November 2008

The Government Economic Agenda in a Society of

Unequally Rational Individuals

Pavel Pelikan*

JEL Classification: A10, D02, D61, H10, O12, P51

Key words: unequally bounded rationality, rationality-alltioa, markets, government,

economic policy

Abstract: What economic roles, if any, should governmeaypl This is still an
incompletely analyzed issue that different indiati— depending on their ideologies, rent-
seeking opportunities, and analytical abilities ayranswer very differently. To advance its
analysis, this paper takes into account that huratonality (as empirically testable

cognitive abilities) is bounded unequally acrostividuals, and is therefore a special scarce
resource that markets and government allocatgmfwiantly different ways. The results
conflict with the ideologies of both socialism arldssical liberalism, but explain two puzzles
of recent economic history, and provide theoretscgdport to ideological compromises in

actual economic policies.

*Professor

Department of Institutional Economics

Prague University of Economics

nam. W. Churchilla 4

CZ-130 67 Praha 3

Czech Republic

e-mail addressegelikanp@vse.cpelikan.pavel@gmail.com




| INTRODUCTION

What roles in the economy should government losvaid or required to play? This
is still an incompletely analyzed issue that defarindividuals — depending on their
ideologies, rent-seeking opportunities, and anadyknowledge — may answer very
differently. In political debates, it is indeedlgtossible to hear advocacy of different
mixtures of many roles — including national plaryiownership of banks and other
enterprises, industrial policies, macroeconomidngndemand for public goods, income
redistribution, social policies, legislation of lawnd regulations, and maintenance of law and
order. The mixtures range from extensive usedl thhese roles to their complete refusal,
including the claim that even the making of lawd #me maintaining of order should be left
to private enterprise and voluntary market consract

This paper fully admits that economic analysis mayer be able to specify the right
answer in all relevant details — there may not dxea well-defined sense in which any
answer could be declared "right.” Its purposeniy to show that analysis can throw more
light on this issue than it has done so far. &g &tep is to drop the perfect-rationality
assumption of standard analysis and recognize wh@isocial practice obvious, but in
economic theory still rarely admitted fact: humatianality, in the sense of empirically
testable cognitive abilities, is not only boundasl today's economists increasingly often
admit, but moreover unequally so across individuals

This fact is shown to imply that rationality begmnto the scarce resources that pose
the problem of their efficient allocation in sogigbut as a unique case of theirs, for which
this problem is complicated by what Hofstadter @9érmed "tangled hierarchies.” While
this problem appears difficult to analyze in it$iesty, meaningful results relevant to the
present issue will be possible to obtain from atreély simple comparison of government
with markets for their ways of coping with it — ammbre precisely, for their performance in
two critical tasks: (1) selecting the relevantlyshrational individuals for the top jobs of
investors, entrepreneurs and managers in prodyeiah(2) limiting the inefficiencies
caused by little-rational individuals in final camsption. The results conflict with the
ideologies of both socialism and classical liberali but explain two puzzles of recent
economic history, and provide theoretical suppmitieological compromises in actual
economic policies.

The paper is organized as follows. Section liiftés and justifies the present

definition of "rationality,” recognizes rationalitp be bounded in individually unequal ways,



and includes it among scarce resources as a uoapeeof theirs. Section Il brings to light
the tangled hierarchies with which this uniquereesaplicates the familiar resource-
allocation problem. Section IV compares ratioyadilocation by government with that by
markets, separately for production and for finalsiamption. Section V considers the
implications for government economic roles. Setib concludes by relating these

implications to empirical facts, ideologies, antuat economic policies.

I UNEQUALLY BOUNDED RATIONALITY AS A SCARCE RESOWRCE

II.1 Defining "rationality” for problems involvinghore than one person

Nearly all economists are concerned with ratiapalMost of the mainstream ones
still build on the assumption that rationality levays perfect, or unbounded, meaning that
each individual possesses the abilities optimallgdlve all economic problems, however
difficult. For their heterodox opponents, thiswaaption has been the principal target of
criticism. Since the early attacks on it by Sinf@855, 1979), the debates about the
existence of rationality bounds and the need ofitithigy them into economic theories have
been growing and ramifying. Disagreements stait tie very meaning of this notion:
different definitions admit different rationalityobnds, and some definitions succeed in
formally excluding such bounds altogether.

To clarify and justify the present definition aftionality,” it is helpful to refer to
Vanberg's (2004) distinction between two viewshef perfect-rationality assumptioras a
non-refutable principleandas an empirically refutable hypothesifhe main difference
between the two can perhaps best be seen in hgvdéag with the undeniably existing
limits of human cognitive abilities. The latteew directly links such limits to rationality
bounds: any empirical evidence that an individealnable optimally to solve some
economic problems is taken to demonstrate thatrhigr rationality is bounded (cf., e.g.,
Kahneman and Tversky, 2000). In contrast, the éorew adds such limits to optimization
constraints. Everyone can then be viewed as tably optimizing under these constraints —
that is, perfectly rationally doingis or her best — no matter how severely limited his or her
cognitive abilities might be (cf., e.g., Boland 819.

At first sight, economists may appear free to deoahich of these views to adopt. In
fact, however, this freedom is restricted to arialg$ one-person problems. Why this
restriction has not always been properly realizegérhaps, that most of the rationality

debates have been about one typical individuak itBsi easy to see why in problems



involving several individuals, to assume everyanefutably rational is no longer safe.
While everyone may still be viewed as rationallyndohis or hepersonalbest, this misses
the often crucial fact that for many economic peoh$, the "best" of some individuals may
be much better, or much worse, than the "besttltdrs. As the issue of government
economic roles, and indeed any policy issue, ire®inore than one individual, the former
view is here obligatory.

To meet this obligation, "rationality” is here ohefd along the lines of Simon and
Kahneman and Tversky #se cognitive abilities, or competence, of humaairs for solving
economic problems meaning, as usual, problems of how to allocateuse given scarce
resources to obtain the best outcomes in terms/ehgreferences. This definition makes it
indeed possible empirically to refute the perfationality assumption, and thus demonstrate
that rationality bounds do exist, simply by obseg# as Kahneman and Tversky were
among the first systematically to do — that peopleen trying to solve even only modestly
difficult economic problems, often commit signifideerrors.

[I.2 The properties of rationality relevant to gmmment economic roles

Rationality has several properties that analysgowernment economic roles, to avoid
misleading policy implications, must take into aaeb First, it is not only bounded, but
moreover unequally so. When solving the same eonanproblem, different individuals —
even when they have the same access to relevanmnation— may, and as any teacher of
economics can testify often do, commit differembes. Hence — be it due to their inborn
talents (“nature”) or to their education and expece (“nurture”) — their rationality must be
recognized bounded in different ways and degrees.

