
has mainl y bee n considere d th e rol e o f th e privat e enterprises , whil e th e
creation o f a  comprehensive socia l securit y syste m ha s bee n considere d a n
important public task.19 The social security system is here taken in a wide sense
to include, for instance, the laws regulating the labor market. Those laws are, in
fact, constructed in such a. way that the labor organizations, within wide limits,
are virtually able to determine the wage level. Thus, it is hardly the employer s
and thei r organizations, whic h ar e quit e weak , tha t restrai n th e wages , bu t
rather th e threa t o f unemployment.20 That threat , however , i s considerably
aleviated by the generous , almos t completel y publicl y financed, transfers for
the unemployed.21 Turning from the labor market to the general social security

" The social securit y system , i t may be added , has been value d by its supporters no t onl y becaus e it
alleviates human problems, but also because i t functions a s a built-in stabilizer over the business cycle. See
E. Lundberg, "The Ris e and Fall of the Swedis h Model," Journal of Economic titerttum , Marc h (1985), p, 1* .

20 Thi s weakness is, to a targe extent, a consequence o f the nature of the weapons of strike and lockout .
Laws of the kind mentioned in n, 18 above are also important in this context,

" Apar t from being welcomed by the unemployed, these generous public transfers are also important for
the organisations themselves. Without such transfers, unemployed (and therefore unsatisfie d an d disloyal)
members could easily threaten an organization with disintegration. These generous transfers thus illustrate
how the political power helps organisations in their ambition to become, and remain, encompassing- Thi s
point is made by I. Stihl and K. Wickman in Suedosderosis II (in Swedish) (Stockholm: Timbro, 1994) pp. 27 i.
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system, i t i s enough fo r our purpose s t o stat e its far-reaching , an d generally
generous, character . In spite of the extensive use of explicit rather than implicit
redistributions, this entails two important risks.

First, people ma y engage i n rent-seeking behavior, which means that they
will try to become members o f groups entitle d to transfer s o f various kinds.
Second, th e stat e ma y becom e committe d t o Yer y large , an d almos t un -
predictable, futur e expenses , If , for example, for some reaso n the numbe r o f
unemployed suddenly expands rapidly, unemployment transfer s wil l increase
drastically.

8 Fro m Success to Crisis
Sweden's smallness, and its direct contacts with foreign markets, are important
for understanding its predicament. Mancur Olson has emphasized that a liberal
trade policy is of crucial importance fo r the effectiveness o f the economy, bu t
that is not th e only aspect , A small and open countr y must also be extremely
flexible an d abl e t o adap t rapidl y to al l kinds o f price change s i n the inter -
national environment. With increasing advantages of scale and specialization,
and thereby increasing dependence o n foreign trade, this need for flexibility is
continuously growing. Important parts of the Swedish society, and in particular
the labor markets , have however become increasingly less  flexible , which has
increased the vulnerability to price shocks. The crude price hikes in the 1970 s
and, more important, th e sharply increased real interest rates in the beginning
of the 1990s , were therefore ill-fated,22

This should go a long way toward explaining the crisis. When a  price shock
hits an inflexible countr y suc h as Sweden, the needed adaptation come s only
very slowly . I n th e meantime , th e formidabl e socia l securit y syste m start s
working. Mos t important , wage s d o no t adap t whe n necessar y bu t instea d
stiffly escalat e their yearly percentages, as required by tradition, "justice," an d
the public philosophy. Unemployment therefore increases drastically, and so do
the public expenses; and the crisis is upon us.

A detailed account of "the rea l interest shock" is given in Stahl and Wickman, Suednsckrotis II ,



Affirmative Action and Reservations
in the America n and India n Labor
Markets; Are They Really That Bad?

Edward Montgomery1

1 Introductio n
The subjec t o f quota s fo r minoritie s i n employment , education , o r th e
political process is a controversial on e in many countries o f the world. I n the
United States , the debat e ove r th e cost s an d benefit s of affirmativ e actio n
programs rages at both national and local levels.2 In India, Malaysia, Sweden,
Fiji, Malaysia , South Africa, Canada , Great Britain, Romania, and many parts
of th e forme r Sovie t Union , th e issu e o f minorit y grou p quota s i s a
contentious one. J Proponent s o f these program s argu e fo r them o n equit y
grounds a s a  way t o achiev e social justice an d t o rectif y th e damag e fro m
historical discriminatio n i n a  society . Opponent s als o rais e counter-equit y
arguments t o th e effec t tha t thes e program s involv e reverse discriminatio n
and codify the very racial or ethnic stereotypes and focus in a society that they
are designed to remove.

1 I  wish to thank Mancur Olson, David Montgomery, Arijit Sen, Anand Sway, Rachel Krancon, Debashish
Bhattacharjee. Ato k Ray , and semina r participant s a t th e Madra s Institute fo r Developmen t Studie s an d
the Indian Institute of Management for helpful comments and discussions, A1! errors and opinions are strictly
£By own.

1 Witnes s th e recen t cancellatio n of affirmative actio n plans in university admission s an d governmen t
contracting in the states of California, Texas , Louisiana, and others. Legislation has also been introduced a t
the national level to end minority affirmativ e action plans.

' I t shoul d b e note d tha t i n some  case s quota s o r affirmativ e actio n program s ar e geared cowar d a
numerical majority groyp. In  some cases this is because the protected or targeted groups have o.pande4 to
include a majority o f the population (typically through the inclusion of women), while in others the targeted
groups were always the numerically dominant part of the population (e.g. ethnic Malays or Fijians).
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While much of the, debate focuses on these equity considerations, efficienc y
arguments hav e also been raised on both sides . Proponent s argu e tha t thes e
programs encourage minority skill acquisition and help overcome information -
based discrimination , whil e opponent s cit e th e economi c cost s o f fillin g
positions o n ground s othe r tha n "merit " and the potentia l disincentive s for
minorities t o achiev e becaus e the y wil l b e guarantee d "token " positions .
Despite the heat of the debate, little light has been cast about what effects thes e
programs really have on any of these dimensions .

In this paper I  propose to discuss the theoretica l and empirical evidence of
the economi c effect s o f affirmative actio n or quota type programs. The focu s
will be on the effect s on wages and employment in the labor market as well as
on the acquisition o f skills, 1 also consider how the dynamics of collective action
may turn these programs, which were designed to be temporary and limited in
scope, into larger, more permanent ones.

This topic i s important t o those concerne d with political and social equity,
It is also important for those intereste d in economic growth or development,
As Indi a (an d th e Unite d States ) continue s wit h th e proces s o f marke t
liberalization, th e performanc e o f th e labo r marke t is, an d wil l be , o f vital
importance t o the success or failure o f these efforts . Th e question o f whether,
and by how much, quotas (reservations) or affirmative actio n plans enhance or
retard labor market performance and economic efficiency is  important. Recent
work by Robert Lucas, among others, suggests that human capital externalities
are an important source of economic growth.4 Even without subscribing to the
role o f human capita l embodied i n some o f these models , i t should no t tak e
much t o convinc e economist s and policy-maker s o f the importanc e o f skil l
acquisition. To th e degre e tha t imperfections or institutiona l barrier s in the
labor marke t affec t th e return s t o skil l acquisitio n adversely , resources ma y
be allocate d inefficiently an d societ y may under-inves t i n human capital and
grow more slowly.

As stated above, the defense of these programs (o r attack on them) has been
based, i n part , o n consideration s othe r tha n economi c efficiency . I  d o no t
consider these here, nor do I  consider affirmative action or quotas as they apply
to attempts to insure minority representation in the political process. This is not
to imply that these are  not important issues, but simply that they are beyond
the rubri c of this paper, which, while designed to se e what lessons o r impli -
cations ca n be drawn fro m th e experienc e with these programs in the United
States, does not purport t o capture al l of the institutional , historical, religious,
and sociologica l factor s affectin g cast e o r grou p outcome s i n th e India n
economy.

The forma t o f the pape r is as follows. In Section 2 I briefly revie w some o f
* Rober t Lucas , "O n th e Mechanic s of Economic Development, " Jowtua! of Monetary  Economics,  22 (Jidy

1988): .1-42.
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the institutiona l and historical details concerning reservations an d affirmativ e
action plans in the United States and India, Understanding the context in which
these program s aros e an d thei r scop e i s vita l t o modelin g o r empiricall y
understanding the k impact . I n Section 3  I  discuss theoretical model s o f th e
effects o f these programs. Emphasis is placed on highlighting the role of initial
assumptions in predicting the impact of these programs. The goal is to develop
insight a s t o whe n an d unde r wha t circumstanc e on e migh t expec t thes e
programs t o hav e beneficia l o r harmfu l effect s o n economi c performance ,
Given the fac t tha t reservations i n Indi a apply primarily t o governmen t em -
ployment, I  develop a two-sector mode l of the labor market. The purpose of
this model is to examine the impact of affirmative actio n programs in just one
part o f th e econom y wher e individual s hav e higher skill s tha n i n th e non -
covered sector . Finally , I  conside r th e dynami c effect s o f quota s o n skil l
acquisition and productivity.

Section 4 reviews empirical studies of the effect s o f affirmative actio n in th e
United States. The paucity of micro-level data prevents me from systematically
analyzing the effect s o f reservations in India, Thus, the empirical evidence can
only b e viewe d a s suggestive o f th e potentia l impac t o f expansion s i n th e
reservation system in India. Section 5 draws conclusions about the efficac y o f
these programs. Sinc e part of the controversy over reservations in India (and
affirmative actio n in the United States) revolves aroun d the expansio n in th e
coverage o f thes e program s t o includ e th e Othe r Backwar d Caste s an d
non-minorities, I  also consider how i n a  dynamic context the scop e o f these
programs might change over time to include more groups.

2 Sketc h of Some Institutional Details and
Background

2.1 India

Cox describe s th e cast e syste m i n Indi a a s having both a  religiou s an d a n
economic dimension, 5 Eac h cast e ha d a  traditiona l occupatio n whic h wa s
regarded as both a duty and a reserved niche. The jctjamai syste m dictated that
by birth heritage each person wa s to be assigne d a  narrow rang e o f jobs t o
which he could supply labor. Economic necessity o r growth ha s led to som e

' Olive r Cromwel l Cox, Caste,  RMC an d Class; A Study i n Social Dynamics,  (New York: Monthly Revie w
Press, 1959).
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Table 7,1 Share s of Scheduled Castes and Tribes in Indian Population, by State, 1981

States

Andaman
Andfarapradesb
Arunpradesh
Assam
Bihar
Chandigarh
Dadr and Nagat
Delhi
Goa
Gujarat
Haryana
Himpradesh
jammti-Kashrnir
Kamataka
Kerala
Labhadweep
Madhya Pra
Maharastra
Manipur
Megtiaiaya
Nagaland
Orissa
Pondicheny
Punjab
Rajasthan
Sikkim
Taniil Nadu
Tripura
Uttarpmadesh
West Bengal
Mizoram

Castes

Total

0,000
0,149
0,005
n/d
0.145
0,141
0.020
0.180
0.022
0.072
0.191
0,246
0.083
0.151
0,100
0,000
0,141
0.071
0,012
0.004
0.000
0.147
0.160
0,269
0.170
0.058
0.183
0.151
0.212
0.220
0.000

Male

0.000
0.149
0.005
n/d
0.144
0.141
0.018
0.180
0.021
0.072
0.191
0.248
0.082
0,150
0,101
0,000
0,142
0.071
0.013
0.004
0,000
0.146
0.162
0,270
0,171
0.055
0.18.1
0.15!
0.211
0.218
0,000

Rural

0.000
0.164
0.003
n/d
0.1 52
0.237
0,01?
0.230
0.019
0.070
0.207
0,252
0,093
0.165
0,108
0.000
0.14$
0.075
0.014
0.003
0,000
0.151
0.217
0.302
0.177
0.054
0.218
0.159
0,231
0,262
0,000

Tribes

Total

0,118
0,059
0.698
n/d
0-083
0.000
0.788
0.000
0,010
0.142
0.000
0.046
0.000
0.049
0.010
0.938
0,230
0,002
0,273
0.806
0.840
0,224
0.000
0.000
0.122
0.233
0,01 1
0.284
0,002
0,056
0.935

Male

0,108
0.060
0.648
n/d
0.081
0.000
0.771
0,000
0.010
0,140
0.000
0.046
0.000
0.049
0,010
0.926
0,223
0,090
0.272
0,786
0,801
0.221
0.000
0.000
0.120
0.222
0.011
0,282
0,002
0,055
0.899

Rural

O.IJ9
0.073
0,730
n/d
0,089
0,000
0,816
0.000
0.011
0,191
0.000
0.049
0.000
0-060
0.012
0,966
0.278
0.127
0,328
0.861
0.897
0.243
0.000
0,000
0,149
0.236
0.014
0.315
0.002
0,074
0.950

regional variation in these caste occupational norms within India. Nonetheless,
mobility across occupations tend s to occur only for the caste as a whole, rarely
for a n individual. Th e lowest castes (the Dalit s or untouchables) occupie d the
lowest jobs , i.e . agricultura l labore r an d sweeper , whic h whe n combine d
with religiously justified social ostracism serve d to relegate them to the bottom
of the economic and social heap.

As seen in Tables 7. 1 and 7.2 , 1980 Census data indicate that ther e i s sub-
stantial variation in the representation o f members of Scheduled Castes (Dalits)
and Schedule d Tribes acros s states i n India. In some state s Scheduled Castes
make up almos t 3 0 percent o f the populatio n (Pondicherry) , while i n other s
they accoun t fo r les s than 1  percent (Arunpradesh) . Scheduled Tribes rang e
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Table 7.2 Representatio n o f Scheduled Castes and Tribes by Occupation and State, 1981

States

Andaman
Andhrdpradesh
Arunpradesh
Assam
Bihar
Chandigarh
Dadr and Nagar
Delhi
Goa
Gujarat
Haryana
Himpradesh
jarnmu-Kashniir
Karnataka
Kerala
Lakshadweep
Madhya Pra
Maharastra
Manipur
Meghalaya
Nagaland
Orissa
Pondlcherry
Pubjab
Rajas than
Sifckim
Tamil Nadu
Tripura
Uttarpradesh
West Bengal
Mizorarn

Farm workers

Total

0.067
0,194
0.366
n/d
0.235
0.007
0.296
0.008
0.087
0.194
0.172
0.243
0.183
0.239
0.1 10
0.000
0.293
0.239
0.277
0.315
0.347
0.245
0,116
0.170
0.210
0.2%
0.240
0.199
0.218
0.155
0.305

SC

0.000
0.431
0.066
n/d
0.315
0,006
0.095
0,007
0,050
0. 1 80
0.182
0.273
0.206
0.302
0,219
0.000
0.307
0.251
0.307
0.042
0.000
0.278
0.304
0.194
0.122
0.254
0.372
0.183
0.262
0.215
0.037

ST

0.000
0.429
0.464
n/d
0.320
0.000
0.360
0.000
0,168
0.349
0,000
0.324
0.000
0.351
0.316
0.000
0.427
0.406
0.424
0.357
0.39(5
0.352
0.000
0.000
0.283
0.304
0.392
0.335
0.317
0.331
0.322

Marginal workers

Total

0.037
0.035
0.030
n/d
0.027
0.002
0.081
0.003
0,046
0.050
0,033
0,080
0.139
0.035
0,039
0,046
0.045
0.03S
0.028
0.025
0.007
0,053
0,018
0.021
0.061
0.017
0.024
0,026
0.015
0.019
0.037

SC

0.000
0.039
0.030
n/d
0.030
0.004
0.155
0.003
0.052
0.046
0.036
0.080
0.168
0.038
0.058
0.000
0.045
0.042
0,065
0.014
0.000
0.057
0.041
0.034
Q.060
0.01.5
0.032
0.019
0.020
0.021
0.000

ST

0.135
0.046
0.031
n/d
0.088
0.000
0.092
0,000
0.08(3

0.096
0,000
0.106
0.000
0,042
0.047
0.049
0.071
0,053
0.01 1
0.026
0.007
0.096
0.000
0.000
0,118
0.026
0.031
0,05!
0.027
0.053
0.039

Main workers

Total

0.332
0.423
0,496
n/d
0.297
0.347
0.408
0.319
0.306
0.322
0.2S4
0.344
0.304
0.368
0.267
0.197
0.384
0,387
0.40J
0.434
0.475
0.327
0.287
0.2.94
0..10S
0.460
0.393
0.296
0.292
0.283
0.417

SC

0.000
0,503
0.427
n/d
0.364
0.338
0.263
0,302
0.348
0.314
0.289
0.357
0.282
0.411
0.363
0.000
0,405
0,402
0.390
0,334
0,000
0,364
0.387
0.290
OJ20
0.424
0,459
0.279
0.317
0,296
0.822

ST

0.263
0.494
0.504
n/d
0,371
0.000
0.419
0.000
0.389
0.406
0.000
0.408
0.000
0.430
0,405
0,179
0.463
0.47?
0.47?
0.450
0.470
0.398
0.000
0.000
0.322
0,445
0.482
0.361
0.369
0.415
0.397

from over 90 percent of the population in Lakshadweep to less than 1 percent in
Tamil Nadu . Bot h groups ten d t o mak e up a  higher percentage o f the rura l
population than , they d o o f th e urba n population . Thi s i s reflecte d i n thei r
high concentration amon g farm workers . The fac t tha t Scheduled Castes and
Tribes hav e not achieve d overal l economic parit y is indicated by thei r over-
representation among the lowes t paid marginal workers. Further, as seen in
Table 7.3 , literacy rates for both groups still lag substantially behind the rest of
the population. While there is substantial across-state variation in literacy for
both groups , thei r attainmen t i s generally about 6 0 percent o f th e overal l
literacy rate. Since literacy is a minimal requirement for higher paying jobs, this
educational deficienc y continue s t o hampe r economi c progres s fo r th e
Scheduled Castes and Tribes.
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Table 7.3 Literac y Rates, by State and Caste, 1981

States

Andaman
Andhraptadesh
Arunpradesh
Bihar
Chandigarh
Dadr and Nagar
Delhi
Goa
Gujarat
HesryaiH
HJftipradesfa
Jatnmu-Kashmir
Karnacafca
Kerala
Lakshadweep
Madhya Pra
Maharastra
Manipur
Meghaiaya
Nagatand
Orissa
Pondicherry
Pubjab
Rajasthan
SiMdm
Tamil Nadu
Tripura
Uttarprattesh
West Bengal
Mizoratn

Districts

1.00
23.00

1,00
Jl.OO

1.00
LOO
1.00
1.00

19.00
12.09
12.00
14.00
19.00
12.00

1.00
45,00
26,00

1.00
1.00
1.00

13.00
1.00

12,00
26 .00

1.00
16.00

1.00
J6.00
16.00
1,00

Total Population

Mean

0.52
0.29
0.21
0.26
0.65
0.2?
0.62
0,57
0.42
0,36
0.40
0.24
0,38
0.70
0.5S
0.27
0.44
0.41
0.34
0.43
0.32
0.56
0.41
0.23
0.34
0.47
0,42
0.28
0.38
0.60

Std

1.00
0.09
1.00
0,06
1.00
1.00
1.00
1.00
0.08
0.0<S
0.08
0,07
0.09
0,08
1.00
0,08
0.09
1.00
1,00
1.00
0.09
1,00
0.08
0.06
1.00
0.10
1.00
0.08
0.12
1.00

Scheduled Caste

Mean
_

0.18
0.37
0,11
0.37
0.51
0.39
0.38
0.4!
0.21
0,32
0.52
0.21
0.56

0.19
0,36
0,34
0.26_

0,22
0.32
0.24
0.13
0.2S
0.32
0.34
0.16
0.24
0.84

Std
_

0.08
1.00
0.04
1.00
1,00
1.00
1,00
0.14
0.07
0,10
0-29
0.06
0.09_

0,08
0.09
1.00
1,00
-
0.05
1.00
0.11
0.04
1.00
0,1.1
1.00
0.06
0.08
1,00

Scheduled Tribe

Mean

0.3!
0.10
0,14
0,21
-
0.17
0.00
0,26
0.22_

0.38

0.20
0.39
0.53
0,10
0.25
0.40
0.32
0,40
0.15
-

0,12
0.33
0.28
0.23
0.36
0.1$
0.60

Std

1,00
0,06
1. 00
0.18_

1.00
-
1.00
0.10

0.15_

0,07
0.19
1.00
OM

0,10
1. 00
1.00
1.00
0.05_
_

0.07
1.00
0,14
1,00
0.31
0.10
1. 00

The India n Constitutio n attempted to eliminate th e caste system and cast e
discrimination. Article 1 7 abolished untouchability and its practice in any form,
while Article 15 outlawed discrimination based on religion, caste, race, sex, o r
place of birth. The Constitution included special provisions to protect the Dalits
from "social injustice an d all forms o f exploitation."6 In addition, India adopted
what som e American s woul d refe r t o a s "Affirmativ e Action " an d other s
would call "quotas," for the Scheduled Castes in public-sector employment and
education in 1943 and for the Scheduled Tribes in 1950. Not only has the federal

6 Article s 335 and 29(2) deal with discrimination i n employment and the reservation of positions i n public
employment. Artide 46 adds the protection agains t injustice. See Biswajit Banerje e an d j. B . Knight, "Cast e
Discrimination i n the India n Urban Labour Market," Journal of  'Development Economics,  17 (1985): 277-307, for
a discussion of caste discrimination i n the labor market .
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government adopted a reservation system, but almost every state government
has reservation s for members o f the Schedule d Caste s an d Tribes an d som e
cover Othe r Backward Castes as well,7 It should be noted, however, that th e
extension o f anti-discriminatio n law s t o private-secto r employer s di d no t
occur until the Untoiichability (Offenses) Act was amended in 1976.8

Since 1947 , the leve l o f reservations fo r competitiv e vacancie s i n publi c
service a t th e federa l leve l has rise n fro m 12. 5 to 1 5 percent fo r Schedule d
Castes an d fro m 5  t o 7  percen t fo r Schedule d Tribe s (t o matc h thei r
percentage o f the population). Banerjee an d Knight note that these set-aside s
increased t o almos t 1 7 percent fo r direc t recruitmen t jobs , an d tha t th e
system has been expanded to cover not only entry-level government jobs but
also those filled on the basis of promotion within certain classe s (Classes II,
III, and IV), 9 Galanter noted that Indian state governments hav e also adopte d
reservations o n employmen t tha t rang e fro m 5  t o 2. 5 percent o f jobs fo r
members o f th e Schedule d Caste s an d betwee n 3  an d 8 0 percen t fo r
Scheduled Tribes.10

The federa l reservatio n syste m i n Indi a extends beyond restrictin g com -
petition fo r certain vacancies . It attempts to increase th e supply of potentia l
applicants fro m th e protecte d group s b y raisin g maximu m ag e limits ,
lowering minimu m examinatio n qualifyin g scores , waivin g fees , givin g
training, an d providing travel allowances for travel to interviews. Th e Indian
government als o reduces or exempts the Scheduled Castes from the payment
of tuition and fees in government and aided schools, provide s books and meal
subsidies, an d offer s scholarship s t o the m fo r post-secondar y education .
About 2 0 percen t o f th e position s a t technica l school s ar e reserve d fo r
members of the Dalits .

Many Indian states also have enacted reservations in education for members
of th e Othe r Backwar d Castes . Th e poo l o f potentia l applicant s fo r thes e
positions was further enlarged by raising the maximum age limit by three years
and reducing the minimum qualifying marks by 5 percent. As these groups ar e
larger (and better of f economically) tha n the Dalits, this has been a  source of
tension over the reservations in India.

While the Othe r Backwar d Castes generally hav e no problem fillin g all of
their reserved slots in higher education , members of the Scheduled Castes and
Tribes d o not fill all the slot s reserve d fo r them a t medical, engineering, and

7 Se e Marc Galanter, Competing Equalities,  {Berkeley: University of California Press, 1984), ch. 4. Galanter
notes that reservations for Other Backward Castes appear in at least 1 3 states and arc most common in the
south of India- In other states Other Backward Castes share the same reservation as the Scheduled Castes and
Tribes.

8 Ibid.ch.4 .
9 Banerje e an d Knight , "Caste Discrimination, " Classes II , 111 , an d I V correspond t o attendan t (peon) ,

clerical, and other administrative jobs respectively. Class I refer to senior adrnirji$trati¥e positions,
18 Galanter , Competing fijwrfftto .
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agricultural colleges. " Further , despit e thes e reservation , policies , i t remains
true tha t th e Schedule d Caste s ar e les s likel y t o ente r secondar y an d post -
secondary educatio n than non-scheduled caste s and that they have a substan-
tially lower completion rate s at all levels of schooling. These discrepancie s are
not a s severe a t the lowest educationa l leve l (literacy), but the y rise with th e
level o f education . Thi s i s reflecte d i n th e fac t tha t th e Schedule d Caste s
accounted for 16.7 percent of illiterates in 1971 (compared with 14.6 percent of
the population) but only 7 percent o f the primary and middle school finishers
and 3.2 percent of the matriculate or college graduates.

Despite th e constitutiona l prohibition s agains t discrimination , evidenc e
suggests that in many rural villages the practices of untouchability remain. Cox,
Beteille, Berreman , an d Lakshmanasam y an d Madheswaran , i n their various
studies o f th e cast e system , conclud e tha t socia l discriminatio n agains t th e
Scheduled Castes is less virulent in urban settings, but remains a fact o f Indian
life.12 Further, some evidence suggests that even within the government secto r
discrimination persist s with regar d t o promotion s an d hiring fo r thos e job s
where personal interviews are allowed.lj

2.2 United  States

As in India, the US Constitution (the 14th Amendment) outlaws discrimination
on th e par t o f government . I t wa s no t unti l th e 1960 s tha t majo r anti -
discrimination legislation with regard to private actions was passed.14 The Civil
Rights Act of 1964 and the Equa l Pay Act of 1965 represented milestone s in the
anti-discrimination legislativ e proces s whic h ultimatel y le d t o legislatio n t o
outlaw discrimination on the basi s of race, religion, sex, age, disability statust
veterans status, and ethnic origin.15

Smith and Welch and Donohue and Heckman conclude that the evidence is
unclear as to what role to ascribe to civi l rights legislation for Hack economi c

" ibi d p. 63.
*z Cox , Caste,  Race  mid  Class ; Andr e Beteitle , The  Backward  Giants  i n Contemfamry  Mia . (Delhi : Oxford

University Press , 1992) ; Geral d D . Berrernan , Cast e ttn4  other  hwxpiities  (Delhi : Folklor e Institute , 1979) ;
T. Lakshmanasam y an d S . Madheswaran, "Discriminatio n by Community: Evidence from India n Scientifi c
and Technical Labour Market." Indi&njowmal  o f Social Science, 8 (1995); 59-77.

14 Galantcr , Competing Equalities, p. 99.
14 Th e 14t h Amendment to tbe Constitution prohibits state s (or the government) from passing laws that

discriminate. This prohibition o f state-sponsored discrirmtiafjor i wa s initiall y interprete d i n the Plesse y v .
Ferguson cas e t o allow "Ji m Crow" , o r separate-bw-equal , laws to stand. No t unti l 1954 , in Brown v . the
Board o f Education, did th e Supreme Cour t of the US A strike dow n thi s type o f statute and prohibit th e
goverorRertf fro m engaging in segregationist policies.

" Som e state and local governments have also extended protection on the basis of sexual orientation and
household composition.
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progress i n th e 1960 s and 1970s,' 6 I n th e South , wher e discriminatio n was
legally institutionalized, the evidence suggests a stronger role than in the North,
where black economic gains have been more modest.'7 The declining relative
position o f blacks in th e 1980 s ha s been ascribe d mor e t o declinin g schoo l
quality and skills than to a rise in discrimination,58 Nonetheless, despite improve-
ments, recen t audi t studie s by th e Urba n Institut e an d other s sugges t tha t
discrimination continues to affect the lives of minorities in the United States.

The requiremen t tha t employer s tak e activ e measure s t o remov e
discrimination wa s initiate d i n Executiv e Order s 1124 6 an d 11375 , whic h
covered the behavior of federal contractors . Starting in 1968, these contractors
were require d b y th e Offic e o f Federa l Contrac t Complianc e Program s
(OFCCP) to present written "affirmativ e action " plans , complete wit h goal s
and timetables , t o rectif y "imbalances " i n thei r employmen t practice s wit h
regards t o rac e an d gender . Th e penaltie s fo r failin g t o d o s o rang e fro m
disbarment from government contract s t o fines.19 The OFCCP and the Equal
Employment Opportunit y Commissio n (EEOC) , the tw o agencie s charge d
with enforcing anti-discrimination laws, expanded the size of their staffs and the
number of cases brought fairl y continuousl y until the earl y 1980s, with thei r
attention increasingly focused on sex discrimination cases.20

Part o f the controvers y ove r affirmativ e actio n plan s in the Unite d States
revolves around the degree to which the goals and timetables required in the
statutes hav e becom e quotas . Despit e th e fac t tha t th e 196 4 Civi l Right s
Act (an d all subsequent amendments ) explicitly proscribe th e us e o f quotas,
opponents argu e tha t employers ' fea r o f governmenta l o r individua l legal
action has effectively establishe d a de facto quota system in the United States.
Proponents counte r that the lax enforcement of both equal pay and affirmativ e

tft SeeJaiBe s P. Smith and Finis Welch, "Affirmative Action and Labor Markets," J0&TO
2 (April 1984) ; 269-301; and John Donohue and James Heckrnan, "Continuous versu s Episodic Change: th e
Impact of Civil Rights Policy on the Economic Status, of Blacks," journal of  Economic Literature, 39 (December
1991): 1603-43.

