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Introduction )

Check for
updates

David J. Hebert and Diana W. Thomas

Abstract This chapter is the editors’ introduction to Emergence, Entanglement,
and Political Economy and includes some overarching themes connecting the chap-
ters of this volume.

Keywords Political economy - Spontaneous order, Public choice

In our day to day lives, we transition more or less fluently between many different
institutional settings. Just considering the editors of this book, who are, to be fair,
both academic economists and therefore lead much less interesting lives than most,
we can come up with at least ten different communities and groups we are part of:
we are teachers, researchers, and colleagues, on a university campus, we are mem-
bers of a family in which we are each both parents and spouses, we are both mem-
bers of church communities, we accompany our children to sports team activities
outside of the home, we are shoppers at grocery stores and in malls, we are drivers
on the road during morning and evening commute times, we are friends to people in
the different communities we are part of, we are neighbors to the people who live
near us, and we are siblings and children of families we came from. If you find
yourself reading this book, you may be much like us in the sense that you are a
member or participant in many different groups or institutional environments. Much
like us, you will probably agree that despite the fact that you wear many hats your
behavior and actions vary little, irrespective of the institutional setting you find
yourself in. You have the same set of goals and aspirations irrespective of whether
you are at work, at church, or at home. This basic insight that human behavior is
relatively unchanged across different institutional environments is usually credited
to James Buchanan and Gordon Tullock (1964) and known as behavioral symmetry.
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2 D. J. Hebert and D. W. Thomas

Writing after the rise of welfare economics in the discipline, Buchanan and
Tullock (1964) made the simple observation that in modeling politicians as benevo-
lent welfare maximizers who could overcome the problems created by rationally
self-interested actors in the context of market institutions, economists were commit-
ting what has come to be known as the Nirvana fallacy, i.e. the fallacy of comparing
actual things with unrealistic, idealized alternatives. Born was public choice, or the
study of non-market decision making, as it was initially known by its earliest
proponents.

Public choice introduced a level of realism into the analysis of politics that has
offered much profound and insightful scholarship. Economists arguably understand
the political context of market decision making better today than they did before
Buchanan and Tullock put pen to paper. And yet, as we and the other contributors to
this volume will argue, to stop at behavioral symmetry would be missing the forest
for the trees. While Public Choice scholars improved on the analytical accuracy of
political economy models by demanding behavioral symmetry, they continued to
treat politics and markets as fundamentally different realms of human action albeit
populated by behaviourally similar actors.

Rather than assuming such stringent institutional boundaries, the contributors to
this volume treat markets and politics (and for all intents and purposes all other
human choice arenas) as fundamentally entangled. To offer a tangible example, one
of your editors, Thomas, decided to switch to a local privately-owned pharmacy,
which happens to be owned by a family in the parish she attends, after several
unpleasant interactions with the staff of one of the big name retail pharmacy chains
in her neighborhood. Our preferences and choices in one institutional setting, are
contingent on and fundamentally interdependent with our choices and experiences
in other areas of our lives.

Because human action in different institutional settings is so entangled and inter-
dependent, analytically accurate models of human behavior have to focus on the
emergent nature of the patterns we observe in political economy.

The title of this volume indicates two of the main ideas that are more fully uti-
lized by the authors than are used by more traditional scholars. “Emergence” pushes
back on the notion that outcomes observed within the political sphere are the designs
of one centralized mind. Rather than view political outcomes as somehow inten-
tional, the authors here recognize that these outcomes emerge from a competitive
process that includes several different people operating within a specific framework
of rules. For example, as explored by Jeremy Horpedahl, the tax code is not an
object of choice for any particular legislator but is instead an amalgamation of dif-
ferent and often disparate interests over time.

“Entanglement” recognizes an old tenet of non-market decision making (the
original name of Public Choice): behavioral symmetry. To summarize the insights
contained here, any decision that results from a political entity must be the product
of individual decision makers operating within some framework of formal and
informal rules. To treat these decisions as if they were the product of one single
mind, or even simply the additive result of several decisions, is to fundamentally
misunderstand and mischaracterize the topic or issue being studied in two ways:
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First, it mischaracterizes the topic in that it presumes some sort of rationality or
intentionality of a group when, as several scholars have pointed out, is neither ratio-
nality nor intentionality can be simply assumed at the group level. Group prefer-
ences need not follow any sort of rational calculus; intransitivity of preferences
abounds, for example. Taking this insight further, this mischaracterization of group
action as rational and intentional lends itself to viewing statecraft as an engineering
or technical exercise, to borrow Buchanan (1964)’s colorful illustration of how tech-
nical and economic efficiency, as they are traditionally defined, are really one and
the same.

Second, it ignores the problems of a lack of residual claimancy. In private affairs,
the importance of property rights is readily apparent and well-understood. Even in
group settings in the private realm, the issue of residual claimancy is resolved
through various mechanisms, e.g. shareholders and limited liability arrangements.
In public affairs, however, such residual claimancy is utterly lacking. Thus, it is not
any one person or group’s fault when, e.g. budgets fail to balance, projects fail to be
completed on time, or even, as Wagner and Eusepi (2017) elucidate, issues sur-
rounding public debt arise.

Instead, there is no antimony between activities classified as “public” and “pri-
vate” as there is in the Samuelsonian tradition. Instead, all activity is understandable
through the lens of economics, with differences lying in the available strategies,
incentives, and feedback mechanisms. In other words, a person who wishes to
accomplish a given task has before them the option of doing so through the private
sphere or through the public sphere and, assuming individual rationality, will select
the least-cost option.

Further, to treat public and private as if they were separable is understood to be a
fiction within this framework. Instead, the actions of people in the public sphere
depend on the actions of people in the private sphere and vice versa. It is not as if
the public sphere simply appends changes onto the private sphere as is traditionally
argued though often not explicitly.

Richard Wagner provides the first essay in this volume, discussing entangled
political economy as opposed to viewing politics and economy as separable entities.
In doing so, he provides a brief outline of the two theories and also brings into play
the concept of political profit and the primacy of examining the institutional features
of public law.

The chapters by David Hebert and Abigail Deveraux present two new, but inter-
related ways of viewing the political process. The chapter by Hebert brings system
theory into view, arguing that using systems theory and a parts-to-whole framework
provides a more cogent explanation of political outcomes observed today Deveraux
brings to bear developments in complexity theory, agent based modeling, and artifi-
cial intelligence. She then applies Hayekian insights in discussing relevant issues in
public choice and scholarship in political economy.

Two of the chapters discuss the language and analytical focus of entangled politi-
cal economy: Marta Podemska-Mikluch discusses entrepreneurship from a means-
oriented perspective as opposed to the ends-oriented one that dominates the literature
today. In doing so, her chapter argues that rather than looking at the efficiency of an
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outcome of entrepreneurial activity, we should instead investigate the exchange pat-
terns that emerge and whether they were voluntary or coerced. Adam Martin’s chap-
ter provides a brilliant explanation of how talk matters in political economy, not
only in the sense that it conveys information between people but also communicates
and constructs judgements about performance, values, and ultimately behavior.

The chapters by Tuszynski and Horpedahl discuss at length how the theory of
emergent orders fits within the subject of political economy and helps explain the
conditions under which a spontaneous order might result in a final outcome that
leaves virtually all participants less than satisfied. Tuszynski applies her insights
case of the public aid system in the United States, which is an important topic in
today’s world. Horpedahl focuses on tax codes and their complexity and discusses
the challenges with aligning tax reforms with ideas understood and largely agreed
upon by public finance scholars.

Alex Salter’s chapter provides a survey and extension of the property rights lit-
erature by discussing political property rights as decision-making power. In doing
so, his chapter highlights how market participants can, through lobbying efforts,
effectively secure property rights to the market itself and how political enterprises
assert their own property right to the market by acting as a form of gatekeeper into
the specific industry that did the lobbying.

The chapter by Diana and Michael Thomas offers the evolution of state budgets
and revenue systems over time as an example of an emergent political outcome that
is undesirable from the perspective of the individuals comprising the whole and yet
the result of individual action at the local, state, and federal government level over
time. They argue that federal fiscal and tax institutions are set up to produce increas-
ing levels of debt over time and a trend of shifting responsibility from the local
through the state to the federal government.

This volume emerged out of discussions among several scholars at various con-
ference sessions all working within the Austrian and Public Choice traditions on
issues related to political economy. The successes that the scholars included here
have had lies in their application of spontaneous order theorizing (Hayek) to con-
temporary issues in political economy. We wish to thank participants at the 2018
Southern Economic Conference and Society for the Development of Austrian
Economics meetings and the 2019 Public Choice Society Meetings for their contri-
butions to the volume as well as their feedback on earlier drafts of the chapters.
None of this would be possible without the vigorous and spirited debate that confer-
ences allow. The idea behind this volume is to showcase the next generation of
scholars within this unique combination of traditions. In order for there to be a “next
generation,” there must be a “current generation.” While there are several scholars
that work in a similar tradition, to our mind, the current generation is best exempli-
fied by the scholarship of Richard Wagner. That being said, this volume is not a
festschrift to Wagner, but rather each chapter serves as an extension and application
of the approach that he has been championing for years. Each of the authors in this
volume have, at one time or another, worked closely with Wagner during their grad-
uate studies and beyond. In fact, several have even co-authored with him.
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The chapters in this collection very nicely reflect the ways in which the scholars
of the next generation in the growing entangled political economy tradition are pro-
ducing new insights and applications. They do this by acknowledging the contribu-
tions of the current and past generations and mixing them with the related
contributions from other traditions and apply them to contemporary issues in politi-
cal economy. This volume spans an impressive range of topics and ways of applying
and integrating these insights and lays out new directions for the future of the field.
We are proud to have helped assemble these chapters together and bring them to
publication.



Emergence and Entanglement in a Theory
of Political Economy

Check for
updates

Richard E. Wagner

Abstract Political economy is a field of study where theorists typically treat poli-
ties and markets as separate orders of activity within society. Moreover, the standard
mode of analysis treats those entities as existing in states of equilibrium. In contrast,
this essay treats polities and markets as entangled and, moreover, as entities that
have ecological and emergent character. Among other things, this shift in analytical
focus means that turbulence of variable intensity is a key feature to be incorporated
into a theory of political economy. It also means that human population systems are
open and not closed, which further means that the future is generated through com-
plex interaction inside a societal arena that entails both trade and conflict.

Keywords Entangled political economy - Emergence vs. axiomatics - Action level
vs. systems level - Non-logical action - Indeterminism and creativity

JEL Codes D72 - D78 - E62 - H61 - P16

Political economy is a field of study where theorists typically treat polities and mar-
kets as separate orders of activity within society. Within this common scheme of
thought, moreover, human action follows a temporal sequence, with economic
action preceding political action. Where some theorists treat political action as cor-
recting market failures, other theorists treat political action as creating market fail-
ures. Where orthodox welfare economics treats the political level as a locus of
planning that Power inserts into society, public choice theorizing mostly claims that
those planners are more self-interested than benevolent but maintains the distinction
between levels of action and societal consequences. In contrast, this paper disputes
the coherence of imposing different levels of action on our schemes of thought.
Consequently, the compound noun “political economy” no longer refers to some
relationship between two distinct levels of human activity within society, but rather
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8 R. E. Wagner

refers to different carriers of action inside society. In this respect, I present an alter-
native societal topography where all action apprehended within a theory of political
economy occurs on the same level.

Any scheme of thought emphasizes some phenomena and suppresses others.
This situation holds for political economy just as strongly as it holds for other fields
of study. In contrast to conventional thinking, I explain that the systems level cannot
be entered directly, but can be entered only at the action level. The systems level is
just a collection of statistics, projections, and reflections of beliefs, hopes, and ide-
ologies. It is not, however, a place where action occurs. The systems level is a con-
struction of the imagination, and the observations that pertain to that construction
are generated through interaction among the individual entities that populate and
comprise the system. In any case, we should keep in mind that in the social sciences
we create what we observe. No one has ever truly observed the entities we denote as
polity or economy in their entireties, as against observing parts and pieces of those
entities. Our observations necessarily constructed through acts of theorization,
regarding which choices exist.

While numerous choices are possible in this respect, these can reasonably be
reduced to two categories depending on how the theoretical foregrounds and back-
grounds are populated. Most political economy places in the analytical foreground
systemic structure using presumptions of equilibrium and methods of comparative
statics applied to holistic entities. It is not that those theorists necessarily believe
this is the way the world looks, but rather think it is a useful way of looking at it all
the same. We all necessarily employ concepts of equilibrium, regularity, and pattern
in our thinking to navigate our way in the world. There is, however, an open ques-
tion regarding the relation between foreground and background with respect to our
theoretical constructions. This essay reverses foreground and background from con-
ventional analytical portraits. Brought into the analytical foreground are individual
action inside the holistic entities that populate most thinking on political economy.
This alternative foreground emphasizes the continual emergence of new material
into political economy, and with that emergence set in motion by individual action
inside the entities that are normally taken as the units of observation. For any theo-
retical schema, it is always good to remember that old aphorism: the proof of any
pudding lies always in the eating.

1 A Societal Topography: Action Level and Systems Level

The most common view of political economy, which Persson and Tabellini (2000)
and Drazen (2002) illustrate, treats the compound noun “political economy’ as con-
structed by addition over distinct arenas of activity: PE = P + E. Figure 1 describes
this conceptual framework. Society is conceptualized as holding two distinct enti-
ties: an economy and a polity. An economy is further regarded as an equilibrated set
of interactions and relationships, much as portrayed by claims on behalf of general
equilibrium theory of the dynamic and stochastic variety. That economy is reduced
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Fig. 1 Additive political
economy: PE=P + E E, Exr

to a point-mass entity by the widely used presuppositions of a general equilibrium
that is dynamic and stochastic (DSGE), though Fig. 1 expands that point to the cir-
cle denoted by E to make it visible.

Lying south of E is the political entity P. Within democratic polities, that entity
contains a variety of positions, offices, and powers that candidates compete to pos-
sess for some interval of time until the next election. Those candidates and parties
compete for the support of voters by offering programs they hope will resonate
more strongly with voters than the programs opposing candidates offer. To be sure,
there are differences among models in how the relationship between candidates and
voters is conceptualized. Some models treat votes as having hard-wired preferences,
with candidates seeking to locate in the center of the distribution of preferences.
Other models treat voter preferences as having significant elements of openness,
with candidates seeking to articulate images that resonate particularly strongly
with voters.

For some analytical purposes, different approaches to conceptualizing the rela-
tionship between candidate positions and voter desires is analytically significant.
For purposes of this paper, however, this difference is inconsequential. What is con-
sequential is the separation between polity and economy in political economy.
Figure 1 shows political economy as similar to playing pool. An economy E is like
an object ball, and competing candidates are offering to shift that ball to different
locations on the table, as denoted by EL and ER. Without doubt, this theoretical
vision offers us some traction in apprehending the world of experience. Candidates
do compete to win elections, and they make speeches regarding their plans and
aspirations in their efforts to win the election.

In this paper I do not challenge this portrait. To the contrary, I accept it, only I
relegate it to the analytical background, bringing forward in the process what is set
aside in the portrait that Fig. 1 offers. I do this because what is set aside in such
constructions as Fig. 1 is of great human significance, so should not be dropped
from view simply because it has no place within the DSGE set of analytical
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conventions. To bring that material into analytical view requires use of some frame-
work grounded on emergence, evolution, and entanglement, all of which are ignored
by the DSGE framework.

Figure 2 offers a visual distinction between the systems level and the action level
and does so within the context of standard macro theory, and with Wagner (2012)
developing a similar figure. The systems level is portrayed in terms of aggregate
supply and demand to keep contact with macro theory. It is important to note, how-
ever, that action does not occur at the systems level. Action can occur only at the
action level, regardless of whether that action is undertaken by market or by politi-
cal entities. All action and changes in actions are initiated by entities on the action
level. The societal impact of those actions depends on their effects on other entities
on the action level, as illustrated by the various patterns of connection among those
entities.

Figure 2 differs from Fig. 1 in at least two notable respects. For one thing, neither
polity nor economy is reduced to some point-mass entity. To the contrary, both pol-
ity and economy are treated as ordered sets of relationships and interactions among

P
AS
Macro level

Statistics,
projections,

ideologies

AD,
AD4
Q
Actions
Micro level

Fig. 2 Emergence of aggregate variables within an ecology of plans
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various entities. Figure 1 shows polity as inserting planning into a market economy,
changing the market’s configuration in the process. Figure 2, by contrast, shows
political action as a vector of activities and not as some such scalar force as a billiard
ball. Just as an economy is an order and not an organization, so is a polity an order
and not an organization. The lower part of Fig. 2 describes an order of organiza-
tions, some political and some economic, with the outcome of that system depend-
ing on patterns of interaction among the entities within the system.

The second notable feature of Fig. 2 is the entanglement between political and
economic entities. Political entities do not act independently of market entities, in
contrast to what Fig. 1 portrays. Figure 2 illustrates a situation where political enti-
ties require cooperation from some market-based entities just as market entities
require support from some political entities. The inputs that enter a firm’s produc-
tion function are not fully it’s choice to make because in many ways it will need to
assemble politically-supplied inputs. Similarly, supporters of the political enter-
prises depicted in Fig. 2 will require support from some of the market-based enter-
prises in Fig. 2.

To speak of cooperation between political enterprises and market enterprises is
not to assert that cooperation is mutually beneficial. In this regard, Marta Podemska-
Mikluch and Richard Wagner (2013) distinguish between dyadic and triadic
exchange. Market exchanges are dyadic, no matter how numerous the participants.
The essence of dyadic exchange is its voluntariness because market institutions and
practices operate through agreement. In contrast, democratic polities feature triadic
exchanges to reflect the democratic principle of majority rule. The basic mode of
majority rule is two people forming an agreement and to include a third party in that
agreement to bear costs that the other two are unwilling to bear. With triadic
exchanges, market entities are on both sides of a politically-sponsored transaction:
there are allies of the political sponsor who gain from the deal and there are oppo-
nents who lose, and with those losses being the means by which the majority gains.

2 Entanglement in a Theory of Political Economy

Figure 3 formalizes the vision of political economy that corresponds to the bi-level
societal topography that Fig. 2 illustrates and does so in a manner consistent with
principles of emergence and entanglement. To be sure, Fig. 3 is nominally more
concerned with analytical structure that with evolution and emergence. On the sur-
face, Fig. 3 is a standard representation of the production frontier for a society.
Output is distributed between political output and market output. These outputs are
described by the scalar measures G and M, though we should recognize that our
objects of interest, G and M, are both vectors of activities. Within the DSGE frame-
work, the vector of market activities can be reduced to a scalar measure, M; the
presumption that all observations pertain to states of equilibrium mean that market
prices can reduce the entire array of market outputs to such a scalar measure as
privately-generated GDP. To be sure, this reduction of a vector of activities to a
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Political output

R
G
Publiclaw <
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% Market output
%, M P
ad /

Private law

Fig. 3 Explanation in political economy: mapping analytical challenges

scalar is dubious outside the presupposition that all observations pertain to states if
equilibrium.

This analysis is straightforward with respect to the aggregate of market-generated
output, given acceptance of the DSGE presumptions. The treatment of political out-
put is not at all straightforward. Indeed, it is an act of fantasy that is undertaken to
maintain analytical symmetry with the analysis of market output. To reduce the
vector of political activities to the scalar measure G is a piece of mythology that
enables completion of Fig. 3. Political output is observable as a vector of activities,
but political transactions do not generate prices for political output, so that vector
cannot be reduced to a scalar, other than by undertaking some sleight of hand. One
common sleight of hand is to postulate a social welfare function that assigns weights
to the individual objects of political supply. To be sure, such weights are fictional
with respect to political output. In contrast, market prices provide some semblance
of weights for aggregating market output, although it is certainly a fictional pre-
sumption to claim that equilibrium prices remain unchanged throughout the
accounting period to which the measure of M pertains.

As Fig. 3 is commonly presented, it is terribly misleading. The common presen-
tation shows only M and G and it suppresses the three subtended concepts: private
law, public law, and entanglement. When those subtended variables are left aside,
Fig. 3 appears to claim that “societies” face choices of how to deploy inputs in the
production of political and market output. There is nothing abjectly wrong with this
common presentation, other than its being terribly misleading. To start, societies
don’t face choices. Individuals and organizations inside those societies face choices.
Those choices, moreover, are always of particular activities, and most certainly not
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the aggregative-type variables denoted as M and G. Those aggregative variables M
and G are not objects that any person chooses. To the contrary, they emerge through
complex patterns of interaction among everyone who participates in generating
market and political output.

In no way is it a useful or helpful language to speak of a society as “choosing”
how to allocate resources between market output and political output. Indeed, such
acts of choice are impossible with anything remotely approaching contemporary
levels of societal complexity. Paul Craig Roberts (1971) explained that the Soviet
Union was never the centrally planned economy that the textbooks explained it as
being. To the contrary, the Soviet Union was polycentric and not monocentric, only
it was a terribly fouled up instance of polycentricity. In a monocentric arrangement,
all entities but one experience life as a puppet manipulated by a puppeteer. Puppets
have no domain of autonomous action. The liberal ideal of a market economy is
highly polycentric in that all actions entail agreement among participants. The
Soviet Union operated with vast domains of privilege and force, which were respon-
sible for its debilitating economic character, but it still unavoidably entailed zones
of autonomous action of limited scope.

Subtended to M and G in Fig. 3 are two institutional variables denoted as private
law and public law. It is with respect to these variables where the significant analyti-
cal work must be done. For now, focus on the market output side of Fig. 3. This is
the domain of the economic theory of a market economy. That theory is normally
described as a theory of price and allocation. It is, however, misleading to place
pricing and allocation in the analytical foreground. Prices are not just there; they are
not primitive variables for economic analysis. Prices emerge out of individual
searches for profitable transactions. What makes those transactions possible is the
ability of people to own and exchange objects. Until the eighteenth century in much
of the west, for instance, landed property could not be subdivided but had to pass in
tact upon the owner’s death to the eldest son under primogeniture. The abolition of
primogeniture made possible the emergence of a market in real estate.

The variable denoted by M in Fig. 3 is not an object of choice but is rather a sum-
mary of the complex array of activities that people undertake within the institutional
framework associated with the private ordering of economic activity. The most sig-
nificant feature of the theory of a market economy is its ability to facilitate and
accommodate complex patterns of economic organization that could not be attained
through any form of planning outside of market interaction. While the theory of
markets is commonly described as price and allocation theory, that theory is not a
type of handbook for planners. It does not provide guidance for planners on how to
construct socially beneficial outcomes. To the contrary, the theory illuminates the
internal logic of the institutional framework denoted as private law.

The theory of a market economy explains how it is possible that a coherent pat-
tern of economic activity can emerge inside a society even though that pattern is not
the creation of any person or office inside society. To the contrary, that pattern is
generated through people pursuing opportunities for mutual gain when human inter-
actions are governed by the legal institutions associated with private law, namely
private property, freedom of contract, and personal liability for choices. While the
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logic of market theory runs in terms of prices and allocations, the foreground of the
theory rests on the private ordering of human interaction.

3 Public Law and Public Economy

Vito Tanzi (2011) observes that a century or so ago politically determined output
was around 10% of total output throughout the western lands. A theory of a market
economy could serve as a first-order approximation for a theory of the entirety of
economic activity. An analytical focus on the notion of an unhampered market
economy could plausibly have been said to provide a reasonable approximation to
the entire economy. What might have been set aside by ignoring the remaining 10%
of economic activity would surely have seemed small in the overall scheme of
things. The conceptual innocence entailed in ignoring political activity is no longer
excusable when political output throughout the western lands has expanded from
around 10% to around 40% and even more of total output since early in the twenti-
eth century.

Even more, political output is not captured by budgetary magnitudes alone.
Whatever impact on resource allocation a polity can achieve through its budget can
be achieved through regulatory requirements. On a small scale, local governments
could reduce or even eliminate their spending on snow removal by requiring prop-
erty owners to clear streets and sidewalks adjacent to their property. I doubt if any-
one would think this change desirable, due among other things to differences in the
speed at which patches of road would be cleared, but it does offer a small-scale
illustration of the substitutability between taxes and regulations in achieving alloca-
tive outcomes. On a larger scale, jurisdictions could abolish their budgets for ele-
mentary and secondary education by requiring parents to send their children to
approved schools.

In our modern world, there is surely merit in seeking to develop explanatory
accounts of political activity. The form such a theory would take seems clear by
referring to Fig. 3. G denotes a scalar in Fig. 3, and yet it really represents a vector
of politically sponsored activities. With respect to the lower part of Fig. 2, all the
triangles shown there sponsor various activities that are aggregated into G in Fig. 3.
This move from individual political entities in Fig. 2 to aggregate political output in
Fig. 3 conceals far more than it reveals about political economy. Subtended to G in
Fig. 3 is the institutional variable denoted as “public law,” which is the political
complement to private law in the theory of a market economy.

With respect to the institutions of private law, we have a good idea informed by
more than two centuries of economic theorizing as to how a set of people in pursuit
of beneficial transactions generate market prices and resource allocations that we
can summarize as M in Fig. 3. By contrast, we have little idea of how people pursu-
ing beneficial transactions inside political contexts framed by the institutions and
practices of public law generate patterns of political output that can be summarized
by G in Fig. 3. When G was around one-tenth the magnitude of M this theoretical
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omission might not have been terrible significant. But when the two magnitudes are
similar, we seem surely to have a gaping hole in our theory of political economy.

Further complexity is added by the double arrow labeled entanglement that runs
between public law and private law in Fig. 3. Without that arrow and the entangle-
ment it denotes, markets and polities would operate as independent arenas of action
within society. This situation would be similar to monarchical times, provided kings
could not impose taxes without obtaining the consent of those being taxed. Such
independence between political and economic entities does not exist, nor is it clear
how it might. During feudal times, there were royal families and ordinary common
families, and people did not move between those designations. Within democratic
times, however, a person can engage simultaneously in political action and in mar-
ket action. A person who starts life as a business person can run for political office.
After 20 years in politics, a person might retire and move into business.

One could even do both at the same time, as illustrated by the eminent Italian
theorist of public finance, Antonio de Viti de Marco who served for 20 years as a
member of the Italian parliament while also serving as a professor of public finance
at the University of Rome. The most significant feature about entanglement in polit-
ical economy is the presence of permeable boundaries between polity and economy.
A person might establish a business within the market, and yet might seek to sell
services to political enterprises. That same person, moreover, might support particu-
lar politicians and their programs over other politicians and programs. One aspect
of a political program might entail support for restrictions on the reach of private
ordering by restricting the domain to which principles of free association pertain.

In contemporary times, any effort to treat a theory of production in substantive
fashion as against treating it in purely formal fashion will necessarily recognize that
production will require the assembly of politically-supplied inputs in addition to
assembling inputs through market transactions. Despite entanglement, private law
has something that public law needs but cannot generate on its own: market prices.
Market prices emerge in the presence of alienable property rights. Land could not
carry market prices in the days of primogeniture. Market prices are essential tools
for assisting in the generation of coordinated patterns of economic activity (Boettke
2001). For small-scale societies of tribal size, social coordination can be arranged
through some conjunction of custom and leadership (Schmookler 1984). For mod-
ern societies, however, coordination through prices and market transactions is ines-
capable, though political power can always be deployed to restrict the scope for
market exchange (Roberts 1971).

4 Parasitical Politics and Economic Calculation

Figure 4 conveys what I mean in saying that private law has something that public
law lacks but needs. Fig. 4 is two figures combined into one. The first figure con-
tains five clusters of large and small circles. The five clusters are distributed across
some abstract commodity space and indicate positions where entrepreneurs have
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Fig. 4 Political-economic interaction within abstract commodity space

established enterprises. These clusters are analogous to different commodity groups
or, alternative, to different places where prospectors have chosen to locate. The
center of Fig. 4 shows a relatively large number of smaller enterprises. Descriptively,
these might pertain to handicraft types of firms: yard care firms, house painting
firms, residential remodeling, and the like.

The other four clusters contain a variable mix of larger and smaller firms. The
northwest has the largest share of larger firms, with the northeast standing second in
the share of larger firms. The point of reference, however, is not geographical but is
commercial and industrial. The northwest, for instance, might denote heavy indus-
try. The northeast might denote high concentrations of human capital. However
specific context might be supplied, the analytical point of departure starts with rec-
ognition that a process of open market competition will generate a pattern of indus-
trial organization that will reflect some underlying economic realities regarding
different types of production processes and possible economies of interaction
among similar types of producers.

The theory of open markets gives us insight into how economic activities are
coordinated within this society. But how does politics enter this picture? Political
enterprises do not sell services and are not subject to alienable property rights.
Hence, political enterprises cannot generate prices to help in reaching judgments
about resource allocation, nor can they reward executives based on changes in enter-
prise value. Nor, for that matter, can they offer to buy or sell enterprises or parts of
enterprises. Alienable property rights which are essential to well-coordinated eco-
nomic activity cannot be brought directly to bear on the coordination of political
activity.

Public law lacks what is needed for political coordination, which suggests in turn
a relation between markets and polities. That relation is injected into Fig. 4 through
the jagged objects that are inserted near the various circles. Those jagged objects,
moreover, are inserted in a systematic manner and most certainly not in some
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random fashion. In short, Fig. 4 is constructed on the proposition that political enti-
ties follow the actions of successful market enterprises by attaching themselves
parasitically to those market enterprises (Pantaleoni 1911).

Pantaleoni conceptualized a society as containing two bazaars. The market
bazaar was organized through market prices, which for Pantaleoni were equal to
marginal costs of production. For Pantaleoni’s desire to place public finance on an
explanatory setting, he conceptualized the vendors within the political bazaar as
charging political prices. At this point an unavoidable ambiguity is encountered.
That ambiguity didn’t face vendors in the market bazaar because prices were pre-
sumed to be technologically determined by input-output relationships in produc-
tion. While such input-output relationships were also present in the political bazaar,
political prices had an element of arbitrary volition that market prices lacked.
Pantaleoni resolved this arbitrariness by assuming that political prices were estab-
lished by a flat-rate of tax on all income.

This flat-rate tax meant that political prices rose directly with income, in contrast
to market prices which were invariant to income. Obviously, vendors in the political
bazaar would not be able to sell to buyers with above-average income without either
prohibiting competing sales in the market bazaar or using other devices to lower the
price. The system of political pricing does not serve the same coordinating function
as market prices serve. It is market prices that serve that coordinating function for
political enterprises, recognizing that political enterprises attach themselves para-
sitically to market prices and enterprises. I should perhaps stress that “parasitical” is
used technically without normative shading. A parasite cannot live on its own, for it
requires a host. A parasite might harm a host, but it might also benefit the host. The
technical point is that parasites are supported by hosts.

Market enterprises participate in the generation of market prices which in turn
help market enterprises to coordinate their activities with other market enterprises.
Political enterprises do not generate any kind of price information that would prove
valuable to those enterprises in conducting their operations or in changing their pat-
terns of operation. Political enterprises latch onto market prices and market enter-
prises in navigating their way through the waters of a democratic political economy.
The needle-like quality of the jagged objects in Fig. 4 illustrate parasitical political
attachment to market outcomes. The largest number of political enterprises are in
the northwest of Fig. 4. The explanation for this pattern must be that this is where
political enterprises can capture the largest political profit. This explanation requires
clarification because political enterprises are organized without transferable owner-
ship and so are explicitly non-profit enterprises.

There are several reasons why sellers might bundle two or more items as a pack-
age rather than offering each item individually. One reason which seems particu-
larly useful for thinking about the creation of profit within political enterprises is the
use of tied sales to avoid price controls. The classic example is rent control, though
examples abound. If rents are restricted to less than what people are willing to pay,
those people will compete among themselves to attain their desired rental units. One
possible method is for owners to tie the sale of furniture with acceptance of a rental
contract. Should local authorities seek to restrict such tied sales, the situation
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remains one where there are more people seeking housing units than there are units
available at the controlled price. Tenants will compete among themselves for space
they desire, and that competition can manifest in such ways as rent-controlled apart-
ments converting a freely available pool into a membership-only club. Alternatively,
freely available garage space could now be leased as a separate transaction.

The general principle in play here is that political enterprises can extract profit
from transactions they undertake, only that profit will be extracted through some
entity that is not subject to price control. In this respect, political enterprises are
subjected effectively to price control by virtue of their being non-profit entities.
While the political enterprise may operate in a non-profit manner, that enterprise
will engage in transactions with profit-seeking enterprises. It takes no unreasonable
stretch of the imagination to see how an enterprise forced to operate in a non-profit
fashion can extract profit through some of its contractual partners. To be sure, such
profit can manifest in myriad ways of various degrees of venality. Setting aside
concerns of venality, the simple fact of the matter is that gains from trade will surly
be captured by enterprise executives in some fashion. Just what fashion is indefinite,
but the existence of some such fashion is surely not, for failing to do so would be
knowingly to walk away from what is effectively free money.

5 Working with Political Profit as a Concept

Marta Podemska-Mikluch and Richard Wagner (2013) distinguish between dyadic
and triadic exchange within political economy. Their distinction is theoretical and
abstract. It is not substantive. That is, the distinction does not concern the number of
participants. It rather concerns the form of exchange relationships. The distinction
between dyadic and triadic concerns the lowest number of participants who can be
involved in an exchange for that exchange to retain its dyadic or triadic character. A
dyadic exchange can involve thousands or millions of persons, as Richard Epstein
(1995) notes in explaining how simple rules can organize incredibly complex
situations.

The distinction between dyadic and triadic concerns the lowest number of per-
sons necessary to reveal the central properties of an exchange relationship. The
world of democratic political economy is organized through transactions, just as is
the world of market interaction. The principles governing those transactions differs
between the two environments. As Epstein (1995) explains, the liberal market prin-
ciples of private property and freedom of contract can accommodate creation of
incredibly complex transactions, disproving common claims that the increasing
complexity of modern life requires an increasing growth of complex regulations. To
the contrary, Epstein shows that simple rules suitable for voluntary participation in
transactions can accommodate open-ended complexity.

For a dyadic exchange, the magic number is two. This magic number means that
even the most complex of transactions can have its central properties illustrated by
a trade between two people. All exchanges entail a mutual expectation of capturing
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gains from trade, and this situation can be illustrated by the simple Edgeworth box
diagram that is a staple of the textbooks. Sure, actual exchanges will often include
numerous provisions to deal with possible contingencies. For instance, a promoter
might agree with a team owner to provide halftime entertainment at an event. The
group that agreed with the promoter to provide the entertainment might have arrived
ill-prepared or even late. This possibility and the bearing of the associated liabilities
can be readily apprehended within the framework of dyadic exchange. So might a
situation where the group arrives late or even not at all due to a strike by an air pilots
association. Complex transactions can be grounded and constructed through nego-
tiation and agreement.