Importantly, as hinted by the italics, rationalgyhere sharply distinguished from
information about the state of the world: it inahscthe abilities to find, understand and use
such information, but is not the information itself is in how the same available information
is exploited that some of the most important indlisl differences in rationality bounds often
come to light. Although very generally, rationgldan also be viewed as a kind of
information, this is the kind described by Polafi967) as "tacit knowledge": its owner can
use it, but cannot directly observe it, nor comroate to others.

Second, as rationality is defined in relation ¢coreomic problems, it is possible to
distinguish different sorts of it, relevant to @ifént sorts of problems — for instance,
involving different kinds or amounts of resourcesdifferent degrees of risk or uncertainty.
Rationality differences between individuals aredfigre not limited to overall superiority or

inferiority, but may also involve comparative adiages in different rationality sorts.



Third, as an economically valuable ability thainsmately and inseparably tied to
each individual, rationality is a kind of human tap Just like any kind of human capital,
individuals can improve it only by their own leargifrom more or less costly experience and
education, and cannot directly receive it from arg/else. But just like all learning, also this
one is constrained by available learning abilitestalents — which must include abilities for
multilevel learning, or meta-learning, if any ofghs also to take place. Talents thus imply a
certain maximum of rationality that their owner Mebbe able ultimately to learn in ideal
learning environments, and may be referred tpadsntialrationality — as opposed to the so
far learnt, and therefore typically more boundettualrationality. Although precise
empirical evidence appears difficult to obtain, thet that the results of any education are
nearly always both limited and individually unequadkes it possible safely to infer that also
potential rationality is bounded with different lmuis for different individuals.

As a kind of human capital, rationality belongsoam the scarce resources that raise
the problem of their efficient allocation and ugesociety. But it is a unique resource that
differs from all the others by playing a doubleerai its allocation: as it is needed for
deciding on the allocation of any scarce resoutée also needed for deciding on the
allocation of itself. This double role complicatesionality-allocation by what Hofstadter
(1979) calls "tangled hierarchies," which standaebries are not prepared to handle. In
them — and this is their easy, but sometimes ndsigavay out of this complication —
rationality is unique as the only scarce resouneg¢ however scarce it might be in reality, is
always wishfully assumed abundant. Admittedlyhas often been pointed out, many
economic questions can be given reasonably catresters even under this assumption.
But not all, and certainly not the question of goweent economic roles. For it, as will

become clear below, to ignore the scarcity of raiby is definitely misleading.

Il PROBLEMS OF RATIONALITY-ALLOCATION

[ll.1 Estimating the rationality of individuals
As all resource-allocation must begin by assedia@vailable stocks of the
resources to be allocated, the first problem obnatity-allocation is, how to assess the
rationality of different individuals, including oself. The particularity of this problem is that
its solution depends on the rationality used fdviag it. Artificial experiments, intelligence
tests, and problems in economic textbooks can @etyonstrate that rationality bounds exist,

but cannot reliably determine the rationality dfetient individuals relevant to real world



economic problems — especially the most comples,asiech as the organizing and managing
of large firms, or picking future winners amonggamumbers of new firms and new
technologies, of which many will turn out to beute losers.

The rationality relevant to many real-world ecomoproblems can therefore only be
subjectively estimated, with the risk of more @dédarge errors depending on the rationality
of the estimating individual: the more bounded taisonality, the larger the errors are likely
to be. Emphatically, this is also true when induals estimate their own rationality: those
suffering from severe rationality bounds are likily}commit large errors also in such
estimations, as they are typically unaware of hewese these bounds really are.

For analysis to be fruitful, however, it is ne@gsto have a more specific assumption
on how differently rational individuals estimates ttationality of different individuals. Here,
it will suffice to consider relatively simple sitiians, in which individuals face a set of
candidates, possibly including themselves, andesta select (vote for) the most rational
one(s). For it, the following assumption appedasigible.

Estimating Rationality by Rationality (ERR) Assuiomut Each individual can safely
recognize, and therefore avoid selecting, all thvaisese rationality is lower than his/hers, but
is unable fully to appreciate the possibly subifeecences between this rationality and all the
higher rationality, and may have irrelevant prepadi that make him/her underestimate the
rationality of a random subset of the equally oren@tional individuals. Therefore, when
striving to select the most rational individual(sg¢/she randomly chooses from the
complementary (and therefore also random) subgéieaéqually or more rational candidates.

That an individual is not assumed safely to recaall the equally or more rational
individuals, but is expected to underestimate aenoorless large subset of them, deserves
emphasis. In addition to being realistic, as doent®d by the numerous examples of
geniuses unrecognized and underestimated by médiscthis expectation is an important
reason why the most rational individuals cannootakerly found by successive eliminations
of all the less rational ones. This expectatioal$® needed for admitting two other realistic
possibilities: highly rational individuals may madky underestimate themselves, and thus
unjustly exclude themselves from their choice aed little-rational ones may arrogantly

underestimate all the others, and thus mistakempse only themselves.

! In addition to casual observations of (and frequmitation with) such individuals during persoreicounters,
their existence is now solidly documented in experital psychology by Kruger and Dunning (1999}higir
wittily titled article "Unskilled and unaware of thow difficulties in recognizing one's own incongece lead
to inflated self-assessment.” This evidence deshll the standard models of allocation of abditihat stand
and fall with the assumption that all agents pelfdmow the abilities of themselves.



[11.2 The tangled hierarchies of rationality-allatton

A relatively simple tangled hierarchy appearshie bne-agent problem of optimal
investing in own human capital. Standard humainta&laiheory builds on a straight two-level
hierarchy of human abilities, topped by an assulyipgrfect investment rationality, which
makes it possible to optimize the investment in atimgr, admittedly imperfect and thus
logically inferior kind of human capital. When alswvestment rationality is admitted to be
imperfect, the top gets tangled with the bottonpenfect investors, in order to invest
optimally in improving their investment rationalitwould needlready nowthe improved
rationality that they only consider to acquireaa®sult of their present investmeintthe
future Note that the investment rationality of somevidlials may be so bounded that, even
when possessing sufficient investment means, theepa@t very able to improve it.

A more intricate and for present purposes moreomant tangled hierarchy appears in
the multipersonal problem of efficient resourcesedition in society. Standard theories build
again on a straight hierarchy: the individuals diexgj on the allocation are assumed to
possess abundant rationality, which makes thencddlgisuperior to the scarce resources
they allocate — somewhat like the players of a gahwards are superior to the cards. When
it is recognized that also rationality is scarcd #rat different individuals possess it in
different qualities and quantities, the top getgiagangled with the bottom: the individuals
both decide on the allocation of scarce resourndsage differently scarce resources
themselves — as if in a game of cards the plapems$elves were also cards of different
values, included among the cards with which thay pl

In consequence, the resource-allocation problameagts many more variables to be
determined. In its standard form, all the resowlt@cating individuals, their positions, and
their (abundant) rationality are assumed consgartt,only the flows and stocks of other
resources are variable. Rationality-allocationsaiddthe variables the design of jobs, their
assignment to individuals, and the individualsiaaality.