'* I  know of no studies that have examined in detail the importance of civil rights legislation in the recent
economic progress of women. This may alter previous conclusions on th e effect s o f these laws a s serious
attention t o se x discrimination b y the EEO C is a relatively recen t phenomena (1980s) , Th e fac t tha t th e
gender composition of many occupations has changed substantially over th£ last Z0 years, while the wages of
women have ristn relative to men IB the 1980s , suggests a possible benefit of these laws.

" Se e Chinfaui juhn, Kevin Murphy , and Brooks Pierce, "Accounting for the Slowdown in Black-Whit e
Wage Convergence," in Workers  an d their  Wages:  Changing  Patterns  in the United  Stales , ed . Marvin Roster s
(Washington; American Enterprise Institute Press. 1991) . It should be pointed out tha t Leonard and cithers
find evidence that the decline in EEOC enforcemen t efforts over the past decade has had an adverse effec t on ,
the relative position of blacks,

" Disbarmen t i s rarely used as a penalty. The first example of such a  penalty di d not occu r unti l 197 4
and th e penalt y ha d bee n imposed , just 2 6 times (a s o f th e earl y 1980s) . Se e Jonatbon Leonard , "Anti -
Discrimination or Reverse Discrimination: the Impact of Changing Demographics, Title VII, and Affirmativ e
Action on Productivity, " Jmmal  o f Hitman  Resources,  19  (Spring 1984) : 145-72 , and "Th e Impac t of Affirm -
alive Action on Employment/ ' J&Mrn&l of  Lab&r  Economics, 2 (October 1984): 439— 63.

28 Se e Smith and Welch, "Affirmative Action."
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action requirements means that these timetables are simply paper goals and not
quotas. To the degree that this is true, the effects (either positive or negative) of
affirmative actio n plan s i n th e Unite d State s wil l provid e a  lower-boun d
estimate of the effects of similar programs in India or other countries where the
reservations are explicit quotas.

3 Theoretica l Considerations
In this section I  consider theoretica l models of the cost and benefits of affirma -
tive action or quota programs. I examine the degree to which predictions of the
economic consequence s o f these programs rel y on the continued existence of
discrimination an d the form that it takes. There is a,  wide range of models that
yield somewha t differen t conclusion s abou t th e efficac y o f thes e programs .
Becker's seminal work on the economics o f discrimination analyzed the effec t
on employmen t an d earning s o f employer , worker , o r custome r "taste " o r
prejudice in a competitive economy . These model s predict that discriminators
"pay" for their tastes via lower profit s o r higher prices21. As seen in Table 7.4,

Table 7,4 Summar y of Implication of the Impact of Quotas in Alternate Models of Discrimination

Employer

Case I I f no discrimination exists, policy leads to:
(a) increase d minority employment in covered sector;
(fr) n o changes in minority wages or productivity.

One I I f all employers are prejudiced, then
(A) relativ e minority earnings are higher in die covered than in the non-covered sector;
(i?) minorit y "wait" unemployment exists;
(c) employmen t in covered sector falls relative to that in the non-covered sector.

Co-worker
dux 1  I f segregation existed prior to government action, then there is an increase in relative

minority employment in the covered sector.
Case 2 I f all minorities work in covered sector, then covered-sector wages exceed non-covered-

sector wages.
duel I f minorities are employed in bath sectors, then all minority workers will be in non-

covered sectors; wages will be the same within and across sectors.

Customer I t quotas apply to sector with discrimination customers, then
(a) majorit y productivity is higher in covered than in non-covered sector, while the

reverse holds for minorities;
(V) relativ e minority employment in the covered sector increases;
(c) minorit y relative wages are higher or unchanged.

Source: Lawrence Kahn, "Customer Discrimination and Affirmative Action, " Economic Inquiry, 26 (July 1993) ;
155-71
s! See Gary Becker, Economics of Discrimination, 2nd edition (Chicago: Chicago University Press, 1971),
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even within Becker-type models, th e source o f the discriminatio n (customers,
co-workers, employers) is found t o affec t th e direction and impact of quotas or
affirmative actio n requirements. Further, differences i n a country's technology,
institutions, populatio n distribution , discriminatio n patterns, and othe r factor s
also alte r th e conclusion s abou t th e efficac y o f these programs . Thus , i n thi s
section I will illustrate that, contrary to the certitude with which both proponents
and opponents make their claims, there is not a simple answer as to whether the
benefits of quotas are positive or negative,

A challenge for any theory of discrimination is to explain what appears to be its
persistence. In Becker-type taste models, competitive economic forces will tend
to erode or eliminate these differences.22 That is, employers, customers, or em-
ployees with below-equilibrium tastes for discrimination hav e an incentive t o
"cheat" on the prevailing social norms. Thus, for discrimination to persist, the taste
for discrimination, or the inclination to discriminate, needs to be extreme enough
to dominate th e economic incentive t o cheat, or there must be other marke t
imperfections (o r government action) that allow discrimination to persist.23

Statistical discrimination models have the potential advantage of not requir -
ing a  larg e degre e o f animu s i n orde r t o generat e long-ru n discriminator y
equilibrium. However , sinc e the y rel y o n th e presenc e o f imperfec t infor -
mation, the y ar e likel y t o provid e a  good explanatio n of th e persistenc e o f
discrimination only where latent productivity is very costly to observe. Further,
the types of trait that are hard to observe must be sensitive to wage incentives.

Akerlof develops a model of caste or ethnic discrimination that is consistent
with th e persistenc e o f discrimination o r th e absenc e o f "cheating" o n th e
dominant or discriminating groups's tastes.24 The key enforcement mechanism
is that transactions tha t break the caste taboo change the subsequent behavio r
of other agent s in the economy . Cast e (or group) serves not onl y to identif y
how one wil l be treated by another individua l in a transaction, but als o ho w
all other members of that group will treat you to subsequent transactions. Thus,
someone wh o violate s cast e taboo s change s al l subsequen t behavio r o f
uninvolved parties with respect to the violator of caste norms.

The ke y assumption necessary to maintai n a  discriminatory equilibrium is
that members o f the lowest caste are not free to se t up thei r own economy,
independent of the others' castes, and be as well off as they are under the caste

zz I f discrimination takes the form of nepotism for the favored group, ihe n employer discriminatio n wil l
not be eliminated. There are no market forces to bid away favored workers who are receiving more than their
marginal products if firms are wilitng to accep t lower profits. Unlik e the standard employe r discriminatio n
model, thi s formulatio n give s majorit y o r favore d worker s a n incentiv e t o preserv e th e discriminator y
equilibrium as they are getting above (rather than, equal to) their reservation marginal products.

25 I t is also possible tha t persistenc e ca n resul t i n a n employe r discrimination mode l i f the firm' s cos t
junction is upward sloping. This effectively limit s expansion an d prevents non-discriminators from driving
out discriminating firms,

24 Se e George Akerlof , "The Economic s of Caste and of the Rat Race and other Woeful Talcs," Quarterly
Jcmrnal ofEeanemics, 9 0 (November 1976):  599-618 .
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system, Give n th e highl y interdependen t natur e o f rura l production , thi s
condition seems likely to hold, although in urban settings it may be less binding,
In an y case , thi s conditio n serve s t o no t onl y t o pu t a  floor on th e leve l of
resources tha t the lowest cast e can receive, but als o to explain why this group
might not seek to actively change the system.

The caste system imposes penaltie s for workers, employers , an d customer s
for violatin g caste employment rules , and results in workers being segregate d
into their caste-specific occupations or jobs. In equilibrium, no customer has an
incentive to buy from a cheating firm, and no employer has an incentive to hire
outcast workers. Since the margina l product of the worker depends on his job
assignment, th e result wil l be an income distribution skewe d along caste lines.
This cast e equilibriu m i s stabl e bu t no t Pareto-optimal , sinc e i n a  Pareto -
optimal equilibriu m al l worker s woul d b e employe d i n th e higher-wag e
occupations or jobs and would receive the same wage.

Reservations in thi s world allo w employers to hir e member s o f the lowe r
castes for skilled jobs. This would be mutually beneficial if , as part of compliance
with the law, social or caste sanctions could be avoided. Donohue and Heckman
have argue d tha t thi s i s an ap t characterizatio n of the behavio r o f souther n
textile firm s i n th e Unite d States . Prio r t o th e 196 4 Civil Right s Act , blac k
employment wa s negligible, 25 I t grew dramaticall y after th e law' s passage a s
employers coul d no w engag e i n welfar e (profit)-enhancin g employmen t
decision and avoid the social sanctions previously evoked from hiring blacks.

The welfare-enhancing benefits of quotas in this world occur in part because
worker productivit y i s job, an d no t individual , speciic . Thus , reassignin g
individual workers to different occupation s generates no output loss . With the
economy operatin g i n th e cast e o r discriminator y equilibrium , pre-quotas ,
reservations, or equa l opportunity Jaw s must be welfare-enhancing since they
reduce existing distortions a t no cost. In general, this model suggests then that
in economie s o r industrie s wher e discriminatio n exists , an d wher e mos t
heterogeneity is  job and  not  individuall y related, affirmativ e actio n plan s or
reservations wil l b e nondistortionar y an d wil l lea d t o a n increas e in socia l
welfare and output .

Welch develop s a  neoclassica l mode l tha t i s usefu l fo r illustratin g th e
conditions under which quotas wil l tend to have distortionary effect s on wages,
employment, and output.26 A key difference from the Akerlof framework is that
here heterogeneity is individual rather than job-related. The one-sector version
of this model assumes that output is given by

(1) q  =/(«, fc) ,

" Donohu e and Heckman, "Continuous versus Episodic Change,"
M Se e Finis Welch, "Employment Quota s for Minorities, " Journal: of  Political  Economy,  84 (August 1976):

S105-39.
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where a  and b  are the numbe r o f skilled an d unskilled worker s respectively.
Quotas take the form of a requirement that employers hire r  skilled minority
workers for every majorit y worker . I f these quotas are to bind, or to lea d t o
more than a reshuffling of workers between firms, then r > IT,,, where TT a is the
percentage of skilled minorities in the population.

In thi s Becker-typ e model, discriminatio n take s th e for m o f a  subjective
devaluation of the minorities ' margina l product. The perceived productivitie s
of minority skilled and unskilled workers ar e thus aafa an d a{,jj, respectively ,
where a t * s i  indicate s the amoun t o f discrimination . Wit h o q <  1 , dis-
crimination exists, and wages, employment (for minorities), and output wil l be
lower than if discrimination di d not exis t (<Xj =  1) ,

If equal pay laws are imposed withou t quota s (o r without prohibitions o n
discrimination i n hiring), minorit y employment an d outpu t i n the econom y
will be farther reduced. 27 Thus, as noted in Kahn, equal pay laws without anti-
employment discrimination protection simply transfer the discrimination from
the wage to the employment side of the labor market.28

If equal pay laws are combined wit h quotas, then the wage paid to skille d
minority an d majorit y workers wil l be a  weighted averag e of their marginal
products, o r fa ( 1 + oc a r)/(l +  r) , since there are r minority workers for every
skilled majority worker. This results in a transfer of income between minority
and majority skilled workers. Note tha t if discrimination is absent, or i f equal
pay i s not require d o r enforced , thi s transfe r will no t occur . Further , i f th e
economy was at ful l employmen t prior to the quota, then the fac t that r  >  TT, ,
means tha t ther e wil l b e a  surplu s o f skille d majorit y workers post-quota .
Quotas ar e harmful i n this context, as aggregate employment an d output ar e
reduced. It can be shown that the fall in output depends on the degree to which,
r > tra and on the skilled workers' share of output in the economy.

In thinking about the effect s o f reservations in government employmen t in.
India, or of affirmative actio n among federal contractors in the United States, a
more appropriate framework allows for the presence of two sectors (covered/
uncovered), sinc e much o f employmen t i n both countrie s is not under an y
requirement t o practic e affirmativ e actio n o r reservations . Th e uncovere d
sector in India is the private sector, while the covered sector i s public employ-
ment. In the United States the covered sector includes public-sector employers
and federa l contractors , whil e th e uncovere d secto r include s nonfedera l
contractors.

In thi s context, th e impositio n o f reservations (muc h lik e the presenc e o f
unions) i s equivalent to a  tax o n th e suppl y of skilled majorit y labor i n th e
covered sector . This "tax " induce s a shift in skilled workers to the uncovered

27 Again , this assumes that discrimination exists, or ai<l.
a Lawrenc e Kahn, "Customer Discriminatio n and Affirmati¥e Action, " Economic Iwptiiy, 2 6 0*% 1991) :

5SS-71.
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sectors, raisin g the wage s of both skilled minority and majority worker s wh o
remain in the covered sector, 29 Employment and output in the covered secto r
will fall, but that in the uncovered sector will increase. The movement of skilled
workers to the uncovere d sector wil l initially lead t o a  reduction in wages of
skilled worker s i n th e uncovere d sector , an d t o a n increas e i n wage s fo r
unskilled worker s i n tha t sector . Wha t happen s t o unskille d wage s i n th e
covered sector depends on the relative skill intensity of the two sectors and on
whether unskille d worker s are . gross substitute s o r complement s fo r skilled
workers. In the United States it seems plausible that the covered sector is more
skill-intensive than the uncovere d sector . Whether this is trae in India can be
debated, but i t seems plausible, as the mean level of educational attainment in
the public  sector i s higher tha n i n th e privat e secto r a s a  whole (includin g
agriculture). Give n a  highe r skil l intensit y i n th e covere d sector , the n i f
unskilled workers are complements, thei r wages fall in the covered sector. This
in tur n induce s a  migration o f unskilled workers t o th e uncovere d sector . If
they are substitutes, wages will tend to rise for unskilled workers in the covered
sector (as they did in the uncovered sector) .

Overall,, we expec t tha t incom e for minorities (bot h skille d an d unskilled )
will unambiguousl y b e higher , an d tha t majorit y unskilled worker s i n bot h
sectors and majority skilled workers in the covered sector are also likely to gain
from quotas . Th e loser s ar e th e skille d majorit y worker s now foun d i n th e
uncovered sector,30 This is consistent with the observation that in India and the
United States quotas are viewed with the most hostility by skilled workers who
claim to have been displaced, and that skilled members of minority groups are
their biggest advocates .

The social costs of quotas in this context involve the inefficient allocatio n of
labor and output between these sectors. An additional concern, with quotas in
developing countrie s i s tha t th e movemen t o f skille d worker s t o th e
"uncovered" sector may take the form of international migration o r a  "brain
drain." This would add to the welfare loss associated with quotas as it involves a
reduction i n the stoc k o f a nation's human capital (and the los s of any social
investment in skills via public education), which is a cause for concern. It should

2" I t is theoretically possible that wages of skilled workers in the covered sector might fall. If the elasticity of
substitution in rhe covered secto r is less than the elasticity of product demand, ac +  15 < 0, then it is possible
that enough outmigration of unskilled worker s from th e covered sector coul d leave the skilled-unskille d
worker ratio in the covered sector actually higher than before she quota. This would result in lower wages for
skilled majority workers in the covered sector. This outcome, while possible, seems implausible.

10 Th e models outlined above apply onl y t o quotas on skilled workers. Given the plausible assumption
that it > r for unskilled workers, reservations for them will only generate a realiocation of unskilled minority
workers from the uncovered to the covered sector. This assumption must hold unless quotas are set above
the respective population ratios, given the assumption that quotas bind for skilled workers. These quotas will
benefit unskille d minorities at the expense of unskilled majority worker s if wages are higher in the covered
sector. Since this is inconsistent wich equilibrium in the demand for unskilled workers, there should be tio net
effect on income or wages from thi s type of reservation.
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be noted, however, that reservation will increase emigration only to the extent
that skille d worke r wage s ar e depresse d enoug h t o cove r th e psychi c an d
monetary cost s o f internationa l migration . Onl y in countries o r occupation s
where the level of reservations is high relative to the supply of skilled minority
workers (so that substantia l displacemen t o f majority workers occurs) , i s this
likely to be a major concern.*'

It should be noted that, to the degree that covered-sector firms are prevented
by quot a constraint s from hiring skille d majorit y workers , wage s fo r skille d
workers in the two sectors will diverge. If equal pay laws are in effect, this wage
differential generates the incentive for firms to engage in skill bumping, whereby
unskilled minoritie s ar e classifie d a s skille d worker s b y firms,' 12 Sinc e th e
alternative wage for skilled majority workers is w,a < wla, the incentive to bump
will exist as long as the loss from paying an unskilled minority the same wage as
a skilled worker (w)(J —  w2j,} is recouped by being able to hire a skilled majority
worker at the uncovered-sector wage (f le —  w2il).33 In equilibrium, bumping will
occur until an equality exists between these conditions, generating a transfer of
income between majorit y an d minority workers. Outpu t in this economy will
be higher  than withou t bumping . Covered-sector employmen t rises , and th e
extra cost of the reclassified minority workers is paid for by the majority skilled
workers who gaine d access to covered-secto r jobs. Interestingly , simulations
suggest that, if the reclassified minority worker's marginal product is not below
that of other unskilled workers, the social costs of quotas are negligible.

While quota s o r reservation s migh t resul t i n som e "skil l bumping " o r
relabelling of unskilled minority workers, it is also possible that they may have a
more dramatic affec t o n the decision to invest in becoming skilled in the first
place. Lundberg and Startz, Milgrorn and Oster, and Coate and Loury develop
statistical or information-based discrimination models in which skill acquisition
is endogenous/* 4 I n particular , they conside r ho w employers ' us e o f grou p

** Th e size of a country's or a sector's elasticity oi labor demand and supply will also determine if this effect
is larg€. Wages will fall more, inducing more emigration, if these elasticities are low.

s2 If  th e equal pay constraint was not binding, skilled majority workers might try and bribe skilled minority
workers t o work with the m s o that they ma y gain acces s to covere d secto r jobs. Thus, skille d minorit y
workers would receive higher wages or rents equal to this wage differential , Thi s would alleviate the excess
demand for covered-sector employment and would convert these programs into pure income redistribution
programs with little attenuate social cose,

M Thi s loss is less than that indicated in Welch, "Employment Quotas," as he assumes that, a misclassificd
skilled worker has a marginal product las than he would in an unskilled job. Although rnisdassifieation leads
to a loss in output relative to hawing a skilled worker in the job, i t is not clear why the marginal product of an
unskilled worker in a skilled job should be even lower than it would be if that individual were in the right job.
See Smith and Welch, "Affirmative Action. "

H Shell y Lundber g and Rober t Startz, "Private Discrimination an d Socia l Interventio n in Competitiv e
Labor Markets, " American  Economic  Review, 73 {June 1983) : 340-7 ; Pau l Milgro m an d Sharo n Oster, "jo b
Discrimination, Marke t Forces, and th e Invisibilit y Hypothesis," Quarterly Journal o f Economics,  JI R (Augus t
1987): 453-76; and Stephen Coate and Glenn Loury, "Will Affirmativ e Actio n Policie s Eliminate Negative
Stereotypes?" American Economic Review, 83 (December 1993) : 1220-40.
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identifiers i n makin g inference s abou t individua l productivit y wil l affec t
decisions t o inves t i n human capital, 35 I f employers are les s able t o evaluate
investments i n human capita l for minorities, then one woul d expec t the m t o
receive a lower return , invest less, and receive lowe r averag e wages as a result
of lower averag e productivity . Thus , wit h endogenous worker productivity ,
employer beliefs of lower averag e productivity fo r minorities can . become self -
fulfilling, eve n if the innate ability distributions ar e the same.

Miigrom, an d Oste r an d Coat e an d Lour y conside r th e questio n o f wha t
impact affirmativ e actio n o r equa l opportunity law s would hav e i n a  worl d
with statistica l discriminatio n an d endogenou s skil l determination . Interest -
ingly, both o f these paper s generat e scenario s i n which affirmativ e actio n o r
quotas are welfare-enhancing,36 In Miigrom and Oster, firms discriminate in job
assignments i n orde r t o hid e worker s fro m outsiders . Firm s hav e privat e
information o n worke r abilit y whic h i s revealed t o th e outsid e worl d onl y
through promotion s o r ne w job assignments . I f the exten t o f private infor -
mation (invisibility ) is higher for minorities, then employers will have both the
incentive and the ability to hide them in lower paying jobs. Minorities wil l find
that thei r return s t o investment i n skills that cannot be readily determined by
the marke t ar e less , s o they wil l acquire fewer skill s and b e o n averag e les s
productive. Affirmativ e actio n wil l have ambiguous effect s because , whil e i t
reduces the number of qualified minorities who were assigned to low-level jobs
and improves job matching , i t also results in promotions fo r some unqualified
workers.*7 In the long run, inefficienc y i n job assignmen t an d skill acquisition
is lower , outpu t i s higher , an d averag e earning s an d promotio n probabilit y
differences between majorit y and minority workers decline.

Coate an d Lour y develo p a  matchin g mode l i n whic h employer s hol d
negative stereotype s of the minorit y productivity. 38 I n thi s model , whe n th e
returns t o acquirin g signal s o f abilit y i s low , o r i f signal s ar e relativel y
uninformative, temporar y version s o f affirmativ e actio n program s wil l b e
optimal in eliminating stereotypes . Conversely , i f the representatio n o f skilled
minorities i s low relative to the quota , and the payof f to skill bumping i s high,
then the return to investing in skills (and hence the level of investment) might
actually fall. Intuitively, which effect dominates depend s on whether minorities
react t o th e affirmativ e actio n job guarantee s b y relying on skil l bumping o r

"* Welch , "Employmen t Quotas," als o analyze s the effect s o n th e retur n t o educatio n o r skil l i n tast e
models of discrimination with quotas, Absent skil l bumping, minority skilled wages rise relative to majorit y
workers, generating  convergence in underlying skill distributions . With skill bumping, th e predictions are
ambiguous and depend on the underlying cause of the initial inequality.

* Miigro m and Oster, "job Discrimination" ; Coate and Loury, "Affirmative Action . Policies."
" The* : policies need t o be combined with wage scale s in order to have these properties . Affirmativ e

action by itself would not eliminate the kind of discrimination they discuss,
* A s with mos t statistic*! discrimination models , individual employers or workers have no incentive to

correct misiaforrnation. Since investment decisions are based on group beliefs or behavior, individuals cannot
change their own payoffs and hence will not try.
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increase their investments in skills now tha t their probability of being able to
utilize them successfully has risen, A necessary condition for investment t o fal l
is that minorities ar e a  relatively smal l shar e of total employment . I f quotas
include wome n o r othe r larg e population groups , th e cos t t o employer s of
enga^ng in sufficien t skil l bumpin g will be hig h an d quotas wil l be unlikely
to lead to a decline in minority group skill investments,

We hav e considere d th e effect s o f quota s whe n worke r productivit y i s
determined by the job and by the individua l and where discrimination i s taste
or information-based . I  woul d lik e no w t o conside r a  somewha t differen t
institutional context, in which worker rewards (pay) are tied not to the absolut e
level o f their margina l product bu t t o thei r relativ e productivity, Lazear an d
Rosen an d others hav e provided a  theoretical rational e fo r why firm internal
labor market s or other hierarchica l institutions might fin d thi s type of reward
structure optimal. 39 These rank-order arrangements have been used to explain
the large payoffs to CEOs of corporations, sale s commissions based on relative
performance, sportin g tournamen t structures , an d politica l campaigns . I n
addition, university admissions and. some rationed government jobs are based
on an applicant's relative ranking and not the absolute level of the individual's
scores.

Schotter an d Weigel t provid e a n interestin g loo k a t th e impac t o f dis-
crimination, equal opportunity, and affirmative actio n laws within the context
of rank-order tournaments.40 Discrimination (unfai r tournaments) reduce s the
level of effort expende d by both majorit y an d minority workers,41 Discrimin-
ation increase s (decreases ) th e likelihoo d tha t a  majority (minority ) worker
will win a t every effor t level , leading to a  decrease i n investment fro m both
groups. Thus , equa l opportunit y law s hav e th e potentia l t o increas e bot h
minority and majority worker effort, raising aggregate output.42

Even in the absence of discrimination, tournaments may be uneven because
access to credit markets or other factors make the cost of effort (or investment)
greater for minorities than fo r majority workers. These uneve n tournaments
yield lower effort than fair tournaments. The imposition of affirmative action in
an uneven environment lead s to lower effor t (an d output) from both groups .
Schotter and  Weigel t suggest , for  plausible parameter values, that the  fal l in
effort from minorities will not be enough to offset the advantage given them by
an affirmativ e actio n program s o the probabilit y of labor market success will

" Edwar d Lazear and Sherwin Rosen, "Rank-Order Tournaments as Optimum Labor Contracts," Journal
of Political Eeonemy, 89 (October 1981): 841-64.

40 Andre w Schotter an d Keit h Weigelt , "Asymmetri c Tournaments, Equa l Opportunit y Laws, an d
Affirmative Action : Some Experimental Results," Quantity journal af Economics, 107 (May 199Z):  51 1 -40,

'"' Whe n discrimination takes the additiv e form , o r does not var y with the level of effort, th e margina l
payoff to effort is unaffected.

44 Thi s is not necessarily welfare-enhancing, a s both groups would prefer to exert less effort. As in Aieriof,
"Economics of Caste," the rat race properties of these tournaments increase output but may lower welfare ,
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rise. Thus, whil e output rises when discriminatio n i s present an d quotas are
imposed, it tends to fall under these institutional arrangements if discrimination
no longer exists.

These predictions rel y on the assumption that workers know the nature of
their payof f structur e o r the lin k between effor t an d potential rewards. In th e
real world , a s Schotter an d Weigel t note, thi s may no t hold . Consequently ,
individuals may  mistak e luc k (rando m succes s or  failure ) for  difference s in
underlying ability , prejudice, or costs of investment. This creates the possibilit y
that agent s will drop ou t o r give up i f they feel tha t they are a t a  substantial
disadvantage. Experimental evidence by Schotter and Weigelt suggests that this
is indeed an important consideration. Even without discrimination, affirmative
action programs in this circumstance can lead to more output, as disadvantaged
groups reac t t o th e increase d chanc e o f winnin g b y playin g rathe r tha n
withdrawing.

This spillover, or unintended benefit, of affirmative actio n programs come s
from, the fact that agents whose probability of success is small may move to the
zero effor t come r solution . Anecdota l evidenc e from, the Unite d State s and
India is supportive o f this notion tha t reservations are perceived a s important
even though employment i n the covered sectors is a remote possibilit y for the
majority o f the minorit y population,43 Survey s suggest tha t reservation s ar e
instrumental in creating the impression that it is possible for a member of the
minority grou p t o succee d a t th e highes t levels . Thus , eve n thoug h th e
likelihood that the average inner-city black in the United States, or rural Dalit in
India, get s on e o f th e reserve d slot s i s low, whe n th e payof f i s sufficientl y
positive they may be induced to expend effort o r acquire skills. The result may
be that they are better abl e to compete fo r a series o f lower-level prizes (e.g .
becoming literate , completing primary or secondary school). Thus, affirmativ e
action in one secto r of the econom y ma y have collateral benefits i n inducing
individuals no t t o dro p out , raisin g outpu t i n the uncovere d secto r an d the
economy.

4 Empirica l Evidence

Given th e lac k o f strong theoretica l prediction s abou t th e likel y efficac y o f
affirmative actio n type policies, it is useful t o see what the empirica l evidence
accumulated to date suggests. Unfortunatel y the absence of good micro-level
data precludes an effective empirical , test of many of the propositions discusse d

111 Se e Galanter, Competing Equalities,  ch. 4 .
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in this paper. Further, i do not know of any systematic attempts to measure th e
effects o f reservations in India . Consequently, I  limit this section primaril y t o
a revie w o f existin g empirica l wor k o n th e effect s o f affirmativ e actio n
programs i n the Unite d States. Som e evidenc e o n th e exten t an d success of
reservations in Indian states will also be presented. Nonetheless, the empirical
evidence wil l onl y sugges t wha t migh t b e th e likel y consequence s o f these
reservations.

