The Moral Conditions of Economic Efficiency

In the late eighteenth century, Adam Smith significantly shaped the modern
world by claiming that when people individually pursue their own interests,
they are together led toward achieving the common good. But can a population
of selfish people achieve the economic common good in the absence of moral
constraints on their behavior? If not, then what are the moral conditions of mar-
ket interaction that lead to economically efficient outcomes of trade? Answers
to these questions profoundly affect basic concepts and principles of economic
theory, legal theory, moral philosophy, political theory, and even judicial deci-
sions at the appellate level.

Walter J. Schultz illustrates the deficiencies of theories that purport to show
that markets alone can provide the basis for efficiency. He argues that markets
are not moral-free zones and that achieving the economic common good does
indeed require morality. He demonstrates that efficient outcomes of market in-
teraction cannot be achieved without moral normative constraints and then goes
on to specify a set of normative conditions that make these positive outcomes
possible.

The Moral Conditions of Economic Efficiency does not depend on a partic-
ular ethical theory or on the overcited shortcomings of private property
economies. Rather, it focuses on the process of market interaction itself to prove
that selfishness alone cannot provide for the economic good.

Walter J. Schultz is a Professor of Philosophy at Cedarville University in Cedar-
ville, Ohio.
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Preface and Acknowledgments

I hope that this book contributes to a better understanding of the interconnec-
tion between morality and economic behavior. It is intended for those whose
interests lie in legal theory, economic theory, moral philosophy, and political
theory and for those who are concerned with ascertaining a moral basis for
pluralistic, private property democracies. I also hope that the theoretical results
of this work will prove useful to policy analysts, judges, legislators, and those
involved in developing constitutions for emerging democracies.

Several perplexities, hunches, and heuristically fruitful concepts served to
focus my interest in the moral conditions of economic efficiency. I first became
interested in this issue while reading Adam Smith’s Wealth of Nations and The-
ory of Moral Sentiments. It seemed to me then that there was a closer connec-
tion between morality and market behavior in Smith’s writings than was made
explicit. I am sympathetic to and inspired by what I believe is the intent of Jules
Coleman’s Risks and Wrongs and of David Gauthier’s Morals by Agreement. A
pluralistic democracy having a private property economy needs some common
morality that respects a pluralism of moral traditions, is capable of guiding the
common life of all, and underwrites its legal system. But, at the time, the rela-
tionship between morality and markets seemed to need greater clarification be-
fore competing traditions could come to any “agreement” or “rational choice
contract.” Since an overarching issue is social behavior, it seemed that some ac-
count of social behavior must be thrown into the mix as well. I found myself
intrigued by Ludwig Wittgenstein’s notion of a social practice but enlightened
by Ronald Koshoshek’s views of the same.

Musing over these perplexities, hunches, and concepts led to a closer exam-
ination of the presuppositions of the First Fundamental Theorem of Welfare
Economics (or First Welfare Theorem), which is a precise version of Adam
Smith’s invisible hand. Simplifying assumptions cannot be avoided in social
science. But sometimes it pays to reexamine those assumptions to see whether
they can be expanded to cover other contributing factors. The more I consid-
ered the assumptions of the First Welfare Theorem and what they were sup-
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posed to accomplish, especially in view of Smith’s moral theorizing and pre-
Enlightenment views of property, the more I was drawn by the intuition that
morality made economic efficiency possible for autonomous people.

I am grateful for the help I have received from several individuals. From Ronald
Koshoshek I acquired the background framework of concepts for understand-
ing social behavior that informed this project. Furthermore, his expert and forth-
right advice was instrumental in my being interested in moral rights and their
relationship to economic analysis in the first place.

I am indebted to Daniel Johnson and William Thedinga for our weekly col-
loquium and for detailed written comments on several entire drafts. This work
involves concepts and jargon germane to moral philosophy, economics, and
law. There is always a risk of misunderstanding and misrepresentation when
one adopts the specialized language of each these fields while addressing one-
self to a problem common to all. Their sensitivity to the nuances of those lan-
guages and wonderful facility with correct English doubtlessly contributed
greatly to the clarity of the finished project and to the accessibility of its ideas
to non-experts. Any conceptual errors or stylistic oddities that occur in the man-
uscript are there because I ignored their advice.

For the uncompromising precision and thoroughness that Norman Dahl and
Leonid Hurwicz showed in commenting on earlier drafts; for the intellectual
stimulation and multidisciplinary expertise of Norman Bowie; and for the edi-
torial comments, suggestions, and enthusiastic support of Peg Brewington, I am
deeply grateful.

A Cedarville University Faculty Research Stipend enabled me to dedicate
several months solely to this project.

But more than any, I thank my dear spouse and best friend, Mary, who in the
operation of her business has always observed the moral normative constraints
discussed herein, who has supported this project in countless ways, and who is
happier than I am to see it finished.
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Introduction and Synopsis

This work is a rigorous analysis of the moral conditions of economic efficiency
and these two central questions focus its argument:

Question 1. Can a population of strict rational egoists achieve efficient
allocations of commodities through market interaction in the absence of
moral normative constraints?

If not, then we must ask:

Question 2. What are the moral normative constraints and other types
of normative conditions of market interaction leading to efficient out-
comes?

Adam Smith’s so-called Invisible Hand Claim has been subject to two cen-
turies of theorization that has intensified in the last two decades. Yet in this time
we have not achieved any consensus on the possible moral conditions of eco-
nomic efficiency. My analysis provides a way to frame the issues rigorously and
to answer the two central questions.

The first question defines my first task: to determine whether economically
efficient outcomes of market interaction require moral (in contradistinction to
legal) normative constraints; that is, whether the constraints needed for effi-
ciency are normative, moral, and rational. I will demonstrate that efficient out-
comes of market interaction cannot be achieved without a system of moral nor-
mative constraints for securing competitive behavior and a set of conventions
for facilitating exchange, for coordinating supply and demand, and for inter-
nalizing certain types of externalities. After this is established, the second ques-
tion defines my second goal: to specify a set of normative conditions that make
efficient outcomes of trade possible.

Answers to these central questions affect not only basic concepts in eco-
nomic theory but also fields for which economic analysis is important, includ-
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ing legal theory, moral philosophy, political theory, and policy analysis.? The
concepts — market, perfect competition, perfectly competitive market, exter-
nality, and the First Fundamental Theorem of Welfare Economics — are all af-
fected by answers to these questions. Both moral philosophy and political the-
ory gain by taking the concepts and techniques of economic analysis into
consideration. Appeals court judges and policy analysts often use economic ef-
ficiency as a factor in their decisions and proposals. Since, as I will show, eco-
nomic efficiency requires moral normative constraints, such decisions and pro-
posals must not undercut the moral conditions of economic efficiency.

This analysis requires clarifying some central concepts and making appro-
priate distinctions where necessary. There are two types of normative condi-
tions of efficiency: normative constraints and conventions. In general, a nor-
mative constraint is a limit on an agent’s range of possible actions and is
constituted by a behavioral rule and a sufficient incentive to comply. Norma-
tive constraints can be either proscriptive or prescriptive. I will say more about
normative constraint in the next section by contrasting it with morality. A con-
vention, on the other hand, could be described as a coordinating rule. A regu-
larity in social behavior emerges when each individual observes a convention
by virtue of an incentive given by instrumental (or practical) rationality alone.
For example, the conventions of grammar guide the use of a common language
and enable communication. Communication would fail without such conven-
tions. Economically efficient outcomes of trade require both normative con-
straints and conventions.

I specify a set of normative conditions, which I demonstrate to be not only
necessary but also sufficient in theory for efficient outcomes of trade. These
normative conditions are moral in nature. And I will show that moral norms or
rules alone are not sufficient. Some type of enforcement is also necessary. I
show that the only such mechanism is an internal incentive to comply with rules.
In the real world, moral norms are not perfectly observed. Where moral norms
are violated in the real world due to such things as weakness of will, so-
ciopathology, or a misunderstanding of the moral nature of trade, a legal sys-
tem of some sort can supplement moral norms. However, a legal system by it-
self is not sufficient for efficiency. I will show that a legal system cannot replace
moral normative constraints. Therefore, to the extent that the moral conditions
I specify are not met, resources are wasted enforcing compliance and rectify-
ing the results of non-compliance.

In spite of their importance, definite answers to these central questions —
much less any kind of consensus — have proved elusive ever since 1776 when
Adam Smith in his book, An Inquiry Into the Nature and Causes of the Wealth
of Nations, claimed that when each person pursues his or her own interests they
are together led as if by an invisible hand to achieve the common good. Such
an achievement requires conventions, but does it also require moral normative
constraints? Smith (1776: 456) writes,
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As every individual, therefore, endeavors as much as he can both to employ his capital
in the support of domestic industry, and so to direct that industry that its produce may
be of the greatest value; every individual necessarily labors to render the annual revenue
of the society as great as he can. He generally, indeed neither intends to promote the pub-
lic interest, nor knows how much he is promoting it. By preferring the support of do-
mestic to that of foreign industry, he intends only his own security; and by directing that
industry in such a manner as its produce may be of the greatest value, he intends only
his own gain, and he is in this, as in many other cases, led by an invisible hand to pro-
mote an end which was no part of his intention [emphasis added].

It appears that it was not Smith’s intention to determine whether, much less
which moral normative constraints are required. However, it is certainly un-
derstandable that many have understood Smith to assert that, without moral nor-
mative constraints, as long as an economic agent “intends only his own secu-
rity” and “only his own gain” (emphasis added) that agents will promote some
type of common good. That is to say, it is understandable how the claim that le-
gal or moral normative constraints are not necessary could be made on the
grounds of Adam Smith’s references to an “invisible hand.”> However, Smith
(1776:687) seems to suggest that there is a role for normative constraints in his
“obvious and simple system of natural liberty.” “Natural liberty” is defined by
the absence of governmental interference and by a proviso: “as long as he does
not violate the laws of justice [emphasis added], [every man] is left perfectly
free to pursue his own interest his own way, and to bring both his industry and
capital into competition with those of any other man, or order of men.” Never-
theless, Smith does not here indicate what he means by “the laws of justice.”
Nor does he even mention them until Book IV, Chapter IX, far removed from
his invisible-hand statement. In his earlier work, Lectures on Jurisprudence
(1763: 7), Smith writes,

The first and chief design of all civill [sic] governments, is, as I observed, to preserve
justice amongst the members of the state and prevent all incroachments [sic] on the in-
dividualls [sic] in it, from others of the same society. — { That is, to maintain each indi-
vidual in his perfect rights. }

Smith divides the set of “perfect rights” into two subsets: natural rights and ac-
quired rights. Natural rights are rights persons hold by virtue of being persons.
Natural rights are moral rights. Acquired rights are rights held by virtue of cit-
izenship. Nevertheless, even acquired rights have their basis in morality. Smith
(1763: 401) refers to his A Theory of Moral Sentiments in his account of the ori-
gin of the state to its ground in moral psychology. Thus, for Smith, the “laws of
justice” are moral presuppositions of positive law.

Nevertheless, Smith does not show whether or how morality affects the
workings of the Invisible Hand. It appears that Smith himself may have recog-
nized that the role of normative constraints in his “system of natural liberty”
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was not adequately developed in either the first edition of the Wealth of Nations
or in the earlier A Theory of Moral Sentiments, for he spent the last years of his
life revising these works to show how the invisible hand is insufficient without
morality. T have dealt at length with Adam Smith because it seems that the lack
of clarity regarding answers to our central questions can be traced back at least
that far.

Contemporary writers who advert to Adam Smith likewise are unclear about
the role and specifics of normative constraints for efficient outcomes of market
interaction. I am not suggesting that Smith and those who refer to him were at-
tempting to determine whether and which normative constraints are required
for efficient outcomes of market interaction. I am drawing attention to how an
understanding that efficient outcomes of trade do not require moral normative
constraints could be drawn from Smith and others. Consider the account given
by Friedman:

Adam Smith’s flash of genius was his recognition that the prices that emerged from vol-
untary transactions between buyers and sellers — for short, in a free market — could co-
ordinate the activity of millions of people, each seeking his own interest, in such a way
as to make everyone better off. It was a startling idea then, and it remains one today, that
economic order can emerge as the unintended consequences of the actions of many peo-
ple, each seeking his own interest. (1980:13-4)

It is not clear whether Friedman thinks normative constraints are essential for
economically efficient allocations of commodities. The closest Friedman
comes to citing anything like normative constraints is the idea that transactions
must be voluntary. The concept of voluntary exchange is essential in depicting
efficient outcomes of trade, but Friedman does not specify what he means by
the term “voluntary.” Friedman indicates that voluntariness should be seen pri-
marily as a lack of State coercion — even though he once mentions that robbery
is a type of coercion, and once he indicates that people may be coerced by in-
vaders from other nations. But Friedman does not indicate which specific types
of normative constraints are required to preclude these kinds of detrimental ac-
tions and to ensure that exchanges are voluntary. In all fairness to Friedman, I
must reiterate that it is not his explicit intention to specify both the exact mean-
ing of voluntariness and what specific kinds of constraints voluntariness im-
plies.? The point is simply that Friedman is not clear regarding both the role and
the specific kinds of normative constraints in market interaction. His lack of
clarity may depend upon the lack of clarity regarding the notion of a voluntary
exchange.

Furthermore, few if any proofs of the First Fundamental Theorem of Wel-
fare Economics (which is commonly understood to be a proof of the Invisible
Hand Claim) explicitly indicate the types and role of a system of normative con-
ditions whose effects they presuppose. Furthermore, the First Welfare Theorem
along with its assumptions regarding agents has served as a point of departure
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for legal theory, economic analysis, and moral philosophy in the last two
decades of the twentieth century. We have gotten this far in our theorizing with-
out first having achieved some kind of consensus on the moral conditions of
economic efficiency.

Morality, Moral Rules, and Normative Constraints

There is also a persistent lack of clarity and of consensus among scholars in phi-
losophy, in economics, and in legal theory regarding some concepts crucial to
the central questions we face. Thus, to answer our central questions with suffi-
cient precision, I must stipulate my use of essential terms.

At this point, the concepts of morality and of a normative constraint must be
differentiated. In this book, morality is understood to be a normative social prac-
tice, which is a social phenomenon — a regularity in social behavior — (1) guided
by beliefs held in common concerning (a) the criteria by which a group of in-
dividuals evaluate their own and others’ behavior and according to which cri-
teria they hold each other responsible and (b) the procedures for holding each
other responsible, and (2) the purpose of which is directly pertinent to individ-
uals’ well-being taken individually and collectively.

The criteria that guide a morality can be rules, norms, or even simple ex-
pectations. I use the terms interchangeably even though there are conceptual
differences. A person may expect, for instance, that others will not engage in
some kinds of behavior, yet it may never have occurred to her to view her ex-
pectation as being expressible by rule guiding the behavior of others. Only the
notion of criteria guiding behavior is primary. How those criteria themselves
are conceptualized is not essential to my argument.

What makes a rule a moral rule is partially a matter of its function in achiev-
ing and sustaining well-being through a social practice, where the content of a
conception of well-being is dependent on the commonly held beliefs of its cor-
relative community’s members.® Generally speaking, a particular community’s
concept of well-being depends on what that community values and how it un-
derstands reality, human beings, and the cause of thwarted ideals. Accordingly,
to understand the rationale for a moral rule is to understand its relation to these
beliefs and to the conception of well-being associated with them.

Furthermore, since a norm, rule, or expectation is moral due to its function
in securing a conception of well-being, it follows that what some groups take
to be merely a standard of etiquette, others may understand morally — as func-
tioning, that is, to secure well-being. Similarly, what some groups understand
to be both legal and moral, others may understand to be legal but not moral,
such as the Nuremberg laws in Nazi Germany or the Apartheid laws in pre-dem-
ocratic South Africa. Further, an obligation to obey the law may be understood
by some groups as a moral obligation. Others might believe that a so-called ob-
ligation to obey the law is a conceptual mistake or even a redundant’ legal but
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not moral obligation. In short, the moral is whatever a particular group sees as
such.

Kant’s rationale which is supposed to distinguish a rule of morality from a
rule of prudence, is an a priori demonstration. But perhaps the differences
among a convention, a prudential rule of thumb, and a moral rule are better de-
termined by reference to the types of grounds cited in a rationale. For example,
a request for a rationale for a particular convention might elicit the following
response:

“That’s just the way we do it, that’s all. Probably no one knows why.”
A rationale for a rule of prudence might go like this:

“If you want to achieve Y, everyone knows that doing X is the only or the
best way.”

A rationale for a moral rule might, on reflection, refer the interlocutor to what
has value, or some feature of human nature.

This account of the moral takes the fact of cultural relativism into consider-
ation. Moralities and their criteria are socially constructed. However, to say that
such criteria are socially constructed is not to deny what some groups and tra-
ditions hold to be essential about their moral norms. It is not to deny, that is,
that their moral rules are either natural laws or God-ordained. It is logically pos-
sible that these claims could be true. If so, then the particular social practice
guided by such rules is historically situated and takes on the nuances of that sit-
uation. Cultural relativism does not imply cognitive relativism.

To reiterate, morality is a social practice guided by moral rules, which in turn
are identified as such by virtue of how compliance achieves and sustains com-
munally defined well-being. How, then, does morality and moral rule relate to
normative constraint? In the most general sense, a constraint is some device that
effectively inhibits some type of action from occurring. In economic models of
market interaction, agents typically face two kinds of constraints: positive con-
straints and normative constraints.®

Positive constraints delimit a set of physically possible actions. For exam-
ple, the value of the set of commodities an agent presently holds is her budget
constraint. Its value (given in terms of an exchange ratio with other commodi-
ties) sets a limit on alternative sets of commodities for which it can be traded.
For a simplified example, if Alice has two fish and the value of one fish is ei-
ther two loaves of bread or one basket of fruit, Alice may trade her fish for four
loaves of bread, for two baskets of fruit, or for two loaves of bread and one bas-
ket of fruit — but no more. Even though — as we shall see in Chapter 2 — agents
in this model prefer a set of commodities having a higher value than the value
of the set they presently hold, they cannot purchase such a set. That is, they are
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positively (or, objectively) prevented from taking an action not because of an
enforced rule, but by virtue of a constraint they are powerless to violate.

In contrast, normative constraints constitute a broad class of all nonpositive
constraints. Normative constraints limit an agent’s range of possible actions and
are constituted by a norm and a sufficient incentive to comply. Normative con-
straints involve rules, norms, or behavioral expectations held in common by a
group of people, but a normative constraint must be distinguished from a rule,
norm, and expectation. A rule proscribing some type of action is not, by itself,
a normative constraint. A rule merely expresses a proscription or prescription
of some sort. A linguistic expression of a prohibition is not sufficient by itself
to preclude the prohibited action. Likewise, merely understanding that certain
types of behaviors are required or prohibited is not sufficient to ensure the re-
quired behavior or to prevent proscribed behaviors. To have an effect on be-
havior, a rule must be supplemented (enforced if you will) with a sufficient in-
centive to comply. In other words, only if a rule is enforced by some mechanism
will it have any effect on behavior. An enforcement mechanism supplies an in-
centive that renders undesirable any action contrary to the rule, thereby in-
hibiting its occurrence. So, in general, an individual is normatively constrained
if and only if she has a sufficient incentive to observe some rule, norm, or be-
havioral expectation.

Perhaps the following four examples will add more clarity to the concept.
First, an individual is normatively constrained if a dictator commands a certain
action and enforces it by a threat regarding which the individual has aversive
desires, and the individual believes that violations can always be detected. Let
the incentive be referred to as an external incentive. Second, an individual is
normatively constrained if a legal system proscribes a certain action and en-
forces it by threats of incarceration or fines regarding which the individual has
aversive desires, and the individual believes that violations can always be de-
tected. Again, the individual is normatively constrained by a rule and a suffi-
cient external incentive. Third, an individual is normatively constrained if some
moral principle requires some action regarding which the individual has aver-
sive desires, but she values the social “fabric” that the principle preserves over
her aversions. In this case the rule is “enforced” by her value for what the rule
protects. The incentive in this example is an internal incentive. Finally, an in-
dividual is normatively constrained if he observes a rule for no reason other than
for duty, or for what he believes about the intrinsic value of following the rules.
In these last two cases individuals have an internal incentive to follow the rules,
and therefore, in this sense, the rules can be said to be enforced. The point here
is to clarify the idea that a normative constraint is constituted by a rule (of some
type) and either by an external or by a sufficient internal incentive.

Admittedly, the distinction between internal and external incentives is not as
precise as it could be. A deeper analysis would show that the intended refer-
ences of each have both internal and external components. However, for the pur-
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poses of answering the two central questions of this book, we need only dis-
tinguish between incentives that are purely selfish and those that are not. A
purely selfish individual is motivated only to achieve (avoid) his own gain (loss)
and to maintain his ability to do so. His gain (loss) is defined solely in terms of
his preferences for commodities. A purely selfish agent does not care about the
relative satisfaction of others’ preferences, much less anything about their rel-
ative abilities to lead satisfying lives. By contrast, a non-purely selfish individ-
ual cares about others to some degree and the social practices that contribute to
their well-being. In this book, purely selfish agents respond to external incen-
tives only, not to internal incentives. I argue that economically efficient out-
comes of trade require, among other things, that agents possess internal incen-
tives to comply with a set of moral rules. In this sense, economically efficient
outcomes of trade require morality.

In the theoretical model presented in this book, normative constraints are ef-
fective because incentives are viewed as always being sufficient. Idealized
agents who recognize rules and are universally subject to sufficient motivations
can be construed to act in accordance with the rules, even though less than ideal
agents may not.

Defining normative constraint in this way entails not only that a rule and
some sufficient incentive are necessary, but that they are also sufficient. It may
seem that this makes the notion of being normatively constrained a non-nor-
mative concept. But it does not. A normative constraint is defined in this book
as nonpositive, or non-objective. Recall that a positive, or objective, constraint
is a limitation on the set of possible actions about which the agent has no choice
regardless of her dispositions or desires. On the other hand, a sufficient incen-
tive depends only on an agent’s disposition or desires. Had they been different
than they are, the agent could have chosen the alternative course of action. This
is exemplified by those people who are naturally disposed to take actions or re-
frain from actions that norms happen to require or to prohibit. Such norms sim-
ply describe their patterns of behavior. From their perspective, they do not feel
constrained.

Normative constraints define an agent’s admissible strategy domain. Let me
explain. The set of actions that are physically possible for an agent is his natu-
ral strategy domain. The term, natural strategy domain, is standard in eco-
nomics and game theory. But not every physically possible action is rational.
Since agents are presumed to be instrumentally rational, the normative con-
straints of practical reason restrict agents’ natural strategy domains and delimit
their rational strategy domains. In other words, an agent’s rational strategy do-
main is a subset of his or her natural strategy domain. Normative constraints
and conventions further restrict individuals’ natural strategy domains-and de-
limit agents’ admissible strategy domains.

Since an agent’s admissible strategy domain is a proper subset of an agent’s
rational strategy domain, every admissible strategy is also a rational strategy.
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Thus, every normative constraint and convention in our model is individually
rational. Furthermore, since what makes a rule a moral rule is partially a mat-
ter of its function in achieving and sustaining some concept of well-being based
on the control beliefs of a given community, moral normative constraints are
also collectively rational. I will show that a perfectly competitive market is a
normative framework for trade that secures perfect competition and, therefore,
is constituted by a set of rational constraints on the pursuit of self-interest.

But the moral rights of a perfectly competitive market are also collectively
rational. They result from collective reasoning about goals. There are at least
two types of goals. The first type is a completed achievement such as winning
the World Series. The second type involves achieving and sustaining some kind
of condition, such as getting physically fit. The goal of creating a set of rules to
ensure efficient outcomes of market interaction is of the second type. It could
go like this:

Premise: We desire to achieve and maintain conditions that ensure eco-
nomic efficiency.

Premise: Actions of type A undercut our goal, and actions of type B are
required.

Conclusion: Therefore, none of us should take an action of type A, which
undercuts our goal, and all of us should take actions of type B,
which are required.

This piece of reasoning is collectively rational. Even though the question of the
rationality of moral constraints in general is thus closely related to central is-
sues in this book, it lies beyond its scope. Nevertheless, since the goal of this
book is to specify a system of normative conditions that make efficient out-
comes of trade possible, the individual and collective rationality of moral nor-
mative constraints is also established.

In sum, morality is a normative social practice, moral rules guide such prac-
tices, and a moral normative constraint is a limitation on an agent’s range of
possible actions and is constituted by a moral rule and a sufficient internal in-
centive to comply with such norms. Such constraints are both individually and
collectively rational.

Synopsis of the Book

In Chapter 2, I develop the theoretical setting required to answer both central
questions. I first construct a framework for analyzing social situations.® The
framework is composed of two divisions corresponding to the two essential as-
pects of social situations. The first division regards agents; the second, the Sit-
uation in which they interact. Agents are depicted in terms of their preferences
and their rationality. The Situation within which agents act is defined in terms
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of positive and normative conditions. Each of the four subcategories (i.e., pref-
erences, rationality, positive conditions, normative conditions) involves at least
two variable assumptions. Alternative social situations are, therefore, specified
within this framework by variously altering one or more of nine variable as-
sumptions.

By the particular content given to assumptions (p,)—(ps), I then specify a par-
ticular type of social situation in which agents, who are purely selfish and fully
rational, interact in the absence of moral normative constraints; that is, they in-
teract under pure anarchy. I call this particular type of social situation Strict
Rational Egoism. 1 have added the adjective, strict, to rational egoism to mod-
ify egoism so as to indicate pure selfishness in contradistinction to the common
term rational egoism, which allows altruistic desires and behaviors.

To determine whether moral normative constraints are necessary conditions
of efficient outcomes of trade, descriptions of agents must not involve morality
in any way, and interaction among agents must not be affected by any morally
relevant factors. Thus, for example, such agents must be defined so as to ex-
clude the effects of morally significant constraints such as those attributable to
the internalization of moral norms. Therefore, I develop the concept strict ra-
tional egoist as a purely selfish agent rather than begin with rational egoists,
who are agents who may have preferences that some may view as moral. By
specifying the variable assumptions in the framework, I depict Strict Rational
Egoism, which is, therefore, a type of social situation in which every agent is a
strict rational egoist. A principle of action is derived from Strict Rational Ego-
ism and expresses the necessary and sufficient conditions under which a strict
rational egoist will take action.

Notice that I am not attempting to describe or to model actual human be-
havior. I am modeling the behavior of idealized agents. I show that the ab-
solutely, nonnormatively constrained interaction of such fictitious agents can-
not achieve efficient outcomes of trade. Then, I determine at least one set of
normative conditions just sufficient to achieve such outcomes. These conditions
include a set of moral rules and a change in the agents themselves, which pro-
vides internal incentives to comply with the rules. Such incentives are not mat-
ters of practical rationality grounded in pure selfishness. They are matters of
practical rationality grounded partially, for example, in value for others’ well-
being or for the social fabric of their lives.!?

Finally, I further develop the theoretical setting by examining the fact that
the presuppositions of the First Fundamental Theorem of Welfare Economics
(or First Welfare Theorem) are not the assumptions of Strict Rational Egoism.
That is, alternative proofs of the First Welfare Theorem assume either that com-
petitive behavior exists without also indicating the mechanism that ensures it
or that the conditions of a perfectly competitive market preclude efficiency-re-
ducing actions. In addition, alternative proofs of the First Welfare Theorem as-
sume the absence of externalities; that is, they assume that there are no inten-
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tional, incidental, or accidental effects on the well-being of a consumer or the
production possibilities of a firm not accounted for by the market mechanism.!!
Thus, intentional, incidental, and accidental adverse effects on efficiency are
presumed not to occur because the actions that cause them are assumed not to
be taken. But such effects of agents’ actions are not ruled out under Strict Ra-
tional Egoism. That is, Strict Rational Egoism does not preclude the possibil-
ity of actions being taken that adversely affect the efficiency of outcomes of
trade. It does not matter whether such effects are either intentional, incidental,
or accidental.

The incompatibility between what the First Welfare Theorem assumes and
what Strict Rational Egoism allows points to the ambiguity regarding the role
of moral normative constraints in the First Welfare Theorem and underscores
the need to examine the role of moral normative constraints.'? Proofs of the
First Fundamental Theorem of Welfare Economics show that under certain con-
ditions every equilibrium allocation of commodities is efficient. But the central
question is this: Must those conditions include moral normative constraints? If
s0, then the First Welfare Theorem is not a proof of the common understanding
of Adam Smith’s claim regarding the Invisible Hand.

By paying close attention to the conditions under which the proof succeeds
and by comparing these assumptions to what Strict Rational Egoism allows, we
are in a position to determine under what conditions purely selfish agents will
engage in trade and achieve efficient outcomes and, thus, to specify the role of
morality in the First Welfare Theorem. In versions of the First Welfare Theo-
rem, morality appears to have no role because the actions it precludes are either
presumed never to be chosen or else prevented by nonnormative factors. This
book clarifies the role and types of normative conditions that the First Welfare
Theorem and, by implication, the Invisible Hand Claim presuppose.

In Chapter 3, I make the first of three claims that jointly constitute a response
to the first question: Can a population of strict rational egoists achieve efficient
allocations of commodities through market interaction in the absence of moral
normative constraints? On the basis of the specified assumptions of the frame-
work for analyzing social situations, I show that a population of strict rational
egoists cannot achieve efficient allocations in the absence of moral normative
constraints because moral normative constraints are necessary conditions of
competitive behavior. In Chapters 4 and 5, I strengthen the claim by showing
that (1) strict rational egoists have no moral incentives to comply with whatever
rules are agreed upon and (2) no means exist for internalizing externalities.

There are three reasons why moral normative constraints are necessary con-
ditions. First, a presumption against nonmarket action entails a contradiction.
Second, under a widely accepted conception of a “perfectly competitive mar-
ket,” individuals have both an incentive and the means to violate the rules of the
process. Therefore, given the derived principle for action (DPA), agents will
not behave competitively. Finally, even if we alter assumptions (ps) and (p,) so
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that agents have maximal information-processing capabilities and perfect in-
formation regarding every economically relevant variable, the possibility ex-
ists that no agents will be able to make a decision. In particular, I show that
there exists a set of decision functions which are not effectively computable.
This section is technical, and the reader may wish to skip to the section sum-
mary. Thus, the answer to the first question is that a population of strict rational
egoists cannot achieve efficient allocations in the absence of moral normative
constraints.

In Chapter 4, I strengthen the result by showing that strict rational egoists
will not comply with whatever rules are agreed upon. We proceed by way of a
response to a possible objection. A spontaneous order objection might be raised
against the conclusion of Chapter 3, claiming that the social behavior of selfish
individuals in a situation depicted by the specified assumptions of the frame-
work will converge into regular patterns, which, in turn, will be sufficient to
produce optimal outcomes of trade. It is important to bear in mind that this is
not a denial of the claim that some type of moral normative constraints are nec-
essary conditions of Pareto efficiency. The Spontaneous Order Objection as-
sumes that moral normative constraints are necessary. Rather, it denies that
Pareto-optimal equilibrium allocations are not achievable for strict rational ego-
ists in a social situation defined by premises (p,)—(p).

In response to the objection, a rigorous distinction between coordination sit-
vations and collective action situations is made, and the role of convention is
further developed. We see that conventions are not normative constraints. Fur-
thermore, only moral normative constraints — partially constituted by collective
action rules — can converge agents’ strategies in collective action situations.

Premises (p,)—(pg) define an exchange situation, which is shown to be a col-
lective action situation. After discussing five types of possible solutions to col-
lective action situations, I show that the Spontaneous Order Objection holds
only if there is a solution to an exchange situation that arises only from prem-
ises (p,)—(pg); that is, only if any of the five solutions are internal solutions.

In short, strict rational egoists will not comply with rules because exchange
situations are collective action situations, and of the five possible types of so-
lutions to collective action situations, none will be adopted by strict rational
egoists. Therefore, the Spontaneous Order Objection fails.

In Chapter 5, I augment the claim that a population of strict rational egoists
cannot achieve efficient allocations of commodities through trade by showing
that, in the absence of moral normative constraints, no means exist for inter-
nalizing externalities. The proof of the First Welfare Theorem implicitly as-
sumes that externalities are absent. Assuming that externalities are absent — just
as assuming that every agent behaves competitively — sets the question of the
role of normative constraints aside. I first clarify the term externality and dis-
tinguish between intentional, accidental, and incidental externalities. I show (1)
how a specified system of moral normative constraints and procedures (con-
ventions) can secure competitive behavior and can preclude or rectify the ef-
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fects of the three types of externalities, (2) how moral normative constraints
converge expectations and thereby reduce transaction costs, and (3) that moral
normative constraints provide logical limits of the commodification of desire.
I conclude that since (1) without moral normative constraints, externalities can-
not be precluded, much less rectified, (2) that expectations will not converge,
and (3) without limits on what kinds of things can be commodified, economic
efficiency is not possible for strict rational egoists.

In Chapter 6, I respond to the second question: What are the moral norma-
tive constraints and other normative conditions of market interaction leading
to efficient outcomes of trade? The normative presuppositions of market inter-
action leading to efficient outcomes include a system of moral normative con-
straints, a set of conventions for equilibrating supply and demand, and a set of
moral normative constraints and conventions for internalizing intentional, ac-
cidental, and incidental externalities. The system of moral normative con-
straints is specified as a normative social practice in which

(i) aset of moral rights — construed as a set of moral Hohfeldian positions that
restrict agents’ natural and rational strategy domains — provides a moral
basis for internalizing externalities,

(ii) each agent has some sufficient internal incentive to comply with these
rights, and

(iii) there exists a set of procedures according to which agents hold each other
responsible.

Together, the system and the conventions constitute one set of background pre-
suppositions of the First Fundamental Theorem of Welfare Economics.

In Chapter 7, I reiterate and explore the implications of the results for moral
philosophy, economics, legal theory, and political theory. In particular I explore
and defend the following claims:

Economic Theory

1. A market is an institution and perfect competition is a type of social inter-
action secured by a set of normative conditions, which include moral nor-
mative constraints and which internalize externalities. A distinction should
be maintained between intentional, incidental, and accidental externalities,
which are the effects of actions not governed by normative conditions. It fol-
lows that a perfectly competitive market includes a set of moral normative
constraints and that any proof of the First Welfare Theorem presupposes this
general set of normative conditions.

Political Economy and Moral Philosophy

2. The Invisible Hand Claim is mistaken: agents pursuing their interests must
also possess internal incentives to comply with a particular set of moral
norms to achieve their ‘common good’.



14 MORAL CONDITIONS OF ECONOMIC EFFICIENCY

Legal Theory

3. Appellate decisions based on economic efficiency must not ignore the moral
rights, which are efficiency’s necessary conditions.

4. The moral conditions of economic efficiency set moral and logical limits on
the commodification of desire.



2

A Contextualized Proof of the
First Fundamental Theorem
of Welfare Economics

In this chapter, we begin to consider responses to our first question:

Can a population of strict rational egoists achieve efficient allocations of
commodities in the absence of moral normative constraints?

To determine the role that moral normative constraints play in the achievement
of efficient outcomes of trade, I first develop a framework for analyzing types
of social situations. I specify some of the variables in the framework so as to
depict a social situation in which moral normative constraints are rigorously ex-
cluded. I then present a version of the First Fundamental Theorem of Welfare
Economics given a set of standard assumptions under which efficient alloca-
tions of commodities are socially achieved. Finally, I compare the assumptions
of the First Welfare Theorem with those of the social situation in which moral
normative constraints are absent. A thorough understanding of any proof of the
First Welfare Theorem must include the role of every relevant assumption.
However, my project here is not quite so strong. I only examine some relevant
implicit assumptions. My intention is to compare a microeconomic model of
social interaction to a model of a specific type of social situation so as to dis-
tinguish carefully some, but nevertheless very important, of their respective as-
sumptions.