For a triadic exchange, the magic number is three. The essential features of the
political exchanges that form the core of democratic political economy, especially
in larger governments without easy exit, require three participants to illustrate their
essential features, and those features are built into the points of contract between the
circles and the needle-nosed objects in Fig. 4. The magic number three is necessary
to enable the supporters of a trading relationship to enhance their gains through their
ability to transfer to other people some of the cost associated with that relationship.
For instance, a political coalition might support a program to ignore pre-existing
conditions when making actuarial estimates for an insurance program, when the
alternative might have been to charge actuarial prices and incorporate support for
those prices into a welfare budget. Instead, those conditions are ignored, which
forces some people pay rates higher than what would be warranted on actuarial
grounds. People in this position are on the outside of triadic exchanges, for it is their
excess payments that finance the gains from trade that accrue to sponsors and ben-
eficiaries of the program.

Profit is just a special case of gain. Both terms express the idea of mutual benefit,
only gain extends to numerous instances of exchange that occur outside the ordinary
world of commerce. Many people pay dues to clubs to which they belong. Those
clubs nearly always are organized as non-profit entities. Yet we may be sure that
people regard the dues they pay as being worthwhile, for otherwise we would expect
them to drop their membership. We may likewise reasonably think that club officers
think their service is worthwhile, for otherwise we may doubt that they would sup-
ply that service. In other words, mutual gain is a generally valid characteristic of
trading relationships, whereas profit pertains to but a subset, though a significant
subset, of trading relationships. All dyadic relationships entail the expectation of
mutual gain, while only a subset of those relationships entail profit.

The difficulty with gain as a political concept is that it includes triadic and well
as dyadic relationships. This triadic character, moreover, seems to be an especially
durable feature of politically-organized relationships in the presence of significant
exit costs. Spencer MacCallum (1970) explains lucidly how hotels and shopping
centers incorporate the supply of public goods into their ordinary business activi-
ties. In this respect, a hotel is like a city. In both cases there are both private goods
and public goods. Cities organize public goods within a triadic budgetary process.
In contrast, hotels organize them through a network of dyadic exchanges where resi-
dents receive a tied bundle of private and public goods when they reside in a hotel.
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The elevators in a hotel are subways that run vertically. Hotels provide public spaces
of various types, choose how well to maintain their premises, and provide security
services, among other types of publicly available services.

There seem generally to be two types of difference between cities and hotels, and
only two, one relatively superficial and one more significant. The relatively superfi-
cial difference concerns the political character of cities in contrast to the market-
based character of hotels. To describe this difference as superficial is not to describe
it as insignificant. That difference is clearly significant, as any comparison of cities
and hotels or shopping centers will quickly show. That difference, however, does
not seem to reside in political organization per se. After all, clubs of all types are
also political organizations, only they engage in dyadic and not triadic transactions.

This recognition that political organizations can engage in dyadic transactions
leads one to ask how it is that some political settings center on dyadic transactions
while others support triadic transactions. Surely a plausible answer to this question
resides in the costliness members face in replacing one political unit with another.
If the cost of replacement is low, sponsors of those political enterprises must strive
continually to attract members and to retain those who they have previously
attracted. This necessity to attract members limits the range of the terms of trade
sponsors can insert into their environments. For hotels and shopping centers, the
cost of exit is practically zero. About all that is involved is the time it takes to change
hotels. Cities where people primarily are renters would seem to be in a similar posi-
tion, with the only significant difference being the length of apartment leases.

It is with owner-occupied housing that exit costs become significant. One ele-
ment of that cost is the necessity of selling a house, and perhaps buying another one
in another city. Financially, those costs run in the range of 5% of the price of the
house these days, while also typically entailing a significant amount of time to move
from one locale to another. But financial costs are only the most visible form of cost.
Among other elements of cost are what might be called affective costs. These refer
to various emotional sentiments and ties that connect a person or persons to a par-
ticular place of residence. All of these are forms of locational rents, and such rents
exist in a dialectical tension. On the one hand, rents are the sources of joy in life, for
they speak to what is freely available as against being purchased through making
tradeoffs across margins. On the other hand, rents open people to be exploited, as
through being on the losing end of triadic exchanges.

As a general proposition, we can say that the ability of political organizers to
support the extraction of rents varies directly with the cost of exit from the jurisdic-
tions they manage. In this respect, the original American constitutional order not
only featured small government in general but also featured mostly local govern-
ment. The direction of movement within American political economy for well over
a century has been the replacement of local with national activity, which led Michael
Greve (2012) to describe the de facto American Constitution has having been turned
upside down. The original American Constitution was founded both on securing
competition among governments and on dividing and separating the political power
that resided within the federal government. The direction of movement within the
American constitutional system has been one where the federal government has
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served as the agent for cartelizing what had been a competitive system of govern-
ments, as such sources as Aligica and Tarko (2012), Boettke (2007), Epstein (2014),
Holcombe (2002), Ostrom (1987, 1997), and Wagner (2006, 2014) explore.

6 From Wicksell to Buchanan and His Unfinished
Analytical Agenda

Richard Wagner (2017) explains that pretty much the entire corpus of James
Buchanan’s scholarly work can be traced to the seeds contained within the first
scholarly paper he published (Buchanan 1949). There, Buchanan contrasted organ-
ismic and individualistic approaches to public finance. By organismic, Buchanan
included nearly the entire corpus of public finance wherein the state was treated as
some goal-seeking entity. For those theorists, there was no significant difference
between theorizing about the public finances of monarchies and theorizing about
the public finances of democracies. For monarchies, there was a real person who
directed the activities of state. For democracies, a real monarch was replaced by
some such fictional notion as public interest, social contract, or social welfare func-
tion as these notions were guided by the propositions of welfare economics.

In contrast to the public finance theorizing of his time, Buchanan (1949) sketched
the contours of what a theory of public finance might look like within a genuinely
democratic regime. Most significantly for Buchanan, a genuinely democratic theory
of public finance would operate through genuinely dyadic exchanges. How that
might be accomplished is not an easy question to address, but Buchanan identified
two prime sources of inspiration: Knut Wicksell (1896) and Antonio de Viti de
Marco (1936). Wicksell set forth what later was translated (Wicksell 1958) as “A
New Principle of Just Taxation.” For Wicksell, justice in taxation required a quid pro
quo between the taxes people paid and the values they placed on governmental
activity. Similarly, de Viti de Marco (1888, 1936) distinguished between coopera-
tive and monopolistic forms of democracy, with the cooperative form being similar
to Wicksell’s notion of just taxation. This way of thinking about public finance got
underway at the end of the nineteenth century and became known as the benefit
principle of public finance in its effort to treat state activity as having similar proper-
ties to the consumer sovereignty associated with market processes of economic
organization. Indeed, de Viti referred to “tax-prices” to indicate a congruity between
political and market activity, as Eusepi and Wagner (2013) note.

In his well-received review of the efforts by Wicksell (1896, 1958) and Erik
Lindahl (1958 [1913]) to develop the benefit principle, Richard Musgrave (1939)
asserted the impossibility of pursuing that development because he claimed people
would not reliably reveal their preferences for political activity. In what became
canonical papers in the theory of public goods, Paul Samuelson (1954, 1955) rein-
forced Musgrave’s assertion. The Musgrave-Samuelson assertion held that public
finance must necessarily be the domain of the arbitrary imposition of power because
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it was impossible to incorporate individual valuations of public activity into politi-
cal outcomes. With respect to Fig. 3, market processes could reflect individual valu-
ations, but political processes could not. Political outcomes could not be explained
because they were arbitrary impositions by those who held political power. One
might hope the holders of democratic power will be beneficent, but the use of that
power will be the choice of the holder in any case.

In contrast to Musgrave and Samuelson, James Buchanan (1967, 1968) took sev-
eral initial steps toward constructing a process-oriented explanation of political
activity. Construction of that agenda remains unfinished, indeed, has barely begun.
Buchanan explained that constructing such an approach to public finance required
shifting the analytical focus away from resource allocations and placing it instead
on the institutional and constitutional arrangements of governance. In other words,
Buchanan moved the focus away from G in Fig. 3 and placed it on the institutional
features denoted as public law. Whether a genuinely democratic theory of public
finance predicated on the proposition that people establish governments to promote
their common interests is conceivable reduces to the question of whether a substan-
tive statement of public law in Fig. 3 can be set forth. Knut Wicksell (1896) took a
major step in this direction. While Wicksell did not set forth a complete statement
of public law, a consideration of Wicksell’s scheme of thought along the lines that
Wagner (1988) sketches will provide a useful framework for exploring this prob-
lematic of democratic political economy.

Wicksell is commonly summarized as declaring that the prime principle of
democracy is unanimity and not majority rule (Buchanan and Tullock 1962). This
summary is certainly accurate, though it is also incomplete as a perusal of the
untranslated third essay in Wicksell (1896) will show. Wicksell thought democracy
should reflect consensus and asked how that principle of consensus might be incor-
porated into Swedish institutions and practices. Among other things, a vote stands
at the end of some political process. Much material of interest lies in the actions and
activities that precede a vote. Wicksell recognized that unanimity would give every-
one a veto over collective action, which could prevent many desirable activities
from being undertaken. For this reason, Wicksell advanced such pragmatic rule as
five-sixths, seven-eighths, and similarly highly inclusive rules. Beyond a voting
rule, we may reasonably conclude that Wicksell thought of democracy as a process
for governing through consensus among affected parties which could be illustrated
by but not reduced to a voting rule.

In this respect, it is useful to consider briefly Wicksell’s full contribution toward
articulating a scheme of public law that would complement the market-affirming
framework of private law. To start, Wicksell thought it violated liberal principles for
people to be represented by people they opposed. The quality of being represented
was substantive and not formal for Wicksell. To achieve this quality requires a sys-
tem based on proportional representation, which in turn requires the selection of
multiple candidates per voting district. How many candidates depends on presump-
tions about the extent of heterogeneity within the population. Wicksell presumed
that Sweden was relatively homogeneous, so could be represented through a relative
handful of political parties. The central presumption behind such proportional
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representation was that a parliament so selected could approximate a miniaturiza-
tion of the Swedish society. To the extent this miniaturization was achieved, consen-
sus within parliament would translate into consensus within Sweden.

With a parliament selected by proportional representation and faced with a
highly qualified voting rule, the challenge becomes one of passing business through
that parliament. Wicksell thought that Sweden could be reflected in miniature
through a relative handful of political parties. Each party could sponsor legislation
but would have to achieve concurrence from most if not all of the other parties to be
successful. To operate in this fashion, it would be necessary for any proposed legis-
lation to be accompanied by a proposal to cover the cost. In this way, the Swedish
budgetary process would entail tax earmarking on a gigantic scale, with each pro-
posal to spend money accompanied by a proposal to cover the cost. The motiva-
tional force behind this budgetary process was to render Swedish budgeting
congruent with a substantive consent of the governed, in contrast to the purely for-
mal notion that whatever government does reflects consent of the government
because that is the way democratic governments inexorably operate.

Even more, Sweden had an executive in the form of a monarch. With parliament
operating by a principle of near-unanimity, the monarch could fulfill the entrepre-
neurial position of recommending programs for parliamentary consideration, recog-
nizing that such programs would be adopted only if they received nearly unanimous
support from the members of parliament. This Wicksellian constitutional program
reflects one particular approach to developing an institutional arrangement of public
law that would complement the market-sustaining arrangement of private law.

The Italian theorist of public finance, Antonio De Viti de Marco (1888, 1936)
thought along similar lines as Wicksell, only without entering into the institutional
details that attracted Wicksell’s attention. De Viti distinguished between two forms
of democracy, which he denoted as cooperative and monopolistic. Cooperative
democracy reflected the same consensual principle that animated Wicksell’s ideal
institutional framework. Monopolistic democracy illustrated the operation of demo-
cratic processes in the presence of high costs of exiting from political relationships.
It is worth noting that de Viti spent 20 years as a member of the Italian parliament,
elected from his home district near Lecce. In a collection of essays, de Viti de Marco
(1930) chronicled 20 years of political struggle against the forces and processes of
monopolistic democracy, indicating that de Viti though that the monopolistic model
occupied the foreground of Italian political economy. Regardless of such matters,
Wicksell, de Viti, and Buchanan all recognized that the challenge facing a genuinely
democratic theory of public finance and political economy was institutional and
constitutional in nature. In this recognition, these theorists tackled the “who guards
the guardians™ question from antiquity, only they approached it from the substantive
direction of realistic institutional and constitutional provisions.
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7 A Closing Comment

It is conventional to treat market action and political action as distinct types of activ-
ity subject to different analytical principles. In this respect, one could treat market
interaction as governed by alienable property rights while collective action reflects
some kind of teleology. This scheme of thought leads to a sequential mode of think-
ing where market interaction writes the first draft of social life, and with collective
action perfecting that first draft. This is the standard analytical scheme of welfare
economics, This scheme of thought has analytical simplicity and tractability on its
side, This scheme of thought, however, is surely a fictional construction that adheres
to the presumptions of benevolent despotism. Yet thus analytical framework is based
upon an assumption about knowledge that is fictional and not real.

It is wrong headed to assume that the relevant knowledge for economic activity
exists prior to choosing patterns of economic activity. To the contrary, economically
relevant knowledge arises in the process of economic action and not prior to it.
Collective action occurs conterminously with market action, though we know less
about collective action than we know about market processes. Much work remains
to be done by way of constructing a theory of democratic political economy where
there is no gods-eye view of the phenomena of political economy. To the contrary,
that phenomena is continually in the process of being assembled and reassembled,
which in turn brings emergent phenomena into the analytical foreground.
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Swimming in a Tuxedo: A Systems Theory
Approach to Understanding Politics

Check for
updates

David J. Hebert

Abstract This chapter seeks to explain the broad dissatisfaction among the general
population of observed political outcomes. To illustrate this, this chapter discusses
the growth of the federal tax code over the last century. Despite there being near
universal public support for a tax code that is shorter, simpler, and contains fewer
loopholes, the precise opposite is provided each year. To explain the disconnect
between desires and outcomes, this chapter puts forth a systems theory of politics.
Where markets can be thought of as a system driven by competition, politics is best
thought of as a system driven by precedent.

Keywords Competition - Markets - Politics - Systems theory

1 Introduction

Suppose that we have a bachelor who is getting dressed in the morning for the day’s
activities. This bachelor plans on going golfing in the morning, swimming in the after-
noon, and to a black-tie dinner in the evening — a busy day, to be sure. With these activi-
ties in mind, he dons a pair of golf shoes, a bathing suit and a tuxedo jacket, and sets
about his day. Regardless of the quality of any one of these pieces of his outfit, the
resulting ensemble would fail spectacularly throughout the day and at all three activities.

While this example is admittedly absurd, it is an apt analogy to characterize the
US tax code today, which currently occupies some 70,000 pages.! is currently a tool
used to accomplish a myriad of different but incongruent tasks. Paul (1997) argues
that these incongruencies, and the attempts to resolve them, are a major source of
tax code complexity. Consider the following: the consumption of cigarettes is taxed
in all 50 states to varying degrees as a means of curbing their consumption due to
their negative effects on public health. Producing cigarettes is also subsidized

'There is some dispute of this number, with some reporting that the US tax code is roughly
400 pages in length. This disparity comes from
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through farm subsidies to tobacco at both the federal and state level both as a gen-
eral subsidy to farming and specifically as for tobacco. We can also look to the
disparate rates at which capital gains and income are taxed, recalling the now-
famous example of former Apple, Inc. CEO, Steve Jobs, being paid a salary of a
mere $1 per year for his services. Collecting the optimal rate of taxes on a per-per-
son basis as explored in Lindahl (1958) and Mirrless (1976) remains elusive in light
of individuals’ ability to strategically classify their earnings under different head-
ings which are taxed in different ways.

This chapter seeks to explain political outcomes, and specifically the general
public’s broad dissatisfaction with them, by using a systems theory approach.
Systems theory is the idea that there is a relationship between the whole and its
parts. Specifically, each part is interrelated and connected with other, proximate
parts. In any system, not only must each individual part perform well but all parts
must also work well together. If a part does not perform well or does not work well
with the other proximate parts, the system as a whole will perform significantly
worse — not just only slightly worse. For example, a car’s engine can be thought of
as a system. A serpentine belt failure will result in a total and complete failure of the
engine, not just a slight reduction in the operability of the engine, even if the rest of
the engine is of extraordinarily high quality.

Systems are everywhere. There are biological, ecological, and environmental
systems some of which are purportedly in dire need of attention lest we cause irre-
vocable harm. Economists also make plenty of references to systems. We have vari-
ous retirement systems, the tax system, and the budget system, to name just a few.
More broadly, we have political systems, market systems, and cultural systems. We
even treat “system’ as an adjective in some cases as is the case with systemic bias.
Despite this word’s wide usage, very few economists take seriously the notion of
systems theory and how it applies to understanding the world in which we live,
instead opting to resort to some form of a representative agent type model. One
economist who does not suffer such a shortcoming is Richard Wagner in Politics as
a Peculiar Business (Wagner 2016).

While Wagner uses systems theory in his work, he highlights residual claimancy
and issues of scalability as potential areas of tension. This chapter takes a different
tack and instead explains the wide divergence in the satisfaction of outcomes in
markets and politics as a result of the interchangeability of parts of the systems. In
doing so, this chapter does not so much correct a problem in Wagner (2016), but
rather extends it. Markets are characterized by dynamic changes through time while
politics is characterized by slow-moving changes. Some degree of this slow-moving
pace of change in politics may have been intentional in the founding of the federal
system of government Hebert (forthcoming).

Both markets and politics, as realms of activity, can be thought of as systems
with many parts that must interact with one another to produce any whole. Leonard
Read highlights the systemic qualities of the market by exploring each of the parts
that constitutes the whole of making a pencil (Read 1996) Likewise, Smith (1776)
does the same with the story of a wool coat. While these are systems with specific
ends in mind, systems can also been used to explain broader topics. For example,
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Paris gets fed (Bastiat 1964). In each of these systems, many parts must interact in
such a way as to produce the whole that is the outcome.

Political outcomes can also be thought of in this same systems theory approach.
Any law that passes will be the result of not just one person’s mind, but instead is
brought about in a quasi-market like process as explored in Hebert and Wagner
(2013) and Hebert (2016). With the U.S. tax code as an example, we can think of the
House Ways and Means Committee, the Joint Committee on Taxation, the Joint
Economic Committee, the House and Senate Committees on the Budget, both the
House of Representatives as a whole and the Senate as a whole, and the President
all as individual parts that must work in concert together to create and pass any tax
bill. Moreover, introducing time into this equation and noting that the federal tax
code, which today is made up of some 70,000 pages of text and definitions, is the
result of this same system operating over several periods makes this system even
more complicated to envision, but not imagine.

The difference between these two types of systems, markets and politics, that this
highlights is the ease with which parts can be substituted and the processes by which
those parts are substituted. In markets, the process of substituting one part for
another is relatively simple and commonplace. An automotive company is free to
purchase its steel, for example, from any steel producing company it wishes and can
thereby choose along dimensions of e.g. price and quality. In politics, however,
individual parts cannot be as easily substituted as each bill is assigned to the com-
mittees which have legislative jurisdiction over particular topics. Some committees
have very broad jurisdiction (e.g. the House Ways and Means Committee) while
others have comparatively narrower jurisdiction (e.g. the Joint Committee on
Printing, which oversees the Government Publishing Office). In either case, any bill
will be assigned in lockstep to certain committees and must go through these com-
mittees before going before the full chamber. Important in this is the notion of com-
mittee jurisdiction. As highlighted in Shepsle and Weingast (1987) and Martin and
Thomas (2013), committees have unique, non-overlapping jurisdictions over legis-
lative areas. They do not, however, have ipso facto jurisdictions over particular pro-
posals, which may touch on several legislative areas. A proposal may be put forth,
for example, that deals with taxing cigarettes as a means of improving health out-
comes. This proposal would fall under the legislative jurisdiction of committees
pertaining to both health and taxes, with the Chamber’s Parliamentarian and
Majority Leader ultimately deciding the legislative path that this proposal would
have to travel before reaching the Chamber’s floor for a full vote.

The rest of this chapter will be organized as follows: Sections 2 and 3 provides an
explanation of why parts must exist. Section 3 provides a systems theory approach
to understanding markets and politics, paying particular attention to the case of the
federal government in the United States.” Section 4 compares and contrasts the
behavior of parts within markets and politics. Section 5 provides concluding remarks.

2This is not due to some special status of the U.S. federal government — it is simply the institution
with which I am most familiar. The insights here apply with equal force, though with slight altera-
tion to the particulars, to any governmental system.
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2  Why Parts?

As a first step toward explaining a systems theory approach to anything, we must
recognize the existence of parts. Economists have a ready answer for the existence
of parts within market settings found in the related concepts of comparative advan-
tage, specialization, and mutually beneficial exchange. Not even One Big Cartel, as
Rothbard (2009) refers to, is able to exist for much the same reasons as highlighted
in Hayek (1937, 1945) — economic calculation. Economic calculation depends
vitally on the existence of market prices, which can only be generated in market
settings that are external to the Cartel. As Rothbard (2009) says, “When any of these
external markets disappears, because all are absorbed within the province of a single
firm, calculability disappears, and there is no way for the firm rationally to allocate
factors to that specific area. The more these limits are encroached upon, the greater
and greater will be the sphere of irrationality, and the more difficult it will be to
avoid losses. One big cartel would not be able rationally to allocate producers’
goods at all and hence could not avoid severe losses. Consequently, it could never
really be established, and, if tried, would quickly break asunder.”

But why have parts in a parliamentary assembly such as the U.S. Congress? After
all, if the argument advanced in this chapter is that the political system and the exis-
tence of its constituent parts at least contributes to the existing problems observed
today, it would seem like an easy solution would be to reduce the system to one part
known as “the whole.” The reason for parts can be found in de Jouvenal (1961).

Imagine as a start that we have a legislative body that has no committees. For
simplicity, we will assume that this legislative body is comprised of 100 individual
members. First of all, absent a framework for making decisions, this group is noth-
ing short of a mob (Brennan and Buchanan 2000; Congleton 2011). Let’s suppose
that a simple majority rule is used and that, prior to the vote, everyone in the assem-
bly is afforded 5 min of speaking time to discuss the proposal. Under this rule, the
meeting would be 8 h and 20 min long. This is problematic for two reasons. First, a
meeting of this length is wholly untenable and it is virtually impossible for any
person to reasonably be expected to pay attention for this amount of time. Second,
5 min is nowhere near enough time for a person to be able to articulate their position
in any sort of a meaningful way. Thus, this legislative body would end up with a
meeting of an untenable length where little of substance was said. Should the chair
of the meeting wish to make the meeting short enough to be tenable while still
affording everyone equal speaking time, they would have to reduce the amount of
time each person was allotted even further, which would only make each person’s
remarks all the less meaningful. If, instead, the chair wished to give everyone more
time to speak so that they could make a proper argument, the meeting time would
balloon into days on end, which would be untenable both from a logistical stand-
point and from the perspective of the participants, who must not only remember
each argument that they heard but also digest and assess each argument as well.

This also ignores the time-cost of actually reading the bills and any other relevant
materials. Hebert and Wagner (2013) introduces some rough calculations on the
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length of time it would take to read a bill as well as the expert testimonies that typi-
cally accompany such bills, finding that each bill would require about 11 h of read-
ing.® As the authors note that while this is a large amount of reading for one bill, it
is not insurmountable. However, in 2013, there were 6677 bills introduced to
Congress of which 861 ultimately passed. To be sure, not all bills will require 11 h
of reading (some of the bills are certainly perfunctory and require little to no read-
ing), but still, we can easily imagine even a staff of 20 people having a hard time
keeping up with the sheer volume of reading required to cast an informed vote on
each and every proposal.

A committee system can, in theory, resolve all of these issues.* It reduces the
number of people who are able to speak on a particular bill, which means that each
person can speak for a longer amount of time without causing the meeting’s length
to balloon out of control. It also reduces the amount of reading necessary for each
member of Congress to the bills over which they have jurisdiction.® Finally, it allows
the members of the committee to develop some degree of expertise in particular
areas of policy such that they have more meaningful insights to offer on particular
proposals and issues.

In many ways, the existence of parts in the political sphere mirrors the existence
of parts in the market sphere. In theory, both have their roots in the benefits to the
whole of specialization among the parts. Rather than task each person with doing
everything for themselves or some fraction of everything for the benefit of the
whole, each person is tasked with a specific step of a production process and spe-
cializes in doing that one particular step. Further, each part interacts with other
proximate parts in a specific way and only indirectly with other, more distant parts.
As above, the Sri Lankan graphite miners do not interact directly with the loggers in
California but are nonetheless connected. Likewise, the House Ways & Means
Committee does not interact directly with the Senate Budget Committee, but the
two are still likewise connected through the workings of Congress.

Despite this, having a system of parts rather than One Big Part do all the work
does have its downsides. While having specialized parts working together drasti-
cally increases the potential for output of any system, it also increases the difficulty
of trying to assign blame when a system does not operate properly. Consider a
Volkswagen Tiguan that, initially, operates without any trouble and is quite pleas-
ant. After some time, however, this car can no longer start and that the same problem
arises in a large fraction of Volkswagen Tiguans. First, it is very likely that
Volkswagen will accept responsibility for this and offer some sort of recall/repair
program at no charge to the owner. Second, Volkswagen will begin work on figuring

3This assumes an average reading speed of about 250 words per minute, 60 pages for the bill, and
five to seven, 30 page expert testimonies

*Though Hebert (2018) and Hebert and Wagner (2018) argue that there may be cause for concern
with the real-world implementation of this theoretical solution.

SThough this can also be detrimental, with Nancy Pelosi’s famous remark of “we have to pass the
bill so that you can find out what is in it” referring to the Affordable Care Act in 2010 highlights
this.



32 D. J. Hebert

out what is causing the problem. A car not starting can be caused by a failure in a
litany of different components; perhaps the starter motor is broken or maybe the
engine is somehow seized. Regardless, Volkswagen will undertake the costly activ-
ity of figuring out what is going wrong and come up with a solution. Going forward,
they may choose to work with a different vendor when purchasing e.g. their starter
motors, switching from perhaps Duralast to Valeo. In this case, Volkswagen would
be substituting a different part in their production process to produce the whole that
is the Volkswagen Tiguan. What should be clear is that in the case of market partici-
pants, blame can be assigned and changes can be made to address any potential
problems.

In the political setting, however, this is not as easily done. In the case of the
United States, the federal tax code occupies some 70,000 pages. When asked, only
16% of Americans view the current tax code as “fair.”

This should seem a bit odd since all legislation requires at least a simple majority
to pass. To be sure, in a representative democracy, it is easy to see how less than a
majority of voters can support an issue that nonetheless gets a majority of represen-
tatives’ votes (see Buchanan and Tullock (1962, Appendix A)) but such a wide dis-
parity is slightly harder to imagine. While at a superficial level, it is easy to blame
Congress for passing such a tax code, difficulties arise in figuring out which part,
exactly, is to blame for the observed outcome. This is in part because of what
Wagner (2016) refers to as the “shell game” of politics where the analytical focus is
placed on the outcome without digging deeper into the workings of the system. This
leads, as Podemska-Mikluch (2014) discusses, to asking the wrong questions about
the nature of the problem. With the wrong questions being asked, there is little to no
hope of a truly corrective answer being given. The proceeding section highlights
what would be necessary to ask the correct type of questions.

3 Markets and Politics as Systems

At a surface level, it is relatively straight-forward to imagine a market as a system,
even though this is often neglected. Adam Ferguson’s (1767) famous remark that
“nations stumble upon establishments, which are indeed the result of human action
but not the execution of any human design” and Hayek’s descriptions of spontane-
ous orders can be thought of in terms of systems theory.

We can think broadly, as Wagner (2016) does, of society as consisting of two
levels: an action level and a system level.® At the action level are the individual
people who perform tasks. It is at this level where action takes place, as the indi-
vidual parts of a system perform actions. At the system level are the observed

®Wagner distinguishes between robotic and creative systems, where a robotic system would
describe individual mechanical parts that perform a task but do not actively choose (e.g. a coffee
maker) where a creative system is characterized by parts that do choose (e.g. people). This chapter
is concerned only with creative systems.
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outcomes of the actions and interactions of the people/parts. Here, no action takes
place as it is simply the result of the actions that took place at the action level. By
way of example, we can think of traffic patterns along a highway that is congested.
At the action level are the individual people who are driving their cars down a high-
way, each acting and interacting in various ways. At the systems level, if there are
too many cars on the highway, we would observe a traffic jam, whereby some of the
cars must slow down briefly in order to avoid collision and can then speed up once
traffic clears. Looking down on this traffic pattern from the sky, we might see a traf-
fic jam that grows and shrinks. Obviously, there is no such entity as a “traffic jam”
that is growing or shrinking, but rather this appearance is the result of the individual
drivers driving down the road and interacting with one another. As another example
that Wagner likes to use, we can think of a game of billiards (see, for example,
Wagner (2012, pg 24-25)). The action level is the player moving the cue stick in
such a way as to strike the cue ball into the object ball whereas the systems level is
the dispersion of the various non-object balls around the rest of the table as a result
of the cue ball striking the object ball.

We can apply this same insight to the production of any product. Looking at
Read (1996) we can see that there are many individual parts that comprise the sys-
tem that produces a pencil. There is the logging company in Northern California and
Oregon which must fell the cedar trees of straight grain and the trucking company
that produced the trucks that carried the cedar logs to the mill in San Leandro,
California. Later in the process, graphite from Sri Lanka, clay from Mississippi, and
candelilla from Mexico are all combined to make the leads that go into the pencil.
And so on, ad (virtually-) infinitum. Read concludes his essay by noting “the
absence of a master mind, of anyone dictating of forcibly directing these countless
actions which bring [a pencil] into being.” Read is correct. The pencil is a result of
a system that produces pencils, but the system itself was not designed by any one
person nor is it actively coordinated by any one person or any group of persons.

Systems can, and do, evolve over time. There is little doubt that some logging
companies have vertically integrated with, for example, lumber mills and that now
the system which produces a pencil might be in some sense smaller than it was back
in 1958 when Leonard Read first wrote his essay. Alternatively, it might be larger as
companies divide along lines of specialization.

New parts can also rise and established parts can whither, harking back to
Schumpeter’s insights of creative destruction. Despite this, this change to the sys-
tem did not occur as a top-down command by some coordinator of the system.
Instead, it emerged from the bottom-up as individual parts merge, split, or morph
into new parts that were previously unimagined.

It is also important to recognize that not every part of a system is directly con-
nected to every other part of a system, which reflects the idea that knowledge is
dispersed among society (Hayek 1937, 1945). The miners in Sri Lanka do not
directly interact with, for example, the loggers in California, but their actions do
affect and are affected by one another. For example, a forest fire in California which
destroys a large amount of cedar trees would cause an increase in the price of lum-
ber. This would cause the pencil-making company to produce fewer pencils, which
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in turn would lead them to purchase less graphite from the Sri Lankan miners. In
today’s world of increasingly available information and news coverage, the miners
in Sri Lanka may become aware of the forest fire in California through watching the
evening news or reading a world news report, but the exact effect (if any) that this
would have on them would still remain unclear. In any event, the effect of such an
external force on one node or part of a system would cause, through the workings of
the system, changes in the behaviors of other, more distant nodes.

Like markets, we can also think of politics as a form of system. Hebert and
Wagner (2013) does this, albeit without describing itself as a systems theory
approach to tax policy. There, the authors describe the process by which a well-
intentioned politician would have to complete in order to affect a change in the
federal tax code. First, this politician would almost certainly need to have a seat on
the House Ways and Means Committee, as Article 1, Section 7, Clause 1 of the
U.S. Constitution (often referred to as the Origination Clause) states that all bills for
raising revenue must originate in the House. The House Ways and Means Committee
was first established as a standing committee in 17957 and was given explicit juris-
diction over taxes and spending, the latter of which was separated and given to the
newly created Appropriations Committee in 1865 (Kennon and Rogers 1991). This
committee is comprised of six subcommittees (Health, Worker and Family Support,
Oversight, Select Revenue Measures, Social Security, and Trade), each of which has
jurisdiction over tax policy pertaining to those areas. In cases where jurisdiction is
not clear, the Chair of the committee can ultimately decide which subcommittee has
jurisdiction. As is often the case, however, a proposed tax bill may affect areas of
policy that fall within multiple subcommittees. In these cases, each subcommittee is
given jurisdiction over writing the relevant parts of the proposal, which are then
stitched together in much the same way (as Hebert and Wagner (2013) describes)
that Frankenstein’s monster is stitched together.

The above outlines the systematic qualities of just one committee involved in
passing a hypothetical, very narrow bill on “taxes.” Even in this case, it is clear that
systems are at play. In the real world, proposed bills are not so simple and many
different committees may have a legitimate jurisdictional claim to a bill. Despite
this, a proposed bill would be referred to a single committee for consideration and
mark-up. This changed in 1975 and again in 1995, when the rules of the House were
changed. As a result of these two rule changes, any piece of legislation may now be
sent to multiple committees, with the caveat that if legislation is referred to multiple
committees, it must either be considered in its entirety by one committee at a time
(in a process known as sequential referral) or the legislation may be split into mul-
tiple parts, each of which can be considered by one committee at a time (a process
known as split referral).

Thus, when deciding where to refer proposed legislation, the Speaker of the
House has three options: (1) refer it to a single committee and only to that committee,

"Though a Ways and Means Committee was established in the First Congress in 1789, it was dis-
banded after a mere 8 weeks
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(2) refer it sequentially to more than one committee, or (3) split the proposed legis-
lation into multiple parts and refer it to multiple committees simultaneously.
Because of the tremendous power that this creates, the Office of the Parliamentarian
(which was created under Article 1, Section 5 of the Constitution) is charged with
advising presiding officers, members, and staff of procedural questions as well as
historical precedent. The principle of stare decisis is held to by the Speaker, with the
parliamentarian providing clarification on earlier and pertinent precedents. While
there are no formal rules that require the Speaker to abide by the advice and counsel
of the parliamentarian, both the House and the Senate have strong informal rules
that make deviations from the parliamentarian’s counsel exceedingly rare which is
more commonly known as the deference norm (Martin and Thomas 2011).