First, sinc e th e effec t o f quota s depend s t o a  larg e degre e o n whethe r
discrimination stil l exists , i t i s useful t o revie w recen t wor k o n th e exten t o r
existence o f labo r marke t discrimination . Th e fac t tha t discriminatio n ha s
persisted long after the passage of anti-discrimination laws in the United States
and Indi a migh t see m self-evident . Provin g discriminatio n o r th e disparat e
treatment of comparably skilled individuals, however, is problematic given th e
fact tha t th e econometricia n i s unable to observ e al l the factor s determinin g
an individual' s productivity. Nonetheless, ther e exis t a  plethora o f empirical
studies examinin g race an d gende r wag e differential s i n th e Unite d States. 44

Most seem to conclude that there are persistent unexplained wage differential s
along racia l and gender lines . Some recen t one s hav e attributed thi s residual
gap t o schoo l qualit y differences , an d t o gende r socializatio n an d famil y
responsibility differences. 4'

Given th e econometri c difficultie s i n controllin g fo r these unobservabl e
factors, audit studies have been employed t o test for the existence of discrimin-
ation, in hiring, housing rental, and automobile purchase. 46 These audi t studies ,
while not completely randomizing racial assignment, come closer to controlled
tests o f the effect s o f discrimination. Moreover, they see m t o find persistent
evidence o f racia l difference s i n treatment . Interestingly , ther e i s also some -
evidence t o suppor t th e conclusio n tha t anti-discriminatio n law s lead t o in -
creased non-employmen t fo r minorities . Thei r employment-to-populatio n
ratios an d unemploymen t rate s hav e rise n relativ e t o thos e fo r majorit y
workers over thi s period. Thi s is consistent wit h the two-secto r models ' pre-
diction of a gap between wages in the covered and uncovered sectors, and with

" Se e Richard Freeman , "Blac k Economic Progres s afte r 1964 : Who Ha s Gained and Why? in Studies in
labor Markets,  ed . Sherwi n Rose n (Chicago ; Universit y o f Chicag o Press , 1981) ; an d Francin e B!au , The
Economics of Men, Women and Work  (Ertgiewood Clife, NJ; Prentice-Hall, 1992),

4s Se e Dere k Nea t an d Willia m Johnson , "Th e Rol e o f Pre-niarke t Factor s i n Black-Whit e Wag e
Differentials," NBE R Working Pape r no. 5124, May 1995.

te Fo r hiring, se e Jerry Newman, "Discrimination i n Recruitment; an Empirical Analysis," Indmtnal  and
Labor Relatiatu Review, 32 (1978); 15-23. ; Margery Turner, Michae l Fix, and Raymon d Struyk , Opportunities
Denied, Opportunities  Diminished:  Discrimination  i n Hirm g i'Wasbingtop : Urba n Institut e Press , 1991) ; an d
David Neumark , "Se x Discriminatio n i n Hirin g i n th e Restauran t Industry : a n Audi t Analysis, " NBE R
Working Pape r no . 5024 , 1995. For housing rental, see John Yinger , ".Measurin g Racial Discrimination with
fsair Housin g Audits : Caugh t i n th e Act, " American  Economic  Review,  7 6 (December 1986) ; 881-98 . Fo r
studies on discriminatio n i n automobil e purchase , se e Ian Ayrcs and Pete r Siegeiman , "Rac e an d Gender
Discrimination i n Bargaining for a New Car, " AmmojK Economic Rmew, 85 (June 1,995): 304 • • • • 21.
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the effec t o f more effectiv e enforcemen t of equal pay than equal employment
laws in a world with continuing discrimination.

A second issue to examine is whether the beneficiaries of affirmative actio n
or quotas are those that our theoretical model predicts. The empirical evidence
on th e effectivenes s o f affirmative actio n programs i s summarized i n Kahn. 4/

The results are generally in line with our theoretical predictions. Every study to
date has found that employers in the covered sector respond to the presence of
affirmative actio n requirement s by increasing their utilization o f minorities,48

The effect s seem to be larger for blacks than for women, although this may be
due t o th e relativel y recent attentio n paid to affirmativ e actio n fo r women .
Minorities also seem, to experience wage gains in the covered sector relative to
the uncovered, sector. This positive effect on wages seems to be larger for more
educated (skilled) blacks than for the less educated (skilled).

Contrary to what one might expect if affirmative actio n were really quotas,
the evidenc e suggest s tha t th e employmen t gain s fo r minoritie s cam e i n
growing, firms and not through the displacement of majority workers. Further,
although firm s tha t promised t o increas e their utilizatio n mor e di d so, the y
consistently failed t o reach their stated objectives. Finally, the productivit y of
minority workers, and of the covered sector as a whole, is no lower than that of
white mal e employees , o r th e uncovere d sector . Thus , skil l bumpin g o r
mislabelling unqualified minorities seems to be of limited significance. Recen t
work by Holzer and Neumark again finds little evidence that skill bumping is a
major concern , a s minorit y ne w hire s o r promotion s a t firm s tha t practice
affirmative actio n d o not appea r to be significantly less qualified than majority
workers.49 Thus, the evidence for adverse output or welfare effect s associate d
with affirmative action seems to be missing,

There i s also little direct evidence o f beneficial effect s o f affirmative actio n
on output . Ayre s an d Cramto n foun d som e positiv e effect s o f affirmativ e
action when the y examine d th e recen t FC C auction o f licenses t o slice s o f
the radio spectrum.50 Minority bidders were given preferred terms as part of an
affirmative actio n plan . The ne t resul t wa s mor e minorit y bids and greater
representation of minority firms. Although this result is not surprising , the fac t
that th e governmen t succeede d i n generatin g wor e bid revenu e fro m thes e
auctions is. Their evidence suggests tha t the bid price o f majority contractor s
also rose, generating an increase in net revenues for the government. As in the

47 Lawrenc e Katiii , "Customer Discrimination! and Affirmative Action/ 1 Ec&nomic  Inquiry, 2 6 0u!y 1991) :
555-71,

4* Se e Leonard , "Anti-Discrimination " an d "Impac t o f Affirmativ e Action" ; Smit h an d Welch ,
"Affirmative Action"; and Donahue and Hecfcman, "Continuous versus Episodic change."

4' Harr y Holze r an d Davi d Neumark , "Aie  Affirmativ e Actio n Hire s Les s Qualified ? Evidenc e fro m
Employer-Employee Data on New Hires," mimeo, 1996 .

50 lanAyre $ and Peter Cramton, "Pursuin g Defici t Reductio n through Diversity ; How Affirmativ e Actio n
at the FCC Increased Auction Competition," Stanford La w Review, forthcoming .
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Schotter—Weigelt experiment, subsidizing competition from one group where
markets are thin had the effec t o f increasing effort fro m al l groups and thereb y
increasing output,

Ayres and Cramtom also find evidence tha t the sam e resul t ca n be found
with regar d t o governmen t contractors . Her e again , a  key featur e i s that a
limited number of firms typically bid for the work. Enacting affirmative actio n
programs to subsidize one class of bidders results in substantially lower contract
prices, with the reduction being sufficient t o more than offset the subsidy costs
of the affirmative action program, ft would be of interest to investigate whether
the sam e positive effec t o f affirmativ e actio n hold s i n thin labo r market s o r
where the incumbent workers have some degree of monopoly power (perhaps
at the senior management or professional occupations).

Data o n th e exten t o r effec t o f reservation s i n Indi a see m t o b e limited .
Systematic analysi s require s micro-level dat a t o captur e th e leve l o f worke r
skills and to control for factors other than reservations that may have impact on
hiring an d promotio n decision s fo r member s o f th e protecte d castes .
Nonetheless, reservations may have played a role in the significant growth i n
the representatio n o f the lower caste s and tribes in government employmen t
that has occurred over the past forty years. In 1951 the Scheduled Caste share
of federa l governmen t employmen t range d fro m 9. 4 percent i n th e lowes t
jobs (Clas s IV) to 0. 6 percent i n the highes t jobs (Clas s I). By 1979 the Dali t
had increase d their representatio n t o 19. 3 percent o f the lowes t jobs and 4.8
percent o f the highest . Althoug h the y remai n under-represente d relativ e t o
their shar e o f the populatio n (14. 6 percent) in al l but th e lowes t jobs, the y
significantly improve d thei r employmen t i n al l public-secto r jobs ove r thi s
period.

The impression tha t reservations played a role in this expansion is reinforced
by comparin g Schedule d Caste an d Schedule d Trib e employmen t i n publi c
undertakings (contractors ) befor e an d afte r reservation s wer e extende d t o
them i n th e mid-1960s . I n 1965 , fourtee n year s afte r th e passag e o f anti -
discrimination law s an d th e impositio n o f reservation s a t th e federa l level ,
Scheduled Caste s members stil l accounte d fo r onl y 0.2 0 percent o f Clas s I
jobs, 1.0 7 percen t o f Clas s II , an d 0.9 2 percen t o f Clas s II I jobs a t publi c
undertakings i n 1965 . However, 1 0 years after reservation s were imposed o n
public undertakings, the percentage of employment in each of these job classes
accounted for by members of the Schedule d Castes had increased by a t least
150 percent, rising to 1. 4 percent of Class I, 3.0 of Class II , and 13. 7 of Class III
jobs in 1975.'1 While some of this growth may be due to general improvemen t
in the skills and other factors affecting employment of these castes, the changes
are agai n suggestiv e o f th e rol e playe d b y reservation s i n enhancin g th e
employment o f the lower castes in India.

*" Se e Galanter, Competing Equalities,  for evidence of similar progress for the Scheduled Tribes.
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A potentially fruitful area to examine is the effec t o f cross-state variation in
the level of reservations on attainment. Given the fac t that many Indian states
differ in the level and timing of changes in their reservations, this could serve as
a potential "natura l experiment" t o test the effects of these programs. Further ,
some state s have extende d coverag e unde r reservation s t o Othe r Backward
Castes, generatin g variatio n in th e shar e of th e populatio n covere d b y th e
program. I n 198 0 Tamil Nad u increased it s reservation fo r Othe r Backwar d
Castes (OBCs) to 5 0 percent o f Clas s II! and I V jobs, whil e 1 8 percent were
reserved for the Scheduled Castes and Scheduled Tribes, Conversely, Himachal
Pradesh reserved only 5 percent of these jobs for the OBCs.

While the existence of cross-state variation in the level of these reservations
suggests littl e about their likely impact, it is informative to see to what degree
states succeede d in meeting thei r goals . Dat a fro m 198 0 show that , whil e in
some state s thes e reservation s wer e met , i n othe r state s th e reservations ,
especially for higher level jobs, were not. For instance, in Karnataka 1 5 percent
of job s wer e reserve d fo r member s o f th e Schedule d Caste s an d thei r
employment ranges from, 8.8 percent of Class II jobs to 21 percent of Class IV
jobs.52 O n th e othe r hand , i n Madhy a Prades h reservation s wer e se t a t 15
percent fo r Schedule d Caste s an d 1 8 percen t fo r Schedule d tribes , whil e
employment fo r these groups never exceeded 12 percent of any job class.* 3 In
general, reservatio n level s were mor e likel y t o be me t a t lower job classes ,
while for Class I jobs they seem to seldom be met.

It also , would be of interest t o examine whether these differen t reservatio n
levels ar e correlate d wit h state-leve l education attainment , outpu t growth ,
occupational attainment , an d othe r measure s o f economi c performance .
Further, the extent to which state reservation goals are met, and the causes of
shortfalls, merit s examination . Unfortunately , thi s tas k wil l hav e t o awai t
further investigation.

5 Conclusion s
The result s o f thi s pape r sugges t tha t conclusion s abou t th e likel y effec t o f
quotas o r affirmativ e actio n program s ar e ambiguous . Th e theoretica l dis-
cussion suggests that the impact on both th e targeted minority group and the
majority population depends upon assumptions about the source and existence
of discrimination, underlying technology, th e representation s o f the various

s2 A D data arc from "Reservation s for Other Backward C»stes," Report of the Matrfal Commission,! WO,
" It : reached 12% in Class IV jobs for the Scheduled Castes.
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groups, an d the presence of other distortions in the labor market . While these
models, an d the empirical evidence, suggest that minorities benefit from thes e
programs, the size  of this effect i s uncertain. Whether thes e programs hav e the
long-run effect o f increasing minority incentive s to invest in skill acquisition, is
also unclear. Evidence for the United States and India is suggestive of improved
educational attainment for these groups, bu t the causa l link to reservations or
affirmative action is unproven. It is also true that there is an absence of evidence
to support the conclusion that these programs have had a major distortionary
impact o n th e working s o f the labo r market . Despit e th e hea t generate d by
the debate over these programs, the evidence to date fails to suggest tha t they
have ha d a  major impac t o n th e live s of minority populations . Whethe r this
means tha t th e marke t prevent s thes e governmen t programs fro m havin g a
major impact , o r tha t effort s t o expan d an d appl y these law s has bee n lax ,
cannot be determined from evidence to date.

Despite th e lac k of hard evidence , on e wa y or th e othe r thes e program s
have generate d substantia l politica l debate . The theoretica l discussion abov e
suggests tha t thi s is not surprisin g since , if effective, th e program s embod y a
transfer of income from majorit y to minority worker s and perhaps the loss of
rents generated b y past discriminatio n (nepotism) . That incom e o r rent s ar e
transfered whe n thes e programs ar e in place is consistent wit h the pressure s
observed i n man y countrie s t o expan d th e lis t o f potentia l claimant s fo r
protection o r by moves to eliminate the programs altogether .

While these programs are often initiated to protect or rectify wrongs against
a smal l targete d population , they hav e expanded dramatically. I n the United
States, and in some Indian states, the protected groups cover a majority o f the
population. This is not to say that these groups are any less deserving, or that an
expanded sense o f social justice is inappropriate. Th e poin t i s that, where th e
government ca n serve t o extrac t rents , o r be used t o redistribut e resources ,
individuals an d group s hav e a n incentiv e t o insur e tha t i t doe s s o i n thei r
direction. A  concer n fo r th e futur e migh t wel l b e that , whil e a s presentl y
constituted these programs costs may be small (or negative), their impact could
be quite different a s the pool of covered workers grows .

Finally, i n bot h Indi a and th e Unite d States , affirmativ e actio n an d reser -
vations were seen initially as a temporary necessity , not a  permanent program .
Much like th e "infan t industry " argument i n international trade , temporar y
quotas were thought to give the protected groups an opportunity t o overcom e
deficiencies i n their stoc k o f capital (human) or to establis h "reputations " t o
overcome information-base d barriers to employment. Once these investment s
are undertaken (unde r the assumption that no discrimination remains) , quotas
will no longer be necessary to insure that the minority population can compete
with th e majority population . The knowledge tha t the quotas ar e temporary
insures that the requisite investments are made while the targeted groups have
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a competitive advantage. Matsuyama and others have shown that temporary
quotas can be optimal from a social welfare prospective,54

A problem tha t arises is that, for these quotas to induce the correct invest-
ment behavior , th e governmen t mus t b e abl e t o credibl y commi t t o th e
removal o f thes e protection s a t som e dat e i n th e future . Unfortunately ,
Matsuyama shows that, in the context of oligopolistic industries. , the problem of
dynamic inconsistenc y wil l preven t th e governmen t fro m makin g suc h a
commitment, effectively rendering these programs permanent features.

An example of just thi s phenomena may perhaps be seen in the system of
reservations i n th e India n political process . Thes e wer e originall y t o hav e
expired afte r a  predetermined interval , but the y hav e been extende d thre e
times since then. Thus, rather than being part of a temporary program lasting
ten years, they have become something that looks more permanent and have
lasted an additional thirty years^

Dynamic inconsistenc y i s more likel y t o resul t i f the beneficiarie s o f th e
quotas are a small |proup of, say, oligopolistic firms or a few politicians who can
easily solve the collective action problem. I n the case of labor market quotas,
each membe r o f th e protecte d minorit y grou p ha s a  smalle r stak e in their
preservation, an d hence it becomes harder to solve the coordination problem
necessary to get the government to maintain these programs.

Interestingly, a s Coat e an d Lour y alread y suggested , quota s hav e bee n
shown t o dela y rather tha n accelerat e investment s i n skill s o r reputation. 56

While thi s nee d no t alway s be th e case , i t i s of interes t t o not e tha t eve n
opponents o f quotas i n th e trad e literature fin d tha t pric e (wage ) subsidies
(tariffs) o r subsidie s fo r investing (schoolin g an d training ) do no t appea r t o
produce thes e adverse affects. 57 Thes e types of program, eve n if permanent,
have been shown t o be optimal from a social welfare prospective . Such pro-
grams, whe n combine d wit h effectiv e anti-discriminatio n laws i n pa y an d
employment, may be the most effective long-run mechanism to insure that the
original goals of affirmative action in the United States and reservations in India
are met.

** Katiinor i Matsuyaroa, "Perfect Equilibri a i n a Trade Liberalizatio n Game," American Bcanamic Review,
80 (June 1990); 480-492.

** Galanter , Competing Eytotities,  p . 46 .
K Coat e and Loury, "Affiimative Actio n Policies,"
57 Se e Gene M. Grossman and Hendiik Horn," Infant Industry Protection Reconsidered: the Case of Infor-

mational Barriers to Entry," Quarterly Journal ofEcaiumact,  10 3 (November 1988) : 767-87; and Kaz Miyagiwa,
and Yuka Ohno, "Closing the Technology Gap under Protection," American Economic Review, 85 (September
1995): 755-70, for farther discussion of tariffs and quotas and the infaisf industr y problem in, trade.



Communities and Development:
Autarkic Social Groups and the
Economy

Russell Hardta

1 Grou p Autarky

WMe not alone in their diversity, India and the United States are unusual in the
degree t o whic h the y fac e problem s o f includin g differen t group s i n thei r
polities an d economies . Politica l an d economi c inclusio n ar e no t logicall y
connected. Fo r example , som e socia l groups, such a s the Jews of Europe in
earlier times and the Chinese outside China, have managed to be economically
well connecte d whil e remainin g politicall y an d sociall y isolated . Bu t i t i s
typically tru e i n man y societies toda y tha t political an d socia l separatio n i s
associated with a high and even comparable degree o f economic separation. In
general, economic separatio n of a group from the larger economy, which can
verge o n autark y for some groups within a  larger national economy, entail s
lower productivit y an d poorer prospects o f growth fro m specializatio n than
would be expected for a group that is economically integrated into the larger
economy.

China is distinctively different from Indi a and the United States in that it has
no substantial subgroups. There are ethnic differences and even some religiou s
differences, althoug h thes e ar e relatively insignifican t an d there is little o r n o
political organization aroun d these differences . Ther e ar e also linguistic differ -
ences which might be called merely differences of dialect although the so-called
dialects ar e commonl y a s differen t a s th e difference s withi n th e Europea n
Romance, Slavic, or Teutonic language families. But even these differences ar e
relatively unimportan t an d unlikel y to b e th e basi s o f demands for political
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preference. I n par t thi s i s because ther e i s a  nationa l language, or dialect —
Mandarin Chinese—that is relatively accessible to all and is the native language
of few.

Hence, Chin a and Indi a ar e developing nations with quite differen t socia l
structures. India's social structure of competing an d ofte n conflictin g groups i s
much more nearly like that of the United States, while China's relatively open
and permeable economy is more nearly like that of the United States. China has
the advantage, in comparison with the United States and especially with India,
of an economy that is not broken into socially determined autarkic groups.

In general , autark y wil l depres s productivit y an d income . I n a  worl d o f
competing states , fre e migratio n woul d drai n thos e wit h potentiall y hig h
earnings from a  society that, by government fiat , enforced more nearly egali-
tarian distributions. Hence, a policy of egalitarianism might require substantial
autarky, a s in socialism i n one country . Bu t such autark y inherently hinder s
economic productivity . Similarly , group autark y within a society wil l hinde r
productivity, and especially productivity growth, i f the autarky is economic as
well as social. The scal e of the American economy is smaller because the Old
Order Amish, Indians on tribal reservations, and inner-city blacks are virtually
out of the American market. But the Amish, reservation Indian, and inner-city
black economies are radically smalle r than they would be i f they were more
fully integrated with the national market. Segregation of communal groups that
entails bot h socia l an d economi c segregatio n i s evidentl y a  muc h mor e
widespread and perhaps intransigent problem in India than in the United States.

Many advocates of group difference insis t that something would be lost if all
groups wer e assimilate d sociall y an d economically . I  wis h t o addres s th e
problems tha t such  groups, especiall y communal groups, pos e fo r economi c
productivity an d development , I  will also conside r th e normativ e claim s for
maintaining group difference s throug h governmenta l preference s of various
kinds. I t is commonly asserted that government shoul d suppor t suc h group s
by protecting them against the ravages of fall integration in the larger society,
perhaps i n analog y wit h traditiona l view s tha t governmen t shoul d protec t
individuals in various ways against the depredations of other individuals.

Allowing group s thei r ow n autarki c existenc e ofte n seem s normativel y
unproblematic. Bu t i t raise s two practica l questions wit h normativ e impli-
cations. First , how d o w e dea l with th e cost s inflicte d o n childre n o f thei r
parents' desir e for autarky? Second, how shoul d we allocate the cost s of such
autarky, if there ar e any, between the autarki c group an d the res t of society?
There is a huge literature in political philosophy on the first of these questions,
and I  wil l addres s i t onl y briefl y below . Th e mos t commo n vie w o n thi s
question in western philosophy and politics is roughly that of John Stuart Mill.
While adults should be allowed the autonomy to go their own way if they wish,
children may justifiably be protected by government unti l they reach such age
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as to be capable of autonomy. There is very little literature of any kind on the
second o f these questions , an d i t i s this question I  wish t o addres s here . I n
particular, I will be concerned with the economic costs of social group autarky,

2 Socia l Interes t

To weigh the problem of socially autarkic groups, we must draw a distinction
that is often no t necessary for explanation of beha¥ior, but is often taken to be
relevant for the moral judgment of groups and their lives. This is a distinction
that is commonly drawn by defenders of communal group norms: a distinction
between economi c an d socia l interests . Economi c interest s see m relatively
easily translatabl e into income. Social , interests migh t als o be translate d int o
economic interests, although many advocates of various social interests insist
on distinguishing them . Rathe r than argue this point, I  wish to give as much
ground to the advocates of communal social interests as plausible in order to
address the implications of social group autarky.

Some advocates of social interests also insist that they take precedence over
economic interest s i n an y mora l assessmen t o f the m whe n th e tw o kind s
of interest come int o conflict . Th e distinctio n becomes importan t politicaE y
in debate s ove r policie s on , economi c growth . Growt h i n mer e GDP , i t i s
supposed, should not override concern for various groups' social interests, such
as their interest in maintaining thek community, their religion, their language,
or their values, especially as expressed in their group-specific norms.

There i s a  vagu e traditio n o f though t tha t make s claim s fo r th e mora l
superiority o f socia l over economi c interests . I n commo n discourse , socia l
interests ar e simpl y hel d t o b e les s cras s tha n economi c interest s or , les s
articulately, ar e simpl y held t o b e righ t an d inviolable . I n western politica l
philosophy th e clai m o f mora l superiorit y ma y resul t fro m a  distorte d
appreciation of the protection of religious liberty in the tradition of liberalism
that follows from John Locke. But the actual concern of early liberals is that of
the illiberal Thomas Hobbes. It is to protect politics and economic life from th e
intrusions o f religiousl y motivate d violenc e an d coercion . Th e America n
constitutional protection s o f religious libert y ar e similarl y designed t o kee p
religious differences and conflict out of politics.

In general , on e shoul d b e war y of claims fo r mora l superiorit y o f grou p
demands fo r politica l preference,  especially when suc h preference comes a t
great cost to others . Most of the claim s of social groups in our tim e do seem
to entai l cost s t o others . Eve n i f these latte r costs ar e "merel y economic, "
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however, as in the higher food costs that protection of the way of life of farmers
entails for consumers, they should not obviously be trumped by the supposedly
more mora l socia l benefits . Fo r utilitarians , o f course, neither kin d of goo d
trumps the other in principle: rather, they must be weighed against each other,
Even for non-utilitarians, however, neither kind of good can trump the other in
principle. If it did, then we would have to conclude that even massive economic
costs ar e justified b y trivial social benefits. While many western mora l philo-
sophers write as though this conclusion were sensible, it cannot be entertained
as a plausible political principle. Indeed, it was against such views that Hobbes,
Locke, and early liberals saw the need to block absolutist religious claims on the
polity.

From the logic of collective action,1 it follows that social groups would not
be abl e spontaneousl y t o ac t o n thei r ow n behal f unles s thei r member s
individually saw the mora l or socia l interests o f the grou p a s trumping thei r
own individua l economic interest s enoug h t o ge t the m t o donat e tim e an d
money to the group cause. Apart from such moral commitments, the y might
act politically through voting, i f they vote. And they might be mobilized by a
political entrepreneur , who benefit s fro m leadership . An odd implicatio n of
such entrepreneurship is that it can actually heighten the sense people migh t
have of their group identity . The entrepreneu r creates the group in order to
be abl e to lea d it . Creatin g o r heightenin g identification with such a  grou p
may the n lea d t o o r deepe n conflic t between tha t group an d the res t o f its
society. This is the story of Slobodan Milosevic and Franjo Tudjman, two of the
most cynically destructive and bloody so-called leaders of our time.

In a  furthe r pervers e twis t i n enablin g collective actio n despit e th e logi c
against it , group s ca n develop strong norms o f exclusion tha t ar e enforce d
against outsiders and aberrant insiders by the spontaneous actions of individual
group members . Thes e norm s can be self-enforcing a t the leve l of the grou p
because enforcemen t o f the m ca n b e i n th e interes t o f individua l group
members. As with political entrepreneurship, the development of such norm s
then heighten s identificatio n with th e group . Suc h norm s under-gir d th e
autarky o f socia l groups o f man y kinds . An d the y ca n stimulat e interes t i n
entrepreneurial leadershi p o f suc h groups . Elsewhere , I  hav e argue d that ,
because these effects ar e essentially grounded in interest, the moral claims for
groups that seem articulate in their self-proclamation may in fact be misplaced,2
Indeed, group s wit h essentiall y universalis t value s canno t reinforc e thei r
members' commitments wit h norms of exclusion and the sanctions that these
entail. It is only groups with narrowly defined, group-specific interests that can
do so,

1 Mancu r Olson, The LogtctfCellKiiveAaim (Cambridge , Mass.: Harvard University Press, 1965) .
z Russel l Hardin , On e for All:  The t<>gi" c of Group Conflict  (Princeton : Princeton Universit y Press , 1995) ,

ch.7.
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3 Som e American Examples
To clarif y the distinction between socia l and economic Interests, consider tw o
groups. Th e firs t grou p i s th e Lubavitc h communit y o f Brooklyn , whos e
interest seems clearly to be a social interest in protecting thei r way of life. Th e
second group is farmers, whose interes t is ostensibly the economic interest of
protecting thei r income when harvests are so large as to drive prices down t o
le¥els that would reduce them to poverty.

Members of the Lubavitch community have a way of life that they want to
maintain. This wa y o f lif e i s richly communal and religious , and i n th e fir m
beliefs o f many , i t entail s isolatio n fro m th e corruptin g large r society ,
Substantial isolatio n woul d requir e economi c autarky , whic h woul d entai l
poverty and, very likely, destruction of the community. The Lubavitchers com-
promise on a remarkable version of partial autarky by employing themselves in
their own community in communal industry. They survive economically through
the grac e o f othe r Jew s i n th e large r societ y wh o suppor t the m throug h
donations and by buying the religious artifacts that the Lubavitchers manufacture.

Suppose th e supportiv e buyin g and the donations ended. Then th e Luba -
vitcher wa y of life woul d cease to be economicall y viable. They migh t the n
seek suppor t fro m government , bu t thi s seem s fairl y clearl y a  case o f non-
economic, social interest that government might not support any more than it
would underwrit e th e effort s o f commerciall y faile d roc k singer s whos e
preferred way of life is full-time rock singing.

Compare th e situatio n o f the Lubavitcher s with tha t of American farmers
over th e pas t tw o centurie s whe n th e nee d fo r fanner s ha s decline d a s
agricultural productivity has risen dramatically . The protectio n o f farmers is
commonly demanded as a group benefit . I n a  largely agrarian nation unde r
democracy, th e group of small farmer s can be a  very large politica l interest.
Such protectio n i s commonl y discussed , bot h i n politica l discours e an d i n
political-economic analyses , as a  matter o f economic interest . The support s
that farmer s seek ar e universalisti c i n the sens e that anyon e who goe s int o
farming in relevant ways is entitled to them. It is not the community of farmers
as such, but th e individual farmers wh o ar e supported. And the support s ar e
essentially straight cash.