In the chapters that follow, I argue a Moral Thesis; for strict rational egoists,
Pareto-optimal equilibrium allocations of commodities achieved through mar-
ket interaction are not attainable without moral normative constraints. However,
even though proving the Moral Thesis is important in itself, this thesis is not
our ultimate objective. It answers only the first question. The ultimate goal is
to specify a system of normative conditions that make efficient outcomes of
trade possible. In this chapter, we lay down the conceptual groundwork needed
to prove the moral thesis and to construct a specific concept of moral norma-
tive constraints that make efficient trade possible.
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Table 1. Framework for Situational Analysis

Type of Social Situation
Agents
Preferences
Rationality

Situation
Positive Conditions
Normative Conditions

A Framework for Analyzing Social Situations

We begin our discussion of the question of whether strict rational egoists can
achieve efficient allocations of commodities in the absence of moral normative
constraints by developing a framework for analyzing social situations.! I do not
attempt to make my case from within a microeconomic model! or on the basis
of game-theoretic models. Rather, I ascertain the presuppositions of the First
Welfare Theorem. We need a way to evaluate its explicit and implicit assump-
tions; thus, we cannot simply begin with existing proofs. Also, we require a way
to model rule breaking and rule enforcement, which Ostrom et al. (1994: 25)
claimed “cannot be addressed by a non-cooperative game-theoretic model.”
Since rule breaking and rule enforcement are fundamental issues in this analy-
sis, we have another reason to approach the problem from within a more en-
compassing framework than has been offered in the past. In short, I take the
broadest approach to agents and social situations that is compatible with rigor
and clarity.

In this analysis, I adopt a simplified version of the framework developed by
Ostrom et al.% I use four categories under two broad headings. We refer to an
action arena as a social situation constituted by agents in a situation. Agents are
depicted in terms of their preferences and their rationality. The situation is de-
fined in terms of positive conditions and normative conditions. My framework
for analyzing social situations is shown in Table 1.

I next define a particular type of social situation, Strict Rational Egoism, by
specifying assumptions falling under each of the four subcategories in this
framework.

Strict Rational Egoism
Agents

The basic unit of analysis is the individual agent, rather than groups of agents.
This emphasis is in keeping with standard assumptions used in Rational Choice
Theory and economic analysis. As James Buchanan (1989: 37) put it,
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The central presupposition of any and all rational choice models, including those of the
economist, must be the definition of the choosing agent as the individual human being,
the unit equipped with some presumed capacity to evaluate options or alternatives and
to choose among them. Many of the sophisticated analyses of rationality in choice sim-
ply take this presupposition as given, but its central importance should be emphasized.
Only individuals choose; only individuals act.

I am, therefore, adopting a form of methodological individualism germane to
economic analysis; it is constituted by nine assumptions. My first assumption
regarding agents themselves is this:

(p,) Each agent’s preferences range over alternative social states defined
solely in terms of their own consumption bundles.

I will use the terms social state, state of affairs, social situation, and outcome
interchangeably. I intend the terms to be nearly identical in meaning to both
Amartya Sen’s (1970a, 1992) and Jules Coleman’s (1992) “social states.” Sen
(1970a: 152) defined a social state as a “complete description of society.”> I un-
derstand Sen’s social state to be a maximal state of affairs. A maximal state of
affairs is described by a list of every true proposition at a point in time. A so-
cial state, as I will use the term, is a maximal state of affairs in this sense.

Having described the concept of a social state, let me now add one caveat:
Only a subset of the aspects of any social state are relevant to any individual. It
would be impossible and unnecessary for any agent to imagine, much less com-
pletely describe, even one social state. So even though a social state is a maxi-
mal state of affairs, when we portray agents as choosing from a set of alterna-
tive social states,* we imagine them as taking into consideration only those
aspects that affect their decisions; those aspects being alternative consumption
bundles.

A consumption bundle is a set of commodities that some agent could con-
sume and is specified by a list of the amount of each commodity in the set.
Hence, a social state is described in terms of a distribution of consumption bun-
dies. For example, an agent might choose a social state in which he gets two
loaves of bread and one fish. What anyone else gets is irrelevant to purely self-
ish agents. A complete description of a social state mentions every individual’s
consumption bundle.

Preferences should be understood in terms of a relation between social
states. Individuals are able to say whether, for any two social states, he or she
prefers one over the other or is indifferent. Therefore, for any subset of social
states we assume that agents compare each alternative to every other alterna-
tive, thereby generating a preference relation. To illustrate these concepts, sup-
pose that in some social state — name it #1 — Ida’s consumption bundle is com-
prised of four loaves of bread and one fish; in social state #2, Ida’s consumption
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bundle is three loaves and two fish; and in social state #3, one loaf and four fish.
Comparing every alternative pair, Ida prefers #2 to #1, #1 to #3, and #2 to #3.
Thus, we have a list of Ida’s preferences.

Let me now describe how to model this mathematically. A preference rela-
tion is a binary relation (i.e., set of ordered pairs) defined on a subset of social
states. Let the uppercase italicized letter Z represent the set of every alternative
social state. Think of this as representing the range of outcomes that would re-
sult from an agent taking any possible alternative course of action. Each indi-
vidual social state is represented by the lower-case Greek letter o, followed by
a subscript representing its index number. Thus, Z= {G,, . .., ©,}. Now let
A be a subset of Z, that is, A  Z. 1da’s preference relation, R, is {(0,, 0,),
(04, 05),(0,, 03)}. In general, let the letter I represent the set of individuals,
ie I={1,...,n},letibe the name of a single individual, and let R be a pref-
erence relation. Thus, R, = {(0,,, ©,): i thinks that ©,, is at least as good as G, }.
I will further discuss the preference relation when I discuss assumption (p,).
But first I want to clarify some important implications of (p,).>

As I mentioned in Chapter 1, Adam Smith was unclear regarding morally
relevant influences on agents’ actions, and it remains an issue of debate among
Smith scholars whether his understanding of the invisible hand involved such
influences. Moreover, few if any proofs of the First Welfare Theorem show the
role of a system of normative conditions. To determine what agents can achieve
by complying with a set of rules and procedures, we must first determine what
they can achieve in the complete absence of morally relevant influences on their
actions. We must examine a model in which interactions among agents are not
affected by moral considerations of any kind.® In this analysis, morality is un-
derstood to be a normative social practice that is a social phenomenon — a reg-
ularity in social behavior — (1) guided by beliefs held in common (a) concern-
ing the criteria by which a group of individuals evaluate their own and others’
behavior and according to which criteria they hold each other responsible and
(b) concerning the procedures for holding each other responsible, and (2) the
purpose of which is directly pertinent to individuals’ well-being. Therefore,
morally relevant influences on behavior are modeled as moral normative con-
straints, each constituted by a rule and a sufficient internal incentive to comply.
We retain the idea that agents prefer social states, but the way those states are
achieved is relevant to which ones are sought. Moral agents seek only those
social states that are achieved justly because moral normative constraints re-
strict the range of alternative means to achieve social states.

However, for strict rational egoists, there exist no internally motivated,
morally significant effects on behavior. I accomplish this in (p,) by indicating
that preferences range only over alternative social states defined solely in terms
of consumption bundles. Note that assumption (p,) also implies that agents’
preferences do not range over alternative visions of society as a whole, charac-
ter types, decision rules, others’ attitudes, or the relative satisfaction of others’
goals.
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I treat agents’ actions as purposive in that they act so as to achieve a goal.”
There are two types of goals from which individuals can possibly derive some
satisfaction. The first type of goal is a social state defined in terms of a con-
sumption bundle. This type of goal is central to our model. We are working to
isolate and understand this feature of a theory of individual behavior.

We must preclude a second kind of goal: the goal of sustaining a particular
kind of social condition or personal attribute. Such must be precluded because
it involves a morally relevant constraint on actions. For example, an individual
may prefer some particular vision of how society should function, act accord-
ingly, and attempt to persuade and recruit others to the same vision. An agent,
for example, might prefer to develop and sustain a certain type of character or
reputation regardless of what others do. An ancient Hebrew proverb reads, “a
good name is to be desired above fine gold.” Pursuing this type of goal, an in-
dividual aspires to sustain a sequence of states of affairs characterized in part
by her exhibiting this character description. The agent may reason that such a
goal is achieved by performing some types of actions and refraining from other
types. She then adopts the appropriate rules that require or forbid such actions.
Such rules become morally significant constraints in that the agent knows that
if she takes certain actions she will adversely affect her own character goal. My
model, Strict Rational Egoism, excludes such constraints.

Preferences for social states achieved by observing a set of explicit and ac-
cepted decision rules can also have morally significant effects on agents’ ac-
tions. An agent may develop some set of supplementary decision rules that help
to sort out alternative means to achieve social states. The utility maximization
criterion [which I describe under assumption (p,)] and some other kinds of sup-
plementary decision rules do not rule out actions that have adverse effects on
efficiency, such as theft and fraud. Moreover, it might not be possible to
ascertain whether such decision rules might indirectly rule out such actions.
Even if the utility maximization criterion and supplementary decision rules
could indirectly preclude actions having adverse effects on efficiency, it is ir-
relevant to the goal of this analysis. We are concerned with the role of moral
normative constraints that directly rule out adverse actions; therefore, we must
rule out decision rules that are moral principles, precluding the possibility that
an agent may unilaterally and rationally elect to act on some set of moral prin-
ciples. For example, an agent either takes an action or refrains from taking
it either because he generalizes his prospective action in accordance with some-
thing like Kant’s Categorical Imperative or because he calculates his alterna-
tives looking for which action generates the greatest happiness or because it
violates his understanding of the principle of justice.

Finally, individuals’ behavior can be affected when their preferences range
over others’ attitudes such as approval or disapproval or over the relative satis-
faction of others’ preferences. Therefore, my model stipulates that individuals
do not have altruistic, sadistic, or even meddlesome attitudes toward others. In-
dividuals do not care about others. Individuals do not care whether others ap-
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prove of them or are successful in satisfying their own goals. Therefore, indi-
viduals do not help or hinder anyone else due to the satisfaction or dissatisfac-
tion they might possibly receive regarding others’ achievements.

In sum, I want to specify the nature and object of agents’ preferences, but [
also want rigorously to exclude any effects of morally relevant factors. By as-
sumption (p,), I have stipulated that preferences range over alternative social
states defined only by alternative consumption bundles. Assumption (p,) im-
plies that preferences do not range over alternative visions of society as a whole,
character types, or decision rules. It also implies that preferences do not range
over others’ attitudes or the relative satisfaction of others’ goals or any other
types of considerations that I may have missed.

Here again is the difference between rational egoism as commonly under-
stood and Strict Rational Egoism: We must eliminate any factor that is either
obviously morally relevant or else possibly conceivable as such, to determine
first what purely selfish agents can accomplish in the absence of moral norma-
tive constraints.

The second assumption I make about agents is this:

(p,) Agents’ preference relations are stable, rational, and locally non-
satiated.

The preference relation is assumed to remain stable over time. This simply
means that an agent’s goals are not dependent on time; that is, the reasons in-
dividuals choose a particular goal do not change as a function of the passage of
time. This assumption enables prediction and prevents attributing anomalies to
“inexplicable” changes in individuals’ dispositions.?

Each individual’s preference relation is rational. A preference relation is ra-
tional if and only if the preference relation is complete and transitive.® A pref-
erence relation is complete if and only if any two social states can be compared
and ranked. A preference relation is transitive if and only if, for any three so-
cial states, 6,, ¢, and G, if 0, is preferred to 6, and ¢, is preferred to G, then
O, is preferred to G, .

We might assume that, in general, each agent prefers more of any given com-
modity than less. That is, we might say that for any two consumption bundles,
x and y, if y has at least as much of every commodity as x, but more of at least
one commodity, then y is strictly preferred to x. In this case, the preference re-
lation is strictly monotone. This assumption is sufficient when all commodities
are desirable. However, some commodities are undesirable, such as contami-
nated water, and others such as extremely rich desserts are undesirable in
amounts beyond a certain size. For these reasons, we replace the strictly mon-
otone condition with local nonsatiation.

Assumptions (p,) and (p,) pertain to individuals’ preferences. Assumptions
(p;)—(ps) define individuals’ rationality. An agent’s goal is to reach the most
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preferred feasible outcome. I represent an agent’s rationality in choosing that
goal as follows:

(p;) Agents’ goals are selected according to a utility maximization crite-
rion.

To say that an agent chooses from a set of alternative social states is simply to
say that he chooses from a set of alternative goals. A purely selfish agent seeks
to maximize his utility. Utility is an ordinal or purely comparative measure of
satisfaction an individual receives from achieving a preferred social state. We
may look at it as a measure of how well-off an individual is under a particular
social state. In other words, utility is a measure of well-being or welfare. An
agent maximizes utility if and only if he achieves that state of affairs that yields
the highest level of utility, that is, the most preferred state of affairs. Thus, each
individual’s selection criterion is utility maximization.
The second assumption regarding agents’ rationality is this:

(p,) Agents’ beliefs depend only on information.

An individual’s choice of a course of action depends upon the information she
has regarding alternative states of affairs and the relative effectiveness of alter-
native actions believed sufficient to achieve them. We describe in more detail
the information constraints each agent faces under assumption (p,). We discuss
individuals’ information-processing capabilities under assumption (p5). We
note here that decisions made by strict rational egoists depend only on infor-
mation and not on habit or irrational behavior.

We assume that individuals are sufficiently capable of assessing the situa-
tion they face and of choosing the best course of action to reach their goals. It
is expressed by this assumption:

(ps) Agents are sufficiently and instrumentally rational.

An instrumentally rational person chooses the course of action that achieves the
outcome that maximizes utility while expending the least amount of resources.
Thus, actions are the “instruments” by which individuals achieve their goals.

A Derived Principle for Action

To justify the claims we make about the types of actions individuals either will
or will not take, we require a principle that states the necessary and sufficient
conditions under which an agent so construed will take action. Instrumental ra-
tionality is axiomatic and forms the basis of the following provisional version
of a principle for action (where action ! denotes person i’s nth option):
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For any person i, action @/, and state of affairs ¢,
i will take &' if and only if

(i) i’s goal is ¢, and

(ii) @' is the best means to achieve ©,,.

(I will use the phrases “i’s goal is 6, and “i prefers ¢,” synonymously to mean
person i takes social state G, as his or her goal social state, i.e., as the most
highly ranked alternative social state.)

Now, suppose that — for any non-moral reason — action a’ cannot be taken.
For example, that action a’ — under these conditions — is physically impossible.
We note that a proposed means must be feasible so we stipulate that @’ is the
best feasible means.

However, what if (for any reason) i does not believe that action &/ is the best
feasible means? In that case, we revise the principle as follows: “i believes
that a/ is the best . . .”; however, that revision leaves open the possibility that
action @’ may not be the best means. Furthermore, when information is asym-
metrically distributed, person i may not know what actions are the best. Our
principle must, therefore, allow for the possibility that i could be mistaken but
that the mistakes are not due to errors in reasoning. We amend the principle,
therefore, to indicate that i has good reason to believe that a,"l is the best means.
If it turns out that @’ is physically impossible, i will not take a’ and will wait for
an alternative set of opportunities. So we stipulate that “i has good reason to be-
lieve that a! is the best feasible means.”

Notice that seldom, if ever, is a single action sufficient to achieve a certain
state of affairs. It often requires several distinct and related actions. Alterna-
tively, we could denote a course of action, ai, . . ., @’. So let action a’ denote a
course of action that may have only one element. Hence, we have the follow-
ing derived principle for action which applies to strict rational egoists:

DPA: For any person i, action &', and state of affairs G,
i will take &' if and only if
(i) iprefers o, and
(i) ihas good reason to believe that @’ is the best feasible
means to achieve G,.'°

Situation

We want to specify as much as is necessary the conditions under which agents
will engage in trade. In addition to the characteristics of individuals themselves,
we must consider the conditions presented by the situation in which individu-
als interact. Whenever agents interact in social situations, they face some set of
conditions that defines the initial situation in which they find themselves and
that determines their strategy domains. The situation is, thus, defined by certain
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kinds of physical circumstances and by particular types of socially constructed
conditions. I refer to relevant physical circumstances as positive constraints and
to the socially constructed conditions as normative conditions. The first as-
sumptions I make regarding the situation in which agents interact is the fol-
lowing positive constraint:

(ps) Agents are constrained by a perfectly competitive market: numer-
ous participants, homogeneous products, freedom of exit and entry,
and perfect information.

A perfectly competitive market includes numerous participants, homogeneous
products, freedom of exit and entry, and perfect information.!! The assumption
of numerous individuals is supposed to ensure that the decisions of a single
buyer or seller cannot significantly affect price. The assumption of homogene-
ity of product indicates that products do not vary within types so that there can
be no product-based incentive to purchase from one seller rather than another.
We specify the freedom of entry and exit assumption by indicating that sellers
face no natural barriers either to enter the market or to exit the market. We need
not assume that sellers face no artificial barriers erected by some sort of coali-
tion of agents. Since the activity of a coalition depends on some sort of agree-
ment (explicit or tacit) between its members, admitting the existence of coali-
tions entails admitting the existence of a normative structure into the model.

Agents also face constraints imposed by a relative distribution and quality
of information. We assume that individuals have perfect information regarding
every economically relevant variable except the preference relations and the
natural strategy domains of others. In other words, each agent knows all the fac-
tors relevant to his own decision and such knowledge is distributed symmetri-
cally; that is, everyone has the same information.

The second assumption I make regarding the positive conditions that indi-
viduals face is this:

(p,) Agents control finite resources.

We assume an initial distribution of goods that render to each agent an initial
endowment. Each agent’s endowment is finite. (Each agent’s natural strategy
domain is thereby constrained.) However, we must assume a barter economy
since to assume money as a medium of exchange is to introduce norms (other
than the norms of practical rationality) into the assumption set.!? Prices in a
barter market are simply the bundles of alternative goods that a seller is willing
to accept and a buyer is willing to pay.

To answer our central questions, we must mode] a social situation in which
there are no enforced rules or social roles having corresponding obligations or
privileges except conventions that equilibrate supply and demand.!3 It is not
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simply the case that rules are not enforced. There are no moral rules to enforce.
Elinor Ostrom et al (1994: 77-8) argued that a precise study of interaction sit-
uations requires a “common, theoretical language of rules.” An action situation
involves a set of constitutive rules which the authors call a rule configuration.
The authors adduce seven types of constitutive rules: position, boundary, au-
thority, aggregation, scope, information, and payoff. “Rules that affect the set
of actions available to a player, for example, are classified as authority rules”
and “[r]ules that directly affect the benefits and costs assigned to actions and
outcomes are payoff rules, and so on” (1994: 77). A description of a rule con-
figuration then is equivalent to a description of a normative constraint set. Nor-
mative conditions effectively delimit the range of possible outcomes an agent
may pursue by limiting the possible types of actions she may take. The set of
possible outcomes is the opportunity set. What Ostrom et al. referred to as the
configural nature of rules (1994: 77) is the fact that the opportunity set can be
affected by more than one rule. Therefore, to examine a social situation pre-
cisely, one needs to examine the full rule configuration.

However, the specification of the full rule configuration requires both a set
of physical statements and a set of deontological statements (i.e., statements
that indicate which actions are obligatory, permitted, or prohibited).!4 But
where agents’ actions are not constrained by rules,!> the specification of the
normative conditions category requires that a default condition be specified.
Since we are working to specify market interaction unconstrained by norms, we
specify a default condition. The default condition that indicates the absence of
such rules is a default authority condition. It indicates that “[e]ach player may
take any physically possible action” (1994: 78). These considerations are ex-
pressed or entailed by my final assumptions:

(pg) There are no moral rules.
(py) There are conventions to equilibrate supply and demand.

Standards of Evaluation of Outcomes

Alternative allocations of commodities define alternative social states. Thus, an
agent’s goal is defined solely in terms of his most highly valued consumption
bundle. Outcomes of social interaction are social states and are evaluated in
terms of how successful agents are as a group in achieving their respective
goals. Standards for evaluating outcomes measure the relative level of success
such agents realize in achieving their goals. There are several such standards. I
use Pareto standards primarily because they are used in virtually every proof of
the First Welfare Theorem, also known as the Invisible Hand Theorem. !¢

Pareto Optimal. A feasible social state is Pareto optimal if and only if there is
no possible alternative social state that is Pareto superior to it.
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Pareto Superior. A social state ¢, is Pareto superior to G, if and only if at least
one person is better off (measured in terms of more of at least one commodity)
under ¢, than under G, and no one is worse off.

Thus, a feasible social state G, is Pareto optimal if and only if there is no social
state 0, such that at least one person is better off under G, than under ¢, and
no one is worse off under G, than under c,.

Notice that Pareto standards apply to social states, not preferences. A stan-
dard for evaluating preferences is inappropriate, since that would introduce
moral considerations into the model. We simply take preferences as given. We
follow Vanberg (1994) and refer to this view as normative individualism.

Summary

The background assumptions of our framework for analyzing social situations
are shown in Table 2. We have been developing a framework that will enable us
to consider the research question: Can a population of strict rational egoists
achieve efficient allocations of commodities in the absence of moral normative
constraints? Assumptions (p,)—(p,) specify the variables in the framework so
as to depict Strict Rational Egoism — a social situation in which morally rele-
vant constraints are rigorously excluded. In particular, the influence of internal

Table 2. Strict Rational Egoism

Agents
Preferences
(pl) Each agent’s preferences range over alternative social states defined solely in
terms of their own consumption bundles.
(p2) Agents’ preference relations are stable, rational, and locally nonsatiated.

Rationality
(p3) Agents’ goals are selected according to a utility maximization criterion.
(p4) Agents’ beliefs depend only on information.
(p5) Agents are sufficiently and instrumentally rational.

Situation
Positive Conditions
(p6) Agents are constrained by a perfectly competitive market: numerous partici-
pants, homogeneous products, freedom of exit and entry, and perfect informa-
tion.
(p7) Agents control finite resources.

Normative Conditions:
(p8) There are no moral rules.
(p9) There are conventions to equilibrate supply and demand.
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morally relevant factors is precluded by assumption (p,). The influence of ex-
ternal morally relevant factors is precluded by assumptions (p,).

A Proof of the First Fundamental Theorem of Welfare Economics

A Pure Exchange Economy

For this version of the First Welfare Theorem, we consider a Pure Exchange
Model of trade. Imagine that agents either hunt, gather, or farm during a six-
day period. Agents are self-sufficient “Robinson Crusoes” who produce and
consume for themselves. While each of the three types of commodities associ-
ated with each activity are available throughout the region in which the popu-
lation dwells, there exists a variation in distribution in each type. The result is
that there also exists a variation in the amount of effort it takes to acquire a given
commodity.

At one location on a certain day once every week, each agent is free to trade
(if she so desires) some of what she has for other commodities that she desires
more. Prices are exchange ratios. In other words, the price of a unit of one com-
modity is a number of units of another commodity. Thus, to acquire a certain
amount of one type of commodity, agents give up or trade set amounts of other
commodities. The price of a loaf of bread, for example, may be one fish. No
agent can affect prices except through the conventions of a price mechanism.
In this case, agents take prices as they are given by a Walrasian auctioneer'”
who, in the presence of all prospective traders, calls out a set of prices. Each
trader then, on the basis of his preferences, determines what amount of each
commodity he is willing to buy or sell at those prices and reports this to the auc-
tioneer. Unless all commodities that agents desire to sell are sold and all com-
modities that agents desire to buy are acquired, the auctioneer calls out a re-
vised set of prices — lowering (raising) the exchange ratio on those unsold
commodities (commodities not offered for sale).

Agents and Commodities

Each agent possesses a determinate amount of goods on the day of trade.

Definition. There are m commodities, and each is denoted by some j € N =
{1,...,m}.

Definition. There are n consumers (i.e., agents), and each is denoted by some
ie N={1,...,n}.

Definition. Let:

xj‘.' denote each agents i’s prospective or final quantity x of good j, and
wj’.' denote each agents i’s initial quantity of good j on the day of trade.
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Each agent’s preferences range over alternative social states, which are defined
solely in terms of some amount of a combination of goods to be consumed.

Definition. A consumption bundle of agent i is an m-vector belonging to i’s con-
sumption set and is denoted by (x}, ..., x ) =x"!8

Thus, to refer to some commodity j in some specific consumption bundle x?,
controlled by some agent i, we write: x. To differentiate between consump-
tion bundles of one agent, we will use x*, ¥, and z%.

Finally, each agent is depicted as having an initial endowment construed as
an initial consumption bundle that is brought to market.

Definition. For each agent i, let w = (wi, . . ., w') alternatively denote each
agents i’s initial consumption bundle.

The Preference Relation

We have defined a preference relation as a set of ordered pairs of social states
characterized only by consumption bundles. We may therefore depict the pref-
erence relation in terms of consumption bundles only, as is common practice in
proofs of the First Welfare Theorem. Accordingly, we define three kinds of pref-
erence relations as follows:

>, = {(x,y): agent i weakly prefers x to y, that is, i thinks that x is at least as
good as y},
>.= {(x,y): agent i strictly prefers x to y}, and

= = {(x,y): agent i is indifferent between x and y}.

Definition. Vx,y [x >,y & x >,y & =(y >,x)]

Definition. Vx,y [x =,y @ x >,y & (y >,x)]

We make several important assumptions about each agent’s preferences; these
assumptions affect the choices they make. Since agents are rational, they will

not trade themselves into poverty. Thus, we specify the following:

For any consumption bundles, x’, y’, or z/,
> 3 3 i > i i gl
#, 18 complete iff X' =,y ory' =, X',

>, 1is rransitive iff x' >, y" and y’ >, 7', thenx’ >, 7%

In general, agents prefer more of any given commodity to less. We want this to
be represented in agents i’s preference relation. Therefore, we say that for any
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two consumption bundles, x? and y’, if y* has more of at least one commodity,
then y' is strictly preferred to x and that >, is locally nonsatiated.

For our purposes, the following definition is more explicit and more ade-
quate in a pure exchange economy:

Definition
(1) Letx=(', ..., x)andy =(',..., y") be two consumption bundles.

(2) An agent i is said to be selfish if he or she only cares about his or her com-
ponents of allocations, so that a preference relation x >,y is equivalent to
(and may be written as) x' >, y'; similarly, x >, y can be written as x >, y".
In a pure exchange economy, absence of externalities is synonymous with
all agents being selfish.

(3) A selfish consumer i with preference relation > is said to be locally non-
satiated if and only if for every x' = (xi, . . ., x' ) and for every number
€ > 0, there is some other consumption bundle y' = (¥, . . ., ) such that

(i) Ixi-yll<eforeveryj=1,...,m and
(i) y' >, x.

Other Definitions

Definition. A consumption allocationx = (x!, ... ,x")isa complete list of con-
sumption bundles for a population of n consumers.

It is not possible in this economy to have a negative amount of any com-
modity, but all nonnegative commodity bundles are assumed to be individually
feasible; nor is it possible to increase the total amount of some commodity by
trading; neither can goods be disposed of freely (the “no free disposal” as-
sumption).

Definition. In a pure exchange economy, an allocation x = (x!, . . ., x),
x'=(xi,...x),Iis feasible iff

(1) Viyj, x;'z 0, and
i . i s
@ Vij, [ Xxi=Zwi].10
Definition. The real numbers p,, r€ M = {1, ..., m} are said to be the non-
normalized prices of commodity k, if goods j € M, k € M are exchanged in

ratio: pj/pk.

Definition. A nonnormalized price vector,p=(p,, . .., p,,),is alist of real num-
bers representing the exchange ratios between alternative commodities.
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A consumption bundle y' = (%, . . ., ¥} ) is affordable to agent  if its total cost
does not exceed agent i’s wealth w’, which, in a pure exchange economy, is the
value of i’s initial endowment given a price vector p.

Definition. An individually feasible consumption bundle y' = (¥}, . . ., /), y}’ €
R,, is affordable iff py’ < pw’,

where py'=(p, yi +---+p, ¥ ), and
where w' is ith agent’s initial endowment.

We shall assume that w! 2 0, for all i.

Definition. A budget set B;;w = {y’ € C': py’' <pw'} is the set of all affordable
consumption bundles for some agent i with endowment w’, given a price
vector p.

Definition. A selfish agent i maximizes satisfaction competitively if and only if
(1) i obtains y’ € B;;w such that =3z € B;;w.- Z'>,y, and
(2) agent i is a price-taker.20

Definition. In a pure exchange economy, assuming all agents to be selfish, a
price vector p* (i.e., a list of prices — one for each commodity) and an alloca-
tion x* (i.e., a list of consumption bundles x* — one for each individual i) is a
competitive equilibrium if and only if
(1) each agent i maximizes satisfaction competitively at the bundle x*’ when
p* prevails, and
(2) the allocation x* is feasible.

x* is called a competitive equilibrium allocation.

We are interested in efficient outcomes of trade, which are called Pareto-opti-
mal allocations of commodities. An allocation of commodities defines a social
state. Pareto optimality is defined as follows:

Pareto Optimal. A feasible social state (feasible allocation) A is Pareto opti-
mal if and only if there is no feasible social state (feasible allocation) B such
that at least one person is better off under B than under A and no one is worse
off under B than under A.

Notice that saying, “one person is better off under B than under A,” is by defi-
nition equivalent to saying, “one person prefers B to A.” But a selfish agent
prefers some allocation B over another A if and only if he or she prefers his or
her consumption bundle in B over his or her consumption bundle in allocation
A. We may, therefore, formally translate Pareto optimality as follows:
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Definition. In a pure exchange economy — assuming all agents to be selfish —
a feasible allocation z = (z!, . . . , 2%) is Pareto optimal if and only if there is no
other feasible allocation y = (y!, . . ., ¥) such that

(1) for at least one agent i, y* >, 7/, and
(2) foreach agentr y” >,7".

Theorem. In a pure exchange economy, if there are no externalities and pref-
erences are locally non-satiated, then every competitive equilibrium allocation
z* is Pareto optimal.

Proof.!

(1) Let (z*, p*) be a competitive equilibrium, and suppose z* = (z!, . .., 7%
is a competitive equilibrium allocation that is not Pareto optimal. Since by
“competitive equilibrium allocation” = aF z*¥=(zl,..., 7" is feasible, and since

by “feasible” =, Vj, [_ZIZJ? =_21WJ§], the total value of z* = (2!, .. ., 2% at
i= i=

price vector p* is equal to the total value of w = (w!, ..., w"), at p*. That is,
n i n i
) Zp*z*’=2p*w'.
i=1 i=1

Since z* is not Pareto optimal, there is some other feasible allocation y =
(¥, ...,y" preferred by at least one agent and not dispreferred by others. That
is,

(3) Jfeasibley=(y!,...,y)andi€e {1,...,n} such that
(3.1) y'>,z* and
32) y =¥ Vre{l,..., n}

[In (3.1) and (3.2) preference relations are between consumption bundles. This
is meaningful because, by the assumption of absence of externalities, each
agent is selfish.]

Since each agent’s preference relation is locally nonsatiated, the total value
ofy =, ...,y") exceeds?? that of w= (wl, ..., w"),ie.,

@ Xp* y'>2p*wh

But since by definition, y = (y1, . .., y") is feasible, the total value of y = (3!, . ..,
") is equal to the total value of w = (w!, ..., w").

Q) _le *y! =_le *wi.
i= i=

But (5) contradicts (4). Hence, z* is Pareto optimal. Q.E.D.
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Summary Discussion

We conclude that every equilibrium allocation is Pareto optimal, given the as-
sumptions as they are stated in this section regarding commodities, agents, and
the conventions under which they engage in trade. However, this proof depends
on a set of assumptions that differs from the assumptions comprising Strict Ra-
tional Egoism, (py) - (py)s in two subtle, but essential respects. First of all, in
this proof an equilibrium allocation is a competitive equilibrium allocation. In
this proof, by definition, an allocation is an equilibrium allocation only if every
individual maximizes utility competitively. And by definition every individual
maximizes utility competitively only if he or she is a price-taker. Price-taking
(i.e., competitive behavior) implies, for example, that no agent chooses to mis-
represent the quantities of commodities he is willing to sell in order to affect
price levels to his own advantage, or that no individual gives false information
when the opportunity presents itself as a best means to maximize utility. In other
words, certain actions, which adversely affect the efficiency of outcomes, are
presumed never to be the best means for an agent to achieve his goals. Moral
normative constraints play no part because the actions they preclude are pre-
sumed never to be chosen.

Second, this proof explicitly assumes that externalities are absent. Mas-
Colell et al. (1995: 352) define externality as follows:

An externality is present whenever the well-being of a consumer or the production pos-
sibilities of a firm are directly affected by the actions of another agent in the economy.

This definition omits important elements. The following definition is better:

Externality. An externality is the effect of some action related to production or
consumption that imposes an involuntary cost or benefit on some other agent
and for which no compensation is made.

Moreover, externalities are usually understood as being the incidental effects of
the acts of production and consumption. But the effects of acts of theft or fraud
and the harm inflicted through negligence are also externalities and exemplify
intentional and accidental effects on the well-being of some individual. There-
fore, assuming that externalities are absent — just as assuming that every agent
behaves competitively — sets the question of the role of morality or law aside
because it assumes that all these types of externalities do not occur.

Notice that there is some overlap in the work being done by both assump-
tions: both exclude what we refer to as intentional externalities.

Conversely, if it can be shown how a specified system of moral normative
constraints and conventions can secure competitive behavior and rectify the ef-
fects of accidental and incidental externalities so that individuals can achieve
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Pareto optimal equilibrium allocations, the question of the role of morality will
be clarified and advanced.

In this chapter, I have described a framework for analyzing types of social
situations to depict a social situation in which moral normative constraints are
rigorously excluded and have presented a proof the First Welfare Theorem tak-
ing note of the differences between the assumptions of the proof and those of
the framework. The centerpiece of the framework is the idea of a strict rational
egoist — an agent wholly unaffected by morally relevant factors. In Chapters 3
through 6 I offer arguments demonstrating that strict rational egoists cannot
achieve efficient outcomes of trade.



3
The Moral Thesis

Moral Normative Constraints Are Necessary
Conditions of Pareto-Optimal Equilibrium
Allocations of Commodities Achieved
through Market Interaction

Chapters 3 through 6 are dedicated to answering the first central question:

Can a population of strict rational egoists achieve efficient allocations of
commodities through market interaction in the absence of moral norma-
tive constraints?

In this chapter, I argue for a Moral Thesis regarding economic efficiency:

Moral normative constraints are necessary conditions of Pareto-optimal
equilibrium allocations of commodities achieved through market inter-
action.

Pareto-optimal allocations of goods require moral normative constraints be-
cause these outcomes of market interaction require perfect competition, and
moral normative constraints are necessary for perfect competition. More tech-
nically, a proof of the First Fundamental Theorem of Welfare Economics es-
tablishes that efficient allocations of goods depend on every individual maxi-
mizing utility competitively. By definition, an agent maximizes utility
competitively if and only if she attempts to obtain that consumption bundle
within her budget constraint such that no other bundle is more preferred, and
price-taking is the best course of action to achieve her goal. Therefore, the va-
lidity of the theorem depends on competitive behavior, and competitive behav-
ior is secured by moral normative constraints.

[ will treat the terms price-taking behavior, competitive behavior, and mar-
ket behavior synonymously. Price-taking is a type of market action defined
partially by an agent’s belief that she cannot affect price levels. She makes her
trading decisions entirely based on announced prices. All behavior that leads
to inefficiency I refer to as noncompetitive or nonmarket behavior. I use the
terms force (theft) and fraud to differentiate two broad classes of noncompet-
itive behavior. Fraud covers types of action in which, for example, an agent
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chooses to misrepresent the quantities of commodities he is willing to sell to
affect price levels to his own advantage. Consider also an individual who, when
the opportunity presents itself, gives false information as a best means to max-
imize utility.