A key insight here is that once the Speaker of the House (in consultation with the
House Parliamentarian) has decided the referral path, the system that will ultimately
produce the bill is, for all intents and purposes, set. The only way for this referral
path to be changed is for the bill itself to be entirely withdrawn, a new proposal writ-
ten, and re-submitted to the Speaker for new consideration. Even if this were to
happen, the bill would, through the principle of stare decisis, be very likely to
receive the same referral path. A clever politician who is familiar with past prece-
dent for bills might seek to craft a bill in such a way as to influence the Speaker’s
referral decision. They might also, through bargaining with the Speaker, try to influ-
ence whether their bill is referred sequentially or split into multiple parts, but the
amount of influence that any individual politician can wield in this situation is lim-
ited, again due to the office of the Parliamentarian and the strict observed principle
of stare decisis and the deference norm.

What should be clear is that, while both markets and politics are comprised of
systems, these systems operate under different rules. In the market setting, it is very
much a system driven by competition. In politics, however, this system is driven by
precedent. This difference is what causes the large disparity in the satisfaction
between markets and politics.

4 The Behavior of Parts

Markets and politics share more in common than is often recognized. They are both
comprised of individual people operating within a framework of rules who are all
striving to do the best that they can to advance whatever interests they have. And as
Wagner (2016) argues, “political enterprises must attract supporters just as must
commercial enterprises.”

In markets, any single part of a system can be replaced at any time if it is not
performing well enough by the standards of some other party, whether they be a part
of that system or not. As the common phrase goes, “build a better mousetrap, and
the world will beat a path to your door.” While not typically thought of in these
terms, this insight can be taken to mean that any part which does not add sufficient
value relative to its cost will be discarded in favor of another, comparable part.
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Further, this quest to change parts of a system for better parts marches on; if a better
part exists (or if a system as a whole can be changed in some way for the better),
entrepreneurs will find it.

This puts tremendous pressures on any existing market enterprise. In order to
continue, each must be constantly evaluating its processes of production, searching
tirelessly for even the smallest of margins upon which to improve. The successes
and failures of these endeavors are communicated through profits and losses.
Successfully providing sufficient value relative to cost is evidenced through the
earning of profit. Examples of this abound: Amazon has completely revolutionized
the shipping industry. Netflix fundamentally changed the way that video media is
delivered to consumers. Companies like Uber and Lyft have dramatically changed
personal transportation. Failure to provide sufficient value relative to cost (and to
find such margins for improvement) will eventually result in the demise of that
enterprise, which is experienced as losses for its owners and workers. Notable
examples of this include Blockbuster, Toys “R” Us, and Radio Shack, each of which
failed to keep up with changing technologies and consumer preferences.

Contrast this with congressional committees. In the House alone, there are 23
standing committees and 802 total committee assignments.® Each of these commit-
tees is given jurisdiction over bills pertaining to particular topics. Thus, if a pro-
posed bill would affect, e.g. national parks, it would go before the U.S. Senate
Energy and Natural Resources Committee, and specifically it is subcommittee on
National Parks in the Senate and the Natural Resources Committee in the House of
Representatives. Unlike their market enterprise counterparts, these political enter-
prises cannot be substituted. If a Congressperson or voter is unhappy, for whatever
reason, with the bills that come out of a particular committee, there is no means by
which that committee could be substituted with another, more effective committee.
In other words: there is no competition among parts within Congress.

Despite the potential pitfalls here, there are benefits to this type of arrangement.
Chiefly, having this requirement prevents any one individual member from exercis-
ing too broad of power. However, each member of a committee wields significant
specific power in the sense that any bill that falls within the jurisdiction of their
committee will almost certainly be considered by that committee prior to being
brought to the floor of the chamber for consideration. In the event that the bill some-
how bypasses the committee stage, a point of order can be raised which would refer
the bill to the committee. Having this power of consideration is what gives rise to
the “political bazaar” that Wagner (2016, pg. 163) refers to, where “members of
parliament are engaged in putting together legislative deals that will attain concur-
rence among the relevant set of parliamentary members, starting with the relevant
committee and then extending to the full assembly.” Individual politicians must
have something of value that they can bring to the exchange. While their support
through a vote in the affirmative is certainly necessary, it is insufficient absent the
ability to write that which will be voted on to begin with.

$These figures do not include Joint committees
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Another area where market parts and political parts differ can be found in the
discussion of the water-diamond paradox and the importance of marginal analysis.
In market settings, it can be said that “the automotive industry” is beholden to “the
steel industry” for the production of car frames. To say so, however, is to commit the
same fallacy as the water-diamond paradox that puzzled economists up until the
marginal revolution. In this example, notions of the automotive industry and the
steel industry are an oversimplification, as there are many participants in the auto-
motive and steel industries. Each participant is constantly competing against one
another for business. So while on the surface, it is true that the automotive industry
could not exist without the steel industry, no participant of either industry is beholden
to any participant in the other industry. General Motors is free to purchase steel
from ArcelorMittal, China Baowu Steel Group, Nippon Steel & Sumimoto Metal,
Sabre Steel, Inc., Eagle National Steel, or Beartech Alloys, Inc., to name just a few
steel companies. Likewise, these steel companies are free to sell their steel to
General Motors, Ford Motor Company, Chrysler, Honda, Toyota, Hyundai, and a
litany of other automotive companies (and other, non-automotive companies). As
such, no one company in either industry is beholden to any one company in the
other industry.

However, in the political arena, there is a much greater degree of beholdenness
to parts. Any bill that deals with taxation must, per the Constitution, originate in the
House Ways & Means Committee. If the bill is going to entail spending, it must go
through the Appropriations Committee and its relevant subcommittee and most
likely the Budget committee of each chamber. If it has to do with anything affecting
the financial services industry, the bill must go through each chamber’s Finance
committee. Further, the person drafting the legislation has no control over the sys-
tem that will ultimately produce the bill as the committee assignment process is
entirely decided by the Speaker of the House and the Parliamentarian. Because of
this, the incentive of any individual politician is to gain a seat on the most powerful
committee that they can. In the case of the U.S. House of Representatives, these
committees are typically recognized as being the Appropriations, Rules, Ways &
Means, Energy & Commerce, and Financial Services committees.

Hebert and Wagner (2018) discusses how political parties themselves are interest
groups and not mere disseminators of information to the general public, as modeled
in Denzau and Munger (1986) and Mueller and Stratmann (1994) or clearinghouses
for vote-trading activities (Stratmann 1992). Rather, political parties have their own
interests and act not as passive or neutral intermediaries between voters and politi-
cians but instead shape the discussion around particular topics in such a way as to
achieve the party’s goals and the goals of the individual party members. Likewise,
Hebert (2018) graphically demonstrates how control over selection of committee
members can and does influence the final outcome of a proposed piece of
legislation.

Combining these insights, the incentive of any particular politician are not neces-
sarily in line with the wishes of their constituency. It may be, but importantly, it also
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may not be.’ Instead, their incentive is to sufficiently appease the group in charge of
assigning committee seats such that they can gain a seat on the above-mentioned
committees. Once there, however, they must continue to appease the Speaker of the
House and a select few other party members lest they be removed from a committee.

Thus, the incentive of any individual part of the system that produces legislation
is not necessarily to work well with other, proximate parts, but instead to do what
the Party wishes them to do. This creates a lack of coherence among the parts within
the legislative system, stymieing production. As discussed in Hebert (2019) this is
actually a feature of the legislative process and not a bug: “the underlying principle
guiding the original writing of the Constitution was one of caution. It was not
designed to empower good people or to enable ‘good’ to be done, but rather to pro-
vide numerous means through which a small number of politicians could prevent a
bill from becoming law.” Today, however, government activity comprises some 40%
of all economic activity in the US. Because of this, what government does has a real
and discernible effect on the day-to-day lives of citizens. With a system explicitly
designed to be unproductive being comprised of parts that cannot be substituted and
operated by people whose incentives are not guaranteed to be in-line with the desires
of the citizens themselves, an unproductive and unsatisfactory outcome can be the
only result.

5 Conclusion

Viewing markets as systems is an analogy commonly used among economists.
Despite this, few economists actually engage in systems theory, instead opting to
collapse an entire system into some sort of a representative agent model. While this
is not wholly useless, it does render some important questions unanswerable and
perhaps even unasked. Applying systems theory to the realm of politics and using
the tools of economics is a relatively unexplored area. This chapter seeks to rec-
tify this.

This chapter began with the analogy of a bachelor wearing golf shoes, a bathing
suit, and a tuxedo jacket and noted that the resulting ensemble would fail spectacu-
larly throughout each of the day’s activities. With the increased scope (and scale) of
the tasks that have been assigned to government, this illustration accurately charac-
terizes the current state of government today. With the individual parts all acting
independently and not in concert with other, proximate parts, the full ensemble
loses the ability to be effective at anything. This is different from the knowledge-
problem identified by Austrian economists and also different from the incentive-
problem as it is typically extolled by public choice economists. Instead, this new

Further, Hebert and Wagner (2018) discusses how even well-informed constituents could end up
supporting measures that are actually counter to their own wishes.
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problem is a systemic one, which provides a starting point for new questions and
explanations into problems in political economy.
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Complex and Entangled Public Policy:
Here Be Dragons
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Abigail Devereaux

Abstract The tools and concepts of the emerging field of complexity science—Ilike
agent-based modeling, network theory, and machine learning—can offer powerful
insights to economists and crafters of public policy. Complexity science enables us
to explicitly model relationships between individuals and institutions, asymmetric
information and influence, the emergence of unplanned emergent social orders, and
dynamically adaptive individuals. In the last few decades the tools of complexity
science have been applied to the problem of public goods provision, correcting
hypothesized behavioral biases, and raising the efficiency of policy implementation.
These analyses often lack public choice perspectives, which may complicate and
even obviate their findings when the designer becomes entangled with the complex
structures in his models. Furthermore, there remains a good deal of work to be done
to harmonize traditional public choice work with the tools and insights of complex-
ity science. Uncharted waters must eventually be charted; we hope to begin in such
a way that avoids the worst of the dragons.

Keywords Complexity economics - Public choice - Entangled political economy -
Machine learning - Agent-based modeling

JEL Codes H40 - H50 - P41 - P48 - P50

1 Introduction

In our hour of greatest need, societies around the world are left to grope in the dark without
atheory. That, to us, is a systemic failure of the economics profession. (Colander et al. 2014).

In the wake of the 2007-8 financial crisis, there arose another crisis: a crisis in
confidence about the methodological underpinnings of modern macroeconomics,
namely, the theory of dynamic stochastic general equilibrium (DSGE)
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(Romer 2016; Stiglitz 2018). The theory of DSGE is simplistic to be analytically
tractable, and the models used for policy-making (by, say, the Federal Reserve) are
further stripped of most of their economic realism. In the aftermath of the financial
crisis, complexity economists argued that equilibrium theorizing in general cannot
explain phenomena crucial to understanding booms and busts, like heterogeneous
expectations, cascades, herding effects, and phase transitions (Helbing and Kirman
2013; Farmer and Foley 2009).

The 2007-2008 financial crisis also led some complexity economists to make
policy statements, some broad and focused on the fundamental relationship between
experts and the economy, and others, more detailed. Brian Arthur, one of the fathers
of complexity economics, stated that

...complexity teaches us that markets left to themselves possess a tendency to bubbles and
crashes, induce a multiplicity of local attractor states, propagate events through financial
networks, and generate a sequence of technological solutions and challenges, and this
opens a role for policies of regulating excess, nudging towards favored outcomes, and judi-
ciously fostering conditions for innovation. (Arthur 2014: 23-4).

The message sent by complexity economists post-crisis is clear: it is no longer
enough to theorize about crises in terms of dampened harmonic oscillator models,
indicators and shocks. But how true is the claim that the turbulent nature of markets
is due largely to (1) “markets left to themselves,” and that turbulence implies (2)
“policies of regulating excess,” (3) “nudging towards favored outcomes,” and (4)
“fostering conditions for innovation™?

Complexity science enables us to explicitly model relationships between indi-
viduals and institutions, asymmetric information and influence, the emergence of
unplanned emergent social orders, and dynamically adaptive individuals using the
many and myriad tools of complexity theorizing like graph theory, game theory,
systems theory, agent-based modeling, machine learning on massive data sets, and
algorithms that guide or automatize decision-making. With these tools, complexity
economists hope to explicitly model economic phenomena that feature dynamically
adaptive individuals, the emergence of unplanned social orders, the relationships
and feedbacks between individuals and social orders, asymmetric information and
influence, bounded rationality and choice using fast-and-frugal heuristics, and
open-ended evolution and growth.

As a complexity economist, part of my contribution to this conversation is to
bring the designer into his design, to remind ourselves that public governance
through the use of artificial intelligence (AI), algorithmic decision-making and
guidance, machine learning, and computational simulations must acknowledge
entangled political economy (Wagner 2016; Novak 2018). Entangled political
economy explicitly recognizes the difference between how agents make plans and
what they perceive it is possible to do as the system evolves; possibilities are a func-
tion of not just the will of system agents, but the joint activities of many special
interest groups and how those groups interact with the system’s predominant mode
of governance (Hebert and Wagner 2018). Experts can change how other agents in
the system plan, and what they believe it is possible to do, through the very act of
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intervening on the system; experts are themselves entangled with their design, and
with the agents they intervene upon (Koppl 2018).

The paper is organized as follows: Section 2 gives a short history of the develop-
ment of complexity economics, to prime the mind for the following sections. Section
3 introduces the cutting-edge tools of complexity economics, and how these tools
are being used to make policy. Section 4 is about dragons. Section 5 concludes.

2 The Development of Complexity Economics:
A Short History

Complexity in economics has a turbulent history befit its subject matter. In the age
of Adam Smith, complexity was the paradigm. In his Theory of Moral Sentiments,
Smith made much of how the rubric-happy casuists of the Catholic church were not
able to develop a code of all sinful situations and their rectification due to the innu-
merable significant subtleties that can shape any given situation and its solution
(Smith 2010 (1752)). Thus, the business of saving someone’s soul was not
programmable.

In the early twentieth century, a great shift occurred from economists treating
their subject as a study of heterogeneous entrepreneurs, intricate webs of trade and
factions, and complicated industries with detailed and specific constraints and chal-
lenges, to the physics of a ball rolling over bumpy terrain. Despite warnings from
Thorstein Veblen (1898: Ch 16) and Knut Wicksell (1898: xxx) about the limited
scope of using Newtonian physics to model important areas of economic analysis,
it took less than 40 years for analytically tractable rational agents and static system-
level equilibria to envelop mainstream economic theory.

In the mid-twentieth century, economics became a science focused on short-term
control, punctuated by the frequent discovery of puzzles unsolvable by idealized
“market” models. Throughout the mid-century, economists continued to trade
explanatory power for mathematical convenience, until theorists like Lewis (1985)
and Shafer and Sonneschein (1982) cast doubt on the core of economic theory’s
power, its purported generality and applicability. Alain Lewis, Kenneth Arrow’s
protégé, proved that excess demands were incomputable. This means that optimiz-
ing individual equilibria, then using representative optimizing agents to microfound
macroeconomics, predicts the existence of social optima that may or may not be
computationally realizable by individuals, markets, or policy-makers.

That is, Lewis discovered that attaining predicted neoclassical equilibria is gen-
erally implausible and may be impossible by any conceivable system of individual
and public choice.

In response to Sonneschein-Mantel-Debreu, economic methodology fractured
somewhat away from equilibrium theorizing, though these theories remain the
foundation upon which new scholars are trained (Rizvi 2006; Kirman 2004).
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Mechanism design theory—and its subfields computable general equilibrium the-
ory and algorithmic game theory—invoke approximation as a way saving the infra-
structure of fixed-point economic theory. Sadly, there is no known approximate
method for finding fixed points that can meaningfully parallel utility and profit
optima and thus avoid the issues discovered by the SMD theorem and by Lewis
(1985) (Velupillai 2008, 2016).

If excess demands are incomputable, then algorithmic and mechanistic searches
for ways to nudge systems from suboptimal to more-optimal outcomes must have
provably computable goals in mind. It is insufficient to prove there is a market fail-
ure in the traditional manner of neoclassical existence proofs and then conduct a
programmatical policy to alter the system to more resemble the neoclassical optimal
state, because we have not yet proved that the neoclassical goals are welfare-optimal
in a computable system.

At the same time control theorists were grappling with the implications of
Sonneschein-Mantel-Debreu and Lewis’s exposition of the noncomputability of
excess demands, bounded rationality theorists were laying the foundations for com-
plexity economics as defined by Brian Arthur (2014) and others (Gallegati and
Kirman 2012). Social scientists unconstrained by axiom systems yet pressured by
the exigencies of the Cold War conceived of different kinds of human behavior that
were neoclassically rational at the individual level but systemically irrational, and
vice-versa (see in particular Simon 1972 and Schelling 1978). Experiments showed
that real decisions were in many ways not neoclassically rational (Smith 2003).
Theorists of radical subjectivism warned of mistaking macroeconomics for micro-
economics, and vice-versa (Shackle 1972; Lachmann 1976).

Regardless of these discoveries, modern macroeconomics utilized for the pur-
poses of policymaking has been expressed in terms of equilibrium theorizing
(Romer 2016). Evidence has continued to accrue since Lewis’s demonstration that
is computationally hard or close to it for even moderately complicated individuals
and economies to attain a unique equilibrium (Papadimitriou 1994; Velupillai 2007,
Babichenko and Rubinstein 2016). Unfortunately for the economy, it took the global
financial crisis of 2007-2008 to make many (though not all) economists take seri-
ously the failings of using equilibrium theory for the purposes of policy.

Complexity scientists and complexity-aware economists loudly and publicly
implored their colleagues to take seriously heterogeneous agents, social networks,
feedbacks between agents and system-level variables, and evolutionary symmetry-
breaking, both to better theorize and to better inform policy (Haldane 2009; Haldane
and May 2011; Arthur 2014; Room 2011; Helbing and Kirman 2013; Colander et al
2014). Methodological purists requested a complete break from equilibrium theo-
rizing for the purposes of conducting policy, and methodological pluralists said the
new macroeconomics could accommodate the old “top-down” theories while
including new “bottom-up” methods better able to account for growth processes and
spontaneous orders (Colander and Kupers 2016). In the last few decades the tools of
complexity science have been applied to the problem of public goods provision
(Janssen and Ostrom 2006; Allouch 2015), understanding how policy might
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correct behavioral biases (Lombardi et al. 2012), and raising the efficiency of policy
implementation (Pedell and Sterling 2011).

How to conduct policy in a complex system depends on which complexity econ-
omist you ask. One complexity vision, the architect vision, is characterized by spe-
cific surgical kinds of regulation, nudging, and bottom-up innovation priming or
what Colander and Kupers (2016) call “getting the meta-conditions right” (see for
overviews Arthur 2014; Colander and Kupers 2016; Room 2011, 2016; and Sunstein
2018 on nudging). Experts use bottom-up tools like nudging and priming to move
the social system from a less socially desirable state to a more socially desirable
state, where states are typically modeled as basins of attraction rather than equilib-
ria. This is the vision I focus on in this article. Another vision, the normative vision
exposited (separately) by Alan Kirman and Graham Room, rejects the modeling
relevance of basins of attraction and other forms of convergence to more-or-less
steady social states, seeing the scope for policy as including normative prescriptions
like social equity and cohesion (Room 2016). Note that Room’s ideas encompass
both the architect and normative vision. I say relatively little about the normative
vision, as it abandons traditionally ‘economic’ goals of improving subjectively
determined welfare.

Still another vision, the creative vision exposited by Roger Koppl and Stuart
Kauffman, is skeptical of both top-down and bottom-up roles for policy-makers due
to the nonergodic evolutionary dynamics of creative economic systems, which tend
to thwart most attempts at directly designing social outcomes even using algorith-
mic methods (Devins et al. 2017; Felin et al. 2014; Koppl et al. 2015; Koppl 2018).
The creative vision sees individual, social, and political entrepreneurs as existing
and interacting with each other and the system they seek to alter, and does not
provide a specific scope for policy in the sense of a designer and her design. The
creative approach is the approach I take in analyzing complex social systems and
how policies affect them.

In the next section, I go through the primary tools of complexity economics in
order to orient policy-making in a complex social system, and to contextualize the
architect and creative approaches.

Then, we shall encounter the dragons.

3 The Cutting Edge of Complexity Economics

3.1 Agent-Based Modeling: Simulating the Entire Economy

Agent-based modeling (ABM) is an object-oriented programming methodology
that allows programmers to encode heterogeneous characteristics of economic
agents who then interact with each other based on a set of rules over time. The dis-
tribution of characteristics, the topology of the interaction space (network, plane,
donut, etc.), how agents are activated (when they can act), and the rules of interaction
between agents have significant consequences for how system variables in the
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simulation evolve through time (see Wilensky and Rand (2015) for an introduction
and Gallegati and Kirman (2012) for a comparison between ABMs and traditional
methods). Rather than starting with equations of interaction and a theoretical frame-
work, like utility maximization in rational choice theory, then solving for the requi-
site equilibria, agents are programmed with characteristics and behaviors and a
topology of connections, then the program is run for a certain (finite and typically
large) number of steps. System variables are statistically determined at cross-
sections of the evolution, to analyze the broader characteristics of the evolving sys-
tem and to compare between runs of the system under different conditions.

ABMs have been proposed as ways to model an economy as a complex adaptive
system under the acronym ACE, which stands for agent-based computational eco-
nomics (Tesfatsion 2003). ABMs have the benefit of allowing for heterogeneity of
agent characteristics, behaviors, and interactions. ABMs provide a mechanism for
how myopic and only partially rational microeconomic interactions may result in
macropatterned coordination over time without using linear aggregation. ABMs are
mainly limited by their deterministic nature, which doesn’t allow for much in the
way of endogenous creativity and open-ended evolutionary behavior (see Devereaux
and Wagner (2020) for a description of open-ended evolutionary economics).

One of the canonical examples of the kind of macropatterns explainable by
ABMs is the Schelling segregation model, wherein agents who are not explicitly
coordinating with each other to cluster in ethnicity-based groups and who do not
have strong ethnicity-proximity preferences nevertheless end up tightly clustered in
ethnicity-based groups (Schelling 1971). ABMs can be much more sophisticated
than the Schelling segregation model, however, both in terms of the variety and
topology of agent interactions, how the space of possible interactions changes
through time, and in how agents understand or model the way their actions correlate
with the outcomes they desire. Agent-based models were used to test the unique
new solutions arrived at in evolutionary game theory (Axelrod 1997). Agent-based
models describing the emergence of firms have large numbers of individual agents,
and complicated dynamics with unstable equilibria (Axtell 1999).

3.2 Graph Theory: Interactions on a Network Topology

Like for ABMs, social networks give us a way of modeling heterogeneously inter-
acting agents (in “integral” field space versus “nonintegral” discrete space, as
described in Potts 2000). Graph theory is the mathematics behind analyzing social
networks. Graph theory describes the properties of agents in a social network and
the connections between agents. When agents act, we analyze the results of action
in relation to the topology of the resulting graph, even if properties like agent attri-
butes change while the graph itself remains constant. We can describe graphs
through their shape via visual inspection, or through summary statistics when the
graphs get large enough. Summary statistics include the diameter of the graph
(the longest path-length between any given two nodes in the graph), the degree
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distribution (where high degree nodes have more connections than low-degree
nodes), and average path-length (Jackson 2010). We can also look at the density
and placement of microstructures, where microstructures are defined as minimal
subgraphs like stars and directed triangles.

The use of graph theory and the abandonment of the representative agent was
present in several “calls to arms” in reforming economic theory post-crisis (Haldane
and May 2011; Helbing and Kirman 2013; Acemoglu et al. 2015). Others are more
specific, suggesting that we model economic systems as locally-constructive
sequential games (Tesfatsion 2017). Graph theory can naturally model information
asymmetries, echo chamber effects, influence, information spread, and strategic
learning by constructing interaction topologies where agents possess direct knowl-
edge of their topological “neighbors” but not the entire set of all choosing agents
(Jackson 2010).

Regardless of its theoretical standing in the economic community, networks are
finding their use in many areas of economic analysis, including: financial networks
(Eisenberg & Noe 2001), employment and inequality (Calvé-Armengol and Jackson
2004), education (Calvé-Armengol et al. 2009), firm collaboration (Schilling and
Phelps 2007), “fake news” spread (Acemoglu et al. 2010), norm spread (Nakamaru
and Levin 2004), and work team formation (Devereaux and Yuan 2019).

3.3 Big Data and Machine Learning

Our experiences are becoming more intensely colored by artificial intelligence
trained on Big Data. Fitness apps remind us to record our weight and vibrate our
wrists when we are too sedentary. Crime apps alert us to real-time crimes happening
near our location. From anywhere in the world we can track the location and online
activity of our kids (Wagenseil 2020), monitor and manage our “smart” home
(Delaney and Colon 2020), and access footage from a dash cam. We are warned
during our commute of debris on the road or speed traps ahead by apps like Waze.
We can even report anti-social activity like the illegal sale or use of fireworks with
a quick snap of a picture (Business Wire 2017). Algorithms match us with prospec-
tive partners (Harrington 2015).

Big Data is the term used for massive stores of data, often personalized, and the
statistical and machine learning tools used to analyze that data. Which sites you
visit, where you drive, your fitness records and sleep habits—all form a chunk of the
data set that represents “you.” Understanding this data in order to make plausible
statements about how the data in your health records correlates with your fitness
data, for instance, is another matter. Simple statistics and econometrics can be used
if there’s a particular model in mind, but often data analysis on massive data sets is
handled using machine learning.

There are several different kinds of machine learning. One kind is deep learning,
which applies successive and different representations to the data constituting the
algorithm’s “layers.” How deep a model can be depends on how many layers
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(representations) it employs. The representations are learned from exposure to
training data, and can number in the tens to hundreds (Chollet 2017: Chapter 1).
Deep learning almost always utilizes a method of learning on training sets called
artificial neural networks (ANNS).

It is likely that our lives will become even more enmeshed with advancements
made in artificial intelligence as the potential and demand for Al as a helpful assis-
tant, friend, personal trainer, and academic mentor is only beginning to be realized.
The extent to which Al augments or replaces our behavior lies on a spectrum with
voice-activated internet searches on one end—where Al augments our lives only at
direct request—to automated cars on the other, where Al fully replaces us. In
between, Al can be used to augment human behavior in ways beneficial in an indi-
vidual’s own judgment, beneficial to another individual, and beneficial in some
measure of “social welfare.” Sometimes these categories overlap, but not always.
The use of Al especially its privileged use, has the potential to benefit some groups
and individuals at the expense of others.

Al has its roots in the 1950s, with luminaries such as cyberneticist Norbert
Wiener and Ross Ashby essentially defining the early contours of the field.
Economists quickly latched onto the promise of Al to provide the missing qualities
as-yet-unprovidable by human programmers and mathematicians. In Alvin Hansen’s
1951 text Business Cycles and National Income, Richard Goodwin expressed busi-
ness cycle metaphors and elsewhere, Walrasian market dynamics, in term of servo-
mechanism and feedback control (see Velupillai 2008, footnote 4, p 394; Hansen
1951: 436-8). Norbert Wiener (1948) text Cybernetics is listed as a common source
of inspiration for Goodwin, Hansen, and Herbert Simon. The economist Jacob
Marschak required Ross Ashby’s (1956) cybernetics text in a course on economic
information theory at Yale (Mirowski and Nik-Khah 2017). Cybernetics may pro-
vide such hope because its power lies outside the ability of human social engineers,
which couldn’t help but be convinced of their limitations amidst the failure of social
engineering during Soviet bloc experimentation.

Why did the cybernetics fervor fizzle out in the first place? Cybernetics followed
the rubric of symbolic Al, where humans enter rules (programs) of how to process
data, and the output produces instructions or answers, for instance, how variables
are causally related. Econometrics as normally practiced is symbolic AL, which pre-
supposes a simple public governance mechanism whereby as long as you have the
solution (variable causality) you can change it via the governance mechanism.

Economists who believe economies and policy ecosystems are complex,
however, cannot rely on econometrics to direct policy action, as they do not presup-
pose that policies have simple implementations. Machine learning presupposes
causality in the data (what the data means), and attempts to infer the rules that
produce that presupposed known meaning. Symbolic Al presupposes knowledge
of  microrelationships. Machine learning presupposes knowledge of
macrorelationships.

A designer is, in many ways, enabled and constrained by the nature of her tools.
In the next section, we consider the plausible outcomes on positive and negative
social institutions of utilizing these tools for social design. We shall then ask whether
designers can effectively nudge societies towards higher “peaks” of social welfare
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(as suggested in Sunstein 2018; Colander and Kupers 2016; Room 2011, 2016), or
whether they can impose normative values that protect and promote some other
measure of overall social benefit (as suggested in Kirman 2016 and in Room
2011, 2016).

4 Here Be Dragons

Taking complexity in economic systems seriously means being serious about the
suitability of analytical and computational tools used to analyze and form predic-
tions on complex systems. In 2000, Jason Potts wrote the book Evolutionary
Microeconomics, his attempt to build a foundation for a networks-based microeco-
nomics. In his 2011 book Complexity and Economic Policy, Graham Room attempts
to extend Potts’s analysis to the policy level, though Room does not confine his
analysis to interactions alone. Policies do not enter a vacuum, they enter a space
inhabited by other policies and their effects. Models used by policy-makers must
take into account the recursive nature of within-system policy applications that
interact with themselves, other policies, preference formation, and the behaviors of
agents (Room 2011). Richard Wagner’s (2016) conception of entangled political
economy includes recursion of the aforementioned affects, and also between agents
and the institutions that themselves serve as the “rules of the game.”

Room calls his architect-oriented vision of policy-making in a complex system
“agile policy-making.” Room conceives of his agile policy-maker as a “tuner,” “ener-
gizer,” and “steward” (ibid: 237-46). Tuners tinker with the shape and nature of the
relationships between agents in the financial network as suggested in Haldane and
May (2011), though some of the components of interest in their decompositions of
complex phenomena may be themselves complex, like institutions. Energizers seek
to create fertile environments for the creation and dissemination of knowledge and
innovation. Elinor Ostrom gives an energizer-esque argument in favor of polycentric
governance (2010). Stewards engage in “husbandry of the social fabric” (Room
2011: 241) to create and mold civilization based on shared normative values. For
Colander and Kupers, an important role for policy-making in a complex system
would be to “encourage people to adopt positive social norms” (Colander and Kupers
2016: 8). In Room’s view, “[c]ivility must be built, it does not organise itself” (Room
2011: 241). Farmer and Geanakoplos (2009) concur, noting that since social laws are
not natural in the sense of physical laws, “[e]Jconomics thus has a normative as well
as a descriptive purpose” (17). Nudge theorists might be thought of as energizers to
some extent, as detailed in Colander and Kupers (2016) in particular, and stewards in
the sense of the libertarian paternalism of Thaler and Sunstein (2009).

Room’s categories are explicitly anti-invisible hand, pro-design, and pro-
paternalism; the new “complexity” paternalism, as it were. This is despite the
evidence against design of legal systems (Devins et al. 2015), public policy based
on traditional economic models (Velupillai 2007; Koppl et al. 2015), top-down
design of economic systems (Mises 2020 [1920]; Hayek 1945), expert design in
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many applied and theoretical areas (Koppl 2018) and paternalism (Rizzo and
Whitman 2009).

What, then, makes policy design using the tools and framework of complexity
economics more effective? Is the use of these tools more effective? I argue that the
tools of complexity economics are not, by themselves, unsinkable ships of effective
paternalism. There are a great many “dragons” in those waters, or icebergs, if one
wishes to continue the theme.

To be sure, most complexity economists are conservative about the scope for
control and design of a complex social system. Colander and Kupers (2016), who
see the role of the policy-maker more like that of Room’s energizer, warn their
readers that policy-making in the “complexity frame” and modern macroeconomic-
based theorizing about policy are different animals.

Complexity science provides a fundamentally different policy frame— which
we’ll call the complexity frame, one in which the role of government is quite differ-
ent. In the complexity frame, policy is designed to play a supporting role in an
evolving ecostructure—it is not designed to control the system. (Colander and
Kupers 2016: 9).

The role of the expert is undeniably defined by her tools, in the complexity frame
perhaps even more so than in the equilibrium frame. Tuners, energizers, and stew-
ards are participants in a complex system on which they act. They manifest in the
system as influential bridge nodes, loci of polycentric governance, and as Big
Players (Granovetter 1977; Koppl 2002). Their participation shapes and warps the
configuration of social and individual incentives, by design and by consequence.

Let’s start our investigation of the dragons that lay in wait in the dangerous
waters of public policy-making in a complex world. Our first dragon represents
what Richard Wagner (2016) calls “entangled political economy.” This dragon is a
formidable foe even in the gentler waters of neoclassical analysis; in a complex
social system, it threatens to overturn the unsinkable ship of agile policy-making.

4.1 The Cybernetic Dragon: Or, How Agile Policy-Making Is
Entangled with Agile Self-Organization

I take a broad view of design in order to accommodate the vision of complexity
economists who see themselves more like social entrepreneurs than social engi-
neers, as exemplified by Room’s (2011) concept of agile policy-making and
Colander and Kupers’ (2016: 8) concept of “laissez-faire activism.” I do so,
however, while formally acknowledging the process of agile self-organization as
exemplified by F. A. Hayek’s concept of catallaxy (1973) and Elinor Ostrom’s
concept of polycentricity (2010), and by placing designers inside their design
(Wagner 2010). The task is to then inquire about the appropriate degree of design a
system can bear without generating too many perverse incentives that catalyze
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self-interested behavior towards exploitation of group by group, and/or destroy the
positive externalities of self-organization.

Agile self-organization is the use of tools like new technologies to better solve
social and individual problems in decentralized, undesigned ways. Agile policy-
making is the use of the tools of complexity science to design an ecostructure of
sorts which then better enables individuals to be better off in their own lights.

A long time ago Koopmans said that it would not matter if people’s preferences
and choices changed at random so long as there were many of them and the indi-
vidual changes were sufficiently independent...[F6llmer] showed...that equilib-
rium prices would not be modified even if individuals’ preferences were affected by
their neighbors’ provided that the influence was not too strong. The policy problem
is to determine what is “too strong” and when we are likely to be in such situations.
Finding answers to these questions is important because once local interaction has
a significant influence on the behavior of economic agents, all sorts of aggregate
effects can appear. (Kirman 2006: xix).