To be efficient (in the usual Pareto sense), nesallocation must therefore meet
more conditions, which include avoiding two typésationality-allocation inefficiencies: (1)
some highly rational individuals occupy too eadysjovhich wastes their scarce high
rationality; and (II) some insufficiently rationaldividuals occupy too difficult jobs — thus
causing what Heiner (1983) termed "competenceediffy gaps" — which wastes resources
because of the errors that such individuals cahelpt committing.

However, as mainstream economists may (and | evetral who did) believe that all

these additional problems are competently handjettid standard theories of mechanism-



design, matching, and job-assignment, it shoulthbde clear why this is not the case.
Namely, each of these theories only deals witHectsl subset of these problems, under the
assumptions that all the other problems have ajrbadn solved. Thus, the job-assignment
theories admit that the individuals to be assigoedifferent jobs are of different abilities,
which might indeed include differently bounded oatlity, but assume that all the jobs have
already been optimally designed, and that thea¢ lisast one perfectly rational job-assigner.
The mechanism-design theories assume perfect adityoaf all the individuals involved, so
that no constraint on how difficult jobs an optina#ibcation mechanism could contain is
taken into account, and all problems with the selacf individuals are thus ignored. A
mechanism found optimal in theory could therefaesgly fail with people as they are in
practice. The tangled hierarchy that makes it issgae to build a unified standard theory of
both job-designing and job-assigning is that they yabs of job-designing and job-assigning
must be included among the jobs to be designedra/assigned to, differently rational
individuals, of whom no one is guaranteed to bé&@ahtly rational for any of the top jobs to
which he or she might initially be assigrred.
[11.3 Efficiency of rationality-allocation: produimn vs. final consumption

Rationality-allocation raises substantially di#éfet efficiency problems in production
than in final consumption. The differences begithwhe very notion of efficiency: the one
of final consumption depends more on subjectivéepeaces and values than the one of
production. The latter can even be made entiralyerfree by defining final demand to
comprehend all that the consumers might indiviguatid collectively want from production
— including job creation, working conditions, arature protection. The rationality-
allocation in production then has the value-fresk t® use most efficiently (least wastefully)
all the relevant rationality available in the pagtidn — that is, to minimize inefficiencies |
and Il — for meeting such a comprehensive final aledn whatever this might be.

To some extent, the efficiency of final consumptean also be disconnected from
subjective preferences and values, but in a difteray: by prolonging the period

considered. In the short run, this efficiencyndaed impossible to define without referring

% Note that this implies a new contribution to the obntroversy about the feasibility of efficientioaal
planning. Compared to Hayek's (1945) classicalmeant that this is too difficult a task for any hammind to
master, rationality-allocation analysis may genslpaoncede that some exceptionally talented mipeihaps
with the help of modern computers, could mastdyut,brings to light the more fundamental and nubfécult
problem of how to recognize them and assign tlsik taly to some of them, and not to anyone elsenwh
initially, they are not known. For theoretical seas elaborated below and richly corroborated atitse the
scarce individuals of very high rationality for cplex economic problems — which already include pizgtion
and management of large enterprises, and not atigral planning — are unlikely to be found ancetdd,
even when they exist, by any political process, aematic or revolutionary.



to the prevailing value of consumer sovereignty tiredactual preferences of the consumers,
including their sensitivity to the external effedi®th physical and psychical, of others'
consumption. In the long run, however, this dejsice turns out to weaken. Although
details are still difficult to predict, evidencedqes gathering that some types of final
consumption are, in a certain evolutionary senseerafficient than other types, some of
which even appear increasingly likely to head fnaus crises.

Another important difference between productiod nal consumption is in the
ways in which rationality-allocation can procee@dysng from an initial mixture of
inefficiencies | and Il. In general, such ways bandivided into (A) redesigning jobs; (B)
changing the rationality of the individuals assigne jobs. The latter can further be divided
into (B1) changing the individuals by firing, hignpromotions or demotions; and (B2)
keeping them while trying to make them acquirertbeded rationality by learning.

Ways A may be used in both production and finalstmnption — for instance, the job
of a manager may be redesigned by changing theas/er the diversification of the firm,
and the position of a consumer may be redesignedhéiyges in the quality controls and
regulations concerning consumer goods. The diffaes in ways B. Both B1 and B2 can
be used in production — for instance, a managanansufficient actual rationality can either
be fired or, if his/her potential rationality (tak¢ is judged promising, allowed to learn. But
only B2, the learning alternative, can be usednalfconsumption. Namely, a civilized
society can hardly admit that people be fired ftbeir positions of final consumers, and thus
starved to death, because of their low rationalitefficiencies caused by little-rational
consumers can therefore only be decreased by catrdnis of A and B2 — that is, by limiting
and simplifying their choices and/or helping theniearn to be more rational.

Last but not least, production and final consuorpalso differ in the sorts and the
levels of rationality that raise the key allocatmmoblems. That the rationality relevant to
problems of production is not of the same sorhasone relevant to problems of final
consumption can be seen by considering that evegréatest industrial champions may not
be most efficient final consumers, not even in ®ohtheir own preferences. But it may be
less clear that the difference also concerns theddeof rationality. In production, the crucial
rationality-allocation problems concern the higHesel: how to find, recognize and select
the most relevantly rational, and therefore scayaedividuals for the top jobs of organizing,
managing, and investing in, production enterpriggsle preventing these jobs from growing
more difficult than what even such top individuate able to handle. In final consumption,

in contrast, the most urgent problems are raisedwyationality levels: how to diminish the



inefficiencies caused by little-rational consum&kp may waste resources on harming
themselves in terms of their own preferences, artedom others through the possibly
extensive spillover effects of their little-ratidrednsumption.

IV RATIONALITY-ALLOCATION BY MARKETS AND BY
GOVERNMENT

IV.1 A simple comparative analysis of rationakyecation

How to grasp and analyze rationality-allocationtsnentirety is a difficult question
for which 1 still lack a satisfactory answer. Bat the present issue of government economic
roles, meaningful results can be obtained by aleimpmparative analysis, which only ranks
the alternatives compared, without having to deieerthe outcomes of any of them in
absolute terms. An additional bonus is the autmaimunity of comparative analysis to
what Demsetz (1969) calls "nirvana fallacy": nayvedjecting an alternative upon finding it
imperfect, even if all of its feasible alternativaa® even more imperfect.