Yet, much of the rhetoric of support for farmers is couched in quite differen t
terms. In the United States the issue, ostensibly, is to support the family farm, a
particular way o f life . Genuinel y to protec t th e wa y o f lif e o f farmers migh t
eventually require the production of vastly too much food that then, in order to
keep incomes of farmers high enough to keep them, on the farm,, would have to
be destroye d rathe r tha n consumed. Thi s ha s marginally been th e effec t o f
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American far m supports , bu t i t woul d hav e to b e carrie d t o muc h greate r
extreme i f most farmer s an d thei r childre n di d no t leav e th e farm , thereb y
giving up their way of life. Alternatively, government could simply pay fanners
to stay on the farm without producing food, as American government doe s in
part. But if carried to extremes, thi s policy would finally destroy the suppose d
way of life of farmers even while keeping them on the farm .

Hence the interes t o f farmers, a  very important grou p i n most societies , is
ambiguously define d even though the form of the support is straightforwardly
economic. Far m interest s see m economi c an d ar e commonl y treate d a s
economic i n th e group-theor y literatur e i n the West . Bu t they ca n i n man y
ways better be seen a s a social interest, perhaps especially in nations in. which
peasants or farmers are a very large fraction of the workforce. Their concern is
not economic productivity so much as their wa y of life. They wish to protec t
that way of life despite the forces of efficiency tha t undercut it. Indeed, in many
nations, what many farm workers have wanted is to achiev e the way of life of
independent farmers , and they have demanded land reform that would allo w
them to have that life. It seems unlikely that they would readily have accepted
merely a  steady income in lieu of land. It was the land and its way of life tha t
they wanted.

Many industrial leader s are similar to farmer s i n that they want economi c
subventions or protections tha t go against th e forces of efficiency. On e might
therefore say they too wish merely to protect a  way of life. But this seems much
less compelling a s a characterization of their desires or demands, They might ,
unlike the peasants who sought land reform, readily trade in one company or one
occupation for another that paid better. In this era of freer international trade, the
concern of many workers begins to seem like a concern to protect a way of life;5
But they, coo, are more nearly concerned with level of income. In principle, they
could sometimes continue their work lives at lower wages in order to compete
with lower-cost imports , but they would not settle for this, and many of them
would surely happily change jobs for higher pay in some other capacity.

4 Individual s and Groups
Spontaneous economi c actor s ar e o f two kinds . Ther e ar e individual s wh o
largely see k thei r ow n benefits , an d ther e ar e group s tha t see k benefit s for
distribution t o individuals within th e group and, arguably, group-level goods

"' Thi s is a commonly stated concern. For example, when Bethlehem Steel recently shut down the last blast
furnace at its home plant in Bethlehem, Pennsylvania, laying off 1.800 workers, the plaint of the workers and
their union leaders was that they were losing their way of life (New York Times,  19 November 1995:1.27}.
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that are not distributable to the members. Because there is generally a need for
government t o oversee many economic provisions such as the maintenance of
order and the enforcemen t of legal agreements, we generally have relatively
strong governments tha t are, incidentally, capable of distributing benefits while
maintaining lega l an d politica l order . Henc e economi c actor s ca n both seek
benefits throug h entrepreneuria l succes s i n th e marke t an d demand  benefit s
from government. With rare exceptions, individuals cannot do the latter unless
they do so under entitlement or other benefit programs established for defined
groups. Individuals therefore generally attempt to be productive on their own
or to gain government benefits as group members.

Spontaneously mobilized or define d groups typically are also of two kinds:
those organize d aroun d a  specifi c economic interest,  suc h a s production o r
consumption of some economic value, and those organized around a specific-
ally defined non-economic group,  such as an ethnic group. Group s organize d
around a specific interest can have constantly changing membership depending
on wh o doe s o r doe s no t shar e th e interest . Group s organize d a s such fo r
the sake of the actua l group typicall y have relatively stable memberships an d
often exclud e others from the benefits they seek or enjoy. On e can imagine a
third kind of group, mobilized around very general economic interests such as
the maintenance of generally useful infrastructures or the introduction o f laws
that woul d increas e efficienc y o f interactions . Thi s kin d o f grou p woul d
generally oppose the demands of the other two kinds; but, because its interest
is relatively universal, we ca n generally expect suc h a group t o be relatively
weak politically except when its votes are counted.

Economic growt h depend s centrall y o n th e eas y possibilit y o f individual
economic failure. This means that in actual experience economic growth wil l
be coupled with frequent individual economic failure. A corollary of this is that,
in a  period o f economic growth i n a  nation as diverse as India or th e United
States, many  social  groups  will  fai l as  groups. Thi s wil l be tru e particularl y for
groups whos e vaunte d way o f lif e i s not economicall y viabl e in a  dynamic
economy, a s thoroughgoing communa l autark y i s not economicall y viable .
Efforts t o protec t such groups ar e effectivel y effort s t o dampe n growth an d
economic efficiency , jus t a s effort s t o protec t individual s fro m failur e b y
guaranteeing their success would dampen growth.

It is relatively easy to design universal welfare floors to protect individual s
who fai l economically . It i s not eas y to defin e analogou s "floors" t o protec t
groups as such when they fail. Individua l members of groups can be protecte d
under th e genera l welfar e floo r fo r al l individuals. But there i s not a  se t o f
interests that groups per se have in common that can be made the elements of a
universal floor for groups. I f such groups are to be protected, an y particular
failed grou p wil l commonl y hav e t o b e protecte d b y a n a d ho c progra m
designed specifically for it.

Against man y governmen t policie s tha t ten d t o destro y them , however ,
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groups a s suc h ca n ofte n b e protecte d withou t grea t cos t t o others . Fo r
example, som e group s ar e given protection against universalizing educational
programs by allowing them to have their own schools. When th e governmen t
policy i s on e tha t generall y benefit s individuals , th e grou p tha t reject s th e
benefit can typically be accommodated easil y enough. But social groups cannot
easily be protected against economic forces that undercut the m without great
effect on economic growth.

5 Specia l Status for Social Groups

Suppose w e nevertheless conclud e tha t socia l or moral statu s should be pro-
tected i n some cases . What coul d be the for m o f relatively general prijidples
for decidin g whe n ther e i s a  prope r case ? One fairl y simpl e principl e i s t o
perhaps includ e an y grou p tha t is , a t leas t wit h respec t t o th e valu e being
protected, autarkic. For example, a religious group might worship a s it pleases
because it does not interfere with anyone else when it does so; but it could not
impose its religious principles on non-adherents against their objection. This is
Locke's and Mill's position on religious liberty and it is arguably the position, of
the US Constitution o n religious freedom .

This principle of autarky could be applied to any value or norm that a group
wants protected an d not merel y t o religious values or practices. I t is a rough
analog of Mill's harm principle, which he proposed for determining the range of
individual liberty. Under the harm principle, I  should be allowed to do anything
I wish so long as I cause no harm to anyone else. So long as 1 meet this specifica-
tion, I can be an atheist and reject religious requirements for salvation, I can put
myself at risk for any reason that motivates me, I can even do harm to myself.

Ways o f lif e generall y "need " protectio n onl y whe n the y ar e no t eco -
nomically viable . Bu t tha t raise s th e questio n o f wh y other s i n a  societ y
should subsidiz e a  group's way of life. The claim of the moral tightness of the
group's difference might suffic e for defending against deliberate effort s to break
down the group; i t does not suffic e fo r imposing a duty on others to care for it.
Groups that are not viable may simply perish without anyone being actively to
blame fo r thei r perishing. 4 I n a n er a o f dynami c economic change , w e ca n

4 Ther e is a debate in ethics over whether there is a great moral difference between killing and letting die,
While I think the moral difference is not great when "letting" has a relevant, dear causal sense, I think there is
a substantial difference between metaphorically tolling a community and metaphorically letting one die. In
this case, the difference i s between (a) supporting the tasces or preferences of the community in question by
imposing a burden on others and (b) letting the community fail as a community while its metBbers g0 on to
live wit h changed preferences o r reduced expectations. The latte r difference i s analogous to the differenc e
between supporting someone in an economically failed venture rather than letting them fail economically. In
these latter cases, th e member s of the faile d communit y an d the individua l who fail s t o som e economic
enterprise typically have other options available to them.
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expect group s t o peris h fro m withi n a s th e blandishment s o f th e mor e
dynamic econom y o f th e large r societ y dra w individual s out o f th e socia l
group tha t cannot autarkicall y kee p up wit h tha t large r society. This i s no t
unlike th e failur e o f egalitarian national experiment s i n ou r er a i n th e fac e
of blandishments from inegalitaria n alternative s t o whic h th e mos t capabl e
could migrate. 3 Mora l defens e o f egalitarianis m i s inadequat e t o mak e i t
viable. Similarly , th e mora l defens e o f community is inadequate to mak e i t
viable,

Even defining an interest as collective often poses an obstacle to individual
achievement. Fo r example , i f m y grou p seek s som e benefit , suc h a s price
supports for its products, its success might prevent me from producing as freely
as if I were in a competitive market. Similarly, a profession can gain recognition
that then gives it power to block individual professionals from various actions,
In this case, the group gains power ove r its own membership , which is then
defined no t by some standard objective criterion but by its deliberate choice ,
Indeed, eve n i f my group merel y spontaneously organize s an d adopt s som e
norm for membership, i t might exclude me i f I behave in otherwise norma l
ways.6 If it then seeks some benefit from government, it might work to exclude
me fro m tha t benefit. I n these an d many other ways, collective achievement
can be the enemy of individual autonomy and achievement. Groups come t o
compel individuals and to decide their fates,

One odd exception to this tendency of collective actio n to block individual
effort i s that defining an interest as collective often seems to justify leadership of
the relevan t group . Leader s then can , and typicall y do , becom e individua l
entrepreneurs whose status and careers rum on their success in managing the
groups they lead. In effect, the y extract resources from th e group while acting
as agents of the group to extract resources from the larger society to benefit the
group. While thei r end might be the group and the lif e withi n it , their actual
actions ar e largely in the worl d i n which the grou p must live . Yet, without
entrepreneurial leadership, many groups would have no prospect of politicking
for their interest.

The possibilit y of special status for a group on the grounds o f its social or
moral interes t raise s a n inheren t ambiguity . Policies t o protec t suc h statu s
commonly impl y economic benefit s a t a  cost t o others . Bu t this means that
many groups might contrive claims of special status. And, in fact, it is common
for groups that seek some benefit t o asser t that they have some special social
or mora l statu s tha t justifie s thei r preferentia l treatment b y government ,
as happene d historicall y i n th e effor t t o creat e th e powerfu l professional
associations discussed below.

s Russel l Hardin, "Effiefency vs . Equality and the Demise of Socialism," Canadian Journal tf  Philosophy,  22
(June 1992) : 149-61.

6 Hardin , One/or All, A. 4 ,
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6 Conflic t between Special-Status Social Groups
Giving socia l group s specia l statu s raise s two bi g issues : conflict s between
groups, an d conflict s o f interes t withi n a  group . Th e firs t ca n sometime s
be minor i f a group can pursue it s values with relative autarky; the second is
chiefly a  matte r o f imergenerationa l difference s i n interests , whic h ca n b e
enormous. In this section I  wish to addres s the firs t of these issues . Then, i n
Section 7,! will discuss briefly the issue of conflicts of interest internal to a social
group.

Some way s o f lif e ar e exclusionary , a s i s th e Lubavitche r wa y o f life .
Lubavitchers do not wish to find new recruits in the larger society and would
not welcom e intruder s i n thei r community , althoug h the y woul d likel y
welcome the "return" of descendants of the Lubavitch community who have
left th e community ; Serbs do not wan t Bosnian, Muslims; Hutus do not want
Tutsis; and Sikhs do not want Hindus in their own communities . They want
separation, and they commonly follow norms of exclusion.'

It would be hard to object t o such exclusion if the groups were autarkicall y
unrelated, as the Lubavitcher s in the United States are. relatively unrelated to
the res t o f the polity . But typically, such groups interac t heavily through th e
larger economy and society of which they are part. And they often practice their
norms o f exclusio n i n that  larger  economy  a s wel l a s "within " th e narrowe r
confines o f thei r ow n community . Perhap s th e mos t importan t actio n tha t
government take s agains t specifi c groups i n many societies i s to brea k their
exclusion of others in the larger economy. 'The American system of affirmative
action an d th e India n preference s fo r member s o f Schedule d Caste s ar e
measures in favor o f excluded groups. They have their effect, i f any, through
their impac t o n th e powe r o f relevan t exclusionar y groups , specificall y by
overriding those groups' norm s of exclusion.

A socia l group whos e progra m i s exclusionary poses a  particularly severe
problem if it actually gains power. Once in power, i t or its leaders may choose
to see k fp-ou p benefit s principall y by extractin g resources fro m other s o r b y
restricting job and other opportunities to their own group members,

Consider several kinds of groups that have asked for or been granted special
status on social or moral grounds There have been many of great importance,
such a s children, women , an d th e elderly . But le t u s focu s o n professiona l
groups, religjou s groups , statu s groups , ethni c groups , especiall y minorit y
ethnic groups , an d linguisti c groups. Religious , status , ethnic , an d linguistic
groups ar e commonly accorde d specia l status i n many nations today. Status
groups ar e of special significance i n India. Professional groups might see m an

7 Ibid .
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odd fit in this list, and indeed they are a peculiar variant on the claim of special
status. The way in which they overtly fai l the test of the principle of autarky is,
however, instructive for considering other groups.

The variou s kinds of social group canvasse d below diffe r i n one very  im-
portant respect: the degree to which they are exclusive and how the exclusio n
works, Professiona l group s requir e exclusio n t o gain , thei r privileges ; that
exclusion is legally enforced when they gain legal control over licensing. Status
groups ar e fundamentall y grounde d i n a n exclusio n tha t i s enforce d spon -
taneously b y members o f the groups through norm s o f exclusion. Religious,
ethnic, and linguistic groups are not grounded in exclusion, although religious
and ethnic groups might practice exclusion and ethnic groups very often do so,
Linguistic groups ver y ofte n migh t eve n prefe r inclusion . Fo r example , th e
French seem actively to want others to speak French,

6,1 Professional  Groups

Professional groups in the United States originally gained political recognitio n
on the claim that they had moral commitments to public service and that their
status had to be protected fro m cras s market forces . Those professions today
are extraordinaril y powerfu l an d exclusive . Bu t almos t n o one , othe r tha n
perhaps a few elderly lawyers and doctors, seriousl y contends today that thei r
sometimes spectacular earnings are justified by their special moral status. Tha t
argument worked t o gain powe r fo r the groups , and power worke d t o gai n
them, massiv e benefits . The y ar e no w relativel y fre e t o dispens e wit h th e
original argument of their moral superiority, and should indeed, be embarrassed
to invoke it to their clientele. Instead of the original argument of special moral
status, many professionals today claim rather tha t they command thei r grea t
incomes because they have expertise with high market value,8 This claim might
be mor e readil y tested i f their service s were offere d i n a  market les s unde r
the contro l o f their professiona l organizations, bu t i t i s at leas t more nearl y
credible than was the earlier claim of special moral commitment .

The professionals' historical claim was peculiar, They claimed not tha t they
had a moral status that was per se one that should trump economi c interests :
rather, they claime d that they were themselves especially moral on behalf of
their clientele . They claimed that such moral commitment was necessary for
service when the clientele could not judge the quality of the service rendered ,
so that the clientel e could not judge betwee n goo d and bad service tha t was
merely offered on an open market,

There is little reason to suppos e tha t professional groups meri t any special
s Steve n Brint , I n &n Age ofi^sperts:  The  Changing  Rote of Prafessi&nah  i n Politics  &nd  Public  Lift  (Princeton :

Princeton University Press, 1994).
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consideration as distinct social groups with moral or social interests. There may
be compelling arguments that there are problems of market failure tha t justify
the licensing and regulation o f professionals in the interest of their clients. But
social autarky and norms of exclusion are misplaced for such groups.

6,2 Religious  Groups

Social autarky for religious groups need not have economic consequences, but,
if coupled with norms o f exclusion, it can. Laws and wider social norms that
prohibited Jews from owning real property i n medieval and later Europe did
have economic consequences . Indeed, those laws , coupled with rival Catholic
and Jewis h interpretation s o n Biblica l injunctions o n lendin g a t interest ,
virtually created the Jewish hegemony over lending, banking, and some aspects
of merchandising. Bu t in recent time s Catholics , Jews, an d Protestant s have
become interchangeable in Western economies, even when some of them have
maintained strong religious communal ties.

There ar e some religiou s groups i n the Unite d States—notably the Luba -
vitchers o f Brookly n an d th e Ol d Orde r Amish—tha t ar e s o thoroughl y
autarkic that their way of life does have economic consequences, although the
economic losses are borne mostly by the members of these groups rather than
by the larger society. And some groups stil l practice enough exclusion, even in
their business relations , that there are distinctively Catholic , Jewish, Mormon,
and othe r firm s grounde d i n norm s o f religjou s exclusion , jus t a s ther e
are distinctivel y Irish , Anglo-Saxon , German, southern , an d s o fort h firm s
grounded in norms of ethnic exclusion. Similarly, in India ethnic and religious
affiliations commonl y determin e th e leadershi p of economic enterprises , s o
that there are Hindu, Muslim, and Sikh firms,

The Old Order Amish pose an extreme example of autarky that is relatively
complete. I t ranges from socia l to economic . Th e Ol d Order Amish insist on
withdrawing thei r childre n fro m schoolin g altogethe r afte r abou t ag e 1 4 in
order t o protec t the m agains t th e blandishment s o f th e large r worl d by ,
essentially, keepin g the m ignoran t o f suc h blandishments . Moreover , the y
have won special dispensation fro m th e Supreme Court to follow their policy
despite its violation of state laws on the education of minors,9

While many people in the larger society object to this special dispensation for
the Amish, they do not do so on the ground that it costs others: the Amish are
almost fully autarkic within the larger society of the United States. Rather, they
object to i t as an unreasonable trammeling of A.mish children, whose lac k of
education constrain s thei r further live s and makes them fa r less autonomous
than they would otherwise be. Hence, once they are adult, although they might

* Wisconsin  v . Yoder tt al., 406 US, pp. 20 5 -49.
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be fre e i n principl e t o lea d differen t lives , i n practic e the y ar e relativel y
disqualified from doing so: they are best qualified to stay at work in the narrow
community of the Old Order Amish.

In India in recent years, Hindu nationalism has been a disruptive, sometime s
violent, force. By law, political discourse in India must be secular. Nevertheless,
Hindu nationalists have become militant , organized, and articulate. Their goal
is t o mak e Indi a a  sectaria n Hind u natio n despit e it s ver y larg e minorit y
religious groups. In this, they wish to reverse the message of Gandhi, who said,
"We must cease to be exclusive Hindus or Muslims or Sikhs, Parsees, Christians
or Jews. Whilst w e may staunchly adhere t o our religious faiths , we must be
Indians first and Indian s last."10 Edwar d Desmond suppose s tha t th e Hind u
nationalist movement suffers from ideological weakness because most Indians
are far more likely to identify with their linguistic group, their region, and their
caste than with "the Hindu nation.""

The Hindu nationalists do not seek protection b y government o f their way
of life . The y see k t o tak e ove r governmen t an d t o suppres s othe r religiou s
groups, especiall y Muslims. I f religious an d othe r value s were reall y t o b e
protected b y government, contrar y t o the vision of early liberals, government
might follo w th e mode l o f earl y professiona l regulatio n an d regulat e (an d
sanction) clerics to protect th e interests of their clientele. Presumably none of
the advocates of government intervention o n behalf of religious values would
want anythin g o f the sort . Th e Hind u nationalist s i n India and the Christia n
fundamentalists i n the Unite d States want government to be subjec t to their
beliefs.

6.3 Status  Groups
Status groups are defined entirely by social creation of categories that depen d
on norms of exclusion to keep some people out of high-ranking groups, thereby
de facto putting them into lower-ranking groups. There can be many layers of
exclusion fro m a  topmost t o a  nearly bottom-most group , eac h excluding all
those below. Status groups have been fundamentall y importan t in social order
throughout history . I n many classica l societies , ther e wa s som e grou p tha t
could be called aristocratic and other groups with inferior social ranks. In cities
in the most developed parts of the world, there are typically local aristocracies
who exclud e the res t of the city dwellers as well as all or most outsider s fro m
their parties and other social activities, sometimes eve n from their business and
economic relations as much as possible.

Because statu s group s ar e grounde d i n exclusio n tha t i s enforce d spon -
" Edwar d W. Desmond, "Storm over India," New York Revie w of Books (14 May 1992): 37 -40, at p. 37.
" Ibid, , p. 40.
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taneously by norms of exclusion, they are inherently communal. Their norms
therefore canno t survive outside the relevant community. Economic develop-
ment tha t brings geographic mobility undercuts them. The local aristocracies
of suc h regiona l citie s a s New Orleans , Toulouse , an d Heidelber g hav e n o
cachet outside those cities.

The mos t impressively articulated system of status groups i s that of India's
caste system . The India n caste groups are analogou s to loca l aristocracies in
traditional communitie s tha t ar e no t very  permeable . The y ma y als o b e
reinforced by associate d religious values and beliefs and they have sometime s
been, reinforced by legal and political power. But they are largely spontaneously
enforced whe n members of higher castes actively invoke norms of exclusion
against all members of lower castes and aberrant members of their own caste,
although at the village level there i s often d e facto politica l power behind the
norms, For example, in June 1994, in the state of Bihar, a lower-caste girl eloped
with a n untouchable boy. With the approva l of the village council, th e boy's
head was smashed and the gir l was whipped an d branded.'2 The brutalit y of
communal justice in such cases is comparable to that of the salish in Bangladesh
and the lynching that was common in the United States through the earlier part
of the twentieth century. The village councils historically made no distinction
between morals and law and , despite the ris e of essentially universalistic law
and justice, they continue to govern according to rules that differ by caste and
gender.13

The Hind u cast e system i s in many ways almost a n idea l example o f th e
autarkic separation o f various groups from each other. Eac h caste has its own
proper moral and social code and there is no presumption that there is a correct,
universal code for all—other than the universa l principle of adherence to th e
norms of one's caste. Members of one caste would not judge the different cod e
of another caste but would , rather, think it merely the right code for that caste
even while it would be wrong for their own caste.

Autarky for status groups i s likely to have deleterious effect s o n the large r
society, especiall y i f groups o f higher statu s have special claims on available
resources in some realm. The aristocrats of Europe controlled most Europea n
land an d som e caste s i n Indi a hav e acces s t o som e employment s tha t ar e
denied to other castes . While legal constraints on caste employment have dis-
appeared an d there ar e even legal preferences for some castes , th e ingrained
social norms have not full y passed. Therefore, the possibilities fo r greater pro-
ductivity fro m bette r us e of talent are undercut , t o th e specia l detrimen t of
those wh o ar e excluded , bu t als o t o th e genera l detrimen t o f th e large r
economy. Outsiders often decry the Indian caste system and its shackles, but a

a Etiwoffli K (8 October 1994): 17,
11 Christop h von Fttrer-Hatmendorf , Morals  an d Merit:  A  Study  of  Values  and.  Social Control s in South Asian

Societies (Chicago; University of Chicago Press, 1967), pp. 163-4.
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residue o f socia l clas s distinction s stil l shackle s Western , societies , perhap s
especially England, and racism, which can be seen as a compounding o f status
and ethni c discrimination , i s endemi c i n man y Wester n societie s an d i s
especially destructive in the United States.

After th e Chinese revolution, China broke the hold of certain status groups
by frontall y attacking and destroying individuals of high status in local com -
munities, Indi a has attempte d t o brea k th e hol d o f statu s group s throug h
affirmative policies to support those of low status rather than by attacking those
with hig h status . The Chines e devic e ha s probably bee n mor e immediatel y
effective, no t leas t becaus e i t wa s mor e brutal . Th e statu s o f th e lande d
aristocracy of Europe was broken very slowly by a massive economic transition
from production based on the land to production based in cities. The massive
economic transition underway in India is likely to have a similar effect o n th e
power of status groups over the economy.

Together, the lower castes, untouchables, and tribespeople constitute abou t
70 percen t o f th e India n population . Hence , unde r democrac y on e migh t
expect lower caste s to gain power i f politics i s fought on cast e lines. That is
what has been happenin g in many regions of India in recent years . I n Uttar
Pradesh, for the first time, an openly caste-based coalition of parties has gained
power. Eve n leaders of national parries, such a s Janata and Congress , mus t
bow t o th e pressure s o f majorities who wan t job an d other preference s for
lower castes.14 Oddly, caste, which is a Hindu creation with religious sanction ,
may stan d i n th e wa y o f Hind u nationalis m becaus e i t s o severely divide s
Hindus.

6.4 Linguistic  Groups

Successful socia l autark y fo r linguisti c group s i s inherently harde r tha n fo r
ethnic and religious groups. Linguistic minority groups have poorer access to a
nation's economy than do the linguistic majority or the speakers of the national
language. Fo r example , those i n Chin a who maste r Mandari n Chinese an d
those in Canada who maste r English have broader opportunitie s tha n thos e
who do not. Those who begin with the national or majority language as their
own language have a decided advantage over those who do not. Maintaining a
group's identit y when i t speaks a minority language is therefore much more
costly than merely maintaining the religious identity of a group that is free t o
compete in the economy on relatively equal terms with those of other religions.
When member s o f a  languag e communit y lea m anothe r languag e fo r

"* Desmond , "Storm Over India," p. 34.
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economic reasons, they have simultaneously learned it for other possible ends,
such as to develop ties with other communities."

Members o f a  languag e communit y ar e almos t naturall y excluded fro m
other language communities. No deliberate exclusion, no norm of exclusion, is
necessary. Merel y th e cost s of dealing with peopl e wh o d o no t spea k one' s
language ar e sufficien t t o caus e d e fact o exclusion . Yet , within a  languag e
community, ther e ma y b e a  norm o f exclusion enforce d agains t those wh o
abandon th e languag e or , especially , against the childre n of those wh o hav e
abandoned i t and have raised their children , in a  different language.' 6 Such an
infra-group nor m o f exclusion raise s the cost s t o a  member o f the grou p o f
adopting anothe r language . Hence , linguisti c groups ma y strive to b e mor e
broadly autarki c than man y othe r kind s o f socia l group . The y hav e t o be ,
merely i n order t o sustai n their communities . But the cost s o f such autarky,
when the autarky includes economic separation as well as linguistic and social
separation, can be massive.

If we adop t th e principle o f autarky to judge the extent to which a group
should b e allowe d t o practic e its own norms , linguisti c groups pos e a  major
problem: ho w to equalize opportunities fo r politica l participation. We migh t
agree that the costs of political participation to some substantial degree should
be borne by the whole citizenry. If some group faces unequal costs, it is then up
to the larger society to redress the difference. There are two parts to this issue.
First, there are the costs of participation to ordinary citizens in electoral politics.
Second, there are the costs of giving groups voice, the costs of political leader-
ship or representation o f groups. Fo r the first of these, i t should not cos t one
person much more t o vote than i t costs another . Clearly , there cannot be ful l
equality of costs of participation unless the polling places go to the voters rather
than th e othe r wa y around . Bu t withi n th e real m o f practicality , suc h
mechanical costs can be substantially equalized.

In multi-lingua l nations such  a s India , Belgium , Canada , an d th e Unite d
States, equalization of costs farthe r require s making various voting material s
available in all the relevant languages. Unfortunately, this does not resolve the
difficulties of minority language groups. The real costs of voting for most people
are the costs of becoming adequately informed to be able to vote intelligently in
their own interest. This requires education for literacy and beyond. If minority

'' t o Ne w Yor k City , Puerto Rican Englis h has become gendered fo r economic reasons . Puert o Rica n
women speak a different dialec t from that spoken by Puerto Rican men: women speak white English; men
speak black English. Why? Because women get jobs in offices a s clerks and secretaries; men get jobs as blue-
collar laborers . In New York , these tw o job market s are whit e and black respectively. The socio-Iinguis t
William Labo v says this is the onl y instance h e know s o f gefKlered Englis h (tal k a t Ne w Yor k University,
winter 1995).

'* Am y Wu, a n ABC , or American-bo m Chinese , speaks English bu t no t Cantonese . Whe n sh e visit s
Chinese restaurants in New York's Chinatown without hex Cantonese speaking relatives, she is scorned with
treatment worse tha n tha t accorded non-Chinese. She quotes a friend wh o says,  "You'r e either in or out "
(New rot* Time, 1 0 December 1995 : 13,25) .
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language groups are educated in the predominant language of the nation, their
groups ar e severely undercut. I f they ar e educated i n the language s o f thei r
groups, th e extr a cost s o f informing them for intelligen t voting ma y be sub-
stantial. Even then, they may not have access to adequate news coverage to give
them understanding and information comparable to what is available in the pre-
dominant language . In Belgium and Canada, education an d communication i n
two different languages are handled well enough to overcome disparities in costs
to voters. In the United States and India the problems are far more severe, and the
disparities are great for some language groups.