Stated more precisely, my immediate task is to show that, in addition to the
conventions of a price mechanism for equilibrating supply and demand, a sys-
tem of moral normative constraints is necessary to secure competitive behav-
ior. This task is logically equivalent to showing that it is false that there are no
moral normative constraints and that individuals behave competitively. Since
our framework for analyzing social situations indicates that there are no moral
rules and that strict rational egoists have no internal incentives to act morally,
the Moral Thesis is proved if such individuals will not behave competitively un-
der Strict Rational Egoism.

Although there exist arguments that some system of rules is required for ef-
ficiency, a proof of adequate precision and specificity showing why purely self-
ish agents cannot achieve efficient outcomes of trade in the absence of moral
normative constraints does not yet exist. Bush and Mayer (1974: 402) wrote,

Most theories of income distribution which appear in the modern economic literature
assume well defined and perfectly enforced rules concerning property rights [emphasis
added). The neoclassical theory of marginal productivity implicitly assumes a postcon-
stitutional state in which a completely effective and cost free enforcement mechanism
against theft has been institutionalized. If this were not the case, the usual assumption
of selfishness would imply that an individual’s income is his marginal product adjusted
by the income transferred to him or from him through theft.

Bush and Mayer (1974: 401) went on to show that efficiency requires “orderly
anarchy” defined as a society in which “no effort is spent in stealing property
from others.” However, the authors admit that enforcement is a public good and
involves the “age old problem of who will protect individuals from the enforcer
once the enforcer is given the power to enforce” (1974: 411). Thus, while Bush
and Mayer showed that some set of well-defined and enforced property rights
are required for efficiency, they do not attempt to specify what those rights are,
what other rights are needed, whether those rights are legal or moral, or the
source of sufficient incentives to comply with the rules.

Dan Usher (1992: 77-89) also rigorously proved that under anarchy (i.e., in
the absence of rules) rational egoists will not behave competitively. He wrote
that “Full and uncontested security of property is an essential assumption in the
proof of the optimality of the competitive economy” (1992: 4). Summarizing
his view, he wrote,

The model of anarchy tells us something about the model of perfect competition, for ex-
ample, by emphasizing the implications of alternative assumptions. From our point of
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view, the main assumption of the model of perfect competition is security of property,
attained effortlessly and at no cost to the participants in the economy. There is no better
way of pointing out the implications of that assumption than by designing a society
where the only security is one’s ability to defend what one has from predators and where
the process of taking and defending is costly and dangerous (Usher 1992: 98).

Usher did not show why strict rational egoists (i.e., individuals who interact
completely unaffected by moral normative constraints) cannot achieve efficient
outcomes of trade. Neither Bush and Mayer (1974) nor Usher (1992) have ad-
dressed the two other possible reasons for depicting agents as price-takers that
have been advocated or implied by some accounts. Moreover, although both
showed that enforced property rights are necessary for efficient outcomes of
trade, others have argued that property rights can emerge spontaneously among
a population of rational egoists. In Chapter 4, I show that strict rational egoists
cannot enforce property rights and that property rights will not emerge sponta-
neously. Therefore, strict rational egoists cannot achieve Pareto-optimal allo-
cations under trade. Finally, a set of well-defined and enforced property rights
is not sufficient in itself to secure competitive behavior. Individuals behave
competitively if and only if they are compelled by a system of moral normative
constraints, which includes such property rights that are also “enforced” by a
sufficient internal incentive to comply as well as other elements which I spec-
ify in Chapter 6.

In sum, three reasons jointly indicate why moral normative constraints are
necessary conditions of competitive behavior. First, a presumption against non-
market action entails a contradiction. This reason demonstrates that the condi-
tions that secure competitive behavior must be identified and added as assump-
tions. Second, it is widely assumed that the common understanding of what
constitutes a perfectly competitive market secures competitive behavior. But 1
show that given the common understanding of what constitutes a perfectly com-
petitive market, some individuals will still have an incentive and the means to
violate the rules of the process and will not behave competitively. Therefore, the
common understanding of what constitutes a perfectly competitive market is not
sufficient to achieve economically efficient allocations of commodities. Thus,
some conditions are still missing and must be identified and added as back-
ground assumptions of the First Welfare Theorem. Finally, even if we alter as-
sumptions (ps) and (pg)! so that agents have maximal information-processing
capabilities and perfect information regarding every economically relevant vari-
able, there exists the possibility that agents will not be able to decide what to do
(more technically: there still exists a set of decision functions that are not ef-
fectively computable). So we shall see that more information is neither neces-
sary nor sufficient for efficient outcomes of trade for strict rational egoists.

No other assumption can be altered so as to ensure competitive behavior, ex-
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cept to add moral normative constraints to the assumption set. I then show that,
by adding moral normative constraints to the other assumptions, economically
efficient outcomes of trade are achieved. It follows that moral normative con-
straints are necessary for Pareto-optimal equilibrium allocations of commodi-
ties achieved through market interaction.

Alternative Explanations for Price-Taking Behavior

Even though the proof of the First Welfare Theorem depends on competitive
behavior, the context in which the proof is nested portrays every individual as
taking any feasible action she believes will best maximize her own utility. If an
agent is depicted as acting competitively for reasons other than the effects of
moral normative constraints, then we must consider and discredit the rationale
for these alternative reasons before we can conclude that moral normative con-
straints are necessary conditions of economic efficiency.

Although the notion of price-taking behavior (i.e., competitive behavior) is
clear, its use among scholars is not univocal. Actions depend partially upon be-
liefs, and, given the ambiguous usage of the term price-taking, we are uncer-
tain as to the beliefs on which price-taking behavior depends. In other words,
when we say that agents act as price-takers, we must make clear whether such
behavior depends on their beliefs regarding their potential effects on price lev-
els or on their beliefs regarding alternative courses of action. For the purposes
of clarifying the role of moral normative constraints, we have embedded a mi-
croeconomic model within a broader framework of situational analysis. Only
by losing sight of the embeddedness of our analysis could we depict individu-
als as refraining from nonmarket actions when those actions promise efficiently
to achieve individuals’ desires.

Now then, why might strict rational egoists be depicted as price-takers
under conditions of perfect competition? Why are they supposed to “behave
competitively” if moral normative constraints are assumed not to exist? What
factors in either the agent subset or the situation subset of assumptions that
comprise our framework of situational analysis might account for competitive
behavior? Given the derived principle of action (DPA), we know that individu-
als will act as price-takers only if each has good reason to believe that price-
taking is the best feasible means to achieve ©,. Since agents are strict rational
egoists, hence no individual has a disposition to constrain utility-maximizing
behavior. What then could be the “good reason” for refraining from non-
market actions? Assumptions (p,)—(p,) imply that we have only two alterna-
tives: Either (1) we merely presume that each individual refrains from non-
market action or (2) we assume that a perfectly competitive market as defined
by assumption (p,) is sufficient in itself to restrict agents’ natural strategy do-
mains. We will see that both of these assumptions are false, which means that
we must alter the assumption set.
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The Presumption against Nonmarket Action
Entails a Contradiction

Most, if not all, accounts of the First Welfare Theorem assume competitive be-
havior. When such proofs are set within Strict Rational Egoism, to merely as-
sume competitive behavior is per force at least either to presume that agents
choose only among alternative social states, not among alternative means to
achieving their desired ends, or to assume that certain types of actions, which
adversely affect the efficiency of outcomes, are never the best means for an
agent to achieve his goals. However, recall that the instrumental rationality as-
sumption presupposes a distinction between means and ends. Thus, by main-
taining the integrity of the instrumental rationality assumption, we per force
maintain a distinction between means and ends — between, that is, actions and
their effects. When agents are depicted as choosing a most preferred social state
without reference to why they choose to trade rather that to take some other ac-
tion, the question of what means to adopt to achieve that social state does not
come up. Therefore, in effect, assumption (pg) — There are no moral rules — is
rendered superfluous by the types of choices agents are pictured as taking. That
is, even though we assume that each player may take any physically possible
action, agents are represented in some accounts as choosing from among al-
ternative consumption bundles that are ends, not means to ends. Thus, depict-
ing agents choosing ends and not means to ends renders the absence of re-
strictions or the requirements on means provided by moral normative
constraints irrelevant.

This consideration suggests that the theorem holds for Strict Rational Ego-
ism because assumption (p) regarding instrumental rationality is overridden.
But overriding the assumption of instrumental rationality, we either assume that
no alternative means is available or imply a contradiction. Consider the first al-
ternative. Since outcomes of market interaction will be efficient only if agents
do not choose the best means to maximize utility, to override the instrumental
rationality assumption is to assume that agents have no alternative means to
chosen ends. But there is no justification for making such an assumption.

On the other hand, if some alternative means is more effective than trade and
the instrumental rationality assumption is overridden by assuming that agents
will not take that alternative means in the absence of moral normative con-
straints, then we face a contradiction. To show the contradiction, I must first
clarify one implicit concept. Recall that assumption (p,) indicates that individ-
uals’ preferences range over alternative social states defined only by alternative
consumption bundles. Assumption (p,) implies that preferences do not range
over alternative visions of society as a whole, character types, or decision rules.
It also implies that preferences do not range over others’ attitudes or the rela-
tive satisfaction of others’ goals, or even over any other types of considerations
which I may have missed. A concise way to express this implication of as-
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sumption (p, ) is to say that each agents’ preference relations are independent.
Here are two arguments showing the contradiction:

(1) Assume that moral normative constraints are absent.

(2) Letagents be rational utility-maximizers having independent preference re-
lations, which implies that they will always choose the most efficient means
to maximize utility.

(3) There can be instances when using nonmarket behavior is the best means
to maximize utility.

(4) Suppose agents do not resort to nonmarket behavior when doing so is the
best means to maximize utility.

(5) Hence, agents do not choose the best means to maximize utility.

(6) Thus, agents are not rational utility-maximizers.

(7) (6) contradicts (2).

(1) Letagents be rational utility-maximizers having independent preference re-
lations.

(2) Suppose agents do not resort to nonmarket behavior.

(3) Assume that moral normative constraints are absent.

(4) Agents do not resort to nonmarket behavior only if (a) there is some exter-
nal norm and sanction that would constrain them from engaging in such be-
havior or (b) they have interdependent preference relations.

(5) Hence, either (a) there is some external norm and sanction that would con-
strain them from engaging in such behavior or (b) they have interdependent
preference relations.

(6) (5a) contradicts (3) and (5b) contradicts (1).

Therefore, the presumption against nonmarket action is false; hence, agents
choose from alternative means to desired ends, and some of those means may
be nonmarket actions.

Perfectly Competitive Markets Cannot
Ensure Competitive Behavior

In this section, we examine the second of three reasons why moral normative
constraints are necessary conditions of competitive behavior. We just saw that
a presumption against nonmarket action entails a contradiction. Now I will
show that, under a widely accepted conception of a “perfectly competitive mar-
ket,” some individuals will have both an incentive and the means to violate the
rules of the process. Therefore, given DPA, some agents will not behave com-
petitively.

As a matter of definition, price-taking results from the belief that no indi-
vidual’s actions can affect the price of acommodity. It is generally held that nu-
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merous market participants, homogeneous products, freedom of exit and entry,
and perfect information generate such a belief. These four components consti-
tute the widely accepted idea of a perfectly competitive market. In the conclu-
sion to this chapter, we offer an alternative account of a perfectly competitive
market. Meanwhile, 1 argue that this account of a perfectly competitive market
without moral normative constraints cannot ensure competitive behavior. Re-
call that the instrumental rationality assumption presupposes a distinction be-
tween means and ends (i.e., between actions and their effects). Microeconomic
analysis presupposes a theory of behavior in which this distinction is essential.
Therefore, by insisting on the distinction, we are doing nothing more than main-
taining consistency in our analysis.

There is another reason to maintain a distinction between actions and their
effects. The concept of an externality presupposes that a distinction exists be-
tween actions and their effects. An externality is the effect of some action re-
lated to production or consumption, which imposes an involuntary cost or ben-
efit on some other agent and for which no compensation is made. External
effects may be intended or unintended. Both types must be either precluded or,
if not, at least rectified to achieve efficient outcomes. We will return to the con-
cept of an externality and to this distinction between intended and unintended
consequences later. For now, we assume that externalities are absent.

It is crucial that alternative actions, which are alternative means to outcomes,
be adequately modeled, if an extended version of the theorem is accurately to
depict the role of moral normative constraints and if failures to achieve efficient
allocations of commodities are to be diagnosed correctly.

The fact that both the instrumental rationality assumption and the concept of
an externality require a distinction between actions and their effects has one im-
portant consequence. Recall that we are using the broadest possible framework
for analyzing social situations in that it takes into account all relevant features.
Since the actions of other actors can result in social states that are not Pareto
optimal, individuals must factor into their choices predictions about the choices
of others. That is, they must estimate what others will do by reconstructing their
probable reasoning. Individuals, therefore, act under strategic conditions.

Now, keeping in mind the strategic nature of the situation, we can phrase the
issue at hand here as the following question:

(Q) Is condition (p6)2 sufficient to eliminate every alternative action ex-
cept price-taking?

Assumption (py) expresses a widely accepted version of a perfectly competi-
tive market. Our question, in other words, is this:

(Q") Does a perfectly competitive market without moral normative con-
straints ensure competitive behavior?
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We must refine our question to render it sufficiently precise. The one set of con-
ventions for equilibrating supply and demand is a Walrasian auctioneer. A Wal-
rasian auctioneer is an idealized agent who, upon receiving information re-
garding each individual’s willingness to trade at a given price-ratio, adjusts
prices until the total quantity supplied equals the total quantity demanded. (The
process by which supply is equilibrated with demand is called the tdtonnement.)
We want to determine whether the aspects of the common understanding of a
perfectly competitive market are sufficient to ensure that agents respond only
and truthfully to the price conventions. In other words,

(Q*) Are the conditions expressed by assumption (py) sufficient to ensure
that agents respond only and truthfully to the Walrasian auctioneer?

Notice that assumption (pg) — There are no moral rules - leaves open the pos-
sibility that agents may choose not to trade at all. To answer (Q*) in the nega-
tive, we must show that individuals have both an incentive not to respond truth-
fully and a means to carry out the deception. Once these two conditions are met,
(DPA) indicates that agents will not act as price-takers.

The “numerous participants” requirement of this definition of a perfectly
competitive market allows for noncompetitive behavior. Hurwicz (1972) showed
that in economic environments with numerous, yet finitely many participants,
there is no allocation mechanism having a no-trade option that is incentive com-
patible. Even though our situation and our agents constitute an economic envi-
ronment that differs in significant respects from the environments Hurwicz
specified,? his proof also holds in economic environments defined by assump-
tions (p,)—(pg). Hurwicz defined an allocation mechanism in terms of a game-
form,* but we may describe his theorem informally. Hurwicz (1972: 320) char-
acterized an allocation mechanism as being incentive compatible just in case
no individual has an incentive to violate the rules of the process. Even in eco-
nomic environments with a no-trade option such that the only permissible ac-
tions are to trade or to refrain from trading, Hurwicz showed that individuals
have an incentive to misrepresent their willingness to pay to control prices. An
individual can accomplish this by calculating a false offer curve (which is a false
demand curve) such that, when combined with others’ offer curves, it yields that
equilibrium price-ratio that would have resulted if the individual had been a
monopsonist, that is, if he had the direct control of a single buyer.

Let me explain this mechanism less formally. Recall that individuals are sup-
posed to take prices as they are announced by a Walrasian auctioneer. Each
trader then, on the basis of his preferences, determines what amount of each
commodity he is willing to buy or sell at those prices and reports the results to
the auctioneer. Unless all commodities that agents desire to sell are sold and all
that agents desire to buy are acquired, the auctioneer calls out a revised set of
prices — lowering (raising) the exchange ratio on those unsold commodities
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(commodities not offered for sale). Thus, an allocation mechanism such as the
Walrasian auctioneer receives information from individuals and then computes
a feasible allocation. Whenever an equilibrium is reached, each participant is
allocated his stated demand. However, an agent can receive more than his true
demand by misreporting it. Suppose that there are two commodities and an
agent falsely reports that he would like four units of each based on his current
endowment. He then calculates a set of preferences that corresponds to his false
offer and acts accordingly [i.e., suppose that, to be consistent, he pretends to be
indifferent with respect to these alternatives (10,1), (8,2), (6,3), (4,4), (3,9),
(2,7), (1,10)]. Therefore, at any alternative price-ratio, he makes it appear as
though he is price-taking when, in fact, he is misrepresenting his true demand.
The resulting equilibrium allocation is not Pareto optimal. Since this strategy
best achieves what that individual desires, he will take it. Therefore, Hurwicz’
impossibility theorem combined with (DPA) entails the denial of (Q*), that is,
that the conditions expressed by assumption (p,) are not sufficient to ensure that
agents respond only and truthfully to the Walrasian auctioneer. Moral norma-
tive constraints are part of a set of normative conditions that are individually
necessary and jointly sufficient.

Maximal Information-Processing Capabilities
and Perfect Information Are Not Sufficient
for Pareto-Optimal Equilibrium Allocations

In Chapter 2, we saw that, even though the proof of the First Welfare Theorem
depends on competitive behavior, Strict Rational Egoism (the situation against
which the assumptions of the proof are compared) portrays every individual as
taking any feasible action she believes will best maximize her own utility. In
other words, there is no reason to think that the competitive behavior required
by the First Welfare Theorem will be secured in Strict Rational Egoism. If an
agent is depicted as acting competitively for reasons other than the effects of
moral normative constraints, then we must consider and undermine the ration-
ale for these alternative reasons before we can conclude that moral normative
constraints are necessary conditions of economic efficiency.

Social situations defined by assumptions (p,)~(p,) permit only two possible
explanations for portraying strict rational egoists as price-takers under condi-
tions of perfect competition: either (1) we presume that for no sufficient reason
each individual simply refrains from nonmarket action, or (2) we assume that
a perfectly competitive market as defined by assumption (p,)° restricts agents’
natural strategy domains. In the first case, the depiction is contrary both to the
instrumental rationality assumption and to the Derived Principle for Action and
leads to a contradiction. The second explanation is ruled out because Hurwicz’s
(1972) impossibility proof applies to a perfectly competitive market defined by
assumption (p,). Agents, therefore, have both an incentive to misrepresent their
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true demand and the means to carry it out. However, the “perfect information”
component of assumption (p,) indicates that individuals have perfect informa-
tion regarding every economically relevant variable, except with respect to the
preference relations and the natural strategy domains of others. The perfect in-
formation component of assumption (p) is not empirically implausible. How-
ever, theoretically speaking, the perfect information component of assumption
(pg) could be extended to others’ preference relations and natural strategy
domains. It could then be claimed that if agents possess maximal information-
processing capabilities and perfect information regarding every economically
relevant variable, nonmarket actions will be precluded and equilibrium alloca-
tions will be Pareto optimal because every agent will know that everyone is able
to anticipate and to neutralize noncompetitive behavior and that every agent
also knows that everyone else knows this. If so, then in theory moral normative
constraints would not be necessary. All that is needed is better information. In
other words, an objection based on such an extension of the perfect informa-
tion component of assumption (pg) could be raised against the Moral Thesis.
Therefore, to establish that moral normative constraints are necessary condi-
tions of efficient outcomes of trade, I must respond to this question: If agents
have maximal information-processing capabilities, is perfect information suf-
ficient for Pareto-optimal equilibrium allocations? Stated in more detail, the
question is this:

In social situations defined by assumptions (p,)—(p,), if agents have max-
imal information-processing capabilities, is perfect information regard-
ing every economically relevant variable in a context that requires si-
multaneous, rather than sequential® decisions, in conjunction with the
other conditions cited in assumption (py), sufficient to ensure price-tak-
ing behavior and, therefore, sufficient to achieve Pareto-optimal equilib-
rium allocations?

Informally speaking, if it can be shown that, in social situations defined by as-
sumptions (p,)—(p,) (where perfect information is thus extended) there exists the
possibility that agents will not be able to decide what to do, then perfect infor-
mation is not sufficient to secure competitive behavior, and the objection is,
therefore, refuted. Moreover, it will also follow that no information-revealing
mechanism for strict rational egoism can rectify the result. Only a set of moral
normative constraints will make Pareto-optimal equilibrium allocations possible
for strict rational egoists — even in the theoretical ideal.” In the pages that follow,
I offer such an argument. This, then is the third reason why moral normative con-
straints are necessary conditions of efficient outcomes of market interaction:

Even if we alter assumptions (p,) and (p¢) so that agents have maximal
information-processing capabilities and perfect information regarding
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every economically relevant variable, there exists the possibility that no
agent will be able to decide what to do.

Perfect Information and Full Rationality

By the term perfect information, I mean complete and symmetrically distrib-
uted information regarding every economically relevant variable. That is to say,
each individual is aware of the complete social situation in which he finds him-
self; no factor of the situation that could affect any individual’s utility level is
hidden. Stated in the formal terms we have adopted, we say that each agent
knows each economically relevant variable pertinent to every other agent in-
cluding every element of the entire social situation.® Because perfect informa-
tion covers every economically relevant variable, it entails common knowledge.
That is, each agent knows that every other agent knows the complete social sit-
uation including the fact that everyone knows that everyone knows, and so on.
To gather all these diverse elements together in one concise statement of three
broad categories of knowledge, we say that each agent knows (1) every rele-
vant characteristic regarding every agent including, of course, himself; (2) the
value of every relevant variable in the situation; (3) that every other individual
knows (1) and (2); and (4) that everyone knows (3). In what follows, I develop
these ideas in stages and formalize them to provide a rigorous and clear state-
ment of the problem.

We can represent the information-processing capability of each agent as an
abstract computer that “remembers” sets and relations, and that is programmed
to enumerate any effectively enumerable set or relation and to compute any ef-
fectively computable function. Informally, we say that a function is effectively
computable if and only if there is an algorithm such that when given any ele-
ment from the domain of the function as input, the algorithm gives as its out-
put the unique element from the range of the function. Accordingly, we ap-
proach the central question before us using some concepts and established
results in computability theory. Two established results are crucial to this ques-
tion. First of all, I suppose that individuals’ information-processing capabilities
are Universal Turing Machines. A Universal Turing Machine is an abstract
computer in which the limitations attached to actual computers (e.g., time,
speed, and material) are irrelevant, and which can compute every effectively
computable function.® Imagine it this way: In every respect, individuals’ cog-
nitive capacities are those of a normal human being, except that each can store
information and compute functions better than normal human beings. But in-
dividuals in our model differ from computers and are similar to humans in that
each is capable of second-order awareness; they are aware that they are per-
ceiving, computing, desiring, and the like. In computability theory, a second
standard result, which is integral to our argument, is that the class of effectively
computable functions is coextensive with the class of Turing-computable func-
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tions.1© Therefore, for any function f; individuals in our model can (cannot)
compute £, if fis (is not) effectively computable.!!

The particular course of action an individual takes, therefore, is a matter of
that individual’s computing a function. Let a decision function be the function
that each individual computes to be able to decide what action to take. The el-
ements of each individual’s decision function is specified, given the factors of
information individuals have in their possession. I will show that there exists
the possibility that no agent will be able to decide what to do. I will accomplish
this by showing that there exists a set of decision functions that is not effec-
tively computable.

Information Units

We have before us four broad categories'? regarding which individuals possess
perfect information. To describe adequately the members of these categories
and how they affect individuals’ decisions, we must relate these categories of
individuals’ knowledge to the analytical framework within which we are work-
ing and to the premises of the First Welfare Theorem. Recall that we are now
treating assumptions (p,)—(p,) as the assumptions of the version of the First
Welfare Theore we examined in Chapter 2. Recall also that assumptions
(p,)—(py) instantiate the analytical elements of the social situation which is di-
vided into two categories — the agent subset and the situation subset. Since every
agent possesses perfect information regarding each element in both subsets,
each individual is fully aware of each one of assumptions (p,)—(p,) — not as an
element in an analytical model of social interaction nor as a premise in a proof
but as a feature of the situation in which they act.

Viewed as features of the situation in which they act, every element of the
agent category or the situation category varies in its instantiation with respect
to each individual, thereby contributing to the difference that exists between dif-
ferent individuals® decision-pertinent data. For example, assumption (p,) is
Agents control finite resources. But from the perspective of each individual,
even though each individual faces the fact that each individual controls finite
resources, each individual set of resources varies in its content. Seven such el-
ements or factors from the agent category and the situation category are directly
pertinent to each individual’s decision.

Factor 1. Everyone knows that every individual is fully rational in that each is
maximally capable of storing and processing information.

Factor 2. Every individual knows the set of all individuals in the action arena.

Factor 3. Everyone knows the set of strategies feasible for every individual.

Factor 4. Everyone knows the set of combinations of all strategies.

Factor 5. Each individual knows the set of potential outcomes achieved by al-
ternative combinations of strategies.
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Factor 6. Every agent knows every individual’s utility function defined on the
set of potential outcomes.

Factor 7. Every individual knows factors (1) through (6) and that everyone
knows factor (7), that is, that everyone knows that everyone knows.

We can then provide detail to each of these factors to picture more easily the
decision process of strict rational egoists.

FACTOR 1. Everyone knows that every individual is fully rational in that each
is maximally capable of storing and processing information. Therefore, each
individual must take into consideration and calculate every other individual’s
decision functions because the situation is strategic and noncooperative.

FACTOR 2. Every individual knows the set of all individuals in the action arena.
This element means that every individual has a list containing the names of all
individuals, can determine how many individuals are on the list, and can pick
out any individual from the list. Let the set of individual’s names be denoted by
I={1,...,n}.Eachindividual i has a complete list of each i € I in his mem-
ory, as follows: Each i € I is assigned exactly one positive integer beginning
with the positive integer 1. No two individuals are assigned the same integer.
Thus, I = {1, ..., n} = N. Let max(I) be the effectively computable function
that gives the maximum value of I Let f; : N — N be the effectively computable
function that associates exactly one positive integer with a name of an individ-
ual; no two individuals have the same name.!3

Thus, every individual knows how many agents are in I because he can com-
pute max(I), and every individual i can identify (i.e., pick out) any i € I, i =
1, ..., n, because he can compute f;.

FACTOR 3. Everyone knows the set of strategies feasible for every other indi-
vidual. In other words, every individual i knows the set of strategies feasible for
each i € I, which we call i’s natural strategy domain, and denote as §'. This
means that, for each S, every individual has a list containing the index numbers
of each strategy in S, knows how many strategies are on each list, and can pick
out any strategy from any list. For the sake of simplicity without loss of gener-
ality, we define a strategy a! as the nth single course of action available to in-
dividual i under a particular set of conditions.!* Each individual has a complete
list of each a € §'in her memory, as follows: Each a € §'is assigned exactly
one positive integer beginning with &/, and no two strategies are assigned the
same integer. Hence, for each individual i, §¢ = {a}l, RN a,"l}, where each n is
its index number. Let max(S’) be the effectively computable function that
gives the maximum index number in S'. Let f{ : k — S, fork= {1,. .., n}, be
the effectively computable function that associates a single positive integer with
eacha’ € §".
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Thus, every individual knows how many strategies are in S because he can
compute max(S’), and each individual can identify any a/ € S because he can
compute f¢. Each individual knows the class K = {S?, ..., §"} of all natural
strategy domains S, i =1, . . . n. Each individual holds in memory a complete
list of each §” € K, such that exactly one positive integer is assigned to each
strategy domain beginning with S!, until the list S, . . ., S”, is complete, and
no two natural strategy domains are assigned the same integer. Furthermore,
each individual knows how many natural strategy domains S are on the list and
can pick out any strategy domain from the list K or any strategy from any nat-
ural strategy domain. Let the effectively computable function f; : k — K, for k
={1,...,n}, be the function that associates a single positive integer with each
S' e K. Therefore, each individual can identify any $* € K because he can com-
pute f;, and each individual knows how many are on the list because he knows
how many individuals there are and their “names.”

FACTOR 4. Everyone knows the set of combinations of all strategies. Let SX =
{s,»...,s,} be the Cartesian product of the S's, where each s, represents one
strategy n-tuple in SX. Let h: SX — Z represent the effectively computable out-
come function, where Z is the outcome space. In other words, & maps each to-
tal combination of actions, s, € SX, into the outcome space Z. Each individual
knows the unique social state achieved by any s, € SX only if he knows SX and
he can compute 4. This means that every individual has a list containing the in-
dex number of all s, € SX, knows how many social states are on the list, and
can pick out any social state from the list. Each individual has a complete list
of each s, € SXin his memory, as follows: each s, € SX is assigned exactly one
positive integer beginning with s, and no two collective strategies are assigned
the same integer. SX is effectively enumerable. Let the effectively computable
function fsx: k —> K, for k= {1, ..., n}, be the function that associates a
single positive integer with each s, € SX. Let the effectively computable func-
tion & : SX— Z map the set of strategy n-tuples onto the set of outcomes. The
function 4 is a one-to-one onto function. The function # is one-to-one because
Vs, s, € dom(h), s, #s, = h(s,) # h(s, ), and onto because dom(h) = SX and
ran(h) = Z.

Each individual can compute the Cartesian product of two sets, given cor-
rect information regarding the elements of each set. In this case, each individ-
ual knows how many individuals there are and how many actions are available
to each. Given this fact, we observe that each individual can pick out any strat-
egy n-tuple because he can compute f,. Furthermore, because each individual
can compute the function £ for each action s, € SX, every agent knows the so-
cial state 6, for which s, is necessary and sufficient. But he must be able to de-
termine @, € s,, which indicates his own part in achieving the 6, associated
withs . Let gi: s, —> a represent the effectively computable function that picks
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out i’s action in the collective strategy s,. There are, of course, several such
functions: one for each s,.

FACTOR 5. Each individual knows the set of potential outcomes achieved by
alternative combinations of strategies. Potential outcomes is referred to alter-
natively as social states. This means that every individual has a list containing
the names of all social states, knows how many names of social states are on
the list, and can pick out any social state from the list. Social states are defined
by alternative allocations of commodities. Let the set of names of possible so-
cial states be denoted by Z= {0,, .. ., 6, }, where each n is its index number.
Each individual has a complete list of each 6, € Z in her memory, as follows:
each 6, € Zis assigned exactly one positive integer beginning with ¢, and no
two social states are assigned the same integer. Let max(Z) be the effectively
computable function that gives the maximum value of Z. Letf,: k = Z, for k =
{1, ..., n}, be the effectively computable function that associates a single pos-
itive integer with each, € Z.

Thus, every individual knows how many social states are in Z because she
can compute max(Z), and each individual can identify any G, € Z because she
can compute f.

FACTOR 6. Every agent knows every individual’s utility function defined on
the set of potential outcomes, Z. For the sake of clarity of presentation, we first
show that each individual knows his or her own utility function. Technically
speaking, a utility function u(x) assigns a numerical value to each member of a
set X of alternatives. For our purposes, X is a set of alternative social states.

We begin with the supposition that each agent knows his or her own prefer-
ence relation on Z. Notice that Z is not a set of alternative consumption bundles
but rather a set of alternative social states characterized in part by alternative
consumption bundles. Stipulating that the symbol >Zrepresents individual i’s
preference relation on Z, we assume, as we did in Chapter 2, that >,Z. is reflex-
ive, transitive, complete, and continuous.

Every preference relation having these four properties can be represented as
a utility function.'” Let U,:Z— B¢ R, for all i, where R is the set of real num-
bers, and B is a proper subset of R, represent an effectively computable indi-
vidual utility function. We want to indicate that for any two social states, indi-
vidual i thinks that the first is as least as good as the second if and only if the
utility value of the first is greater than or equal to the second. Hence, each U
Z— B c R is a utility function such that

Vo, 0,€Z[c,>0,<Ufc,)2Ufc,)]

Let & be a real number representing the value i’s utility function U, for some
argument, 6,,, thatis, U(c, ) = u'. Eachu! e ran(U), thatis, eachu/ € BC R
can be given an ordinal ranking, beginning with the integer 1. Let the effectively
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computable function f5 : B— A < N be a one-to-one onto function whose do-
main = ran(U,) and whose range = {1, .. ., n}, such that

i i
Viu,ueB, Vame Alu >u <& n>m]

Hence, fB(ujn) = n. Let the function f, : A € N — Z be a one-to-one onto func-
tion whose domain = ran(f,,), and whose range = Z. Hence, f,(n) =G,

Note that each function U, is a one-to-one onto function. U, is one-to-one
because Vx,y € dom(U)), x # y = U(x) # UJ(y), and U, is onto because
dom(U) = Z, and ran(U)) = B.

For each outcome 6, € Z, each individual i knows its ordinal rank of n pos-
sible alternatives for each i € I because i can compute each U, f,, and f,.

FACTOR 7. Every individual knows factors 1 through 6, and that everyone
knows factor 7, that is, that everyone knows that everyone knows. At the risk of
redundancy, we state the same idea in other words: Each agent knows (1) that
everyone knows that every individual is a utility-maximizing, instrumentally
rational, Turing-machine calculator; (2) that every individual has a list con-
taining the names of all individuals, knows how many individuals are on the
list, and can pick out any individual from the list; (3) that every individual has
a list containing the index number of all social states, knows how many social
states are on the list, and can pick out any social state from the list; (4) that
everyone knows everyone’s utility function; (5) that everyone knows everyone’s
feasible actions; (6) that everyone knows the outcomes that follow from those
actions; and (7) that everyone knows that everyone knows (1) through (6).

Parametric Choice

For each strategy n-tuple, s, € SX, there exists a social state 6, for which s_ is
both necessary and sufficient, while @/ € s is only necessary. But where, for
some individual i, the actions of agents other than i are irrelevant, @’ is both
necessary and sufficient to achieve ©,. Let a parametric decision function be a
type of decision function in which common knowledge is not a factor and in
which the actions of other agents are irrelevant.'® Hence, where other individ-
uals’ actions are irrelevant, an agent maximizes utility if and only if she takes
that action @’ which achieves that social state holding the highest level of util-
ity. In other words, the particular decision that an individual makes (i.e., the
strategy that she pursues) is the one that maximizes utility. Therefore, to decide
what action to take, each individual must make the following determinations.
First of all, an individual must determine what social state gives the highest
level of utility, «’. Recall that each U:Z->B¢gc R. Each agent, thus, must as-
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certain the highest value in B. Let the effectively computable function, max(B,),
pick out the highest value in B.

By computing max(B)), f, andf,, each agent can determine what social state
gives her the highest level of utility. Second, each individual must determine
what collective strategy achieves that outcome by computing #~". Finally, each
agent must determine what individual action is a member of that collective strat-
egy by computing g. Therefore, we represent i’s decision as the value of her
parametric decision function as follows:

al = gl(hm\(f,(fy(max(B)))))

Proposition. Every parametric decision function gi(h™ (f,(fz(max(B,))))) is
effectively computable.

Notice that the first step in a decision process is finding the social state with
the highest ordinal value. Perhaps an explanation for this claim is in order. Some
types of relevant data (some of which are given and others of which require cal-
culation or experimentation) are not directly relevant to the argument of this
chapter. To depict how agents acquire these types of information would need-
lessly complicate things. So, examples include a list of all individuals and a list
of strategies for each individual. Only that each agent knows the set of all agents
and all their actions is relevant to our argument. Calculating the Cartesian prod-
uct of all strategy domains is not relevant to the proof. Neither is the manner in
which the set of possible outcomes is determined. We only require a mapping of
strategy n-tuples onto outcomes having alternative payoffs. Therefore, we sim-
ply assume a finite set of outcomes. Finally, each preference relation on the set
of outcomes is given, and calculating each utility function from its corresponding
preference relation is not relevant. With this much information at their disposal,
the next step individuals take is to find the outcome yielding the highest utility.
This step is the first step in the process of computing a decision function.