However, as opposed to the usual comparative sisaly entire economic systems, or
mechanisms, which include specified individualspecified jobs, comparative analysis of
rationality-allocation can only concern generaegjlin the sense of rules-constraints, or
“rules of the game" — that | choose to label, failog North (1990), as "institutions."Both
the selection of individuals for jobs and the desifmost of these jobs are there endogenous
variables, to be determined under given institigj@nd cannot therefore be specified at the
outset. Only the economic jobs (roles) of goveminage exogenous, specified by political
rather than economic processes. It is these f@isate here in question: how should they be
designed, taking into account how government casipty assign them, to allow
government to help, but not harm, the economy?

The comparison must involve time, starting withirzfficient rationality-allocation,
where no one is guaranteed to have the right jolnarone’s rationality is generally known.
Different individuals, depending on their more e@s$ bounded rationality, have different
beliefs about both, but again, it is not generlaigwn how correct or incorrect their beliefs

®This analysis thus joins the cases of economicsatiqy itself pointed out by Frey (1990), in whizifficult,
by standard analysis unsolvable problem ("paradiaxtjs out to require a solution in terms of sonigés that
may be understood as "rules-of-the-game." Fregsséveral such repetitions, finding the origingBuchanan
(1954), who called such rules "constitution" andrfd them to solve the paradox of aggregation aad th
paradox of individual behavior. Other importarettions include Hayek (1973), who labeled sudhasu
"negative" and found them to be the basis of saridér, and North (1990), who termed them "insting" and
studied their effects on incentives, with the fooudransaction costs. While this term is alsopaeld here, the
present focus is different.



are. Government and markets are represented tityiimns, specified below, by which the
individuals’ contributions to rationality-allocaticare shaped. The question is: how do the
two institutional alternatives compare for the e to diminish, through this shaping, the
initial inefficiencies?

An initial situation that is both easy to handtel dully neutral can be defined as
follows. Assume a population in which all sortgationality are distributed in a similar way
as most of other human abilities — that is, rougidgmally. Assume moreover that for each
top job there is a set of candidates over whomdleant rationality is also distributed close
to normally — in other words, that the candidatesaither the entire population, or a random
sample of it. To recall, none of these distribnsias commonly known: different individuals
estimate the rationality of each other and of thedues differently, in function of their own
rationality, as considered in Section IIl.1.

Assume further that, in order best to organize@udinate their production
activities, and thus benefit most from their digisiof labor, the individuals have a common
interest in having their economy contain certaghhy complex top jobs — such as those of
large-scale entrepreneurs, investors, and policensak assigned to correspondingly highly
rational individuals. They thus have a commororatlity-allocation problem that can be put
as follows: How to design such top jobs, and how to recognmeselect such highly
rational individuals, while also making sure thaine of these jobs will lastingly grow more
complex than what the individual who can feasildysblected for it can handle?

Not to overestimate the importance of rationaditpcation, however, it must be kept
in mind that for a good economic performance, t&erthis allocation reasonably efficient is
necessary, but not sufficient. As considered imenttail in Section V.4 below, the more
usually studied incentives remain important. Usligey are reasonably correct, adapted to
the actual motivations and ethical standards opthgulation, assigning top jobs to highly
rational individuals could have strong perverse&s: the more rational they would be the
more ingenious ways they could find to enrich thelwves to the detriment of others. But —
and this is the main point here — correct incestaee also only necessary, but not sufficient:
assigning top jobs to well-motivated, but insuffiaily rational individuals might be even
more detrimental to everyone.

IV.2 Markets and government as alternative insbts for rationality-allocation

Feasible procedures for rationality-allocation bardivided into two basic typesx
ante,run by personal decisions, and thus dependingadaows idiosyncratic criteria,

including individual estimates of own and otheagianality; andex postyun impersonally
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by the economic outputs actually obtained. Ihifow these procedures are used and
combined that the institutional alternatives fdraaality-allocation most significantly differ.
To concentrate on the main differences between etsdnd government, the two
alternatives can be characterized as follows.

Market institutions.Their rationality-allocation is ultimately based ex post
procedures, but can be, and in modern market ecesantensively is, complemented by
uses of ex ante procedures. Ex post procedurgaa@sedirectly used by product markets. If
let alone, these markets indeed promote or demotkupers ex post, in function of the
profits or losses these have realized from effirt®ieet some individual and/or collective
demand — and therefore in function of the producelsvant rationality. But note that the
demand itself need not be very rational: sometimesay even be rational for producers to
try to decrease its rationality by clever adventisi

Chance may also matter, but its relative impoeaneakens over time. The reason is
that its influences are strongly asymmetrical: hatt may lastingly demote many highly
rational individuals, so that only a subset of thaay actually succeed, but good luck is
unlikely to promote little-rational individuals methan temporarily.

Concerning the uses of ex ante procedures on msatkey can best be seen on
financial markets, viewed as places where entrepnsnseek investors for supporting their
projects and investors seek entrepreneurs formgabieir capital. Ex ante procedures are
there used by the investors whose interest isttoigrtheir capital to some of the relevantly
most rational entrepreneurs, and avoid all theffitsently rational ones. As some of the
entrepreneurs may themselves be in the busingsgastment — for instance, heading
investment banks or mutual funds — ex ante proesdunay be there used on several levels.

The hallmark of market institutions is, howevéittthey keep all the possible levels
of ex ante procedures firmly embraced by some ex p@cedures to which they reserve the
last word. Under them, if government does notrfate, there will ultimately always be
some well-defined profits or losses to be dividetag the individuals involved, on which
the subsequent rationality-allocation will depend.

Note that market institutions exist in variantatttliffer in how the ultimate outcomes
are divided — for instance, depending on the foofrorporate and bankruptcy laws — and
therefore also in how rationality will consequerly allocated. Some variants may thus
promote the efficiency of rationality-allocationttsx than others, and some may even be
quite poor at it. That such differences existmpartant to keep in mind: they are what

rationality-allocation analysis must address iradéf it is to help to solve specific law-and-
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economics problems. But the present comparisomdset markets and government leaves
such differences aside: each alternative is hgnesented by what can be seen as its best
institutional variant.

Government institutionsTheir ways of rationality-allocation nearly exsively
consist of ex ante procedures used on severaklevalich as the voters electing politicians,
the politicians appointing government executives] the executives hiring government
bureaucrats and experts.

There are at least two reasons why governmentotanake much use of ex post
procedures. One consists of the well-known diffies with measuring its economic outputs,
and the other is that the impact of these outmwisn if they can be measured, need not be
strong. There are many other criteria on whiclitigal votes and appointments may, and
usually do, depend. Government may indeed kesprtipact quite weak, as economic
outputs can never be as hardly constraining fas they are for market participants.