The secon d problem , tha t o f the cost s o f giving groups voice, i s far mor e
difficult t o overcome , Nativist s commonl y clai m tha t minorit y languag e
speakers can expect to be equal in a society only if they switch, at least for their
children and further generations , t o th e predominan t language . The clai m is
almost certainly true in fact, both economically and politically. Representation
of a  permanen t minorit y group o n th e grounds ' o f it s socia l characteristic s
alone undercut s th e possibilit y o f representatio n o f other issue s within th e
group. The majorit y population ca n politi c on variou s issues fo r differentia l
benefit. Consider a very simplistic model in which each citizen spends the same
total amount of time and resources in politicking for various causes. Those who
use part of their time and resources politicking for their social group have less
time for other matters. They will therefore tend to be less well represented on
other matters .

Achieving politica l equality may genuinel y requir e switchin g t o th e pre -
dominant language. But this is tantamount to giving up one's group. A liberal
response to tha t complaint i s that i t i s individuals, no t groups , wh o matter .
However, even if one accepts this response, on e can still object that the adul t
members of a minority language group are not merely group members, but are
also individuals. And the movement of their children and grandchildren ou t of
their language brings enormous losses to many of these people. They virtually
die befor e thei r time—-or , rather , thei r communit y die s out , leavin g the m
increasingly isolated. They migh t wish to claim that switching languages also
brings losses to their children and grandchildren. The liberals could respond that
the tradeof f for those losse s is greater gains . The committe d membe r o f the
minority group might answer that the gains are not greater except economically;
the losses are moral and social and they are ignored in the liberal's vision,

In the end, the liberal can say little more than "Take it or leave it." Generally,
the childre n an d grandchildre n wil l tak e th e majorit y languag e i f doing s o
makes a big difference to their economic opportunities, just as peoples aroun d
the world commonl y lear n second language s according to utility . The olde r
generation of a minority language group wil l simply lose out unles s i t is able
politically to insure the protection o f its group by requiring the education of its
children i n th e minorit y language . Thi s politica l victor y migh t ensur e th e
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economic disadvantag e of future generation s of the group while securing the
life o f the group. In this respect, it is analogous to the choice of the Old Orde r
Amish to hobble thei r childre n by blocking their education and thereby thei r
opportunities outsid e th e Amis h community . Th e strikin g featur e o f thi s
resolution i s that such a group may be relatively autarkic in its society, at least if
it i s geographicall y concentrate d s o tha t schoolin g i s no t radicall y mor e
expensive for its children than for others, Indeed, if the group shares the values
of the America n Old Order Amish , it might require much less investment in
education than the larger society would offer to other children.

Autarky fo r linguisti c groups withi n a  society i s likely t o hav e substantial
economic consequences , surel y for the autarki c groups themselve s but als o
plausibly for the larger society if its market would benefit from being at a larger
scale. In . late nineteenth-century France, the larg e numbe r o f distinct group s
and languages within French borders were seen as an obstacle to national unity
and t o nationalis t aspirations . Thes e group s wer e converte d int o French -
speakers within a  generation or two. 17 This conversion seem s likely to have
eased th e wa y fo r economic productivity . Fo r example, i t made , it easy for a
youth leaving the farm to go to any city in France that might offer the greates t
opportunity fo r employment, rather than only to the few places where the local
language would be spoken. I t simultaneously made it easier for communities to
assimilate and disappear , to th e dismay of older generation s in those comm-
unities. (It may also have eased the way for French nationalism in World War I .
The latter result was perhaps the chief concern of those who pushed for a single
national language.)

India an d Chin a hav e adopte d variant s of th e Frenc h solutio n t o thei r
polyglot languages, India has used English as one of its national languages. Thi s
is not a n ideal solution, for the obvious reaso n that English is not triviall y easy
to learn for speakers of the various families of languages in India. China under
the mandari n syste m rule d it s empire o f varied people s throug h mandarins
educated in the official language of the empire. That language survives today as
the natura l choice a s national language. Its use is much easier than the use of
English in India because o f the peculiaritie s o f the Chines e writte n language,
which allow s common meaning s with quite different sound s to be uniformly
represented. Hence , anyon e wh o i s literat e i n a  Chines e dialec t ca n rea d
Mandarin. By good fortune, therefore, China escapes the problem o f possibly
autarkic linguistic groups. By misfortune, India faces a severe problem. Indeed,
the lac k of a  national language ma y wel l weigh agains t the developmen t o f
literacy, no t leas t becaus e literac y i n varie d language s woul d lea d t o eve n
stronger identification with the relevant linguistic groups, and hence to harsher
conflicts between such groups.

17 Euge n Weber, Peasants into Frenchman Tke  Modernization  of'Rur&l  France , 1870 - S914 (Stanford , CaliC :
Stanford University Press, 1976),
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6.5 Ethnic  Groups

Ethnic groups ar e often simultaneousl y religious and linguistic groups, which
means tha t they are ofte n bot h exclusiv e an d excluded. This complexit y ha s
been a  recip e fo r uncounte d disaster s throughou t th e twentiet h century .
Majority ethni c groups ofte n wan t autarky that is relatively complete, exclud-
ing others from the majority economy, polity, and society,

As a rule, and as is also true for religious groups, the practice of exclusion by
the enterprises of particular ethnic groups nee d not be substantially importan t
to economic prospects of their society in general if there are competitive firms
of other groups or even merely competitive firms with open, non-exclusionary
recruitment. Wher e there is adequate competition, the chie f losers from suc h
exclusion are likely to be the firms that practice it, because they will not make
choices o n stric t productivit y grounds . Thi s sanguin e conclusio n doe s no t
follow, however , i n a  context i n which there is a prevalent, strong norm o f
social exclusio n o r prejudice . Fo r example , wher e anti-blac k racial prejudice
ruled social and economic relations in the United States, blacks were the clear
losers, s o much s o that i t woul d see m implausibl e t o suppos e tha t th e pre -
judicial businesses suffered mor e than blacks did.

7 Conflic t within a Special-Status Group
It is intellectually hard for a group to proclaim universalistic commitment to the
idea o f grou p autonomy , becaus e th e groun d o n whic h th e grou p claim s
autonomy for itself may be that there i s something inherently right abou t its
values. And it is intellectually hard for a liberal who is committed to individual
autonomy, whethe r from, Millian o r Kantia n principles , t o accep t claim s o f
group autonomy. Group autonomy de facto seems to involve control over the
making of the nex t generation an d perhaps also control ove r the behavior of
even th e curren t generation . Grou p autonom y a t it s extrem e mean s tha t
the Salman Rushdies of the world may be killed on behalf of the groups whos e
values they offend and that claim them as members.

We migh t b e abl e to protec t individual s agains t such depredation s a s the
fatwa agains t Salman Rushdie, but we stil l face the intergenerational problems
that M e a t the hear t of the debat e ove r th e normativ e appea l of community .
Defenders o f communitaria n ideal s insis t tha t th e libera l vision is on e o f a
vacuous individua l becaus e individual s ar e o f necessit y create d b y com -
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munities. There i s no over-archin g principle according to whic h we ca n say
creating people in the imag e of one community o r one se t of ideals is better
than creatin g peopl e i n th e imag e of another . Liberal s might almos t agree ,
adding chiefly that the people we create should be reasonably autonomous and
not just the puppets of some community. Debate on this issue has so far shown
little progress beyond a statement of the problem.

Successful economi c growt h require s som e cynicis m o n th e par t o f
government toward the claim s for the specia l nature of social groups an d the
demand that they be given special protection. Indeed, government effort might
often rathe r b e directe d a t protectin g individual s fro m dominatio n b y thei r
groups. On e migh t wish , to ground th e clai m for cynicism in the suppositio n
that wha t group s claimin g a  mora l o r socia l interes t reall y want i s merely
economic support. Bu t I  think that would be false . The y ofte n genuinel y d o
want protection o f their particular way of life, the practice of their norms, an d
so forth. The larger society might lose nothing from such protections except for
the economic costs, as when fanners are protected against economic forces that
would allo w the importatio n o f much cheape r food. In many cases, the chief
losers ar e ap t t o b e th e futur e generation s o f th e grou p whos e curren t
generation of leaders wants to be or is being protected.

In a defense of the prevalence of politics over values, one might asser t that
the benefits of the many in the larger society outweigh the exclusive benefits of
the few in some group. But one need not make a strongly moral claim that this
is true against those who asser t the categorica l differenc e betwee n social and
economic interests . On e can . settle fo r a  simpl e Hobbesian clai m abou t th e
objective facts of the matter. It is generally likely to be true that the many will
prevail politically in a  conflict ove r some group' s exclusionary values insofa r
as the political decisions are relatively democratic. This is a generally sufficien t
claim in many contexts, I t fail s in contexts in which it is essentially the many
who wan t a  special protection agains t the few or even the exploitation of the
few. In . many nations with ethni c or religiou s divisions , there i s a  majority
ethnic o r religiou s grou p which , give n democrati c power , woul d happil y
suppress or exploit minority groups.

8 Concludin g Remarks
Social groups need pose no problem for the larger society and economy unless
they practic e norms o f exclusion tha t affec t th e economy , Oddly , th e mos t
harmful instances of the practice of such norms may typically be by majority or
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dominant groups rather than by minority groups of whatever kind. However,
even the practice of norms of exclusion need not greatly affec t th e economy,
but can be restricted to social matters of marriage and residence. Hence ther e
is n o substantia l reaso n fo r oppositio n t o socia l autark y fo r group s whos e
separation, from the larger society has no negative effect on the larger economy
or on the economic prospects of other groups.

At the same time, there is no universalist ground for government protectio n
of the social interests of groups that wish to maintain social autarky. Indeed, for
anyone wh o object s to the group contro l over  children t o tr y to keep the m
bound to the group, there is reason for government protection o f young group
members against their groups .

Policies directed at the group as a whole are tantamount to policies directed
at each and every member of the group. Universalisti c protections o f everyone
independently of membership i n any subgroup in the society do not suppos e
any special status. For example, protections of rights, as in constitutional bills of
rights, are universalistic. And programs of affirmative action , even though they
might nam e groups , ca n be universalistic in the sens e tha t the y ar e directe d
at makin g th e economi c an d politica l statu s o f al l mor e nearl y equal . Suc h
protections migh t provoke sever e political conflict just because they break the
power of special status.

Dealing with separatis t groups, a s in Kashmir, may raise far more comple x
issues which I  have not addresse d here. Such groups ofte n ca n achieve separ -
ation onl y at great cos t to other s i n their society. Indeed , this may be nearly
always true, because few groups are geographically separated to such an extent
as to make political separation into geographically distinct nations possible. The
separation o f Banglades h fro m Pakista n was on e o f the closes t example s o f
such separation in. modem times and even that probably had destructive effect s
on many individuals who were living in the wrong part of the former Pakistani
nation.

Another issue not discussed here is the problem' of intolerant groups that are
willing to use violence to achieve their goals of control o r separation. Sporadic
and spontaneou s outburst s o f violence, suc h a s the periodi c an d occasiona l
urban riots in the United States and the anti-Sikh riots in Indian cities following
the assassinatio n of Indir a Ghand i i n 1984,  ar e commo n i n man y societie s
without seeming to pose a  general threat t o social stability. But the organize d
use o f violenc e b y groups , a s in th e recen t ris e o f Hind u militancy , coul d
become a devastating problem. The destruction of the mosque in Ayodhya and
the anti-Musli m riots in Bomba y in December 199 2 and January 199 3 were
evidently driven by extremis t leaders, suc h a s Bal Thackeray of Shiv Sena , a
reputedly wel l armed an d organized militan t group.18 Violen t militia group s
have assisted the rise to power of fascist parties in many nations, and they have

18 Ne w Tlork  Time s (17 April 19945:1.3 .
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been willin g to wreak extraordinary damage in India, throughout th e Middle
East, the United States, and many other nations in recent years. Their control is
a task that no liberal, democratic government has mastered.

Apart from separatist and violent groups in some societies, the most difficul t
type of group differenc e t o dea l with i s likely to be that of linguistic groups.
For such groups, simpl e social autarky is not feasibl e i f they are to be part of
the large r economy. To be a  more nearl y equa l part o f that economy , thei r
members must necessarily adopt the dominant language for at least part of their
lives. And when they do, they are apt to weaken the bonds of their linguistic
community ove r them . Bu t there i s hardly an y practical alternatiY e t o thei r
adopting the dominan t languag e unless the y are willing t o suffe r substantia l
economic disadvantage s i n compariso n wit h other s i n thei r ow n society .
Indeed, for the vas t majority of languages currently spoken in the world, ther e
is little alternative to quitting those languages if the childre n of their speakers
are to enter the broader world in which they could prosper.

Status group s inherentl y als o affec t economi c relations , bu t i t i s hard t o
conceive a  defens e o f their tightnes s tha t could plausibl y trump concer n t o
block their harms to the economic prospect s o f either the society or excluded
individuals. Religiou s an d ethni c group s coul d b e sociall y autarki c without
affecting large r economi c relations . The y generall y d o no t nee d protectio n
from the state against anyone except possibly their own members, but there is
no compelling argumen t for why the state should "patemalistically" suppress
individuals' action s o n behal f o f th e group s o f whic h the y ar e ostensibl y
members. Hence , eve n granting  th e claim  that  moral  o r social  interests  trump
economic interests is insufficient to  justify state  protection of ethnic, religious, or status
groups. The only plausible survivor of that claim is linguistic groups, fo r whom
social autark y cannot b e achieve d withou t substantia l economic effect s an d
effects on political equality.



Robert D.Cooter

1 Precursor s

This paper has various intellectual precursors. Proponent s o f decentralizatio n
have long admired social norms because they arise spontaneously, outside the
state.1 Th e informalit y o f socia l norms , however , cause d scholar s t o under-
estimate their importance relative to formal law, until empirical research proved
that socia l norm s ofte n contro l behavio r i n spit e o f th e law . To illustrate ,
American businesses frequently remai n rationally ignorant of the lega l conseq-
uences of the contract s that they sign;2 borrowing by small business in Taiwan
often occurs outside of formal law;3 and many Peruvian businesses systematically
break the law to circumvent excessive regulations.4

The forma l analysi s of social norms developed through th e applicatio n of
game theory, 5 Th e economi c analysi s of socia l norm s draw s upon a  funda -

1 F . A. Hayek, "Plaining and the Rule of Law/' m his TlteR0o4 to Serfdom (Chicago : University of Chicago
Press, 1976) ; and Bruno Leoni, freedom an d L&\v  (Indianapolis: Libert) ' Fund, 1991) .

1 Stewar t Macaulay , "Non^contractua l Relation s i n Business : a  Preliminar y Stud}', " American  Sociology
Km'ew, 28(1963): 55.

1 jane Kaufma n Winn , "Informa l Financia l Practice s o f Smal l Businesse s i n Taiwan, " La w and  Safet y
Review, 28(2) (1994): 193-241.

" Hemand o de Sow, The OAa Path:  The Invisible Revolution in the Third  World , translated by June Abbot t
(London: Tauris, 1989).

1 Edn a UUmann-Margalit , Th e Emergence  of  Nars  (Oxford : Clarendo n Press , 1977) ; jac k Hirshieifer ,
"Evolutionary Models in Economics and Law: Cooperation versus Conflict Strategies," in his Economic Behavmtr
in Adversity  (Chicago : Universit y of Chicago Press, 1987) , Ch . 9 ; Robert Sugcten , "Reciprocity : The Suppl y o f
Public Goods Through Voluntary Contributions," Economicjoumol, 94 (1984): 772-987; and Michael Taylor, The
PasiiWity o f Cooperation (Cambridge: Cambridge University Press, 1987).
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mental result in game theory: one-shot games with inefficient solutions , such as
the prisoner's dilemma, often have efficien t solution s when repeate d betwee n
the sam e players, 6 Thi s generalizatio n ground s th e "utilitarianis m o f smal l
groups," by which I  mean the tendenc y of small groups t o develo p efficien t
rules for cooperation amon g members .

The utilitarianism of small groups has been demonstrated for cattle ranchers,
Chinese traders, medieval merchants, an d contemporary diamond merchants.7

Research o n propert y right s ha s reveale d variet y an d detai l i n th e politica l
arrangements b y whic h smal l group s manag e thei r assets. 8 Not e tha t utili -
tarianism applies to social groups i n which people have repeated transactions
with each other, but no t to social categories that classify togethe r peopl e wh o
seldom interact with each other.9 Furthermore, one group may develop norms
that benefit its members by subordinating people from other groups.10

The analysi s o f socia l norm s develope d independentl y fro m th e publi c
finance literatur e o n marke t failures , whic h bega n wit h Pigou' s accoun t o f
external costs. " Samuelson' s distinctio n betwee n publi c an d privat e good s
increased th e leve l o f mathematica l precision. 12 Thi s traditio n ha s a  clea r

* Dre w Fudenber g and Eri c Maskin , "The Folk Theorem i n Repeated Game s wit h Discountin g or wit h
Complete Information," Econometrics, 54 (1986); 533 -54; and R. Axelrod, The Evolution cfCoaperatian (Ne w York:
f.iMi Book s 19H4 I
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prescription: market s for private goods , governmen t fo r public goods, taxes
for externalities , Coase challenged this tradition by arguing that externalitie s
can be cure d i n the market , provided tha t transaction costs d o no t obstruc t
private bargains, 13 M y paper retain s Cease' s vie w tha t market s cure many
externalities an d reject s hi s vie w tha t bargainin g provide s th e mechanism ,
Instead, I  propose a mechanism with better empirical support; social norms.

2 Agenc y Game
Production an d exchange require people t o cooperat e wit h each other, such
as stockholders an d managers in a corporation, o r manager s and workers i n
a factory. The "agenq r game" i s the paradigm developed in game theory for
cooperation i n business . I n th e agenc y gam e th e firs t playe r t o move , th e
"principal," decide s whether or not t o make an investment o f 1. If no invest-
ment is made, the game ends and the players receive nothing. If an investment
is made , th e secon d player , the "agent, " decide s whethe r t o cooperat e o r
appropriate. Appropriation is merely redistributive: the agent appropriates the
principal's investment of I. Consequently, the sum of the payoffs in the north-
east quadrant of Figure 9.1 is 0. Cooperation b y both players is productive: th e
investment of 1 grows to 2, When the agent cooperates, the principal recovers
his investmen t an d th e player s split th e produc t (eac h player receives 0.5).
Consequently, th e sum of the payoff s i n the northwest quadran t of the figure
equals 1 , The mos t efficien t cel l in the tabl e contains the highes t su m o f th e
payoffs, so investment and cooperation is the most efficient outcome,

If the agenc y game is played only once, th e agent' s best move i s to appro-
priate. Knowin g this, th e principa l conclude s tha t hi s bes t mov e i s not t o
invest. The one-shot game has a unique, unproductive solution .

An enforceable contract, in which the agen t promises t o cooperate , solve s
the problem o f cooperation. T o illustrate, the costless recovery of expectation

Agent
Cooperate Appropriate

Principal
Invest

Don't
invest

0.5

0

05

0
-t.o

0

1.0

0

Fig. 9.1 Agenc y Game

Ronald Coase. "The Proble m of Social Cost," Journal of Law and Economics, 3 (1960); 1-44.
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damages gives the principal an incentive to invest, regardless of the probability
of the agent's breach of contract, and costless collection, of expectation damages
gives th e agen t a  stron g incentiv e t o perform . Enforcemen t o f contracts ,
however, typically requires coercion by a third part}' such as the state. Another
solution ca n be foun d tha t doe s no t requir e the state : th e commitmen t o f
principal an d agen t t o a n endurin g relationship . Commitmen t solve s th e
problem of cooperation throug h repetition of the game, (The exceptions to this
generalization need not concern us here.1'*)

3 Tentativ e Agency Relationships
The fabri c o f modern busines s transactions, however , is not la w or commit -
ment. Instead , I  wil l analyz e th e agenc y game wit h tentativ e relationships ,
which solve the proble m b y social norms. T o mode l tentativ e relationships,
repeat the agency game indefinitely often, but change the assumption about the
number of players. Instead of assuming that there are only two players, assume
that there are indefinitely many players, who form into pairs to play each round
of the game.

After eac h round , som e o f thes e partnership s continu e an d other s end ,
Partnerships end when the principa l dissolves the relationship afte r th e agent
appropriates. Consequently , appropriators play only once with any particular
principal, Cooperators repeat the game wit h the same partner. However, co-
operative partnerships ca n end amiably after a n unpredictable change in busi-
ness conditions make s the relationship unproductive. Assuming stable business
conditions, cooperator s for m relativel y stable partnerships , wherea s appro -
priators form relatively brief partnerships.13

The equilibriu m concep t fo r thi s gam e draw s o n evolutionar y theory, 16

Think o f player s as host s fo r competin g behavior s an d as k which o f thes e
behaviors wil l surviv e i n competitio n wit h th e others . Selectio n favor s th e
behavior with a  higher payoff. Assum e that the proportio n o f players using a

w Gien n W . Harriso n an d Jack Hirshleifer , "An Experimenta l Evaluatio n of Weakest Link / Best Shot
Models of Public Goods," Journal o f Political  Economy, 97 (1989); 201-25; and jack Hirshleifer and Juan Carlos
Martinez Coll , "Wha t Strategie s Ca n Suppor t th e Evolutionar y Emergence o f Cooperation? " Journal o f
Ccmftict Resolution,  32 (198S): 367-98.

15 Rudol f Schussler, "Anonymou s Exchange Cooperation," paper read at 4th ituemationa l Conference
on Socia l justice Research , Trie r Germany ! 1993 ; an d Roby n Dawe s an d John Orbell , "Socia l Welfare ,
Cooperators' Advantages , an d th e Optio n o f No t Wavin g th e Game, " pape r rea d a t 4t h Internationa l
Conference on Social justice Research, at Trier, Germany, 1993,

16 Abhijt t Banerje e andjorge n W . Wcibull , "Evolutio n and Rationality : Some Recen t Game-Theoreti c
Results" m B. Allen (ed,), Economics in a Clt&nging World (Ne w York: St Martins Press, 1996)-
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particular strateg y increase s as long as that strategy produces above-averag e
payoffs, Conversely , th e proportio n o f player s usin g a  strateg y decrease s a s
long a s that strateg y produces below-averag e payoffs. Competitio n tend s t o
eliminate al l below-averag e strategies , s o tha t ever y strateg y survivin g i n
equilibrium earn s the sam e rat e o f return. I n an interna l equilibrium , som e
players cooperat e and others appropriate , and both strategie s ear n the sam e
expected payoff, as required to survive.

It i s easy to see why both strategie s migh t ear n th e sam e expected payoff .
When a  partnership dissolves , the players must search for new partners, which
uses resources an d time. Appropriating agents form unstable relationships and
repeatedly searc h fo r partners , s o appropriator s expec t a  hig h payof f occa -
sionally. I n contrast, cooperatin g agent s form stabl e relationships and seldo m
search for partners, so cooperators expect a modest payof f often ,

In commodity markets , a stable, internal equilibrium usually exists when an
increase in the quantity of production causes the cost of production to increase ,
Similarly, in , th e agenc y game , a  stable , interna l equilibriu m usuall y exist s
when an increase in the proportion o f appropriators causes the expected payof f
from appropriation to decrease, (The necessary conditions ar e straightforward
to explain,'7)

A stabl e equilibriu m i s depicte d i n Figur e 9.2.  The vertica l axi s show s
expected payoff s an d the horizonta l axi s shows the proportion of agents wh o
appropriate. A s the proportio n o f appropriator s increases , th e payof f t o co -
operation fall s a  little, because cooperating agent s who d o not hav e a partner
must searc h longe r t o fin d one . Thi s effect , however , i s much large r upo n
appropriators, who continually search for new partners, so the payoff to appro-
priation falls quickly as the number of appropriators increases. The intersectio n
of the curve s in Figure 9.2 indicates that appropriators an d cooperators expec t
the same payoff, as required for equilibrium, which occurs when approximately
20% of agents appropriate.

If enforcemen t were costless , th e mos t efficien t outcom e woul d occu r
when non e o f th e agent s appropriates . Give n costl y enforcement , th e gai n
from more cooperatio n mus t be balanced agains t th e cos t o f deterring mor e
appropriators, s o the efficien t outcom e occur s when a  positive proportion of
agents appropriate.

1'' A s the proportion of appropriating agents increases, more partnerships dissolve more often. Some of the
principals released from these relationships look for new partners. Consequently, the release  of principals from
existing partnerships tends to tower the expected cost of a successful searcb by ar) agent for a partner. Another
force, however , work s i n th e opposit e direction . A s the numbe r o f appropriators increases , iBvesitnen t
becomes less profitable an d some principals withdraw from th e industry . Withdrawal  o f principals from th e
industry increases  th e expecte d cos t o f a  successfu l searc h b y an , agent fo r a  partner . O n balance , mor e
appropriators cause search costs to increase when the withdrawal effect dominates Ac releas e effect Thus , a
stable equilibrium usually esiits when the "witbtlrasval effect" dominate s the "release effect" For a similar,
formal model, see Scbussler "Anonymous Exchange Cooperation."
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Fig, 9.2 Equilibriu m Strategies of Agents

Now I turn from strategies to signals. In a community, people talk a lot about
what everyone ought to do. What people say about moralit y ma y be used to
signal thei r behavior, 1* In the agenc y game, som e people wil l say that agents
ought t o cooperate and an agent who disagrees may signal that he is likely to
appropriate, i n whic h cas e principal s wil l no t for m a  partnership with him .
Every agen t benefit s b y signalin g "cooperation, " regardles s o f whethe r hi s
real strateg y i s cooperation o r appropriation , s o th e signalin g equilibrium is
uniform,.

In the agency game, a uniform signaling equilibrium represents a consensus
about the strategy that agents ought to follow. People who believe that agents
ought to cooperate ma y be willing to punish agents who appropriate . The in -
formal punishments tha t people use to enforce norms include gossip, rebukes,
and shunning. Fo r example, people who break the norms of a profession may
suffer los s o f reputation , censure , o r expulsio n fro m professiona l organiza-
tions. Punishing appropriators may cost something in time, effort, discomfort ,
money, or the risk of retaliation. I  will say that people wh o ar e willing to pay
such a price have internalized the norm.

Figure 9. 3 depicts the fac t tha t some peopl e ar e willing to pa y more than
others t o enforce a norm. The vertical axis represents cost s of enforcement, c,
and the horizontal axis, represents the proportion o f players, E, who enforce the

'* Natura l expressions for emotion make character translucent, which coiweys an evolutionary advantage
on people by facilitating forms of commitment: see Robert Frank, Passions within Reason: The Strategic Role of
Emotions (New York: Norton, 1988) .
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Proportion of enforcer s

Fig, 9,3 Willingnes s to Punish

norm. A s the cos t o f enforcing the nor m increases , fewer players are willin g
to pay the higher cost. Thus, the function E = E(c) slopes down to indicate that
the expecte d cos t o f enforcin g c  mus t declin e i n orde r fo r enforcer s E  t o
increase,19 According to the figure, 80 percent of the players will pay somethin g
to enforce the norm, which implies that they have internalized it , whereas 20
percent will pay nothing to enforce it.

Now I  relate th e thre e element s o f the analysi s of socia l norms: strategy ,
signal, an d punishment . Fo r an y leve l o f enforcemen t B  i n Figur e 9.3,
there exist s a curve indicating the expected rate of return t o appropriators i n
Figure 9.2 . To depic t thi s connectio n betwee n punishmen t an d strategy ,
Figure 9.4 combines Figures 9,2 and 9.3. Assume that punishing appropriators
costs c,, as shown in the right side of Figure 9,4, which results in enforcemen t
£,. I n th e lef t sid e o f th e figure , th e curv e labele d "  Appropriators JEj"

corresponds t o enforcemen t leve l E s. Give n thi s expecte d payof f curve , the
equilibrium proportion o f appropriators equal s Al an d the expected payof f t o
agents equals V,.

Now conside r the effect s o f a fal l i n the cos t o f punishment. I f the cos t o f
punishing appropriators falls to c2, as depicted in Figure 9,4, enforcement rise s
to E 2> which result s in the "Appropriator s E 2" curve. The fal l i n the expecte d
payoff for appropriators causes the equilibrium proportion of appropriators t o
fall t o Az, and the expecte d payof f fo r agents rises to V 2. Thus, a n increase in
the willingness of players to punish appropriators in the agenc y game cause s

'* Her e is a strict definition o f terms, using the density function jfsj over willingness to pay to enforce the
social norm: E = 1 . —  /J,/(s).
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Fig. 9,4 Appropriatio n an d Punishment

more cooperation and production, which benefits everyone, The benelts even
extend t o appropriating agents, whose expected payof f inevitably rises to the
same equilibrium level as cooperating agents.

The agency game achieve s the highest leve l of production when everyone
cooperates and no one appropriates. I have shown that the level of cooperation
and production i n the agenc y game depends upon th e willingness o f players
to punis h appropriators . Self-intereste d principals ma y punis h appropriator s
in orde r t o discourag e futur e partner s fro m appropriating . Self-intereste d
players, however, do not conside r the genera l deterrence value of punishing
appropriators, which benefits everyone . Self-interest favor s free-ridin g o n th e
enforcement effort s o f others, which results in an inefficient equilibriu m with
too much appropriation.