Quasiparametric Decision. Let a quasiparametric decision be one in which
some, but not all, of every other agent’s actions in a strategy n-tuple are irrele-
vant. We will refer to such types of decisions later. We bring it up now because
of its relation to both parametric and strategic choice.

Conditional Decision. Let a conditional decision be a stage in a decision
process in which an individual must consider a range of hypothetical alterna-
tives before making a final decision. Each hypothetical alternative is a condi-
tional decision. Each agent reasons in this manner: Suppose I take action &, and
J takes action a/, and so on, social state 6, will follow. The kinds of parametric
decisions with which we are concerned do not involve conditional decisions in
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this sense simply because alternative means are incorporated into the set of so-
cial states so that, by choosing the social state having the highest ordinal value,
an individual chooses both a goal and the best means to achieve it.

Strategic Choice

For each individual i, the action i takes depends on the maximum value of his
utility function, which itself depends in part on the actions taken by every other
agent to achieve the maximum value of their respective utility functions. Hence,
each individual must take others’ decision functions into account. Therefore,
strategic decisions involve conditional decisions because individuals first com-
pute a parametric decision function and then determine which other strategy n-
tuples of which the action a’ is a member. Each strategy n-tuple, except one,
results in a social state different than the one that gives the calculating agent her
highest utility. We give a summary version of each individual’s decision func-
tion as follows:

al=gi(s,, : gi(h\(f,(fy(max(B))))) = g/ (W' (f,(f, p(max(B))))),
Vj# i)

Decision functions are effectively computable if and only if there exists a Nash
equilibrium of strategies, that is, given every other players’ strategy, no other
strategy yields a higher payoff. Thus, the effective computability of decision
functions depends on the character of each utility function. OQur concern now is
to show that there exists a set of decision functions that is not effectively com-
putable.

There Exists a Set of Utility Functions That Render
These Decision Functions Not Effectively Computable
under Conditions of Perfect Information

An alternative way to state the proposition is that there is a set of utility func-
tions for which there is no Nash equilibrium of strategies so that no individual’s
decision function is effectively computable. Suppose that the Walrasian auc-
tioneer presents each individual i with an initial price vector p*. Each individ-
ual’s natural strategy domain includes three possible alternative actions: de-
fraud by overstatement, trade, or defraud by understatement. That is, for each
individual i, §' = {a!, &, a}}, where a} = +fraud, a} = trade, and @} = —fraud.
Each individual then computes a decision function to give him the best course
of action. Finally, each agent simultaneously presents his trading decision to the
Walrasian auctioneer, where a trading decision is a list of the amount of each
commodity the agent presents himself as willing to trade, given p*. We present
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the case for two individuals which can be extended to » individuals without loss
of generality.

Now, before I present the specifics of the proof and to make the proof itself
more perspicuous, I will present and respond to a possible objection that per-
fect information seems to rule out the possibility of fraud. The objection could
be argued as follows:

The proof requires that agents’ natural strategy domains include two
means to defraud. But since the perfect information assumption has been
strengthened so as to include common knowledge of every agent’s utility
function defined over possible outcomes, the possibility of fraud by over-
statement or understatement of one’s preferences to the Walrasian auc-
tioneer is ruled out. That is, to defraud by either of these means involves
stating one’s preferences to be what everyone knows them not to be. Thus,
fraud is not an alternative to trade as the proof seems to require.

We must keep in mind the difference between possible actions, which are mem-
bers of an agent’s natural strategy domain, and effective actions, which are
members of agent’s rational strategy domain, which is a subset of that agent’s
natural strategy domain. The fact that each agent knows every other agents’ util-
ity function does not render the actions impossible. It only renders them inef-
fective. Fraud by overstatement or understatement of one’s preferences to the
Walrasian auctioneer remains a possible action and, therefore, a member of the
agent’s natural strategy domain. Perfect information is supposed to render such
possible actions ineffective, thus ruling out non-price-taking behavior and leav-
ing trade as the only option. Indeed, in principle, for some or even most sets of
utility functions defined over outcomes, perfect information in this framework
will eliminate non-price-taking behavior, thus rendering it sufficient for effi-
cient outcomes without moral normative constraints. However, as the forth-
coming proof shows, for this given set of utility functions, even though agents
know each other’s utility functions, they cannot come to a decision regarding
which action to take. Part of each agent’s decision process involves first iden-
tifying the most preferred outcome and the action that is supposed to achieve
that outcome. Then, realizing that everyone else knows his most preferred out-
come and its means and that they can respond in such a way as to take advan-
tage of such a move, the agent considers an alternative. But others know this as
well. Each agent knows this about every other agent. They cannot, given this
particular set of decision functions, achieve that efficient outcome, which re-
sults when both decide to trade. Thus, perfect information regarding every eco-
nomically relevant variable and perfect information-processing capabilities are
not sufficient to achieve economic efficiency. However, the addition of moral
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Table 3. A Possible Two-Agent Situation

a%, a%, ag,

+raud trade —fraud

al,

+ fraud 16,8 9,2 4,14
aj,

trade 13,10 6,12 10,6
aj,

~frand 7,18 8,1 12,3

normative constraints to that same social situation ensures economic efficiency
by ruling out fraud.

Consider now the specifics of the proof. In Table 3, I list the natural strategy
domains, §' = {a;, a, a}} for each individual i, and the payoff each individual
receives for each action a'. Some of the information that each agent possesses
is given here:

1. 1

2.Z ={06,,...,6,};

3. U, ={{5,,9),(0,, 5), (03, 1),{0,, 8), {0, 2), (T, 6), (G, 3), (G, 4), (G, T},
and

v, = {<01,5> (6, 2), (03, 8),(0,, 6), (05, 7), (O, 4), (07, 9), (O, 1), (G, 3));

4. K = (S, %), where §' = {a, al, al}, and §° = {a2, a3, a2 };

5. 8X = {(a}, a}), (@}, a3), (a}, a3), (a}, aD), (az, 2> (a3, a3),(a}, a3), (a}, a%), (@}, ad)},
where s —(al, a?),s,=(al,ad), ..., sy =(a}, ad);

6. h ={{s, 0'1) .2 {59, O}

Each Individual’s Strategic Decision Process

(In what follows, social states are named beginning with 6, at the top left and
moving to the right.) In general, the first step in the process of computing a de-
cision function is to find the outcome yielding the highest utility. Each agent
then searches for the strategy n-tuple that achieves that social state yielding the
highest level of utility for i and determines whether the strategy n-tuple that
achieves it is a Nash equilibrium. According to factors 5 and 6, each individual
knows the set of potential outcomes achieved by alternative combinations of
strategies, and every agent knows every individual’s utility function defined on
the set of potential outcomes. Therefore, each individual begins by making a
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conditional decision that is aimed at determining what action yields the social
state giving the highest level of utility and that, in turn, is achieved by comput-
ing the parametric decision function

al = g (h'(£,(f,(max(B))))).

By computing max(B,), f, and f,,, each agent can determine what social state
gives him the highest level of utility. For individual 1 that state is ¢, yielding a
payoff value of 16. Individual 1 then must associate ¢, with its corresponding
strategy n-tuple by computing the inverse function A~!: Z — SX. The value
of the function #~! for o, is s,. Individual 1 determines his action in strategy
n-tuple s, by computing the function g}, which yields the output a}.

Individual 1 will not conclude at this point that he should take action a}. He
must first determine how many strategy n-tuples involve the action a! and de-
termine which action every other agent will take to achieve their highest pay-
off. Since for a set of individuals I = {1, .. ., n}, there are m" strategy k-tuples
for each action @’ € §'= {al, ..., d }, there are m X n — 1 strategy k-tuples in
which a particular action of one individual is paired with i’s action. Since, in
this example, there are two individuals and for each individual j, & = {a, aJ,
a4}, individual 1 must, therefore, consider three different strategy -tuples.

Individual 1 reasons as follows: Suppose I take action a}. Then individual 2,
knowing my utility function and so on, will not take action a3 yielding a pay-
off of 8, but will take a3 yielding a payoff of 14, knowing as I do that he is in-
strumentally rational and so on. But since I know that 2 knows what he knows,
I should take action al. But if I take action a}, then 2 will take action a7. If 2
will take action a2, then I will take action a!.

Individual 1 has completed the first round of an infinite loop. Regardless of
which action either agent begins with, each encounters a potentially infinite
loop.

Given these utility functions, there is no social state s, such that the value
of the function, A~ (f( fg(max(B))))), for some individual i equals the value of
the function, A~ (f,( fB(max(Bj)))), for every individual j # i. Therefore, no in-
dividual can compute his decision function. Hence, there exists a set of deci-
sion functions that are not effectively computable.

Perfect Information Is Not a Sufficient Condition
for Pareto-Optimal Equilibrium Allocations

We began this chapter with the following question in mind:

If agents have maximal information-processing capabilities, is perfect in-
formation regarding every economically relevant variable in a context
that requires simultaneous, rather than sequential, decisions in conjunc-
tion with the other conditions cited in assumption (pg), sufficient to en-
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sure price-taking behavior and, therefore, sufficient to achieve Pareto-op-
timal equilibrium allocations?

We conclude that since there exists a case in which no decision function is ef-
fectively computable, perfect information is not sufficient to secure price-tak-
ing behavior. It follows that perfect information is not sufficient to achieve
Pareto-optimal outcomes. Agents are not themselves Turing Machines, they
only possess Turing Machine computing capabilities. Since agents are capable
of second-order awareness, if they discover a repeating loop in their computa-
tions, they will shut down until such time as new inputs change the structure of
the situation.!” Therefore, as we might expect, we can construct an allocation
that consists of the set of initial endowments in social state s, and which yields
a payoff vector, 6, 11. Had each agent taken the “trade” option, they would have
achieved an equilibrium allocation under social state s5 in which one of them
would had been better off than in social state 5o and none would have been
worse off. Thus, social state 55 is Pareto superior to social state Sor In this econ-
omy, in which moral normative constraints are absent but all the conditions of
standard accounts of a perfectly competitive market hold, the equilibrium allo-
cation that individuals end up with is not Pareto optimal.

It may be objected that the result holds only in conjunction with the partic-
ular version of the Walrasian price mechanism presented here. In response, we
claim that the result is not dependent on any particular price mechanism. The
result holds even in the Arrow—Debreu model, where no action is taken until a
message equilibrium is found. Given the utility functions described in the ex-
ample, no message equilibrium is possible. Therefore, the result holds wher-
ever agents must make simultaneous decisions. A model that involves simulta-
neous decisions is more realistic. Moreover, as long as agents must decide
simultaneously, it is impossible to improve the situation with any type of in-
formation-revealing mechanism.

Moral Normative Constraints Are Necessary for Economically
Efficient Qutcomes of Market Interaction

Agents act as price-takers in versions of the First Welfare Theorem that spec-
ify moral normative constraints because moral normative constraints ensure
that agents act competitively. That is, moral normative constraints must be
among the background assumptions of the First Welfare Theorem.

To facilitate the discussion, it might help to see the logical form of our cri-
tique. Let {p, &, ..., & p,} symbolize the initial set of assumptions of the
First Welfare Theorem in which agents are strict rational egoists and in which
morality plays no role. Let Vx [EA = PO, ] symbolize the First Welfare The-
orem itself — Every equilibrium allocation is Pareto optimal. Our critique of the
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idea of a perfectly competitive market without moral normative constraints has
the following logical form. We have supposed (S1):

(S1) Suppose {p; &, ..., & py} <& Vx[EA = PO,]
But then we have shown (S2), which is a denial of (S1):

(S2)But {p, &, ..., & p,} = Ix[EA_& —PO ]

We must conclude that the assumption set is not sufficient to achieve econom-
ically efficient outcomes of trade:

(S3) Thus, =({p, &, . . . , & py} = Vx [EA_= PO ])

It follows that if every equilibrium allocation of commodities achieved through
market interaction is Pareto optimal, at least one assumption in the initial set
must be false. We must show which assumptions are false and specify alterna-
tive assumptions that are both necessary and sufficient for Pareto-optimal equi-
librium allocations of commodities achieved through trade.

Note that perfect information regarding every economically relevant vari-
able is not itself a necessary condition. If we reduce the extent of perfect infor-
mation, making it complete for some aspects of the action arena, but not for all,
we have shown that agents will compute parametric decision functions, but re-
ducing the extent of perfect information means that individuals’ information
will be asymmetrically distributed for some economically relevant variables.
However, it is well known that asymmetric information makes force and fraud
possible by creating the appropriate incentives. Therefore, for the First Welfare
Theorem to hold in this economy when we eliminate (or restrict the range of)
perfect information, we must also eliminate the incentives to take detrimental
actions. Thus, perfect information regarding every economically relevant vari-
able is neither sufficient nor necessary. I claim moral normative constraints are
necessary and the assumption set that includes them is sufficient.

To make the case, I return once more to the question of why agents might
act as price-takers. We now see that perfect information is not sufficient to se-
cure price-taking behavior. If we can show in our model just how moral nor-
mative constraints can achieve what perfect information cannot, we will have
demonstrated!® that moral normative constraints are necessary conditions of the
First Welfare Theorem. A moral normative constraint can be construed as a
moral right coupled with an incentive to comply with its demands, thus effec-
tively restricting the types of actions agents can take.!® In principle, then, it is
possible to convert this example into a model in which the First Welfare Theo-
rem holds by introducing moral rights (which render the decision function qua-
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siparametric in that some feasible actions by other agents that would have been
required to be taken into consideration need not be now) and by altering the
Agents subset to include a sufficient internal incentive to comply with all moral
rights. Thus, in our example, we remove actions a; and 4} for each individual i
by introducing a moral right to true information and a sufficient internal incen-
tive to comply. Each agent’s decision function is then computable, and each
agent decides to trade.?°

Since we have shown that strict rational egoists will not comply with any en-
forcement mechanism, we must also change the Agent subset of the model and
build in a sufficient internal incentive to comply with moral rights. We will dis-
cuss this point further in Chapter 6 when we specify the moral conditions of
economic efficiency. For now, all we need to see is that moral normative con-
straints can achieve what perfect information cannot. Therefore, moral norma-
tive constraints are missing conditions of the First Welfare Theorem.

Moral normative constraints as I have presented them involve both a moral
rule and a sufficient internal incentive to comply with the moral rules. Both as-
pects are necessary. If we altered the agent set so that agents prefer moral vi-
sions of society or widely accepted moral virtues such as honesty and if we did
not also introduce moral rules, agents may not achieve efficient outcomes of
market interaction. As I will explain in detail in Chapter 6, agents must hold in
common beliefs about which types of behaviors are required and which are pro-
hibited to achieve the required social ordering of behavior. It is not sufficient if
each agent is free to work toward whatever moral vision of society or whatever
moral virtues she “prefers.” Agents must also hold in common beliefs about
how to hold each other responsible.

Summary

The argument of the previous section completes the line of argumentation be-
gun earlier in the chapter. 1 have clarified the role of moral normative constraints
in achieving Pareto-optimal equilibrium allocations. This has been accom-
plished by first placing a microeconomic model of social interaction within a
broader framework of situational analysis to examine the institutional structure
within which exchange takes place. In Chapter 2, we described a set of con-
ventions that coordinate price-taking behavior (i.e., the Walrasian price mech-
anism). We have rigorously portrayed agents as being strict rational egoists in
order to obtain a model of “pure selfishness.” We have shown that, when a per-
fectly competitive market is understood, as it is in assumption (py), it is insuf-
ficient to ensure competitive behavior. Moral normative constraints are neces-
sary conditions of competitive behavior. Therefore, since the First Fundamental
Theorem of Welfare Economics establishes that efficient allocations of goods
depend on every individual acting “competitively,” moral normative constraints
must be among its background assumptions.
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Furthermore, moral normative constraints involve a sufficient internal in-
centive to comply with the rules. Strict rational egoists have no such incentives.
Strict rational egoists will not comply with whatever rules are agreed upon, and
the requisite means to internalize incidental and accidental externalities do not
exist under Strict Rational Egoism.

Therefore, purely selfish people pursuing their own interests cannot achieve
economic efficiency. It follows from this that the common understanding of the
Invisible Hand Claim is incorrect.



4
A Spontaneous Order Objection

Can a population of strict rational egoists achieve efficient allocations of com-
modities through market interaction in the absence of moral normative con-
straints? The answer is, “No.” We could now move on to our second central
question:

What are the moral normative constraints and other types of normative
conditions of market interaction leading to efficient outcomes?

However, I want to establish a stronger claim regarding the possibilities of
purely selfish agents. I further claim that, given a class of situations fully de-
scribed by assumptions (p,)—(p,), strict rational egoists cannot achieve Pareto-
optimal equilibrium allocations of commodities at all.To refute this claim, one
must show that, under Strict Rational Egoism, a regularity in social behavior
could emerge spontaneously from the interactions of purely selfish agents — a
regularity that enables efficient outcomes of trade. Thus, we have the following
objection to my stronger claim:

If selfish individuals are construed to pursue their own interests from an
initial setting in which moral normative constraints are absent and indi-
viduals’ preferences only range over social states defined by allocations
of consumption bundles, their behavior will coordinate into regular pat-
terns (describable as being guided by rules), which in turn will be suffi-
cient to produce optimal outcomes of trade.

I will refer to this objection as the Spontaneous Order Objection. [It is important
to bear in mind that this is not a denial of the claim that some type of moral nor-
mative constraints are necessary conditions of Pareto efficiency. Rather, it de-
nies that Pareto-optimal equilibrium allocations are not achievable for strict ra-
tional egoists in a social situation defined by assumptions (p,)—(p).] If efficient
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outcomes of trade are not achievable for strict rational egoists, then the situation
subset must be revised to include moral rules of some kind and the agent set must
be revised to include a sufficient internal incentive to comply with the necessary
rules. But then, of course, agents are not purely selfish and there are moral rules
held in common. Pure selfishness cannot achieve a common good.

The claim expressed by the Spontaneous Order Objection is similar, but
not identical, to the central position of the so-called spontaneous order tradi-
tion beginning with the eighteenth-century Scottish moral philosophers David
Hume (1739) and Adam Ferguson (1767), continuing in the works of the
nineteenth-century economist Carl Menger (1981[1871]), and extending at
least through the writings of F. A. Hayek (1964) and Robert Sugden (1989).

However, a very important difference between the characterization of agents
in the spontaneous order tradition and in our model must be kept in mind. In
the spontaneous order tradition, agents are either human beings or rational ego-
ists; in our model, agents are strict rational egoists. Therefore, although we will
refer to this claim as the Spontaneous Order Objection to highlight its perti-
nence to our claim that strict rational egoists cannot achieve Pareto-optimal
equilibrium allocations of commodities, and although we refer to these theo-
rists’ ideas to explicate certain concepts, we do not construe any particular
theorist in that tradition as raising this particular question.

The Spontaneous Order Objection fails ultimately because it does not ade-
quately differentiate between types of social situations. In his analysis of the
spontaneous order tradition, Viktor Vanberg (1994: 65) wrote,

In view of the failure of the spontaneous order tradition to account adequately for the
fundamental difference between co-ordination rules, like rules of language or rules of
the road, and PD rules, like rules of morals, it cannot be emphasized strongly enough
that an explanation of the first type of rules cannot be considered simply a model for an
explanation of the second type.

However, even though Vanberg offers an account of the difference between the
two types of rules, he does not offer an analysis of the two types of situations
from which the rules are thought to emerge. In keeping with the analytical
framework within which we are working, we trace the difference in the two
types of rules to differences in situations. We then attempt to show that markets
are institutions — that is, they are normative frameworks — that involve two kinds
of norms: normative constraints and conventions. Normative constraints are so-
lutions to what are called collective action situations, and conventions are so-
lutions to coordination situations. We will argue that solutions to coordination
situations are not constraints on maximizing behavior and, thus, could not func-
tion as normative constraints.!
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The Conflation of Classes of Situations
by Hume, Menger, and Hayek

In his A Treatise of Human Nature, David Hume (1975: xvii) aspired to “ex-
plain the principles of human nature . . . built on a foundation (of) . . . experi-
ence and observation.” Thus, in constructing an account of the emergence of the
ideas of justice and of property, he describes a set of relevant aspects of a sin-
gle type of situation out of which the ideas in question emerge. Hume (1975:
490) offered three examples (i.e., rowing a boat, using a language, or using a
medium of exchange) which are actions within situations of a similar class. He
wrote,

Two men, who pull the oars of a boat, do it by an agreement or convention, tho’ they
have never given promises to each other. Nor is the rule concerning the stability of the
possession the less deriv’d from human conventions, that it arises gradually, and acquires
force by a slow progression, and by our repeated experience of the inconveniences of
transgressing it. On the contrary, this experience assures us still more, that the sense of
interest has become common to all our fellows, and gives us a confidence of the future
regularity of their conduct: And ‘tis only on the expectation of this, that our moderation
and abstinence are founded. In like manner are languages gradually establish’d by hu-
man conventions without any promise. In like manner do gold and silver become the
common measures of exchange, and as esteem’d sufficient payment for what is a hun-
dred times their value.

After this convention, concerning the abstinence from the possessions of others, is
enter’d into, and every one has acquir’d a stability in his possessions, there immediately
arise the ideas of justice and injustice; and also those of property, right, and obligation.

To anticipate the argument of the next section, imagine the people rowing the
boat sitting next to each other. The preferences of both coordinate: They both
desire a social state within which it is possible for both to be satisfied. Notice
that the strategies they respectively adopt also coordinate: they each believe that
they must row in synchrony with the other; neither of their strategies renders
the other strategy ineffective. Finally, notice that the “inconveniences of trans-
gressing” the joint strategy means the failure of both to satisfy their desires. The
situations for which rowing a boat, using a language, or using a medium of ex-
change involve coordinative strategies adopted to achieve coordinative prefer-
ences are all of the same class. They are pure coordination situations.
However, the situations in which observing a set of property rights is the ap-
propriate joint strategy is essentially different from these examples. In the next
section, [ clarify the difference. For the remainder of this section, I simply ob-
serve that several theorists have conflated two essentially different kinds of sit-
uations in their accounts of the “spontaneous’ or “organic” emergence of rules.
In sum, we are not concerned with any particular aspect of the type of social
situation that Hume described other than to call attention to the fact that he con-
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flates two different types of situations. In the following sections, we analyze
these types of situations and show how their conflation erroneously leads to the
supposition that strict rational egoists could spontaneously generate a set of
norms that make efficient trade possible. In particular we show that the “in-
conveniences of transgressing” a norm associated with one type of situation are
distinct from the inconveniences of transgressing the other. Only one type of in-
convenience provides a coordinative incentive. An individual, self-defeating in-
convenience always results from taking a purely selfish action.

Hume seems to have set a precedent, thereby inaugurating a tradition in
which other theorists continue to conflate these two types of situations. For ex-
ample, Menger (1981: 262) wrote, “Money is not the product of an agreement
on the part of economizing men nor the product of legislative acts. No one in-
vented it.” In this claim, he agreed with Hume: Using money is a joint strategy
designed for a particular type of situation. Moreover, following Hume’s exam-
ple, Menger grouped together two types of situations that are essentially dis-
tinct. He claimed (1985: 147),

Law, language, the state, money, markets, all these social structures in their various em-
pirical forms and in their constant change are to no small extent the unintended [em-
phasis added] result of social development. . . . Also understanding of them . . . must be
analogous to the understanding of unintentionally created social institutions [emphasis
added]. The solution of the most important problems of the theoretical sciences in gen-
eral and of theoretical economics in particular is thus closely connected with the ques-
tion of theoretically understanding the origin and change of ‘organically’ created social
structures [emphasis added].

Menger’s grouping together the institutions of law, language, the state, money,
and markets into a single broad class characterized as unintentionally created
indicates that he also conflates the broad classes of situations from which they
are claimed spontaneously to emerge.

F. A. Hayek (1964: 5) followed Menger’s conflation of classes of situations
in his discussion of the “useful institutions . . . such as language, morals, law,
writing or money,” which he treats as members of the same broad class of in-
stitution.

Categorizing Types of Social Situations

To reiterate, my claim is that economically efficient allocations of commodities
are not achievable for strict rational egoists at all. The Spontaneous Order Ob-
jection to my claim is that a regularity in social behavior could emerge sponta-
neously from the interactions of strict rational egoists, which enable them to
achieve economically efficient allocations of commodities. A crucial factor —
perhaps the crucial factor — required to settle the question is the difference be-
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tween interpretations of the set of conditions within which individuals act.
Therefore, to refute the Spontaneous Order Objection, we first address the
problem of categorizing social situations:

What is the best or proper or most conceptually useful way to differenti-
ate between types of social situations for understanding what is required
for efficient outcomes from trade that does not also unacceptably skew
the resulting taxonomy?

Four types of social situations are usually discussed in the relevant literature:
(1) coordination situations, (2) collective action (Prisoners’ Dilemma, PD) sit-
uations,? (3) inequality-preserving situations, and (4) cooperative-game situa-
tions.?

We are interested in situations in which assumptions (p,)—~(p,) hold. Since
the situation defined by premises (p,)—(p,) is noncooperative, (4) is not rele-
vant. Since there are no rules, there exist no institutions that distribute advan-
tages, and therefore, (3) is also not relevant. Therefore we are left with only two
possible basic types of situations. We require a basis on which to differentiate
between them that proves useful to further analysis.

Consider the following definitions representing one common type of tax-
onomy:

Coordination Situation. A coordination situation is any situation in which
successful rational utility-maximizing behavior under strategic, noncooperative
conditions yields a strictly Pareto-superior result.

Collective Action Situation. A collective action situation is any situation in
which rational utility-maximizing behavior under strategic, noncooperative
conditions yields a Pareto-inferior result.*

Notice that types of situations are determined by types of outcomes under this
taxonomy. Because these definitions are outcome based, they fail to state pre-
cisely the conditions that lead to the outcomes. Since understanding and solv-
ing problems requires one to pay attention to their precipitating conditions,
overlooking this distinction can lead to an erroneous analysis.

Russell Hardin (1988) offered a five-part taxonomy: (pure) conflict, (pure)
coordination, and mixed motive. It implicitly includes a basis for differentiating
classes of social situations. But, in explicating what he sees as the “strategic
structures of categories of interactions,” Russell Hardin (1988: 31) categorized
types of noncooperative games. Even though Hardin (1988: 32) categorized
types of noncooperative games, he also claimed that game theory is “badly
named: it has little or nothing to do with games, and it is hardly a theory. It is
preeminently a descriptive framework for categorizing social interactions.”
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However, situations cannot be adequately described by game matrices. Os-
trom et al. (1994: 27) observed that “the issue of rule-breaking and rule en-
forcing cannot be addressed by a noncooperative game model.” Furthermore,
Field (1984: 687) wrote:

even “non-cooperative games” contain, as part of their description, certain rules adher-
ence to which is assumed as part of the analysis. Although additional cooperation is pre-
cluded by the assumption that the game is “non-cooperative,” the very fact that interac-
tion can be described and perceived as a game is evidence of rudimentary structure of
interaction.

Even though situations do entail a certain range of physical constraints that can
be modeled game-theoretically, this will not escape Field’s criticism. Ostrom et
al. (1994: 26) observed that “game theory does not distinguish between the
types of constraints that affect the structure of a game.”

Therefore, we need a basis for a taxonomy of classes of social situations that
allows for rule breaking and, therefore, for strategy sets that are not predelim-
ited (i.e., natural strategy domains) and that cannot inadvertently fail to main-
tain a distinction between positive and normative constraints.

An Alternative Basis for Differentiating
Classes of Social Situations

No types of conditions that determine opportunities and possible outcomes are
as pertinent to a taxonomy of initial situations as are agents’ preferences and
the means (actions or strategies) they take to satisfy them, which in turn are de-
termined in part by the constraints agents face and the domain of their prefer-
ences (i.e., the set of alternative social states over which their preferences
range). Notice that no premise in the assumption set, that is, nothing in Strict
Rational Egoism requires the compatibility of different agents’ preferences or
of their strategies to achieve those preferences. Given the assumption of nor-
mative individualism, it is a matter of accident whether or not preferences and
strategies are compatible. For the sake of more precision, I use the terms coor-
dinate and conflict. We first attempt to make these distinctions explicit.

If preference relations are independent and an individual attempts to actual-
ize a desired social state, she is indifferent to features other than those that make
that social state desirable to her. Therefore, if two individuals desire the same
social state, it is possible that both can be satisfied because it is possible that
the features that make that social state desirable for either individual are irrel-
evant to the other. In fact, an outcome of trade is some social state in which the
commodities obtained by some individual were sold by the other.

Therefore, to say that preferences coordinate is to say that, for any two
agents, there is at least one social state that they both prefer the most. To say
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that preferences coordinate is not to say that agents adopt the same preference
relation but that they are compatible at the most preferred social state. The idea
of coordinative preferences is instantiated by, for example, two agents simulta-
neously approaching an intersection and each desiring to get through the inter-
section without colliding with another car: each agent prefers that state of af-
fairs in which each has crossed the intersection without harm. It is mistaken to
conceive of it as that one achieved in the least time. Time of achievement is a
matter of strategy.

To say that preferences conflict is to say that, if some desired state of affairs
obtains for some agent, some desire cannot be fulfilled for some other agent.
For example, if two people each attend a Bonsai sale and prefer a social state
defined in part by each valuing a particular Bonsai at the same price and in part
by the presence of that particular Bonsai in her yard, then, if either agent
achieves her desires, the other cannot. For another example, suppose that two
individuals prefer to consume the same banana, say, only because they wanted
a banana and there was only one left in the produce section. For one agent to
prefer a social state in which she consumes a particular banana is perforce to
prefer a social state in which every other agent is excluded from consuming that
same banana.

Similarly, strategies that agents choose to satisfy their preferences may co-
ordinate or conflict. Two strategies coordinate just in case, if both were taken,
both agents would achieve their desired social state. Two strategies conflict just
in case the success of either strategy renders the other ineffective. Strategies
may conflict intentionally or nonintentionally. Recall that a strategy is a course
of action. An intentional conflict of strategies occurs when at least one indi-
vidual deliberately hinders the actions of some other agent. Nonintentional con-
flicts of strategies occur when some agent’s action foils the efforts of some other
agent accidentally, mistakenly, inadvertently, carelessly, involuntarily, or unin-
tentionally.® We, therefore, refine our definitions based on these considerations:

Coordination Situation. An initial situation is a coordination situation if and
only if, given agents’ constraints and the domain of preferences,

(1) their preferences coordinate, and
(2) at least one of their strategies coordinate.

Notice that, in a coordination situation, every agent most highly prefers the
same social state. But only when they choose coordinative strategies does suc-
cessful rational utility-maximizing behavior yield a Pareto-optimal outcome.
Thus, even though this account agrees with Hardin’s in that successful rational
utility-maximizing behavior under strategic, noncooperative conditions’ yields
a strictly Pareto-superior result, it gives the necessary and sufficient conditions
of such a result.
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Collective Action Situation. An initial situation is a collective action situation
if and only if, given agents’ constraints and the domain of preferences, even
though at least one of their preferences coordinate, their strategies conflict.

Again, our alternative definition of a collective action situation is compatible
with Hardin’s account, in that successful rational utility-maximizing behavior
yields Pareto-inferior outcomes. However, rational utility-maximizing behav-
ior is possibly successful only when strategies do not conflict. But then, this
means that both preferences and strategies must coordinate. In other words, the
initial situation, in effect, must be converted from a collective action situation
into a coordination situation by rendering a previously most highly preferred
social state unattainable.

There are only four possible types of situations, given agents’ constraints and
the domain of preferences:

(1) At least one of each agent’s preferences coordinates and each agent’s best
strategy coordinates with every other agent’s best strategy.

(2) Atleast one of each agent’s preferences coordinates, but each agent’s best
strategy conflicts with every other agent’s best strategies.

(3) All of each agent’s preferences conflict, but each agent’s best strategy co-
ordinates with every other agent’s best strategy.

(4) Each agent’s preferences and best strategies conflict.

I defined coordination situation to cover case (1) and collective action situation
to cover case (2). Cases (3) and (4) are moot since no preferences coordinate.

One reason to categorize social situations is to discover solutions to those
situations that present problems to a group of agents, each pursuing their de-
sires and preferring the best outcome. As long as it is possible that strategies
conflict, it is possible that some agent will fail to achieve her goals, and it is
possible that some convention or normative constraint could provide success
for each agent by restricting agents’ natural strategy domains.®

Solutions to situations of the second type are normative constraints. Norma-
tive constraints convert collective action situations into coordination situations.
Recall that a normative constraint, in general, is a rule that effectively prevents
some type of action from occurring by virtue of a corresponding enforcement
mechanism that supplies sufficient incentives in some way or other, which ren-
der the action undesirable, thereby effectively inhibiting its occurrence.

Hence, we see that there are only two basic types of strategic noncoopera-
tive social situations in which a possible regularity in social behavior can
achieve the best outcome — coordination situations and collective action situa-
tions. The two types are differentiated on the basis of the preferences and strate-
gies of agents. The rules that regulate behavior so that the results are Pareto op-
timal differ according to the type of incentive to comply. Incentives to comply
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with solutions to unconverted coordination situations are purely rational. In-
centives to comply with solutions to coordination situations that have been con-
verted from collective action situations are both normative and rational.

Conventions Are Not Normative Constraints

Notice that a solution to a coordination is not a particular strategy. It is a rule
(or set of rules) with respect to possible strategies. For example, when two
agents each prefer to cross an intersection without collision, they must still de-
cide how to achieve it. Their respective preferences coordinate. Thus, each
agent must choose one strategy from a set of possible options. In this example,
consider just two: each agent could decide either to cross immediately upon ar-
rival or to let whoever arrived first cross first. Given the derived principle for
action, agents will agree to the first option because they will have good reason
to believe that such a means is the best way to achieve their goals. Their joint
strategy can be expressed by the rule: Whoever gets to the intersection first,
crosses first.” Neither agent is constrained by the rule, given that their prefer-
ences coordinate and that they choose coordinative strategies by (DPA). Agents
would reject an alternative strategy because they have good reason to expect an
accident or personal harm of some kind. But if they take turns based on who-
ever arrives at the intersection first, they have good reason to believe that they
will cross safely, which is their most highly preferred social state. Therefore,
solutions to coordination problems are not constraints on maximizing behav-
ior; the best feasible means is the one they take. Solutions to situations of type
(1) are conventions, not normative constraints, because agents have an incen-
tive to comply with the relevant rule based solely on their instrumental ration-
ality. Every other alterative strategy in automatically unfeasible.

The Requisite Normative Constraints Cannot Emerge
within a Population of Strict Rational Egoists

By definition, instrumental, utility-maximizing behavior in collective action sit-
uations by strict rational egoists inevitably results in Pareto-inferior social states
and can lead to strictly Pareto-inferior social states unless their actions are nor-
matively constrained. The Spontaneous Order Objection depends on agents be-
ing able to institute such constraints from collective action situations described
by assumptions (p,)-(p,). Thus,

If exchange situations are collective action situations and solutions to col-
lective action situations cannot spontaneously emerge among strict ra-
tional egoists, the Spontaneous Order Objection fails.

All we have shown thus far is that some spontaneous order theorists have failed
to make a crucial distinction between types of situations and that it is, therefore,
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a mistake to generalize from coordination situations to collective action situa-
tions. We have yet to show both that exchange situations are collective action
situations and that there is no spontaneous solution to collective action situa-
tions for strict rational egoists. In the next sections, we first offer an explicit de-
scription of an exchange situation and show that it is a collective action situa-
tion. I then examine possible solutions to collective action situations and show
that none can emerge among a population of strict rational egoists.