Taking interactions into account in a responsible way requires putting the public
actor inside the system he is attempting to intervene upon. Public actors and other
high-degree central agents display great influence on which kinds of information and
from where is allowed to travel through the network, as discussed in Burt’s theory of
structural holes and Granovetter’s concept of influential bridge nodes between com-
munity clusters (Burt 2004; Granovetter 1977). Decentralized complex social sys-
tems are not chaotic; they are highly organized. Effective intervention conceivably
improves the ability of system agents to coordinate and thus realize their ends. Agile
policy-making uses complexity science and new technologies like algorithmic deci-
sion-guiding processes to design an ecostructure to enable individuals to be better off
in their own lights. System agents, who have the same complexity tools available to
experts in addition to epistemological advantages, also seek to alter the system to
favor individual and social goals through agile self-organization.

Policies do not enter a vacuum; they enter a space inhabited by policy-makers
and other policies, and an ecology of self-organized and evolutionary solutions to
social problems. Intervening affects the ability of the system to self-organize for the
benefit of the average participant, and the success or unintended consequences of
existing policy measures. To what extent could a public fitness tracker bundled with
the sale of every new phone crowd out the creation of other fitness trackers conceiv-
ably better suited to advance the ends of any given user? In especially in a sector
burgeoning with creativity, publicly mandated apps or features could freeze prog-
ress at an evolutionarily suboptimal level.

Furthermore, agile policy-making, though potentially able to realize the goals of
policymakers, may alter the nature and effectiveness of agile self-organization by
changing system incentives and therefore foment the creation of rents, encourage
coalition formation, reward conflict relative to cooperation, and encourage social
entrepreneurs to develop public rather than polycentric solutions (Tullock 1967;
Devereaux 2019). Especially in tech sectors that burgeon with creativity, publicly
mandated apps and algorithmic solutions could freeze progress as a suboptimal
level (Devereaux 2020).
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Suitably constructed algorithms have the ability to deeply influence the behav-
iors of those subjected to them (Yeung 2017, 2018). Automatic decision systems
exist at the public and private level, mostly as risk assessment tools: many mortgage
applications rely on automated processes to determine whether a mortgage is
granted or denied, as do parole decisions. Recently, the power and influence of these
algorithms—specifically, their ability to discriminate against entire groups of
people (Pasquale 2015)—has been a subject of a so-called algorithm responsibility
bill proposed by New York City and supported by the New York division of the
ACLU (Coldewey 2017).

Recall how machine learning allows one to infer the macrorelationships in a
system, or the rules that generate the observed behaviors. Are theorists then free to
use these rules of the game to tinker the system into different outcomes? Not quite—
the problem being that there are several vectors in which bias can enter any machine
learning task. The first is through data bias, as data can be incomplete, representa-
tive not of objective relationships but pre-existing human biases that are subject
themselves to change; the next is through developer bias, where the developer trains
a supervised set in an erroneous fashion or uses an insufficient method to correctly
identify categorizations in an unsupervised setting, and the third is through episte-
mological bias, which represents the conundrum of inexorable systemic movement
into the unknowable.

Which processes best ameliorate the negative effects of these biases—agile
policy-making, or agile self-organization? Suppose a policymaker wishes to use
algorithmic governance to nudge people from being too sedentary. It would be dis-
advantageous to the policymaker if the market was already saturated with private
fitness apps without the kind of automatic (default, coercive) sedentary nudging he
envisioned. He and his economic advisors might call this a “suboptimal social
outcome.” Private algorithms borne of agile-self organization therefore compete
with, blockade, and substitute for public algorithms borne of agile policy-making.

On its face, adopting algorithmic governance to better target populations in
apparent need of intervention sounds like an improvement to the undesigned mar-
ketplace of algorithmic solutions, which may or may not produce the apparent
welfare-enhancing nudges on its own. But the burden of proof as to the welfare
benefits of a publicly funded fitness app with anti-sedentary nudging relative to
existing fitness applications lays with the policymaker. If consumers are already are
seeking assistance to reach and maintain health goals, there’s no particular behav-
ioral economics argument for why public apps have an edge over private apps, as
the welfare standard is whether people are made better off according to their own
judgment—which they exercise when choosing one of the many fitness apps avail-
able versus another. That is, if they’re not choosing an app with a default alarm to
nudge them to stand up every 10 min, perhaps it’s because they don’t want one, not
because they don’t know what’s best for them.

A good deal of the power and promise in Al is in its ability to enact vast changes
on human systems in any number of imagined directions very quickly. As Karen
Yeung points out in her 2017 article on cybernetic nudges she calls “hypernudges,”
algorithms that affect huge numbers of people (like all Facebook users) have a huge
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amount of power to affect individual behaviors. And while Yeung sounds the alarm
for private and public hypernudges alike, the form and consequences of these two
kinds of hypernudges are not symmetric in the framework of entangled political
economy. The “hyper” in her definition of hypernudge comes from the well-
connectedness of the nudger to her nudgees. As discussed in the example of the
“tuner,” the more well-connected an agent, the more influence the agent has over the
behaviors of other agents in the network. Public actors can compel full connectivity
to all agents in the system, while private agents do not have that power. Anyone can
choose to use or not to use Facebook.

Public hypernudges, on the other hand, would propagate to you by first earning
not your attention, but the attention of politically powerful special interests. The
ability to compel connections attracts rent-seekers and exacerbates coalition forma-
tion (the same mechanism as explicated in Hebert and Wagner 2018). Any gains in
agent welfare (according to their own judgment) experienced by better targeting
intervention populations to improve their utility may very well be wiped out by
massing special interests to use the same algorithmic targeting tools to extract
benefits from this rapt audience.

4.2 The Monstrous Neoclassical Hybrid

One of the most dangerous ‘dragons’ is the least suspecting. He emerges from the
creation of theoretically inconsistent policy measures, whose goals are developed in
reference to a theoretical frame that is mathematically incompatible with the theo-
retical frame used to develop the process to attain those goals. I touched upon this
dragon earlier when referencing nudge theory, but its fiery breath has left nearly no
areas of theoretical economics unscorched.

Two main points constitute this dragon: (1) the noncomputability of neoclassical
equilibria combined with the necessity for effective policy, particularly algorithmic
policy, to be computable, and (2) the incompatibility between integral and noninte-
gral theoretical frames. Much of the first point about noncomputability I discussed
in Sect. 2, but it bears reminding that a computable process is a series of steps gener-
ated by some programmable function or algorithm. One need not “compile” the set
of instructions that runs the program process using an actual computer: it may be
simply a series of steps executed by people (administrators, in the case of public
policy) whose inputs (endogenous and exogenous) lead to the required outputs at
each step so that the process can reliably continue to its ultimate predicted
conclusion.

To take up the question of agile policy-making’s effectiveness, we must define
first what we mean by effective. When Vela K. Velupillai took up the same task in
his 2007 review of policy on simple and complex systems, he demonstrated using a
computability argument that if effective means welfare-enhancing in the neoclassi-
cal sense, then effective policy in a complex economy is impossible (Velupillai
2007). Koppl et al. (2015) demonstrate a similar result with respect to policy-making
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over time, noting that the phase space of economic choices is nonergodic due to the
actions of creative entrepreneurs, who continually introduce novel choices into the
system such that maximization over time is impossible for both individuals and
societies.

Policy-makers can successfully use the tools of complexity science to influence
social behavior in the direction they desire. Consider the literature on the success of
some nudge-style interventions, like nudges to increase savings and retirement plan
participation widely cited by nudge proponents (Madrian and Shea 2001; Thaler
and Benartzi 2004; Carroll et al. 2009). Such early successes and the widespread
popularity of Thaler and Sunstein’s (2009) Nudge have led to the instantiation of
governmental ‘nudge units,” like the United Kingdom’s Behavioral Insights Team,
Ireland’s Behavioral Economics Unit, and other nudge units in the United States,
Canada, Australia, Germany, and the Netherlands.

But are nudges “effective” in the neoclassical sense of improving social welfare?
This is not at all clear. The success of nudges is measured in whether they realize
goals like increasing savings rates or tax compliance in certain demographics, not
whether they improve the welfare of agents representing those demographics. Let’s
not make the mistake of conflating subjective welfare for objective goals.

Policies are often written in the following way: first, enact a soda tax of 50% so
that (presumably) obese people will consume less and therefore (presumably) lose
weight. The soda tax is related to weight loss through a process, which is deter-
mined by a belief in the relationship between a) weight and sugar intake, b) weight
and health, c) health and social well-being, d) weight and income class, e) the elas-
ticity of soda consumption in that income class. If any of these relationships aren’t
as strong or simple as conceived by the policy, the policy will not work. Indeed,
relationships a) and b) are rather complicated even though they are commonly
believed to be strong and simple. If obesity isn’t the causal factor of the health
issues the soda tax is meant to ameliorate—and it may be that hyperinsulinemia is
the causal factor of both obesity and type 2 diabetes, as well as a host of other previ-
ously believed to be comorbities of obesity (Noakes 2018; Erion & Corkey 2017)—
then targeting obesity as the metric of the success of the policy is the wrong strategy;
rather, lowering barriers for people to purchase cheap insulin or to improve testing
for the earliest stages of hyperinsulinemia would be more beneficial to the health
outcomes of these very same populations. If we think of an algorithm like a nested
recursive function with endogenous and exogenous inputs, we can model a three-
step algorithmic process like:

f(g(h(x),y),z):a (1

where h(x) is the first endogenous input to function g; x, y, and z are exogenous
inputs; and a is the intended outcome of the process.

Imagine that x represents an original population with a high level of risk for vari-
ous indicators of ill health. Eventually, through several actions upon the initial pop-
ulation x, it evolves into a final population a that, if the process works, has the
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desired lower level of risk. If the model that relates the population to an intervention
at any stage of the process is incorrect—say, g’ instead of g—then the process will
result in some a' # a:

f(g'(h(x),y),z) =a’

Therefore, in order to realize the intended outcomes of policies, policy-makers
require a practical and approximately correct computable process with which to
realize those intended outcomes. Very often, as we’ve seen in the case of soda taxes,
the science itself isn’t settled on the causal relationship between population charac-
teristics (like obesity) and desired outcomes (like better population health).
Correlations are fairly easy to produce in most areas of scientific inquiry, but effec-
tive policies require knowing not just correlations but causality.

Empirical relationships are only one part of how economists who advise policy-
makers devise their recommendations. Economists also rely on analytical models,
and all economists are trained first and foremost in neoclassical modeling using the
basic mathematical infrastructure laid by Arrow-Debreu, and on game theory with
solutions in the core. Often, policy advice comes in the following fashion: construct
a population of agents that are rational in the neoclassical sense of having the com-
putational and cognitive ability to compute fixed points in an economy-wide fash-
ion, but with certain constraints the modelers believe better represents realistic
choice in a certain domain of interest (like employees choosing effort levels in
informationally asymmetric employment situations). Then, compare the resultant
level of aggregated individually optimized utilities (choices of effort levels made by
each individual) to the planner’s problem of setting a universal effort level to opti-
mize aggregate utility. If the planner can do better than individuals choosing on their
own, we have a strong case for third party intervention. Even better, we have a pol-
icy: change effort levels (or whatever the variables of interest are) in the treatment
population to more closely match the theoretically optimal effort level.

And here is where our ship founders. Why? Consider Eq. 1. The analytical model
presumes to reasonably approximate the target population x with “suboptimal”
effort levels in its model setup. People are reasonably described as rational choos-
ers, and the variable of interest can be reasonably isolated from other factors and
relationships. We then analytically derive a desired outcome, a population a with
“optimal” effort level.

Notice what is missing? Only the entire process that transforms x into a...!

Furthermore, it could be that there is no practical, plausibly executable process
to transform x into a, because we never proved one exists. We only proved that
W(a) > W(x), where W is the social welfare function. Proof of existence using the
Law of the Excluded Middle produces a process with the form of Eq. 2:

hn(...(h3(h2(hl (x),yl),yz),yS)...,yn)za (2)

where the h;, are unknown transformations of endogenous inputs and unknown
exogenous vectors of inputs y;, and 7 is an unknown level of steps. The only knowns
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are the original population x and its features, and the desired population a and its
features. And even if we are able to find a computational process to transform x into
a such that W(a) > W(x), the simplest salient form of this process may still be too
computationally hard to execute.

The second feature of a monstrous neoclassical hybrid is the incompatibility
between informationally integral theoretical frames, in which neoclassical welfare
targets are deduced, and informationally nonintegral theoretical frames, that is, the
social and political networks in which policies actually operate.

It is not enough to place agents in a network, generate system-level statistics
given simple maximizing behavior, observe a relationship between topological fea-
tures and one of the system-level statistics and then generate a policy conclusion
based on those observations. Interventions into self-organized, nonintegral systems
need to understand the trade-offs between, say, topological characteristics of the
system that correlate negatively to a given statistic, and how changing those charac-
teristics alters to proper function and self-organizational nature of the system itself.

I take the example of such an analysis from Acemoglu et al. 2015, where the
authors model the relationship between how quickly a “contagion” — like bank fail-
ures — can spread in an interbank network, and the topology of the network. Their
model is based on the framework developed by Eisenberg and Noe (2001). Define
the resiliency R(G) of a network G as the minimality of the extent of the spread of
the contagion or, in our example, the cascade of bank failures. Formally:

R(G)=1-1/(n-1)E[extent of acascade]

where E is the expectation, the extent of a cascade refers to the ultimate number of
new cases created by a single failed node (the initial node does not count), and
where n = the number of nodes.

Under this definition, the most cascade-resilient network is R(G) = 1. But this G
is the network with no edges, and hence this network cannot carry any information
between the nodes.

As noted in Gutfraind (2012: 41), “[T]he objective of designing cascade resil-
ience conflicts with other features of the network.” Cascades resilience trades off
with the informational efficiency of a network and with how the network develops
dynamically to minimize transaction costs between the nodes. Glasserman and
Young (2015) note in particular that a weakness of models built using the Eisenberg-
Noe framework is their inability to account for how links form, that is, “the dynamic
process by which financial institutions enter into obligations to one another in the
first place.” (ibid: 384).

Consider instead another metric of a network, called fitness. Fitness characterizes
a system or state of being based on its ability to realize the goals of the agents in
the system and its stability. Gutfraind (2012) defines the overall fitness F(G) of a
network G as

F(G)=rR(G)+(1-r)W(G) 3)
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where r is a weight in [0, 1], the informational efficiency of the network is W(G),
and the resilience of the network is R(G). Equation 3 describes the tradeoff between
resilience and efficiency such that tuning  results in some maximum fitness F(G)—
though, as cascade risk isn’t constant, tuning would have to occur at regular inter-
vals and when financial conditions are changing. Even networks with many distinct
clusters naturally protective against system-wide contagion (high modularity) can
experience system-wide contagion when cascade risk crosses a certain threshold
(the percolation transition).

Cascades are common in networks with the degree of complexity seen in social
and interbank networks (Gutfraind 2012). Cascades are associated with negative
phenomena, like bank failures, and with positive phenomena, like the sharing of
funny, pleasant, or important messages— memes—through social media. A net-
work’s ability to host cascades signifies a high level of informational efficiency. The
mere possibility of cascades is not reason alone to change a network’s topology, as
nearly all networks created by people—friend networks, employment and academic
networks, institutional networks, banking networks, business networks—are
complex enough to host cascades.

5 Conclusion: What Should Complexity Economists Do?

In The Constitution of Liberty, F. A. Hayek promotes the seedlike version of what
bottom-up complexity theorists now call nudge (in the more generalized, less
behavioral sense of the word). He likens the lawmaker’s duty—a lawmaker who sits
entirely outside of the system he acts upon—to create the conditions in which people,
when acting in their own self-interest, act in the best interest of the entire system.
Hayek employs the metaphor of a crystalline phase transition, suggesting that the
task of the policy-maker is to design the conditions from which good economic
outcomes can then emerge (Hayek 1960: 230-1). Hayek seems to believe that
policy-makers can enable a “crystal” to form, though they are generally no good at
commanding the crystal into being. To a great extent, Hayek is answering the ques-
tion of what economists should do when they understand the economy from a com-
plexity perspective where epistemological considerations are paramount (Hayek
1937, 1945, 1960, 1964, 1967).

A fair characterization of the complexity-economist-turned-agile-policy-maker
is not too far off Hayek’s mark. Today’s agile policy-maker seeks to implement
algorithmic nudge in an entangled political economy characterized by Big Players,
coalitions and competing modes of governance, in the hope of generating a phase
transition from a lower to a higher level of social welfare. Is this phase transition
achieved?

There is nothing special about the epistemological conditions faced by the agile
policy-maker; they may have Big Data, but still lack the knowledge that “by its very
nature, cannot enter into statistics” (Hayek 1945); they may have social network
theory, but still cannot apprehend all the ways in which evolutionary and social
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knowledge presents itself (Hayek 1960; Koppl 2018); they have algorithms whose
ends are programmed into their assumptions and thus their assumptions reflect their
ends, the ends of the designer.

Agile policy-making may very likely enhance coalitional power and destabilize
an ecology characterized by competing modes of governance. In terms of polycen-
tricity, agile policy-making has the potential to displace the locus of governance,
thereby concentrating decision-making power in fewer hands and effectively sub-
verting the gains historically enjoyed by a thriving ecology of public and private
governance.

This brings me to my final observation: why shouldn’t Hayekian rules that enable
us to make ourselves better off in our own judgments emanate from the evolving
and adaptive discovery procedure characterized by the creative vision of policy in a
complex economic system? Hayek believes that plans are better made through such
a creative process; why not rules? Perhaps complexity economists who advise
policy-makers should think more deeply on this point, lest we forever be chained to
the dragons of design.
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Taxonomy of Entrepreneurship —
A Means-Oriented Approach

Marta Podemska-Mikluch

Abstract The growth of entrepreneurship literature spurred a discussion on the
distinct characteristics of the different types of entrepreneurship, with most atten-
tion being given to market, social, and political entrepreneurship. In organizing the
inquiry around these supposedly distinct types of entrepreneurship, scholars tend to
focus on the goals entrepreneurs pursue: market entrepreneurs are portrayed as
driven by profit, political entrepreneurs are driven by rents, and social entrepreneurs
are thought to be driven by other, supposedly less venal, motivations. This paper
presents the shortcomings of this ends-oriented taxonomy and offers an alternative
approach for organizing inquiry, one that originates from Richard Wagner’s frame-
work of Entangled Political Economy and his distinction between voluntary and
involuntary investors. I argue that instead of focusing on the ends, the taxonomy of
entrepreneurship should focus on the means, in particular, on whether the resources
that support the venture were obtained through cooperation or coercion.

Keywords Taxonomy of entrepreneurship - Categories of entrepreneurship
Social entrepreneurship - Political entrepreneurship - Conventional
entrepreneurship - Means-oriented - Ends-oriented

1 Introduction

Taxonomy is usually defined as the practice and science of classification of things
or concepts, including the principles that underlie such classification. The purpose
of a taxonomy is to make complex subjects more approachable, to increase shared
understanding, and by doing so, to facilitate further inquiry. So, taxonomies are only
as useful as their ability to advance understanding and accelerate learning. But
when taxonomies emerge before the subject is well understood, they will not
advance understanding but instead might hamper it. Currently, the entrepreneurship
literature distinguishes between different types of entrepreneurship primarily based
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on the goals pursued by entrepreneurs. Such is the case with the distinction between
market entrepreneurship, social entrepreneurship, and political entrepreneurship.
Market entrepreneurs are thought to pursue profits, political entrepreneurs to seek
rents, and social entrepreneurs are thought to be driven by the desire to eradicate
social ills (Dacin et al. 2010; Klein et al. 2010). Numerous other adjectives have
been added to describe different forms of entrepreneurship, leading researchers to
investigate ideological, institutional, and cultural entrepreneurship. In making these
distinctions scholars focus primarily on the goals entrepreneurs pursue and, to a
lesser extent, on the socio-institutional environments in which they operate.

As I argue in this paper, the distinct ends-based categories of market, political,
and social entrepreneurship are closely related to the additive political economy
approach. As described by Wagner, the additive political economy treats polity and
economy as independent spheres of activity (Wagner 2016). In the framework of
additive political economy, the role of government is to improve on the imperfect
outcomes generated by the market, to intervene where the market fails.
Conceptualizations of social and political entrepreneurship are born out of this addi-
tive understanding of the relationship between markets and the government. Political
entrepreneurship is thought to emerge as entrepreneurs recognize rent-seeking
opportunities that occur during political interventions. Similarly, social entrepre-
neurship is thought to be an outgrowth of market and political imperfections, it
emerges as entrepreneurs seek to improve on market outcomes through means other
than government intervention.

Wagner suggests an alternative to the additive framework: Entangled Political
Economy (Wagner 2009, 2016). One of the distinguishing features of Entangled
Political Economy is the placement of political actors within the same sphere of
activity as market actors. While the additive vision focuses on the impact of a polity
on the economy, the entangled approach focuses on the emergence of a network of
bidirectional interactions. From the perspective of Entangled Political Economy, all
entrepreneurial activity occurs in the same space.

I open the paper with an overview of the ends-based taxonomy and its relation-
ship to the additive political economy. Then I take an in-depth look at how entrepre-
neurship unfolds in the Entangled Political Economy. The approach of Entangled
Political Economy makes it impossible to adopt the ends-based taxonomy. Instead,
it distinguishes between enterprises that are supported by voluntary investors and
those that are supported by involuntary investors, i.e. taxpayers. This distinction is
meaningful because projects supported by voluntary investors are different from
those that are supported by involuntary investors, in a number of ways. By follow-
ing Wagner’s distinction between voluntary and involuntary investors, I trace sev-
eral significant differences between the two forms of entrepreneurship. I conclude
that instead of focusing on the ends, a taxonomy of entrepreneurship should, in line
with Wagner’s framework of Entangled Political Economy, focus on the means, in
particular, on whether the resources organized to support the venture were obtained
through cooperation or coercion.
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2 Ends-Based Taxonomy

Entrepreneurship scholarship is a growth industry (Elkjaer 1991; Venkataraman
1997). In 1987 an Entrepreneurship Division was added to the Academy of
Management and now entrepreneurship has its own code (L.26) in the Journal of
Economic Literature classification (Foss and Klein 2012). As surveys of the
entrepreneurship literature indicate, entrepreneurship used to feature prominently in
economic literature before disappearing almost completely from economic radars in
the first half of the twentieth century. The origins of the entrepreneurship literature
can be traced back to Richard Cantillon’s 1755 distinction between entrepreneur,
employee, and landowner (Cantillon 2015).

While this long history of the entrepreneurship literature has not yielded a com-
mon definition of the term, the majority of the dominant approaches in this literature
share a number of common characteristics (Podemska-Mikluch 2019). In most
cases entrepreneurs are portrayed as agents of change, operating in the world of
incomplete and dispersed knowledge, and facing uncertainty about the future.
Scholars differ on how entrepreneurs overcome these challenges, with major
approaches focusing on (1) alertness to previously unnoticed profit opportunities
(Kirzner 1973) (2) creativity and leadership (Schumpeter 2008, 2013; Shackle
1972), (3) entrepreneurial judgement (Casson 1982; Foss and Klein 2012; Knight
2012), (4) experimentation akin to scientific hypothesis testing (Harper 1996) and
(5) effectuation (Sarasvathy 2008).

Most entrepreneurship scholars focus on conventional entrepreneurship, that is
entrepreneurship thought to occur in the institutional setting of well-defined private
property rights and voluntary contracts, motivated by profit-seeking. In recent years,
social and political entrepreneurship started to receive more attention.

What is social entrepreneurship? There is no shortage of definitions.
Unfortunately, most of the definitions found in the literature are ambiguous and are
based on concepts that themselves need further exploration. In fact, of the 37 defini-
tions of social entrepreneurship gathered in Dacin, Dacin, and Matear, 31 explicitly
refer to social values, social mission, and social problems (Dacin et al. 2010). Of
course, concepts such as social values or social mission do not have clear, agreed-
upon definitions, and can be interpreted very differently by different scholars and
practitioners. In fact, many would argue that these concepts are meaningless as only
individuals have values, missions, and problems. Only individuals act, societies do
not act (Mises 1981). And since it is impossible to aggregate values and missions
across individuals, there is no point of speaking about social values or social mis-
sions — just like traffic is not a giant car, many other collective structures display
very different behavior from the elements that compose them (Resnick 1997). In
any case, entrepreneurship scholars do seem to agree that the focus of social entre-
preneurship is primarily on promoting some ambiguous notion of social value and
social development as opposed to economic value (Mair and Marti 2006).

Political, or public, entrepreneurship is a term usually used to describe entrepre-
neurs who seek to benefit from influencing the political process. Political entrepre-
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neurs are attracted by the prospect of reallocating slack budgetary resources and are
more likely to be found in the presence of collective action problems (Schneider and
Teske 1992). According to Baumol, political entrepreneurship emerges when an
institutional environment renders pay-offs to unproductive or destructive activities
higher than pay-offs to productive entrepreneurial activities (Baumol 1990). Another
popular term for political entrepreneurship is rent-seeking, the concept originated
by Gordon Tullock and labeled by Anne Krueger (Krueger 1974; Tullock 1967).

The distinction between conventional, social, and political entrepreneurship is
embedded in the additive vision of political economy. These categories are closely
related to the mainstream understanding of political economy which treats politics
and markets as separate spheres of activity. That approach suggests that due to their
many imperfections, markets must be subject to intervention by the government.
Yet, the government is not immune to failure, so the fallible nature of government
gives rise to political entrepreneurship and to the pursuit of rents. In that scheme of
thought, social entrepreneurship is presented as an alternative to government
interventions.

This implicit ends-based taxonomy suggests that entrepreneurship comes in dif-
ferent forms depending on the goals pursued by the entrepreneur. So that market
entrepreneurs, in the pursuit of profits, are supposedly quite distinct from the social
entrepreneurs who act in the pursuit of societal wellbeing. However, when actual
entrepreneurial activity is considered, distinguishing between social and conven-
tional entrepreneurship is close to impossible. After carefully reviewing the litera-
ture, Dacin et al. (2010) conclude that for profit enterprises are not distinguishable
from social enterprises and vice versa.

Often, to succeed in the market, entrepreneurs might need to advance institu-
tional change to help create the very markets they wish to take part in. As explored
by Kuchat, in order to ensure the adoption of innovations, entrepreneurs must often
ensure that the new practice become socially tolerated and legally recognized
(Kuchat 2016). Kuchat uses the emergence of surrogate motherhood market to
illustrate how entrepreneurs drive institutional changes by challenging existing
institutional legal ordering and common interpretations of social phenomena. As
Kuchaf notes, sometimes the social and institutional aspects of entrepreneurship
might appear to be disconnected; but it is often the case that entrepreneurs must
contribute purposefully to the change of beliefs, habits, and institutions in order to
translate their ideas into reality and make others take part in their projects.

Kuchai’s argument relates to a recognition of two-tiers of entrepreneurship made
by Leeson and Boettke (2009). The authors make a distinction between productive
entrepreneurship that occurs within an existing institutional framework and protec-
tive entrepreneurship that seeks to bring about institutional change. The former
focuses on new technologies and products that improve productivity and increase
consumer satisfaction. The latter focuses on entrepreneurs who, in the absence of
well-functioning government, seek to restrict predation by developing private pro-
tection technologies. When successful, protective entrepreneurship improves the
institutional environment so that it becomes more conducive to productive entrepre-
neurship. Protective entrepreneurship is more prominent in developing countries
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characterized by weaker public protection technologies. The authors recognize sig-
nificant limitations of protective entrepreneurship, for example, its inability to pro-
tect against state predation.

Existence of protective entrepreneurship suggests that entrepreneurship oriented
at institutional and public policy changes can occur outside of rent-seeking. To fos-
ter these changes, entrepreneurs might employ a wide range of strategies: they
might engage in public relation campaigns, they might encourage customers to
demand regulatory change, they might publish op-eds and other persuasive pieces.
Some of these methods were employed by Uber and Lyft in the effort to make ride-
sharing a new legal category, overcoming the constraints of the taxicab and black
car regulation (Stone 2017).

As a side note, it might be worth mentioning that the ends-based taxonomy also
hides the social impact of market entrepreneurship. For example, the creation of
scheduled part-time work and the consumer durable goods revolution accelerated
the liberation of women from the home and their increased labor force participation
(Goldin 2006; Greenwood et al. 2005; Horwitz 2015). The inventors of refrigerators
and washing machines were market entrepreneurs but they sure contributed to social
change. Skype, a for-profit enterprise, supports the transformation of family net-
works into transnational ones (Bacigalupe and Camara 2012). There are many more
examples of for-profit enterprises that enable social change. In fact, it might be
worth asking: when is entrepreneurship not social?

Moreover, the separation of social entrepreneurship from profit-oriented entre-
preneurship can imply that profit seeking is not a dignified activity. Following this
approach, entrepreneurs get divided into either greedy or altruistic, depending on
the ends they seem to pursue. As a result, and by accepting the vision of for profit
entrepreneurship as separate from social entrepreneurship, scholars might be con-
tributing to the growth of the anti-business, anti-capitalist narrative that Schumpeter
feared would be produced by the success of capitalist societies (Schumpeter 2013).

3 Entrepreneurship in the Entangled Political Economy

Pointing out the many shortcomings of the additive approach to political economy,
Wagner suggests an alternative framework: Entangled Political Economy (Wagner
2009, 2016). The key distinguishing feature of the Entangled Political Economy is
its catallactic orientation - analytical focus is placed on societal interactions, and not
on the efficiency of resource allocation as is the case within the additive approach.
From the perspective of Entangled Political Economy, all actions within the system
of political economy are presumed to have transactional character. This transac-
tional character stems from the scale and complexity of society, as captured by the
network-like depiction of the system that Wagner suggests. Within the network of
Entangled Political Economy, each node represents either a person, an enterprise, or
an agency and they all interact on the same plane. Approaching society as a network
of connections facilitates the placement of dispersed knowledge at the forefront of
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analysis (Hayek 1937, 1945). Wagner also notes the creative nature of the system of
political economy, contrasting it to the mechanical systems, a distinction originally
made by Bertalanffy (1968).

All Entangled Political Economy explorations start with the recognition of econ-
omizing action (Wagner 2016 p. 85). As Wagner notes, to claim otherwise would be
nonsensical. That is, all human action involves selection and pursuit of goals while
economizing on means. While all human action takes on the same form, it differs in
substance. The goals individuals choose to pursue are diverse and can have either
biological or societal origins. However, as Wagner argues, there is little reason to
pay attention to the particular goals individuals seek to pursue or why they seek
these particular goals. All we need to know is that people act in the pursuit of diverse
goals and that they want to be effective in what they do.

Analyzing entrepreneurship without paying much attention to the exact goals
pursued by entrepreneurs might seem like a handicap at first. But it actually has
significant analytical benefits. For one, it helps us escape the illusionary separation
of profits, rents, and societal well-being as key forces that motivate entrepreneurs.
Rather, we can proceed knowing that there are diverse motivations for entrepreneur-
ial activity and that they often overlap. Some of them might fall into one or more of
the three categories and some might be completely novel and unexpected. In any
case, these goals are outside of the analytical interest, which means that we no lon-
ger need to struggle trying to place enterprises into one of these three categories.

Moreover, by not focusing on the ends, we actually gain a greater appreciation
for the diversity of entrepreneurial pursuits. For example, this perspective might
help us acknowledge that some investors are willing to accept a compensating dif-
ferential — that is, they might wish to support an entrepreneur who pursues an engag-
ing vision, even if this vision comes with the expectation of lower financial returns.
As many case studies illustrate, it is surely possible to build a successful commer-
cial organization that along with some financial returns also offers other benefits to
its investors, i.e. participation in social change or commitment to protecting the
natural environment. In fact, some investors might only care about non-financial
returns, that is clearly the case with countless crowdfunding campaigns and chari-
table organizations. Other investors might only care about financial returns and
nothing else. There is room for a great diversity of entrepreneurial pursuits within
the economy. And just like there are different products offered in the market, inves-
tor returns can also come in numerous forms. What matters for our discussion is the
fact that as long as the relationship between the entrepreneur and the investor is
voluntary, the exact form of offered returns is not of great relevance.

Within the Entangled Political Economy, the entrepreneurial process can be
depicted as a creation of new nodes in the network. Successful enterprises find sup-
port by forging connections with the existing nodes. In the process they might ren-
der some of the existing nodes and connections obsolete. Enterprises that fail to
forge and maintain connections perish. Conventional connections between entrepre-
neurs and investors, such as those described in the previous paragraph, are dyadic -
they take on the form of voluntary exchange (Podemska-Mikluch and Wagner
2013). However, not all enterprises can get support from voluntary investors. Some
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ideas simply do not offer enough in terms of financial returns or other benefits to
attract voluntary investors. For example, Twin Cities’ Metropolitan Council would
be very unlikely to successfully pitch its Light Rail extension projects on Shark
Tank or even on Kickstarter. And yet, the construction of the Southwest LRT is
already underway. How is it possible without investor support? In case of the Twin
Cities Southwest LRT project, the $2 billion bill is to be paid by the state and federal
governments, or to be more precise, by taxpayers.

Wagner refers to taxpayers, and other unwilling supporters of such enterprises,
as forced investors. Forced investors are coerced to support the political enterprise
through changes in regulatory or fiscal policy. There are endless examples of regula-
tory policies that accomplish this goal, i.e. increased safety standards that benefit
incumbent firms, discourage entry of competitors, and raise prices. Subsidies are an
even more direct form of generating returns for the de facto owners of the enter-
prise, at the expense of forced investors. The cause of the worsening in the terms of
trade is not always easy to identify, hence, forced investors are often ignorant of the
support they provide. Involvement of forced investors changes voluntary dyads into
triads. Within the triads, at least one of connections is coerced (Podemska-Mikluch
and Wagner 2013).

We can make analytically meaningful distinction between two types of enter-
prises based on the source from which they obtain their means: those that can sur-
vive without forced investors and those that cannot. The distinction is crucial
because projects supported by voluntary investors are very different from those that
are supported by involuntary investors.

For one, enterprises supported by forced investors are unlikely to survive in open
competition with market offerings. As I explore elsewhere, new methods of hor-
monal contraception delivery serve as a great example (Podemska-Mikluch 2018).
When the proponents of contraceptive research and development recognized the
lack of market demand for these new offerings, they turned to the government for
support. It came in the form of insurance mandates (first state then federal) that
require insurance plans to fully cover all forms of contraception. Without the man-
dates, the new, patented offerings would not be able to compete with the generic,
inexpensive, and widely available pills.