Models o f socia l norms , however , mus t conside r behavio r tha t i s no t
narrowly self-interested. Internalization of a norm may cause players to punish
appropriators a s a matter of principle, not self-interest . So the internalization
of social norms i s crucial to their effectiveness , (Whil e noting the importanc e
of internalization, I leave its analysis to psychologists , who hav e studied it for
generations,20}

10 Se e e.g. Sigmun d Freud, The Ego and the U, nans, Joan Rivier e (Ne% v York: W. W. Norton , 1962) ; Jean
Pwget, Th e Moral  judgement e f tht  Child , trans , Marlori e Gabai n (Gtencoc, III. : Fre e Press , 1948) : Lawrenc e
Kofalberg. "Stag e an d Sequence : th e Cognitive-Developmen t Approac h t o Socialization, " i n Handbook  of
Socialization Theory and Research, ed. D. A. Goslin (Chicago: Rand McNally , 1969) ; Robert B . Chaldtai, Carl A,
Kallgren, an d Raymon d R . Reno, " A Focus Theory o f Normativ e Conduct ; a  Theoretica l Refinemen t an d
Reevaluadon of the Role of Norms in Human Behavior," in Advances in Experimental Psychology,  ed, M, P. Zanna
(New York: Academic Press, J991); and M, Sheaf,  The  Pfyttwkgyaf Social.  Nanm (New York: Harper, 1936) .

Proportion of appropnators Proportion of enforcers
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4 Unstabl e Equilibri a

The precedin g figure s depic t stable equilibria . With socia l norms, however ,
instability ca n occur , A  person wh o spontaneousl y punishe s someon e ofte n
risks confrontation or revenge, This risk tends to fall as the proportion of people
willing to punis h increases . In other words , th e enforcer' s cos t o f punishing
decreases as the proportion o f enforcers increases. Instability occurs when th e
cost of punishing wrongdoers decreases rapidly as the number of players willing
to punish increases,

These fact s are depicted in Figure 9,5, Whereas Figure 9,4 treats the cos t of
punishment a s exogenous , Figur e 9, 5 treat s i t a s endogenous . Th e curv e
denoted c - c(E)  i n the right side of the figure depicts the relationship betwee n
the expected cost of punishing someone who breaks a social norm, denoted c ,
and th e proportio n o f peopl e willin g t o pa y tha t cost , denote d E . As th e
proportion of enforcers E rises, the expected cost of enforcement c falls.

Bear in mind the differenc e betwee n th e function s E=E(c)  an d c—c(E).  Th e
function E=E(c) describes the number of enforcers E who are willing to pay the
cost c  o f enforcement . I n othe r words , E(c ) is th e willingnes s t o pa y fo r
enforcement (th e demand curve) ; c=c(E) , however , describe s ho w man y
enforcers are required to sustain a given cost of enforcement. In other words,
c(E) is the cost of enforcement (the supply curve).

If the actua l number of enforcers equals the number required to sustain th e
current cost of enforcement, the cost of enforcement remains constant. In other
words, an intersection of the curves E(c) and c(JS) indicates an equilibrium in the
number o f enforcers and th e cos t o f enforcement, 21 I f the actua l number o f

Proportion of appropriates Proportion of enforcers

Fig. 9. 5 Decreasin g Cost of Punishment

To be precise, an equilibrium is a pair of values (F*, c*} such that B*=£(r*) and c*=r(B*).
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enforcers fall s shor t o f th e numbe r require d t o sustai n th e curren t cos t o f
enforcement, th e cos t o f enforcemen t wil l rise . Conversely , i f th e actua l
number of enforcers exceeds the number required to sustain the current cost of
enforcement, the cost of enforcement will fall,

The directional arrows to Figure 9.5 indicate the dynamics of the system. The
actual number of enforcers falls shor t o f the numbe r required to sustai n th e
current cos t of enforcement at points to the lef t o f (B t,c0), So any disturbance
that causes c and E to deviate to the lef t o f the equilibrium (J50,%) will cause the
system to move to the comer equilibrium at (0,c~), where E=0. When E=0, the
absence o f enforcemen t cause s th e appropriator' s expecte d payof f t o
correspond t o th e curv e labele d "AppropriatorslE=0 " i n Figur e 9,5 , which
results i n th e equilibriu m (A 0,V0). Lo w enforcemen t thu s result s i n a  hig h
proportion of appropriating agents and a low expected payoff to everyone,

The actua l number o f enforcers exceeds the numbe r required t o sustain
the current cost of enforcement at points just to the right of (E0,c0) in Figure 9,5,
so the cos t o f enforcement wil l fal l An y disturbance tha t causes c and E to
deviate to the right of the equilibrium (E0,c0) will cause the system to move to
the stabl e equilibriu m a t (E*,c*) . Th e poin t (E*,c* ) i s a  stabl e equilibriu m
because any small deviation from it causes the system to return to this point.
The stability conditions can be summarized as follow:

• I f E(c) cuts c(E) from below, the enforcement equilibrium is stable.
» I f E(c) cuts c(fi) from above, the enforcement equilibrium is unstable,

I have shown that (E(t,c0) i s an, unstable equilibrium. Instability is more likely
under two conditions. First, a small increase in the number of enforcers causes a
large decrease in the cost of enforcement, which makes c(E) steepl y sloped; for
example, c(E ) slope s steepl y whe n larg e numbers o f enforcer s enjoy muc h
security, whereas isolated enforcers bear much risk. Second, a small decrease in
the pric e of enforcement causes a large increase in the numbe r o f enforcers,
which make s E(c)  flat ; fo r example , E(c ) is fla t whe n man y peopl e wh o
internalize th e nor m will pay a small amount to enforce it , but n o one will
enforce it at substantial personal cost,

When E=B* in the figure, the high level of enforcement causes the pay off to
appropriation to correspon d t o th e curv e labeled "appropriator s E*, " which
results i n th e equilibriu m (A*,V*) . Hig h enforcemen t thus result s i n a  lo w
proportion of appropriating agents and a high expected payoff to everyone.

In this figure, either many people enforce the norm or no one enforces it,22

with the tipping point at (£0,c0). If the system begins at a level of enforcement
above the tipping point, it "tips in" to a high level of enforcement of the norm.
A hig h leve l o f enforcemen t cause s almos t al l agent s t o cooperate , thu s

a Thi s possibility is disewsed by Taylor, Possibility cfCeoperatisn,  p , 145 ; and Mark Casson, "The  Economies ef
Business Culture: Game Theory, Transaction  Costs, and Economic Performanef (Oxford : Clarendon Press, 1991);  p. 83,
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approaching the most  efficien t situatio n in which no agents appropriate. Con-
versely, if the system begins at a level of enforcement below the tipping point,
it "tips out" an d low levels of enforcement resul t in low levels of cooperation .
Later I  discuss how la w ca n caus e such a  system to ti p int o a  high leve l o f
enforcement.

5 Distributio n an d Critical Morality: Agency
Bargaining Game

As explained , ever y agen t i n th e gam e abov e ha s a n incentiv e t o signa l
"cooperation." 1 want to modif y th e bargaining game to illustrate a situation
with mixe d signaling , no t unifor m signaling. As depicted i n Figur e 9.1 , co -
operation produce s on e uni t o f output whic h th e principa l and agen t split .
Instead, modify the game by assuming that the parties bargain over how to split
the productio n fro m cooperation . Befor e formin g a partnership , the partie s
must bargain to an agreement that the agent receives a% of the product and the
principal receives (1—a)%, as depicted in Figure 9.6.

The best bargaining strategies depend upon details of the model that I leave
unspecified, suc h as the cos t o f searching for a new partner when bargaining
fails. Unde r reasonable assumptions , however, bargaining wil l settle into a n
internal equilibrium, with some players signaling that they bargain hard and
other players signaling that they bargain soft. Hard bargainers spend more time
searching for partners and receive a large share of the cooperative surplus less
often, wherea s sof t bargainer s spen d les s tim e searchin g fo r partner s an d
receive a smalter share of the cooperative surplus more often .

The incentive s fo r signalin g b y agent s diffe r betwee n cooperatin g an d
bargaining. As explained, all agent s hav e an incentive t o signa l cooperation ,
regardless of whether their real strategy is cooperation or appropriation. This

Fig. 9.6 Agenc y Bargaining Game
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fact explain s wh y societie s generat e a  consensu s o f opinio n condemnin g
deception and fraud in business. In contrast, all agents do not have an incentive
to signal that they will adopt the same bargaining strategy . This explains why
societies do not generat e a  consensus over ho w t o distribut e the gain s from
cooperation.

Soft bargainin g promote s cooperatio n and avoids bargaining breakdowns ,
so a social norm requiring parties to bargain softly would increase production.
Such a social norm, however, is unlikely to evolve. I defined a social norm as a
consensus obligation . A  consensus favoring soft bargainin g is unlikely to arise
because th e signaling equilibrium is mixed. I n the absence of a consensus, few
people will internalize the obligation and enforcement will be low. Instead of
consensus obligations , people wil l disagree about how they ought t o bargain.
Soft bargainers will appeal to a critical morality that imposes a  higher standard
on people than the one acknowledged by hard bargainers.

6 Third-Part y Effects

In the game described above , the activitie s of a partnership affec t it s members
and n o on e else . I n reality , many business transactions affec t thir d parties . I
modify th e agenc y game i n Figure 9,7 to allo w for external effects . T o kee p
the number s simple , I  assume tha t investmen t b y th e principl e ha s externa l
effects i n 1 0 percent of cases (e.g. injury, discharge of pollution, congestion of
resource) and no external effects in 90 percent of the cases. When externalities
occur, their value equals —2,

Figure 9,7 summarizes th e resulting payoffs . Th e numbers i n the lower lef t
corner of each cell indicate the payoff " to the principal and agent, respectively.
The numbers in the upper right comer of each cell indicate the external cost to
the third party. Its probability i s shown in the column heading. If the principal

Payoff to 3rd party and its probability
No externality Externality

probability = 0.9 probability = 0.1

Total payoff
to principal
and agent

Invest and
cooperate

Don't
invest

1

0

0

0
1

0

—2

0

Fig, 9.7 Principal-Agen t an d Third Parry
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and agent fail to form a partnership and no investment occurs, then the partners
receive 0  and the thir d party receives 0 , If a partnership forms , th e principa l
invests, and the agent cooperates, the n the principal and agent each receive 0,5
and the third party loses 2 with probability 0,1, If a partnership form s and th e
principal invests, the third party loses 1 with probability 0.1,

Assume that the partners can foresee whether o r not their activities fall into
the 1 0 percent of cases with external effects. Given foresight, efficiency require s
the partner s to forg o thei r activitie s i n the 1 0 percent o f cases with externa l
effects, an d efficienc y require s the partner s t o inves t and cooperate i n the 90
percent o f cases without externa l effects . W e assum e that partners an d thir d
parties cannot bargain to produce the efficient result . The question is whether
or not an efficient social norm will evolve,

The answer depends upon the incentives to signal and punish. Assuming the
players of the game form a human community, they will discuss and debate the
question of whether or not a partnership should proceed under circumstances
where its activities yield 1 for partners and cost 2 for third parties. For the sake of
efficiency, players ought not to proceed in these circumstances. The evolutio n
of such a social norm depends upon the level of coherence in the community,

The member s of a coherent communit y wil l make convincing moral argu-
ments for utilitarian obligations. To illustrate, people will say that everyone in
the community should give the same weight to the harms they cause to others
as to the benefits that they receive for themselves. Community coherence will
cause its members t o internalize the norm an d punish violators. A  high level
of enforcement will provide an incentive for partners to conform to the norm.
Conversely, communit y incoherenc e wil l lea d t o th e extemalizatio n o f th e
norm an d deficien t punishmen t o f violators, i n which cas e actors have little
incentive to conform to the norm,

Figure 9.8 illustrates these facts. The right side of the figure, like the right side
of Figure 9.5 , depicts the cos t o f enforcing social norms. In a coherent com -
munity, people are willing to pay for enforcement, as indicated by the functio n
labeled "E=E(c)  coherent, " whic h result s i n th e hig h equilibriu m leve l o f
enforcement E* . The lef t side of the figure depicts the immediate payoff to an
actor from producing and the expected cost of punishment imposed on an actor
who violate s th e socia l nor m b y creatin g an externality . Th e hig h leve l of
enforcement JE * deters actors fro m violating the norm , a s indicated in the lef t
side o f th e figur e b y th e fac t tha t enforcemen t JB * cause s th e expecte d
punishment t o exceed the immediate pay off from the acting.

In contrast, peopl e in an incoherent communit y ar e less willing to pay for
enforcement, s o th e curv e o n th e righ t sid e o f Figur e 9, 8 shift s dow n t o
"E=E(c) | incoherent," whic h result s in the low equilibrium leve l of enforce-
ment JS=0 . Th e lo w leve l o f enforcemen t E=0  doe s no t dete r actor s fro m
violating the norm, as indicated in the lef t side of the figure by the fac t that the
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Proportion of enforcere

f* 0.8

Proportion of enforcers

Fig. 9.8 EquiHbriu m with Spillovers

immediate payof f fro m th e partnershi p exceed s th e expecte d punishmen t
caused by enforcement E~Q.

In th e simpl e agenc y game , self-interes t o f th e partie s create s a  unifor m
signaling equilibrium , whic h provide s th e consensu s abou t obligation s a s
needed for the evolution of a social norm. In the agency game with externalities,
however, self-interest does not necessarily produce uniform signaling. Instead, a
consensus require s individual s t o recogniz e thei r commo n interes t i n th e
group's efficiency and fairness. I use the phrase "coherent community" to mean
a society whose members recognize this common interest and act upon it.

One caus e o f coherenc e i s symmetr y amon g th e member s o f th e com -
munity. B y "symmetry," I  mean tha t everyon e ha s th e sam e probabilit y o f
being the injurer, and the same probability of being the victim, of external costs
in the future . Fo r example, everyone i n a certain group migh t hav e the sam e
probability o f bein g th e injure r o r victi m o f a n automobil e accident , o r
the pollute r o r pollutee from exhaus t fumes, Symmetr y enhances agreemen t
among people about the best rule for governing future harms,23

7 Jurisprudence of Social Norms
The precedin g figure s depic t th e informa l enforcemen t o f socia l norm s b y
private persons, not state enforcement. According to Locke, the state can pro-

23 Suc h a  rule is "ex ante Parero efficient" Fo r a discussion, see Rober t D . Coocer and Tom Uten , "An
Economic C ê for Comparative Negligence, " New Yorfe tjnreersity Law Review, 6! (1987): 1067.
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vide more certain , and more secure enforcement,24 State enforcement is more
certain becaus e a  written law provides a  canonical formulation of the under -
lying obligation and, in an ideal situation, courts apply the rule with impartial-
ity. State enforcement is more secure because of the state' s monopoly o n th e
official use offeree ,

Private enforcemen t an d stat e enforcemen t typicall y complemen t eac h
other. Th e cooperatio n o f citizens with official s increase s the effectivenes s of
state enforcement and lowers its costs. Conversely, the backing of state official s
increases the effectiveness of private enforcement and lowers its risks. Thus, the
enactment of a social norm into law and its enforcement by the state shifts th e
private cost curve c(E) dow n in the preceding figures. In the stable equilibrium
(E*,c*) depicte d in Figur e 9.5, a  downward shif t i n th e cos t curv e c(E ) shift s
the equilibriu m t o a  higher level of private enforcemen t abov e A*, In othe r
words, public enforcement "pulls in" mor e privat e enforcement, rather than
"crowding out" privat e enforcement.

State enforcement has another potentially powerful effect. I f most citizens in
Figure 9. 5 believe tha t mos t citizen s wil l enforc e the socia l norm, the n th e
system will move to the stable, internal equilibrium (E*,c*) with a high level of
enforcement A* . Conversely , i f mos t citizen s beEev e tha t fe w citizen s wil l
enforce th e socia l norm , the n the syste m wil l move t o th e unstable , comer
equilibrium with a low level o f enforcement. Thus , Figure 9,5 depicts a self -
fulfilling prophecy. In such a social system, state enactment can sometimes ti p
society into conformity with the law merely by causing citizens to believe  that
most of them will enforce it .

For example, the city of Berkeley, California, recently enacted an ordinance
requiring owner s t o clea n u p afte r thei r dog s (th e "pooper-scooper " law) .
Enactment of the law clarified vague social norms concerning courtesy. Afte r
the law's passage, people became more aggressive toward discourteous owners
of dogs. Apparently it is easier to say "Obey the law" than to say "Don't be so
rude." Mos t owners now clean up afte r thei r dogs, so the sidewalks are much
cleaner.

In anothe r example , man y loca l jurisdiction s i n Americ a hav e recentl y
enacted ordinance s prohibiting smokin g i n public buildings such a s airports,
Before these ordinances were enacted, people smoked at will and nonsmokers
seldom complaine d t o smokers . Afte r th e ordinance s wer e enacted , official s
posted signs prohibiting smoking in public buildings. Although officials almos t
never enforc e th e prohibitions , th e sign s see m t o hav e mad e nonsmoker s
believe, correctly , tha t othe r nonsmoker s woul d suppor t complaint s agains t
smokers. Enacting the ordinance has apparently tipped the balance in favor of
private enforcement of the social norm,

54 Joh n Locke,  Th e Second  Treatis e of  Civil  Government,  e d Thoma s I . Coo k {Ne w York. : Hafiier , 196 1
(1690)),
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I have shown how state enforcement of social norms can reduce violations of
the underlying obEgation, Now consider what happens when the state imposes
laws tha t undermin e soda l norms . T o undermin e a  socia l norm,, th e stat e
creates obstacles to its private enforcement. For example, morality may require
the fulfillmen t o f promise s t o perfor m act s forbidde n by th e state , suc h a s
paying interest on a loan that exceeds the ceiling set by usury laws. Obstacles to
private enforcement raise its costs, as indicated by an upward shift i n the cos t
curve c(E) i n the preceding figures. In the stable equilibrium depicted in Figure
9.5, an upward shift in the cost curve c(JB) shifts the equilibrium to a lower level
of private enforcement. It also increases the probability that random shocks will
cause the system t o reach the corne r solution characterized by a tew level of
enforcement.

Using Figur e 9.6 , I  extende d th e agenc y game t o encompas s bargainin g
strategies. The signallin g equilibrium is apparently not uniform for bargaining
strategies,, whic h create s a n obstacl e t o communit y consensu s abou t wha t
people ough t t o do . When consensus obligations are missing or incomplete ,
there is no social norm for the state to enforce. Instead, the state must choose
among competing versions of morality, a situation that runs the risk of fostering
a lo w leve l o f informa l enforcemen t an d privat e cooperatio n wit h public
officials.

External costs , a s depicte d i n Figur e 9.8 , pos e anothe r problem. . Whe n
external costs exceed internal benefits o f a particular action, a coherent com-
munity wil l tend to reach agreement tha t people ough t not t o engage i n the
activity. Th e recognitio n o f this social norm may rais e the leve l of informal
punishment fo r violator s sufficientl y t o dete r them . I f th e privat e cost s o f
punishing violators is too high, or if a group of people lack the moral resources
of a coherent community, then state enforcement may be required to prevent
external harm.

8 Conclusion : Economic Development
This theor y ha s some practica l implications for economic development. In a
developing econom y with relatively free trade, business wil l tend to develop
efficient norms to regulate private interactions. In these circumstances, the role
of stat e la w ca n b e limite d t o correctin g failure s i n th e marke t fo r norms ,
Failures ten d t o occu r becaus e private , informa l punishmen t insufficientl y
deters wrongdoing. In these circumstances, state enforcement of social norms
can increas e private cooperatio n an d production. However , successful stat e
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enforcement typically requires a close, alignment of law with morality, so state
officials enjoy informal support from private persons.

Business law and morality get out of alignment in states suffering from legal
centrism, such as over-regulation o r central planning. In these circumstances ,
the realignment of business law with morality is needed to reduce corruption
and create the private basis for effective publi c laws. To realig n business law
with, morality , busines s la w shoul d b e remad e t o reflec t th e bes t busines s
practices.

The problem of aligning law with morality is especially acute when business
activities create external costs. I n these circumstances , mixe d signaling incen-
tives preven t th e emergenc e o f socia l norm s restrainin g externalities . Th e
emergence of social norms requires sufficient coherenc e in the community t o
develop a critical morality. Class, ethnic, or factional strife creates incoherenc e
and fragmentatio n o f socia l norms. A n analysis of critica l moralit y an d th e
intemalization of norms transcends economic traditions, but without suc h an
analysis economics cannot fully comprehend the decentralization o f law.



The Nature of Institutional
Impediments to Economi c
Development

Pranab Bardhan1

1 Introductio n

With the decline of the pervasive influence of Walrasian models in economics
in recent years , it is now generally recognized that "institutions matter " and
that the associated incentiv e structures substantially influence economic per-
formance. But beyond thi s general agreement, there are still many differences
among reasonable people o n which institution s affec t th e process of develop-
ment an d how . I n particular , differen t institutiona l economist s emphasiz e
different institutiona l impediment s t o development . Th e purpos e o f thi s
paper i s to brin g thes e contrastin g position s int o th e ope n an d t o express
some o f th e concern s o f th e "old " institutiona l economist s (emphasizin g
distributive conflicts ) in a somewhat newe r format , whil e drawin g examples
from th e proces s o f India n economi c development . Fo r ou r presen t pur -
poses we defin e "institutions " ver y generally (and vaguely) a s social rules ,
conventions, an d othe r element s o f th e structura l framework , o f socia l
interaction.

The New Institutional Economics literatur e point s to some ver y important
features o f institutiona l failure s tha t caus e o r prolon g underdevelopment ,
particularly th e lega l an d contractual , structures an d rule s o f third-part y en -
forcement whic h ar e necessar y fo r mos t arms'-lengt h marke t transactions .

1 1  received v-aluable comments on an earlier draft from Avinash Dixit, Avner Greif, Margaret Levi, Dilip
Moofchf-ije^; Douglas s North, Jeffrey Nugent , andjames Robinson. Remaining errors, are no doubt due fo my
laxity m following up on all of their suggestions.
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Let us follow a  by now wel l known account , as in North.2 In a small, closed,
face-to-face peasant community, transaction costs are low but production cost s
are high, because specialization an d division of labor are severely limited by the
extent o f market define d by th e personalize d exchang e process o f the smal l
community. I n a  large-scal e complex economy , a s th e networ k o f inter -
dependence widens the impersonal exchang e process gives considerable scope
for al l kinds of opportunisti c behavior , an d th e cost s o f transactin g ca n b e
high. I n Wester n societies , ove r time , comple x institutiona l structure s hav e
been devised to constrain the participants, to reduce the uncertainty of social
interaction, an d in general to preven t th e transaction s from being to o costl y
and thus to allow the productivity gains of larger-scale and improved technol -
ogy to be realized. These institutions include elaborately defined and effectively
enforced property rights, formal contracts and guarantees, trademarks, limited
liability, bankruptcy laws, and large corporate organization s with governanc e
structures to limit problems of agency and, as Williamson has emphasized, o f
incomplete contracting and ex post opportunism.3

Some o f these institutiona l structures ar e non-existen t o r wea k or poorl y
devised and implemented in les s developed countries . I n these countrie s th e
state i s either to o wea k t o ac t a s a  guarantor o f such right s an d institution s
and/or much too predatory in its own demands, posing a threat to such rights
and institutions. The state is also sometimes captured by special-interest groups
and lobbies that do not have, to use Olson's phrase, an "encompassing interest "
in, the productivit y of th e societ y an d thu s ma y prolon g sociall y inefficien t
property rights,4

The precedin g two paragraph s provide a  capsule summary of some o f the
major insights generated by the New Institutional Economics literature in our
understanding o f underdevelopmen t a s a n institutiona l failure . I  happe n t o
agree with muc h o f this diagnosis , bu t i n this paper 1  shall focus, to a  large
extent, on my differing emphasis on (a) institutional impediments as outcomes
of distributive conflicts, (b ) the collectiv e actio n problems thes e impediment s
exacerbate, an d (c) , in view o f the critica l need fo r coordination , o n a  mor e
complex an d nuanced role of the state , which many (but not all ) states fai l t o
adopt. Recen t India n economi c histor y wil l provid e th e contex t o f th e
discussion.

1 D , C. North, Structure ami Change in Economic  History  (Ne w York : W. W . Norton , 1981) ; D . C. North,
Institutions, Institutional Change  and Economic  Performance (Ne w York: Cambridge University Press, 1990).

3 O . Williamson, The Economic Institutions ofCapitaUsm {Ne w York: Free Press , 1985) .
4 M , Olson, The Rise and Decline of Nations:  Economic Growth, Stagflation, an d Sofial  Rigidities  (New Haven:

Yale University Press, 1982),
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2 Collectiv e Mechanisms fo r Contract in
Pr e-modern Times

Beyond th e face-to-fac e villag e community , th e institution s tha t a  societ y
develops (o r fail s t o develop ) for long-distance trade , credit , an d othe r inter -
temporal and interspatial markets where the transactions are not self-enforcin g
provide a n importan t indicato r of that society's capacity  for development. I n
this context the analyses of North, of GreifetaL, an d of Greif have pointed t o
the importance o f institutions lik e the merchants ' guild s (for example those in
Italian city-states , o r th e inter-cit y guild s lik e th e Germa n Hansa) , th e la w
merchant syste m (o f private judges recording institutionalize d publi c memory
at the Champagne fairs , which provided an important nexus of trade betwee n
northern and southern Europe) , the Maghrib i traders ' coalition , an d the com -
munity responsibility system in the Mediterranean an d European trad e durin g
the late Medieval commercial revolutio n between th e eleventh and the four-
teenth centuries, 5 These institutions facilitated economi c growth b y reducin g
opportunism i n transactions among peopl e largel y unknow n t o on e anothe r
and providing a  multilateral reputation mechanis m supporte d by frameworks
of credible commitment, enforcement , and coordination.

In th e informa l enforcement o f mercantile contracts , thos e dependen t o n
bilateral reputation mechanism s (i.e . where the cheater is punished only by the
party tha t i s cheated ) ar e usuall y mor e costl y tha n multilatera l reputatio n
mechanisms (wher e punishment i s inflicted by a  whole communit y t o which
the part y tha t i s cheated belongs ) o r a  community responsibilit y syste m (in
which a whole community i s jointly liable if one of its members cheats) . In the
case of bilateral reputation mechanisms , simpl e efficiency-wag e consideration s
suggest that , in order t o kee p a long-distance trading agent honest , th e agent
has to be paid by the merchan t (the principal) a wage higher  than the agent' s
reservation income , wherea s in more "collectivist " forms of enforcement this
wage need not be as high, since the penalty for cheating is higher o r else peer
monitoring make s cheatin g mor e difficult . Bu t i n a  world wit h information
asymmetry, slo w communication , an d plausibl y differen t interpretation s
of facts in a dispute, an uncoordinated multilatera l reputation mechanis m may
not alway s work , an d ma y nee d t o b e supplemente d b y a  mor e forma l
organization t o coordinat e th e expectation s an d response s o f differen t
members of  the collectivit y and  to  enforc e the  penalty . In  medieval Europe

' North , Institutions',  A,  Greif, P,  Milgrom, and B. Weingast, "Coordination , Commitment, and Enforce-
ment: th e Cas e o f th e Merchan t Guild, " Journal of  Politica l Eamamy,  {Augus t 1994) , A . Grctf , "Tradin g
Institutions and chc Commercial Revolution i n Medieval Europe," in A. Aganbegyan, O, Bogomolov, and M,
Kaser, eds,, Economies in a Changing World, vol. 1  (London: Macmillan, 1994).
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the merchants * guilds provided suc h an . organization. I n governing relations
between merchants and their various towns and the foreign towns with which
they traded , the y ha d th e abilit y t o coordinat e th e merchants ' response s
to abuse s agains t an y merchan t an d t o forc e the m t o participat e i n trad e
embargoes. This credible threat of collective action froni the guilds enabled the
medieval rulers to commit to respecting the property rights of alien merchants,
and thus Facilitated exchange and market integration.* Of course, th e strategi c
considerations involve d i n suc h coordinatio n an d commitmen t giv e ris e t o
multiple equilibri a i n theoretica l framework s an d t o th e historica l contex t
specificity of such institutional arrangements and the path dependence of their
evolution.