An Exchange Situation Is a Collective Action Situation

Are exchange situations coordination situations or collective action situations?
An exchange situation is defined by the set of assumptions (p,)—(p,). This
means that although conventions that equilibrate supply and demand are in-
volved, no moral rules constrain agents’ natural strategy domains. It would be
confusing at best to think that markets, which are conceived as institutional
frameworks for trade and which include both conventions and normative con-
straints, are involved in exchange situations. Thus, an exchange situation is a
situation in which agents are rational utility-maximizers having independent
preference relations; agents act under strategic, noncooperative conditions free
from normative constraints; each agent controls a finite endowment of com-
modities with preferences ranging over alternative consumption bundles; in-
formation is logically maximal; and proposing or accepting an exchange is only
one of several available strategies. An exchange situation is one in which at
least one of each agent’s preferences coordinates, but each agent’s best strat-
egy conflicts with every other agent’s best strategies because there are no nor-
mative constraints precluding force or fraud. Since a conflict of strategies de-
fines a collective action situation, an exchange situation is therefore a collective
action situation.

Solutions to Collective Action Situations Cannot Spontaneously
Emerge among Strict Rational Egoists

We begin by considering five possible types of solutions to collective action sit-
uations.!©

1. Dual utility solution. Agents are both egoistic and altruistic. Each person has
both private preferences and social preferences. Therefore, each individual
can be characterized by two related preference relations. An individual for-
goes a utility-maximizing strategy if and only if her social preference over-
rides her private preferences.!!

2. Moral principle solution. An agent unilaterally and rationally elects to act
on some set of moral principles. For example, an agent either takes an ac-
tion or refrains from it either because she generalizes her prospective action
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or because she calculates the alternatives looking for which action generates
the greatest happiness for the greatest number.

3. Iteration-dependent solution. Agents have good reason to believe that the
situation they face will be repeated indefinitely. They will, therefore, either
discount the future or adopt a tit-for-tat strategy.'?

4. Hobbesian solution. Agents intentionally institute a set of rules enforced by
the State, legal normative constraints.

5. Morality solution. Regardless of how it may emerge, morality, construed as
a social practice involving a self-enforced set of procedural rights or rules in
addition to a minimal set of substantive rights or rules, normatively con-
strains individuals’ actions.!3

Since we portray exchange situations as devoid of moral normative con-
straints, a solution to an exchange situation must not assume either of the two
aspects of a moral normative constraint.'* The dual utility solution can succeed
only by altering assumptions within the Agent’s subset. Similarly, the moral
principle solution is not available because it involves the selection of a decision
rule which we have excluded by assumption (p.) That leaves us with the iter-
ation-dependent solution, the Hobbesian solution, and the morality solution.

Several theorists believe that the iterated Prisoners’ Dilemma models real-life
collective action problems and try to determine whether an internal solution
could emerge when the situation is iterated.!> To examine closely the iteration-
dependent solution, we describe the Prisoners’ Dilemma. Two resistance fight-
ers are caught. Their captors separate them and present each with the following:

We are giving each of you a choice between confessing and not confess-
ing. If you both keep silent, each of you will each spend 1 year in prison.
If both of you confess, you will each get 3 years. But if, on the other hand,
one of you confesses and the other keeps silent, we will let the confessor
go and give the silent one 5 years.

Each prisoner reasons that his best strategy is to confess, which results in each
spending 3 years in prison. Individual, utility-maximizing behavior leads to
Pareto-inferior outcomes, indeed a strictly Pareto-inferior outcome. Everyone
would prefer at least one other outcome to the actual. Alternatively, even though
at least one of each agent’s preferences coordinate, each agent’s best strategy
conflicts with every other agent’s best strategies.

Now, under what conditions is a collective action situation repeated? Before
we can determine the conditions of iteration, we must clarify what is meant by
situation iteration. There are two views on what it means to iterate a collective
action situation. On the first view, in the real world a situation is not strictly du-
plicated, but rather a similar situation emerges later. John goes to Acme Used
Cars and talks with salesperson Theresa. Two years later, Jim (who is John’s
friend) goes to Acme Used Cars and talks to salesperson Theresa. Some fea-
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tures of the first situation are absent from the second situation. On the second
view, the same situation is exactly duplicated after its first outcome is nullified.
The situation is iterated only if a regulative rule is introduced into the Norma-
tive Conditions subset, which indicates that no outcome is final.1®

An argument based on the first view fails. First, it is mistaken to cite how
PD situations frequently recur in the real world. More importantly, we are rig-
orously eliminating the effect of moral normative constraints on individuals so
that agents in our model are not human beings. Until we can determine what
strict rational egoists can achieve, empirical models are premature. Second, we
have already shown that strict rational egoists will always choose the best fea-
sible means to achieve their most highly valued social state, so when similar sit-
uations emerge inefficient outcomes result. An argument based on the second
view will fail also because, under Strict Rational Egoism, there is no such areg-
ulative rule.

In sum, the dual utility solution requires that we abandon assumption (p, ).
The moral principle solution also requires that we abandon assumption (py).
The iteration-dependent solution, the Hobbesian solution, and the morality so-
lution each require that we abandon assumption (p,). Therefore, there are no
solutions to collective action situations for strict rational egoists because each
requires a change in at least one of assumptions (p,)—(p)-

We have not yet refuted the Spontaneous Order Objection. A spontaneous
order solution might not initially require an alteration in the description of
agents, nor must it presuppose a set of rules. The Objection only claims that, on
the grounds of assumptions (p,)—(p,), normative constraints can emerge. Thus,
the unworkability of imposing an existing solution does not entail the impossi-
bility of spontaneous order. In other words, for the Spontaneous Order Objec-
tion to hold, a regularity in social behavior guided by rules must emerge from
a situation described by assumptions (p,)—(p)-

A social order requisite for efficient outcomes of trade could emerge only if
agents can agree on and comply with rules. There are only two kinds of rules:
conventions that apply to coordination situations and rules that apply to collec-
tive action situations. If agents agree on a convention, the convention cannot
convert a collective action situation into a coordination situation because it does
not apply. It cannot apply to a collective action situation because, by definition,
collective action situations involve alternative feasible strategies and agents are
compelled by the derived principle for action to take the best of the alternatives
over what the convention indicates. If agents agree on a rule that applies to col-
lective actions situations, they have an incentive not to comply with such rules
and have no incentive to comply with such rules. Furthermore, strict rational
egoists cannot alter their motivations; moral motivations cannot develop from
pure selfishness. Let us consider this in more detail.

Ullmann-Margalit (1977: 22,28) wrote, “only a norm backed by sanctions”
or a “norm . . . supported by sufficiently severe sanctions” is capable of solv-
ing collective action problems. She describes a simple two-step procedure by



70 MORAL CONDITIONS OF ECONOMIC EFFICIENCY

which rational individuals are supposed to find a solution. They first portray the
joint strategy which achieves the Pareto-superior outcome as being obligatory
and then they institute by agreement a rule to that effect. Suppose arguendo that
aregulative rule is agreed upon to iterate Prisoners’ Dilemma situations and that
a set of rules that constitutes a Hobbesian solution are instituted. In both cases
agents must agree on an enforcement mechanism designed to prevent defection.
In his discussion of solutions to collective action situations, Taylor indicated
that external solutions can be either centralized or decentralized. These types
are two poles of a continuum from perfectly centralized to perfectly decentral-
ized. Taylor (1990: 225) wrote,

A solution is decentralized to the extent that the initiative for the changes in possibili-
ties, attitudes, or beliefs that constitute an external solution is dispersed amongst the
members of the group; or, the greater the proportion of the group’s members involved
in solving the collective action problem (for example, applying sanctions to free-riders),
the more decentralized the solution. Contrariwise, a solution is centralized to the extent
that such involvement is concentrated in the hands of only a few members of the group.

If a centralized enforcement mechanism is agreed to, individuals charged with
enforcement face a second-order collective action situation. They have an in-
centive not to fulfill their obligations. For example, in some marijuana-grow-
ing countries, police charged with enforcing laws against growing marijuana
have an incentive not to fulfill their obligation because an alternative feasible
strategy is to grow it themselves. If they were strict rational egoists, they would
in fact not fulfill their obligations. On the other hand, if enforcement is decen-
tralized and placed into the hands of all individuals, everyone faces a second-
order collective action situation because everyone will have an incentive to
“free-ride.” That is, agents have an incentive not to expend the effort to enforce
a rule, thinking someone else will. In either case, for there spontaneously to
emerge an enforcement mechanism sufficient for the iteration-dependent solu-
tion and the Hobbesian solution, agents would have to act contrary to (DPA).
Only if agents themselves are motivated for reasons other than pure selfishness
will they comply with constraints on their actions. However, strict rational ego-
ists are motivated only by purely selfish reasons. The spontaneous order of mar-
kets is supposed by the Spontaneous Order Objection to emerge from a situa-
tion described by assumptions (p,)—(p,). But, since strict rational egoists will
not comply with a set of rules, even if such rules could be agreed on, there can
be no solution, and, thus, the Spontaneous Order Objection fails.

Alternative Accounts of Spontaneous Order

There are several accounts of spontaneous order, which may be thought to con-
flict with the result we have obtained. However, careful examination of such ac-
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counts shows that often they do not apply at all. They do not apply either be-
cause they are based on empirical evidence, in which case there is no reason to
think that agents are purely selfish, or because they are based on theoretical ac-
counts in which agents are not purely selfish. It is important always to bear in
mind that we have rigorously excluded moral factors to determine what can be
achieved by agents who are purely selfish. Consider the following three exam-
ples. The first two do not apply and the third is insufficient.

Robert Sugden (1989) argued that rudimentary property rights can emerge
without explicit agreement as a solution to a coordination problem by citing
empirical evidence. However, in basing his claim on empirical evidence, it can-
not be determined whether individuals in the case study were strict rational ego-
ists. We do not know whether some internalized norm or pattern affected agents’
behavior in the cases he cites. We risk introducing norms into the model if we
do not make our case only on the grounds of the model. Thus, the objection does
not apply to our model.

Robert Nozick (1974) offered a theoretical account of the spontaneous emer-
gence of a minimal state. His model is discordant with my model in three ways.
First, he begins (1974: 5) with a “most favored situation of anarchy” in which
“people generally satisfy moral constraints and generally act as they ought.” He
attempts to describe how a state would arise spontaneously from such a state of
nature. Second, individuals in Nozick’s initial situation have well-defined rights
and are aware of them. Last, they may also possess a wide range of moral mo-
tivations. Therefore, Nozick’s agents have not been rigorously evacuated of all
moral constraint. Spontaneous emergence of a solution to collective action sit-
vations in Nozick’s account are not subject to the constraints we have imposed.
Thus, an objection based on Nozick’s account does not apply to our model.

Jean Hampton (1997) showed how rational egoists can create a minimal
state and thereby escape a Hobbesian state of nature. The social order thus es-
tablished does not involve moral rules, and Hampton'’s agents’ motives to com-
ply are not moral. We saw in Chapter 3 that both elements (which comprise
moral normative constraints) are required. Furthermore, her “morally-justified
political authority” cannot bear the weight of enforcing moral rules even if they
were to agree on them. Even if Hampton'’s agents institute a group of enforcers
of some kind whose role is to detect and enforce compliance with moral rules
designed to permit the achievement of economic efficiency, and even if there is
some way to “enforce” the enforcers, that is, to make sure they do not shirk or
free-ride, it will not be sufficient. Many nonmarket actions cannot be detected.
For example, no one could detect the “false offer curve” discussed in Chapter
3. In other words, unless everyone has sufficient internal incentives to comply
with moral rules, the “weight” of compliance in such an enforced social order
falls on what amounts to a legal system that depends on its ability to detect. The
pervasive indetectability of some actions cannot be mitigated under Hampton’s
account. We must realize that it is not Hampton’s intention to show that social
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order sufficient to ensure that efficient outcomes of trade can emerge sponta-
neously from a population of strict rational egoists. Thus, an objection based on
Jean Hamptons’ theoretical account of spontaneous order cannot succeed
against the result we have obtained for Strict Rational Egoism.

Summary Discussion

In Chapter 3, we showed that moral normative constraints are necessary condi-
tions of Pareto-optimal allocations. Our principal guiding question in this chap-
ter has been:

What if it could be shown that, under assumptions (p,)—(py), a regularity
in social behavior could emerge spontaneously from the interactions of
selfish agents, which enables efficient outcomes of trade?

I have presented a three-step argument showing that there are no spontaneous
solutions to exchange situations for strict rational egoists. First, I demonstrated
that exchange situations are collective action situations. I then showed that there
are no solutions to collective action situations for strict rational egoists that do
not require an alteration of Strict Rational Egoism. Pareto-optimal outcomes
can, therefore, only be achieved in collective action situations when moral nor-
mative constraints are in place. Finally, I demonstrated that, since strict rational
egoists will not comply with the necessary constraints nor with an obligation to
enforce them, strict rational egoists cannot institute the requisite system of
moral normative constraints. Therefore, strict rational egoists cannot achieve
Pareto-optimal allocations through trade.
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The Roles of Moral Normative
Constraints in Relation to Externalities

Recall that there are three reasons why a population of strict rational egoists
cannot achieve efficient allocations in the absence of moral normative con-
straints. In Chapter 3, we saw that moral normative constraints are necessary
conditions. This reason is sufficient in itself to establish the claim. In Chapter
4, we saw that strict rational egoists cannot institute the required moral rules.
In this chapter, I establish that the requisite means to internalize incidental and
accidental externalities do not exist under Strict Rational Egoism.

The proof of the First Welfare Theorem in Chapter 2 presupposes that ex-
ternalities are absent. However, assuming that externalities are absent sets the
question of the role of moral normative constraints aside, just as does assum-
ing that every agent behaves competitively. Therefore, we cannot simply as-
sume that externalities are absent. We must determine what normative condi-
tions are required either to preclude or to rectify externalities so as to achieve
economic efficiency. To proceed, I first clarify the term externality and distin-
guish between intentional, accidental, and incidental externalities. 1 then dis-
cuss four roles of moral normative constraints and conventions for eliminating
externalities.

Externality

Many theorists have noted that the notions market failure and externality are
not well defined. Kenneth Arrow (1969: 133) wrote that “nowhere in the liter-
ature does there appear to be a clear general definition of [market failure] or the
more general one of ‘externality’.” Andreas A. Papandreou (1994: 2) wrote,

Given the importance of externality in economic theory, and the effort put into charac-
terizing externality, it is surprising how hazy a concept it has remained. Extending the
empty box metaphor, not only has there not been consensus on what externality should
signify, but the box seems to be semi-opaque, preventing a clear understanding of what
the different ideas are. The present intuitive notion of externality as activities that take
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place outside market transactions, belies the difficulties that arise the minute one tries
to give analytical content to this intuition, treating it as a separate category of market
failure.

A good definition is found in Mas-Colell et al. (1995: 352): “an externality is
present whenever the well-being of a consumer or the production possibilities
of a firm are directly affected by the actions of another agent in the economy.”
But even this definition omits certain essential components.

To understand the roles of moral normative constraints for eliminating ex-
ternalities, we must recognize three types of externalities: intentional, acci-
dental, and incidental. Acts of theft and fraud directly affect the well-being of
consumers and exemplify intentional externalities. Harm resulting from negli-
gence or from an accident exemplifies an accidental externality. Externalities
also include incidental effects of the acts of production and consumption. Thus,
we settle on the following definition:

Externality. An externality is an uncompensated cost or benefit that may be in-
tentional, accidental, or incidental.

Most accounts of the First Welfare Theorem assume that externalities are
absent. By presupposing the absence of externalities, their absence is a neces-
sary condition for Pareto-optimal equilibrium allocations just as moral nor-
mative constraints are necessary conditions. Notice the striking similarity in
the work being done by the two assumptions. Moral normative constraints pre-
clude the inefficient consequences of intentional nonmarket actions by pre-
cluding the action itself. To assume the absence of externalities simply rules
out the inefficient consequences of any nonmarket action. Both assumptions
are designed to rule out inefficient allocations of commodities by ruling out
social states that are inefficient, where such social states are the consequences
of actions.? Thus, in both cases, strict rational egoists can achieve efficient out-
comes in market interaction only if some kinds of effects of their actions are
precluded or rectified.

This similarity in the effects of the two assumptions raises several questions.
What is the relationship between the presence of moral normative constraints
and the absence of externalities? We have seen that the idea is to rule out the
uncompensated consequences of actions. Can an adequate set of moral norma-
tive constraints at least do some of the work that the absence of externalities is
intended to do? On the other hand, what assurance do we have that solutions to
externalities do not conflict with some particular moral normative constraint?
Conversely, what is the relationship between the presence of externalities and
the absence of moral normative constraints? Clearly, in both cases individuals’
actions can directly affect the utility of others without being mediated by the
market (i.e., without others being compensated).



Roles of Moral Normative Constraints 75

To assume that all externalities are absent and that every agent behaves com-
petitively is to set aside the question of the role of morality. The system of moral
normative constraints presented in Chapter 6 secures competitive behavior and
eliminates intentional externalities but makes no provision for the internaliza-
tion of accidental and incidental externalities. Nevertheless, a system of other
normative conditions can rectify the effects of nonintentional externalities and
provide procedures for internalizing incidental externalities so that individuals
can achieve Pareto-optimal equilibrium allocations.

The Roles of Moral Normative Constraints
in Achieving Economic Efficiency

(1) A system of moral normative constraints precludes externalities due to in-
tentional consequences of nonmarket action.

(2) A system of moral normative constraints and conventions rectifies acci-
dental and incidental externalities.

(3) Moral normative constraints and conventions coordinate expectations and
thereby reduce transaction costs.

(4) Moral normative constraints are the logical limits of the commodification
of desire.

We have established the first claim. Claims (2) and (3) are based on the general
goals of tort law, property law, and contract law, respectively, and have been es-
tablished. However, it remains a matter of further research to specify the moral
content of such constraints. In the following discussions, I argue for claim (4)
and in so doing show the relevance of the inalienability of a right to autonomy.
In a landmark paper on market failure and externalities, Kenneth Arrow (1969:
147, 8) wrote,

There is one deep problem in the interpretation of externalities that can only be signaled
here. What aspects of others’ behavior do we consider as affecting a utility function?. . .
Do we extend the concept of externality to all matters that an individual cares about? Or,
in the spirit of John Stuart Mill, is there a second-order value judgment which excludes
some of these preferences from the formation of social policy as being legitimate in-
fringements of individual liberty?

Let us probe this “deep problem in the interpretation of externalities,” which
Arrow only “signaled.” Of course, this will involve reference to the concept of
an externality. Arrow raised three related questions, which clearly suggest that
a precise concept of an externality must include a clear account of the role of
moral normative constraints:

(1) What aspects of others’ behavior do we consider as affecting a utility func-
tion?
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(2) Do we extend the concept of externality to all matters that an individual
cares about?

(3) Is there a second-order value judgment that excludes some of these prefer-
ences from the formation of social policy as being legitimate infringements
of individual liberty?

Consider question (1). Arrow’s revealed-preference approach to the question
suggests that we can identify those aspects of behavior that affect the utility
functions of others if we have a way of determining the conditions under which
an individual’s utility function is affected. Obviously, an individual’s market in-
teraction reveals his preference. However, we are concerned with phenomena
that escape the price mechanism. Arrow cited the general case in which one in-
dividual’s supporting legislation that controls another individual’s behavior in-
dicates that the second individual’s behavior itself, in addition to perhaps the
effects of such behavior, affects the utility function of the first person. He then
cited two instances of the general case. Legislation intended to control “homo-
sexuality” and “drug-taking” indicates that the utility function of the individu-
als supporting the legislation is affected. But just how is it affected? As Arrow
added, these behaviors do not directly affect anyone else not engaged in them.
There is no immediate physical or causal connection between the parties other
than that one disapproves.> What, then, is the externality in these cases? Indi-
viduals who support the legislation prefer any set of social states in which the
“commodities” obtained by the practice of homosexuality and drug-taking are
absent to those defined in part by such commodities. Thus, we may conclude
that others’ behavior itself can affect someone’s utility function as much as the
consequences of others’ behavior.

We commonly consider the consequences of others’ actions as affecting oth-
ers’ utility functions. A consumption externality like smoking, for example, im-
plies that the effect of some person’s action (i.e., the creation of a smoke-pol-
luted environment or the diseases that can result from exposure to second-hand
smoke) alters another person’s utility level and is itself unpriced. Therefore,
some person’s preferences range over states of affairs that are not definable in
terms of ordinary consumption bundles.

To reiterate, there are at least two aspects of an individual’s behavior that af-
fect others’ utility functions: the consequences of others’ behavior and the be-
havior itself.

To internalize such aspects of behavior is to commodify these aspects. That
is, were the behaviors themselves fully priced and traded, so that every party
was compensated, the externality would be internalized. But when externalities
are present such as those cited by Arrow, the domain of preferences is greater
than the set of commodities. To internalize externalities is to increase the size
of the set of commodities, that is, to “expand the commodity space.” When con-
sequences of individuals’ actions that affect others (as in the smoking example)



Roles of Moral Normative Constraints 77

are commodified or when behaviors themselves that affect others’ utility func-
tions (as in the homosexuality example) are commodified, those utility-affect-
ing consequences and that utility-affecting behavior are internalized. (Notice
that this seems to make any undesirable action (or aspect of an action) a possi-
ble commodity that then can be priced and traded. It follows that even immoral
behavior broadly seen as such can be acceptable when the “price is right” for
everyone else. It is similar to the Medieval selling of indulgences.)

The concept of a commodity possibly requires redefinition whenever the
commodity space is expanded and the domain of preferences is greater than the
domain of commodities. Thus, when Arrow (1969: 46) wrote that “externalities
can be regarded as ordinary commodities,” the concept of a commodity is ex-
tended to include any factor that enters any agent’s utility function, either fa-
vorably or unfavorably.* The commodification of some aspect of a social state
that affects someone’s utility function is the commodification of desire. A de-
sire becomes commodified through a process of a social construction whereby
it can be priced and traded. Thus, expanding the commodity set is tantamount
to the commodification of desire.

This brings us to question (2): Do we extend the concept of externality to all
matters that an individual cares about? Arrow implicitly concedes that the an-
swer to (2) is negative, and that (3) stands for the conjecture that a value judg-
ment is the only or proper limit on individuals’ preferences. In the set of as-
sumptions with which we have been working, there is no provision for the
evaluation of preferences. Unless preferences themselves are subject to moral
evaluation, limits on the domain of preferences can only be indirectly effected
through limits on their commodification. We thus are led to probe more deeply
the question concerning the role of moral normative constraints in relation to
externalities: What limits the domain of preferences? Are there moral limits as
Arrow conjectured?

Economists assume that every market failure can be explained as a failure to
realize some assumption of the First Welfare Theorem. As Mas-Colell et al.
(1995: 308) wrote,

In an important sense, the first fundamental welfare theorem establishes the perfectly
competitive case as a benchmark for thinking about outcomes in market economies. In
particular, any inefficiencies that arise in a market economy, and hence any role for
Pareto-improving market intervention, must be traceable to a violation of at least one of
the assumptions of this theorem.

Every policy prescription can be seen as an attempt to realize some assumption
of the First Welfare Theorem. Given the “incomplete or absence of markets”
concept of an externality, it follows that procedures used to correct market fail-
ure are, in effect, procedures for expanding the commodity space. Judge
Richard Posner’s property rights assignment principle is an example of a pro-
cedure that “internalizes” externalities by expanding the commodity space.



78 MORAL CONDITIONS OF ECONOMIC EFFICIENCY

Posner’s assignment principle must be understood within the context of his
economics-based jurisprudence.> His economic approach to law® has both an-
alytic and normative aspects. The economic analysis of law adopts a set of as-
sumptions similar to Strict Rational Egoism.” On these assumptions, it provides
a theory of legal behavior, legal systems, and legislation.

Posner’s jurisprudence also has a normative aspect. Posner argues that courts
should mimic market outcomes where feasible. For example, to find legal reme-
dies in common law cases, courts should first attempt to mimic market out-
comes understood as Kaldor-Hicks3 efficient allocations of resources. Posner’s
argument can be abstracted from a longer, more involved discussion of com-
mon law. He observes that one part of common law, the law of property, is con-
cerned with property rights defined as rights to the exclusive use of resources.
Legal protection of property rights creates incentives to maximize value and to
use resources efficiently. However, while a right to the exclusive use of prop-
erty protected by law is a necessary condition for wealth maximization, it is not
sufficient. Irrational economic behavior by owners of property may preclude its
efficient use. Hence, efficiency requires that an irrational producer can be in-
duced to transfer his property right to someone else.® Posner’s normative ju-
risprudence depends on a seminal idea in the economic analysis of law called
the Coase Theorem. Ronald Coase (1960) showed that when transactions are
costless, information is sufficient, individuals act cooperatively, and income ef-
fects are absent, then markets will produce efficient allocations of resources.
That is, no costs will be imposed on anyone not voluntarily receiving a benefit.
Moreover, the market can achieve efficient solutions to externalities without
state intervention and will achieve this result regardless of any initial assign-
ment of legal entitlements. However, Coase showed that even under these con-
ditions transaction costs may preclude the optimal use of resources primarily
because they prevent voluntary exchange. Posner (1992: 52) claims that an im-
portant, but often overlooked feature of Coase’s paper is that

The common law of nuisance can be understood as an attempt to increase the value of
resource use by assigning the property right to the party to a conflicting land use to whom
the right would be most valuable.

In other words, given the assumption that common law can be explained as the
attempt to maximize wealth and that exclusive and transferable property rights
are sufficient for the efficient use of resources were it not for transaction costs,
courts should simply mimic market outcomes by assigning entitlements to
those who would have valued them most where voluntary exchange is feasible.

Posner realizes that the assignment principle is not foolproof because it “ig-
nores the costs of administering the property rights system” (1992: 52) and is
difficult to apply in practice. Nevertheless, he accepts it as a normative princi-
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ple because “in most cases, and without excessive cost, [courts] may be able to
approximate the optimum definition of property rights, and these approxima-
tions may guide resource use more efficiently that would an economically ran-
dom assignment of property rights” (1992: 53).

Posner’s approach to internalizing externalities — that is, to commodifying
desire — has important implications. In the abstract, there are no limits on what
desires an agent can have, so there are no limits on the commodification of those
desires. Arrow wondered if there are moral limits. In a famous paper on prop-
erty law, Calabresi and Melamed (1972) suggested that inalienability rules,
which are grounded in moral considerations, may limit the procedures for in-
ternalizing externalities. But Posner suggested that there are no limits except
administrative costs.

Efficient allocations of commodities are possible only if individuals can
take purposive action. Purposive action is possible only if each individual is
treated as an agent. The idea of being “treated as an agent” must be understood
in a context of a normative social practice. Recall from Chapter 1 that a nor-
mative social practice is a social phenomenon (a regularity in social behavior)
(1) guided by beliefs held in common concerning (a) the criteria by which a
group of individuals evaluate their own and others’ behavior and according to
which criteria they hold each other responsible and concerning (b) the proce-
dures for holding each other responsible. An individual is treated as an agent
when she is permitted to choose ends and courses of actions to achieve those
ends, and when responses to agents are responses to her choices in light of
commonly held criteria regarding behavior. A normative social practice pre-
supposes that each agent knows what types of actions are proscribed or pre-
scribed, the consequences of violation, and that each individual implicitly
agrees both to guide her actions accordingly and to hold others accountable.
Let us then understand a right to autonomy to be a right to be treated as an
agent, that is, to be autonomous — to guide one’s own actions within a cir-
cumscribed set of morally possible actions. A right to autonomy enables a nor-
mative social practice to exist. Since, as I shall argue in Chapter 6, a right to
autonomy is inalienable, there are logical limits to procedures for internaliz-
ing externalities. The “incomplete markets” view of externalities implies that
any aspect of any state of affairs, which is also the object of some agent’s de-
sire, is a tradable commodity. A logical limit would exist if some desire can-
not be converted into commodities without undercutting the very conditions
necessary for Pareto optimality. In other words, since externalities are inter-
nalized just in case the commodity space can be extended just in case the rel-
evant desire can be commodified, if some desires cannot be converted into
commodities without undercutting the very conditions that are necessary for
complete efficiency, then we have discovered some logical limit to the com-
modification of desire which might apply to legal decisions.
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In Chapter 6, I argue that a right to autonomy and Hohfeldian liberty with
respect to defined commodities define an individual’s liberty. Where a com-
modity is not defined, liberty with respect to that potential commodity is fully
defined by a right to autonomy. Recall that there are no direct limitations on the
domain of preferences. Therefore, behaviors and consequences of behaviors
can become commodities. Now, consider two alternative social states, o, and
o, Social state ¢, is characterized in part by the fact that the total quantity of
commodity m belongs to individual j. Social state G, is characterized in part by
the fact that the total quantity of commaodity m belongs to individual i. Suppose
that G, is the current social state. Social state 6, will be realized if and only if
individual i values the total quantity of commodity m more than does indi-
vidual j, and both can agree on an allocation of the cooperative surplus, which
is the difference in the values each places on the commodity. There is nothing
in this procedure to prevent the total quantity of commodity m from represent-
ing individual j’s autonomy. For example, it is possible for an individual to
sell herself into slavery or be forced into slavery, thereby effectively disregard-
ing her own right to autonomy. Even though a slave’s preferences continue to
range over alternative social states, she is unable to take those actions that she
thinks will maximize utility. Hence, allocations of commodities cannot be
Pareto optimal.

Let us consider the point from another angle. A right to autonomy is also in-
alienable. A right to autonomy is inalienable in the same respects as Morris’s
right to be treated as a person in that

(a) it is a right that cannot be transferred to another in the way one’s right with respect
to objects can be transferred and (b) that it cannot be waived in the ways in which peo-
ple talk of waiving rights to property . . . (Morris 1976: 53).

However, the basis of the inalienability of a right to autonomy differs from that
of a right to be treated as a person. The grounds of the inalienability of a right
to be treated as a person lies in personhood, in the implications of the right, and
in the meaning of the right. Regarding the inalienability of autonomy, Arthur
Kuflik (1984: 468) wrote that “a person who is capable of autonomous moral
functioning cannot freely and rationally alienate his autonomy; in effect, there
can be no genuinely autonomous decision to abdicate autonomy.” A right to au-
tonomy cannot be transferred or waived without undermining normative social
practice, because a right to autonomy enables a normative social practice. Since
a normative social practice is necessary for efficient outcomes of trade, a right
to autonomy is also required for efficiency, though efficiency is not the direct
basis of its inalienability. Commodification of anything that involves abrogat-
ing one of the moral rights that is a necessary condition of economic efficiency
defeats the goal of efficiency. Therefore, there exist logical limits on the com-
modification of desire.
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Summary

We have (1) reiterated that a specified system of normative conditions can se-
cure competitive behavior and, thus, can preclude the effects of intentional ex-
ternalities, (2) discussed how moral normative constraints and conventions can
rectify the effects of intentional and accidental externalities, (3) noted that
moral normative constraints converge expectations and thereby reduce transac-
tion costs, and (4) argued that moral normative constraints provide logical lim-
its on the commodification of desire. Without moral normative constraints, ex-
ternalities cannot be precluded, much less rectified. Without moral normative
constraints, expectations will not converge. Without moral normative con-
straints, there are no limits on the kinds of things that can be commodified. We
conclude that a population of strict rational egoists cannot achieve efficient al-
locations in the absence of moral normative constraints.



6

The Moral Conditions of
Economic Efficiency

I have answered the first central question by establishing that strict rational ego-
ists cannot achieve efficient outcomes of trade in the absence of moral norma-
tive constraints. Economic efficiency requires morality. We now turn our atten-
tion to the second central question:

What are the moral normative constraints and other types of normative
conditions of market interaction leading to efficient outcomes?

In this chapter, I determine and discuss the normative conditions for the
achievement of Pareto-optimal equilibrium allocations of commodities.

It is important to note that Pareto-optimal equilibrium allocations of com-
modities are outcomes of social behavior. Analysts have traditionally assumed
the consequences of coordinated behavior such as the absence of externalities
and competitive behavior. But we have been looking closely at the presupposi-
tions of coordinated behavior. We must not lose sight of the fact that efficient
outcomes of trade are outcomes of coordinated social behavior. In this chapter,
I specify in detail the elements of a system of social order that coordinates so-
cial behavior. In short, I specify the moral conditions of economic efficiency.

Concentrating, as we have, on rules, incentives, and individual behavior can
diminish our tacit awareness of the social dimension of trade. Trade is social
behavior consisting in a set of exchanges or series of exchanges.! A set or se-
ries of exchanges that results in efficient outcomes is norm-guided social be-
havior. Both coordination norms and collective action norms guide a group of
agents toward the achievement of Pareto-optimal equilibrium allocations of
commodities. I will devote more attention to coordination norms and to collec-
tive action norms later; for now I will emphasize that Pareto-optimal equilib-
rium outcomes of commodities depend on norm-guided social behavior.

We may enhance our appreciation of the norm-guided character of social be-
havior resulting in efficient allocations of commodities by viewing it in terms
of perfect competition and its conditions. An equilibrium allocation is Pareto
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optimal only if every individual acts perfectly competitively. Individuals act
perfectly competitively just in case each is a price-taker, that is, just in case
every agent takes (what we have defined as) market actions only. However, I
argued in Chapter 3 that perfect competition exists only in and because of a per-
fectly competitive market. I have shown that a perfectly competitive market is
an institution that includes a set of moral normative constraints and a set of con-
ventions for equilibrating supply and demand and for “internalizing” external-
ities. Every individual’s acting perfectly competitively is not accidental or co-
incidental social behavior but rather norm-guided social behavior. Therefore,
every equilibrium allocation is Pareto optimal only if individuals’ behavior is
guided by norms held in common. The regularity in social behavior guided by
such norms is a normative social practice.

Second, the conditions of Pareto-optimal equilibrium allocations of com-
modities achieved through trade comprise a system of conditions. A simple list
of conditions would not be an adequate description of the conditions I am seek-
ing to determine. Describing how efficient allocations of commodities are pos-
sible by simply listing the conditions would be much like describing how a
small engine functions by looking at a parts list. In both cases, essential rela-
tionships between conditions must be described.

The Concept of a Normative Social Practice

In this section, I present the idea of a normative social practice in stages by
defining it and by correlating, comparing, and differentiating it from similar
concepts. The stages after the definition should not be seen as discussions of
analytical elements of the concept of a normative social practice, or as hard-
edged claims in social theory. Rather, they should be viewed as conceptual scaf-
folding intended as temporary aids in the construction of a new concept. When
the new concept is adequately grasped and usable, the scaffolding is no longer
required.

A normative social practice is a social phenomenon — a regularity in social
behavior — (1) guided by beliefs held in common (a) concerning the criteria by
which a group of individuals evaluate their own and others’ behavior and ac-
cording to which criteria they hold each other responsible and (b) concerning
the procedures for holding each other responsible, and (2) the purpose of which
is directly pertinent to individuals’ well-being, or identity, or sense of commu-
nity, or some other such thing commonly held in high value.

The social phenomena of norms, conventions, institutions, firms, and legal
systems, in addition to customs, mores, laws, and the like, constitute a family
of concepts that have been subject to various analyses and debate in recent
years.2 Accounts of these social phenomena are formal in that they involve ex-
plications not of any social phenomena in particular, but rather of the form of
such phenomena. In other words, theorists who offer such accounts are not do-



84 MORAL CONDITIONS OF ECONOMIC EFFICIENCY

ing empirical studies — they are not doing anthropology or sociology — rather,
they are engaged in rational reconstruction. Each of these theorist’s analysis de-
pends on an hypothetical account of how the social phenomena might emerge.
Similarly, I take normative social practice to be a distinct member of this fam-
ily of social phenomena. As far as I know, there is no extensive, much less
widely accepted, analysis of a normative social practice. However, the account
I offer is neither an abstraction from actual moralities nor merely an analysis of
our concept of morality, nor does my explication involve an account of how it
might emerge. Rather I adopt a pattern of rational reconstruction abstracted
from the methodology of several different theorists, none of whom offer either
purely empirical or purely conceptual analyses.

