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Introduction

(I} look forward to a state of society . . . different from that which now
exists, in which the effort of all is to outwit, supplant, and snatch from
each other; where interest is systematically opposed to duty;. .. and
where the whole motley fabric is kept together by fear and blood. [I] look
forward to a better state of society, where. .. restless and anxious
competition shall give place to mutual co-operation . ..’

William Thompson to Anna Wheeler, 18251

Socialism requires more than an allocative mechanism. It requires
a culture, specifically a culture of cooperation and generalized
reciprocity among diverse individuals and groups. More importantly,
this culture is not something which can be added, perhaps option-
ally, once a feasible allocative mechanism has been defined and
implemented. Recent game theoretic and institutionalist literature
emphasizes that institutions (allocational and other) are themselves
important determinants in the emergence of cooperative or individual-
ist cultures. In turn, these cultures of cooperation or atomization will
have a strong impact on the functioning of most allocative mechanisms,
and therefore on economic performance.2

John Roemer’s model offers an allocative mechanism which he
suggests could serve as a basis for feasible socialism. The model is a
significant advance over earlier market socialist models in that the
author takes seriously the problem of motivating managers in the
absence of concentrated ownership. .

Much less attention is directed to the problem of guiding and
monitoring the state, however. Roemer notes the importance of demo-
cratic elections which can serve to hold planners accountable for their
actions. But no mechanisms are suggested to ensure that elections
effectively promote accountability; nor does Roemer address how the
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state will aggregate conflicting interests into an efficient program of
guiding markets and correcting their failures.

Without adequate attention to these issues, the market socialist
model is likely to be plagued by rent seeking and other allocational
distortions. These, in turn, will prevent the model from achieving the
desired equality in opportunities for self-realization and reduction in
public bads.

Recent literature suggests that institutional forms, particularly those
based on regular, participatory interaction among relative equals, may
promote cultures of cooperation. These cultures, in turn, may facilitate
the resolution of conflicting interests and reduce collective action
problems in monitoring the state. Cultures of cooperation have also
been shown to mitigate other forms of market failure unrelated to state
intervention.

The allocational institutions which Roemer has proposed to promote
efficiency in the economy are likely to undermine the development of
such cultures, however. The economic mechanisms, as designed, are
more likely to create a culture of atomization than one of cooperation.
This culture of atomization is likely to generate behavior inimical to
the development of institutions which can effectively aggregate citizen
interests and promote efficient monitoring of the state.

Rent seeking and atomization are, of course, also characteristics
of capitalism, and their persistence might not reduce economic per-
formance of Roemer’s model below levels achieved by capitalism.
I will argue, however, that in addition to perpetuating inequality
of opportunity and excessive production of public bads, these charac-
teristics reduce the performance of Roemer’s model below that of
another feasible alternative: one which actively develops the beneficial
cultures of cooperation.

While recent research suggests that cultures of cooperation can
contribute to economic performance, the evidence also indicates that
the development of such cultures may itself be highly problematic.
Their development will depend greatly on previously existing socio-
historical conditions. The complexity of developing monitoring
institutions compatible with market socialist goals undermines
Roemer’s claim that the market socialist model offers more general
feasibility than social democracy. In addition, it implies that expecta-
tions of the market socialist model’s applicability to the transforming,
former centrally planned economies (CPEs) are misplaced.
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The Market Socialist State

In his treatment of the state, Roemer adds little to earlier models of
market socialism. Although Roemer mentions the possibility that
rent seekers may bias state policy, state behavior remains seriously
under-theorized. Planners are meant to smooth market failures and
implement social welfare policy. At least two kinds of monitoring
problems may arise in this process: the state may fail to implement
the democratically chosen maximand or to do so efficiently; or the
state may fail to disaggregate the maximand in a manner which
promotes both economic efficiency and equality of opportunity.
Nothing is said, however, about what kind of institutions might
address these problems.