In pre-colonial India, while more in-dept h research on these lines is greatly
needed, there is plenty of evidence that, contrary to the description popularized
by colonia l sociolog y o f a n inert , caste-ossified , "Asiatic" societ y unde r a n
oriental despotic state , there was a vigorous and far-flung mercantile econom y
operating with some indigenous institutions of trust and commitment in long-
distance trade and credit. These institutions included negotiable credi t instru -
ments like the kundi  (or bills of exchange), caste-based mercantile family firms
and thei r branch agencies (kothis), mercantil e partchayats (loca l courts), multi -
caste assemblie s o f "respectable merchants" whic h adjudicate d busines s dis-
putes and imposed penaltie s for breaches of trust (firms kept lists of creditable
merchants whos e credi t notes*— -sahajog hundis —could expect a rapid discount
in th e bazaar) , multi-cast e tradin g corporation s o f merchant s an d bankers ,
townsmen an d religiou s specialists , association s o f wholesal e commissio n
agents (ctrethias) and insurers (bimawaUas), and so on.

Just as the merchants' guilds in medieval. Europe had a positive role beyond
their narro w cartelizin g operations, th e India n castes served economi c func -
tions muc h beyon d th e restrictiv e practice s o f th e rent-seekin g distributiv e
coalitions wit h which they are sometimes associated , for example in Olson.7

Caste-based mercantile associations and courts provided credible mechanisms
of commitment, enforcement, and coordination which facilitated the process of
impersonal commercial exchange. One should also note that many sociologists ,
following the writing s o f Marx an d Weber o n India , have assume d tha t th e
caste syste m ha s paralyze d th e developmen t o f wide r solidaritie s i n Indian
economic life . Recent historical research has questioned thi s narrow view. For

* A s Greif rt at, point out i n "CoordiGation," the usual interpretation of merchant guilds as mere cartel s
presents a puzzle: "If the purpose o f the guild s was to creat e monopol y power for the merchants and to
increase their bargaining power wit h th e rulers , wh y di d powerful  ruler s during the lat e medieval perio d
cooperate with alien merchants to establish guilds in the first place? What offsetting advantages did the rulers
enjoy? The puzzle is resolwd if the guild's power enabled ttade to expand to the benefit of the merchants and
rulers alike."

7 Olson , Rise  and Da-far. Moky r als o ascribe s India' s technologica l backwardnes s largel y t o th e cast e
system; see J. Mokyr, The Lever ef Riches (New York: Oxford University Press, 1990) ,
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example, describing the mercantile culture around Benare s in North Indi a in
the eighteenth century, Bayly writes:

While th e mercantil e populatio n possesse d a  consciousnes s o f cast e an d cast e
institutions which were more or less effective i n matters of ritual, this did not preclude
the formatio n o f wider merchan t organization s an d bond s o f trust whic h stretche d
across the boundaries of caste . ,, Mos t trades were multi-cast e ventures, and in their
dealing^ wit h eac h othe r o r wit h th e authorities , merchant s neede d commo n insti -
tutions ,  . . Conceptions of status an d mercantil e hono r als o overrode cast e for i t is
evident tha t trad e an d credi t relation s ove r long distance s coul d not hav e survive d
without them. "Credit-worthiness, " having one's hundis accepted in the bazaar, keep-
ing regular commercia l books, being frugal rather tha n "expensive" : thes e were th e
measures o f respectability which are mentioned regularly in commercial cases and they
are witness to a  consistent mercantil e "public opinion." At the pinnacle of merchant
society stood the members of the Naupatti Sabha (Society of Nine Sharers) themselves
who functione d a s a final panel o f arbitration among merchant s on, matters such as
debt, the division of assets in family partitions, bankruptcy , and the status of mercantile
custom o n lega l instrument s . . . T o al l intents an d purposes then , a n a d hoc "law
merchant" existed. Excommunication remained the usual sanction for caste assemblies,
but what were the sanctions available to this wider mercantile opinion?, .  . The failur e
of one's credit in the bazaar was a sentence of commercial and sometimes of physical
death. Bu t the sanction s o f Hindu religio n wer e also available, Oath s were mad e in
Ganges wate r an d i n th e nam e o f tutelary deities, o r wit h th e witnes s o f a  Gosain
(belonging t o a n asceti c order ) wh o wa s technicall y above cast e an d ki n . . . Th e
ultimate sanctio n wa s t o hav e Brahmin s mutilate themselves befor e th e doo r o f a
debtor i n orde r t o hea p spiritua l demeri t o n hi m (dhctma);  this  was onl y the mos t
dramatic instance of the role of popular religion in reinforcing mercantile trust.'

Examples of the us e o f religious morality i n sanctioning business conduc t in
other parts of the world include th e Confucia n cod e of ethics among Chinese
businessmen in Southeast Asia and the Islamic mora l code among the "trading
diasporas" in West Africa. 9

8 C . A , Bayly , Rate, Townsmen  and Bazaar;  North Indian Society  i n the Age of British  Expansion m6~U70
(Cambridge: Cambridge University Press, 1983) .

* I n their detailed study of a Moroccan market in the 1950s, Geertz, Geertz, and Rosen report that religious
authoritfes and business leaders play an importartt role in defining norms of acceptable commercial conduc t
and in sanctioning deviations, See C, Geertz, H. Geertz, and L . Rosen, Meaning and Oder in Moroccan Society
(Cambridge: Cambridge Universit y Press, 1979) .
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3 Alternativ e Institutional Mechanism s fo r
Development

In spite of all the indigenous institutions of a thriving mercantile economy that
existed in pre-colonia l India , the developmen t of sequentially mor e comple x
organizations suited for industrial investment and innovations, a s occurred in
the West , was aborted, an d India remain s one of the poorest countrie s i n the
world. I  shall desist from blaming it al l on th e policie s of the colonia l admin-
istration, not because I think they are unimportant (i n some ways, particularly
in terms of their "sins" of omission rather than commission, I believe they are
crucial i n explainin g the performanc e o f th e India n econom y ove r th e las t
century an d a  half), bu t because I  want to keep away fro m th e familia r litany
of nationalist historiography and to confine myself to a discussion of indigenous
institutional impediments t o development, linkin g u p with my critical assess -
ment of the literature on the New Institutional Economics in its own terrain .

Greif, i n hi s comparativ e stud y o f th e distinc t trajectorie s o f economi c
organization of two pre-modern societies—the Maghribi traders of the eleventh
century an d the Genoes e trader s o f the twelfth—conclude s b y pointing ou r
attention to th e fac t tha t th e Maghribis ' "collectivist " organization (base d on
multilateral reputatio n mechanism s an d informa l code s o f conduc t an d
enforcement) resemble s tha t of contemporary developing countries , wherea s
the Genoes e "individualistic " organizatio n (base d o n bilatera l punishmen t
with mor e forma l method s o f communication an d enforcement ) resemble s
that of the developed West. 10 The latte r system i s presumably more likel y t o
induce formal , i.e . lega l an d political , institution s o f enforcemen t whic h
facilitate industria l capital , formation and innovations. The pre-colonia l India n
mercantile organizations were clearly of the former type, based on multilateral
reputation an d communal enforcement . Th e lega l and contractual structure s
were mor e formalize d in the colonia l period (th e joint-stock companie s wit h
limited liability came only afte r th e middl e of the nineteenth century , around
the sam e tim e the y came in t o vogu e i n Britain) , but man y o f the mode m
Indian busines s house s wer e a n outgrowt h o f th e earlie r mercantil e famil y
firms.

The dramati c success story of rapid industrial progress in Southeast Asi a in
recent decades, often under the leadership of Chinese business families who are
organized under similar "collectivist" principles , makes one wonder how much
of an institutional impediment this form of economic organization really is. As
the Loury-Coleman-Putnam emphasis on the importance of "social capital" as

10 A . Greif, "Cultura l Beliefs and th e Organizatio n o f Society: a Historical and Theoretical Reflection o n
Coitectivist and Individualis t Societies," foiirmif of  Politiai i Bconvmy (October 1994).
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a major determinan t o f economic performanc e gains more recognitio n i n the
social sciences, one hopes there will be more work on the mechanisms throug h
which this form of capital works in Chinese-led entrepreneuria l organizations.11

In a  stud y o f seventy-tw o Chines e entrepreneur s i n Hon g Kong , Taiwan ,
Singapore, an d Indonesia , Redding show s how , throug h specifi c socia l net -
works of direct relationship or dan o r regional connection, the y build a system
dependent o n patrimonia l contro l b y ke y individuals , persona l obligatio n
bonds, relational contracting, and interlocking directorships,u

As Guch i ha d note d som e year s back , whe n ambiguit y o f performanc e
evaluation, is high an d goa l incongruenc e i s low, the clan-base d organization
may have advantages over market relations or bureaucratic organizations," In
clan-based organizations , goa l congruenc e (an d thu s lo w opportunism ) i s
achieved throug h variou s processe s o f socialization; performanc e evaluation
takes place throug h th e kind of subtle readin g of signals, observable b y other
clan members but not verifiable by a third-party authority.

In general, institutional evolution in poor countries is usually judged in terms
of deviations fro m th e "right" path of institutional developmen t tha t brough t
about "th e Ris e o f th e West" ; i n vie w o f th e ris e o f th e Eas t i n th e las t
half century , th e tim e ma y hav e com e t o rethin k th e canonica l mode l o f
institutional development fro m th e point of view of economic growth, and to
consider ho w th e "collectivist " organizatio n ma y b e reshape d i n particula r
social-historical context s t o facilitat e industria l progres s an d whethe r clan -
based o r othe r particularisti c network s ca n sometime s provid e a  viabl e
alternative t o contrac t la w and impersonal ownership . In East Asia in general
(including Japan) corporate transaction s hav e often bee n relation-base d rathe r
than rule-based, and the state, a s we note later, has played a much more activ e
role, particularly in the financial market, compared with the Western countries .
The problems o f relation-based systems , much commented upo n in the wake
of the recent financial crises in East Asia, should not blind us to the positive role
they played in the early stages of industrial transformation.

u G , Lour?, "A Dynamic Theory of Racial Income Differences," in P, A. Wallace and A. Le Mund, eds. ,
Women, Minority,  an d Employment  Ducriminotu m (Ne w York ; Lexingto n Books , 1977) ; J , S , Coleroan ,
Foundations of  Social  Theory  (Cambridge , Mass.: Harvard University Press , 1990) : and R , D . Putnam, Making
Democracy Work: Civic Traditions in Modem Italy (Princeton: Princeton University Press, 1993) ,

" A s Redding points out, "Many transactions which in other countries would require contracts, lawyers,
guarantees, investigators , wid e opinion-seeking , an d delay s ar e amon g th e overseas Chines e deal t wit h
reliably and quickly by telephone, by a handshake, over a. cup of tea. Some of the most massive property deals
in Hong Kon g are concluded wit h a small note locked in the top drawer of a chief executive's desk, after a
two-man meeting." (One hears similar stories abou t th e Hasidi c diamond traders of New York and about
firms i n industria l district s i n Norther n Italy. ) O f course, a s may b e expected , suc h arrangement s i n th e
Chinese business families are somewhat constrained by too much reliance on centralized decision-taking and
control, internal finance, relatively small-scale operations, and in the case of large organizations, a tendency to
subdivide into more or less separate units , each with it s own product s and markets. See S, G. Redding, The
Spirit o f Chinese Ctipititlism (New York; Waiter tte Gruyt.er, 1990) .

'•* W . G , Ouchi, "Markets, Bureaucracies, and Clans," Administrative Science Quarterly (March 1980).
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North point s ou t tha t some o f the traditiona l institution s of exchange (he
gives a s examples caravan trade, o r th e Nort h Africa n Sucj ) di d no t evolv e
into mor e comple x organization s a s in earl y moder n Europ e becaus e the y
lacked the inherent dynami c linkage with other institutions that would insur e
against the moral hazards, adverse selection and enforcement problems of the
expanding exchange process; "there is no incentive to alter the system."14 But
as North woul d probably agree, such explanations are ultimately inadequate
and somewha t circular . We canno t explai n underdevelopmen t i n term s o f
such institutiona l atrophy , becaus e i t i s quit e possibl e tha t th e traditiona l
institutions o f exchange did not evolv e in North Africa because  low growth in
the volume of trade and the low rate of return for the traditional bazaars did not
provide an incentive to devise new institutions to reduce enforcement costs. In
empirical wor k i n institutiona l history , ther e i s thi s perpetua l identification
problem.

4 A  More Nuanced Theory of the State
A major institutiona l deficienc y that blocke d th e progres s o f the mercantil e
into th e industria l economy in India as in other poo r countries relates to th e
financial markets. Even when mercantile family firms thrived in their network
of multilatera l reputation and enforcement mechanisms, th e latte r were no t
adequate fo r supportin g th e large r risk s of longer-horizon industria l invest -
ment. Thes e firms , b y an d large , ha d a  limite d capacity t o poo l risk s an d
mobilize th e capita l o f societ y a t larg e i n high-risk , high-retur n industria l
ventures. The usual imperfections of the credit and equity markets emphasized
in th e literatur e o n imperfec t information ar e sever e i n th e earl y stages o f
industrial development . Th e investmen t i n learnin g b y doin g i s no t easil y
collateralizable and therefore is particularly subject to the high cost s of infor-
mation imperfections. The role of the government ca n become very important
here, a s Gerschenkron had emphasized for the late industrializers of Europe,
There are,  o f course , cases , even  i n India , where coordinatio n an d mutua l
support amon g merchan t familie s aide d thei r transitio n t o th e industria l
economy withou t muc h hel p (actually , with som e hindrances ) fro m th e
colonial government; for example, as Bayly notes:

In Ahmedabad, the one case of a "traditional" merchant city which industrialized from
inside, it was several of the leading families who controlled resources and status within

14 North , Institution*,
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the trad e guilds who wen t int o the cotto n mil l ventures. N o smal l man coul d go it
alone. But if the leaders of the community who could themselves call on a wide range of
security and information made the initial move, then others would follow,1'

More often, however, such coordination in investment and risk-taking on th e
part o f the merchan t familie s was missing. Here clearl y is a case of "strategi c
complementarities" an d positiv e feedbac k effect s resultin g i n multipl e
equilibria.!li Thi s i s particularly important when , externalities of information,
and the need for a network of proximate suppliers of components, services, and
infrastructural facilitie s wit h economie s o f scale , make investmen t decision s
highly interdependen t an d raisin g capita l fro m th e marke t fo r th e whol e
complex of activities particularly difficult.17 Historically , in some countries the
state ha s playe d a n importan t rol e i n resolvin g thi s kin d o f "coordinatio n
failure" b y facilitatin g and complementin g private-secto r coordination . Th e
colonial Indian state obviously did not.18

In muc h o f th e literatur e o n ch e Ne w Institutiona l Economics th e im -
portance of the state is recognized, but only in the narrow contex t of how to use
its "monopoly of violence" in the enforcement of contracts and property right s
on th e on e hand , and o f how t o establis h it s credibility in no t makin g con -
fiscatory demands o n the privat e owner s o f those rights on the other." This
dilemma i s implici t i n th e standar d recommendatio n i n thi s literatur e fo r a
"strong but limited" government . I t is, however, possible t o argue that in the
successful case s of East Asian development (includin g that of Japan) the stat e
has played a much mor e activ e role, intervening in the capita l market some-
times in subtle but decisive ways, using regulated credit allocation (sometime s
threatening withdrawa l o f credi t i n not-so-subtl e ways ) i n promotin g an d
channeling industria l investment , underwriting risks and guaranteeing loans,
establishing publi c developmen t banks 20 an d othe r financia l institutions , en-

15 Bayly , Rulers.
This has a long history m  the postwar development literature , fro m P . Rosensteiii-Rodan, "Problems

of ftKfustriatix^tion . o f Easter n an d Southeaster n Eurojpt% " Ecoiwmic  /imrn^l . (June-September 1943) , t o K .
Mtiipby, A, Shk'ifer, and R. Vishny, 'Industrialisation and £he Big Push,''5 Journal  c? f Political &eww?ny (October
1989), Fo r mor e recen t theoretica l contribution s t o thi s literature , se e th e specia l issu e o n "Increasin g
Returns. Monopolistic Competition, and Economi c Development" in the Journal o f Development  Economics
(April 1996} .

" Fo r a n account : o f th e grea t financia l difficultie s face d b y enterprisin g group s lik e th e Tata s a t
Jamshedpur or by Walchand at Visakhapatnam in pre-independence India, see R, K. Ray, Industrialization in
India: Growth and Ctmfiict  in  the Private Corporate Sector 1914-47 (Delhi: Oxford Universit y Press, 1979).

" I n the earl y decade s o f this centur y th e managin g agenc y syste m i n tadi a provide d som e rol e t n
promoting, underwriting , an d financin g ne w firms , bu t i t fel l int o disreput e o n accoun t o f interlockin g
industrial collusion and exclusivity, and was abolished afte r Independence.

^ Th e Frenc h poet Paai V'afery is reported to have said: "If the state is strong it will crush us; if it is weak,
we will perish."

* I n the theoretical literature Armendariz de Aghion, drawing upon the W5 model of Dewatripont and
Ma$idnr show s cha t is i a  privat e decentralize d bankin g syste m bank s u jnd 1: 0 under-inves t i n an d under -
transmit expertise in long-term industrial finance. A public development bank can reduce these problems if
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eouraging th e developmen t o f th e nascen t part s o f financia l markets , an d
nudging existing firms to upgrade their technolog y and to move int o sector s
that fal l in line with a n overall vision o f strategic developmental goals. In this
process, a s Aoki, Murdoch, , an d Okuno-Fujiwar a hav e emphasized, th e stat e
has enhance d th e marke t instead o f supplantin g it ; i t ha s induce d privat e
coordination b y providing various kinds of cooperation-contingent rents.21 In
the earl y stages o f industrialization, whe n privat e financia l an d other relate d
institutions were underdeveloped and coordination was not self-enforcing, the
Bast Asian state created opportunities for rents conditional on performance or
outcome (i n mobilization o f savings, commercialization of inventions, expor t
"contests," and so on) and facilitated institutional development by influencing
the strategi c incentive s facin g privat e agent s throug h a n alteratio n o f th e
relative returns to cooperation in comparison with the adversarial equilibrium .

One shoul d not , o f course, underestimate th e administrativ e difficulties o f
such aggregate coordination , an d th e issue s o f micro-management of capital
may b e muc h to o intricat e fo r th e institutiona l capacit y an d informatio n
processing abilities of many a  state in Africa , Lati n America , South Asia , an d
even Eas t Asia (thin k o f the Philippines , for example), 22 On e shoul d als o be
wary, a s the mor e recen t Eas t Asia n experience warns us, abou t th e mora l
hazard problems o f too cosy a  relationship between publi c banks and private
businesses and the political pressures for bail-out that a state-supported financial
system inevitably faces . Nevertheless , I  think institutional economic s wil l b e
richer if we admit the possibility of a more nuanced theory of the state, beyond
the oversimplifications of either the Marxis t theorist's class-driven state or the
public choice theorist's rentier or predatory state. Some of the success stories of
state-led industrialization in the history of the las t century and a half (starting
with the classic case of Meiji Japan) suggest that the impulses that shape major
policies an d actions by the stat e elite can sometimes b e fuele d no t merel y by
motives of self-aggrandizement, but also by some larger organizational goals or
nation-building mission,

Olson has modified the theory o f the rent-maximizing or predatory state by
pointing t o th e smalle r distortionar y effect s o f th e "stationar y bandit " a s
opposed t o th e "rovin g bandit" (i.e. , th e stat e a s organized  crim e ha s mor e
stake i n th e prosperit y o f it s subject s tha n th e stat e a s petty, decentralized

conditions like the targeting of development bank intervention, co-financing arrangements, and/ or coowner-
ship with private financial institutions arc attached to government sponsorship; B. Armendariz de Agbton,
"De¥elopm«nt Banking," DEP no. 64 , London School of Economics, 1995; M. Dewatriponc an d E. Maskin,
"Credit Efficienc y in Centralized and Decentralized Economies," Review of Semantic Studies (October 1995}.

21 M . Aoki, K. Mutdock, and M. Okuno-Fujiwara, "Beyond the Eas t Asian Miracle: Introducing the Marke t
Enhancing View," unpublished paper, Stafford University , 1995.

a A s the example of Japan in recent years shows, when the technologies become more complex and the
exploration of new technological opportunities becomes highly uncertain, the state loses some of its efficacy
if) guiding private-sector coordination, as is pointed out by Aoki et a!,, '''Beyond the East Asian Miracle,"
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theft).23 H e show s tha t a  self-intereste d ruler wit h a n "encompassing " an d
stable interest in the domain over which his coercive power i s exercised will be
led to act in ways that are consistent with the interests of society and of those
subject t o tha t power . Formall y speaking, Olson' s rule r maximize s his own
objective functio n subject to th e reactio n functio n of the rule d an d so in the
process th e rule r internalizes the economi c cost of his impositions in accord-
ance with tha t reactio n function . Th e rule r i s thus a  Stackelberg leader, even
though Olson does not quite characterize him as such. In contrast, one can say
that the weak or the "soft" stat e is a Stackelberg follower; it cannot commit to
a particular policy and merely react s to the independent action s of the private
actors like special-interest groups. Thus, i t is easy to see24 that, compared with
the "strong " stat e ("strength" define d a s ability t o credibl y precommit) , th e
"soft" stat e wil l hav e too muc h o f undesirable intervention s (creatin g distor-
tions in the process of generating rent for the lobbying groups), and by the same
logic, will have too little of the desirable interventions (a s in the case of market
failures o r th e kin d of coordination failure s allude d to above) , since the state
does not tak e into account or internalize the effect s o f its own policies. So the
distinction betwee n a  "strong" state (a s in much of Eas t Asia , a t leas t in th e
recent past) and a "soft" stat e (as in much of Africa o r South Asia) is not in the
extent o f intervention , bu t i n it s quality.Z5 Thi s als o mean s tha t the beneficia l
effects o f a "strong" state go beyond the idea l o f "strong but limite d govern-
ment" of the New Institutional Economics,

An importan t exampl e o f th e stron g state' s abilit y t o precommi t lik e th e
Stackelberg leade r arise s in th e cas e o f the popula r infant-industry argument
for protection. At the time when such protection is initiated, by the very nature of
this argument for temporary protection, it is granted for a short period until the
industrial infant ca n stand up on it s feet. Bu t in most countrie s infant industry
protection inevitabl y faces th e tim e inconsistenc y problem : whe n th e initia l
period o f protection near s its completion, the political pressures for its renewal
become inexorable , and in this way the infant industry soon degenerates into a
geriatric protection lobby. In the recent history of the strong states of East Asia,
however, ther e hav e bee n som e remarkabl e instance s o f a  governmen t
withdrawing protectio n fro m a n industr y afte r th e laps e o f a  preannounced
duration, letting the industry sink or swim in international competition,2*

x> M , Olson, "Dictatorship, Democracy, and Development/* American Political Science  Review (September
1993).

u Fo r a simple bu t illuminatin g demonstratio n o f thi s result , se e D . Rodrik , "Politica l Econom y an d
Development Policy," European Economic Review, 36 (April 1992).

"" Fo r a discussion of the issue of quality of intervention, see P. Bardhan, "Introduction to the Symposiu m
on the State and Economic Development," journal of  Economic Perspectives (Summer 1990).

M Fo r an example o f how th e government in Taiwan imposed an import ban on VCRs in 1982 Co help ou t
two o f tiie raarn domestic electronic companies^ and withdrew it after 1 8 months when they faile d t o shape
up to mee t international  standards , se e R . Wade, Governing the Market: Economic  Theory  an d the  Rale ef the
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5 Th e Developmental Stat e and Ability to
Precommit

The proble m is to figure out th e factor s tha t predispose a  state or a  political
coalition to have an "encompassing interest " i n the economic performanc e of
the country as a whole, or, to put it . differently, t o figure out wha t helps in the
making o f a  stron g state . Ther e ar e man y path-dependen t factor s (deepl y
historical, cultural , geo-political) that determine th e process o f formatio n o f a
strong o r a  wea k state . Bu t ther e ar e som e patterns , decipherabl e fro m a
comparison of East Asia with South Asia, that may be important from the poin t
of view of the political economy of what is called a developmental state .

Many politica l scientist s have commented o n th e remarkabl e insulation o f
the technocrati c elit e in charge of policy-making in the successfu l Eas t Asian
states from the ravages of short-run pork-barrel politics (ignoring, fo r the tim e
being, th e policie s wit h respec t to som e relativel y small sectors lik e the pro -
tected ric e farmers) ; th e rol e playe d b y powerfu l semi-autonomou s techno-
cratic organization s lik e th e Economi c Planning Bureau in South Kore a an d
the Industria l Development Burea u i n Taiwa n hav e bee n cited . O f course ,
authoritarianism i s neithe r necessar y (e.g . man y sector s i n postwa r Japan ,
Austria, or the Scandinavian countries) for such insulation, no r sufficien t (e.g .
many states in Africa and Latin America in recent history). Among the enabling
conditions for this insulation, Evans emphasizes th e Weberian characteristics o f
internal organization of the state, for example the highly selective meritocratic
recruitment and long-term caree r rewards for members of the bureaucracy. 2'
The post-Independenc e India n cas e (wher e thes e Weberia n characteristic s
are presen t t o a  reasonabl e degree ) suggest s tha i equall y importan t ar e th e
mechanisms o f promotion and transfer : on the on e hand , the strong officers '
unions in the Indian administrative services make sure that, once recruited, an
officer is regularly promoted (mor e on the basis of seniority than performance),
and on the other hand, powerful politicians wh o cannot sack you can make life
unpleasant for you by getting you transferred to undesirable jobs and locations.

But insulatio n o f the technocrati c elit e has it s costs in terms o f efficiency .
Apart from th e loss of localized information and accountability tha t this entails
(to whic h w e shal l return later) , bureaucrati c insulation makes i t difficul t t o
attain flexibility in dealing with changes in technical and market conditions (and

Government i n Eatt  Asian  Industrialization  (Princeton : Princeto n University Press , 1990) . Jeff Nugen t ha s
pointed ou t to me that with the recent advent of democracy some of these precominitmeots have become
somewhat weaker , as for example i n th e cas e o f the promise d withdrawa l of protection o f small manu -
facturing enterprises against competition from the chaebols in South Korea.
27 P , Evans, Embedded Autonomy  (Princeton: Princeton University Press, 1995) .
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thus may discourage risk-taking ) and also in correcting wrong decisions. Thi s
flexibility has been achieved in East Asia by the fostering of a dense network of
ties betwee n publi c official s an d privat e entrepreneurs throug h deliberativ e
councils (a s i n Japan o r Sout h Korea ) o r throug h th e tightl y kni t part y
organization (a s in Taiwan) , allowin g operationa l spac e fo r negotiatin g an d
renegotiating goal s an d policie s an d fo r coordinatin g decision s (an d expect-
ations) wit h remarkabl e speed . Suc h government-busines s relation s (wit h
the state retaining its privileged position a s a senior partner in the relation) not
only facilitat e th e sharin g o f informatio n an d risks , bu t als o provid e a
framework fo r compromis e an d rent-sharing within, the busines s elite , Evans
has describe d thi s networke d insulatio n o f th e to p bureaucrac y a s th e
"embedded autonomy" of the state, which he regards as a key to the success of
the East Asian state (at least up to the beginning of the 1990s) ,

But is such "embedded autonomy " o f the state elite feasible in societies that
are more heterogeneous an d unequal than Japan, South Korea, or Taiwan? As
we know fro m Olson , heterogeneity makes collectiv e action problem s more
difficult.28 Th e relevan t collective actio n proble m her e i s that o f formulating
cohesive developmenta l goal s wit h clea r priorities an d avoidin g prisoner's -
dilemma-type deadlocks in the pursui t even of commonly agreed upon goals .
Not merel y d o societa l difference s i n rul e obedienc e an d organizationa l
loyalty29 matte r i n thi s contex t (palpabl e difference s i n thi s respec t betwee n
Northeast an d Sout h Asi a ar e comrnonl y remarke d upon) , bu t also , i t i s
important t o keep in mind the differen t background s of structural conflic t in
civil society. When wealth distribution is relatively egalitarian, as in large parts
of East Asia (particularly through land reforms and the widespread expansion of
education an d basic health services), it is easier to enlis t th e suppor t o f most
social groups (and to isolate the radical wings of the labor movement an d the
petty bourgeoisie ) i n makin g short-ru n sacrifice s an d coordinatin g growth -
promoting policies.30 There i s some cross-countr y evidence 31 tha t inequalit y
and othe r form s of polarization mak e i t more difficul t t o buil d a  consensu s
about polic y change s in response t o crise s an d resul t in instability o f policy
outcomes and insecurity of property and contractual rights.

When societ y i s extremely heterogeneous an d conflict-ridden , as in India ,
and n o individua l group i s powerful enoug h t o hijac k th e stat e by itself , th e
democratic process tends to install an elaborate system of checks and balances

s M , Olson, The Legic of Collective Action: Public Goods and the Theory cf  Groups,  (Cambridge, Mass.: Harvard
University Press, 1965).

"* Fo r a discussion of the mclaple equilibria in their evolutionary process, see C. Clague, "Rule Obedience,
Organizational Loyalty, and Economic Development," Journal 0flmtiMwnaiandThearctical Economics,  1993.