IV.3 Three easy-to-obtain results relevant to goreent economic roles

The task of the present comparison is now stdeadlg enough to allow attempts at
mathematical modeling. But devising a meaningful manageable mathematical model of
rationality-allocation is difficult and for preseptirposes unnecessdryl hree results with
significant implications for government economitesocan be obtained and justified rather
easily by means of simple verbal logic.

Result 1.In the long run, both product and financial maske provided that their
institutions keep them reasonably competitive tdeast reasonably contestable — will come
close to selecting for all their top jobs somehaf televantly most rational individuals, while
preventing these job from lastingly becoming maymplex than what the individuals
selected for them can successfully handle. Tlhusltés easy to justify from the plausible
assumption that long-term market success is pegjtsorrelated with relevant rationality.

This result is not very new. It can be seen faress the main points of what Alchian
(1950), Friedman (1953) and Winter (1971) arguedifierent words longtime ago. Some
novelty may only be seen in its extension to finainmarkets, disclosed as instruments of
double selection: the one of entrepreneurs by tovesand the one of the investors according
to the rationality with which they select the epteneurs. This also means that financial
markets are found to play more socially usefulsdalean usually seen: in addition to being

mechanisms for allocating investment, they are, @sd more fundamentally, instruments for

* My attempt at such a model is elaborated in Pel{#®97) and recapitulated in Pelikan (2007b).
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selecting entrepreneurs and investors. As wilbbee clear below, it is in this additional role
that financial markets are most irreplaceable.

But this additional role also increases the imgoaoee of institutions. Because of the
intangible nature of the traded financial instrutseto select entrepreneurs and investors for
high relevant rationality and not low ethics, fical markets have higher demands on their
institutional framework than product markets. Omihese demands are reasonably met can
Result 1 be extended to them.

Result 2.In the short run, markets may perform very pooifythey start, as
emerging markets often appear to do, with a grassifficient rationality-allocation, in
which much capital is in the hands of overconfidént little-rational entrepreneurs and
investors, they may at first even cause the ecortorsiirink, rather than grow.

The reason is that the gains realized by the plyssmall initial minority of highly
rational entrepreneurs and investors may not sufbiccompensate the losses caused by the
majority of their insufficiently rational competit® Although the dynamics of market
rationality-allocation will make the gains grow atie losses diminish — the little-rational
entrepreneurs and investors will in average hase dad less to lose — it may take long
before the gains exceed the losses, and even lbefme Result 1 can be considered
reasonably approximated.

Result 3.In democracies, government rationality-allocationdny given job can
relatively fast select individuals whose relevaatitanality is far from the lowest — for
instance, they may be required to have a certaninmim formal education — but also far
from the highest, as there appears to be only & e@aelation between university diplomas
and true talents for entrepreneurship and investmen

In the presently assumed case, in which all sfntationality are distributed over
both the voters and the candidates roughly normtleyaverage rationality of the elected
candidates will modestly exceed the average rditgrad the voters. The reason follows
from the ERR-Assumption in Section 1ll.1: only tleast rational voters will vote, in average,
for candidates of average rationality, whereaghallother voters, by avoiding all candidates
less rational than themselves, will bias the resttibe election towards candidates of above-
the-average rationality. This beneficial effecvofing can be generalized as follows.

Rationality-Boosting-by-Voting (RBV) Principld, in average, the candidates are not
less rational than the voters, then the averagenadity of the elected candidates will be
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somewhat higher than the average rationality ofi laditthe candidates and the voters.

The good news for democratic government is thednt benefit from this principle in
several rounds — for instance, as noted, in thetieteof politicians, in the appointment of
executives, and in the hiring of experts — andtbas assign its jobs to individuals whose
relevant rationality is several notches above trexage rationality of the population.

But there also are two pieces of bad news. Otleisn average, with only a few
occasional exceptions, the relevant rationalittheke individuals will remain far from the
best. The second piece of bad news is that thysroodestly favorable outcome will not
significantly improve over time. The reason isttilademocracies, government rationality-
allocation ultimately stems from the votes of tinéire population, where each voter keeps
the same amount of votes, regardless of how rdlyoorirrationally he/she votes.

In contrast, the voting of investors on financrarkets, while also benefiting from
the RBV-Principle, has the extra advantage of mgighe average rationality of the voters.
Those who vote well, by placing their capital witilure winners, will increase their voting
power, while those who vote poorly will lose theates. Although in the short run, as noted,
the vote redistribution may also depend on chaiteeprrelation with the relevant rationality
of the investors-voters grows stronger with time.

These three results have two important corollar{@g In the short run, rationality-
allocation by government can outperform the onenlaykets, and thus initially lead to a
better economic performance and a higher econoroigty. (B) After a limited initial
period, markets will catch up with government, #meh outclass it by allocating the
rationality for the organization and managemengrofluction in vastly superior ways.

To see why (A), recall from Result 2 that emergimgrket economies are often
scourged by large numbers of little-rational begitsnin investing and enterprising, and from
Result 3 that governments can rapidly mobilize veellicated experts who, even if far from
be the best, can nevertheless do better than rheatb beginners. To see why (B), recall
from Result 3 that government will remain stuckhnstuich neither the worst nor the best
experts, and from Result 2 that markets will slotuy systematically work towards selecting
as top entrepreneurs and investors some of theestandustrial champions.

Two qualifications are in order. First, all thesksantages of markets are only
comparative, far from implying any absolute perif&tt It is not excluded that also markets

may be scourged by enormous losses and deep ¢hsgsare only found to be faster and

® This principle is more thoroughly discussed arsdified in Pelikan (2007b), where it is also biyefompared
with the Condorcet Jury Theorem.
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more rigorous in discovering such failures andgeigng corrective actions than government.
Second, none of this implies that government canldl should do nothing. As will become
clear below, therare roles in which government can help, but they nimesthosen with

care, not to allow it to do more harm than good.

V IMPLICATIONS FOR GOVERNMENT ECONOMIC ROLES

V.1 Applying rationality-allocation analysis tolpy issues

The differences between production and final consion noted in Section I11.3
make it necessary to divide the search for pohaglications into two separate branches.
The main reason is that the greatest merit of magt®nality-allocation is limited to
production. The working of markets as selectioviaks, an important desideratum when
they eliminate inadequately rational investors pratiucers, would indeed turn into odium if
they also eliminated little-rational final consurs.er

It is also necessary to keep in mind that ratidyailocation analysis neither rejects
nor replaces, but only complements, standard ineeanalysis. This makes it necessary to
admit that the two analyses may significantly gyadach other, and raises the question of
how they actually do so.