Let me elaborate on the concept of a normative social practice by correlat-
ing it with the concept of an empirical morality. Any particular empirical moral-
ity is an instance of a normative social practice. There exist a number of differ-
ing empirical moralities, each being a complex set of beliefs and regularities in
behavior? that differentiate one group of people from others. An empirical
morality entails a set of beliefs which I will call a worldview. However, not
every empirical morality’s constituent worldview is fully developed by its prac-
titioners. A fully developed worldview includes beliefs regarding a conception
of the good, a view of human nature, a diagnosis of thwarted ideals, and so on.
Principles and procedures governing certain kinds of action are based on these
beliefs. Second, an empirical morality is a relatively coherent complex of be-
liefs and regularities in behavior.# Therefore, no account of any particular em-
pirical morality can be given by a mere listing of its characteristic types of be-
liefs and practices. Beliefs and practices are related in crucial and relatively
invariant ways.

Consider the following thought experiment as a heuristic device. Suppose
that for some defined, yet fairly substantial, population, all questions of moral
philosophy have been settled. They agree, let us suppose, that not giving false
information is the one and only correct moral standard of action. That is, an ac-
tion is morally correct for them if and only if it does not involve the giving of
false information. Such a society functions in practice, first of all, by everyone’s
holding the belief that he or she ought to observe the rule not to give false in-
formation. Since everyone’s actions are constrained only by the rule, everyone
is free to consider alternative courses of action and to assess them by the stan-
dard. When anyone takes some action that appears to be morally wrong, there
must exist some mechanism by which the offense can be verified, the liability
can be relieved, and the offender can be restored to communal membership.
This complex and coherent interconnection of belief and regularity in behavior
makes an empirical morality a normative social practice.

Empirical moralities may differ not only in their substantive rules and in their
underlying worldview but also in their respective regularities in behavior. Yet
each involves substantive rules, an underlying worldview, and regularities in be-
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havior. Furthermore, each will involve procedures for holding each other re-
sponsible and will involve alternative strategies to relieve liability. For exam-
ple, in a very clumsy and undeveloped empirical morality, it might be imagined
that individuals hold each other responsible by holding grudges and exacting
revenge. Individuals in this morality learn to identify facial expressions and de-
meanors to assess whether others are offended in any way. By contrast, rational
confrontation and a greater repertoire of strategies for relieving liability such as
compensation and restitution supplemented with forgiveness is a more ad-
vanced and a more effective method for promoting a sense of community and
peace. The point is that each empirical morality involves some identifiable way
of holding each other responsible and of relieving liability. These are invariant
and constituent aspects of virtually any empirical morality. A normative social
practice, therefore, constitutes an empirical morality’s ideal conditions.

We may distinguish a normative social practice from a social practice sim-
pliciter. In one sense, every social practice is “normative” for those engaged in
it. The former is guided by collective action norms (though it also might involve
coordination norms); the latter is guided only by coordination norms. Social
practices simpliciter are regularities in behavior whose coordination rules may
or may not be codified. Moreover, the relation of social practices simpliciter to
individuals’ well-being, identity, or sense of community differs from the rela-
tion of normative social practices to those same things. For examples, playing
games like “Hide-and Seek,” bringing a gift to the host family when invited over
for dinner, and Hume’s example of two men rowing a boat are examples of so-
cial practices simpliciter. The point of each of these practices seems to lack the
urgency, depth, or scope that the purposes of normative social practices have.
Perhaps, it would be more accurate to say that the values pertinent to each type
of practice lie on a continuum such that normative social practices aim to
achieve the most highly valued social goals, while social practices simpliciter
aim to achieve less-valued social goals.’

A normative social practice among a group of people also involves holding
one another responsible. It is outside the scope of this book to review the cur-
rent philosophical discussions on the concept of responsibility.® Nevertheless,
my use of the notion of holding each other responsible is virtually uncontro-
versial. To hold someone responsible is to hold that person accountable and li-
able for his or her behavior. A normative social practice involves the expecta-
tion that explanations for actions apparently contrary to established criteria will
be provided. To hold someone accountable is to require such an explanation.
“Successful” explanations of contrary behavior will either justify or excuse the
action. If an individual fails to justify or to excuse her actions, she is held /i-
able. There are several strategies for relieving liability: restoration, restitution,
compensation, punishment, and forgiveness.” Thus, holding someone account-
able involves holding that person liable absent a justifying explanation. Failing
to hold individuals accountable for actions that appear prima facie contrary to
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established criteria has a deleterious effect on the community holding to the
practice.® I will refer to this complex set of procedures as the responsibility
schema.®

The general difference between a social practice simpliciter and a normative
social practice can be seen by considering hypothetical responses by practi-
tioners to mistakes made by initiates or novices. In a social practice simpliciter,
an insider might respond to a mistake by explaining, “This just is not the way
we do things.” There are no judgmental connotations in the comment implying
that the individual may not need to do anything to relieve liability for the error.
However, given a behavior contrary to a norm constituting a normative social
practice, the comment — “that is not the way we do things” — has judgmental
implications. It is not that someone merely did something different (“why
didn’t I think of that” or “I am sorry I did not realize it”) or embarrassing, but
that someone did something wrong that has serious consequences that require
rectification.

Nevertheless, the “edges” of each social phenomenon seem not to be sharp
enough to indicate a clearly demarcated distinction. Therefore, we should view
normative social practices and social practices simpliciter more like poles of a
continuum having areas that fade into each other or areas of overlap.

The concept of a normative social practice differs from Andrew Schotter’s
(1981) influential notion of a social institution. Schotter’s definition of a sys-
tem of property rights as a social institution exhibits certain inadequacies that
are inherent in defining a system of property rights merely as a regularity in be-
havior and not as a regularity in social behavior guided by a set of rules. More
importantly, a conception of property rights as a social institution is not suffi-
cient to make efficient outcomes of trade possible because a social institution
is not a normative social practice, therefore, and is not sufficient to secure com-
petitive behavior. Schotter develops his notion of a social institution by refer-
ence to Lewis’s notion of a convention. David Lewis (1969: 58) defines con-
vention as follows:

A regularity R in the behavior of members of a population P when they are agents in a
recurrent situation S is a convention if and only if it is true that, and it is common knowl-
edge in P that, in any instance of § among members of P,
(1) everyone conforms to R;
(2) everyone expects everyone else to conform to R;
(3) everyone prefers to conform to R on condition that the others do, since S is a
coordination problem and uniform conformity to R is a coordination equilibrium
in S.

Notice that Lewis defines convention in terms of a regularity in behavior.
Lewis’s examples of conventions are meeting every week at the same place,
calling back if disconnected if you are the originating caller, driving in the right
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lane in the United States, and using the same language if you are a member of
a group, among others.

A convention defined by Lewis is virtually identical to a social practice sim-
pliciter. However, the term convention is commonly used to refer either to a rule
(understood as a linguistic expression of a norm) that governs behavior or to a
regularity in behavior itself. Lewis does not explicate how conforming to reg-
ularity R relates to conforming one’s behavior to a rule. Since Schotter’s notion
of a social institution depends upon Lewis’s convention, the lack of clarity car-
ries over as well. Schotter (1981: 11) defined the concept of a social institution
as follows:

A regularity R in the behavior of members of a population P when they are agents in a
recurrent situation I is an institution if and only if it is true that, and it is common knowl-
edge in P that,

(1) everyone conforms to R;

(2) everyone expects everyone else to conform to R;

(3) everyone prefers to conform to R on condition that the others do, if I is a coor-
dination problem and uniform conformity to R is a coordination equilibrium in T’
or

(4) if anyone ever deviates from R it is known that some or all of the others will also
deviate and the payoffs associated with the recurrent play of I" using these devi-
ating strategies are worse for all agents than the payoff associated with R.

Conforming to R is simply what everyone does, expects everyone else to do,
prefers to do, and knows that all will be worse off by not conforming to R. Con-
ditions (1) through (4) convey no sense of individuals being and feeling obli-
gated in reference to a rule at least believing that everyone ought to conform to
a rule that prescribes a behavior exemplified by R. If a social institution is a so-
cial phenomenon guided by commonly held rules, then it requires a distinction
between regularities in behavior and the rules that guide those regularities — a
distinction that Schotter did not make.

Schotter did not follow Lewis in using gerund phrases to name regularities
in behavior. For example, Schotter wrote that “money is a social convention
(1981: 3)” instead of using money is a social convention, and that “language”
and “table manners” are social conventions (1981: 9) in place of a group’s us-
ing the same language and everyone’s observing the same rules of etiquette are
social conventions.

These observations illustrate how the term convention is used to refer either
to a rule, or to a regularity in behavior or to conflate the two. Schotter carried
this conflation over to his list of examples of social institutions. He wrote that
a “system of property rights is a social institution (p. 11).” Thus, by definition,
a system of property rights must be regularity in behavior. But a system of prop-
erty rights is a set or rules that makes a regularity in social behavior possible.
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Contrasting his view with Hurwicz’s (1973) account of institutions, Schot-
ter (1981: 61) wrote that “we view social institutions not as various sets of rules
but as various and alternative standards of behavior (strategy n-tuples) that are
elements of the equilibrium of the game. In other words, our social institutions
are not part of the rules of the game but part of the solutions to iterated games
of strategy.” In more technical terms, whereas Schotter’s social institution is a
solution to a game, a normative social practice is a “family of game-forms.”'¢
Viewing institutions as a family of game-forms emphasizes the rules involved
in guiding the behavior of individuals, or at least acknowledges the difference
between rules and regularities in behavior.

The concept of a normative social practice is richer than Schotter’s notion of
a social institution. The crucial differences between normative social practice
and Schotter’s social institution are several. Differing instantiated normative so-
cial practices are distinguished by their respective substantive rules. The par-
ticular type of normative social practice required for efficient outcomes of trade
must include a set of property rights, but also a right to true information and a
right to welfare. Schotter indicated that a set of property rights constitutes a so-
cial institution and differentiates it from others. However, if a right is a claim
against the behavior of others, then a property right (in one very limited sense)
is a claim against others’ using the object in question. Refraining from using an
object is behavior enjoined by the right; it is not the right itself. Hence, a sys-
tem of property rights cannot logically be identical to the behavior it regulates.
Moreover, even though it might seem proper to say that competitive behavior
is a regularity in behavior that could be described in terms of everyone observ-
ing a set of property rights, it is incomplete at best to say that property rights,
construed as a regularity in behavior, constitute the conditions that make effi-
cient trade possible. Certainly, everyone behaves competitively only if every-
one respects each other’s property rights. But an adequate model will depict
competitive behavior in relation to existing rules and agents’ beliefs and pref-
erence relations. It must represent why agents behave competitively.

Another way to state this difference is in terms introduced by H. L. A. Hart
(1994: 89) regarding the internal and external points of view. Hart wrote,

When a social group has certain rules of conduct, this fact affords an opportunity for
many closely related yet different kinds of assertion; for it is possible to be concerned
with the rules, either merely as an observer who does not himself accept them, or as a
member of the group which accepts and uses them as guides to conduct. We may call
these respectively the “external” and the “internal points of view.”

In our model, each individual is fully aware of each other’s rights, not as ele-
ments in an analytical model of social interaction, nor as premises in a proof,
but as features of the situation in which they act. Each agent, that is, takes an
internal point of view regarding his or her behavior. Even though a description
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of their behavior may be given by an outside observer as respecting each
other’s property rights, from the internal perspective agents are aware of each
other’s rights, which are aspects of the conditions of competitive behavior.
Therefore, respecting each other’s property rights describes some aspects of
competitive behavior, but not its conditions.

The concept of a normative social practice offers an analytical understand-
ing of the conditions of agents’ behavior, not merely a description, and there-
fore differs significantly from Schotter’s notion of a social institution. The no-
tion of a social institution does not indicate the logical connections between a
system of property rights as a regularity in behavior, agents’ preferences and in-
centives, and procedures for holding one another accountable. A social institu-
tion is a solution to a coordination game. Since a solution to a game is not a
family of game-forms, a social institution perforce omits the rules that consti-
tute both the game and the conditions of its iteration. The concept of a norma-
tive social practice makes these connections explicit. Therefore, the idea of a
normative social practice must be differentiated from Schotter’s notion of a so-
cial institution. The idea of a normative social practice succeeds in accounting
for the conditions that secure competitive behavior whereas the concept of a so-
cial institution fails.

Rights in General

The system of normative conditions of efficient outcomes of trade includes
moral normative constraints construed as rights. This is not intended to suggest
that all moral normative constraints involve rights. An alternative system of
moral normative constraints that instantiates the Moral Principle Solution to
collective action problems might be developed. Whether or not my moral rights-
based system of normative conditions is more basic than, or weaker than, or
even logically related to, say, a Kantian system is not obvious. Moreover, it is
beyond the scope of this book to formulate a position on this issue. Neverthe-
less, my moral rights-based system does seem to be less alien to extant eco-
nomic, game-form, and social choice models than most, if not all, Moral Prin-
ciple Solutions. Indeed, in many respects it is already adapted to such models.
For example, the framework for analyzing social situations, which we adopted
in Chapter 2, is directly related to standard assumptions in microeconomic the-
ory. Rights construed as restrictions of agents’ natural strategy domains have
already been discussed by game-theorists.!! And the system of normative con-
ditions presented in this book suggests a solution to Amartya Sen’s (1970a,
1970b, 1992) Liberal Paradox, an important result in social choice theory.

In sum, I use rights rather than moral rules or principles for several reasons.
First, there is a growing literature in economics and social choice theory that
uses the concept of a right formally to depict restrictions on agents’ natural
strategy domains.!? The concept of a right is also used because the system of
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normative conditions I am proposing is essentially an economic system, and I
desire as much as possible that my model observe the existing formal models
and conventions of economics and social choice theory. Second, the rights I ad-
duce are compatible with a wide range of moral traditions. Therefore, the sys-
tem of normative conditions could be applicable in pluralistic democracies,
which, by definition, encompass diverse moral perspectives. Last, there is an
empirical study showing that altruistic behavior, which crosses normal bound-
aries of ethnicity, is motivated in part by virtue of a recognition of others’
rights — even though the content of the rights believed to be binding vary some-
what between altruists.!> Since the rights I offer are applicable in a range of dif-
fering moral settings, their compatibility with this account of altruistic motiva-
tion is an asset.

A right is one aspect of one type of normative constraint. In this section, I
offer a conception of a right as one of two essential aspects of a moral norma-
tive constraint suitable for economic modeling. I am not attempting to analyze
the concept of a right as it is commonly used, nor am I attempting to correct
common usage. Recall from Chapter 1 that, generally speaking, a constraint is
some device that inhibits the occurrence of some types of actions, and there are
at least two kinds of constraints — positive and normative. An individual’s
budget constraint and information constraints are examples of positive con-
straints. These delimit an individual’s natural strategy domain. Normative con-
straints restrict individuals’ natural strategy domains and thus delimit agents’
admissible strategy domains. Normative constraints constitute a broad subclass
of constraints including legal, moral, institutional, and organizational con-
straints (i.e., all nonpositive constraints).

Since we are focusing on a type of normative constraint constituted by a right
and by an incentive for compliance with that right, we must show how it func-
tions as an aspect of a normative constraint. Since a right is only one aspect of
a normative constraint, it is not precise to say that a right restricts an individ-
ual’s natural strategy domain. A right is correlated with a rule, which expresses
the content of a standard against which individuals assess each other’s behav-
ior including their own. An incentive to comply with rules constitutes the other
aspect of a restriction on an individual’s natural strategy domain. We discuss
incentive to comply later. As a rough approximation, we may consider a right
to be a certain kind of claim correlated with a rule. We may then say that

A person i is normatively constrained by a right when some other person
J has a claim against / regarding some type of action A and i has an in-
centive to comply with the rule correlated with the claim.

We must be able to associate rights with duties, liberties, and the like, to ex-
press accurately just how agents’ natural strategy domains are restricted. I ac-
complish this by adopting Wesley N. Hohfeld’s (1919) analysis of rights. Hoh-
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feld’s analyzes fundamental legal concepts in a way that to this day is generally
considered by scholars to be nearly definitive'* and is essential to a more finely
grained portrayal of rights.!>

To define a right so that it expresses a restriction on agents’ natural strategy
domains requires that it be defined in terms of actions, not social states. How-
ever, some Hohfeldian analyses of rights are presented in terms of social states.
For example, in a series of articles, Stig Kanger develops Hohfeld’s analysis
and defines rights in terms of social states. We may state Kanger’s conception
of a claim as follows:

For any two agents i and j, and any states of affairs ¢,(i, j) involving both
agents i and j, i has versus j a claim regarding G ,(i, j) if and only if j has
a duty to bring about ¢, (i, j).

I am neither endorsing nor criticizing Kanger’s analysis here. I am simply cit-
ing an example of a Hohfeldian analysis that defines rights in terms of social
states. By contrast, in my model, rights are elements of normative constraints
and should therefore be conceived in terms of individuals’ actions. Thus, I de-
fine a claim and a liberty (privilege) as follows:

Claim. A person i has a claim against person j with respect to some action if
and only if j has a duty to i to perform that action.

For example, if j has a duty to i to provide true information, then person i has a
claim against person j with respect to j’s provision of information.

Liberty. A person i has a liberty against person j to perform some action A if
and only if 7 has no duty to j not to perform A.

For example, if i has no duty to j not to paint her house white, then i has a lib-
erty against person j to modify her property as she pleases, which, in this case,
is to paint it white.

Correlatives apply to persons other than the element-holder, and there is a
two-way entailment between elements and correlatives. For each right held by
some individual, at least one other individual has a correlative duty. Although
there are exceptions, in this book each right is correlated with some duty held
by others by virtue of the social goal of achieving efficient outcomes of trade.
Of course, there are cases in which someone may have a duty, but for which no
one has a claim right; and, in these cases, a moral claim right cannot be char-
acterized in terms of a biconditional. Nevertheless, the biconditional applies to
all the moral rights I name. The same holds for a Hohfeldian liberty. In a very
general sense, a right constitutes one aspect of a restriction on an individual’s
natural strategy domain. But since aright is a claim against others with respect
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to some action, it is more precise to say that aright expresses the extent to which
some other individual’s natural strategy domain is restricted. In a later section,
I specify a set of rights, each of which is defined as a set of Hohfeldian posi-
tions.

There are two competing conceptualizations of rights in economic analysis —
social choice and game-form. A social choice conceptualization of a right treats
a right as a desideratum of a social decision mechanism, implying that the
right — or what the right protects — is intrinsically valued. Even though an equi-
librium allocation is a social state achieved by an aggregation of individual de-
cisions, and, therefore, the system of moral normative constraints I develop is
a social decision mechanism, a right in my model is not best thought of as a
desideratum of such mechanisms (although a right plays an essential part in the
function of a social decision mechanism). Thus, rights can be viewed primarily
in terms of their instrumental value since they form an essential aspect of a con-
dition of efficient outcomes of trade. However, this is not to imply that rights
could not also be valued for themselves or for what they protect in addition to
their instrumental function. Indeed, the effectiveness of rights in securing com-
petitive behavior (and thereby efficient outcomes of trade) may be strengthened
by individuals valuing the observation of rights for their own sake or valuing
the role of rights in sustaining character attributes.

My goal is to specify a minimal system of normative conditions that make
efficient outcomes of trade possible, not to review alternative accounts of their
value nor to explore their social implications. I have already argued for a con-
strual of rights as restricting agents’ natural strategy domains, and I will offer
two alternative ways to model an internally based motive to comply with rights.
Therefore, I need not extend this discussion of rights to include investigations
into their being intrinsically valued or valued for what they protect. Further-
more, the intrinsic/instrumental distinction with respect to rights would at least
need to be investigated in connection with a discussion of existing philosophi-
cal theories of rights, which is a discussion beyond the scope of this book.!¢ For
our immediate purpose, it is important to mention only that no philosophical
theory entails a denial that an essential feature of the concept of a right involves
aconstraint on other’s actions, thereby enabling the achievement of efficient al-
locations of commodities.!”

A game-form conceptualization of a right, on the other hand, depicts a right
as a restriction on agents’ natural strategy domains. My analysis requires that [
conceive a right primarily as it relates to agents’ actions, and as only indirectly
relating to social states. Since I construe rights to express specific restrictions
on agents’ natural strategy domains, I adopt the game-form conceptualization
of rights.

The rights I adduce are moral rights. There are several reasons why the sys-
tem of rights I specify should be understood as a system of moral rights.'® First,
given what these rights can be understood to accomplish (i.e., to reduce waste,
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promote well-being, and foster communal harmony), it is difficult to conceive
of them as not being moral in some sense of the term. Second, we could sum-
marize the debates concerning a rule of recognition for morality and argue that
the system I specify meets the correct conditions.!® But the strength of that
claim rests on the strength of the arguments for some rule of recognition. Such
a discussion is beyond the scope of this book.2° Third, the rights I adduce could
be considered to be moral rights on the grounds of several alternative moral the-
ories such as rule utilitarianism, natural rights theory, or on a conception of
agents. A rule utilitarian could argue that the rights are moral because they max-
imize total welfare.?! A natural rights theorist could argue that the rights are
moral because they derive from a conception of agents as project-pursuers.
Some philosophers ground moral rights in the purposive action of agents.?? As
James Coleman (1990: 17) wrote,

In a certain range of scholarly endeavor, including ethics, moral philosophy, political
philosophy, economics, and law, theory is based on an image of man as a purposive and
responsible actor.

Tara Smith (1995: 32) wrote,

My contention is that respect for individual rights to freedom of action is a necessary
condition for individuals’ attainment of their highest good. Each person’s own life is that
person’s ultimate value. It can only be attained, though, when a person is free to rule her
own life. If we wish to have the chance to achieve that value, then we must respect rights.

Rawls (1971: 408) followed Josiah Royce in viewing an individual as “a human
life lived according to a plan.” Rights protect individuals’ freedoms to pursue
their projects. It seems that such a conception of rights fits well with my proj-
ect. However, I want to avoid the debates concerning the proper or best con-
ception of human agents, which accompany such theories.?* So I do not attempt
to ground such rights in the purposive action of agents. Fourth, since we have
excluded the existence of a state, we might conceive such rights as having been
instituted by mutual consent. The rights I adduce are either substantive — being
instituted by consent — or constitutive of a (certain kind) of normative social
practice.?* Substantive rights have moral relevance by virtue of their ground-
ing in consent.?> By these comments I do not mean to suggest that all rights in-
stituted by consent are full-fledged moral rights. I intend only to suggest how
a contractarian moral theorist could argue that the system of rights adduced here
could be construed as the object of an hypothetical social contract.

Finally, I do not attempt to ground rights in moral principles or the “princi-
ples of enlightened conscience” (as Feinberg put it), though one of the rights
expresses a rule of autonomy that enables a normative social practice to exist.
It is presupposed by morality insofar as it is a practice. The other rights I ad-
duce are substantive, and, therefore, the system can serve itself as a simple
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code for an empirical morality. Thus, although it is possible to argue on several
alternative grounds that the rights in this system are moral, because this system
is intended only to be adequate for efficient trade, the rights included in it are
intended to be moral in a minimal, yet widely applicable sense.

To each type of action that threatens to preclude the achievement of effi-
ciency, there corresponds a proscriptive or prescriptive rule. The corresponding
rule could be expressed like this: Do not give false information that is directly
pertinent to potential exchange. Each rule can be correlated with a right defined
in terms of some set of “Hohfeldian positions.” For example, the rule not to give
false information that is directly pertinent to potential exchange can be corre-
lated with a right to true information (pertinent to potential exchange), which
in turn can better be expressed in the following form of a moral Hohfeldian po-
sition:

A person i has a claim-right against person j to provide true information
(pertinent to potential exchange) if and only if j has a duty to i to provide
true information (which is directly pertinent to potential exchange).

What distinguishes these moral Hohfeldian positions from legal Hohfeldian po-
sitions is their bases for validating claims and the type of incentive required for
compliance: moral normative constraints include sufficient internal incentives
to comply, whereas legal normative constraints do not. These moral Hohfeldian
positions are grounded either in consent or in the nature of a normative social
practice. Furthermore, these moral Hohfeldian positions express restrictions on
individuals’ natural strategy domains, but only when combined with sufficient
internal incentives to comply do they comprise moral normative constraints.

Compliance

In this section, I discuss the compliance problem and alternative ways to model
the Agents subset so as to achieve a motive to comply with existing rules. How-
ever, I must add this caveat: The crucial result so far is that, for strict rational
egoists, no external enforcement mechanism will secure the requisite behavior
needed for efficient trade. Individuals must have some moral motivation inde-
pendent of any external sanctions that may exist. It is beyond the scope of this
book to determine which moral motivations are superior in this regard, and it is
not necessary to describe any particular one in detail. Some moral conditions
of Pareto-optimal equilibrium allocations can be given by specifying a set of
rights and procedures and a range of alternative moral motivations, any one of
which can create an incentive for compliance.

To present the compliance problem with sufficient clarity, consider first an
alternative construal of the argument presented thus far. There is a difference
between the extent of welfare loss in social states brought about by acts of theft
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in situations on the one hand, and the extent of welfare loss in social states
caused by the moral possibility of theft in a society, or the physical possibility
of accidents, negligence, and the like on the other hand. Recall that strict ra-
tional egoists will invariably act according to this principle:

(DPA) For any person i, action &/, and state of affairs 6, i will take a’ if
and only if i prefers 6, and i has good reason to believe that g’ is
the best feasible means to achieve G,.

Therefore, if by taking some nonmarket action (i.e., by engaging in noncom-
petitive behavior) an individual can more efficiently achieve her goal social
state, she will take that nonmarket action and will effect some Pareto-inferior
social state. Similar welfare loss results from accidents, negligence, and the
like. These are the consequences of the actions of a single individual. For a pop-
ulation of strict rational egoists, by contrast, nonmarket action (e.g., theft or
fraud) is always morally possible. In a society in which such nonmarket actions
are morally possible, labor resources are wasted by forgoing commodity pro-
duction in favor either of engaging in nonmarket actions or of defending against
them. Thus, rational self-interest in such a society inexorably leads to subopti-
mal equilibrium allocations of resources. Everyone would be better off by be-
having competitively. Furthermore, where no means exist to redress harm
caused by negligence or accidents, there is a similar loss of welfare. Strict ra-
tional egoists will behave competitively and take proper care only if they face
some system of moral normative constraints that renders nonmarket actions un-
desirable, thereby inhibiting their occurrence, and that provides a set of proce-
dures for rectifying the harmful results of any particular nonmarket action.
Some set of procedures is required to establish liability and to relieve liability
for any transgressions. Without such a system, welfare loss from deliberate or
unintentional transgression would lead rational egoists to consider courses of
action to recover losses from such actions or to devote resources to guard
against such losses in amounts over which might be warranted even when such
a system is in place.

We model a moral normative constraint as a moral right, which indicates a
restriction on an individual’s natural strategy domain and defines an admissi-
ble strategy domain. However, a set of moral rights by itself is not sufficient to
secure competitive behavior. Strict rational egoists will achieve Pareto-optimal
equilibrium allocations only by agreeing on the required rights and by com-
plying with them. Thus, a right is only one aspect of a moral normative con-
straint. An incentive for compliance is the other. An individual, therefore, is
moral normatively constrained if she has a sufficient internal incentive to ob-
serve others’ rights that restrict her natural strategy domain. In this sense, a
moral normative constraint is constituted by a right and an incentive.

In Chapter 3, I showed that strict rational egoists will always have an incen-
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tive to free-ride on the obligation to enforce a rule regardless of whether the en-
forcement mechanism is centralized or decentralized. The Hobbesian solution
to collective action problems involves the creation of Leviathan, which is a cen-
tralized mechanism to enforce property rights. Since the Hobbesian solution is
a centralized solution, there is always the possibility that the enforcers will have
an incentive to take nonmarket actions to advance their own interests. So, both
rules and an enforcement mechanism are needed for the enforcers. This leads
to an infinite regress of enforcer classes. A decentralized enforcement mecha-
nism, on the other hand, involves everyone in enforcing claims.?® However,
even a decentralized enforcement mechanism among a population of strict ra-
tional egoists will fail because individuals will have an incentive to let others
expend the resources required to hold an offender responsible. Therefore, com-
pliance is not possible for strict rational egoists. This, then, is the compliance
problem: Even if strict rational egoists agree in principle on a set of rights, they
will not observe them or fulfill an obligation to enforce them. Compliance is a
matter of motivation. Since strict rational egoists are completely unaffected by
moral considerations of any kind, to secure compliance we must alter the Agent
subset of assumptions.

Before we go on, perhaps we should pause and briefly summarize what we
have before us to hold each of the elements of the argument in place. In Chap-
ter 3, we showed that strict rational egoists cannot achieve Pareto-optimal equi-
librium allocations of commodities through trade. Therefore, both the Situation
subset and the Agent subset of assumptions must be altered. Introducing rules
into the Situation subset is insufficient by itself because rules by themselves are
not normative constraints. Individuals subjectively experience a normative con-
straint as an effective restriction on the range of actions they are physically able
to take. Viewed objectively, however, a normative constraint is an enforced rule.
Therefore, we must furnish some means to enforce whatever rules are intro-
duced. However, an enforcement mechanism cannot be built into the Situation
subset because, since such an enforcement mechanism would have to be con-
strued as a universal obligation to hold everyone else responsible and to punish
defectors, everyone will have an incentive to free-ride. Hence, by altering the
Situation subset alone, we cannot construct a normative constraint; altering the
Situation subset alone is not sufficient.

Consider the following, which sets the compliance problem in stark relief
and suggests some minimum requirements. Matthews (1981) offers an argu-
ment for the effectiveness of honesty and trust. However, trust involves the ex-
pectation that the person with whom one dealing is honest. If honesty entails
“telling the truth,” then honesty could be construed weakly as a behavior that
recognizes and observes others’ right to true information.?” Unlike most viola-
tions of property rights, a violation of another’s right to true information is dif-
ficult to detect, except after the fact. For a right to true information to function
as a moral normative constraint, individuals must be able to detect violations.



Moval Conditions of Economic Efficiency 97

Since detection is not always possible, individuals must have some kind of in-
ternal motivation for compliance (with the rules, not simply with the obligation
to enforce them), even when such compliance may not maximize utility in the
short term. But strict rational egoists do not possess the requisite motivation.

In sum, strict rational egoists do not possess the requisite motivation to com-
ply with the rights they agree on, even though it is collectively rational to do so.
To get compliance, we must therefore alter our depiction of individuals, con-
struing them as subject to other motives besides maximization of utility nar-
rowly defined. To put it another way, the strict rational egoist assumption must
be altered so that the agents in question will rationally expend resources to sus-
tain a type of society in which their interests are satisfied. In other words, we
must “build into” individuals a set of values that at least compete with self-in-
terest narrowly defined. If such values are internalized and are seen to be logi-
cally connected to moral rights as ends to means, both aspects of a moral nor-
mative constraint will be in place. Individuals will be aware of specific ways in
which their respective natural strategy domains are restricted and will comply
as a matter of individual choice based on the strength of alternative values or
reasons. This is not to suggest that someone may not internalize the value of
observing others’ rights for reasons other than efficient outcomes of trade.
Everyone’s observing others’ rights for the intrinsic value of doing so will also
result in efficiency. Therefore, viewing the observance of rights instrumentally
is not a necessary condition of efficiency. However, an instrumental view of the
observance of rights is “weaker” than an intrinsic view, and, since the instru-
mental view does not rule out the intrinsic view, the instrumental view is to be
desired by virtue of our goal of obtaining a “weak” but adequate conception of
a system of moral normative constraints specified sufficiently to depict the
achievement of efficient trade among rational egoists. Regardless, efficient out-
comes of trade require not only rules but also motives that provide sufficient in-
centives to comply with the rules. We must, therefore, alter both subsets of as-
sumptions in the framework for analyzing social situations, which we
introduced in Chapter 2.

We have briefly discussed five ways to model internal motivation for com-
pliance while retaining self-interest. In Chapter 2, we ruled out the possibility
that agents’ preferences might range over alternative visions of society as a
whole, character types, or decision rules. Preferences could range over others’
attitudes such as approval or disapproval. And finally, preferences might range
over the relative satisfaction of others’ preferences. Individuals, that is, can have
altruistic, sadistic, or merely meddlesome preferences.

I will discuss just two of these alternatives.?® First of all, consider the pos-
sibility of agents’ preferences ranging over alternative character descriptions.
The variations seem countless. But suppose each individual has a desire to sus-
tain a certain kind of moral character defined in terms of the observance of a
set of universal rights. Notice that an individual’s preference provides an in-
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centive to observe that set of rights due to the logical connection between com-
pliance with that set of rights and the maintenance of character defined by the
observance of that set of rights. Since they are universal, she holds them against
others as well and will be rationally compelled to uphold them if necessary. This
alternative institutes the moral principle solution to collective action situations
described in Chapter 4. If every agent is construed as having this character pref-
erence and every agent is a participant in a normative social practice defined by
the three substantive rights, efficient trade is made possible because every in-
dividual has an incentive to comply.

According to the dual utility solution, agents have both private (egoistic) and
social preferences. There seem to be at least two types of social preferences: al-
truistic preferences and preference for a sense of belonging and community
rather than status. We might say that an individual has altruistic preferences if
her utility satisfaction is directly related to others’ success at maximizing util-
ity or experience of harm: the greater success others have, the higher her util-
ity satisfaction; the greater the intensity or duration of harm that others experi-
ence, the lower her utility satisfaction. One may also have a preference for a
sense of belonging and community rather than status. To the extent that satis-
fying one’s altruistic preferences or achieving a sense of belonging or commu-
nity depends upon according one another a set of basic rights, there exists an
incentive to observe that set of rights due to the instrumental function of com-
pliance to the well-being of others, to the security of one’s membership in a
community, and to the maintenance of community itself. An individual forgoes
a utility-maximizing strategy if and only if her social preference overrides her
private preferences.? If those rights include the system of moral normative con-
straints I discuss here, then agents having this kind of dual utility function can
achieve efficient outcomes from trade. In other words, if every agent has this
dual utility function (differentiated only by irrelevant differences in preferences
for commodities), then efficient trade is made possible because every individ-
ual has an incentive to comply.

These alternative instantiations of the moral principle solution and the dual
utility solution require substantial revision of the idea of strict rational egoism.
The dual utility solution requires that we abandon assumption (p, ). The moral
principle solution requires that we abandon premises (p,) and (p,). Assumption
(p,) stipulates that agents’ desires are independent and entails that there exist
no internally motivated, morally significant effects on their actions. Of course,
such revision would make the agents in our model more like human beings.
Most human beings are motivated either by moral principle or by others’ atti-
tudes, pain, or well-being. And most human beings participate in some empir-
ical morality.

As I indicated in the introduction, it is not necessary to determine the best
way to model agents to provide an incentive to comply with other’s rights. 1
need only offer a plausible construal of such agents. I have given two alterna-
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tive ways to model an internally based motive to comply; they also seem to have
empirical support. I will refer to such agents as responsible altruists only to dis-
tinguish them from strict rational egoists.

The Specific Moral Rights Required for Efficient Trade

We are now ready to list a set of specific moral rights that make efficient out-
comes of trade possible. Let me describe briefly a pattern according to which
the necessity of each right can be justified as part of a system of normative con-
ditions sufficient to ensure efficient outcomes of trade. First of all, distinguish
between a description of a type of action and a rule that expresses either its pro-
scription or its prescription. There are several types of action, each of which
could be shown either (a) to inevitably cause inefficiency or (b) to be necessary
for efficiency. For each action in the list, we could show under which condi-
tions it is a best alternative for rational egoists and cite a corresponding pro-
scription or prescription. Finally, we could refine each rule in terms of Hohfel-
dian positions and correlate it with a moral right.