^ B . Campos snd H, L. Root emphasise this point in The Key to thz Bust Asi&nMir&de: Making Shared Growth
Credible (Washington: Brooldags Institution, 1996).

11 Se c P , Keefe r an d S . Knack , "Polarization , Propert y Rights an d th e Lint 1; between Inequalit y an d
Growth," unpublished paper, 1995 ,
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in the public sphere and meticulous rules of equity in sharing the spoil s at least
among the divided elite groups.32 There may be what is called institutionalize d
suspicion in the internal organization o f the state (in the Indian case, enhanced
no doub t b y th e legac y o f th e institutiona l practices o f th e colonia l ruler s
suspicious o f the natives , an d a n even earlie r legacy o f the Mogha l emperors
suspicious o f the potentially unruly subadars and mansabdars) and a carefull y
structured syste m o f multiple vet o powers . Th e tightl y integrate d workin g
relationship o f government with private business which the "embedded auto-
nomy" of Evans involves is very difficul t t o contemplat e i n this context. No t
merely is the cultural distance between the "gentleman [or lady] administrator "
and the private capitalist considerable in India (though i t is declining in recent
years), but , muc h mor e important , i n th e India n contex t o f a  pluralit y o f
contending heterogeneou s group s a  clos e liaiso n an d harmonizin g o f th e
interests o f the state with privat e business woul d rais e a n outcry of foul play
and strong political resentment amon g th e other interest groups (particularl y
among organized labo r and fanners), the electoral repercussions o f which the
Indian politician s can affor d t o ignor e muc h les s than th e typica l East Asian
politician. Whil e cozy relations between th e stat e and private capita l remain
inherently somewha t suspec t i n suc h politica l regimes i n general , however ,
there i s som e interestin g sectora l variability . I n som e sector s i n th e India n
economy a  share d visio n an d som e consensu s buildin g o n encompassin g
development project s have not been absent , and it is very important t o study
the preconditions and modalities of such instances. The comparativ e study in
Evans of the emerging relationships between the state and private industrialists
in Korea , Brazil , an d Indi a i n th e ne w informatio n technolog y secto r (elec -
tronics and telecommunications) is thus quite instructive.3}

The general theory of bureaucracy suggests34 that it is difficult t o devise high-
powered incentiv e contracts fo r civi l servants , primarily because o f wha t i s
called a "common agency " problem (i.e., the civil servant has to be the agent of
multiple principals) or a multi-task problem (i.e. , the civi l servant has to pursue
multiple goals , man y o f whic h ar e har d t o measure) . Unde r low-powere d
incentives fo r civi l servants , thei r "capture " by interes t group s i s considere d
very likely , and thi s is usually taken into accoun t i n structuring bureaucratic
organizations i n the for m o f checks and balances in the allocatio n of contro l
rights and some bit of multiple veto power system s even in less conflict-ridden

Si Fo r an analysis of the developmental gridlock in India a s an intricate collective action problem in an
implicit framework of non-cooperative Nash equilibria, see P. Bardhan, The Political Economy ofDevdopnteut in
India (Oxford: Basil Biaekwetl, 19«4).

h Evans , Embedded Autonomy.
14 Se e J , Q . Wilson . Bureaucracy:  What  Government  Agencies  Do  am i Wh y They  D o f t (Ne w York ; Basi c

Books, 1989) ; J. Tirole , '"Th e Interna l Organizatio n o f Go¥ern0>eot, " Oxj&rd  Economic  Paper s (1994) ; an d
A, Dtsit , 'Hie  Making  o f Mconomic  Policy;  A  Transaction  Cost  Politics  Perspectiv e (Cambndge , Mass, : MI T
Press, 1995) .
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societies tha n India . Bu t thes e institutiona l device s creat e thei r ow n oppor -
tunities fo r a  kin d o f inefficien t corruption , A  multipl e veto powe r system ,
makes th e centralize d collectio n o f bribes in exchange fo r guaranteed favor s
very difficult. One high official in New Delhi is reported to have told a friend: "if
you want me to move a file faster,! am not sure I can help you; but i f you want
me to stop a file f can do it immediately," This ability to "stop a file" at multiple
points (a system often originally installed to keep corrupt officials in check) may
result i n increasin g inefficienc y a s wel l a s increasin g th e rat e o f bribes . I n
general, centralize d corruption (a s in South Korea or Taiwan) has less adverse
consequences fo r efficiency tha n decentralized bribe-taking, since in the former
case the bribee will internalize some o f the distortionary effect s o f corruption,
Shleifer and Vishny have used a  similar argument in explaining the increase in
inefficient corruptio n i n post-communis t Russi a compare d wit h th e earlie r
regime of centralized bribe collection by the Communist Party, "

An important aspect of the quality of state intervention in East Asia has to do
with th e use , by and large, of clear, well-defined, pre-announced rules of per-
formance criteria . I n Sout h Korea , fo r example , th e heav y involvemen t o f
the stat e i n directin g investmen t throug h credi t allocatio n ha s been largel y
successful (a t leas t unti l ver y recently) because o f its stric t adherenc e t o th e
criterion o f expor t performance . Throug h thi s precommitmen t device , th e
strong Korea n stat e ha s use d th e vita l disciplinin g functio n o f foreig n
competition to encourag e quic k learning an d cos t an d quality consciousnes s
among domestic enterprises, somethin g that is conspicuously absen t i n many
other interventionist regimes .

While i t i s eas y t o se e tha t transparen t an d pre-announce d rule s rathe r
than, discretion an d credibl e commitment device s can be ver y important fo r
efficiency an d long-term investment , particularly in states prone to "capture, "
one should also keep in mind, as Laffont and Tirole mention, that commitment
may allo w the government i n one period to bind governments in subsequen t
periods t o a  rent-generating contract with a  firm with which the politicians in
the forme r governmen t hav e colluded , bu t whic h i s no t beneficia l fo r th e
country as a whole,36 In a multi-period model, if state actors who behave like a
Stackelberg leader with a presumed encompassin g interest have some chanc e
of being thrown ou t o f office (i n future election s or otherwise) , commitmen t
may act as a rent-perpetuating device, While Laffon t and Tirole correctly point
out tha t the concern o f the incumbent government for re-election wil l reduce
the probabilit y o f collusion , election s afte r al l ar e highl y imperfec t a s dis -
ciplining devices.

•" A . Shleifer and R . Vishny, "Corruption," Quarterly journal ofEeonamics, 108(3 } (August 1993) .
** j , j - Laffon t an d J . Tirole , A  Theory  if f Incentives  i n Procurement  and  Regulation  {Cambridge, Mass. : MI T

Press, 1994) , I n India this kind of argument was cited in the recen t political controversy around the Enron
power project in Maharashtra.
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Thus, th e "strength " of a state in the sens e o f the abilit y to commi t itsel f
credibly t o developmenta l goals i s clearly not sufficient . I t may no t eve n b e
necessary: the remarkable economic succes s of Italy over three decades (until
very recently) , wit h a  notoriousl y wea k an d corrup t governmen t heavil y
involved i n th e economy , i s a n obviou s counterexample . Nevertheless , th e
correlation betwee n growt h performanc e and stat e "strength " (i n the sens e
defined above) is probably quite robust. It is, of course, possible that economies
in thei r mos t successfu l phases hav e les s politica l conflic t (mos t group s ar e
doing wel l withou t politica l exertion , an d fe w group s ar e bribed ) an d tha t
governments therefor e have an appearance of "strength"; their commitment s
are no t challenge d o r reverse d b y politica l action . Thi s ma y giv e ris e t o a
selection bias . Thi s i s an important issue, which need s t o b e examine d wit h
detailed historica l data . Th e determine d wa y in which th e Korea n state ha s
handled various macroeconomic crises , say , in the 1970 s (the two oi l shocks ,
massive foreign debt, inflation, etc.), suggests to me that its "strength" was not
just a reflection of the success of the economy ,

In most situations the stat e is neither a Stackelberg leader nor a  Stackelberg
follower, Usuall y neither the stat e actors nor th e private interest groups have
the power t o unilaterally define th e parameter s of their action . Both may be
strategic actors with some power to influenc e th e terms, and the outcome o f
the bargainin g gam e wil l depen d o n thei r varyin g bargaining strength s i n
different situations . Unde r these circumstances , i t i s important t o strengthe n
the accountability mechanisms on both sides , as Przeworski emphasizes.37 On
the one hand, credible commitment device s and rules (including constitutional
safeguards) ma y b e necessar y t o insulat e som e o f th e economi c decision -
making processes from the marauding lobbies of special-interest groups; on the
other hand, institutional arrangements, such, as an independent office o f public
accounting an d auditing , an. election commissio n with power s t o limi t (and
enforce rules on) campaign, contributions and to conduct fair elections, citizens'
watchdog committees providing information and monitoring services, an. office
of local ombudsma n wit h some contro l ove r th e loca l bureaucracy, etc., ca n
help i n limitin g th e abus e o f executiv e powe r an d providin g a  syste m o f
punishments fo r undesirable governmen t intervention s i n the econom y an d
reward for desirable interventions. In a country like India , where mos t o f the
economy i s still in the informal sector and is dispersed in far-flung villages, such
accountability mechanism s hav e t o b e reinforce d by informa l institution s a t
the local community level, an issue to which we shall return in the last section
of the paper.

'' A , Przeworski, "Reformin g the State : Politica l Accountabilit y an d Economi c Intervention, " unpub -
lished paper, New York University, 1995.
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6 Difficultie s of Collective Actio n Block
Spontaneous Emergence o f Good Institutions

The histor y o f evolution of institutional arrangements and of the structur e of
property right s ofte n reflect s th e changin g relativ e bargainin g powe r o f
different socia l groups . North , unlik e som e othe r transactio n cos t theorists ,
comes close to this viewpoint traditionally associated with Marxist historians,38

He point s t o th e contrastin g an d path-dependen t processe s o f chang e i n
bargaining powe r o f th e rule r versu s th e rule d i n differen t countries ,
particularly in the contex t o f the fiscal crisis of the state . Despite some o f the
similarities betwee n Englan d an d Spai n a t th e beginnin g o f th e sixteent h
century, Nort h trace s th e divergin g subsequent : evolutio n o f economi c
institutions, and consequently of economic growth, in the two countries to the
diverging developmen t o f thei r rulers ' powe r vis-a-vi s thei r constituent s
(represented by the English Parliament and the Castilian Cortes, respectively) ,
He also finds a reflection o f this difference i n the institutional evolution of the
English North American colonies compared with that of the Spanish colonies in
South America, with similar economic consequences .

The relative bargaining power o f different socia l groups alters with changes
in material conditions and in ideology or cultural belief systems (which adapt
only slowly to changes in material conditions). The major historical change in
material conditions that is usually emphasized is in relative prices, which vary
with population growt h o r decline an d with improvement s i n production o r
military technology. This acts as a main motive force fo r institutional change s
in history, primarily by inducin g the developmen t o f property right s t o th e
benefit of the owners of the more expensive factor of production. For example,
demographic change s alterin g the relativ e price o f labo r to lan d le d t o th e
incentive to redefine property right s on land and to a rearrangement o f labor
relations. North , and Hayam i an d Ruttan , give severa l examples from Euro-
pean and recent Asian history respectively.39 But from Brenner's analysis of the
contrasting experience s o f differen t part s o f Europ e o n th e transitio n fro m
feudalism (thos e betwee n wester n an d easter n Europ e an d thos e betwee n
the Englis h an d th e Frenc h case s even  withi n wester n Europe) , w e kno w
that change s i n demography , marke t conditions , an d relativ e price s ar e no t
sufficient to explain the contrasts.40 Changes in relative prices may at most alter
the cost s and benefits of collective action fo r differen t socia l groups (creatin g

18 North
^ Ibid, , an< t Y . Hayami sn d V . Ruttan , Agricultural  Development*  A n lniem&twn&$  Perspective  (Baltimore :

Johns Hopkins University Press, I98f ),
45 R , Brenner, "Agraria n Clas s Structure an d Economic Development in Pre-industrial Europe, " Past  and

Present (February 1976).
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new opportunitie s fo r political entrepreneurs), but the y cannot predetermine
the balance of class forces or the outcome of social conflicts, Brenner shows that
much depends, for example, on the cohesiveness of the landlords and peasants
as contendin g groups an d o n thei r abilit y t o resis t encroachment s o n eac h
other's rights and to form coalition s with other groups in society. Hayami and
Ruttan. refe r t o th e cas e o f mid-nineteenth-centur y Thailand , wher e th e
expansion o f international trad e triggere d a  rise in rice prices which led t o a
major transformatio n of property rights ; traditiona l rights in human property
(corvee and slavery) were replaced by more precise private property rights in
land.41 Bu t on e shoul d no t forge t tha t th e expansio n o f grai n trad e i n th e
sixteenth an d seventeenth-centur y Polan d (th e ris e i n grai n price s fuele d
particularly b y expansion of Dutch demand) wa s quit e compatibl e wit h th e
relapse int o serfdom, There ar e other example s of institutional stagnation o r
retrogression following an expansion of trade in more recent colonial history.

The "old" institutional economists (includin g Marxists) often use d to point
out ho w a  give n institutiona l arrangemen t servin g th e interest s o f som e
powerful grou p or clas s acts as a long-lasting block to economic progress. I n
contrast, th e propert y right s school a s well a s the transactio n cos t theorist s
often underestimat e th e tenacit y o f veste d interest s an d th e consequen t
persistence o f dysfunctiona l institutions . Ther e ar e tw o kind s of collectiv e
action problem involved here: one is the well-known free-rider problem abou t
sharing the costs o f bringing about change ; the other i s a bargaining problem
where dispute s about sharing the potential benefit s from th e change may lead
to a breakdown of the necessary coordination.

The cost s o f collective action on th e par t o f potential gainers o f a socially
beneficial institutional change may be too high. This is particularly the case, as
we know from Olson , when the losses of the potential losers are concentrated
and. transparent , whil e th e gain s o f th e potentia l gainer s ar e diffuse 42 (o r
uncertain fo r a given individual , eve n though not for the group, as suggested
by Fernandez and Rodrik 43), I t is, of course, difficul t fo r th e potentia l gainer s
to credibly commit to compensate the losers ex post.

One ca n als o formaliz e th e obstructio n b y veste d interest s i n term s o f a
simple bargainin g model , wher e th e institutiona l innovation ma y shif t th e
bargaining frontier outwar d (thereb y creatin g th e potentia l fo r al l parties t o
gain), but in the process the disagreement payoff of the weaker party may also
go up (often owing to better options of "exit" and "voice"), and it is possible for
the erstwhile stronger party to end up losing in the new bargaining equilibrium.

41 Hayam i and Rattan, Agricultural Development.
^ Olson , The L&gic of Collective  Action- A * MiJcbiavelB reminds us ffl Tfe Prince, "the reforme r has enemies

in al l those who profi t by the old order, and only lukewarrr s defenders in all ibisse who would profi t b y th e
new,"

41 R . Fernande z and D , Rodrik , "Resistanc e t o Reform : Statu s Quo Bia s in the Presenc e o f Individual -
Specific Uncertainty," American Economic Review (December 1991}.
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(How likel y thi s i s will , o f course , depen d o n th e natur e o f shif t i n th e
bargaining frontier and th e exten t of change in the disagreemen t payoffs) . As
Robinson has emphasized, it may not be rational, for example, for a dictator to
cany out institutional change s that safeguard property rights, law enforcement,
and other economically beneficial, structures, even though they may fatten the.
cow that the dictator has the power to milk, if in the process his rent extraction
machinery ha s a  chance o f being damaged o r weakened, 44 H e ma y no t ris k
upsetting th e curren t arrangemen t for the uncertai n prospec t o f a share i n a
larger pie. This may be the situation even for long-lasting dictators. History is
fall of cases that may otherwise I t Olson' s descriptio n o f "stationary bandits"
(in th e recen t past , Mobutu i n Zaire , th e Duvalier s i n Haiti , Trujillo i n th e
Dominican Republic , Somoza in Nicaragua, and so on), of dictators who have
systematically plundered and wrecked their economies for excruciatingly long
periods; largel y because o f the insecurit y of their tenure an d the uncertaint y
surrounding their succession , the y never acquire d wha t Olson woul d call an.
"encompassing" interest in the economy.

In general , give n th e enormit y o f th e collectiv e actio n proble m an d th e
differential capacit y o f differen t group s i n mobilizatio n an d coordination ,
institutional arrangement s are more often the outcome of strategic distributive
conflicts, in  which groups wit h disproportionat e resource s and  power try  to
constrain, th e action s o f others , tha n the y ar e th e outcom e o f a  society' s
decentralized attemp t t o realig n propert y right s an d contract s in the ligh t of
new collectiv e benefit-cost possibilities , as is the presumption i n much of the
New Institutional Economics.4'

7 Socia l Fragmentation, Inequality, and
Institutional Failure

The classic example of inefficient institutions persisting as the lopsided outcome
of distributiv e struggle s relate s t o th e historica l evolutio n o f lan d right s in
developing countries . I n most of these countries , the empirica l evidence sug-
gests tha t economies o f scal e i n farm , productio n ar e insignifican t (except in
some plantation crops) and that the small family far m is often the most efficien t
unit of production. Yet the violent and tortuous history of land reform in many

44 j , A. Robinson, "Theories of'Bad Policy'," unpublished paper, 1995.
45 Fo r an earlier exposition of this point of view, see P . Banjhan , "Th e Ne w Institutiona l Economics and

Development Theory: a  Brief Critical Assessment," World Development  (Septembe r 1989) : and Jack Knight ,
Institutions and Social Conflict  (Ne w York Cambridge University Press, 1992).
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countries suggest s cha t ther e ar e numerou s roa d block s t o creatin g a  mor e
efficient reallocation of land rights, erected by vested interests over generations ,
Why don' t th e large landlords voluntarily lease out or sel l their lan d to smal l
family farmer s an d gra b muc h o f th e surplu s arisin g fro m thi s efficien t
reallocation? Clearly there has been some leasing out o f land, but problems of
monitoring, insecurit y of tenure, an d the landlord' s fea r tha t th e tenan t wil l
acquire occupanc y rights o n th e lan d have limite d efficienc y gain s an d th e
extent of tenancy. The land sales market has been particularly thin (and in many
poor countries the sales go the opposite way , from distressed smal l farmers to
landlords an d money-lenders) . Wit h lo w househol d saving s an d severel y
imperfect credi t markets, the potentiall y mor e efficien t smal l farme r is often
unable t o affor d th e goin g marke t price o f land, Binswanger, Deininge r an d
Feder explain it in terms of land as a preferred collateral (an d also carrying all
kinds of tax advantages and speculation opportunities fo r th e wealthy) , often
having a price above the capitalized value of the agricultural income stream for
even the more productive small farmer, rendering mortgaged sale s uncommo n
(since mortgaged lan d cannot be used as collateral to raise working capital for
the buyer). 4* Under thes e circumstances , an d i f the publi c inances ar e suc h
that landlord s canno t b e full y compensated , lan d redistributio n wil l no t b e
voluntary.47 Landlord s resis t lan d reform s als o becaus e th e levelin g effect s
reduce their political power and their ability to control and dominate even non-
land transactions .

India has a long history of exactions from the tiller of the soil by the state and
a whol e arra y o f revenue-collecting intermediaries , t o thi s centur y lan d ha s
gradually passed from absentee landlords to medium-sized cultivator-owner s
(more slowl y in eastern Indi a tha n elsewhere), bu t th e distributio n o f opera-
tional holdings as well as ownership remai n quite concentrated, in spite of the
built-in egalitarian force s generated by inheritance practices of subdividing the
family land . The overwhelmin g majorit y o f the peasant s ar e landles s or ar e
marginal farmers and insecure tenants . The labor cos t advantage of the smal l
farmer in productivity is outweighed b y the severe constraint s on his access to
credit, marketing , technologica l information , and abov e al l to a  controlle d
supply of water, a crucial factor in a country where large parts are either semi-
arid or floodprone. The dismal failure of the colonial and (to a smaller extent) of
the post-colonial stat e in most parts of the country has largely been in the area

* H . P  Binswanger , K , Deiniagcr , an d Gersho n Feder , "Power , Distortions , Revol t an d Refor m i n
Agricultural Land Relations," inj. R. Bebrman and T. N. Sriiiivasan (eds.), Handbook afDevelopment  Economies
III (Amsterdam-.  Elsevier, 1995),

** Mookherje e shows, in a complete contracting model with the presence of incentive-based informational
rents and endogenous credit rationing arising from wealth, constraints, that there are additional arguments
why a  voluntary transfer of land ownership will not tak e place in the marke t even when it is socially more
efficient: D , Mookherjee , "Informationa l Rent s and Propert y Right s in Land, " unpublishe d paper , Bosto n
University, 1994.
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of providing publi c goods like irrigation an d drainage , education an d health,
and infrastructura l facilitie s like roads , power , an d extension services , an d in
grappling wit h credi t marke t imperfections . Added t o thi s ar e th e advers e
consequences o f the post-colonial state's price, trade, and regulatory policies for
the farmers,

But along with this set of government failures in Indian rural development,
one mus t recogniz e institutiona l failur e a t th e loca l level . Thi s failure , ofte n
ignored i n th e ideologica l state-versus-marke t debates , i s tha t o f loca l self -
governing institutions and the resulting lack of accountability and legitimacy at
the local level. Even when the state in the last four decades has spent vast sums
of money on irrigation, education, health, and subsidized credit , the program s
are usually administered by a distant, uncoordinated, and occasionally corrupt
bureaucracy, insensitive to the needs o f the local people; an d often, ver y little
reaches th e intende d beneficiarie s of the programs . On e reaso n wh y publi c
investment in irrigation ha s been mor e effectiv e i n Korea than i n India is, as
Wade ha s indicated , tha t th e loca l communit y organization s i n th e forme r
country have been by and large more vigorous i n working with (and putting
pressure on) the irrigation bureaucracy.48 This lack of community coordination
in India is acute not just in water allocation from public canals and maintenance
of field channels, but also in unregulated private ground-water pumping, leading
often to salinity and the depletion of fragile aquifers.

As i n wate r management , s o i n othe r loca l publi c projects , suc h a s en -
vironmental protection, prevention of soil erosion, regulated use of forests and
grazing land , an d publi c healt h an d sanitation , loca l community-leve l insti-
tutions tha t ca n pla y a  vita l rol e i n providin g a n informa l framewor k o f
coordination i n design a s well as implementation ar e largely missing i n most
parts o f India . There i s als o enoug h evidenc e tha t th e seriou s proble m o f
absenteeism o f teachers in village public schools and of doctors in rural public
clinics would b e significantl y les s if they were made accountabl e to th e loca l
community rathe r tha n t o a  centralize d bureaucracy . Subsidize d credi t i s
administered throug h governmen t an d semi-government agencies who do not
have enough local information about the borrower an d so insist on collateral ,
which disqualifies many of the potentially productive poor; these agencies do
not hav e acces s t o th e system s o f peer monitorin g an d socia l sanctions tha t
local community institutions can provide.

This local institutional failure is another example of the severity of collective
action problems i n India , 1  believe that extreme social fragmentatio n i n India
(brought t o boi l by th e exigencie s of pluralist politics ) makes cooperation i n
community institution-buildin g muc h mor e difficul t tha n i n sociall y homo -
geneous Korea , Taiwan, and Japan. There i s also some scattered evidence that

*8 R , Wa4e. "Stat e Effectivenes s a s a  Functio n o f State Organizatio n an d Socia l Capital, " unpublishe d
paper, Sussex University, 1994.
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community-level institution s work bette r i n enforcin g common agreement s
and cooperative norms when the underlying property regime is not too skewed
and th e benefits generated ar e more equitabl y shared, Putnam's stud y o f the
regional variations in Italy4' also suggests that "horizontal" social networks (i.e .
those involvin g peopl e o f simila r statu s an d power ) ar e mor e effectiv e i n
generating trust and norms of reciprocity than "vertical " ones . On e beneficia l
byproduct of land reform, underemphasized in the usual economic analysis, is
that such reform, by changing the local political structure in the village , gives
more "voice " t o th e poo r an d induce s the m t o ge t involve d i n loca l self -
governing institutions an d management of local public goods. IE Indian social
and politica l histor y whe n i n situation s o f extrem e inequalit y loca l organ -
izations hav e been capture d b y th e powerfu l an d th e wealthy , instance s o f
subordinate groups appealing to supra-local authorities for protection and relief
have not been uncommon: the intervention by the long arm of the state even in
remote corner s o f rural Indi a have been i n such case s by invitation and no t
always by arbitrary imposition,

In the economics literature the complex relationship between inequalit y of
endowments an d successful collectiv e action is still an underresearched are a (I
am currentl y involved i n a  researc h projec t explorin g th e theoretica l an d
empirical issue s i n th e contex t o f cooperatio n i n th e managemen t o f loca l
commons). On the one hand there is the well-known suggestion of Olson50 that
in a  heterogeneous grou p a  dominant membe r enjoyin g a large par t o f th e
benefits of a collective good is likely to see to its provision even if he has to pay
all of the cos t himself (math the small players free-riding on the contribution o f
the large player); on the other hand, there are cases where the net benefits of
coordination o f eac h individua l ma y b e structure d i n suc h a  wa y tha t i n
situations of marked inequality some individuals (particularly those with better
exit options ) ma y no t participat e an d th e resultin g outcom e ma y b e mor e
inefficient tha n in the case with greater equality ; besides, th e transactio n and
enforcement cost s fo r som e cooperativ e arrangement s ma y g o u p wit h
inequality.

In general , ther e nee d no t alway s b e a  tradeof f betwee n equalit y an d
efficiency, a s is now recognize d i n the literature on imperfect information an d
transaction costs; the terms and conditions of contracts in various transactions
that directly affect the efficiency of resource allocation crucially depend on wh o
owns wha t an d wh o i s empowere d t o mak e whic h decisions . Institutiona l
structures and opportunities for cooperative problem-solving are often forgon e
by societies that are sharply divided along economic lines. Barriers faced by the
poor i n th e capita l markets (throug h a  lack of collateralizable assets , which
borrowers nee d t o improv e the credibilit y o f their commitment ) an d in th e

** Putnam , Making Democracy  Work,
^ Olsfm , The Logic of Collective Action,
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land marke t (where th e lande d oligarchy hogs th e endowment s o f land and
water) sharpl y reduc e a  society' s potentia l fo r productive investment , inno -
vation, an d huma n resourc e development - Under the circumstances , i f th e
state, eve n i f motivated b y consideration s o f improving it s politica l suppor t
base, carrie s out redistributiv e reform , som e of  thi s reform may  go  towar d
increasing productivity , enhancin g credibilit y o f commitments , an d creatin g
socially more efficien t property rights. Even the accountability mechanisms for
checking the state abuse of power a t the local level work better when the poor
have a  greater stak e in the asse t base of the loca l economy. B y dismissing il l
state-mandated redistribution as mere unproductive rent-creation, some of the
New Institutional economists foreclose a whole range of possibilities,

When talkin g about th e institutiona l impediments i n the India n economy,
particularly in the context o f attempts at economic refor m in recent years, the
discussion usually veers around the impediments posed by various government
failures: i n over-regulatin g th e privat e economy ; i n denyin g autonom y an d
sheltering the inefficiency o f operations in the vast public sector; in jeopardizing
the viabilit y o f th e public  financial institutions throug h a  system o f massive
credit subsidie s tha t hav e built-i n disincentive s t o inves t wisel y o r t o repa y
promptly; in labor laws that make deployment and readjustment in organized
sector employmen t i n response t o changing marke t and technical condition s
extremely difficult ; an d generall y i n no t bein g abl e t o provid e a  tigh t lega l
framework for contract enforcement without which a market economy canno t
function properly . All this is very important an d i s rightly emphasized in th e
literature, but i n this paper I have focused on some other institutional failures
that are important, some of them even outside the as yet small formal sector of
the economy.

I starte d wit h th e historica l rol e o f "collectivist " mechanism s o f easter n
mercantile economies (as opposed to the more formal western institutions) and
with the critical coordination role the state can play in the leap from mercantile
to industria l economy . The problem i s to figure out th e factor s that can pre-
dispose a state to have an encompassing interest in the economic performance
of its country and th e condition s unde r which th e stat e frequentl y fails . Th e
institutional arrangement s o f a  societ y ar e ofte n th e outcom e o f strategi c
distributive conflict s betwee n differen t socia l groups , an d inequalit y in th e
distribution of power and resources can sometimes block the rearrangement of
these institution s i n ways tha t are conduciv e t o overal l development . I  have
drawn particular attention t o the inevitabl e collective action problems in this
rearrangement, bot h a t the leve l of the (whic h underlie the difficult y o f
breaking out of the policy deadlock, of which inefficient interventionism is only
a symptom) and at the local level (which make provision and management of
crucial local public goods highly inefficient).
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