To deal with all this in good order, what the @rsanalysis implies for the roles of
government in production and in final consumpti®eoénsidered in Sections V.2 and V.3,
respectively, and how it qualifies, and is quatifley, incentive analysis, in Section V.4.

V.2 How government can, and how it cannot, hetpction

For government roles in production, two implicasanatter most. One is that for
organizing and running of production units, inchiglinvestment banks, the relevant
rationality of government-selected individuals viaé, in average and with the exception of a
limited initial period, significantly lower than érelevant rationality of the individuals
selected by markets. The second implication isttie@rationality-allocation function of
markets, especially financial markets, stronglyate}s on their institutional framework, in
particular on the capability of this framework tedp them sufficiently competitive, or at
least sufficiently contestable, and make them prterparticipants for high relevant
rationality, and not low ethical standards.

The first implication brings in an additional tlietcal argument for privatization
policies and, more generally, for the policies eéging government away from the

ownership, organization and management of prodou@rgerprises — including commercial
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and investment banks, and the producers of pubticn@erit goods that in many countries
have traditionally been government-owrte@hat makes this argument useful is that such
policies, although increasingly adopted in practare still being opposed as only
ideological, without solid theoretical underpinniniglainstream economics has not only
failed to provide such an underpinning, but neaitag modeling with its perfect rationality
assumption has even produced formal proofs thatrgovent-owned firms can be as efficient
as private ones.

Not to misinterpret this implication, however, jibabilistic nature must be kept in
mind. Far from claiming that a government-owneuhfis always inferior to a comparable
private firm, it fully admits that excellent govenent-owned firms may exist. It only claims
that such firms are and will remain exceptionss ldsely to attain excellence and more likely
to lose it without having to redress themselveslase down than private firms.

But government may appear to have two opportumiteéhelp. During the initial
period, when new markets are still scourged wityganumbers of little-rational private
entrepreneurs and investors, it may appear progisiask government-selected experts to
guide the creation of, or least the investmenhaw enterprises, to be privatized suitably
later. But this could hardly work for two reasofiythe experts would likely be unwilling to
give up their privileged positions in time, whileeir influences might still be beneficial; (ii)
without a long and costly history of market competi and selection, no highly rational
private owners, to whom the enterprises might gdfelentrusted, could be known.

The second apparent opportunity concerns theramg Why not let markets work
for the time needed to select excellent firms witleellent investors and managers, and then
nationalize the firms and recruit the investors arahagers for taking care of them under
government ownership? But it is precisely in tveg run that this would fail, even if all the
usually considered incentive and motivation proldemuld be solved. Namely, market
selection is a continuing process during which, Imlilee in sports, champions come and go.
Government might thus at best recruit some chanspabthe past, who could then misuse
their government tenure for making it difficult,nibt impossible, for new, superior

champions to emerde.

® That merit goods can be produced by competingfeiproducers while their consumption can be fully
subsidized is now understood by all reasonably &ighgceconomists, but may still be worth spellingiou
political debates, where some opponents to prigttia still appear unable or unwilling to understatn

" One of the most influential theoretical defensegavernment ownership of firms is due to Profes3tiglitz,
most extensively explained in Stiglitz (1994).

8 That efficient capitalist enterprises, the winnefrpast market competition, could be socialized ten kept
forever efficient by government-selected officialas famously argued by Schumpeter (1976/1942).
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Real opportunities for government to help productinostly follow from the second
implication. Although most of the market instituts must be informal, based on trust and
other cultural norms that are created, spread anctisned spontaneously by market
participants themselves, such institutions raraffice. To prevent important inefficiencies,
they must often be complemented by formal instngi legislated and enforced by
government. The question only is, by which ones?

In general, market-regulating legislation, defgqiormal institutions at the national
and supranational levels, falls into two main typmmstraining the transactiohstween
market participants, and constraining the formeasporate governance (internal institutions)
within those participants that are complex organizatwitis management separated from
ownership.

In the frequent controversies between advocate®ppdnents of different forms of
such legislation, rationality-allocation analysamften help the advocates. By pointing out
that the tasks of markets are not limited to det@ing efficient prices and minimizing
transaction costs, but also include selecting ¢tevantly most rational producers and
investors, it increases the importance of contigurarket competition with as open entry
and exit as possible, which can often help the eales of antitrust legislation. By pointing
out that market selection may take a long timditnirate inefficient organizations, it helps
the advocates of corporate laws that prohibit alslipinefficient corporate governance —
such as those permitting the managers to disreébaruhterests of the owners — and thus
reduces the task of the selection and allowswadrk faster. But this analysis also warns
against too detailed prohibitions and prescriptioAs it implies that legislators cannot be
expected to have the best relevant rationalityl&signing the corporate governance of
specific firms, its support is limited to prohilaitis ofblatantlywrong designs, with the
warning that freedom must be preserved for efficyepromoting institutional innovations
within organizations, which the legislators mayfé#wefrom understanding.

The survey of government roles in production waudtl be complete without
mentioning the traditionally considered demandgiaducer public goods — such as
infrastructure, general education, and basic rekedn full agreement with the standard
view that government must to a large extent forteudend finance this demand to prevent it
from being inefficiently low, rationality-allocatioanalysis only has two simple points to add.
One is to emphasize that government should oninditate and finance this demand, without
trying to organize and manage the correspondinglguhe second point is to make it clear

that even the demand is unlikely to be most ratienget, given the fact that markets alone
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cannot formulate and finance enough of it, thid aflen be the least inefficient solution.
V.3 How government can decrease inefficienciémal consumption

The main implications for government roles in ficahsumption are also two. First,
the relevant rationality of government, althoughffam the best, is nevertheless superior to
the rationality of many, possibly a majority of nspmers. Second, the precious best talents
for top economic jobs are distributed among thesoarers in an a priori unknown way.

The first implication means that government hasréain potential for paternalistic
policies: conceivably, it might help all the lessional consumers to improve the efficiency
of their consumption, in terms of their own preferes and/or in terms of the preferences of
their fellow consumers who feel affected by th@nsumption. But it is an open question to
what extent, if any, this potential should actudlé/exploited.

The answer depends on the perceived costs andtsesfadifferent paternalistic
policies, which in turn depend on a number of saeitturally evolved factors — such as the
value of consumer sovereignty, individual prefeemnconcerning others’ consumption, and
the prevailing ethical standards.

An important cost is the value ascribed to the tdssonsumer sovereignty, which
also depends on the form of paternalism. Perlepbtvest loss is caused by what Thaler
and Sunstein (2003) term “libertarian paternalishat only helps consumers to obtain
relevant information — for instance, about the eatg and health effects of different kinds of
food, or the costs and benefits of different inegeapolicies — but leaves them free to use it
as their rationality allows them to see fit. Othmportant costs are the agency ones caused
by the possible rent-seeking of paternalistic gohiakers, on which more below.