Property Rights

Property rights are required for efficient outcomes of market interaction. Dan
Usher (1992: 77-89) shows that income distribution under orderly anarchy is
Pareto superior to Hobbesian anarchy because efforts that previously had been
expended in taking from others are precluded by well-defined and enforced
property rights. I have sketched an explanation of how to incorporate such con-
straints into a model of social interaction by a conception of rights as restric-
tions on agents’ natural strategy domains. Usher does not specify which rights
are necessary or how they are enforced. In fact, most discussions of the First
Welfare Theorem mention either that individuals have ownership rights or that
property rights are well-defined, but few describe in any more detail what they
mean. It is outside the scope of this book to review the significant issues in a
theory of property. My goal is to state, in terms that constrain individuals’ ac-
tions, the minimal description of the rights individuals have. Munzer (1990: 17)
defined property “both as things (the popular conception) and as relationship
between people with respect to things (the sophisticated conception) — provided
the context makes clear which conception is meant.” For the sake of clarity, I
define property as a relationship between individuals with respect to recognized
commodities. Therefore to define property rights is to define features of the re-
lationships between people. A. M. Honoré (1961) gave an analysis of the con-
cept of ownership that is widely recognized. Lawrence Becker (1980: 190)
modified Honoré’s analysis in Hohfeldian terms and claimed that his synthesis
is “an adequate tool for analyzing every description of ownership I have come
across, from tribal life through feudal society to modern industrial states.” There
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are thirteen elements in Becker’s Hohfeldian modification®® of Honoré’s analy-
sis of ownership:

(1) The right (claim) to possess — that is, to exclusive physical control of the
thing. Where the thing is noncorporeal, possession may be understood
metaphorically.
(2) The right (liberty) to use — that is, to personal enjoyment of the benefits
of the thing (other than those of management and income).
(3) The right (power) to manage — that is, to decide how and by whom a thing
shall be used.
(4) The right (claim) to the income — that is, to the benefits derived from for-
going personal use of a thing, and allowing others to use it.
(5) The right (liberty) to consume or destroy — that is, to annihilate the thing.
(6) The right (liberty) to modify — that is, to effect changes less extensive than
annihilation.
(7) The right (power) to alienate — that is, to carry out inter vivos transfers by
exchange or gift and to abandon ownership.
(8) The right (power) to transmit — that is, to devise or to bequeath the thing.
(9) The right (claim) to security — that is, to immunity from expropriation.
(10) The absence of term — that is, the indeterminate length of one’s ownership
rights.

(11) The prohibition of harmful use — that is, one’s duty to forbear from using
the thing in ways harmful to oneself or others.

(12) Liability to execution — that is, liability to having the thing taken away as
payment for a debt.

(13) Residuary rules — that is, the rules governing the reversion of another, if
any, of ownership rights that have expired or been abandoned.

The last four elements are not rights even though they are elements of the con-
cept of ownership. Any combination of elements (1)—(8) (i.e., possession, use,
management, income, consumption or destruction, modification, alienation,
and transmission) in conjunction with element (9), security, represents a vari-
ety of ownership. The concept of full ownership is the “concatenation of all the
elements.”3!

A Right to True Information

A right to true information is required to preclude fraud and is required for ef-
ficient outcomes of market interaction. Therefore, I have been using the term
right to true information that is directly pertinent to potential exchange. Hence-
forth, whenever I use the term, right to true information, 1 intend it to be un-
derstood as having this condition attached. Regarding fraud, Kami (1989)
wrote,
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An agent is said to have committed fraud when he misrepresents the information he has
at his disposal so as to persuade another individual (principal) to choose a course of ac-
tion he would not have chosen had he been properly informed. The essential element of
this phenomenon is the presence of two individuals both of whom have something to
gain from co-operating with each other but who have conflicting interests and differen-
tial information.

It is well known that asymmetrically distributed information makes fraud pos-
sible by creating the appropriate incentives.

As we mentioned in Chapter 3, Hurwicz (1972) showed that in classical en-
vironments individuals have an incentive to misrepresent their willingness to
pay to control prices. An individual can accomplish this by calculating a false
offer curve (which is a false demand curve) such that when combined with oth-
ers’ offer curves, yields that equilibrium price-ratio that would have resulted if
the individual had been a monopsonist. He then calculated a set of preferences
that correspond to his offer curve and acted accordingly. Thus, he made it ap-
pear as though he is price-taking when he is not. The resulting equilibrium al-
location is not Pareto optimal. Since this strategy best achieves a goal social
state, the individual will take it. Hurwicz further showed that in classical eco-
nomic environments with numerous, yet finitely many participants, there is no
allocation mechanism having a no-trade option that is incentive compatible.

Since even responsible altruists will be faced with an incentive to defraud
when information is asymmetrically distributed and fraud is implicitly permit-
ted, competitive behavior requires that each individual hold a right to true in-
formation:

A person i has a claim-right against person j to provide true information
if and only if j has a duty to i to provide true information.

A Right to Welfare

A right to welfare is required for efficient outcomes of market interaction. As a
moral Hohfeldian position, we may define a right to welfare as follows:

A person i has a claim-right against every individual j for a portion of their
commodities when i’s capacity to produce and trade is diminished due to
an accident that prevents i’s from achieving a subsistence level of welfare
if and only if every individual j has a duty to i to transfer a portion his or
her wealth under such conditions.

An individual’s admissible consumption set is a set of consumption bundles
each of which are adequate for subsistence. For any allocation outside an indi-
vidual’s admissible consumption set, that agent has an incentive to take non-
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market actions to acquire whatever commodities are necessary for subsistence.
Even though in our theoretical model no individual person will intentionally
trade herself into poverty, I have not ruled out the possibility of injury due to
accidents of nature that could restrict some agent’s ability to engage in eco-
nomic activity. Thus, when such restrictions of economic power are realized,
unless individuals can expect that lump-sum transfers will be made from
others to themselves ensuring them a subsistence level of income, given the
derived principle for action, individuals will not behave competitively. The
Second Fundamental Theorem of Welfare Economics shows that any Pareto-
optimal equilibrium allocation of commodities can be achieved by the appro-
priate transfers.

An argument for a right to welfare differs from the arguments supporting
other rights. Other rights derive from the goal of efficiency, the two sets of as-
sumptions, and the derived principle for action. In addition to these bases, a
right to welfare derives from the possibility of an allocation not being within an
individual’s consumption set. If we modify strict rational egoists so as to pos-
sess some sufficient internal incentive to comply with moral rights, we could
alter (DPA*) in terms of expected utility theory and get the needed result. Nev-
ertheless, a cumulative case for a right to welfare can be made by supplement-
ing this argument with others. In this analysis, a right to welfare is a right to an
allocation of commodities within one’s admissible consumption set and is
therefore weaker than other conceptions of a right to welfare. I have argued that
individuals have a right to welfare based on the social goal of efficiency.??

Rational agents who also possess an incentive to comply with the rights re-
quired for economic efficiency have at least one reason to institute a right to
welfare. Each individual faces two alternatives regarding the probability of de-
bilitating accidents that render their victims unable to sustain a subsistence level
of income. Individuals either must perpetually expend resources defending
against the possibility of being defrauded or of having their property stolen, or
they must perpetually contribute a proportion of their income to sustain the
needy. If the expected costs (tangible and intangible) of sustaining the needy
(which will include a public system of taxation and welfare administration of
some sort) are less than the expected costs of defense or less than the likely
amount of direct loss due to theft or fraud or perhaps even less costly than the
stress of anxiety regarding their being accident victims or crime victims them-
selves, they will prefer a society in which a right to welfare exists. Individuals
are not concerned solely with achieving a single, one-time allocation of com-
modities. Rather, they are concerned with sustaining conditions that enable the
continual achievement of efficient trade.

In sum, there are two reasons that a right to welfare is a necessary condition
of efficient outcomes of trade. First, in situations where even agents who pos-
sess internal incentives to comply with morality become accident victims, un-
less individuals can expect that lump-sum transfers will be made from others to



Moral Conditions of Economic Efficiency 103

themselves ensuring them a subsistence level of income, they will not behave
competitively; they will have incentives to take any action necessary at least to
sustain a subsistence level of well-being. Second, since the expected costs (tan-
gible and intangible) of living in social circumstances in which a share of acci-
dent victims’ needs is provided by others will be less than the expected costs of
living in social circumstances in which individuals must devote resources to de-
fend against the possibility of their being accident victims or crime victims
themselves, then rationality requires a right to welfare.

A Right to Autonomy

A right to autonomy is required for efficient outcomes of market interaction.
Efficient allocations of commodities are possible only if individuals can take
purposive action. Purposive action is possible only if each individual is treated
as an agent (i.e., only if her actions are not commanded by another). An indi-
vidual is treated as an agent when she is permitted to choose ends and courses
of actions to achieve those ends and when others’ responses to individuals are
responses to her choices.>® A normative social practice presupposes that each
agent knows what types of actions are proscribed or prescribed and knows the
consequences of violation and that each individual implicitly agrees both to
guide her actions accordingly and to hold others accountable. Therefore, a right
to autonomy is aright to guide one’s own actions within a circumscribed set of
morally possible actions. It also enables a moral normative social practice (a
morality) to exist.

Morris (1976: 32) referred to essentially the same concept as a right to be
treated as a person. He claims that a right to be treated as a person is natural,
inalienable, and absolute. A right to be treated as a person is “natural” because

First, it is a right we have apart from any voluntary agreement into which we have en-
tered. Second, it is not a right that derives from some defined position or status. Third,
it is equally apparent that one has the right regardless of the society or community of
which one is a member. Finally, it is a right linked to certain features of a class of be-
ings (Morris 1976: 50).

Although a right to autonomy functions identically to a right to be treated as a
person, it differs in that it makes no reference to persons, but only to agents.
There is more involved in a concept of a person than is involved in the concept
of an agent that we have so far. Agents are aspects of persons and, therefore, a
right to autonomy applies to persons as agents. Therefore, although a right to au-
tonomy could be considered a natural right because there is no obvious reason
why it could not depend on the bases Morris listed, it depends solely on the con-
cept of a normative social practice, which in turn is a necessary condition of com-
petitive behavior. A right to autonomy, then, is a right to be treated as an agent
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and is necessary because competitive behavior requires a normative social prac-
tice and a right to autonomy enables a normative social practice to exist.

Liberty

Liberty (or freedom) is an important concept often mentioned in connection
with market interaction. How do liberty and freedom fit with the conditions of
efficiency thus far discussed? Every agent must be free to produce and to trade.
Suppose that, for some population of individuals, some subset M of people are
permitted to own property, but not in the full Hohfeld-Honoré sense.3* Mem-
bers of M voluntarily submit to the restrictions on their liberty. Suppose also
that they prefer some consumption bundle to one that they now own and would
engage in trade were they free to do so. The preferences of members of the com-
plement of M count for more than those of members of M. Thus, some Pareto-
superior allocations are blocked by the moral framework within which trade oc-
curs, even though theft and fraud are absent. Hence, only preventing theft and
fraud is not sufficient to secure efficiency. Liberty of action is a necessary con-
dition of efficient outcomes of trade. However, liberty is a vague concept. It is
often used to refer to the equally vague concept of a “protected sphere of ac-
tion.” Mill (1848: bk 5, ch 11, sec 2) writes, “Whatever theory we adopt re-
specting the foundation of the social union, and under whatever political insti-
tutions we live, there is a circle around every human being which no
government, be it that of one, of a few, or of the many, ought to be permitted to
overstep.” Hayek (1960: 139) wrote that “Since coercion is the control of the
essential data of an individual’s action by another, it can be prevented only by
enabling the individual to secure for himself some private sphere where he is
protected [emphasis added] against such interference.”3 Liberty, as envisioned
for example by Thomas Jefferson, is a ‘cluster right’ whose arena of applica-
bility is political. It is much richer and not nearly as basic as the liberty required
for efficient trade. However, the question remains as to the precise definition of
agents’ liberty in my model. An adequate definition must include liberty to pro-
duce, use, exchange, and dispose of property. In my model, an agent’s liberty
to do so is defined by her right to autonomy and every adequately defined Ho-
hfeldian liberty with respect to each commodity. In other words, in my model
an agent’s “sphere of protected activity” is fully defined by her right to auton-
omy and her property rights.

A Synopsis of a System of Normative Conditions of
Efficient Outcomes of Market Interaction

The system of conditions that make efficient outcomes of trade possible is con-
stituted as follows. Efficient allocations of commodities require a normative so-
cial practice whose substantive rules are sets of property rights for each com-
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modity, a right to true information, and a right to welfare. A normative social
practice itself entails a right to autonomy and a responsibility schema. A right
to autonomy is a constitutive or enabling rule: Unless each individual holds and
grants to others a right to autonomy — a right, that is, to guide his or her behav-
ior by commonly held norms — there can be no normative social practice per se.
A right to autonomy is, therefore, indirectly necessary for efficient outcomes of
trade. Efficient outcomes of trade also require a sufficient incentive to comply
with established rules. In addition to this system of moral normative constraints,
Pareto-optimal equilibrium allocations also require a set of conventions (such
as is modeled by a Walrasian auctioneer) for facilitating exchange and for co-
ordinating supply and demand and for introducing new commodities into mar-
ket interaction. Finally, the procedures for internalizing externalities include
conventions and normative constraints.

A summary of the conditions of Pareto-optimal equilibrium allocations can
be represented symbolically as follows:

Pareto-optimal equilibrium allocations result from market interaction <

(1) Agents behave competitively = [system of moral normative con-
straints]

(2) Agents observe price conventions = [price conventions]

(3) Agents observe procedures for internalizing externalities = [con-
ventions and normative constraints]

In other words, a system of moral normative constraints, conventions for equil-
ibrating supply and demand, and conventions and normative constraints for in-
ternalizing externalities are the background presuppositions of the First Fun-
damental Theorem of Welfare economics:

Every equilibrium allocation is Pareto optimal if and only if
(1) There exists a normative social practice such that
(i) Property rights for each commodity, a right to true information, a
right to welfare, and a right to autonomy are held by each agent, and
(i) Each agent has some sufficient internal incentive to comply with
these rights, and
(ili) There exists some responsibility schema, and
(2) There exists some set of price conventions, and
(3) There exist conventions and normative constraints for commodifying desire
and for rectifying the results of accidental and intentional externalities.3®

These are the moral conditions of economic efficiency.?’
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Implications

We have addressed two central questions regarding the moral conditions of eco-
nomic efficiency. We answered the first question by establishing that a popula-
tion of strict rational egoists cannot achieve efficient allocations of commodi-
ties through market interaction in the absence of moral normative constraints.
We answered the second question by specifying a system of moral normative
conditions, which is necessary and sufficient for economic efficiency.
Clarifying the role of moral normative constraints in the achievement of eco-
nomically efficient outcomes of trade required a refinement of concepts and rig-
orous analytical tools. In this chapter, I first briefly review and discuss these con-
cepts and analytical tools. I then focus on some results of this analysis that are
important for economics, legal theory, political theory, and moral philosophy.

Concepts and Analytical Tools

Normative Social Practice

I use the term normative social practice to elucidate the concept of morality as
a social phenomenon. This allows us to distinguish its referent from the refer-
ents of cognates like David Lewis’s convention and Andrew Schotter’s social
institution. Moreover, the concept is heuristically valuable for moral philoso-
phy and for research involving ethical considerations.

Right to Autonomy

A right to autonomy is a necessary condition of normative social practices and
is a moral right. This concept avoids some of the ambiguity of related terms
such as freedom, liberty, and autonomy, thus providing more precision in the
analysis of legal, moral, political, and economic questions that trade in such
concepts. The argument in Chapter 5, that a right to autonomy places a logical
limit on the kinds of things that can be turned into commodities, has practical
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application for public policy formation and for judicial decisions at the appel-
late level regarding the proper assignment of property rights. I discuss the sec-
ond aspect of this claim in the next section.

Framework for Analyzing Social Situations

The framework for analyzing social situations can be used to model a wide
range of alternative social situations in addition to the types I have modeled in
this analysis. Various alternative configurations of agents’ attributes, informa-
tion, and constraints can be modeled. Furthermore, the framework can be con-
verted into a mathematical model, as I did in Chapter 3, where agents are por-
trayed as having the information-processing capabilities of a Turing Machine
and as possessing perfect information regarding every economically relevant
variable. Alternative configurations of rights can be modeled as alternative sets
of restrictions on agents’ natural strategy domains. Thus, the framework can be
used to model mathematically both actual types of situations and prospective
sets of rights so as to predict possible ranges of outcomes of social interaction.
This suggests that further research could refine this model so that it could be ap-
plied in policy analysis, organizational structures, or constitutional formation.

Analyses of Collective Action and Coordination Situations

The difference between collective action situations and coordination situations
was clarified by making the preferences and alternative natural strategies of
agents the basis of analysis. Preferences and strategies are the proper basis for
a taxonomy of types of situations. Using this distinction, we saw how the spon-
taneous order tradition from Hume to Hayek confused two distinct types of sit-
uations.

Externality

Based on an analysis of the general concept externality, we saw that there are
at least three distinguishable types: intentional, accidental, and incidental. The
distinction makes possible a rigorous determination of the roles of normative
constraints in relation to externalities.

Consider now some important implications of the results of our analysis.

Implications for Economic Theory

In addition to specifying the presuppositions of the First Fundamental Theorem
of Welfare Economics, at least four fundamental concepts in economic theory
can be refined: market, perfect competition, perfectly competitive market, and
externality.
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Market

The concept of a market is of critical importance to economic theory. However,
there is no consensus or even widely accepted explication of the concept of a
market.] Moss (1984) wrote, “For all that is written about the market and mar-
ket forces, it is remarkably difficult to find a definition of ‘the market’ in the
textbooks or other economic literature.” The term market is used alternatively
to denote either social behavior or a social situation composed of individuals,
commodities, and other types of nonnormative conditions on trade. However,
we have shown that a market is best characterized as an institutional framework
for trade composed of conventions and moral normative constraints. This lack
of consensus regarding the concept of a market carries over into the next con-
cept, perfect competition.

Perfect Competition

Perfect competition is a type of social interaction. The First Fundamental The-
orem of Welfare Economics states that “every competitive equilibrium alloca-
tion is Pareto optimal.” It presupposes that every individual acts perfectly com-
petitively. Perfect competition exists only when every individual acts as a
price-taker, that is, only when every agent takes market actions only. Thus, per-
fect competition is trade in the absence of collusion, market power, externali-
ties, and force or fraud of any kind.

Perfectly Competitive Market

Since the idea of individuals acting perfectly competitively is an essential con-
cept, we should distinguish between perfect competition and a perfectly com-
petitive market. A perfectly competitive market is a set of normative conditions
that ensures perfect competition. Perfect competition exists only in and because
of a perfectly competitive market. The standard textbook definition of a per-
fectly competitive market portrays it as a natural social situation constituted by
numerous participants, no barriers to exit or entry, homogeneous products, and
perfect information. However, Hurwicz (1972) shows that even under these
conditions agents will have both an incentive to misrepresent their true demand
and the means to defraud others to gain for oneself. Thus, the standard defini-
tion of a perfectly competitive market is not sufficient to ensure perfect com-
petition. My analysis has shown that perfect competition requires a system of
moral normative conditions. A perfectly competitive market must be treated as
an institution that includes not only a set of coordinating norms but also a set
of moral normative constraints which make perfect competition possible.
These considerations suggest that it would be helpful to maintain a distinc-
tion between various usages of the term market. Besides denoting an institu-
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tional framework for trade composed of two different kinds of rules, a market
also denotes a social situation comprised by an institutional framework, indi-
viduals, and commodities. Call the first version an I-market and the second an
S-market. Thus, we could say that perfect competition (as social behavior) re-
quires the existence of a perfectly competitive I-market. We can also say that a
perfectly competitive S-market (an actual market comprised of price-taking
agents and commodities) requires that the conditions of perfect competition
hold (i.e., it presupposes a perfectly competitive I-market).

Externality

As I mentioned in Chapter 5, many theorists complain that the concept of an
externality is not well defined. There is a lack of specificity and of consensus
among scholars in philosophy, economics, and legal theory regarding external-
ity. Even as late as 1994, Andreas A. Papandreou (1994: 2) wrote,

Given the importance of externality in economic theory, and the effort put into charac-
terizing externality, it is surprising how hazy a concept it has remained. Extending the
empty box metaphor, not only has there not been consensus on what externality should
signify, but the box seems to be semi-opaque, preventing a clear understanding of what
the different ideas are. The present intuitive notion of externality as activities that take
place outside market transactions, belies the difficulties that arise the minute one tries
to give analytical content to this intuition, treating it as a separate category of market
failure.

An externality is the effect of some action related to production or con-
sumption that imposes an involuntary cost or benefit on some other agent and
for which no compensation is made. We may distinguish between intentional,
accidental, and incidental externalities. Externalities are usually understood as
being the incidental effects of the acts of production and consumption. The ef-
fects of acts of theft and deceit are intentional externalities. For want of a bet-
ter term, and to distinguish between incidental and intentional externalities, 1
have referred to the negative effects on the well-being of individuals resulting
from acts done negligently, mistakenly, inadvertently, carelessly, involuntarily,
or otherwise unintentionally? as accidental externalities. Each type must be ei-
ther precluded or rectified to achieve efficient outcomes.

In Chapter 2, I presented a version of the First Fundamental Theorem of Wel-
fare Economics given a set of standard assumptions under which efficient allo-
cations of commodities are socially achieved. I then compared the assumptions
of that version of the First Welfare Theorem with those of the social situation
in which moral normative constraints are absent. We saw that a thorough un-
derstanding of any proof of the First Welfare Theorem must include the role of
every relevant assumption. In Chapter 6, we saw that a system of moral nor-
mative constraints, conventions for equilibrating supply and demand, and con-
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ventions and moral normative constraints for internalizing externalities are the
necessary background assumptions of the First Fundamental Theorem of Wel-
fare economics.

In sum, a market is an institution and perfect competition is a type of social
interaction secured by a set of normative conditions, which includes moral nor-
mative constraints and which “internalizes” externalities. A distinction should
be maintained between intentional, incidental, and accidental externalities,
which are the effects of actions not governed by normative conditions. It fol-
lows that a perfectly competitive market includes a set of moral normative con-
straints and that any proof of the First Welfare Theorem presupposes this gen-
eral set of normative conditions.

Implications for Political Theory and Moral Philosophy

These results carry over to political theory and moral philosophy. In particular
they logically entail that the Invisible Hand Claim is mistaken. Just what is the
Invisible Hand Claim? Adam Smith (1776: 456) is commonly considered to
have first expressed the claim. Smith wrote:

As every individual, therefore, endeavors as much as he can both to employ his capital
in the support of domestic industry, and so to direct that industry that its produce may
be of the greatest value; every individual necessarily labors to render the annual revenue
of the society as great as he can. He generally, indeed neither intends to promote the pub-
lic interest, nor knows how much he is promoting it. By preferring the support of do-
mestic to that of foreign industry, he intends only his own security; and by directing that
industry in such a manner as its produce may be of the greatest value, he intends only
his own gain, and he is in this, as in many other cases, led by an invisible hand [italics
added] to promote an end which was no part of his intention.

But as we saw in Chapter 1, we are not quite sure exactly what he meant. Other
academic writers who refer to Smith are also not sufficiently specific. Some the-
orists seem to indicate that as long as a group of people simply pursue their own
interests according to a set of price conventions only, everyone will be better
off. This is the Invisible Hand Claim.

There is an implicit subtle irony in the claim, which arrests one’s attention:
Selfishness achieves common good; thus, morality is not required when it
comes to market interaction. To evaluate this claim, we took the irony at face
value and described pure selfishness. We discovered that purely selfish agents
pursuing their own interests must also possess internal incentives to comply
with a particular set of moral norms to achieve their “common good.”

David Gauthier (1986) also makes the Invisible Hand Claim, claiming that
a perfectly competitive market is a “morally-free zone.” Gauthier (1986: 84)
wrote that a perfectly competitive market, “Were it realized, would constitute a
morally-free zone, a zone within which the constraints of morality would have
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no place.” If, as Gauthier claimed, the constraints of morality have no place in
a perfectly competitive market, then either the set of presuppositions of a per-
fectly competitive market contains some nonnormative mechanism sufficient in
itself to preclude such types of actions, or else agents, for nonnormative rea-
sons, simply refrain from the use of force or of fraud. In other words, by claim-
ing that “the constraints of morality have no place,” it looks as though Gauthier
must also hold that the presuppositions he cited have no moral normative force,
yet are somehow sufficient to prevent agents from taking actions that generate
inefficient outcomes of trade (i.e., using force or giving false information).

Several arguments showing why such a view is mistaken deserve discussion.
First, Gauthier intended to show that, in practice, morality arises from market
failure and began his argument by stating what he considered to be the condi-
tions of a perfectly competitive market: “Individual factor endowments and
private goods, free market activity and mutual unconcern, and the absence of
externalities — these are the presuppositions of a perfectly competitive market”
(1986: 89). Since Gauthier claimed that the constraints of morality have no
place in a perfectly competitive market, we might try to ascertain how a per-
fectly competitive market, as he described it, precludes actions such as theft and
fraud. Of his five stated presuppositions, only “free market activity” or “the ab-
sence of externalities” might be able to secure perfect competition.® Externali-
ties are either intentional, incidental, or accidental effects on the well-being of
another for which no compensation is made. We showed in Chapter 3 that to
presume that nonmarket actions are never taken by a group of purely selfish
people leads to a contradiction. So the “absence 'of externalities” presupposi-
tion will not work.

On the other hand, Gauthier’s position entails a second contradiction, de-
pending on what he means by the term free activity. Gauthier asserted that “the
presupposition of free activity ensures that no one is subject to any form of com-
pulsion, or to any type of limitation not already affecting her actions as a soli-
tary individual” (1986: 96). However, he did not explain how free activity ac-
tually works “to ensure that no one is subject to any form of compulsion™ and
he did not indicate what kinds of limitations (constraints) “already affect”
agents’ actions.

Gauthier refers to free activity as a presupposition, that is, as a basic notion
not itself reducible to some combination of other assumptions. However, it is
not at all clear that he treats it as a presupposition. He wrote, “Thus the market
involves the entirely free activity of each individual, limited only by the factors
and products that he owns, the production functions that determine the possi-
bilities of transforming factors into products, and the utility functions of others
that determine the possibilities of exchange” (1986: 86). Now, he could not de-
fine “ownership” in terms that involve moral normative constraints, for that
would be to build moral normative constraints into the model in the first place.
Perhaps he should have used the term controls instead of the term owns. Thus,
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I may interpret him as simply observing that an agent’s freedom is limited by
budget constraints, production constraints, and the preferences of other people.
Aside from these physical constraints, an agent can do whatever she pleases.
Thus, these physical constraints do not define free activity; they demarcate the
limits of free activity, that is, they define an agent’s natural strategy domain.

Nothing in Gauthier’s concept of free activity prevents an agent from steal-
ing if he has the opportunity to do so. There is no mechanism to preclude theft
and fraud. Gauthier indicated that someone has ownership of some factor if and
only if he may “use it as he pleases in the processes of production, exchange,
and consumption” (Gauthier 1986: 86). He even referred to this particular free-
dom as a “right to ownership” (Gauthier 1986: 86). But he could not assert that
a right to ownership is a moral right for that would be to smuggle morality into
the model in the first place.

Gauthier elaborated on his idea of free activity by indicating that “A person
is free in so far as she is able, without interference, to direct her capacities to
the service of her preferences” (1986: 90). And, “My argument is that in a per-
fectly competitive market, mutual advantage is assured by the unconstrained
[emphasis added] activity of each individual in pursuit of her own greatest sat-
isfaction, so that there is no place, rationally for constraint” (1986: 13) The free
activity assumption in these quotes looks like a liberty right. But again he is
careful not to define it in terms of a moral right because that would introduce
morality — as he defines it — into the assumption set of the market. Thus, Gau-
thier is caught in a dilemma. He construed a perfectly competitive market as a
morally free zone and specified free activity as‘one of its presuppositions. How-
ever, to portray the market as morally free, that is, as not requiring moral nor-
mative constraints, he could not specify free activity in terms of the effects of
either a property right or a liberty right. On the other hand, for free activity to
function as he described it, he must specify free activity resulting from either a
property right or a liberty right, which functions (along with sufficient internal
incentives to comply) as a moral normative constraint. Therefore, if Gauthier
claimed both that free activity is a presupposition of perfectly competitive mar-
kets and that perfectly competitive markets do not require moral normative con-
straints, his account entails a contradiction.

Let us consider an alternative interpretation, which places his views in a
stronger position. A distinction is sometimes made between the normative con-
straints of markets and those within markets. The idea is that some set of con-
ventions and normative constraints constitutes the institutional framework of
markets and that it is either irrelevant or irrational for any individual to observe
any other moral constraint on her pursuit of self-interest. Perhaps Gauthier in-
tended to be understood in this sense, that is, that markets are morally free from
additional moral normative constraints, but not from the morally relevant con-
straints that constitute the institutional framework of markets. Gauthier (1982:
42) wrote,
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Smith and the laissez faire economists of the late eighteenth and early nineteenth cen-
turies had arrived at one of the most significant discoveries in the moral realm — the dis-
covery of a framework of human interaction within which the interests of each would
harmonize free from any form of constraint, so that individual gain and mutual benefit
would necessarily converge. Justice would be of concern in establishing the framework,
but of no concern within it. The framework is the perfectly competitive market.

Gauthier is not clear regarding his interpretation of Adam Smith and other early
economists; that is, he is not clear on their ideas regarding the process of “‘es-
tablishing” a perfectly competitive market, and not explicit regarding how jus-
tice is “of concern.” Suppose that Gauthier meant that universal observance of
just rules is a necessary condition for efficient outcomes of trade. Furthermore,
suppose that, by indicating that justice is “of no concern” within a perfectly
competitive market, Gauthier meant that to subject one’s economic decisions
to moral constraints, besides those that form the institutional framework of
markets, is either irrelevant or irrational. By using the term justice, Gauthier re-
ferred to Smith’s proviso regarding the working of the invisible hand: “as long
as he does not violate the laws of justice.” For Smith, the “laws of justice” are
moral presuppositions of positive law. Hence, the normative constraints of mar-
kets are moral. Therefore, individuals must morally constrain their behavior for
the sake of efficiency. If this is so, then it is at least confusing, if not contradic-
tory, for Gauthier to say that “morality has no application in conditions of per-
fect competition” (1982: 47). For that would be to claim both that morality is a
necessary condition of perfect competition and that no more morality is neces-
sary beyond the morality that is necessary. Either way, it is misleading at best
to say that perfectly competitive markets are morally free. Moreover, before one
can determine which moral constraints are superfluous, one must first deter-
mine which are necessary. Gauthier does not state which normative constraints
are required for efficient outcomes of trade.

To interpret Gauthier so as to avoid the problems raised thus far, I could un-
derstand him as differing with Smith on the meaning of the “laws of justice”
holding that the normative constraints of markets are legal constraints that ren-
der moral normative constraints within markets unnecessary. In this case, nei-
ther property rights nor liberty rights need be construed as moral constraints,
but they could be seen as State-enforced claims — as legal constraints, not moral
constraints. Therefore, even if free activity is secured by property rights and a
liberty right, the market is indeed a morally free zone.

I need not delve further into the complex relationship between law and
morality. It is enough simply to note that Gauthier (1982: 41) himself defined
morality as a “constraint on the pursuit of self-interest.” The constraints of
morality differ from other kinds of constraints that agents face in market inter-
action (e.g., budget constraints). Moral constraints are normative, and the oth-
ers are positive. It is not clear on what grounds the constraints of markets could
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be legal, but not moral. Intuitively, it is hard to construe a prohibition against
stealing, for example, as being legal, but not moral. And note that this interpre-
tation of Gauthier is purchased at the expense of a misinterpretation of Adam
Smith’s view of justice.

In his Lectures on Jurisprudence (1763: 7), Smith wrote, “The first and chief
design of all civill [sic] governments, is, as I observed, to preserve justice
amongst the members of the state and prevent all incroachments [sic] on the in-
dividualls [sic] in it, from others of the same society. — {That is, to maintain
each individual in his perfect rights.}” Smith divided the set of “perfect rights”
into two subsets — natural rights and acquired rights. Natural rights are rights
persons hold by virtue of being persons. Natural rights are prelegal rights, that
is, moral rights. Acquired rights are rights held by virtue of citizenship. Never-
theless, even acquired rights have their basis in morality. Smith (1763: 401) re-
ferred to his A Theory of Moral Sentiments in his account of the origin of the
state to its ground in moral psychology. Therefore, it is a mistake to assert that
Smith held a view of legal constraints as nonmoral.

Suppose we grant, for the sake of argument, that property rights and a lib-
erty right are legal rights, but not moral rights. We showed in Chapter 4 that if
individuals are not affected in any way by moral considerations, they will not
behave competitively. The existence of legal constraints alone is not sufficient
to constrain the behavior of strict rational egoists. Strict rational egoists will
have both an incentive and the means to violate existing rights. Thus, the exis-
tence of legal constraints alone presents a collective action problem. Only if
agents have an internal incentive to recognize and to observe others’ rights will
they behave competitively. In Chapter 4, we showed that, absent the State, the
only solutions that solve collective action problems and involve internally based
motives to comply are the moral principle solution and the dual utility solution.
Both of these solutions involve morality in some respect. Therefore, a perfectly
competitive market is not a morally free zone.

Finally, we showed in Chapter 6 that a right to autonomy is a necessary con-
dition of competitive behavior. Since a right to autonomy is a moral right, a per-
fectly competitive market is not a morally free zone. Therefore, David Gau-
thier’s claim regarding the relationship between morality and perfect
competition is false.

Implications for Legal Theory

Appeals court judges and policy analysts often cite economic efficiency as a
factor in their decisions and proposals. Since economic efficiency requires
moral normative constraints, appellate decisions and policy recommendations
based on standards of economic efficiency must not ignore the moral rights that
are the necessary conditions of economic efficiency. Otherwise, there is the risk
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of defeating the effects of those moral normative constraints. When such con-
straints are thereby undercut, efficiency cannot be achieved, and it proves futile
to use economic efficiency as a standard for legal decision making.

There is a further implication for legal theory that deserves review. The
moral conditions of economic efficiency set moral and logical limits on the
kinds of things that can be commodified. The setting of those limits ultimately
depends on the goal of economic efficiency. We therefore have a moral ground-
ing for laws preventing some types of things from becoming commodities. Any-
one who also desires to achieve economically efficient outcomes of trade must
agree. Thus, even though the right is moral, debate over its application is
avoided on the grounds of a consensus regarding economic efficiency as a goal
to be achieved and sustained.

In Chapter 5, I argued that every policy prescription can be seen as an attempt
to realize some assumption of the First Welfare Theorem. Given the “incomplete
or absence of markets” concept of an externality, it follows that procedures used
to correct market failure are, in effect, procedures for expanding the commodity
space, that is, for letting more kinds of things become commodities.

Judge Richard Posner’s property rights assignment principle is an example
of a procedure that “internalizes” externalities by expanding the commodity
space. Recall from Chapter 5 that his assignment principle is this: Given the as-
sumption that common law can be explained as the attempt to maximize wealth
and that exclusive and transferable property rights are sufficient for the efficient
use of resources were it not for transaction costs, in property rights disputes
where the law is either unclear or undeveloped, courts should simply mimic
market outcomes by assigning entitlements to those who would have valued
them most where voluntary exchange is feasible. Adverse effects on others
caused by an agent producing or consuming are externalities and are internal-
ized when the right to the property in question is assigned to whomever values
it the most. Nevertheless, if the moral rights that are the necessary conditions
of economic efficiency are ignored, there are no grounds based on economic ef-
ficiency by which to limit the kinds of things that can be commodified.