It is worth noting that the adoption of contraceptive mandates was supported by
the rhetoric of gender equality and reproductive justice. Combined with the reli-
gious freedom debate that emerged at that time, rhetoric successfully hid from view
the redistributive aspects of the promoted policies, in particular, the expected pay-
offs to the pharmaceutical manufacturers. To this day, contraceptive mandates are
viewed more as a successful case of social entrepreneurship than an effort to secure
forced investors for otherwise unsustainable undertaking. Wagner refers to the
deployment of rhetoric as a shell game, an effort to misdirect observer’s attention
away from where the action is truly located (Wagner 2016). Similarly, in the case of
Grameen Bank, the social entrepreneurship rhetoric highlighted the benefits of
microcredit, while hiding the low effectiveness of the program, despite the fact that
founders were successful in obtaining generous contributions not only from donor
organizations but also from governments (Schreiner 2003).
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Second, access to forced investors isolates entrepreneurs from creative destruc-
tion. In fact, the apparent failure of a particular entrepreneurial venture often spurs
arguments for increased financial support rather than arguments for closing up shop.
Public schools are an excellent and prominent example of this — low scores on stan-
dardized tests do not result in soul searching among the providers but almost auto-
matically lead to calls for increased school funding (Moskowitz 2017). This happens
because politically-supported enterprises are not accountable to investors. Their
success does not depend on the value of the enterprise but on their ability to main-
tain access to forced investors.

Consequently, the presence of nodes that control access to forced investors
strengthens the entrenchment of the elites. In the institutional setting of contracts
and private property, market success and the wealth that follows attract competition.
As well-illustrated by Ludwig Lachman:

Market competition limits concentration of wealth. It encourages the circulation of the
elites. The owners of wealth, are like the guests at a hotel or the passengers in a train: They
are always there but are never for long the same people. (Lachmann 2008)

This happens because under the rules of private property, no particular node in the
network is necessary for success of new nodes. When new enterprises are formed,
they can seek support from a variety of diverse and voluntary sources. Refusal from
one investor only means that the entrepreneur must seek support somewhere else.
As the connections to voluntary investors are formed, the network expands. In the
process, some of the existing nodes and connections might be eroded or replaced.
What is most crucial for our analysis is the fact that securing support from any par-
ticular voluntary investor is not necessary for success and therefore the process does
not favor any particular nodes in the network. Because of that, the process of net-
work expansion unfolds in a random, scalable manner (Barabdsi 2002; Wagner
2016). That is, growth of the network does not change the qualities of the network.
In contrast, access to forced investors is closely controlled. To gain it, entrepreneurs
must engage in closed competition. In the process of building enterprises that rely
on support of forced investors, entrepreneurs must establish connections to specific
nodes. As the competition over access to forced investors unfolds, the influence of
these particular nodes grows. This results in a network that is not scalable and ran-
dom, in this case, growth in the number of connections changes the nature of the
network.

4 Conclusions

From the perspective of Entangled Political Economy, political, social, and market
changes describe different aspects of the same emergent process. Market activity
does not occur in a vacuum - to capture market profits, entrepreneurs need to invest
significant effort in advancing institutional, political, and regulatory changes
(Kuchat 2016; Leeson and Boettke 2009; Stone 2017). By giving up the false sense
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of separation between politics and markets, EPE highlights the challenges involved
in meaningfully segregating entrepreneurship into the popular, widely accepted,
categories. EPE also suggests that to understand the true role of various enterprises
the focus needs to be on their activities, in particular, on how they go about securing
investor support. Pronounced goals, and the aspirations of the involved entrepre-
neurs, are best left out of the analysis. Such statements might be an honest pro-
nouncement of their purpose and mission but might also be a shell game (Wagner
2016). Hence, instead of focusing on the ends, the taxonomy of entrepreneurship
needs to focus on means, in particular, on whether the resources organized to sup-
port the venture originate from voluntary or from forced investors.
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From Taciturn to Talkative Political M)
Economy fliiia

Adam Martin

Abstract Deirdre McCloskey challenges economists to take talk seriously. Public
choice economics, like most economics, typically assigns only a small role to vari-
ous forms of talk between individuals. By contrast, throughout Richard Wagner’s
oeuvre, there is an undercurrent of talk about talk. This essay argues that talk mat-
ters because of two keep assumptions in Wagner’s approach to public choice. First,
talk matters to the extent that individuals are ignorant. There are different forms of
ignorance in economic theory which allow talk to communicate different sorts of
information. Knightian uncertainty, however, also opens up the possibility that talk
can do more. Second, talk matters when individuals have tuistic motivations. When
individuals are moved to act based on the actions and judgments of others, talk
becomes motivating as well as informative. I illustrate the power of talk in Wagner’s
approach by examining the classic arguments put forward in Democracy in Deficit.

Keywords Bounded rationality - Deliberation - Talk - Uncertainty

1 Introduction

Wagner’s World is home to a number of concepts absent from most scholarship in
political economy: emergence, entanglement, parasitical pricing, elections as the-
ater, non-logical action, deep heterogeneity, and scale-free relationships, to name
just a few. Wagner often meditates upon these concepts in his writing, moving from
one to another. They are clearly interconnected. Accepting any one as important or
helpful is liking knocking over one domino in the intricate chain of propositions that
make up more typical approaches to political economy. Other propositions, includ-
ing those that were only implicit, soon fall as well. The myriad ways in which these
assumptions and arguments rest upon one another are amenable primarily to book-
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length treatments, which Wagner has spent decades churning out in rapid succes-
sion. Read them all.

This chapter aims to identify one more domino that Wagner’s work knocks on:
talk. Economists since Adam Smith have made a great deal of the fact that human
beings—perhaps uniquely among species on this planet—trade with one another.
Wagner’s work stands as part of this tradition, most notably embodied in the work
of his mentor and collaborator James Buchanan (1964). But language is also dis-
tinctively human. Talk accompanies virtually every form of human activity, includ-
ing trade. Smith seems to have seen this connection as well: “Nobody ever saw one
animal by its gestures and natural cries signify to another, this is mine, that yours; I
am willing to give this for that” (Smith 1776, Book I, Ch. 2). Yet it is largely absent
from most work in political economy. Is that absence justified? It may be. Models
are not meant to capture every facet of reality. But we will not know what talk can
do unless we identify what makes it impotent in most economic and public
choice models.

Economists such as Deirdre McCloskey (McCloskey and Klamer 1995;
McCloskey 2010, Ch. 41) and Bart Wilson (2018) have argued that economists as a
whole should pay more attention to language. The question of this essay is thus:
what would it take for a theory of talk to take hold in political economy? In particu-
lar, the role of talk hinges on two key assumptions in economic theory.! What sorts
of ignorance do agents confront? And are their motivations tuistic or strictly self-
regarding? Wagner’s agents, I argue, confront the relevant sorts of ignorance and
have the relevant sorts of motivations. I illustrate this point by highlighting all the
ways that talk matters in Buchanan and Wagner’s classic Democracy in Deficit. Talk
matters in Wagner’s World in a way that it cannot in other visions of political
economy.

2 Communicative to Creative

Knight (1960, p. 73) famously argues that, under competitive conditions, individu-
als treat one another like vending machines. “Yours for $1.50.” This is the extent of
communication in most economic models. In a world where there are only prices
and quantities, there is not much else to say. The same is true of many economic
models of politics. “Yours for a 2% higher lump sum tax.” Median vote wins.
Sometimes, there’s even less talk than this: voters observe outcomes like GDP
growth and vote accordingly. There is nothing in principle wrong with such models.
Quite a lot can be learned, I posit, by treating politics like a collective vending
machine, especially when we distinguish who feeds the machine from who divides
up the treats that issue forth. Most public choice models of such a collective vending

'T do not claim that these are necessary conditions for talk to matter. They are sufficient, even if
they are not exhaustive.
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machine would be focused on the set of possible equilibrium outcomes, or, in this
case, the minimum winning cola-lition.

But Knight was thinking in terms of perfect competition, in which agents were
basically perfectly informed. Allowing for incomplete information gives talk a
wider field of play. Imperfectly informed agents have more reasons to chat. Knight
for instance, identifies the economic function of managers with imperfect informa-
tion (Knight 1921, Ch. 10). Managers monitor so that they can coordinate, com-
mand, and cajole subordinates. Information is costly, and sometimes talk is the
cheapest way to economize on those costs. Similarly, when we add incomplete
information to politics, talk matters more. Consumers of collective goods—if their
own votes are unlikely to affect which goods are provided—might have little incen-
tive to pay attention to their quality or which candidate provided them. Political
parties become intelligible, bundling sets of policies in order to minimize the cogni-
tive burden on voters. Candidates also have to try to get their attention. Political
advertising enters the scene, involving quite a lot of talk indeed. And advertising is
costly. Fortunately (for the candidates), an ignorant electorate might create suffi-
cient cover for candidates to talk with special interest groups. Already, incorporat-
ing a little bit of ignorance gives us at least a glimpse of politics as a process. The
public choice theorist can not only predict where the process will end up, but iden-
tify some of the landmarks along the way. Just past the yard signs and straight on till
inauguration.

The specter of special interests raises the issue of not just incomplete but asym-
metrically held information. In markets, asymmetric information threatens to
“unravel” potential gains from trade as potential buyers cannot assay the value of
what is on offer. This elicits a wide variety of responses, in which sellers try to
establish a perception of trustworthiness: branding, costly signaling, and contract-
ing, to name a few. Contracts are harder in politics. The collective and singular
nature of policy bundles makes it hard for any one participant in the policy making
process to have sufficient control of the outcome. So political agents and organiza-
tions lean heavily on branding and signaling. Family members extol the virtues of
candidates running for office, possibly in an attempt to demonstrate that they are not
sociopaths. Simultaneously, candidates and their supporters cast aspersions on the
trustworthiness of opponents. Elected legislators deliver long, physically taxing fili-
busters to demonstrate their commitment to certain principles. Every sort of politi-
cal agent adopts rhetorical signifiers that clearly distinguish which tribe has their
loyalty. Party representatives scold dissenting members who might sully the brand.
None of this is to say that these speech acts are not sincere. A truly effective signal
separates the committed from the opportunistic. Besley (2006) is convinced that
these sorts of signals can be sufficient to make restraints on power unwise as we
elect the truly virtuous.

For most public choice theory, this is it. Talk is strictly communicative, always
pointing to some other variable within the model: past behavior, preferences, agent
types, policy bundles, etc. Again it is worth stressing that we learn quite a bit about
political behavior from such models. But one peculiarity is worth noting. Talk is
largely ephemeral to such models, such that it is actually omitted. Agents simply
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observe variables of interest directly or, in the case of signaling models, infer vari-
ables from behavior. Some models make information transmission and reception
explicit, but without calling it talk. And they are right to do so, for it would not add
anything to the substance of the model. Occam’s razor has removed the tongues
from the inhabitants of our economic and political models.

But ignorance doesn’t stop with incomplete or asymmetric information. Ellsberg
(1961) introduces the helpful metaphor of drawing balls from an urn. What Knight
calls risk can be thought of this way: there are six black balls and four white balls in
the urn. I reach into the urn to pull a ball out. I am ignorant of the color but I know
the probability distribution: a 60% chance of black, a 40% chance of white. This is
the sort of ignorance in most economic and public choice models. Individuals are
ignorant of the precise values of variables, but can assign reasonable probabilities.
This approach to ignorance also sometimes makes its way in at the level of popula-
tions when we assume that errors are randomly distributed, leading to results like
the miracle of aggregation.

Ellsberg introduces the urn to distinguish this sort of ignorance from one he is
concerned about, which he dubs ambiguity. If I am operating under ambiguity, I
know the urn has only black and white balls. But I do not know how many balls of
each color are in the urn. When I reach in to grab a ball, I cannot estimate a probabil-
ity distribution. These sorts of models sometimes pop up in the study of financial
assets. Epstein and Wang (1994) develop this sort of a model regarding asset pric-
ing, showing that unknown probability distributions imply the possibility of multi-
ple equilibria even with identical underlying fundamentals.> What would such a
model look like in public choice?

I submit that the closest analogue to Ellsberg ambiguity in modern political
economy is bounded rationality. Bounded rationality can be modeled in terms of
“hill climbing” (Beinhocker 2007, Ch. 9). In these models, agents occupy a point on
a fitness landscape that has hills, valleys, and pits of despair. The agents are ratio-
nal—they can tell up from down—but their range of vision is limited. They can only
tell the slope of the incline they are on and whether they are on a peak. They cannot
see the entirety of the terrain, so they have to guess what unexplored areas look like.
There is the possibility that such agents end up “stuck’ at a local rather than a global
optimum, since they do not know that there are taller peaks out there. Page (2007)
uses this sort of metaphor to discuss the potential benefits of cognitive diversity.
Different agents may have different mental models, ways of projecting and explor-
ing through the epistemic fog they confront. A team comprised of agents with a
more diverse group of models often does better at finding high points than a team
whose members think the same way.

Landemore (2012) and Landemore and Page (2015) apply this sort of thinking to
democratic deliberation. The problems confronted in public policy are often diffi-
cult, so it is reasonable to assume that political communities frequently confront

2Epstein and Wang mistakenly refer to their model as one of Knightian uncertainty, but it is clear
upon examination that they are really discussing ambiguity: unknown probability distributions (c.f.
Langlois 1994).
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ambiguity about the effects of public policies. We might know that we want the
crime rate to go down or education performance to improve, but it is not obvious
what the best way to move these variables is or even how to find out whether we are
stuck at a local optimum. Deliberation may enable groups of individuals with
diverse ideas to create better solutions to these pressing issues. Weymark (2015)
argues that this application of Page’s ideas has problems, but whether correct or not
the application illustrates two important points for my argument.

First, individuals confronting ambiguity have something new to talk about: men-
tal models. Mental models come into play when agents need to conjure estimates of
distributions they cannot observe. This function of mental models does not come up
with less severe forms of ignorance. In an ambiguous world we can talk not only
about our estimates but how we got them. The second important point is that, though
these models give agents something new to talk about, they do not change the fun-
damental nature of talk. Talk is still just communication. In Page’s models (c.f. Page
2008, pp. 212-217), agents typically report the predictions of their own mental
models. Everyone believes them. No one argues about the validity or relevance of
the models themselves, and no one updates to a new model. This seems to miss an
important feature of political talk. So maybe we can learn a little more by reaching
into the urn one last time.

Ireach into the urn. I pull out... a green ball? That can’t be right. I reach in again.
I pull out a hamster. This is full blown Knightian uncertainty: ignorance of possible
outcomes, not just the probabilities attached to those outcomes. I do not know what
is in the urn. For Knight, uncertainty elicits not just management but entrepreneur-
ship. The sort of ignorance entrepreneurs confront is not just “how much will this
product sell for?” but also, “what product should I make in the first place?” and
“how should I make it?”” Entrepreneurs have to imagine what is in the urn. Explained
thus, Knightian uncertainty is functionally equivalent to Israel Kirzner’s concept of
sheer ignorance (Kirzner 1992, Langlois 1994). How do we respond to this sheer
ignorance, to these unknown unknowns? Kirzner calls it perception or discovery,
and Knight (1921) sometimes uses the word judgment. I prefer imagination. We
imagine possibilities before we act on them. Often these possibilities are the plans
that we choose between. Imagined plans form our opportunity sets. Usually, we
simply imagine the same options as yesterday.

But sometimes, we imagine something new. Uncertainty and creativity are two
sides of the same coin. It is easy to get caught up pondering the philosophical ques-
tion of whether we are truly “creative.” Kirzner (1997) insists that his metaphor of
discovering opportunities that are “out there” is just that, a metaphor, and that he is
agnostic about whether humans are truly creative. This is surely the right approach
to take for social science, since the social scientist is rarely (some might dare to say
never) omniscient. Since we as students of society do not know all possible options
confronting individuals, it is impossible for us to determine whether any novel phe-
nomenon was created or only discovered. From the perspectives of the acting indi-
viduals whose behavior we wish to explain, options can be at least locally new.



78 A. Martin

If individuals are creative, I posit, there is something more for talk and language
to do: they can facilitate (or impede) creativity. Consider two ways in which lan-
guage—on top of its communicative function—facilitates creativity. First, language
enables us to recombine ideas. Symbolic thought, as embodied in human language,
allows concepts with certain referents to be mentally detached from their existing
contexts. Bart Wilson (2018, pp. 14-17) offers the following example: once the
mind has the concepts of a point, a shaft, and a haft, it can combine them into the
design for a spear. These recombinations of concepts are at the heart of much inno-
vation and economic growth (Weitzman 1998).

The second way in which talk aids creativity is through the use of metaphors.
Metaphors enable us to transplant mental models from one context to another. A
utility function is like the topography of a mountain. Open market operations are
like an angel doubling the quantity of specie. Natural selection is like economizing.
This also carries over the development of new goods and services. Nowhere is this
more evident than computer programming, where metaphors of containers, objects,
pointers, and other physical phenomena abound.

The move to uncertainty thus represents a state shift in the role of language. Just
as water transitions from liquid to solid as its temperature rises from 211 to 212
degrees Fahrenheit, language transitions from communicative to communicative
and creative as we descend from ambiguity to uncertainty. Once creativity exists,
though, it works its way back up through the levels of ignorance. Creative individu-
als can formulate new search algorithms to more cheaply discover known unknowns.
They can devise new and inventive ways of signaling—or feigning—sincerity and
trustworthiness. Manipulations of symbolic thought lead to the generation of new
mental models. And, touching on the subject matter of the next section, talk enables
the generation of new social norms, legal rules, and moral principles.

Wagner’s World has always been home to entrepreneurship and creativity, and
thus to talk. In his first publication, a review of Mancur Olson’s Logic of Collective
Action, Wagner says that:

Devoting sole attention to pressure groups is a version of the forest- trees paradox; particu-
lar features of the political environment are examined at the expense of fundamental
essences. The particular feature is that some large-membership pressure groups exist in
which the lobbying activity is a by-product of the provision of private services, while there
simultaneously exists large-member latent groups that provide neither private nor lobbying
services. The overlooked essence is that the political entrepreneur provides the key to
understanding why certain groups receive real income increasing favors while others do
not; favor-seeking activity results from the operation of democratic decision processes and
not from pressure groups per se. (Wagner 1966, pp. 164-5).

This basic idea carries forward to Wagner’s more recent contributions. Wagner
(2007) reformulates public finance theory in terms of the complex relationships
between market enterprises and political enterprises. Entrepreneurs play a central
role in both establishing enterprises both in the market square and in the public
square, as well as in forming various connections between them and providing “the
source of propulsive energy within a society that sets in motion processes of con-
tinual transformation” (p. 75). Wagner (2010, Chs. 3-4) rejects the “closed”” model
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of utility maximization, embracing the open-ended nature of choice, Knightian
uncertainty, recombination as a source of novelty, and the central role of imagination.

3 Tuism and Talk

Talk can change our behavior by changing our knowledge. But what about our
incentives or motivation? Crawford and Ostrom (1995) identify one promising
channel by which talk might not only inform but also motivate when they discuss
the “grammar of institutions” (emphasis added). They distinguish between institu-
tions as shared strategies, norms, and rules. All of these institutional forms identify
individuals, types of actions, and the conditions under which they apply. For shared
strategies, this is it. They allow us to coordinate expectations. My students follow
shared strategies when they sit in the same seat during every class period. Norms
add “deontic operators,” which explain whether an action is forbidden, permitted, or
required. “Do not eat the cookies before dinner.” “You must hold the door open for
little old ladies.” These deontic operators can transmit normative claims upon oth-
ers. Finally, rules add both a deontic operator and an “or else” statement indicating
the punishment for violators. Crawford and Ostrom’s argument highlights an impor-
tant feature of institutions and other normative influences on human conduct: they
depend on symbolic thought—and thus on language—in a way that prefer-
ences do not.

Institutions are constituted by talk, and so talk can clearly motivate behavior.
One possible objection to this claim is that talk here is still only communicative: it
simply informs individuals of expectations and consequences. Hobbes famously
defends such a view, arguing that “Covenants, without the Sword, are but Words,
and of no strength to secure a man at all” (Hobbes 1650, Ch. 17). Hence the need
for a sovereign. But Russel Hardin (1993) identifies the flaw in this Hobbesian
response. To select a sovereign is already to solve a substantial coordination prob-
lem. If a society has the capacity to coordinate on an absolute sovereign, why not
coordinate on a more restricted political constitution? More importantly, what gives
individuals the ability to coordinate on such a scale if not talk? In Wagner’s World,
these bottom-up forces for social order occupy the foreground of analytical atten-
tion, flipping the Hobbesian question on its head: can there be (sovereign) swords
without covenants?

Wagner relaxes one key assumption that allows talk to do real work in his theo-
ries: non-tuism. Wicksteed (1910, p. 180) points out that our standard models of
supply and demand do not require the full-blown selfishness commonly attributed
to homo economicus. Rather, they only suppose that individuals who are buying and
selling do not directly take account of the interests of other parties to the exchange.
As with Knight’s vending machines, this modeling strategy is incredibly useful for
explaining a wide range of behavior. I might buy toothpaste to donate to the local
homeless shelter. Hardly selfish. However, I do not spontaneously offer the
toothpaste-monger a higher price than what he asks for. The exchange itself is non-
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tuistic—I treat the merchant’s interests instrumentally and vice versa—at the same
time that it proceeds (partly) from altruistic motives. I take the price offered, just
like a would from a vending machine, and I communicate just as much.?

Tuism, like ignorance, gives talk more to do. Ostrom (1993) recognizes this,
identifying non-tuism as one of the key assumptions of public choice obscures the
constitution of social order. The natural inclination for economists interested in such
a move might be to integrate others’ utility or consumption into an individual’s util-
ity function. I do not have the space to engage this approach here, though Vernon
Smith and Bart Wilson (2019) argue that it is lacking. They also suggest a promising
alternative: Adam Smith’s theory of moral sentiments. Smith (1759) argues (a) that
humans have the capacity for fellow-feeling, recognizing and responding to the
emotions and sentiments of others, and (b) that we desire to receive and be worth of
receiving others’ affirmation of our actions and their underlying motives. Obviously
there is a communicative function for talk here: talk can register approbation and
disapprobation.

But moral sentiments also open up a new possibility: talk may be the medium by
which we articulate and give reasons for action. In standard, non-tuistic models,
preferences are the only form of motivation. Tuism opens up the possibility that
there are other forms of motivation. If I commend an action on the grounds that it is
charitable or brave, I am not necessarily saying “this action has a positive first deriv-
ative in your utility function.” I might be appealing to standards that you hold or that
I think you should hold, independent of their ability to serve your ends. “Do this
because it is the right thing to do.” For Smith these normative judgments formulated
and expressed through talk not only affect momentary behavior, but ultimately
shape our individual characters into vicious or virtuous forms. Tuistic talk not only
provides momentary motivations, but also effects what sorts of people we are.

Other approaches to tuism exist as well, and may be complements or substitutes
for the Smithian approach. McCloskey (2010, Ch. 41) argues that talk is often per-
suasive. One way to interpret this claim is that talk allows us to give one another
normative reasons for acting.* Gaus (2012) develops a normative account of “public
reason” which distinguishes between egoistic calculations on the one hand and
moral reasons on the other. But though his account is itself an exercise in normative
political theorizing, it points to one consistent theme from positive social science:
non-maximizing behavior often plays an important role in accounting for the bot-
tom-up formation of social institutions. Elinor Ostrom (2000) prefers the language
of “willing punishers.” These accounts all imply that the deontic operators explored
by Crawford and Ostrom may have a distinct motivating force beyond their

3 At least ideally. Few things are worse than a chatty toothpaste monger. Talk is not always a good
thing. Hence Wagner’s frequent appeal to Sartre, “Hell is other people” (Wagner 2007, p. 48).

*A Stigler and Becker (1977) approach to this might be to argue that talk is simply providing infor-
mation about which forms of human capital to invest in. Again, I do not wish to settle any dispute
about how fruitful this approach is compared to the one I am proposing. I will simply say that it
should enjoy at best presumptive status based on the success of its predictions rather than unques-
tioned status because it is neat. And it is neat
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informational content. They help trigger motivations such as reciprocity and com-
mitment that are not reducible to incentives.

Language and our moral sentiments play a crucial role not only in animating
systems of institutions and social morality but also in generating such systems. Just
as language enables the creation of new ideas through recombining symbols, so too
can it play a part in generating new rules, norms, or moral principles. This raises an
important point. When I claim that moral emotions help generate order, I am not
claiming that this is always a beneficent process. Perverse systems of order also rely
on language and moral sentiments in order to take hold and thrive. Wagner’s work
pays ample heed to this possibility, exploring the sources of institutional and moral
corruption. In line with de Jouvenal’s (1963, Ch. 1) observation that the fundamen-
tal element of political behavior is when “A tells B to do C,” Wagner recognizes that
claims of authority over others have both intrinsic and consequential risks (Wagner
2007, Ch. 8).

In Wagner’s World, tuism reigns. And so does talk. Wagner (2007) describes
market and political activity as rooted in two different “grammars” of private (“mine
and thine”) vs. common (“us together”) property. More recently, Wagner (2016)
develops at length the importance of “non-logical” action for understanding politi-
cal behavior, arguing that the operation of sentiments and passions is central to
understanding such behavior. One of the central themes of Mind, Society, and
Human Action (Wagner 2010) is the bi-directional relationship between mind and
society. Social life shapes not only our beliefs but also our characters (Wagner 2007,
Ch. 8), and different forms of political relationships can lead individuals to stand tall
in liberty or bow down in subservience.

4 A Case Study: Democracy in Deficit

Talk matters to the story in Buchanan and Wagner’s classic Democracy in Deficit.
Unfortunately, it opens with some extremely misleading advertising. In the prefa-
tory remarks about coauthoring with Richard Wagner, James Buchanan says:

The analytical core of the argument in Democracy in Deficit is simple and straightforward.
Indeed, the argument is perhaps the single most persuasive application of the elementary
theory of public choice, which focuses primary attention on the incentives faced by choos-
ers in varying social roles.

This is a partial truth. The core argument is simple: Keynesian demand manage-
ment calls for running deficits when the economy is sluggish and surpluses when it
is growing rapidly. But this prescription is not incentive compatible with democ-
racy. Politicians love to promise spending and tax cuts in bad times but would be
kicked out of office for cutting spending or raising taxes in good times. This sounds
very much like elementary public choice, the sort of example we would give to our
students when explaining exactly what public choice is. And there is a lot of this
analysis in the book that looks at straightforward incentive issues.
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But the core argument does not work with incentives alone. And, fortunately, the
book doesn’t rely only on incentives. At the most crucial moments in the text, the
argument becomes one about ideas, knowledge, uncertainty and talk. Consider the
argument in chapter “Political Property Rights and Entangled Political Economy”,
“Institutional Constraints and Political Choice.” The authors know they have to con-
front the issue of Ricardian Equivalence. If deficits are future taxes, then the “con-
sequences of Mr. Keynes” might be nothing more than redistributing taxes through
time. In an incentives-only story, a median voter would have little reason to support
politicians whose policies continue to run up chronic deficits; if they did so, it would
have to be understood as intentional tax smoothing.

Buchanan and Wagner’s response is, in part, to invoke the concept of “fiscal illu-
sion.” They state that “it is the perceptions of individuals concerning the differential
effects of fiscal institutions that are relevant to potential fiscal choice” and that “dif-
ferent tax institutions will exert differing effects on the individual’s perception of
his share of the costs of public services” (p. 132). Because tax burdens for individu-
als are uncertain events in the future, the ability to run a deficit lowers the perceived
cost of government spending, increasing the size and scope of government as a
spontaneous outcome rather than an intentional decision by a median voter.

Throughout Democracy in Deficit, these knowledge issues rear their heads at key
moments. We hear about individuals who have differing theories of how the world
works, such as Keynesians, Classical economists, and public choice economists.
These models are often spelled out in metaphors about prudent families, fiscal
“drag,” and pushing and pulling on strings. We hear about different political norms,
such as the “old time fiscal religion” or functional finance. And we hear about the
subjective perceptions of individual decision makers that may or may not conform
with the underlying reality. Deficits are indeed future taxes (or inflation), but deficit
financing changes how we see them. These moving pieces call to mind Vincent
Ostrom’s claim that the really important advances in public choice theory are
“thrusts at the periphery,” by which he means work that takes issues of knowledge
and “epistemic choice” seriously (Ostrom 1993).

For the argument in Democracy in Deficit to work, it needs talk to matter. Talk is
the medium through which both ideas and institutions exert influence on the world.
Theories such as Keynesian demand management are formulated, debated, and
spread through talk. In order to take hold and influence individuals’ mental models,
they have to be discussed in Knight’s sense. What would count as good evidence for
or against this idea? The Old Time Fiscal Religion is a norm that tells us: “if we are
not in a state of war then balance the budget.” A Keynesian fiscal constitution sends
a different message.

In public choice as in all of economics, incentives are where the rubber hits the
road. But ideas and institutions fuel the engine. Without changes in knowledge both
across time and across institutions, the Buchanan-Wagner story lose its source of
motion. Talk is the medium through which those changes take place. In an equilib-
rium state, by contrast, talk is superfluous. Talk would needlessly complicate an
equilibrium story since incentives are already aligned. Just like Cantillon or injection
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effects don’t matter in strictly comparative static analysis, talk doesn’t matter either
(c.f. Vaughn 1980).

What about the effects of Keynesianism on talk? Based on the account given in
Democracy in Deficit, there seem to be two main effects that Keynesianism has on
talk. First, talk about fiscal matters becomes talk among experts. Buchanan and
Wagner describe the “presuppositions of Harvey Road,” and while a simple mental
model of a lone Wyrmtongue whispering in King Theoden’s ear is a nice approxi-
mation of this view for some purposes, it glosses over the fact that it is a loose knit
network of would-be Wyrmtongues at nice resorts that actually develop the ideas
and practices that come to constitute Keynesian policy. Democracy in Deficit
devotes two chapters to describing the process by which Keynesian ideas were dif-
fused from the U.K. to the U.S. academy to the policy world. The Old Time Fiscal
religion, folksy as it is, relied on analogies that were far more easily understood by
the average citizen. A move towards fiscal issues being the purview of elite techno-
crats is a move away from democratic self-governance, even if it is a small one. In
this sense Keynesianism might be considered incompatible not only with the incen-
tives of institutional democracy but also with the stated ideals of normative demo-
cratic theory.

Peter Orszag, coming from a view closer to Keynes than to that of Buchanan and
Wagner and in an article subtitled “why we need less democracy,” makes this
explicit:

In an 1814 letter to John Taylor, John Adams wrote that “there never was a democracy yet

that did not commit suicide.” That may read today like an overstatement, but it is certainly

true that our democracy finds itself facing a deep challenge: During my recent stint in the

Obama administration as director of the Office of Management and Budget, it was clear to

me that the country’s political polarization was growing worse—harming Washington’s

ability to do the basic, necessary work of governing... In other words, radical as it sounds,

we need to counter the gridlock of our political institutions by making them a bit less demo-
cratic. (Orszag 2011)

For good or for ill, certain fiscal constitutions may not be compatible with demo-
cratic deliberation. But I want to raise a more substantial concern about Keynes and
talk. In Wagner’s Deficits, Debt, and Democracy (2012), he resurrects an idea from
Antonio Viti de Marco (p. 50): that deficit financing makes the fiscal commons more
opaque. Because of the uncertainty of future tax burdens, the more we rely on deficit
financing, the more difficult it is to grasp the tradeoffs involved in different public
policy bundles. Wagner also contrasts organization according to private contracts
with a fiscal commons. This distinction is important, because not only are contracts
voluntary, they also embody honesty. A fiscal commons, by contrast, can run entirely
on cheap talk, and deficit financing makes talk even cheaper (p. 125). So if Buchanan
and Wagner are right, Keynesianism not only removed an important constraint on
deficit spending, but it also removed an important constraint on dishonesty, dissem-
bling, and other attempts to obscure reality in political discourse. Even if the Old
Time Fiscal Religion relied on a false analogy, it had the virtue of imposing some
measure of honesty in discussion of taxes and spending. A regime of normalized
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deficits, by contrast, involves systemic dishonesty about the distribution of benefits
and future liabilities. Gaus, Gerald (2011, 496), citing Buchanan and Wicksell,
raises concerns along these lines, arguing that deficit financing thus violates con-
tractarian norms. Deficits make us dishonest.

5 Conclusion

This essay has argued that talk matters in political economy under two conditions.
They are sufficient conditions, and may not be necessary ones. First, the role of talk
is proportionate to the severity of ignorance that political economic agents confront.
Risk, asymmetric information, ambiguity, and Knightian uncertainty each deepen
the role of talk as a form of communication. However, uncertainty also introduces
the possibility of creativity. In a world with creative agents, talk helps constitute and
not merely represent the set of options that individuals have.

Second, I have argued that talk matters to the extent that agents are tuistic in their
motivations. If we care how others think and behave, language becomes a tool of
human sociality. It not only communicates judgments but helps construct them,
thereby actively regulating and motivating individual conduct. This motivational
role of talk further reflects back onto the internal life of individuals, making talk a
tool for evaluating and shaping one’s own conduct and character. Wagner’s unique
approach to public choice opens up both of these possibilities, giving talk a foothold
in the world of political economic theory.

But perhaps we can go further. For the last 50 years, economic science has been
the leading partner in the renewed dance with political science. Public choice theory
was a watershed, applying models developed to explain market activity to politics.
The influence has been largely, though not entirely, one-directional. But as the work
of the Ostroms, Wagner, and de Jouvenal demonstrate, talk should—at least in prin-
ciple—have an even more central role in political activity than economic activity.
Talk is even more inseparable from collective action than it is from bilateral
exchange, especially given the plasticity of human groupings. If political econo-
mists begin to take talk seriously, then, it is possible that political science could
begin to lead the dance, simply because political subjects have more raw material
from which to develop an analytical approach to talk. It is worth noting here that
political science is, in this regard, less methodologically rigid than economics.
Whether political scientists would be willing to take up this challenge and whether
economists would be willing and able to respond, though, depends on one crucial
factor: are we willing to live in Wagner’s World?
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Entanglement and Perverse Spontaneous
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Abstract This paper examines the evolution of spontaneous orders within Wagner’s
entangled political economy framework. Most examinations of how interventions affect
spontaneous orders use what Wagner calls an “additive” framework of political econ-
omy. That is to say, they take as their starting point an unhampered market order, and
evaluate what happens when the polity begins to encroach on the economy. Wagner, by
contrast, considers polity and economy to be so intimately entwined as to be logically
inseparable in many situations. This paper examines the implications for the evolution
of spontaneous orders if we take entanglement as the starting point of our analysis. Few
orders emerge within a pure market context, and few political actions are able to be fully
centrally planned. Coupled with the fact that people are alert to opportunities to better
their circumstances in all environments, this helps us better understand why some emer-
gent orders might evolve which are considered perverse from the standpoint of those
participating in those orders. This paper concludes by applying the entangled political
economy framework to the case of the evolution of the public aid system in the United
States. Certainly, this system is characterized by significant public ordering, but it is also
the case that the ecology of relationships and enterprises that have emerged in response
to the public aid system are different than what would otherwise exist.
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1 Introduction

The order that results from human actions and interactions is truly a wonderous
thing. Individuals, acting on their own unique, local knowledge and responding to
the incentives generated by the systems in which they operate are able to devise
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solutions to problems no central planner could begin to design. They are able to
nimbly respond to even the smallest changes in relative prices, since they are directly
affected by these changes and have the desire to constantly better their own circum-
stances. Indeed, Hayek describes the order that emerges within markets as a “mar-
vel” (1945: 527). He goes on to say that he is “convinced that if it were the result of
deliberate human design, and if the people guided by the price changes understood
that their decisions have significance far beyond their immediate aim, [the price]
mechanism would have been acclaimed as one of the greatest triumphs of the human
mind” (ibid.).