The perceived benefits depend on the prefererfaaedividuals over others’
consumption, and on the effects on this consummtiafferent paternalistic policies. Two
cases are interesting to distinguish: (a) littleeraal consumers only hurt themselves in terms
of their own preferences; (b) their little-ratiomansumption has negative external effects on
others. While in case (a), the benefits only depemthe prevailing feelings of compassion,
in case (b) they also depend on the dislike okttternal effects by these others. If this
dislike is high, then the benefits of the patesralithat changes the consumption into one
without such effects are also high. Such patesmatnay then gain strong democratic
support, even if it is quite authoritarian andatsts in terms of losses of consumer
sovereignty are felt as nearly as high.

Examples of authoritarian paternalism that is denaically demanded in many

otherwise liberal economies are compulsory pringghycation, car insurance, health
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insurance, and pension plans. Since many of theesa@nvolved differ between cultures and
countries — even between otherwise so close Ewangé¢he USA — the extent of
democratically demanded paternalism differs acogigli In countries where this extent is
large, classical liberals face the difficult dilerametween defending political democracy and
defending consumer sovereignty. The difficultyhiat liberal values cannot forbid
individuals to have preferences that make themyemwjosuffer from, others’ consumption.

The second implication concerns redistributionges$. Rationality-allocation
analysis supports them up to a certain limit, digj@gainst them beyond that limit, and helps
to indicate how that limit can be maximized. Ipports reducing poverty by pointing out
that, in addition to the usually valued increaseaiity, this also increases the efficiency of
rationality-allocation by saving some of the bésit, unknown talents for top economic jobs
from being wasted because of poor nutrition orfindent education. This analysis also
suggests that taxing the rich may be less harrofindentives and efficiency than usually
believed: since success in competition is a wetlvkm human incentive by itself, individuals
often strive to make a maximum use of their ratidtpaespecially if this is a way to show it
to be high, to some extent independently of theeetgal economic rewards.

That there is a limit beyond which redistributstops promoting efficiency and starts
to harm it follows from the fact that rationalitylecation makes particularly clear: the
incomes and wealth gained from successful entreprehip and investment are not only ex
ante incentives, but also ex post means of theatilon of capital from less rational to more
rational entrepreneurs and investors, that is itapboto keep going. To harm this allocation
the least, and thus allow the limit to be the hgjhbest appears to tax net final consumption,
calculated as "income minus investments plus desittdents.” Such taxes may even be
progressive, provided that working capital, investtnand profits are left tax-free.

All this brings to light the important, but oftéorgotten difference between
redistributing means for final consumption and s&@uting the control over capital in
production. While the former may to a large extampolitically demanded and analytically
justified, the latter is always harmful. To seeldarly, recall the old egalitarian argument by
Roemer (1987) that the unfortunate persons who emdewed with too little talents by
nature should be economically compensated by sockRegardless of how much
compassion for them one might feel, and for hovh ligmpensation one might consequently
vote, rationality-allocation analysis makes it cl#wat this compensation should be limited to

° To see this, most theoretical economists need litibre than sincere introspection.
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means for final consumption. To let untalentedspes gain control over capital in
production would ruin the economy, leaving thetielito be redistributety.
V.4 How rationality-allocation analysis and incem analysis relate to each other

Government economic roles have also been in gsfof the original public choice
analysis, as summarized in Buchanan (2003). The ocoastraints on these roles are there
ascribed to incentive problems: assuming govern@magents to be perfectly rational rent-
seekers, this analysis finds it difficult to progithem with the right incentives that would
induce them to work for the society at large. Tdifficulty can be interpreted as causing
agency losses, to be compared, for each govermolentvith the benefits that government
in this role might be able to generate. The obwimoplication is that government should be
banned from all those roles for which the lossezed the benefits.

In comparison, the present analysis finds govertnmes to cause higher losses
within production, but have the potential to geteositive benefits within final
consumption. For organizing, managing and invgstirproduction, to recall, it finds
government agents definitely unsuitable, evenaf/thad the very best incentives and
intentions: the more severe binding constrainbésrtfar from the best relevant rationality.
But, as their rationality is also far from the wipperior to the one of many consumers,
they may effectively help these consumers evenmeif incentives are not the very best: it
suffices that the incentives are not too bad, agas possible to achieve in modern
administrations under democratic contrbl.

For the issue of paternalism, admitting ratioyaliequalities is indeed crucial.
Without it, no paternalistic policy can credibly Befended. For individual consumer
choices, government agents can never have as stnohgs correctly targeted incentives as
the consumers themselves. Then, if they did ne¢ laé least some rationality advantages,
there would be no reason why to let them inteniarseich choices at all. All paternalism
would then entail only more or less large agensgés with zero benefits. Importantly, this
is the case both when everyone’s rationality isiaesl equally perfect, as in the public
choice analysis, and when it is assumed equallpdbed, as in the defense of libertarian

paternalism by Thaler and Sunstein (2003). Thatdbfense makes no use of rationality

19 Western social scientists are often preoccupiel meidlistribution of given goods, taking for granthét the
goods are always there. This one-sided view majuleeto their happy life in the abundance produmed
relatively efficient capitalist firms, where lowlewant rationality cannot last long, while lackiegperience
with chronic shortages caused by inefficient ségtigiroduction, where low relevant rationality clsstingly
pervade all decision levels.

1 The relationship between public choice analysirationality-allocation analysis is more direciiydressed
in Pelikan (2007a).

20



inequalities is also why Glaeser (2005) could songfly object to it.

To see it clearly that for matters of final congtion, government is likely to have
some rationality advantages, consider three féajsnany important consumer goods — such
as pension plans, life insurance contracts, an#d lmam conditions — are complex, with
properties that are difficult to understand andectty assess; (b) even in the most developed
economies, many consumers have difficulties witly amldly advanced calculus and some
even with basic reading; (c) government agentsheaguaranteed to have a relatively high
minimum of education, and thus better understanggaties of complex goods with the
consequences of their consumption, than many thesaged consumers.

Emphatically, however, no rationality advantagegavernment agents make
paternalism automatically acceptable; they onlylyntipat its potential benefits are greater
than zero, and that its agency losses are therefolenger a universal reason for its
rejection. It is only that helpful paternalistioligies, for which the losses matter less than the
benefits, must be admitted, at least in princifgegxist.

