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From market to society
� Market exchange driven by Invisible Hand to maximise 

welfare. 
� Market harmony a matter of belief.   

� Competitive equilibrium = Pareto optimality 
� Defines optimality as simply maximising output. 

� No such faith in democracy, community, society
� Assuming the core belief of self-interest. 
� Sustained effort to prove that social exchange is 

logically incoherent
� �invisible backhand� aka �invisible foot��
� Despite a good deal contrary evidence. 

� Harmony doctrine for market, conflict doctrine for 
society.
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Problem of Democracy: Aggregation of Preferences

Majority voting: 
a > b > c > a

Condorcet�s paradox

Preference Mum Dad Jill
1 a b c
2 b c a
3 c a b

axiom of transitivity= if a>b>c, then a>c
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Arrow�s Impossibility Theorem.
� Requirements for satisfactory social ordering:

� Collective rationality: transitivity and 
completeness.

� Universal domain: all possible orderings should 
be accommodated.

� Pareto inclusiveness: If each prefer x > y, then 
all must prefer x > y 

� Independence of irrelevant alternatives. Only 
individual rankings count.

� Non-dictatorship. Same implications. No single 
preference ordering has priority.

� impossible to satisfy!!!!!
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What�s ging on here?
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What�s going on here?
Philip James de Philip James de LoutherbourgLoutherbourg, , ��CoalbrookdaleCoalbrookdale by Nightby Night�� (1801)(1801)
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We We rarely hearrarely hear, it has been said, of the combinations of masters, though , it has been said, of the combinations of masters, though 
frequentlyfrequently of those of workmen. of those of workmen. �� Masters are always and every where Masters are always and every where 
in a sort of tacit, but constant and uniform combination, in a sort of tacit, but constant and uniform combination, not to raise the not to raise the 
wages of labour above their actual ratewages of labour above their actual rate..

Masters too sometimes enter into particular combinations to sinkMasters too sometimes enter into particular combinations to sink the the 
wages of labour even below this rate. wages of labour even below this rate. These are always conducted with These are always conducted with 
the utmost silence and secrecy,the utmost silence and secrecy, till the moment of executiontill the moment of execution��

Such combinations, however, are frequently resisted by a contrarSuch combinations, however, are frequently resisted by a contrary y 
defensive combination of the workmendefensive combination of the workmen�� But whether their But whether their 
combinations be offensive or defensive, combinations be offensive or defensive, they are always abundantly they are always abundantly 
heard ofheard of. In order to bring the point to a speedy decision, . In order to bring the point to a speedy decision, they have they have 
always recourse to the loudest clamour, and sometimes to the mosalways recourse to the loudest clamour, and sometimes to the most t 
shocking violence and outrage. shocking violence and outrage. 

Adam Smith, Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations An Inquiry into the Nature and Causes of the Wealth of Nations 
(1776), Book 1, (1776), Book 1, chch. 8.. 8.
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Contd.Contd.

The masters upon these occasions are just as clamorous upon the The masters upon these occasions are just as clamorous upon the other other 
side, and never cease to call aloud for the assistance of the ciside, and never cease to call aloud for the assistance of the civil vil 
magistrate, and magistrate, and the rigorous execution of those laws which have been the rigorous execution of those laws which have been 
enacted with so much severity against the combinations of servanenacted with so much severity against the combinations of servants, ts, 
labourers, and journeymen.labourers, and journeymen. The workmen, accordingly, very seldom The workmen, accordingly, very seldom 
derive any advantage from the violence of those tumultuous derive any advantage from the violence of those tumultuous 
combinationscombinations ��..

But though in disputes with their workmen, masters must generallBut though in disputes with their workmen, masters must generally y 
have the advantage, have the advantage, there is however a certain rate below which it there is however a certain rate below which it 
seems impossible to reduce, for any considerable time, the ordinseems impossible to reduce, for any considerable time, the ordinary ary 
wages even of the lowest species of labour.wages even of the lowest species of labour.
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Industrial Relations, c. 1776
� Bargaining over economic surplus (rent).

� Range between the two sides� reservation prices. (threat points) What 
are they?

� Strategies: Silence vs. clamour
� State enforces property rights. Monopoly of coercion. Worth �capturing�.
� Property rights constitute �rules of the game�. 
� Why are workers bound to lose? 

� Initial endowment explains �bargaining� strategies. Outcome determined by 
time horizons (discount rates) [A. Rubinstein]

� If workers are bound to lose, why do they strike in the first place? Self-
defeating behaviour? Does that square with rationality?

� situation clarified by game theory: 
� a game: situation where the actions of one person affects the welfare of the 

other. 
� �Provides a language with which to parse the social world.�
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Non-Co-operative Games: Prisoner�s Dilemma

give way fight

give
way

fight

3,3 1,4

4,1 2,2

players, strategies, payoff matrix, Nash equilibrium, 
co-ordination

Best strategy Best strategy 
independentindependent

of other of other 
playerplayer
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Non-Co-operative Games: Chicken

cooperate defect

co-
operate

defect

3,3 2,4

4,2 1,1

Payoffs: losing better than
fighting

(hawk)(hawk)

(dove)(dove)

(hawk)(hawk)(dove)(dove)

Best Best 
strategy strategy 
dependentdependent
on other on other 
playerplayer

Multiple Multiple equilibriaequilibria
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The logic of collective action.