In his work on spontaneous orders, Hayek continuously distinguishes between
“made orders” and “grown orders” (1973: chapter 2), the former of which charac-
terize the governmental sector, and the latter of which characterize the private sec-
tor. Indeed, much of Hayek’s work can be viewed as an attempt to draw out in what
ways spontaneous orders promote coordination and cooperation, and how con-
sciously crafted orders often fail to achieve even their stated goals.

The wide body of literature which builds on Hayek’s examination of the efficacy
of spontaneous orders similarly draws a sharp distinction between the spontaneous
order processes that characterize economic systems and the conscious direction that
characterizes governmental systems. In recent work, however, Wagner draws into
question the empirical usefulness of such a sharp distinction (2009, 2016). According
to Wagner, frameworks which treat polity and economy as logically separable can
be described as having an additive orientation toward political-economic systems.
Within such frameworks, government interventions can be viewed as intruding on
an otherwise relatively well-functioning market order. Interventions cause distor-
tions in relative prices and a breakdown of the feedback mechanisms that support an
efficient allocation of resources. Wagner proposes an alternative framework, which
he calls entangled political economy. According to this framework, the polity and
the economy are intimately intertwined such that taking about polity intervening on
economy is nearly nonsensical. Polity and economy operate in the same social
space. The entangled orientation towards political economy recognizes that “the
presence of politics [is] ubiquitous” (Wagner 2014: 26). Political and market par-
ticipants are the same people. Market transactions are imbued with political consid-
erations, and political actions occur within a market context. There are transactions
that are nearer or further away from a purely market setting, but few can be said to
take place within an unhampered market.

Both additive and entangled political economy provide useful frameworks for
answering different types of questions. Most existing work on spontaneous orders,
however, takes place within an additive framework. This paper explores what it
means to think about the evolution of order within an entangled framework. Once
we recognize the fundamentally entangled nature of the political and the economic,
we can also evaluate how orders can evolve that appear unbeneficial in some ways,
even to those directly affected by these systems. That is to say, orders can emerge
and evolve that are perverse, or undesirable from the standpoint of those participat-
ing in them. This paper follows Martin and Storr in defining a perverse emergent
order as one that is “the result of human action but not human design; [but] unlike
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positive spontaneous orders ... cannot be said to be socially beneficial” (2008: 74).
Because we live in a world characterized by various levels of mixture between the
political and economic, it is not always clear whether systemic failures are due to a
failure of the marketplace or a failure of the political system. This makes perverse
emergent orders all the more pernicious; it is often unclear whether further political
actions or a movement back toward a market order would remedy the situation.

This paper contributes to three distinct strands of literature. First, it contributes
to the body of work on interventionism, which is most fully explored by Ikeda
(1997, 2005), who builds on the work of both Mises (1977[1929], 1998) and Hayek
(1976[1944]). This literature, however, employs an additive orientation toward
political economic questions. The polity is clearly intervening in the market in these
analyses. Mixed systems are thought to be inherently unsustainable, since the prob-
lems that manifest themselves in the wake of various interventions must be fixed
either by more intervention or by removing the original intervention. Here, inter-
vention is seen as government intrusion into otherwise well-working markets. This
analysis also takes as its starting point (as does Ikeda) that our world is character-
ized by mixed systems, with some being closer to the market end of the spectrum
and some being closer to the planned end of the spectrum. However, the current
argument works within an entangled instead of an additive framework. This paper
is, consequently, also adding to the growing literature on entangled political econ-
omy (see, for example, Horwitz and Koppl 2014). It is certainly the case that those
evaluating the dynamics of mixed systems recognize that the world is characterized
by significant degrees of entanglement, but that recognition is generally left in the
analytical background; this paper brings it into the analytical foreground. Finally,
the paper contributes to the large literature on spontaneous orders.

This argument is perhaps closest to that of Kirzner (1985), who examines the
various ways in which regulations distort the otherwise orderly workings of the
market process. As section three will discuss more fully, Kirzner recognizes that
entrepreneurs continue to operate within regulated environments, but discovery pro-
cesses that result are likely to be different in character than those that would result
absent these interventions. Though Kirzner adopts an additive notion of political
economy, the dynamic process he is describing parallels nicely with what I am
describing here. Indeed, in many ways this paper is using the framework of Wagner’s
entanglement theory to probe some new dynamics of the distorted discovery pro-
cesses Kirzner discusses.

The next section provides a fuller examination of how entangled political econ-
omy helps us understand the dynamics of mixed systems in ways the additive
framework of existing intervention studies do not. The third section explores how
perverse spontaneous orders might emerge and persist in a system characterized by
significant entanglement. The fourth section evaluates how our ecology of public
aid programs in the United States might adequately be characterized as a perverse
emergent order. Though this system is, of course, characterized by significant
amounts of political action, it has also changed the norms and characteristics of
market participants, and has resulted in the evolution of an order that would likely
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look dramatically different absent this type of a system being in place. The final
section draws implications and concludes.

2 Entangled Political Economy and the Logic of Intervention

Most examinations of the admixture between the political and the economic take as
their starting point that polities and economies are two separate realms of human
activity. The stated purpose of political activity, in this view, is to help “fix” those
economic outcomes that are deemed to be undesirable in some way. With activities
that are against a person’s long-term interests, such as smoking and drinking, politi-
cal actors can simply impose sin taxes to discourage these types of behaviors. When
individuals, through either bad luck or bad choices, fall on hard times, political
actors can redistribute income from those with more and give it to those with less.
When factories produce an objectionable amount of pollutants, politicians and
bureaucrats can implement regulations to discourage this sort of activity.

All three examples — taxation, redistribution, and regulation — treat economic
activity and government interventions as occurring sequentially. That is to say, out-
comes that some deem undesirable occur in markets at t1 and political actors impose
their solutions at t2; economic actors act in the first period, and political actors work
to alleviate the perceived undesirable outcomes of market activity in the second
period. In this view, economy and polity are additive notions, with the locus of
power known as a polity operating on the object known as economy. The studies
examining the logic of intervention (see Mises 1929, 1940; Hayek 1944; Ikeda
1997, 2005) work within this additive notion of political economy. A major focus of
these studies is on what happens at t3, in the post-intervention phase. Each use of a
political action to “fix” the shortcomings of economic activity comes with its own
set of unintended consequences. Once these unintended consequences begin to sur-
face, if the undesirable side effects of an intervention are serious enough, those who
are responsible for the intervention are faced with either repealing the intervention
or enacting another intervention to alleviate the undesirable side effects of the first.
If they choose the latter path, it is likely that more unintended consequences will
flow from this intervention, requiring political actors to once again choose between
enacting another intervention and repealing the original intervention(s).

While this is certainly an oversimplification of the very nuanced points made by
scholars working in this area, this description provides us with enough information
to understand that they are working within what Wagner calls an additive notion of
political economy. Polity is intervening detrimentally on an otherwise well-working
market order. Indeed, Ikeda defines the dynamics of intervention to be “constituted
by the unintended consequences at the interface between the governmental and mar-
ket processes, when the scope of government is either expanding or contracting in
relation to the market” (2005: 21; emphasis mine). It is clear from statements of this
type that for Ikeda, the domain of the market and the domain of the government are
logically separable. Intervention, in this view, is problematic because it disrupts the
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otherwise orderly workings of the market system. It is also problematic because
market orders and planned governmental orders have fundamentally different oper-
ating principles. Polities operate according to the principles of bureaucratic man-
agement; economic systems operate according to the principles of profit
management. However, these are not easily pursued within the context of a single
plan. In Mises’ conception of intervention, he claims that the interventionist system
must either tend toward full planning or fully free markets, since the admixture of
the two is fundamentally unsustainable. However, Ikeda, noting that interventionist
systems are ubiquitous, says that “instability does not imply transience any more
than survival implies success” (2005: 45). Still, he does contend that mixed systems
will continuously be in a state of tension, since the operating principles underlying
market systems are incompatible with the operating principles underlying central
planning. This will result in a series of micro- and macro-crises to try to alleviate
these incompatibilities, with the size of the government sector more often growing
in comparison to the market sector than the other way around.

Patrick and Wagner (2015) explore the differences between the dynamics of
intervention and the dynamics of entangled political economy. While these frame-
works are undoubtedly analytical cousins, the latter rejects the additive framework
of the former. As Wagner (2016) explains, “[w]ith entangled political economy,
prudent commercial conduct cannot be determined independently of the desires
expressed by political entities; likewise, prudent political action depends on com-
plementary commercial action” (34). Here, the analytical usefulness of the sharp
dividing line between governments and markets is called into question. According
to Wagner, the same people are participants in both market and government activi-
ties in different facets of their lives. “It is misleading,” he says, “to speak of govern-
mental intervention into markets because those governmental entities are themselves
participants within a society’s market arrangements” (2016: ix). Individuals partici-
pate in society in various ways, with no single individual able to exert any sort of
systemic influence.

Within the framework of entangled political economy, the social part of “social
science” occupies the foreground of analysis. This is in contrast to much of modern
social science, in which the second of those words tends to predominate. Instead of
focusing on the actions and interactions of individuals, much of modern social sci-
ence — particularly economics — engages in representative agent type theorizing, and
harnesses the tools of the scientific community for analysis. While this type of anal-
ysis is useful for answering some types of questions, minimizing the social does
have its drawbacks. Entangled political economy instead pointedly focuses on
human sociality and sociability. Further, it is a thoroughly ground-up approach to
understanding broader macro-phenomena. Complex social orders are the result of
millions of individual-level transactions. It is not just the case that order emerges
through these individual-level transactions, but also that the higher-level configura-
tions influence the incentives and norms of individual actors in a sort of self-
sustaining feedback loop (Wagner 2010; Lewis 2012). “The subtext of entangled
political economy,” says Wagner, “focusses analytical attention on the knowledge-
generating properties of different patterns of interaction among persons and entities
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within society” (2016: 40). Interaction, transaction, and participation are all appro-
priate descriptions of the driving forces behind entangled political economies.

It is important to note that entanglement is not a new phenomenon. Just looking
at the U.S. context, though the size and scope of government has grown dramati-
cally over the past 150 years, some level of entanglement has existed between politi-
cal and economic actors since at least the colonial period according to Hughes
(1977). If the size of the government is very small relative to the size of the econ-
omy, as it was in the colonial period, the resultant relative price distortions are likely
to be minimal. The faith we have in the market to serve as an error correction device
is much stronger when market actors are less able to profit through the political
process. While commingling between market and political actors is unavoidable
even with the smallest government, if the rents to be gained are sufficiently low, few
people will be enticed to engage in rent seeking behavior. Still, any government that
performs any functions beyond the most basic protective functions creates space for
some private actors to attempt to gain an advantage.

Conceptually, we can separate out the features that characterize public ordering
and those that characterize private ordering. The entanglement framework forces us
to question whether these ideal types of orders actually exist anywhere in reality. If
it is the case that some degree of entanglement characterizes most transactions and
interactions, then there are at least three significant implications for spontaneous
order theorizing. One, it helps us to understand that undesirable outcomes can usu-
ally not be attributed purely to pernicious market actors nor to pernicious govern-
ment actors, but rather some admixture between representatives of the two groups.
Two, it implies that remedies that prescribe either increased government activity or
increased scope for market activity will often be misguided. Though considering the
full entangled ecology of interactions is difficult, these sorts of considerations will
help point the way toward more sustainable remedies for undesirable orders. Three,
it helps us to understand in a more holistic way why some orders are more socially
beneficial than others. This final point has particular implications for the way we
think about polycentric systems. It is not simply the fact that an order is polycentric
that makes it socially beneficial. Rather, beneficial outcomes result from particular
constellations of public and private entities interacting within particular sets of rules.

3 Entanglement and Perverse Spontaneous Orders

Generally, analyses of spontaneous orders focus on how these orders operate in a
market context. Within the market setting, spontaneous orders generally tend toward
beneficial outcomes over the long term. They result from individuals pursuing their
own self-interest, but are not actively designed by any individual or group of indi-
viduals. While individual actions can certainly result in outcomes that are undesir-
able at a point in time, the positive and negative feedback loops generally work to
ensure those orders which persist are socially beneficial in some broad sense. The
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discipline of the profit and loss mechanism within markets, for example, provides
strong incentives for errors to be corrected.

While there is a tendency to view spontaneous orders as beneficial simply due to
the fact that they emerged spontaneously, many have noted that spontaneous orders
can be pernicious if the conditions are right (Whitman 1998; Caldwell 2000; Angner
2004). Martin and Storr (2008) carry this idea the furthest in examining how per-
verse spontaneous orders might arise and persist. According to Martin and Storr,
“Like language, the common law, society itself and other positive spontaneous
orders, perverse emergent orders are the result of human action but not human
design. But, unlike positive spontaneous orders, perverse emergent orders cannot be
said to be socially beneficial” (2008: 74). Though they claim that these types of
orders are common, they also acknowledge that the academic literature has paid
relatively little attention to them. Leeson and Suarez (2015) provide an important
caveat. They claim that some spontaneous orders that appear on their surface to be
dysfunctional are actually very likely completely rational and likely socially benefi-
cial when viewed through the appropriate lens.

Martin and Storr (2008) examine how mob behavior and negative belief systems
(they use the Bahamian example of Rabbyism) fit the criteria of a spontaneous
order, but nonetheless are perverse in a real sense. These both are examples of pri-
vate orders. Though few orders can be classified as purely public or purely private,
these orders are very close to the private end of the spectrum. However, both of the
examples they use are orders that emerge in response to government activities.
Consequently, we can evaluate them within the framework of entangled political
economy. Certainly, this sort of entanglement is latent in the background of their
analysis, but it is worth bringing to the analytical foreground in order to make sense
of the relationship between entanglement and the evolution of perverse spontane-
ous orders.

Consider their example of social violence in more detail. “Rioters”, note Martin
and Storr,

act out of anger in response to disappointments and frustrated hopes ... [Riots] are, ulti-
mately, an attempt by members of an aggrieved population to have their grievances heard
and their problems redressed when all other avenues for airing their issues and seeking
redress have been exhausted or appear closed off (2008: 79).

The example they use is that of the 1942 Bahamian riot that occurred when local
construction workers realized they were being paid substantially less than their
American counterparts for performing the same tasks. Though the American con-
tractor employing these workers had wished to pay them more, the Bahamian gov-
ernment had forced their wages to be pegged to the local rate. Smaller demonstrations
at the worksite had been unsuccessful, so on June 1st rioters stormed the Colonial
Administration Offices and the Parliament Building on Bay Street. Like most riots,
there was no central organizer or leader; the riot was rather the result of shared sen-
timents boiling over amongst a great many discontents. While riots may seem like
they don’t fit the “order” criteria of being a spontaneous order, there are generally
clear rules that the rioters follow. In this example, the businesses of those considered
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somewhat responsible for the labor troubles were subject to the rioters’ violence,
while the businesses of those who were not responsible were avoided. Indeed, riot-
ers actively signaled to one another which buildings to leave unharmed. Like most
riots, there was a great deal of violence, but there was also a great deal of order to
the operations.

Neither the rioters themselves nor the targets of their violence could claim this
outcome was socially beneficial, but this episode nonetheless meets the criteria of
being an emergent order. Importantly, however, this episode would not have occurred
had there not been a strong level of entanglement between the American company
and the Bahamian government. Though the American company actively wished to
pay the Bahamian workers more money for their services, they knew they would be
unable to operate on the islands at all if they didn’t acquiesce to the government’s
demands. While many would look at this episode and find fault with the American
company for paying Bahamian and American workers disproportionate wages, the
problem in reality stemmed from the fact that the Bahamian government injected
itself into this labor exchange process. The spontaneously generated mob violence
emerged in response to the entanglement between the market and the government.
Consequently, those who find fault with the government and those who find fault
with the market in this case are both right in some sense. The order that emerged did
not take place in a pure market context, nor was it the response to pure central plan-
ning, but rather the result of the intimate relationship between the economic and
political actors.

To use a more recent example, consider President Bush’s comments about the
causes of the 2008 financial crisis. It is worth quoting his “Speech to the Nation on
the Economic Crisis” at some length:

I’'m a strong believer in free enterprise, so my natural instinct is to oppose gov-
ernment intervention. I believe companies that make bad decisions should be
allowed to go out of business. Under normal circumstances, I would have followed
this course. But these are not normal circumstances. The market is not functioning
properly. There has been a widespread loss of confidence, and major sectors of
America’s financial system are at risk of shutting down. The government’s top eco-
nomic experts warn that, without immediate action by Congress, America could slip
into a financial panic and a distressing scenario would unfold (New York Times
2008; italics are mine).

Though the Republican Party has traditionally been the party that is most sup-
portive of capitalist activity, in this case Bush concluded that market failures had led
to the current financial calamities. In their examination of the crisis, however, Smith
etal. (2011) conclude that the systemic failures during this episode are better attrib-
uted to the substantial levels of entanglement that existed between the government
and the banking system. The emergence of the crisis was not due solely to missteps
by financial institutions, nor to misguided government policies. Rather, the perverse
order that characterized the 2008 financial crisis emerged within a system character-
ized by substantial entanglement. It is difficult to determine whether the problems
were primarily due to misguided government policy or missteps on the part of those
working in the financial sector; in a real sense, the blame lies simultaneously with
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both. The entanglement that characterized this sector created an environment that
cultivated a perverse order.

Not only does the entanglement framework help provide ex-post explanations of
phenomena, but it also helps explain the dynamics of spontaneous orders that
emerge in the context of this type of entanglement. Up to this point, the focus has
been on the former. However, the order that emerges in systems characterized by
substantial amounts of entanglement is fundamentally different from the types of
order that would emerge in a pure market context. Individuals respond to incentives,
and the incentives are structured by the institutional framework within which they
find themselves. Markets provide the institutional framework for largely beneficial
types of orders to emerge, since the discipline of the profit and loss mechanism
provides strong feedback for market participants. In both of the above cases, how-
ever, entanglement meant that market signals were not reliable benchmarks for
guiding action. In the case of the financial crisis in particular, banks were incentiv-
ized to behave in ways they would not have behaved absent government involve-
ment in their activities. In a very real sense, the order that existed in the banking
industry evolved over time as a result of continuously changing relationships
between the individual banks and the government actors with whom they interacted.

If entanglement characterizes much of social reality, then saying that spontane-
ous orders that emerge within a market context tend to have beneficial characteris-
tics is making a claim about only a small subset of the orders which actually exist.
Certainly prices provide strong feedback in a market system; but most prices are
distorted to some extent by political considerations. Those orders which emerge in
contexts where entanglement is less pervasive will be more likely to be beneficial
over the long run, since market dynamics will work to eliminate errors and promote
mutually beneficial outcomes. Those which emerge in settings of more substantial
entanglement run the risk of having undesirable characteristics, since market
dynamics will not be able to work as effectively.

Individuals continually work to improve their situation. As Mandeville contends,
private vices may result in public benefits at the system level if the institutional
conditions are right (1714). If individuals are operating on the basis of distorted
relative price information, however, it is not at all clear that the characteristics of the
resulting system will be beneficial. Further, acting on distorted information may
itself result in further systemic distortions, and so on ad infinitum. In this way, the
dynamics of emergent order in an entangled framework can result in increasing
perversities.

This argument is similar to that of Kirzner (1985), who argued that interventions
which attempt to impose regulatory corrections on market processes can result in
not only unanticipated consequences, but also consequences that may be largely
undesirable from a social standpoint. While he is working within an additive frame-
work, his analysis can readily be adapted to an entangled framework. According to
Kirzner, government intrusions into the otherwise orderly workings of the market-
place can result in four different types of processes. The first of these he calls the
“undiscovered discovery process”, in which regulators lack faith in the market’s
abilities, and systematically consider interventions to be improvements over an
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alternative market process. The second he calls the “unsimulated discovery pro-
cess”, which refers to the lack of a price-like mechanism in the regulatory system,
therefore no similarly beneficial way for regulators to discover the sorts of informa-
tion they need. The third is the “stifled discovery process”, in which price distor-
tions created by regulation block beneficial market processes that might have
otherwise emerged. Finally, he details the “wholly superfluous discovery process”,
in which individuals responding to the incentives of the regulatory environment set
in motion a sequence of entrepreneurial activities that would not have occurred
absent the regulations.

If, with Kirzner, we consider these “perils of regulation” to take place within the
context of an additive orientation toward political economy, there is some hope that
a swinging of the pendulum away from intervention and back toward markets might
eradicate — or at least alleviate — these problematic discovery processes. If, however,
we consider economy and polity to be fundamentally entangled, then we have rea-
son to think these types of discovery processes will be pervasive.

4 Ecology of Public Aid Enterprises in the U.S.

The previous sections sketched a framework for understanding the emergence and
evolution of a perverse spontaneous order. This section focuses on a particular type
of order, one which is a paradigmatic example of a perverse emergent order: the
social order surrounding public assistance in the United States. As Hayek recog-
nized, it is important to clearly demarcate the parameters of the order under exami-
nation, since orders at a lower level are themselves part of a larger social order.
According to Hayek, “the family, the farm, the plant, the firm, the corporation and
the various associations, and all the public institutions including government, are
organizations which in turn are integrated into a more comprehensive spontaneous
order” (1973, 46). I am interested here in examining only a subset of the order of
society. Certainly, the perversity of one subset will ripple through the rest of the
order; but merely because some subsets of the social order are perverse does not
mean all subsets will be characterized by the same coordination-disrupting
incentives.

Until about the Progressive era, nearly all public assistance was provided at a
very local level, which allowed for a close connection between the funders of that
assistance and those they were funding (see Himmelfarb 1991; Olasky 1994; Katz
1996). The contractarian ideal was closely approximated in this setting (see Brennan
and Buchanan 1985). In the Progressive era, the role of government in society began
to change, and more than in any previous era, people began considering public ser-
vants to be well equipped to handle social affairs—including aid provision. Though
the 1860s saw the passage of legislation providing Civil War pensions at the federal
level, this was really the only federal public-aid legislation that had existed at the
time Progressive ideology began to capture the American imagination. Though it
was not until the 1930s and the passage of the New Deal programs that the welfare



Entanglement and Perverse Spontaneous Orders 97

state significantly expanded, the Progressive era shaped the intellectual environ-
ment in which public decision making would be made for decades to come. The
Progressives sought to approach social problems in a scientific manner, and thought
professionalizing the civil service would help rationalize the provision of aid to the
poor. At the end of the Progressive era, as part of his presidential campaign Warren
Harding even proposed establishing a federal department of public welfare (Tanner
1996, 40). Though Congress ultimately rejected the proposal, the seeds were sown
for an ever-larger role for government actors in the public aid arena.

Even when the New Deal legislation of the 1930s was passed, Americans on the
whole were still largely hostile to providing public aid indiscriminately. Yet over
time, more and more people have come to accept a larger role of the state in alleviat-
ing the problems of want and misery. This gradual acceptance has created opportu-
nities for government actors and agencies to continually expand the scale and scope
of public aid. As increasingly more individuals have come to have an interest in
expanding the public system, the system has expanded to meet this demand. In this
respect, the passage of President Johnson’s Great Society legislation in the 1960s is
just one notable milestone in the march toward ever-more government public aid
provision.

The key problem is that the incentives created by the system have evolved to
make aid receipt ever more attractive relative to work. Phelps (2013), for example,
documents how the expansion of public-assistance programs since the 1960s has
significantly decreased American dynamism. While the stated aim of these pro-
grams is to improve the distribution of income, these programs also affect the
amount of income that people earn in society, as well as the output that they gener-
ate. Public-assistance programs impact both current and potential workers. High
implicit tax rates mean that those receiving assistance would have to receive a large,
discontinuous jump in earned income to make it pay to take on additional work (see,
for example, Edwards and de Rugy 2015 and Maag et al. 2016). Mulligan (2012)
blames these high implicit tax rates for exacerbating the Great Recession by blunt-
ing the incentives for marginal workers to return to the workforce. The explicit tax
rates faced by current workers also make it relatively attractive to substitute some
labor for leisure as marginal tax rates rise, since the opportunity cost of engaging in
extra leisure falls.

Public ordering in the provision of public assistance has influenced the structure
of the social order. The feedback mechanisms disciplining both suppliers and
demanders now maintain a level of poverty and aid provision that allows public
actors to maintain a permanent clientele. All players in the aid-provision game are
affected by the expansion of public ordering in this sector. The private suppliers of
aid act in the same ecology as the public providers, so if they desire to continue
attracting clients, they naturally must operate within the current structure. In
response to a larger role for public ordering in the construction of the social-welfare
system, the incentives of the recipients have also changed so that they accept—and
indeed, desire—a larger role for the state in this arena.

Importantly, as Harvey and Conyers detail, the current system of public aid is
undesirable from the standpoint of many individuals that rely on the system (2016).
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The authors travelled the country to interview a broad swath of individuals who
benefit from various government assistance programs, in order to determine what
the recipients themselves think of the current public aid system. The common theme
that emerged from these interviews was that:

whether [aid recipients] were grateful for the help or not — they all felt the system
was broken. We did not meet a single recipient who had anything positive to say
about the programs they were on, aside from the fact of the assistance itself. The
stories people told us were rife with examples of redundancy, incompetence, fraud,
and general decay and disarray, reflecting programs that are unresponsive, inflexi-
ble, and illogical (ibid. xviii).

Most of the people they interviewed needed the assistance these programs pro-
vided, but nonetheless felt trapped by the perverse incentives created by the system.
In fact, most of the people they met actively wanted to work, but the incentives of
the current system meant that they would receive less compensation through work
than through relying on public assistance. Due to the “cash cliffs” that characterize
our current system of relief, unless individuals are able to receive a large jump in
income upon moving from welfare into work, it is generally more economically
beneficial to forgo work and subsist on aid (see Randolph 2014 and Alexander 2012
for numerical examples of these “cash cliffs” in practice). Not only are taxpayers
harmed by being forced to maintain a large welfare edifice, but the people who are
being helped by these programs are unhappy with the incentives created by the cur-
rent system. As the size of the polity has grown relative to the economy in the aid
provision ecology, the order has grown increasingly perverse.

Indeed, Miller (2017) argues that the entire way we think about providing aid in
the U.S. is misguided, focusing on the deficits of the aid receivers rather than their
strengths, and encouraging alienation of recipients rather than community problem
solving. After years working for nonprofits that followed the traditional formula of
providing cash handouts to those who could prove their neediness, he came to real-
ize that an aid system that truly encouraged upward mobility would need to empower
individuals to use their talents productively, rather than hiding these talents to maxi-
mize their chances of receiving the needed aid.

What Miller proposes is not a purely private alternative to the current aid provi-
sion system, but rather a reformulation of the way public entities interact with recip-
ients. Individuals and families who are in poverty know their circumstances better
than any external party ever could. Not only do they know their current financial
situation, but also the skills and talents they possess that could help them escape
their plight. Most poor families — at least those who are in a position to need aid
from some third party agency — exist in a social ecology that includes other poor
families. Miller’s innovation was to harness the diverse knowledge and talents of
these communities of individuals, and have the people in these communities learn
from one another.

The employees in his Family Independence Initiative were specifically precluded
from providing advice to the families in this program. Instead, Miller and his
employees helped keep an online record of what these families were doing, and
encouraged families to learn from one another. He encouraged “positive deviance”,
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which in his words is “an approach to behavioral and social change based on the
observation than in any community there are people whose uncommon but success-
ful behaviors or strategies enable them to find better solutions to a problem than
their peers, despite facing similar challenges” (2017: 115). These individuals, by
productively employing their talents and skills, could then serve as role models
to others.

What Miller witnessed was incredible. Within 2 years, average incomes of fami-
lies in his programs increased between 18% and 24%. Savings increased by between
130% and 377%. The percentage of families with side businesses also increased, as
did the percentage of children in these families with better grades and school atten-
dance (2017: 145). It must be noted, however, that this program is just one of many
within an ecology of other similar programs. It arose in response to failing public
programs, and is in many ways a competitor with these programs. The alternative
for most families who enroll in this initiative is other government programs that are
targeted toward low income individuals. The real promise of this program, and why
it is worth bringing up here, is that the results it delivers for its recipients makes it a
very attractive alternative to other similar social welfare programs. Though other aid
programs — both public and private — act as competitors to this program, the fact that
it provides what many would consider a superior service makes it an attractive alter-
native for those in the position to need its services. Though it emerged in the
response to failing government programs, it is actively helping to support a benefi-
cial emergent order, as opposed to the perverse emergent orders discussed in this
section. The number of people it currently serves is relatively small, but the poten-
tial for these sorts of solutions is enormous.

5 Implications and Conclusion

For Hayek, as for others, the institutional context within order emerges matters.
Both informal and formal institutions impact the character of the order. As explored
by Baumol (2002), though entrepreneurs are omnipresent in all societies, the insti-
tutional environment within which entrepreneurs act determines whether their
activities will be productive, unproductive, or even destructive. People respond to
incentives, and if the incentives of the system create opportunities for some indi-
viduals to profit at the expense of others, for example, outcomes can emerge which
are undesirable at a systemic level.

Emergent orders permeate social reality, but the academic literature seems to
focus mainly on socially beneficial orders. This paper builds on Martin and Storr
(2008) in probing some dynamics of perverse emergent orders. The examination is
necessarily preliminary. Yet understanding the role that entanglement can play in
creating and perpetuating perverse emergent orders moves us one step closer to
understanding these emergent orders more generally.

This paper is not the first to recognize that emergent orders can have perverse
characteristics. Indeed, Hayek himself, in a number of places, conceded that
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emergence itself does not entail beneficial effects. In discussing the evolution of
law, for example, Hayek maintained that “[t]he fact that law that has evolved in this
way has certain desirable properties does not prove that it will always be good law
or even that some of its rules may not be very bad” (1973: 88). The innovation of
this paper is in showing that systematic perversities may arise in a system character-
ized by significant degrees of entanglement between polity and economy.

It is certainly the case that reasoning about perverse emergent orders entails
some value judgements. Within the current public aid edifice, if we take the desired
ends of public actors as given, the outcome of the public aid process is pernicious.
Their stated goal is to reduce poverty, while simultaneously creating a safety net
that helps the poor and downtrodden without creating incentives to abuse the sys-
tem. Putting aside the question of whether these goals are incompatible, we can
question whether these stated goals capture the full reality of what legislators,
bureaucrats, and other social reformers are looking to achieve. If we take as a start-
ing point that these reformers would like to achieve a society of free and responsible
individuals, then the social order created by public assistance programs is clearly
perverse. However, if we take as a starting point that social reformers consider
themselves better able to make decisions for the poor than the poor themselves, then
the observed outcome would not be considered perverse. Here, I have taken only the
stated ends as given; but if we incorporate these unstated valuational presupposi-
tions into the analysis, the framework is considerably complicated. This is a clear
avenue for future research.
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The Tax Code as an Emergent
Phenomenon

Jeremy Horpedahl

Abstract Tax systems are the primary means of financing government spending
and activity. Public finance economists have developed a number of rules and prin-
ciples over time for optimal tax practices. However, few governments rely primar-
ily, if at all, on these rules and principles in their tax code. I argue that this is because
tax codes are emergent phenomena, and a snapshot of the tax code at any moment
reveals the outcome of an ongoing process to satisfy the desires of many competing
interest groups. Furthermore, tax reform, an attempt to “clean up” a messy tax code,
is itself an emergent process. Knowing this helps us understand why tax reform
processes rarely move tax codes closer to the economists’ ideal.

Keywords Emergence - Tax code - Tax reform

1 Tax Policy from the Perspective of Economists
vs. Policymakers

Public finance economists agree widely on issues related to taxes. Starting from a
basic assumption of no externalities or Samuelsonian public goods, the ideal taxes
are zero from an efficiency perspective. Recognizing that externalities and public
goods exist, there is an economic case for government spending and thus taxes, but
economists once again agree on the method of implementing taxes: they should be
implemented so as to minimize deadweight loss. This implies first implementing
taxes on more inelastic activities, then moving to other activities, but always keep-
ing all rates as low as possible to minimize deadweight loss, formalized in state-
ments such as the Ramsey Rule for commodity taxation. Adding in the
equity-efficiency tradeoff complicates matters somewhat, but still economists have
developed a framework for common dialogue, with principles such as horizontal
and vertical equity, and the benefit and ability-to-pay principles. These principles
can be found in any undergraduate public finance textbook (Gruber 2007, 513-605;
Holcombe 2006, 201-242; Hyman 2014, 370-431 and 472-497).
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Tax policy in the real world diverges widely from these agreed on principles in
numerous ways.'. A few examples will illustrate this. The US federal government
derives almost all of its revenue from income taxes, even though the same amount
of revenue could be derived at much lower rates using a broader range of taxes such
as consumption and property taxes. The variation in tax systems across states is also
illustrative: five states have no sales tax; nine states have no income tax for personal
wage income; and while all states have a property tax (often at the local level), the
effective rate in the highest state is 8.5 times that of the lowest state (with states
scattering in between the highest and lowest). Some of the variation in tax rates
across states could be explained by differences in elasticities across states or tax
competition, but most of it demands another explanation.