Much then depends on the prevailing ethical stadtedaWhere they are low, the
propensity for rent-seeking is high, and the agdosyes of public policies are therefore also
high. However, as these standards and this prageme rarely limited to government, but
pervade the entire society, they typically alseetfthe private sector. Then, if there are
many little-rational consumers, the potential béseff paternalism are also high: without it,
such consumers are prone to suffer from the reskisg of private entrepreneurs, who may
fool many of them by misleading advertising intg/img little effective or even harmful
products. The sad upshot is that in countries leithethical standards, little-rational
consumers, unless helped from abroad, are doom&dfery from the rent-seeking of some
more rational individuals, who may be ruthless @otiakers, or ruthless private

entrepreneurs, or mixtures of both.

VI CONCLUDING NOTES ON EMPIRICAL EVIDENCE, IDEOLOES
AND ACTUAL POLICIES

VI.1 Rationality as a hidden parameter explaining tpuzzles of recent economic history
Rationality-allocation analysis has an inhereffialilty with empirical evidence:
rationality is a hidden parameter that cannot heatively measured, but, as explained in
Section Ill.1, its stocks can only be subjectivesyimated with errors that depend on the

rationality of the estimating individual — with mxception for economists and statisticians.
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But there is a subtle way to get around this clitfy, at least partially. This is to
observe economies with different institutions diefgndifferent roles for government, deduce
the course of rationality-allocation under thessitations together with its impact on
economic performance, and confront these deductiithsthe economic performance
actually observed. A good fit between the dedustiand the observations can then be taken
for an indirect empirical support of the analysispecially if other analyses find the
observations difficult to explain.

Recent economic history offers two sets of obgerua that appear suitable for this
purpose. One set is about Japanese economy dheinast decades of the'26entury.

Until the beginning of the 90s, government playseté many important roles in production,
including extensive uses of selective industridigies and highly constraining regulation of
investment flows and banking in general. For myegrs this appeared to work admirably
well: Japanese economy was growing faster thanoesi@s where entrepreneurship and
investment was largely left to markets. But toidespread surprise, this economy suddenly
fell into a deep crisis that proved to be strudttaither than cyclical: it turned out to suffer
from many for a long time hidden and therefore urexied entrepreneurial and investment
errors that had distorted its industrial structame accumulated into an enormous amount of
bad debts. Eventually, the relatively transpatéftfinancial markets proved superior — not
for preventing enormous errors, but for bringing émrors committed to light and triggering
counteracting measures much fadfer.

The second set is about the new capitalist ecagmthat started to be built at the
beginning of the 90s from the grossly inefficieatialist economies of both planned and
market varieties in Central and Eastern EuropeisAgll known, the growth of all of them
followed a J-curve: first dipping down, making thiead situation even worse, and only with
a more or less long delay gradually turning upwartisday, they all perform relatively well,
often growing faster than old capitalist economies.

All these observations that surprised and puzziaddard economic theories appear

12 As today, the US financial markets appear disteddy the subprime crisis, it should be emphakthat the
present analysis appreciates them not for prevgimivestment errors, but for the relative speedisdovering
and acting upon the errors committed, and theivelaharpness of the sanctions for the individuralslved in
committing them. The appreciation is thereforeya@dmparative, in view of feasible alternativeson€erning
the actual crisis, the comparison is between tleettwthree years it took these markets to brinigtd the
errors of the US investors and the two to threedes during which the Japanese government succéetate
the comparably serious investment errors commiiteter its guidance. Note that a similar speed diffee can
be found when comparing the two to three yearsok the US markets to bring to light to the lossks
WordCom and Enron with the two to three decademdwrhich the French government could hide the
comparably enormous losses of the then fully stateed bank Crédit Lyonnais.
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plausibly explained by the two corollaries of SewtlV.3: the initial success of Japan and the
initial poor performance of the new capitalist eznes, by Corollary (A), and the
subsequent taking off of the latter and the faltiogvn of the former, by Corollary (B).

VI.2 Relations to ideologies

Rationality-allocation analysis does not fully egmwith any existing ideology. The
disagreement is sharpest with the ideology of $isoia This analysis strengthens the case
against all forms of socialist ownership of capiiglpointing to the gross inefficiencies in
rationality-allocation that any of them would causas the history of all the actually tried
variants of socialism also clearly indicates. Anghakes it possible to justify large
inequalities in those parts of wealth and inconat #éne used for the control of capital in
production by showing them necessary for avoidinaificiencies in rationality-allocation,
and thus preventing wastes in the allocation obthler scarce resources.

The disagreement with classical liberalism is mioniged and is softened by a broad
agreement with, and strong additional supporttte liberal pro-market and pro-free-
enterprise stance about the ways of organizingameing production. About that,
rationality-allocation analysis only disagrees wilibse extreme liberals who want to keep
these ways free even from all forms of legislatidie overall disagreement is only about
redistribution and paternalism in final consumption

V1.3 Relations to actual economic policies

In these conflicts with ideologies, rationalityealation analysis finds strong support
in, and provides strong support to, a growing trehbday’s political praxis, observable
both in the policies actually conducted and ingbégtical programs declared. As is
particularly clearly illustrated by New Labour aBdmpassionate Conservatism, the political
left is increasingly admitting that market competitand private enterprise are needed to
deliver the goods, while the political right is reasingly recognizing that some redistribution
and paternalism are needed to avoid costly sogsgscand political rejection.

But are governments really obliged to respectratignality-based constraints? The
importance of rationality-allocation analysis with constraints on government economic
roles may indeed appear possible to put in doulpidiyting to the numerous examples of
governments, both past and present, by which edleltonstraints have been blatantly
violated, sometimes even with a broad democrappasu. This raises the question of how
hard these constraints really are. To defendrtiportance of the present analysis, it is
necessary to show that the constraints can be atlegst under certain realistic conditions.

In general, the constraints are the softer, theemaste of resources the economy can
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afford without falling into a disruptive crisis. his appears most strongly to depend on time,
the generosity of nature, the terms of trade witleoeconomies, and the exigency of the
population. The dependence on time requires peati@attention: in the short run, the
constraints are difficult to feel and governmentsyrbelieve to be free to do what they want
— whether this follows from their rent-seeking,otteyy, or demands of the electorate. It is
only after a more or less long time that the camsts start to be felt, and the consequences of
violating them — be it by meddling with specifieii of production or by neglecting
inefficiencies in final consumption — start to huifithis time may even be quite long if nature
is sufficiently generous, the terms of trade (dréhis trade) are relatively easy, and the
population is, or can be kept, relatively modeas-appears to be the case of all the long-
lived empires in the past.

Today, however, due to globalization with its g&sing international competition,
such favorable conditions are increasingly difficolfind. Therefore, the constraints must
be recognized as rapidly hardening and rationalityeation as sufficiently important to be

analyzed with care.
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