� Marx assumed that self-seeking individuals would 
pursue their interests �as a class�.

� Rational self-seeking individuals can fail to achieve 
their common interests.

� Example: the Nine-hour day.
�For however beneficial the observance of the regulation might be

to the class collectively, the immediate interest of every 
individual would lie in violating it: and the more numerous 
those who adhered to the rule, the more would individuals gain 
by departing from it. If nearly all restricted themselves to nine 
hours, those who chose to work for ten would gain all the 
advantages of the restriction, together with the profit of 
infringing it.� [J.S.Mill, 1848]
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Co-operation encourages defection

� The more co-operation is achieved, the greater the payoff 
for defection.

� Effect is to undermine collective action.
� Co-ordination by means of external coercion
� Law as an instrument of collective action.

�� classes of persons may need the assistance of law, to 
give effect to their deliberate collective opinion of their 
own interest, by affording to every individual a guarantee 
that his competitors will pursue the same course, without 
which he cannot safely adopt it himself.� [Mill] 

� Nine-hour day: capture of state by workers
� State as a social asset. 
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Applications: Public goods. 
� e.g. public parks, clean air, national defence, 

free speech, the truth [commons]
� Non-exclusion. No one can be excluded.
� Non-rivalry. One person's use does not exclude 

another.
�� `What is in the common interest to have, is in `What is in the common interest to have, is in 

nobody's interest to provide'nobody's interest to provide'
� Free Riding. Agents who benefit without 

contributing. 
� Consequence: underprovision.
� Coercive role for the state. 
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Tragedy

� Of the library
� Of the commons:

� 100 families
� 1000 goats optimum
� 10 goats per family?

� Of the Whales
� Of the Fisheries

��undeserved calamityundeserved calamity��
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tragedy of the notice board
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tragedy of the notice board
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tragedy of the football terrace
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tragedy of the football terrace
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tragedy of the football terrace
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How to motivate Collective 
Action?

� Mancur Olson, Logic of Collective Action (1965)
� Small groups easier to co-ordinate than large ones.

� Co-ordinating to obtain $1 billion.
� Easier for five people than for 500,000

� Strategies for collective action.
� Keep group small.
� Provide selective incentives. Only to participants. 

� But: paradox of voting. Why do people vote when there 
is virtually no chance that their particular vote will affect 
the outcome?
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Why do growth rates differ? Olson (1982)
� Growth maximized by free competition
� Small groups organize more easily than large ones.
� Form �distributional coalitions� that exploit majority.
� Take time to organize.
� So the longer a society exists, the slower the growth.
� Supposed to explain:

� More rapid growth of newer states in USA.
� Post-war resurgence of Germany and Japan (clean slate 

theory); Anglo-American `sclerosis�. Why Britain 
failed�.

� Anything wrong with these arguments?....
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Solutions for the
�tragedy of the commons�

� Privatisation: dividing/enclosing the commons. 
Costs/benefits �internalized�; borne exclusively by 
the actor. Facilitates �invisible hand�. 

� Coercion. Hobbes? surrender decisions to the 
State, the boss, the Godfather.

� Encompassing coalitions. Build up support.
� Repetition. Social norms. Trust and reciprocity. 
� �Social Preferences� � intrinsic/internalized 

norms. 
� Common-property resource management regimes 

[Ostrom]: Port Meadow.
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Repetition: time and trust
� One-shot prisoner�s dilemma: Nash equilibrium is always 

defect.
� Co-operation risky; a leap in the dark. Repeated prisoners�

dilemmas. 
� If game finite, defect. Backwards induction. 
� if indeterminate, co-operate? Trust requires time to establish

� Repeated prisoner�s dilemma: Folk theorem -- No unique Nash 
equilibrium. Any strategy can be a Nash equilibrium, given 
other side�s strategy. Multiple equilibria [intractable dilemmas]

� BUT,  In experiments, more than 50% co-operate in one-shot 
games, decreasing  with time.  [Orbell & Dawes]



25

Gruesome world of rational choice:

Tragedy: �an undeserved calamity�
but calamity �undeserved�?

�The average person is about 95 percent selfish in the 
narrow sense of the term� [Gordon Tullock]

� What is the normative effect of such assumptions? 
� By assuming opportunism make it more likely?
� Is self-interest really so efficient?
� Is selfishness so pervasive? Is the �selfishness axiom�

true?
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From reason to experiment: (a) 
Axelrod computer tournaments

� First round, 14 participants. Finite games.
� Winner Tit-for-Tat: first co-operate, then reciprocate. 

Highest score.
� TfT never wins, but avoids sucker�s payoff.
� �Nice� strategies: never defect first
� �Nasty� strategies: will defect first. 
� Co-operation a viable evolutionary strategy: confers 

survivability.
� behaviour converges on co-operation.
� Tit-for-tat: conditional co-operation and altruistic 

punishment� strong reciprocity.
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From reason to experiment (b) 

� Ultimatum game: Take �100. Share with a stranger. Make 
her an offer. If she accepts, you keep the rest. If she 
refuses, you lose the �100.

� How much should you offer? Why?
� Fairness or prudence?

� Dictator game: Take �100. Share with stranger. Full stop. 
How much should you give?

� Punishment. Take �100. Use to punish mean �dictator�
How much would you sacrifice to punish unfairness?

� The �selfishness axiom� is violated in every society.
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Ultimatum offers: wired-in or cultural?

((Henrich et al, 2004)


