Furthermore, exemptions to taxes in US states often do the exact opposite of
what principles of efficient taxation would suggest. For example, all but three states
with a sales tax provide some lower rate, tax credit, or have no tax on groceries. This
is often justified because groceries are said to be a necessity, but a necessity by defi-
nition has a very inelastic demand curve. Given that they are demanded inelasti-
cally, groceries should be taxed at a higher rate, though principles of tax simplicity
might suggest taxing all goods at the same rate. Perhaps an equity argument could
be made for taxing groceries at a lower rate, but taxes are a very blunt tool for
achieving an equity goal since the exemption applies across the income distribution,
not just for poor household (three states do have a tax credit targeted at poor house-
holds, instead of a blanket exemption, and Hawaii has a credit for poor and middle
income households).

This divergence between taxation in theory and practice is often evident in
undergraduate public finance textbooks. Textbooks will typically have several chap-
ters on tax theory, and then separate chapters describing actual tax systems, but
there is often little connection between the two subjects. One could read the text-
book sections on taxation in practice and come away with no unifying principles
about what taxes should look like in practice, at least according to most public
finance economists.

Why is this so? Several explanations are possible. It is typical to blame special
interests, lobbying, and generally rent seeking for the divergence between tax policy
in theory and in practice. Certain groups are able to exert political influence and
achieve policy outcomes that harm the general public, competing interest groups, or
both. Undoubtedly this is true. But not all tax policy has an easy rent seeking expla-
nation. Another possibility is that politicians and their staff simply view all tax
choices as preferences, and whoever happens to be in office will impose their pref-
erences subject to the constitutional and legal constraints they face. This explana-
tion also has merit, though tax policy as a whole is quite stable in most states,
suggesting something other than simply preferences of the current holders of politi-
cal office is driving tax policy.

'Though see Mankiw et al. 2009 for ways that the tax code conforms to optimal tax theory.
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In this paper I present an alternative explanation for the divergence between tax
theory and tax policy. In doing so, I follow in the footsteps of Knut Wicksell who,
as Hebert and Wagner (2013) argue, takes an explanatory approach, rather than a
statecraft approach to public finance. Hebert and Wagner also argue that Wicksell’s
framework has many applications for understanding taxation in the way I seek to do
in this paper. By thinking of politics, and more specifically taxation, as a spontane-
ous order (Hebert (2019), I build on this Wicksellian public finance tradition.

Systems of taxation should not be thought of as a policy that is put in place from
above, as if from a single central planner. Instead, tax systems should be viewed as
an emergent outcome of the political process containing many different provisions
that reflect the preferences of different actors and groups in society, even if there are
no unifying principles for the overall system (see also Paul 1997 on this point). To
be sure, rent-seeking special interests, as well as preferences for particular views of
equity, are a part of this process, but these can coexist along with other forces in a
system or network of various nodes of power.

If we look at major changes to the tax system that have occurred over time, it
becomes quite clear that no one person or group sat down at one particular time and
planned the tax code. It not only emerges from the interaction of various actors, it
emerges over time and in response to real world changes.

Thinking about tax systems as a network of nodes helps us to better understand
where tax policy comes from, but it can also help us to understand where it may, or
may not, go in the future. As an example, I will discuss case studies of attempts at
tax reform in the United States. Tax reform is an attempt to change the particulars
of a system of taxation, and the language of reform proceeds as if it is a top-down
process. But tax reform itself is an emergent phenomenon, though it may be a pro-
cess which shifts focus and power to a different set of nodes in the network than
those that determine the normal operations of the political system. Thus, while tax
reform does hold out the possibility of changing the tax system in some fundamen-
tal way, it is still best understood as a bottom-up process. This perspective on tax
policy can explain why truly fundamental tax reform is rare, though there are many
examples of modifying tax rates slightly, eliminating or adding exemptions, and
adding or subtracting small taxes to the system.

2 Evolution of the Federal Tax Code in the United States

Where does a tax code come from? The simple answer is that it is a product of the
normal legislative and constitutional process. For example, in the United States
prior to 1913 there was no federal tax on income. Then, Congress thought they
needed a new source of revenue and proposed the Sixteenth Amendment which was
ratified by the states and passed by congress as the Revenue Act of 1913 establish-
ing an income tax, which we have to this day.

But this simple history misses many important nuances. First, there were several
prior attempts to tax income in the US. Most notably, a series of income tax bills
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were passed during the American Civil War, and several years after the War in 1881,
the Supreme Court upheld the tax as constitutional. A subsequent income tax was
passed in 1894, but in this case the Supreme Court struck it down the following year.
And the passage of the Sixteenth Amendment authorizing a direct tax on income
took 4 years for the states to ratify after Congress passed it in 1909, a ratification
process which was not always clearly going to succeed.

The historical background of income taxes in the US and the process of adopting
a permanent income tax illustrate the emergent character of the tax code. But just as
interesting is the evolution of the tax code since it was created in 1913. The various
tax laws passed under the income tax power were later collected in the Internal
Revenue Code in 1939, and which has undergone two major revisions in 1954 and
1986. But the tax code has seen changes every year, not just those years of major
reform and re-codification. Small changes can be made through the passage of new
legislation or by rulings of courts.

For example, employer-provided health insurance and other fringe benefits are
generally exempt from the federal income tax. This exemption is one of the largest
in the US tax code, but it came about, in part by a serious of historical accidents.
Due to both high wartime tax rates and wage and price controls, Congress first
allowed a deduction for medical expenses (including insurance premiums) in 1942,
and a subsequent 1943 administrative tax court ruling also exempted employer
insurance contributions from the income tax. Following the end of the wartime tax
rates and wage and price controls, there was some confusion as to whether these
temporary changes would be made permanent. The confusion was resolved with the
1954 tax code, which kept in place the exemption that continues today (Horpedahl
and Pizzola 2012).

The health insurance exemption example could be multiplied many times over,
but it illustrates a fundamental principle about the tax code: changes, even important
ones, happen incrementally over time. And those incremental changes come about
as responses to changing circumstances in the polity and economy. No one ever set
out with a plan in the 1930s saying that “if the United States should get into a major
military conflict, let’s make sure to implement wage and price controls and higher
tax rates on individuals, so that we can then exempt employer-provided health insur-
ance from taxation, and once health care becomes one of the largest sectors in the
economy decades later this will be a major tax exemption that Congress will need
to consider in future tax reforms.”

While the tax code often changes in what we can describe as an emergent man-
ner, this does not mean the changes are always efficient. Certainly, the changes are
not efficient from the principles of public finance economics (as discussed above),
but they are often not even efficient for the system itself in the long run because of
the path dependent nature of the tax code. Changes may be put in place for tempo-
rary reasons, emerging out of the needed circumstances of the day, such as the
health insurance exemption. But even as the circumstances shift in a different direc-
tion, elements of the tax code which serve old purposes may remain.

The path dependent nature of the tax code, as well as the possibility of special
interests inserting provisions in the tax code which may benefit them, are a generally



The Tax Code as an Emergent Phenomenon 107

recognized feature of the evolution of tax codes. This feature often leads to calls for
tax reform, whereby the old, bad features of the tax code are exorcized, possibly as
a way of making the tax system more efficient, fair, simple, transparent or some
combination of these attributes. However, tax reform suffers from a related problem
in that it is not exogenous, though it may come from a different subset of nodes
within the overall polity.

3 Tax Reform in the United States

One of the most famous tax reforms in US history was the 1986 federal tax reform.
While sometimes referred to as the “Second Reagan Tax Cut” (following the 1981
tax cuts), this major piece of tax reform was most certainly not the product of
Reagan’s mind, or of any single individual or group’s plans. Instead, the tax reform
was the product of the interaction of various government agencies, which were
motivated by a variety of different constituencies. The Treasury Department, White
House Chief of Staff, House Ways and Means Committee, Senate Finance
Committee, and some guiding principles from the President all played a role, but
just as important are the private interests that lobbied for and against certain changes
(Birnbaum and Murray 1987). What is notable about the 1986 reform is that many
of the private interests which usually are successful at lobbying were constrained
and often failed to influence the outcome, though not on every matter.

In broad terms, the 1986 tax reform removed a number of exemptions, credits,
and deductions in the tax code on both the business and personal side of the tax
code. The removal of the exemptions was used, in large part, to lower the marginal
tax rates, here primarily on the individual income tax. This type of reform was pos-
sible and probably needed given the high marginal tax rates that existed in the US
and other countries at the time. But even as the US and US states have moved into
an era of relatively low income tax rates, the notion of tax reform has come, for
some, to largely mean this process of removing exemptions to broaden the tax base,
and using the revenue to lower marginal tax rates.

The committee system in the US Congress is crucial for the passage of legisla-
tion in the US, in many cases more important than the actual votes on the floor of
Congress. But the committee system, as noted above, is used not just for the passage
of legislation in the emergence of the tax code, but it is also a major player in any
attempt to reform the tax system. Why do committees contribute to the “piling up”
of “inefficient” tax changes in some cases, but in other cases they can be the source
of reform moving the tax code in a more “efficient” direction? As Shepsle and
Weingast (1981) and the literature following them argues, the committee system can
be an institution that induces stability for the entire political process, but commit-
tees can also be important venues for changing the system as well and producing
instability.

Many US states have undergone tax reform in recent years, sometimes with
reforms that can be described as “comprehensive,” though usually these changes are
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of a more evolutionary nature. States often take a slightly different path of tax
reform than the federal reform described above. The creation by the governor or
legislature of a special tax commission or tax force is a common process used, fur-
ther shifting the locus of power away from the normal subset of nodes in the system.
While formal changes still need to be approved through the standard lawmaking
process, many states have found that a separate, temporary set of decision-making
institutions can provide a very different outcome from standard procedures. Between
2006 and 2016, 28 different tax commissions either held meetings or issued reports
about tax reform across the US states (Auxier 2016). The majority of these commis-
sions were appointed by state legislatures, even though states already have standing
tax committees which usually deal with tax matters. Other states use special ses-
sions of the state legislature to focus on the issue of tax reform, such as Utah in 2006.

But shifting the locus of power away from the normal legislative process does
not in any way guarantee that the resulting changes to the tax system will be more
in-line with the principles of taxation that economists agree on. It can certainly
mean that the tax code will be different in some important ways, because a different
subset of the network of political agents have been given greater power. One key
reason is that any changes that are made during the special process of tax reform
must ultimately be approved through the standard legislative process. The shift in
power is not a permanent shift in the decision-making locus, but rather shifts where
the conversation about taxes takes place.

There is some hope that the process of tax reform will result in a new tax code
that is at least closer to the public finance economists’ ideal. By diverting to a sepa-
rate process, usually with a smaller group of individuals deliberating, and some of
it behind closed doors, it may be possible that certain agents in the system (we can
call them the rent seekers) are no longer part of the deliberation process. Thus, the
resulting recommendations may follow a general plan of removing special favors to
targeted groups and using the additional revenue to lower tax rates overall or return
some of the money directly to taxpayers. This outcome is in no way guaranteed, but
it is a frequent result of tax reform, for both the 1986 federal tax reform as well as
many of the recent changes in the states (Kaeding and Horpedahl 2018).

4 Perverse Emergent Orders?

If a tax system is best viewed as an emergent order, why do tax codes often end up
being so poorly designed in practice, even when some of their features do align with
optimal tax theory (Mankiw et al. 2009)? Tax codes could be viewed as a perverse
emergent order, as discussed by Martin and Storr (2008), who use the examples of
social violence and belief systems to illustrate their theory. Perverse emergent
orders meet all of the characteristics Hayek (1973) discussed emergent orders as
having, but are usually viewed as bad for society from a normative perspective,
whereas most emergent orders (money, language, law) are viewed as positive goods
for society as judged by normative criteria.
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One explanation offered by Wagner (1992) for the US federal budget’s persistent
deficits is that the budget process is largely a tragedy of the commons. The actors
making choices in setting the budget are not the ones who will bear the costs of
those decisions. The tax code has characteristics of a commons as well. Those writ-
ing the laws and making small changes to the tax code over the years are responding
to the incentives before them. The benefits for legislator for writing or supporting a
particular tax change could be pleasing blocks of voters, satisfying the wishes of
campaign donors and lobbyists, or gaining power through log rolling. But the costs
of their decisions will be borne by taxpayers when they pay (or avoid) the taxes, as
well as an broader social changes that result from changes in tax law (the emergence
of employment-based health insurance is illustrative once again).

5 Conclusion

The failure of tax systems in the real world to align with principles outlined by
economists is not surprising. Tax codes are not the product of any single mind but
are the outcome of the interactions of various individuals in a system where the
locus of power is constantly shifting. Despite this reality, tax reform is a process that
many polities have undertaken in recent years and can in many cases move the tax
code closer to what economists recommend. But given that tax reform is an occa-
sional, sometimes ad hoc process, in the interim between major reform efforts tax
codes will continue to meander in directions that economists cannot predict and
may not approve of. The least we can do is seek to understand trends in changing
tax codes using the ideas of emergence and entangled political economy.
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Abstract I contribute to the theory of entangled political economy by showing
how entanglement can be characterized in terms of political property rights. A polit-
ical property right grants its holder a share of decision-making power in a specific
context, as well as specifies to whom the costs and benefits from those decisions
accrue. Because entangled political economy focuses on the complex relationships
that exist between market and political enterprises, theorizing about these relation-
ships as exchanges of political property rights can give us meaningful information
about what entanglement is, when it exists, and how it can be expected to develop.
I briefly survey the theory of political property rights, show how political property
rights within a broader entanglement perspective helps understand constitutions,
and discuss several applications of political property rights that can advance entan-
gled political economy scholarship.
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1 Introduction

This essay is a contribution to the literature on entangled political economy (Wagner
2014, 2016; Wagner and Patrick 2015; Wagner and Podemska-Mikluch 2010;
Wagner and Rajagopalan 2013; Wagner et al. 2011), which differs in several ways
from orthodox political economy. In orthodox political economy, the relationship
between the entities known as ‘polity’ and ‘economy’ are treated, often explicitly,
as additive. One example of this relationship is as follows. The economist qua pol-
icy scientist and expert giver of advice notes an imperfection in markets and seeks
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to correct it. The economist models the imperfection as a ‘market failure’ that results
directly from the choices of the agents comprising the model. Then the economist
shows that this equilibrium is inferior to a conceivable alternative. Finally, the econ-
omist describes how public policy, such as targeted taxes or subsidies, can correct
the market failure and move the market from its actual equilibrium to the more
desirable equilibrium. In order for this to make sense, both market and polity must
represent an already-ordered set of relationships that are simple enough for the
economist to understand and manipulate.

Entangled political economy conceives the relationship between economy and
polity quite differently. Like orthodox political economy, entangled political econ-
omy remains committed to individual maximizing behavior in the face of scarcity
as the backbone of economic analysis. Human rationality is indeed implied by the
pure logic of choice (Becker 1978; Leeson 2018; von Mises 1949). But economists
within the entangled political economy approach recognize that economy and polity
cannot meaningfully be treated as a set of pre-ordered (equilibrated) relationships.
Instead, economy and polity both are properly treated as networks of organizations.
These organizations exist in relationship with each other; social links exist between
economy entities and polity entities, as well as between entities of the same kind.
Thus, while it is important to have a theory of order in the complex interactions of
economy and polity, it is unnecessary—and can even be unhelpful—to conceive of
this order arising out of the already-reconciled plans of economy agents and polity
agents. In other words, there are other, and oftentimes more complex, kinds of order
than equilibrium. The great benefit of entangled political economy is that it enables
its practitioners to study political-economic outcomes without committing ontologi-
cal violence by assuming a priori that social wholes are no more complex than their
constituent parts.

Entangled political economy entails the recognition that market and non-market
“enterprises” (goal-seeking organizations) mutually impinge. Of key interest in this
paradigm is the nature of the relationship between market enterprises and non-
market enterprises, as well as what causes such relationships to quantitatively and
qualitatively change over time. Here I add to the literature by showing how the
concept of political property rights (Salter 2015a, b; Salter and Young 2018a, b) fits
within entangled political economy. The “property rights paradigm” (e.g., Alchian
1965; Alchian and Demsetz 1973) greatly contributed to our understanding of the
institutional foundations for commercial activity. But it is not often recognized that
politics too can usefully be conceived in terms of the definition, redefinition, and
exchange of property rights. Furthermore, these rights are not just rights to resources
that emanate in non-market settings. Political property rights can be, and frequently
are, procedural—they dictate who can make what decisions, and what consequences
follow from those decisions. In other words, political property rights have constitu-
tional implications. Because market enterprises can sometimes wield political
authority, and because political enterprises can sometimes serve as gatekeepers for
market activity, political property rights are a realm of analysis for increasing our
understanding of how markets and politics mutually co-inhere.
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I organize the remainder of this essay as follows: In Sect. 2 I provide an overview
of the concept of political property rights. In Sect. 3 I show how political property
rights can serve as the building blocks of a “realist” constitutional political econ-
omy. In Sect. 4 I conclude by discussing the implications of my argument, as well
as suggesting fruitful future topics awaiting study through the lens of entangled
political economy, using political property rights.

2 An Overview of Political Property Rights

How do economists theorize about political authority? Within the ‘politics as exchange’
paradigm (Buchanan 1987)—a broad heading under which entangled political econ-
omy also falls—political authority is treated as the result of purposive behavior by
maximizing agents who are prepared to offer and accept various “bundles” of collec-
tive action outcomes, within a given structure of rules for collective action (e.g.,
Buchanan and Tullock 1962). But what is it that is being exchanged, precisely? One
obvious answer is states of the world: agents participating in collective action are
exchanging various obligations (such as tax burdens) for various collective outputs
(such as law and order). However, this answer is partly unsatisfying. Within the politi-
cal arena, agents do not just exchange collective goods for collective costs; we just as
often see some individuals securing collective goods for which the collective costs are
imposed on others. Furthermore, oftentimes the nature of the exchanges are such that
the relevant traded good is not outcomes, but procedures. Agents trade not just the
results of particular decisions, but also the rights to make those decisions.

This is not to say the perspective of the Virginial School is without merit. In fact,
the contributions of Buchanan, Tullock, and others are so important that they remain
the starting point for current scholarly political economy. In a similar manner to
Martin (2011), the way to make progress is to integrate Virginia political economy
with a genuinely “catallactic” approach to social relations. This is even more impor-
tant when focusing on entangled political economy. Given these considerations, we
get the best of both worlds by conceiving of political authority as a “peculiar” (to
use Wagner’s term) kind of property right. Call these kinds of property rights politi-
cal property rights. More formally, a political property rights “grant a share of gov-
erning authority and specify the returns that accrue to their holders” (Salter and
Young 2018a, b: 5). Political property rights thus specify (a) who is entitled to make
a political decision, (b) under what conditions the decision can be made, (c) the
costs and benefits that arise from the decision, and (d) to whom those costs and
benefits accrue. Points (a) and (b) highlight that political property rights are contex-
tual. Like their more familiar counterpart in markets (e.g., Barzel 1997), political
property rights can be thought of as a “bundle of sticks” that grant holders of such
rights specific privileges and impose on them specific obligations. Points (c) and (d)
demonstrate the essentially social character of political property rights. Political
property rights are relational. Unless individuals already exist in some sort of soci-
ety, meaning they can be meaningfully categorized as having enough in common to
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constitute joint membership in a polity, political property rights have no content.
Indeed, there is no reason for them to be defined in the first place.

This definition of political property rights is intuitive and has many similarities
with market property rights. We typically think of market property rights—property
rights to goods and services—as defined and enforced by the legal system. But
property rights de facto can and do diverge from property rights de jure, especially
in the context of undeveloped formal institutions. Weak or failed states are a salient
example. Take a historical case: during the decline and fall of the Roman empire,
Roman aristocrats who owned large, rural estates often were forced to accept their
workers turning over a smaller share of the estate’s product than that to which they
had the legal (de jure) right. The fragmentation of Roman political authority meant
that Roman aristocrats could no longer count on official Roman power to defend
and enforce their rights. The aristocrats thus accepted their workers paying a smaller
fraction of the estate’s produce, in order to reduce the workers’ incentives to revolt.
Many of these workers were technically slaves, but because of the change in back-
ground governance institutions, the estate owners could no longer maintain their
ownership of workers. This process, which began in the fifth century, was the first
significant step from slavery to serfdom, itself a crucial point in the long transition
to free labor (Belloc 1913 [1977]).

Focusing on de facto rather than de jure rights is necessary to ascertain the true
economic and political relationships. In this essay, the primary concept of property
rights will rest on de facto rather than de jure claims. This is true of political prop-
erty rights as well: whatever the formal decision-making procedures of the gover-
nance apparatus, true political property rights specify who can do what under which
circumstances. The essay will go into greater detail on this distinction in subsequent
sections.

For now, we may ask: How ought the concept of political property rights be
applied?. As a way of linking up political property rights with the literature on
entangled political economy, consider an example from Wagner (2014): partial
political control over financial asset allocation. In a hypothetical free market for
finance, one that is as close as possible to a “pure” private ordering (Wagner 2012),
the market-level distribution of financial assets is determined by supply and demand.
The contents of a particular financial portfolio will be determined by its success in
generating maximum returns for the holders of that portfolio. The market serves as
a filter (Alchian 1950), ensuring the tendency towards maximization of returns on
various financial assets. However, now suppose that an element of political control
is injected into the asset exchange and allocation process. A new regulation requires
that a certain percentage of assets in a portfolio must be structured such that scarce
capital flows to politically favored groups, which by assumption are groups other
than those who can employ the capital to maximize returns. For example, suppose
that banks above a minimum size (perhaps in terms of total assets or, if the bank is
a publicly traded corporation, market capitalization) are required to have a certain
percentage of their mortgage portfolios contain loans to groups that have been
deemed historically disadvantaged by the political authority. This clearly alters the
exchange patterns among agents who comprise the financial sector, and as a conse-
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quence, alters the flow of capital and its durable allocations. Whereas previously
there was a relatively simple criterion for “success” in terms of what the market
filter promoted, namely maximum returns, now the success criterion has shifted to
a more complicated mixture of returns and the satisfaction of political criteria. An
orthodox political economist would simply model this as one more constraint oper-
ating on the maximizing calculus of financiers. But an entanglement theorist recog-
nizes that simply adding one more constraint does not fully capture the nature of the
change from a system of predominantly private orderings, to one with significant
elements of public or political orderings. The relationships between market enter-
prises and financial enterprises has changed. This means the rules underlying the
financial sector have changed; one consequence of this is both market and political
agents will have very different expectations going forward over what sorts of behav-
iors are adaptively beneficial.

What does this have to do with political property rights? The way to ascertain
this is to categorize the new financial rule in terms of the four criteria listed above.
The rule (a) grants a specific political regulator (whether a legislature or a bureau we
have not said, but this is ultimately of secondary importance) the right to control, in
part, the portfolios of financial organizations, (b) specifies that this right is exercised
over banks above some threshold size (thus specifying the rule’s context), (c) cre-
ates differential costs and benefits for the regulator and the bank—political or ideo-
logical prestige for the regulator, lower and/or higher variance returns for the bank,
for example—and (d) implies that the rule will be on net beneficial for the regulator,
but costly for the bank. Another way of stating this is that the political authority is
asserting partial usage rights over the capital employed by the bank, but the conse-
quences in terms of residual claimancy are retained by the bank. The political body
is content with non-financial benefits, such as increased popularity.

We have thus described an increasingly entangled arrangement, as Wagner
(2016) understands entanglement, in the financial sector in terms of the changed
relationships between market enterprises and political enterprises. We have also
shown that this change can be broken down into specific alterations in the structure
of rights and obligations that exist between these enterprises. But this still under-
states the degree to which the system has changed. Unless the financial rule had
already been “on the books” and only just now was applied, the creation of the rule
did not just give the regulator usage rights over assets to which it previously did not
control. The rule also represented a change in who has decision-making authority
over the rules that underpin the financials sector. What appeared to be a property
right to specific goods (portfolio allocation) was also a property right to alter the
rules that constitute the financial system. In other words, this change in political
property rights had constitutional implications, as the word ‘“constitutional” is
understood in modern political economy (Buchanan 1990).

Thus changes in patterns of entanglement entail changes in the distribution and
content of political property rights. This in turn will frequently have constitutional
implications. A theory of political property rights, in the context of entangled politi-
cal economy, contains implications for the practice of constitutional political econ-
omy. To those implications I now turn.
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3 Constitutions and Political Property Rights

In orthodox political economy, constitutions are treated as devices amenable to ana-
Iytical closure. The constitution is comprised of the rules for rule-making; these
rules can be amended subject to some agreed-upon procedure; ordinary politics
proceeds until and unless exogenous events induce a constitutional moment, at
which time the meta-rules are revised according to a rational standard. This is an
implicitly harmonious and pacific approach to constitutional political economy.

Entangled political economy proceeds along quite different lines. Although
peace and harmony within the polity are certainly possible, tension and conflict are
equally possible. Furthermore, some sub-set of political and market enterprises be
in harmony at the same time as others are in conflict. Rather than imposing analyti-
cal closure, entangled political economy takes an open-systems approach to consti-
tutions (Salter and Wagner 2018a, b). Constitutions, by which we mean the actual
rules governing the durable decision procedures of the polity, are constantly in flux,
simultaneously being renewed and eroded.

We need a theoretical apparatus that is capable of capturing the complexity of
constitutional politics. Political property rights is such an apparatus. First, we must
make an important distinction that is often overlooked in constitutional political
economy. Especially to citizens of modern liberal democracies, “constitution” typi-
cally means the formal or de jure rules for rule-making. These are usually expressed
in written form, as in the Constitution of the United States. Not every polity has a
formal constitution, a notable exception being Great Britain. But every polity has an
informal or de facto constitution. This refers to whatever the decision rules of the
governing power actually are. The essence of a political property rights approach to
constitutions can be summed up by paraphrasing Lysander Spooner (1870): if the de
facto constitution does not match the de jure constitution, the latter is powerless; if
it does, it is irrelevant.

Political power follows a logical process independent of our hopes and desires.
A “realist” constitutional political economy must investigate this process, both for
the sake of pure social science, and for the sake of ascertaining—and hopefully
forestalling—worrying trends in the body politic. But because political power is a
product of human action, it must still be analyzed in terms of the pure logic of
choice, just as is market behavior. The difference lies in the institutions that channel
and filter this behavior in politics, as opposed to markets. A body of thought from
the early twentieth century, usefully summarized and extended by Burnham (1943),
captures this realist element of constitutional politics. These thinkers are sometimes
collectively known as the Italian elite theorists, due to their nationality and their
preferred subject. For our purposes, the most important of these writers are Michels
(1915), Mosca (1939), and Pareto (1935). These thinkers each offer a key insight
into constitutions that are implicitly grounded in a rigorous logic of human action.

Robert Michels (1915) coined the famous term, “iron law of oligarchy.” His
work showed that even in political organizations with stated commitments to
democracy and equality, there is a tendency for a distinction between political
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insiders and political outsiders to arise. Furthermore, the internal structure of politi-
cal organizations can and frequently will develop hierarchically. For given ends,
“command and control” is often an effective institutional technology for getting
things done. With increasing political complexity, and for policies hoped to endure
beyond relatively short-run electoral cycles, political agents will naturally create
quasi-official organizations, such as political parties, that maintain a sharp distinc-
tion between ingroup and outgroup, as well as internally rely on command rather
than consent.

Gaetano Mosca (1939) wrote about the importance of political formulas. All
societies above trivial size and age develop a distinction between those who exercise
power and those who do not. In such societies, political formulas develop that jus-
tify the restriction of political power to some subset of society. A society’s political
formula can be thought of as its legitimating principle of power. Political formulas
do not have to be false; in fact, they may often be true. Ultimately their truth value
is of secondary importance. What matters is the political formula effectively per-
petuates stability among the ruling class by legitimating that class and, implicitly,
ascribing some content to its membership requirements. While this may seem perni-
cious to those with strong democratic commitments, it i important to note that
without the political formula acting as a pacifying agent, politics would be more
contentious, resulting in much higher costs of reaching agreement. In fact, in many
societies, (liberal) democracy itself is a notable element of the political formula,
despite the inegalitarian political realities within liberal-democratic states.

Vilfredo Pareto (1935) was, in addition to a prescient student of politics, a great
economist. Because of the importance of his contributions to economics, his politi-
cal writings have been unjustly overlooked. One of his most important ideas is the
distinction between logical and non-logical action. To Pareto, all action is rational,
because it is goal-oriented. But not all action is logical. Logical action pertains to
social realms where there is clean feedback between action and consequence.
Making purchases in the market frequently fits this category: a consumer spends
money on a product because she expects the benefits of the product to exceed the
foregone satisfaction that could have been obtained with the purchase price. If she
is correct, she is satisfied, and perhaps continues to purchase the product. If not, she
alters her behavior going forward to avoid the product, at least if the price remains
unchanged. Logical action is analogous to an experiment: in this context, Pareto
avers, the phrase “passing the market test” is more meaningful than its adherents
know. Non-logical action, in contrast, does not exhibit a tight link between cost and
choice. Feedback is messy, and frequently temporally separated from action.
Politics, especially in large and complex polities, is a realm where non-logical
action is the norm. Political outputs are frequently lumpy, comprised of discrete
bundles of multiple goods. And the process by which inputs are channeled into out-
puts in politics is often opaque. Because of this, there is little direct feedback of
consequences upon individual decision-makers, meaning individuals cannot really
“test” hypotheses relating their proposed course of action with changes in perceived
satisfaction. Because of this, political institutions will not filter outcomes as strongly
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as market institutions. Agents can quickly learn which market behaviors are condu-
cive to their interests. In politics, mistakes can persist for quite some time.

The Italian elite theorists all tell us something important about the nature of
political action. Their insights are abstract, and hence are generalizable across poli-
ties. Furthermore, these insights are all readily incorporable into a theory of consti-
tutions resting on entangled political economy. Once again, the key is political
property rights. I interpret the Italian elite theorists as claiming there are concrete
laws governing the generation, distribution, an exchange of political property rights,
and that while the these laws can operate differently depending on institutional par-
ticulars, they cannot be voided. Consider another similarity to market property
rights. Imagine the state declares a jubilee: all debts are cancelled, all assets and
property liquidated; the proceeds are pooled and distributed to each citizen equally.
At the instant of the jubilee, there is complete economic equality. Would we expect
this situation to persist? Of course not. Because of differences in personal endow-
ments, such as human capital, some individuals would take risks and start up new
business enterprises; some would be satisfied to exchange risk for security, taking
employment on a fixed wage; others still would drop out of labor markets and enjoy
consuming the fruits of their windfall. As economic activity picks up, wealth and
income differentials would once again appear. The same is true of political property
rights. Even if we declare a direct democracy, eliminating all institutions and ceding
all “power to the people,” it would not long be the case that one man’s voice in the
public arena was just as impactful as another’s. Individuals would begin rebuilding
political institutions and organizations, formally or informally, to advance their
ends. Political power would flow to those best capable of wielding it. Political fiat is
secondary to the durable distribution of political property rights.

The above analysis shows a strong congruence between informal (de facto) con-
stitutions and political property rights. Because political property rights can be pro-
cedural—in fact, the ones that are most contested are procedural—political property
rights can be constitutional rights. In fact, a polity’s informal constitution simply is
the distribution of procedural political property rights at a moment in time. Mapping
out what this distribution looks like is an important task. Taxonomy and categoriza-
tion are relatively low status in the social sciences, due to its perceived unimpor-
tance compared to devising theories with clear testable predictions. This is a mistake.
It is very important to ascertain who has what decision rights in which contexts—
especially since the possessors of such rights frequently have an incentive to keep
that information hidden!—mapping a polity’s true constitution in terms of its politi-
cal property rights is actually a crucial task for the applied constitutional political
economist. Furthermore, to undertake the activity of studying constitutional politics
in terms of the divergence between formal and informal constitutions reflects a pre-
analytical commitment to entangled political economy. The reason such a mapping
is a difficult task requiring the specialized attention of a constitutional political
economist is due to, in part, the complexities of the relationships between market
enterprises and political enterprises. Market enterprises frequently are constitu-
tional actors: although they portray themselves as pure commercial entities, firms
such as large and prestigious financial institutions frequently wield their influence



Political Property Rights and Entangled Political Economy 119

to bring about favorable political outcomes. And political enterprises that are not
typically thought of as constitutional actors, such as various Executive Branch agen-
cies in the United States, possess the de facto power to create new rules, enforce
those rules, and oftentimes serve as their own adjudicator in instances of dispute.

A political property rights perspective on constitutions thus enables us to study
political power as it actually exists. When a theorist begins discussing the properties
of political property rights, and especially when she does applied work that ascribes
content to real-world political property rights, she is advancing the project of entan-
gled political economy. In fact, this project only makes sense as an extension of
entangled political economy. Orthodox political economy, which assumes a pre-
reconciliation of expectations and plans within polity and market, such that the
interactions between polity and market are of no greater complexity than the choices
that generate such interaction, has no room for political property rights to do any
work. Political property rights in that framework could only be the policy itself, as
executed by agents for whom there are no disagreements concerning who may
decide what, and in which contexts. Thus there is no increased understanding by
categorizing the action-reaction of polity-market in terms of political property
rights. The project I have spent the last two sections describing, which can justly be
called “forensic constitutionalism,” adopts the entanglement framework by
necessity.

4 The Future of Political Property Rights and Entangled
Political Economy

I have argued that entangled political economy, as a framework for investigating the
relationship between commerce and politics, can and should incorporate political
property rights explicitly into its analyses. An entangled political economy does not
presuppose that there exists a pre-reconciliation of expectations and plans among
the various enterprises that inhabit commercial and political spheres. As such, mar-
ket and polity are best conceived as a network of overlapping relationships. Political
property rights can help ascribe empirical content to these relationships, as well as
formally categorize the lines along which entanglement proceeds.

There are several lines of research within entangled political economy where
incorporation of political property rights can significantly advance the analysis.
Perhaps the most obvious pertains to the dynamics of entanglement. We understand,
in the abstract, that political-economic arrangements can be more or less entangled.
And we also have a decent understanding of what more entangled and less entan-
gled look like. What we lack is a description of the process by which entanglement
(or disentanglement) proceeds. How does a system where political enterprises exist
in relationship mainly with other political enterprises, and market enterprises exist
in relationship mainly with other market enterprises, develop into a system where
there are many overlapping relationships between political and market enterprises?
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The answer immediately suggested in terms of the above analysis is the exchange of
political property rights. For example, when a well-established market enterprise
lobbies the political process for protection against competitors, and the relevant
political enterprises oblige, the distribution of political property rights has changed
significantly. The market enterprise that did the lobbying now possesses a share of
political power: the right to exclude competitors. It is in effect claiming a property
right to the market itself. But the political enterprises are also asserting a political
property right: they claim the authority to act as a gatekeeper into the industry in
question, and thus indirectly assert a right to the flow of resources occurring within
that industry. The lobbying market enterprise has exchanged a fraction of the con-
trol rights to its resources to the political enterprises; the political enterprises have
ceded a privately valuable (but socially costly) exclusion right to an area of com-
merce. This example suggests that the exchange of political property rights will
proceed in much the same manner, formally speaking, as the exchange of market
property rights: when holders of political property rights perceive an opportunity for
mutually advantageous exchange, they will engage in such an exchange. A corollary
is when the exchange takes place between market and political enterprises that pre-
viously were only loosely in relationship, the exchange of political property rights
creates a new social link between the exchanging entities. If this can reasonably be
depicted as market enterprises gaining a share of political power, and political enter-
prises gaining a share of market control, then the political-economic system has
become more entangled.