In a famous paper on property law, Calabresi and Melamed (1972) suggested
that inalienability rules, which are grounded in moral considerations, may limit
the procedures for internalizing externalities. But Posner suggested that there
are no limits except administrative costs. The “incomplete markets” view of ex-
ternalities implies that any aspect of any state of affairs that is also the object
of some agent’s desire is a tradable commodity. A logical limit would exist if
some desire cannot be converted into commodities without undercutting the
very conditions that make Pareto-optimal allocations of commodities possible.
For example, commodifying persons and enslaving them against their wishes
denies their rights to autonomy. Even though a slave’s preferences continue to
range over alternative social states, she is unable to take those actions that she
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thinks will maximize utility. Hence, allocations of commodities cannot be
Pareto optimal. Thus, based on the goal of economic efficiency human beings
cannot themselves become commodities. Unless, of course, a society may
choose not to count the preferences of slaves. This is historically true, but it does
not apply to early twenty-first century democratic societies.*

Summary and Concluding Comments

in Chapter 2, a framework for analyzing social situations that enables us to an-
swer rigorously our two central questions was developed. The framework is
composed of two divisions corresponding to the two essential aspects of social
situations. The first division regards agents; the second, the situation in which
they interact. Agents are depicted in terms of their preferences and their ra-
tionality. The situation within which agents act is defined in terms of positive
and normative conditions.

Using this framework, a particular type of social situation was modeled in
which agents, who are purely selfish and fully rational, interact in the absence
of moral normative constraints; that is, they interact under pure anarchy. I'call
this particular type of social situation Strict Rational Egoism.

We saw that the presuppositions of the First Fundamental Theorem of Wel-
fare Economics (or the First Welfare Theorem) are not the assumptions of Strict
Rational Egoism. The incompatibility between what the First Welfare Theorem
assumes and what Strict Rational Egoism allows points to the ambiguity re-
garding the role of moral normative constraints in the First Welfare Theorem
and underscores the need to examine the role of moral normative constraints.
If the First Welfare Theorem implicitly assumes a set of moral normative con-
straints, then it is not a proof of the common understanding of Adam Smith’s
claim regarding the invisible hand.

In Chapter 3, we saw that a population of strict rational egoists cannot
achieve efficient allocations of commodities through market interaction in the
absence of moral normative constraints because moral normative constraints
are necessary conditions of competitive behavior. There are three reasons why
moral normative constraints are necessary conditions of competitive behavior.
First, a presumption against nonmarket action entails a contradiction. Second,
under a widely accepted conception of a “perfectly competitive market,” indi-
viduals have both an incentive and the means to violate the rules of the process.
Third, even if we alter assumptions (p5) and (py) so that agents have maximal
information-processing capabilities and perfect information regarding every
economically relevant variable, there exists a possibility in which no agent will
be able to make a decision.

A Spontaneous Order Objection might be raised against the conclusion of
Chapter 3, claiming that the social behavior of selfish individuals in a situation
depicted by the specified assumptions of the framework will converge into reg-
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ular patterns and that, in turn, will be sufficient to produce optimal outcomes
of trade.

In Chapter 4, this objection was refuted. First, a rigorous distinction is made
between coordination situations and collective action situations and the role
of convention is further developed. We see that conventions are not normative
constraints. Furthermore, only moral normative constraints — partially consti-
tuted by collective action rules — can coordinate agents’ strategies in Collective
Action Situations. An exchange situation is a collective action situation. After
discussing five types of possible solutions to collective action situations we saw
that the Spontaneous Order Objection holds only if there is a solution to an ex-
change situation that arises out of Strict Rational Egoism. But there is no such
solution.

In short, strict rational egoists will not comply with rules because exchange
situations are collective action situations and of the five possible types of solu-
tions to collective action situations, none will be adopted be strict rational ego-
ists. Therefore, the Spontaneous Order Objection fails.

In Chapter 5, it was demonstrated that a population of strict rational egoists
cannot achieve efficient allocations of commodities through trade by showing
that in the absence of moral normative constraints no means exist for internal-
izing externalities. There are three distinct types of externalities — intentional,
accidental, and incidental externalities. It is demonstrated that economic effi-
ciency is not possible for strict rational egoists because, without moral norma-
tive constraints, externalities cannot be precluded or rectified.

In Chapter 6, it was demonstrated that the normative presuppositions of mar-
ket interaction leading to efficient outcomes include a system of moral norma-
tive constraints, a set of conventions for equilibrating supply and demand, and
a set of moral normative constraints and conventions for internalizing inten-
tional, accidental, and incidental externalities. The system of moral normative
constraints is specified as a normative social practice in which

(1) A set of moral rights — construed as a set of moral Hohfeldian positions
that restrict agents’ natural and rational strategy domains — provides a
moral basis for internalizing externalities,

(i) Each agent has some sufficient internal incentive to comply with these
rights, and

(iii) There exists a set of procedures according to which agents hold each other
responsible.

Together, the system of moral normative constraints and the conventions con-
stitute one set of background presuppositions of the First Fundamental Theo-
rem of Welfare Economics.

Pareto-optimal equilibrium allocations of commodities cannot be achieved
through trade without agents’ actions being morally constrained. In short, there
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are moral conditions of economic efficiency. Thus, while we may speak
metaphorically of an Invisible Hand guiding social behavior, we must bear in
mind that its guidance is moral. Furthermore, any theoretical or practical en-
deavor that depends on a concept of economic efficiency must take the moral
conditions of efficiency into consideration.



Notes

1. Introduction and Synopsis

1 An outcome of market interaction is a distribution of commodities among traders;
and an efficient outcome is one to which there is no other possible alternative out-
come in which at least one person is better off and no one worse off. In this work ef-
ficiency is meant to be understood as Pareto optimality. Pareto optimality is a stan-
dard for comparing well-being among alternative social states. An allocation of
commodities (or a social state defined in terms of each agent’s consumption bundle)
is Pareto optimal if and only if there is no possible alternative social state that is
Pareto superior to it. A social state G, is Pareto superior to G, if and only if at least
one person is better off (measured in terms of more of at least one commodity) un-
der ¢, than under 6, and no one is worse off. I will develop this in more detail in the
next chapter. We should bear in mind that we will not consider the goal of econom-
ically efficient allocations of commodities to include the “internalization” of benefi-
cial externalities.

2 Amartya Sen (1977:341) observes that “Admitting behavior based on commitment
[read: “moral commitment”] would, of course have far reaching consequences on the
nature of economic models.”’

3 Smith used the phrase, “invisible hand,” only three times: once in An Inquiry Into the
Nature and Causes of the Wealth of Nations (1776), once in A Theory of Moral Sen-
timents (1759), and once in the Essays on Philosophical Subjects (1795).

4 See Evensky (1993: 197-205) and Trebilcock (1993: 259, 267).

5 Indeed, Cooter and Ulen (1997: 7) claim that “economics does not have a detailed ac-
count of what it means for exchange to be voluntary.”

6 This account is compatible with the accounts given by David Copp (1995) and D. W.
Haslett (1994).

7 It would be redundant if it were analyzed as an obligation to fulfill one’s obligations.
If one has obligations, it is not necessary to add an obligation to fulfill obligations.

8 Tam following a distinction specified in Ostrom, Gardner, and Walker (1994: 26): “we
... distinguish between the types of constraints that affect the structure of a game: the
constraints of the physical and biological world and the constraints imposed by the
rules that individuals evolve or design to limit what can be done in a particular set-
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ting.” Although these and other theorists do not use the terms, positive constraint and
normative constraint, what they refer to by their terms is similar, if not identical, to
the referents of the terms I use. See also North (1990: 384,6), Frey (1992: 10),
Buchanan (1989: 41-6), and Myerson (1989: 191). Second, a distinction is some-
times made between constitutive rules and regulative rules. In this book, we will en-
counter both types and will treat them both as elements of normative constraints. See
Heap and Varoufakis (1995: 30-1).

I modify the framework of analysis of social situations developed by Ostrom et al.
(1994).

See the empirical study on the motivations of those who rescued Jews during the
Holocaust in Oliner and Oliner (1988).

Traditional understandings of externalities consider what can be termed incidental
and accidental externalities. I add intentional externalities to complete the taxonomy
of broad types of costs or benefits not captured by market interaction. These three
types can be related to tort law, property law, and the criminal law.

The theorem always presupposes that externalities are absent and that agents behave
competitively. But various proofs of the theorem may cite alternative additional as-
sumptions. For example, proofs of the theorem may presuppose that agents’ prefer-
ence relations are monotonic or locally nonsatiated (monotonic preference relations
imply locally nonsatiated preference relations). Some accounts of the theorem build
some crucial assumptions into the statement itself. In Mas-Colell, Whinston, and
Green (1995: 326), for example, the theorem is formally stated as follows:

If the price p* and allocation (x%, . . ., x% g%, .. ., x*%) constitute a competitive equi-
librium, then this allocation is Pareto optimal.

A competitive equilibrium, in this version, is an allocation of goods and a set of
prices p* for those goods if (1) each firm chooses a production plan that maximizes
profits taking p* as given for his inputs and output, (2) each consumer chooses a con-
sumption bundle that maximizes utility given his budget constraint given p*, and (3)
all markets clear.

2. A Contextualized Proof of the First Fundamental
Theorem of Welfare Economics

I am indebted to Elinor Ostrom et al. (1994), to James Coleman (1990), and to Joseph
Greenberg (1990).

Ostrom et al. (1994: 25) refer to the framework they developed as the Institutional
Analysis and Development (IAD) framework. Its basic conceptual unit is an action
arena consisting of two parts: the Action Situation and Actors. An action situation
“is characterized using seven clusters of variables: (1) participants, (2) positions, (3)
actions, (4) potential outcomes, (5) a function that maps actions into realized out-
comes, (6) information, (7) the costs and benefits assigned to actions and outcomes
(1994: 29).” Actors are characterized by four variables: (1) their preferences, (2) their
information processing capabilities, (3) the selection criteria they follow in making
decisions (e.g., the minimax criterion), and (4) the resources at their disposal.

Cp. Sen (1980).
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4 The idea of agents choosing from among alternative social states is explained fur-
ther when I discuss assumption (p,).

5 Each agent’s preferences range over alternative social states defined solely in terms
of his or her own consumption bundles.

6 To exclude morally relevant effects on actions effectively, we must be cognizant of

the problems of modeling morally relevant factors. A common approach is to dif-
ferentiate internal from external influences on agents’ behavior. Vanberg (1994: 44),
citing an example of an internal influence, treated morality as a “dispositional vari-
able . . . [which] reflects a person’s general disposition or propensity to act in ac-
cordance with moral principles, relatively independently of the specific incentive
structure inherent in particular choice settings.” In discussing the problems of how
to introduce morality into economic models Vanberg (1994: 44) wrote,
Attempts to account for a dispositional variable, like morality, in economic explanations seem
to be at odds with the standard economic classification of explanatory variables into either pref-
erences or constraints. As normally understood, this classification corresponds to the ‘subjec-
tive vs objective’ distinction: preferences being the subjective, intrapersonal determinants of
choice, and constraints being the objective, external determinants. Given this system of refer-
ence, introducing a variable, morality, into economic explanations would seem to require us
either to classify morality as a subjective, intrapersonal preference-variable or as an objective,
external constraint variable.

For the purposes of this chapter, we need not review Vanberg’s conception of moral-
ity or the way he proposes to model it. I simply want to call attention to the distinc-
tion Vanberg mentions and to the recognized problem of modeling morally relevant
influences either as preferences or as constraints.

7 Note that James Coleman (1990), Loren E. Lomasky (1987), and Alan Gewirth
(1978) all suggested that there is a logical connection between purposive action and
rights. I do not discuss philosophical grounds of rights. I am only interested in the
role of rights in the achievement of efficient allocations of commodities. My argu-
ment might have some bearing on these theorists’ claims, but exploring such con-
nections is beyond the scope of this analysis.

8 See Becker (1976: 5).

9 Itake this definition from Mas-Colell et al. (1995: 6). In a footnote, the authors men-
tioned two issues of importance to us. First, there is no agreement within the field
regarding terminology. Some accounts use weakly ordered or complete preorder in-
stead of rational. Second, some presentations include the reflexive condition. But
since reflexivity is implied by completeness, we leave it out. Furthermore, this un-
derstanding of rational preferences is open to challenge on empirical grounds. It is
possible that, on an alternative understanding of rational, some individual may pre-
fer one thing over a second, the second over the third, and the third over the first. I
am not developing an empirical model. I am determining, with mathematical rigor,
what purely selfish agents can achieve. So I adopt the understanding of rational pref-
erences, which is standard in advanced economic theory.

10 In Chapter 6, I introduce into the model moral normative constraints which involves
changes in both the agent set and situation set. Then the derived principle for action
is for agents who possess sufficient internal incentives to comply with the rules. In
this case, the derived principle for action must be modified to account for these
changes.
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DPA*: For any person i, action &/, and state of affairs G ,
i will take ¢! if and only if
(1) @) iprefersc, and
(ii) i has good reason to believe that &/ is the best feasible means
to achieve 6, and
(iii) there are no rules that prohibit actions of type a’, or
(2) () there are rules that require @’

Compare Baumol and Blinder (1991: 174).

Money is a public good whose creation involves norms other than those of practical
rationality (Arrow 1969: 34),

Note the relationship: Roles are filled by a class of individuals that may or may not
be coextensive with the set of all individuals. Rules are relative to roles.

See also protocol statements in Hirshleifer (1985).

As I will explain in detail later, conventions coordinate the actions of several agents
but do not constrain any.

Macleod (1996) discussed a variety of standards with a view to clarifying Adam
Smith’s notion of the common good.

The auctioneer is an element in Leon Walras’ (1874) seminal analysis of competi-
tive general equilibrium.

Alternatively, a consumption bundle of agent i is denoted by C! = R™.

This assumes that (1) C'=R™,i=1, ..., n, where C’ denotes the set of all bundles
individually feasible for consumer i, (2) there is no free disposal, and (3) we are deal-
ing with a pure exchange economy.

Price-taking indicates a type of market behavior defined partially by an agent’s be-
lief that he cannot affect the price by any other action. He makes his trading deci-
sions entirely based on announced prices.

This proof follows the pattern of Proposition (16.C.1) in Mas-Collell et al. (1995,
p- 549). A slightly stronger version of this theorem was originally proved by T. C.
Koopmans (1957, First Essay, Proposition 4, p. 49).

By relations (16.C.1) and (16.C.2) in Mas-Colell et al. (1995, p. 549), (3.1) implies
p*y >p*w" and (3.2) implies p*y” > p*w".

3. The Moral Thesis

(p5) Agents are sufficiently and instrumentally rational. (p,) Agents are constrained
by a perfectly competitive market: numerous participants, homogeneous products,
freedom of exit and entry, and perfect information.

That is, agents are constrained by a perfectly competitive market: numerous par-
ticipants, homogeneous products, freedom of exit and entry, and perfect infor-
mation.

Individuals in the environment we describe are strict rational egoists, and we stipu-
late the absence of moral normative constraints. Hurwicz’s economic environments
are those situations in which individuals are price-takers, preferences are locally
nonsatiated, commodities are perfectly divisible, and monopolies, externalities, and
increasing returns to scale are absent.

Formally defined, a game-form G = (N, S, k) for a set N of n players is defined by a
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set S' of admissible strategies for each i € N, and by the outcome function, h: § —
Z, where S is the Cartesian product of the S's, and Z is the outcome space.

(pg) Agents are constrained by a perfectly competitive market: numerous partici-
pants, homogeneous products, freedom of exit and entry, and perfect information.
Actually, the proviso that the decision be made simultaneously rather than sequen-
tially applies only when an agent is given no opportunity to change his mind after
he understands what others will do. When agents make decisions sequentially and
each has at least one opportunity to change his decision once he knows what every
one else is doing, the proviso is unnecessary.

This assumption clearly shows the essential role of moral normative constraints and
the detrimental consequences of not rigorously specifying and modeling them in the
First Welfare Theorem.

Our account follows Ostrom et al. (1994: 34). It is also compatible with the concept
of a “social situation” in Greenberg (1990).

An easily accessible explication of the concept of a Universal Turing Machine is
given in Beckman (1980: 183—4). Alternative proofs are given in Davis (1973: 64),
Malitz (1979: 95-9), and Yasuhara (1971: 28-30).

This is Alan Turing’s (1936) thesis. See also Boolos and Jeffrey (1989: 20, 54).

In this book, I will not prove that each function is effectively computable and that
each set or relation is effectively enumerable. Nevertheless, perhaps this much is
worth noting: Proving that a function is effectively computable or that a set or rela-
tion is effectively enumerable using Universal Turing Machine descriptions is cum-
bersome. Since the class of partial recursive functions is coextensive with the class
of partial Turing-computable functions, it would be less cumbersome to show that,
for any function f, individuals in my model can (cannot) compute f; if fis (is not) par-
tially recursive.

Each agent knows (1) every relevant characteristic regarding every agent including,
of course, himself, (2) the value of every relevant variable in the situation, (3) that
every other individual knows (1) and (2); and (4) that everyone knows (3).
Technically speaking, the domain of the function f; : N — N is a finite subset of
names of positive integers. Hence, for each individual in I = {1, ..., n} c N, the
function associates a name of a positive integer with a name of an individual; no two
individuals have the same name. But we will ignore this technicality.

The conditions to which we refer can be conceived of as type-variables so that indi-
viduals are not required to know every conceivable configuration of conditions, but
only the features of conditions that affect her choice of a strategy. Sets of actual con-
ditions are members of classes (types) of conditions differentiated by their respec-
tive relevant defining features.

See Varian (1992: 95-7).

Notice that, by itself, the absence of common knowledge does not render the actions
of other individuals irrelevant.

Also, we can suppose each agent is “programmed” to recognize potentially infinite
loops. This supposition is not subject to the results of the Halting Problem for Tur-
ing Machines. The Halting Problem shows that there is a function that is not Turing
computable. A function 4 is defined so that, given any of a set of Turing Machine
programs associated with a set of functions only some of which are computable, it
would determine whether or not the program will halt. There is no Turing Machine
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that can compute the function 4. The inputs of a decision function, on the other hand,
are each effectively computable; thus, each are Turing computable. When comput-
ing a set of inputs such as the values of the utility functions associated with Table 3,
a Turing Machine will either halt in some nonstandard position and fail to give an
output, or it will enter a loop from which there is no exit. A Turing Machine can be
programmed to identify potentially infinite loops in decision functions because de-
cisions functions involve recursion from a double basis. Either way, we may suppose
that the computational process ends.

18 In the first argument given in Chapter 2, the perfect information component of as-
sumption (p,) did not extend to every individual’s preference relation and natural
strategy domain. In this argument, that is, in social situations defined by assumptions
(p,)—(py)> agents have maximal information-processing capabilities, perfect infor-
mation regarding every economically relevant variable in a context that requires si-
multaneous rather than sequential decisions in conjunction with the other conditions
cited in assumption (py).

19 This is an important issue. There exists a debate between two broad types of concep-
tualizations of rights: a social choice conceptualization and a game-form conceptual-
ization. Within each type there are variations, as one might expect. Regardless, for our
purposes, we note the vital significance of the difference between a conceptualization
that conceives of rights effectivity as functions over social states and one that depicts
rights as restrictions on an agents’ strategy profiles. We will adopt the second type of
conception. See van Hees (1995), Sen (1992), Gaertner et al. (1992), and Sugden
(1994).

20 It makes no difference that, in effect, individuals had no other option because the
very purpose of enforced rights is to restrict the range of options.

4. A Spontaneous Order Objection

1 Even if it could be shown that a market, construed as a set of moral normative con-
straints and serving as a solution to a collective action situation, could emerge spon-
taneously when agents are construed differently than they are in the assumption set
(i.e., as agents having moral motivations and not as strict rational egoists), it would
be entirely compatible with our aims, for it would involve the concession that moral
normative constraints are necessary.

2 For an alternative account of collective action situation, see Binmore (1994) who cri-
tiques the standard interpretation of PD situations. See also Greenberg (1990). Tay-
lor (1990: 223) claimed that “all situations representable as Prisoners’ Dilemma are
collective action problems.”

3 Edna Ullmann-Margalit (1977: vii) offers a taxonomy that includes only the first
three types of situations. She confesses not to have any arguments for the exhaus-
tiveness of the list. However, she believes that the first three are paradigmatic, and
that any other types could be subsumed under one of them. Schotter (1981: 22) adds
without argument the fourth type to Ullmann-Margalit’s original three.

4 Tt can also lead to strictly Pareto-inferior results. See Taylor (1990: 223).

5 See also Greenberg (1990: 4) for similar observations regarding the limitations of
game-theoretic accounts of social situations.

6 By using this list, we follow the analysis of Coval and Smith (1986: 2). What we in-
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troduce here is important for our concept of morality as a social practice as it makes
provision to relieve liability. It is not necessary at this point to give more detail.

7 Ifthe situation is noncooperative, that is, since agents are not able to negotiate agree-
ments, it is a matter of coordinating strategies accidentally.

8 I add this caveat regarding normative constraints and the “possibility” of strategies
conflicting because later on I want to discuss in detail how normative constraints
convert collective action situations into coordination situations. It is in this sense that
Adam Smith’s Invisible Hand “coordinates” the activities of numerous individuals.
I conclude that this is the role of Smith’s “laws of justice.”

9 Lewis (1969) showed how such a rule could emerge among a population of rational
egoists.

10 What follows is adapted from Nida-Riimelin (1991).

11 See Margolis (1982, 1984, 1990).

12 See Axelrod (1984).

13 This solution differs from (2) in that such moral principles are understood to be held

in common.

14 Compare to Michael Taylor (1990: 224) in which the author defines an internal so-
lution to a collective action situation as one that does not require a change either in
agents’ existing preferences and beliefs or in the rule-structure of the situation.

15 See Axelrod (1984) and Hardin (1982).

16 In the terms suggested by Ostrom et al. (1994), we iterate “play” only by replacing
the “Default Payoff Condition,” which indicates that “Any player can retain any out-
come that the player can physically obtain and defend” with a rule that forbids that
action under any conditions.

5. The Roles of Moral Normative Constraints in Relation to Externalities

—

Of course, there are other taxonomies: production and consumption extemalities,

positive and negative externalities, and technical and pecuniary externalities. These

are compatible with the three-part taxonomy I am using. The three-part taxonomy
emerges from a distinction between types of actions that cause externalities, not from

a distinction between the consequences of actions.

2 Thus, to rule out externalities by assumption renders the First Welfare Theorem
nearly tautologous.

3 However, even if such behaviors were fully commodified, that does not mean that
the behaviors would cease. The existence of the behaviors depends only on their mar-
ket value. If drug-taking, for instance, is valued more than it is disdained, then it will
not cease. Drug-takers will only have to pay for their use. Of course, there may be
connections such as increased health care premiums. Risk-averse people underwrite
the protection of risk-takers.

4 Here is an example of an favorable externality. Landowner Alice keeps her mile of
road frontage clear of debris and noxious weeds. Landowner Betty’s house is across
the road Alice’s property. Betty values clean and neat roadsides. Thus, Betty gains a
benefit from Alice for which no compensation is made.

5 See Posner (1992).

6 See Richard Posner, The Economic Analysis of Law (1992) and Cooter and Ulen

(1997).
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7 Agents are rational egoists instead of strict rational egoists.

8 Kaldor-Hicks efficiency is defined as follows: For any two states of affairs A and B, A
is Kaldor-Hicks efficient compared to B iff at least one person S is sufficiently better
off under A than under B so that S could compensate those who are worse off under
A and still be better off.

9 Recall that we have stipulated that we are not dealing with positive externalities.

6. The Moral Conditions of Economic Efficiency

1 The concepts of exchange and of transaction have been subjected to extensive analy-
sis by economists and social theorists. See James Coleman (1990) and John Davis
(1992). We need not delve extensively into these discussions. Instead, consider the
following definition for the sake constructing a picture of trade as social behavior. An
exchange (or transaction) is an event analyzable in terms of at least two separate, but
essentially connected, actions performed by two separate agents. Each act is defined
as giving something (tangible or not) in return for something else. We grant that trade
also presupposes production. Therefore efficient outcomes of trade also presuppose
that producers maximize production functions.

2 See Lewis (1969); “convention”; Ullmann-Margalit (1977), “norm”; Schotter (1981),
“social institution”; Petit (1990), “social norm”; Postema (1982), “law”; Reynolds
(1989), “law.” Let me briefly cite some examples. H. L. A. Hart (1994: v) treated
morality as a social phenomenon and declares that, in addition to being an exercise in
conceptual analysis, “[his] book may be regarded as an essay in descriptive sociol-
ogy.” David Lewis (1969: 3) referred to his work as “an analysis of our common, es-
tablished concept of convention” but did so against a background of actual norms and
imagined conditions of their emergence. Joseph Raz (1990: 15) analyzed norms “by
explaining their relation to reasons for action.” Edna Ullmann-Margalit (1977: 2) of-
ferred an analysis of three types of norms based on a rational reconstruction of the sit-
uations from which they could have emerged. She said that her methodology is ex-
plicative and explanatory, philosophical, but not empirical. Developing further the
methodological concepts used by Lewis and Ullmann-Margalit, Andrew Schotter
(1981: 21) offered accounts of social institutions by showing how they evolve from
an “institutional state-of-nature.” In offering her own analysis of social convention,
Margaret Gilbert (1989: 20) found the accounts given by Lewis and by Hart to be “in-
adequate as accounts of the intuitive concept of a social convention.” Finally, John
Searle (1995) developed an account of social institutions based on an account of the
conditions under which they are constructed. Searle’s analysis depends on his theo-
ries of speech acts, of collective intentionality, and of rule-governed behavior.

3 See Bourdieu (1990) and Gilbert (1989: 20). There seem to be many kinds of sets of
beliefs and practices (e.g., science, home building, gardening, etc.). Empirical moral-
ity is just one particular kind of set of beliefs and practices. Adherence to a particular
empirical morality defines a particular group of people. The differences that seem to
possess the greatest overriding force among human beings are not differences in race,
gender, age, or ability, but differences in worldviews.

4 An empirical morality need not be consistent. That is, an empirical morality may en-
tail beliefs or results that may conflict. However, these will be the exception rather
than the rule and may not be readily apparent.
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Even though a group’s using the same language is a social practice simpliciter, it can
be highly valued and can have important connections to individuals’ identities.

See Marion Smiley (1992) on responsibility being attached not only to the individ-
ual but also to the community.

Forgiveness may not be a strategy for relieving liability as much as a strategy for
readmission into full communal participation and good will. After an individual has
repaired whatever damage that has been done, made restitution, paid compensation,
etc., then it seems appropriate to forgive. Regardless, it is beyond the scope of this
book to pursue these issues further. See Jean Hampton (1988).

See James Coleman (1990) on social capital.

Most of what I propose regarding the notion of a normative social practice and the
idea of a responsibility schema I have learned from Ronald Koshoshek, although I
have revised some of his ideas in ways he might not approve.

See Hurwicz (1996).

See van Hees (1995).

van Hees (1995) is a perfect example.

See Oliner and Oliner (1988).

See, for example, Steiner (1994) and Wellman (1982, 1985, 1995: 7-9), Becker
(1977), Martin (1993), Munzer (1990: 17-22), and Thomson (1990).

Table N1. Hohfeld’s Fundamental Legal Conceptions

Elements Correlatives Opposites

claim (right) Duty No right

Privilege (Liberty) No right Duty

Power Liability Disability (No power)
Immunity Disability Liability

Notice that in Table N1 Hohfeld’s analysis involves three categories: elements, cor-
relatives, and opposites. There are four basic elements: claims (or rights), privileges
(or liberties), powers, and immunities. Hohfeld observes that the term right is used
alternatively to denote either a claim, a privilege, a power, or an immunity, but it
should be restricted to the notion of a claim to avoid needless confusion. However,
following Hart (1994) and Wellman (1995), we may define claims, privileges, pow-
ers, and immunities as a set of Hohfeldian positions.

There are four classes of philosophical theories of rights: the claim theory, the in-
terest (benefit) theory, the will (choice) theory, and the practice theory. Of the claim
theory, Coleman and Kraus (1988: 35) wrote that “Rights entail legitimate claims.”
Joel Feinberg (1970: 90) expressed the theory slightly differently: “Having rights,
of course, makes claiming possible; but it is claiming that gives rights their special
moral importance.” Under the interest theory, a right protects an interest. According
to Hillel Steiner (1994: 58), a right exists if and only if “imposing or relaxing a con-
straint on some person’s conduct . . . must be in conformity with what would gener-
ally better serve that other’s important interests.” According to the will (choice) the-
ory, aright protects a choice. Steiner (1994: 58) claimed that a right exists if and only
if “imposing or relaxing the constraint on some person’s conduct, is another person’s
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choice to that effect.” Finally, Rex Martin’s (1993: 2) practice theory depicted rights
as “institutional practices which require an institutional setting,” or as “established
patterns of acting or of being treated and hence [are] institutional in character.”

We will not review existing criticisms of each of these classes of rights. Such a re-
view involves much more than is pertinent to my presentation.
See Steiner (1994: 59, n9; 61n) and Wellman (1995: 7).
Lawrence Becker (1980) does this in presenting a “moral basis for property rights.”
See Copp (1995), Schmidtz (1995), and Wellman (1995).
Nevertheless, Joel Feinberg (1970: 87) suggested a basis from which to distinguish
moral rights from legal rights and in so doing provided a virtually uncontroversial
rule of recognition for morality. He contended that legal rights differ from moral
rights on the basis of validating claims:

A man has a legal right when the official recognition of his claim (as valid) is called for by the
governing rules. . . . A man has a moral right when he has a claim the recognition is called for —
not (necessarily) by legal rules — but by moral principles, or the principles of an enlightened
conscience.

Haslett (1994)

See James Coleman (1990); Gewirth (1978, 1993), Lomasky (1987), Rawls (1971),
Raz (1990), and Tara Smith (1995).

Owen Flanagan (1991) reviewed objections to such a view.

In the absence of the State, a group of individuals will achieve efficient trade only by
instituting a normative social practice. A normative social practice itself is consti-
tuted by at least one right. Such a right enables the social practice to function. How-
ever, such enabling or constitutive rights are not substantive in the sense that they pre-
clude actions that directly undermine efficient trade. For example, giving false
information that is directly pertinent to potential exchange is a type of action that di-
rectly precludes the achievement of Pareto-optimal allocations of commodities.

See Hampton (1997).

Hurwicz (1993) noted that “even where no third party is brought in, members of so-
ciety may play the role of intervenor [emphasis added] vis-a-vis one another.”

Of course, honesty could be construed as behavior that recognizes a moral principle
that people ought to tell the truth. If the recognition of the moral principle also gives
individuals a reason to act on the principle, then individuals will also have an in-
centive, thereby creating a moral normative constraint. However, such a construal of
honesty is stronger than the view advocated here. Second, we will discuss in detail
a right to true information as an aspect of a moral normative constraint necessary for
efficient outcomes of trade in a later section. However, a right to true information as
a condition for market efficiency is not unconditional. For practical and moral rea-
sons, a right to true information cannot be a general right. Otherwise, everyone
would have a claim against everyone else to provide true information about anything.
Besides being impracticable, it conflicts with a right to privacy included in any em-
pirical morality designed to achieve efficient outcomes of trade.

If individuals prefer a type of society (characterized by the absence of theft and
fraud), then they must also prefer a type of character (similarly characterized) and,
in turn, prefer the requisite decision rules. They must also prefer the procedural rules
of a normative social practice. This permits us to incorporate the morality solution.
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Samuel and Pearl Oliner (1988) discussed a study concerning what led people to risk
their lives to help Jewish people during World War II. Rescuers grew up in homes
having close family relationships. The value of attachment to others characterized
parents’ basic attitude toward all people, not only those in the immediate family.
“Others rather than self were the primary focus for rescuers. Rescuers brought to the
war a greater receptivity to others’ needs.” (161,2). Duties and rights were seen as
the means to maintain attachment to others and to protect “the fabric that gives their
lives order and meaning” (127).

Munzer (1990) and L. Becker (1977) synthesized the two analyses.

Later in his career, Honoré dropped one of the liability conditions of his analysis of
ownership. Since I am referring to Becker’s account of Honoré’s analysis and since
the details of this account of ownership are not essential to my argument (I argue
only that some well-defined set of property rights are required and that this is an ex-
ample of one such set), we will not need the full analysis for later discussion. I leave
them as listed.

Wellman (1982) reviewed extant concepts of a right to welfare, each of which is
stronger than the one proposed here. However, other theorists have denied that there
is a right to welfare, basing their denial on the grounds of individuals’ right to lib-
erty, which in turn is grounded in some view of the person. For example, Tara Smith
(1995: 206) wrote that “The alleged right to welfare, however, cannot be accepted
since such a right could be respected only at the expense of individuals’ freedom.”
It is beyond the scope of this book to review arguments for and against a right to wel-
fare. I am simply attempting to state the necessary conditions of efficient trade. Nev-
ertheless, a brief review of the structure of Smith’s argument reveals a crucial asset
held by my conception of a right to welfare.

Smith (1995: 18,7) indicated that “Rights are individuals’ moral claims to free-
dom of action” and that “Freedom is essential for a person to engage in reasoned ac-
tion, which in turn, is essential for the production of life sustaining goods and well-
being.” Smith rejected a right to welfare because it restricts freedom to act. She
rightly assumed that individuals can live only if they consume life-sustaining goods.
However, she erroneously assumed that individuals consume life-sustaining goods
only if they produce life-sustaining goods. It is not necessary that the one who con-
sumes life-sustaining goods must also produce. He could be given them by others
who produce. Second, Smith implied that restricting freedom of action results in a
corresponding threat to life. But that inference does not follow. Individuals could
produce more than they need — not merely for the sake of luxury and security, but
also for the sake of others whom they care for or for the sake of duty without ever
experiencing a threat to life. Therefore, it is ironic, and certainly contrary to com-
mon expectations, that a set of rights grounded in economic efficiency appears to be
less individualistic and more communitarian than Smith’s rights, which are based on
her view of the person.

My discussion is significantly influenced by Morris (1976) and by conversations
with Ronald Koshoshek.

What I describe is what Ullmann-Margalit (1977) calls an ‘inequality-preserving in-
stitution.”

Compare Sen (1970b: 87).

Intentional externalities are precluded when each individual observes the substan-
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tive rights. Observing others’ right to welfare requires that a set of procedures for
rectifying the relevant types of results of accidental externalites are in place.
However, the system specified in this book could be supplemented in various ways
with other rights and procedures thereby serving as the common core of several dif-
ferent systems. Being compatible with a range of alternative moral perspectives is a
philosophical and practical desideratum.

7. Implications

On the concept of the market compare recent literature: Bonner (1986), Fourie
(1993), Hodgson (1988), Moss (1981,1984), and Sawyer (1993). Geoffrey Hodgson
(1988: 172) wrote,

Mathematical models of market phenomena abound, and there is a voluminous literature on
the theoretical determinants of market equilibria. Yet if we ask the elementary question — “What
is a market”? — we are given short shrift. . . . Unfortunately, economists have not only shown a
general negligence in defining the market, but also have been extremely cavalier in their use of
the term. Thus, for example, in his analysis of marriage Gary Becker (1976, p. 206) states with-
out hesitation that “a market in marriages can be presumed to exist” [emphasis in original].
Clearly, institutions such as marriage bureaux do exist. However, these are not markets (or at
least not markets for marriages per se).

See Coval and Smith (1986). Since mechanism design theory focuses on informa-
tion and incentive compatible rules, it cannot provide solutions to such accidental
externalities.

“Individual factor endowments” indicates that each agents possess some ability to
produce. “Private goods” indicates that each commodity enters into the utility func-
tion of only one person. “Mutual unconcern” indicates that individuals are selfish.
Whether selling oneself on the basis of maximizing utility avoids the problems men-
tioned here is an issue for another day.
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