A second research area is entrepreneurship. Orthodox economics and political
economy has had a difficult time dealing with entrepreneurship. Entrepreneurial
activities and characteristics, such as creativity, risk-bearing, and the injection of
novelty into market and political arrangements, are difficult if not impossible to
capture meaningfully in a world where mutual plan consistency is a starting assump-
tion. Because entangled political economy does not rest on this presupposition,
there is room for the market, political, or “hybrid” entrepreneur to act as a meaning-
ful agent for social change. In an entangled political-economic system, the entrepre-
neur will probably be most fruitfully modeled as the agent that facilitates exchanges
of political property rights. This can be captured within multiple existing theoretical
frameworks. An entrepreneur must first be alert to potential mutually beneficial
exchanges of political property rights (Kirzner 1973). The entrepreneur may also
bear the risk associated with facilitating the exchanges, operating within or even at
the apex of a hierarchy whose goal is to profit by underwriting such exchanges (Foss
and Klein 2012). And the entrepreneur can also be a disruptor of existing political-
economic arrangements, affecting changes in the distribution of political property
rights that radically upset existing plans and expectations (Schumpeter 1939).
Because entangled political economy requires that coordination, or discoordination,
be demonstrated rather than assumed, there will necessarily be an important role for
the political-economic entrepreneur as the agent that performs this role. Entanglement
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entrepreneurs will be “loose joints” in the system, but are not unconstrained. They
too are subject to scarcity and choice, and they also operate within meta-institutions
that structure their incentives and govern the feedback of information that they use
to forecast their decisions. The difficult but important task confronting the theorist
of entangled political economy will be to integrate the entrepreneur, as a political
property rights re-arranger, that neither reduces entrepreneurial behavior to mechan-
ical pseudo-choice nor permits entrepreneurial behavior as a social deux ex machina.

The final topic I will discuss is constitutional theory. I have argued that a polity’s
constitution is its stable distribution of political property rights. We can use this
insight to push the boundaries of knowledge concerning constitutional durability
and change. Under what conditions will constitutions be stable over time? And what
kinds of constitutions are commensurate with widely held social values? These are
interesting questions that incorporate a mixture of positive and normative consider-
ations. Especially for those interested in liberal political economy, discovering and
achieving constitutions that enable protective and productive collective action,
while forestalling collective action, is of highest importance (Buchanan 1975). A
political property rights perspective on constitutions suggests that, to achieve a
durable and broadly welfare-enhancing constitution, political property rights must
be structured in such a way that holders (a) have an incentive to act in the interests
of the general welfare and (b) have the ability to resist encroachment on their politi-
cal property rights, should such attempts at encroachment arise. Salter and Young
(2018a, b) refer to the simultaneous achievement of these criteria as polycentric
sovereignty. They characterize the pan-European (de facto) constitution of the High
Middle Ages as one that achieved a balance of power among the “shareholders” of
the realm such that this constitution can be reasonably characterized as respecting a
generality norm (Buchanan and Congleton 1998). Interestingly, political property
rights during the High Middle Ages were certainly entangled. There was no clear
separation between commercial and political authority, whether in theory or in prac-
tice; the various estates of the realm were simultaneously important players in mar-
kets and in politics. Yet this did not prevent constitutional developments from
achieving an impressive balance of power, which early liberal theorists centuries
later would look to when formulating their theories of rightly exercised sovereignty.
We thus arrive at an intriguing insight: a high degree of political-economic entan-
glement does not necessarily result in pernicious consequences, such as widespread
rent seeking. Political property rights can exhibit significant commercial-political
entanglement while still performing important incentive-aligning and information-
generating functions (Salter 2015a, b). Thus suggests the development of a theoreti-
cal framework that systematically “predicts” the conditions under which
entanglement will be broadly welfare enhancing, as opposed to welfare enhancing
for some at the expense of others, is an important work at the frontier of entangled
political economy.



122 A. W. Salter

References

Alchian, A. A. (1950). Uncertainty, evolution, and economic theory. Journal of Political Economy,
58(3), 211-221.

Alchian, A. A. (1965). Some economics of property rights. I/ Politico, 30(4), 816-829.

Alchian, A. A., & Demsetz, H. (1973). The property rights paradigm. Journal of Economic History,
33(1), 16-27.

Barzel, Y. (1997). Economic analysis of property rights. New York: Cambridge University Press.

Becker, G. S. (1978). The economic approach to human behavior. Chicago: University of Chicago
Press.

Belloc, H. (1913 [1977]). The servile state. Indianapolis: Liberty Fund.

Buchanan, J. M. (1975). The limits of liberty: Between anarchy and leviathan. Chicago: University
of Chicago Press.

Buchanan, J. M. (1987). The constitution of economic policy. American Economic Review, 77(3),
243-250.

Buchanan, J. M. (1990). The domain of constitutional economics. Constitutional Political
Economy, 1(1), 1-18.

Buchanan, J. M., & Congleton, R. D. (1998). Politics by principle, not interest: Towards nondis-
criminatory democracy. Cambridge: Cambridge University Press.

Buchanan, J. M., & Tullock, G. (1962). The calculus of consent: Logical foundations of constitu-
tional democracy. Ann Arbor: University of Michigan Press.

Burnham, J. (1943). The Machiavellians: Defenders of freedom. New York: John Day.

Foss, N., & Klein, P. G. (2012). Organizing entrepreneurial judgment: A new approach to the firm.
Cambridge: Cambridge University Press.

Kirzner, I. (1973). Competition and entrepreneurship. Chicago: University of Chicago Press.

Leeson, P. T. (2018). Logic is a harsh mistress: Welfare claims for economists (Working paper).
Available from author.

Martin, A. (2011). The catallactic point of view. Studies in Emergent Order, 4, 133—148.

Michels, R. (1915). A sociological study of the oligarchic tendencies of modern democracy. New
York: Hearst’s International Library Co.

Michels, R. (1915). Political parties. Paul, E. and Paul, C., trans. New York: Hearst International
Library Company.

Mosca, G. (1939). The ruling class. New York: McGraw-Hill.

Pareto, V. (1935). Mind and society (Livingston, A. and Bongiorno, A., trans). Harcourt, Brace
and Company.

Salter, A. W. (2015a). Rights to the realm: Reconsidering Western political development. American
Political Science Review, 109(4), 725-734.

Salter, A. W. (2015b). Sovereignty as exchange of political property rights. Public Choice, 165(1),
79-96.

Salter, A. W., & Wagner, R. E. (2018a). Constitutional Catallaxy: Friends and enemies in an open-
ended social order. Journal of Public Finance and Public Choice. forthcoming.

Salter, A. W., & Wagner, R. E. (2018b). Political entrepreneurship, emergent dynamics, and con-
stitutional politics. Review of Social Economy, 76(3), 281-301.

Salter, A. W., & Young, A. T. (2018a). Medieval representative assemblies: Collective action and
the antecedents of limited government. Constitutional Political Economy, 29(2), 171-192.
Salter, A. W., & Young, A. T. (2018b). Polycentric sovereignty: The medieval constitution, gover-

nance quality, and the wealth of nations. Social Science Quarterly. forthcoming.
Schumpeter, J. (1939). The theory of economic development. Cambridge: Harvard University
Press.
Spooner, L. (1870). No treason: The constitution of no authority. Self-published. Public domain.
von Mises, L. (1949). Human action: A treatise on economics. New Haven: Yale University Press.
Wagner, R. E. (2012). Viennese Kaleidics: Why it’s liberty more than policy that calms turbulence.
Review of Austrian Economics, 25, 283-297.



Political Property Rights and Entangled Political Economy 123

Wagner, R. E. (2014). Entangled political economy: A keynote address. Advances in Austrian
Economics, 18, 15-36.

Wagner, R. E. (2016). Politics as a peculiar business: Insights from a theory of entangled political
economy (p. 234). Cheltenham: Edward Elgar.

Wagner, R. E., & Patrick, M. (2015). From mixed economy to entangled political economy: A
Paretian Socialtheoretic orientation. Public Choice, 164, 103-116.

Wagner, R. E., & Podemska-Mikluch, M. (2010). Entangled political economy and the two faces
of entrepreneurship. Journal of Public Finance and Public Choice, 28, 99—114.

Wagner, R. E., & Rajagopalan, S. (2013). Legal entrepreneurship within a system of entangled
political economy. American Journal of Entrepreneurship, 6, 24-36.

Wagner, R. E., Smith, A., & Yandle, B. (2011). A theory of entangled political economy, with
application to TARP and NRA. Public Choice, 148, 45—66.



®

Check for
updates

The Fiscal Squeeze: Budgets Between
Fiscal Illusion, Fiscal Commons,
and the Tyranny of Experts

Diana W. Thomas and Michael D. Thomas

Abstract The combination of subsidiarity with the principles of fiscal federalism
ensures that the government has the knowledge to provide the economically effi-
cient number and amount of public goods without either leaving too much or too
little productive activity to the sphere of private exchange. In this paper, we argue
that, over the last 100 years, these two design principles of federalism have slowly
eroded and we highlight one of the fiscal consequences of this process of erosion:
increasing budgetary pressure at the state level. We call this specific consequence
the fiscal squeeze, because states have remained fiscally responsible for decisions
that are now made at the level of the federal government and, as a result, are expe-
riencing systematically greater budgetary pressures. Empirically, paying for school
funding, health care funding, and pension funds, to name a few, has strained the
ability of many states to keep balanced budgets and avoid debt or default.

Keywords Fiscal federalism - Subsidiarity - State budgets

1 Introduction

American federalism, as practiced for most of the history of the United States, com-
bines the principle of subsidiarity with the institutions of fiscal federalism. Federated
government institutions that operate on the principle of subsidiarity are built on the
theoretical ideal that political decisions should be made at the least centralized level
to ensure decisions are made by the people most affected by them who have the
relevant knowledge necessary to prioritize public-spending projects appropriately.
Fiscal federalism is the idea that public goods are most efficiently provided by the
level of government that can best ensure that the sum of individual benefits gener-
ated by the public good matches up with the marginal cost of production of the
public good or service without creating significant external costs or benefits (Oates
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1999). The combination of subsidiarity with the principles of fiscal federalism
ensures that government has the knowledge to provide the economically efficient
number and amount of public goods without either leaving too much or too little
productive activity to the sphere of private exchange. The benefits of federalism
viewed from a public finance perspective are accordingly twofold: (1) subsidiarity
ensures that public decision-making processes eschew the worst sort of preference
aggregation and knowledge problems. (2) Fiscal federalism ensures welfare losses
from inefficient taxation and spending decisions are minimized.

In this paper, we argue that, over the last 100 years, these two design principles
of federalism have slowly eroded and we highlight one of the fiscal consequences of
this process of erosion: increasing budgetary pressure at the state level. We call this
specific consequence the fiscal squeeze, because states have remained fiscally
responsible for decisions that are now made at the level of the federal government
and, as a result, are experiencing systematically greater budgetary pressures.

Empirically, paying for school funding, health care funding, and pension funds,
to name a few, has strained the ability of many states to keep balanced budgets and
avoid debt or default. Whereas in the past federal government grants have been a
source of funding, there is great uncertain that the federal budget will continue to
aid states in financing programs that were shaped by federal government policy.
Either the various state budgets and programs will face much-needed reform, or
state taxes will have to continue to rise as a proportion of income.

An emerging literature called institutional public finance or entangled political
economy seeks to bridge the gap between static models of traditional public finance
and the realities of entangled government budgets. We seek to contribute to this lit-
erature by arguing that some of the trends observable in the changing design of the
institutions of fiscal federalism in the United States over time are the result of emer-
gent phenomena and the natural consequence of the reality of entanglement of all
human institutions. More specifically, we describe two simultaneous trends in the
design of federalist institutions: first, fiscal responsibility shifting from local and
federal governments to the states and second, decision making authority being
turned over to the federal government from local and state governments. We argue
that the resulting separation of decision making from fiscal responsibility has cre-
ated, among other consequences, a budgetary squeeze at the state level. Section II
reviews the literature on the theory of fiscal federalism as originally envisioned.
Section IIT defines the budgetary squeeze and details the emergent but systematic
movement of responsibility from the local level of government to the states. In addi-
tion, this section explores the problems created by federal transfers to states and
federal regulation of activities affecting the states when they come with mandates
about how to carry out those duties. Section I'V offers some empirical evidence in
support of the squeeze. Section V concludes.
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2 Fiscal Federalism — The Theory

The theory of fiscal federalism seeks to provide a normative framework for the
assignment of different responsibilities to different levels of government and for the
fiscal instruments most appropriately used for the financing of public production at
each level (Oates 1999).

2.1 Fiscal Federalism and Spending on Public
Goods Production

At the most basic level, the theory of fiscal federalism suggests that the most cen-
tralized level of government should be responsible for macroeconomic stabilization
efforts and assistance to the poor, because those functions cannot be handled effi-
ciently by lower levels of government. The argument for centralized provision of
macroeconomic stabilization is based on the presumption that decentralized levels
of government do not have sufficient budgetary means to offer macroeconomic con-
trol. The argument for centralized provision of assistance to the poor is based on the
idea that mobility would undermine a decentralized system of provision of such
assistance (Ibid 1121), because differences in levels of provision would encourage
movement from areas with lower levels of assistance to areas with higher levels of
assistance (Tiebout 1956).

Decentralized levels of government provide those public goods and services for
which a more centralized and uniform level of provision from the federal level
would be economically inefficient, i.e. would result in an inferior matchup of the
sum of individual benefits with the marginal cost of production of the public good
or service (allocative efficiency). This argument rests largely on the fact that because
there will be differences in preferences between residents in different jurisdictions
and because the cost of provision will differ across jurisdictions, a more uniform
level of provision would result in lower overall economic welfare.

From these insights follows what Oates (1972, p. 54) named the Decentralization
Theorem, i.e. the proposition that “... in the absence of cost-savings from the cen-
tralized provision of a good and of interjurisdictional externalities, the level of wel-
fare will always be at least as high (and typically higher) if Pareto-efficient levels of
consumption are provided in each jurisdiction than if any single, uniform level of
consumption is maintained across all jurisdictions.”

Oates (1999: 1123-1124) explains that the welfare losses from a more central-
ized provision of a public good will be larger, ceteris paribus, if demand for the
good is more inelastic and that the gains from decentralization, while they are
dependent on mobility, are not wholly dependent on the existence of Tiebout
competition.
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2.2 Fiscal Federalism and Revenue for Public
Goods Production

In addition to the insights it offers about the most efficient degree of centralization
of public goods production, the theory of fiscal federalism also offers insights
regarding the fiscal instruments used to finance public goods production. Absent
monetary policy, government activity can be finance by either taxation or debt. In a
federated system, spending at lower levels can furthermore be financed by inter-
governmental grants.

The primary insight from the fiscal federalism literature regarding taxation in a
federated system is that tax distortions can be minimized if local governments use
benefits taxation (taxes raised to finance the provision of specific public goods) to
tax mobile economic units and that non-benefits taxes (for general revenue) are best
used at the most centralized level of government in order to finance programs that
do not generate direct or easily measurable benefits for residents, like assistance to
the poor or military protection (Oates 1999: 1125). More specifically, it is relatively
well known that distortions in resource allocation can result when taxation of spe-
cific and especially price-elastic goods or services results in decreased consumption
of said goods or services. In a federated system, excise taxes can create locational
inefficiencies when buyers seek out more favorable tax treatment in other jurisdic-
tions, i.e. consumers incur inefficient levels of travel cost to avoid unfavorable taxa-
tion. The implication of this observation is that decentralized levels of government
should use benefits taxes, the equivalent of user fees, to tax mobile economic units.
Such taxes would also lead to a better internalization of the cost of public goods
provision and, as a result, a more efficient level of public goods production.

Public goods that do not generate tangible benefits to all constituents, like redis-
tributive programs, on the other hand, have to be financed by non-benefits taxation
and are therefore most efficiently provided at the most centralized level of govern-
ment, which can use non-benefits taxes without creating the above described loca-
tional inefficiencies.

Intergovernmental transfers are another potential source of revenue for decen-
tralized levels of government. Grants from the central government may be justified
on the basis of arguments regarding the internalization of spillover effects, fiscal
equalization across jurisdictions, or an improved overall tax system. Such grants
can take the form of conditional grants that come with restrictions on the use of
funding or unconditional grants that can be used at the discretion of the lower level
of government.

Theory suggests that conditional grants are best used to remedy spillover effect
where the use of local services generates benefit for residents of other jurisdictions,
while unconditional grants are best used to promote fiscal equalization among the
different decentralized governments. Fiscal equalization is empirically and theoreti-
cally contentious: while some have suggested that equalizing grants can offset dis-
torting locational incentives (Boadway and Flatters 1982), others have argued that
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equalizing grants can become an obstacle to regional adjustments that may promote
economic development (McKinnon 1997).

The actual design of revenue and expenditure programs in the U.S. case has
changed dramatically over the last roughly 100 years. Tax systems initially con-
formed more closely with the theoretical ideal of the fiscal federalism literature at
the beginning of the twentieth century but moved away from this ideal over the
course of the century. Interjurisdictional grants were basically non-existent at the
beginning of the century, rose in significance over the course of the twentieth cen-
tury, but have not conformed to the theoretical suggestions of the literature. Finally,
decisions regarding spending seem to have moved unidirectionally towards higher
levels of government over the time period we consider. We provide a more detailed
discussion of these developments and their primary consequence, which we call the
fiscal squeeze, below.

3 Definition and History of the Squeeze

Almost all U.S. states are currently facing budgetary pressures as a part of a larger
phenomenon which we refer to as the fiscal squeeze. We argue that the squeeze and
related budgetary pressures are a result of the fact that the institutions of fiscal fed-
eralism at the state level were undermined over the course of the twentieth century.
This erosion of the institutions of fiscal federalism was ultimately a consequence of
entanglement. At each and every step, individuals acting in the context of entangled
political and economic institutions justified changes to institutional structures based
on arguments relating to equality, economic efficiency, or expertise. But because
government institutions are fundamentally set up to facilitate the creation and
exploitation of political rents, the cumulative effect of such entrepreneurial efforts
in the context of entangled political and market institutions was to erode the institu-
tions of fiscal federalism with, as we will argue in the next section, systematically
negative consequences.

For our purposes in this chapter, there are three levels of government: local, state,
and federal. Each has their own means of revenue collection and is tasked with set-
ting spending priorities. In theory, spending and revenue collection at the three lev-
els is compartmentalized and can be analyzed independently. In line with the
literature in institutional public finance, we argue, that, in practice, revenue collec-
tion and spending on the three levels is interrelated and trends at each level can be
traced back to general phenomena dominating the public finance landscape. We
argue also, that these more general trends have resulted in what we call a fiscal
squeeze at the state level.

The first component of the squeeze outlines the shifting of responsibilities from
local-to-state budgets. Since mid-twentieth-century, there has been a general trend
for revenue collection and spending responsibility to shift from local government to
the state level. The second side of the squeeze is the federal influence on state pol-
icy, federal-to-state. This trend is largely the result of an increasing use by the
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federal government of conditional grants and matching funds to influence state pol-
icy. The bargain of adopting federal priorities in exchange for funding has accumu-
lated over time to limit the states’ ability to determine their own priorities. The
macro phenomenon of the squeeze is the simultaneous shift of local government
responsibility as well as financing for things like school funding and policy to the
state level (local to state) along with the increased oversight from the federal gov-
ernment through mandates for the execution of state administered programs (federal
to state), which, however, comes only with limited financial support.

Relatively straightforward fiscal models historically conformed with the theo-
retical suggestions of the fiscal federalism literature and taxed non-mobile input
factor, which had the added consequence of constraining the ability of politicians at
the state and local level to increase expenditure. In Nebraska, as in many other
states, the sole source of revenue for both state and local governments were property
taxes. From the perspective of taxpayers, spending priorities were clearly divided
and attributable to either state or local portions of the property tax and prevented the
state from taking on tasks that were local in nature.

This system was undone as the state took on more responsibilities and expanded
its ability to tax using an income tax and a sales tax. Concerns about equity in the
middle of the twentieth century both at the federal and state level justified a move-
ment away from a constrained fiscal model and aggravated problems associated
with the fiscal commons. Ultimately the revenue and spending models were changed
so substantially that the budget was placed on an unsustainable path. We argue that
this phenomenon is generalizable to all states.

3.1 Localto State: The First Part of the Squeeze

The fiscal situation in most communities and states at the beginning of the twentieth
century was relatively healthy. Revenue was usually sourced from one specific tax
(usually property tax), which was easily observable for taxpayers and therefore pro-
vided transparency. Wagner (2012) suggests that this simplistic approach to revenue
collection was useful in terms of disciplining the “fiscal commons.” By providing a
transparent way of collecting revenue, expenditure items have to be attributed to
state or local spending. Schools were local, paying for a state capitol building was a
state expenditure, for example. Starting in the middle of the twentieth century, and
largely following trends at the national level and among other states, this constraint
was undermined as part of a large movement toward what became known as the
“Great Society” programs associated with President Lyndon B. Johnson. Concerns
about equity and arguments about spillover effects provided impetus for increased
expenditure. Coupled with politicians concerned about re-election, this push for
increasing government involvement in the economy created great pressure for gov-
ernance structures to cover larger areas and populations and for revenue models to
become more complex.
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The erosion of local governance structures within the federalist system of the
United States was at least partially based on arguments regarding spillover effects
of public expenditures. Around the second half of the twentieth century, the advent
of the automobile had made it possible for people to live and work in different com-
munities, which created the suburban landscape of homes and shopping malls as
well as the urban landscape of offices and restaurants we know today. In a world
with cars, local amenities financed by local property taxes started to benefit non-
payers from neighboring communities and there was a particularly difficult mis-
match of who funded and who used amenities between urban and suburban
communities. As a result, of this general trend, arguments suggesting that the size of
the area optimally governed by a single local governance organization had grown
became more frequent and state governments started cross-subsidizing local ameni-
ties with state tax revenues. Similarly, municipalities started annexing each other
resulting in governance structures governing larger areas with larger populations.
Overall, concerns about free riders from other communities consuming locally
financed public amenities resulted in greater entanglement between different levels
of government.

With this increase in scale of municipal government come concerns about equity
among the populations included within one governance organization. If some resi-
dents of a city experience systematically worse or fewer public services than others,
calls for redistribution tend to become more frequent.

As aresult of greater mobility and resulting changes in the taxation and spending
decisions at the local and state level, the existing fiscal institutions were subject to
greater problems of fiscal illusion and fiscal commons, which we will discuss in
greater detail in the next section.

3.2 Federal to State

The Federal to State portion of the fiscal squeeze has primarily relied on two theo-
retical arguments and has accordingly been implemented in two slightly different
ways. Like in the case of the shift from local to state decision making, one of the
major justification for shifting responsibility to the federal government have been
spillover effects, especially in the case of environmental regulation as well as, but to
a lesser extent, health and safety regulation. The other justification for shifting
decision-making authority have been arguments concerning expertise. Since state
legislators are often part-time legislators with a limited staff, federal government
agencies as well as federal government officials with full time staff have been
allowed to assert expertise to dominate state decision-making.

While the argument for shifting responsibility from local to state governments
was largely based on positive spillover effects of local spending, the argument for
shifting responsibility to the federal government has almost always emphasized
negative spillover effects of private action in markets. Intervention by the federal
government into matters that were previously considered state issues has therefore
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largely taken the form of regulation. The increase in regulations by the federal gov-
ernment that applies to state governments did not come overnight, but in order to
erode the federal separation of powers, there were a variety of causes that have
accumulated over the last 60 years. As is the case with most regulation, most regula-
tory structures benefit incumbent industry groups and are often sought out by such
groups. In other words, they are a direct result of entanglement between markets
and the political sphere.

Environmental regulation entered a new phase in the 1960s, for example, when
the EPA gained much more regulatory authority over states due to a political crisis
over highly publicized environmental catastrophes (Dwyer 1997). The power that
was initially granted for a particular purpose, fixing a problem, became a general
mandate to set preemptive standards in environmental law. Basic public choice
arguments regarding bureaucratic discretion and growth can explain this shift from
an authorization to solve a specific problem to a general mandate.

A second justification for the shift of decision-making power from what were
previously state matters to the federal government is issue complexity. As states
handle a greater scope of issues, state legislators are facing insurmountably high
cost of information, which is especially true for part-time legislators, or so the argu-
ment goes. Leadership from the national level on issues such as health care policy,
educational policy, transportation policy, therefore, provides a level of expertise
especially useful for smaller states and part time legislatures. Which such a shift
towards greater expertise also comes greater consideration of special interest issues
and greater potential for entanglement to become relevant. Where a state legislators
attention may be drawn into directions as disparate as plastic bag bans and property
tax issues, legislators at the federal level are usually much more specialized in their
policy focus as a result of their membership on committees. Similarly, individuals
working in federal government agencies can be much more specialized than indi-
viduals working in similar agencies at the state level because of the greater scale of
federal government activity on any issue. With such specialization comes a greater
likelihood of repeat interactions with special interest groups as well, however, and,
accordingly, greater traction for all problems related to entanglement.

The tools used by the federal government to influence state policy have not been
limited to the regulation discussed above. Another, fiscally more important tool
have been federal mandates. Take as an example federal highway funding: federal
government grants to the states were tied to two specific policy mandates that speci-
fied a 55 miles per hour speed limit as well as a 21-year-old drinking age
(Sommers 1985).

The increase in mandates often comes with similar quid-pro-quos, a funding bill
that requires conditions on accepting the funding. The fiscal problem of the increas-
ing use of mandates is that regardless of the continuation of the funding, the man-
date remains. In the 1990s the exchange of federal dollars for adopting federal
standards was enough of an issue that it was studied extensively by the congressio-
nal budget office and resulted in the Unfunded Mandates Reform Act (Unfunded
Mandates Reform Act of 1995). The term “unfunded mandates” refers to federal
guidelines that are put in place and are either underfunded or become underfunded
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over time as federal resources, initially given for states to accept the guidelines,
erode due to inflation or budget cuts. Examples of unfunded mandates include, the
Clean Air Act, the Americans with Disabilities Act, Medicaid, and The No Child
Left Behind Act of 2001. States at various times have been skeptical of the federal
government’s likelihood of continuing to fund mandates over time. In 2014, for
example, states that did not accept federal funding for Medicaid expansion under
the Affordable Care Act, did so while claiming that federal funding would not keep
pace with the additional expenditure. The states were anticipating waning federal
transfers in the near future. As a result, 16 states rejected the expansion of Medicare
in the wake of the Affordable Care Act due to concern over long-term ability for the
federal government to help pay the bill.

4 Consequences of the Squeeze

As the previous section points out, the history of the erosion of the institutions of
fiscal federalism can be justified at every step of the way by arguments for equality,
spillover effects of public goods, or expertise. The cumulative effect of this institu-
tional erosion overtime is to create an institutional structure that biases government
intervention in the direction of redistribution towards special interests, representa-
tion of elite preferences, and subsequently a kind of inequality between groups that
is not easily overcome by individuals seeking to better themselves. This section
explains in greater detail how the fiscal structure of government can have such pro-
found effects on overall societal outcomes.

4.1 Fiscal Commons

Over time, as states took a larger role in financing local amenities, public budgets,
and in particular budgets at the state level, turned into a common pool resource
(CPR). Common pool resource problems occur when a resource is rival in con-
sumption but non-excludable in the sense that non-payers cannot be precluded from
accessing the resource. Public budgets are naturally rival in consumption, because
they can be allocated to the production of many potential products or services, at the
same time, many different individuals and groups of individuals can lay claim to a
public budget. Essentially all citizens of a particular jurisdiction, for example a
state, can organize politically to institute programs or pass laws that produce the
public goods they desire independent of how much money the specific group or
individual contributed to the public fund. Because state governments increasingly
participated in the production of local public goods throughout the twentieth cen-
tury, the number of claimants on state tax resources increased which aggravated the
fiscal commons problem. Wagner discusses how each level of government
determines its own tax policy and sets its own spending priorities. As a result,
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budgets at each level are also to a greater or lesser extend “fiscal commons.” (Wagner
2007, p. 2/3).

At each level of government, adopting new priorities during times of surplus
binds future budget makers who are facing a deficit to either end programs or find
additional funds to pay for existing policy (Higgs 1987). The task of setting a budget
can be characterized as a short-term or static approach to a long-term or dynamic
problem. The dynamic problem is choosing among the unlimited possible expendi-
tures the ones that have the highest priority for the constituents and can be financed
sustainably. Clarifying the process of governing the fiscal commons aids in setting
priorities. Such a clarification moves the focus of the conversation from the static to
the dynamic, fixing a sustainable combination of revenue and expenditure over time.

Radula (2010) applies Elinor Ostrom’s (1990) discussion of “natural commons”
to the fiscal commons. Elinor Ostrom (1990, p. 90) gives eight design principles for
governing a commons that characterize long-enduring institutions in history. These
general principles, for example boundaries, monitoring, and sanctions, help solve
time-inconsistency issues. The developments at the level of local government in the
United States, which had resulted in a shift up of responsibility to the state level and
a general increase in the size of municipal government and the areas they governed
aggravated the problems associated with fiscal commons because they resulted in
less clearly defined boundaries, a lesser ability of citizens to monitor the fiscal con-
dition of their governance organization, and an erosion of the local institutions gov-
erning the commons as the size of each municipality grew.

Jakee and Turner (2002) provide and analysis of the institutional problems of the
welfare system, which they suggest is an example of a fiscal commons. They spe-
cifically point out two types problems with the institutions of public finance. The
first is the well-known incentive problem, both intended and unintended, associated
with the implementation of welfare programs (Jakee and Turner 2002, p. 483).
Welfare programs often generate a disincentive to work and have been criticized for
creating dependence. The second are cognitive problems in understanding longer-
term fiscal patterns and the ability of the government to replenish depleted resources
from general tax revenue. Together, these two problems provide a possible explana-
tion for increased spending beyond what is sustainable in the long-run, they also
apply well to the example discussed here.

4.2 Fiscal Illusion

The cognitive problems Jakee and Turner (2002) point to are aggravated the more
complex the revenue structure becomes, i.e. the more likely it is that taxpayers will
suffer from fiscal illusion. Fiscal illusion refers to the phenomenon of taxpayers
underestimating the cost of government as a result of complex and not fully trans-
parent government revenue structures. The search for new sources of revenue to
fund the expanding scope of government in the first half of the twentieth century
created a more complex revenue structure with increased potential for fiscal illu-
sion. As a result, the transparency of the fiscal situation of most states and
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municipalities was reduced which resulted in overall lower levels of accountability
further aggravating the budgetary situation. While the theory of the fiscal commons
explains the problem of state budgets on the expenditure side, fiscal illusion helps
illuminate the incentives policy makers face on the revenue side of government
budgets. James Buchanan (1960, p. 59) pointed out that if taxes are collected in a
more abstract form, then people do not see them as taxes. Going from a simple sys-
tem of property tax to a more complex system of income and sales tax will create
cognitive costs with calculating the burden of the tax for taxpayers. Wagner (1976)
articulates this argument in greater detail.

Fiscal illusion helps to explain how both states as well as the federal government
have been able to collect greater amounts of taxes over time without significant
resistance by the population simply by increasing tax complexity. With expanding
revenue collection, a more complex tax code helps minimize the perceived cost for
the individual taxpayer and results in greater public expenditure (Wagner 1976: 53).

4.3 Expert Bias

One important justification for shifting policy responsibility from local to state gov-
ernments and from state governments to the federal government is the greater level
of expertise at higher levels of government. While experts at higher levels of gov-
ernment may certainly have the advantage of scale, one problem with the justifica-
tion for greater involvement by the federal government because of its relative
expertise is that state legislatures might actually have more insight into the priorities
of their constituents on the ground. There is often a disconnect between the particu-
lar set of things a state might provide and the types of priorities that are set when
looking at the country from a national level. The one-size-fits-all problem of federal
policy can be a difficult obstacle when setting policy. Cox and Thomas (2011) take
a look at housing policy, for example, and note different conditions that affect set-
ting housing policy for the nation. Each state will face particular difficulties setting
policy that depend on geography, weather, population demographics, and other cul-
tural considerations. Decisions made to correct for local air pollution in cities like
Salt Lake City and Denver, for example, will have no corollary on the plains of
Nebraska, Kansas, and Iowa. To enforce a uniform guideline or rule for the nation
would, by necessity, abstract from such local considerations.

In addition, federal policy prescriptions can only be effective with local co-
operation and the use of local inputs. Much of the progress in streamlining policy at
the national level has taken advantage of best practices in education, health, and
other policy, but has been ineffectively implemented at the state level because local
conditions do not match the requirements of more abstract best practices.

Finally, because experts are usually of a higher socio economic status and oper-
ate within a different cultural context than the majority of citizens whose lives are
governed by their policy prescriptions, they may be unaware of the constraints
imposed by lower incomes, culture, and educational background that render policy
prescriptions designed by elites ineffective (Thomas 2019).



136 D. W. Thomas and M. D. Thomas
5 Conclusion

We have argued here that as a result of arguments regarding spillover effects, equal-
ity, and expertise, the institution of fiscal federalism have been eroded over the last
100 years. A relatively straight forward revenue system which was often based pri-
marily on property taxes was replaced by a complex system of local, state, and
federal taxes that can include restaurant taxes, taxes on disfavored goods, property
taxes, income taxes, VATs and many more. Similarly, predictable expenditure pat-
terns with straight forward separation of issues into local, state, and federal projects
have become intertwined and interconnected through mandates, federal aid to state
and local government, as well as regulation. Many of the changes in the institutional
structure of federalism in the U.S. were a result of entanglement between different
levels of government as well as between the private and public sector. In addition,
they have resulted in greater entanglement between private and public spheres over
time. The overall result of this trend is that state budgets have been squeezed and
will continue to experience significant budget shortfalls.
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