Historical experience suggests that planners may, in fact, use their
power to promote their own interests, making monitoring essential.
Moreover, theoretical work on the problem of monitoring firm
managers indicates that periodic elections are unlikely to provide a
satisfactory mechanism for monitoring. In the absence of large
individual shareholders, collective action is needed for effective
monitoring of firm management.

At the level of the state, large ‘share holders’ are precluded in
democratic systems based on the principle of one person one vote.
Collective action is thus necessary to assure effective monitoring of
the state. Unfortunately, the individual returns to monitoring the
state (change in profit income/population) are likely to be small
compared with the organizing costs any one individual will bear,
since non-participating individuals cannot be excluded from benefits
of improved state performance. Free-rider problems among the
atomized electorate will result in an underprovision of monitoring,
unless countervailing mechanisms exist.

A second set of problems arise from the fact that the relationship
between citizens and planners is much more complex than between
managers and shareholders. Rather than implementing a unique
maximand, such as maximizing returns, planners will be expected to
protect a wide variety of citizen interests about which the citizens will
disagree.

Disagreements stem from differences in preferences, but also
from the continued possibility of concentrating the benefits (or costs)
of planners’ decisions, while costs (or benefits) are dispersed.
Concentration by class will be eliminated, but other forms of concen-
tration will persist, including concentration in relatively well-defined
subsets of the population, such as those based on ethnicity, gender,
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and place of employment or residence. Preferential interest rates in
a particular industry, for example, will provide income benefits
concentrated on workers and managers in the industry, whereas
the reduction in investment that this implies for each of the other
industries will be small. Thus while inadequate incentives are
generated for monitoring in general, incentives will exist for certain
social groups to seek rents due to concentration of benefits among
well-defined groups.

In addition to affecting income distribution and capital allocation,
this rent seeking may perpetuate the production of public bads.
Roemer’s model shows how the concentration of profits results in
an increase in the level of public bads over the levels chosen when
profits are diffused, but a concentration of wage income may have a
symmetric effect. When the wage benefits of a public bad are concen-
trated and the costs are diffuse, incentives are created for successful
rent seeking to reduce regulation and increase the production of public
bads.

The monitoring institutions proposed by Roemer are insufficient
to address these problems. Democratic elections are subject to free
riding, while organized minorities are more likely successfully to
influence planners. Agency problems between citizens and the state,
like those between workers and employers, and between shareholders
and managers, are, of course, endemic to capitalist market economies
as well. The centralization of investment decisions in the hands of
planners is likely to increase incentives for rent seeking, but reduc-
tions in income inequality will decrease the concentration of resources
available for such activities. On balance, the change may not be
significant.

If the market socialist model is to achieve the desired equalization
of opportunity and reduction in public bads, and not risk replacing
one set of capital market failures with another, additional attention to
institutional design is necessary. Institutions are needed to promote
collective action in monitoring the state, while at the same time
reducing the likelihood of particularistic rent seeking.

Cultures of Cooperation

Recent literature, highlighting the relationship between agency and
structure, emphasizes the impact of institutional form in successfully
overcoming these problems. Formal game theoretic models indicate
that institutions affect outcomes in multiple ways: by changing
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agents’ perceptions of their own interests, their expections of others’
behavior, their expectations of the likelihood of meeting other agents
again (and therefore the likelihood of effective retaliation against
uncooperative action), and by promoting empathy.

Robert Bates, for example, shows if others’ preferences are not
known with certainty, certain institutions can permit signaling and
other soft behavior which allow players to ‘rationally gamble on
cooperation’.? Paul Seabright* argues that repeated interaction may
form habits of cooperation, because of the increased potential for
effective retaliation in the case of repeated interaction, and because of
the impact of successful cooperation on expectations of others’
behavior.

These findings indicate that certain institutional structures may
promote cultures of cooperation which could contribute significantly
to overcoming principal-agent problems between citizens and the
state. The cooperative culture may reduce free riding in general
monitoring, and also increase the likelihood of compromise when
conflicts of interest exist regarding investments and other economic
policy.

Recent empirical work supports these findings. In his research on
institutional evolution in contemporary Italy, for example, Robert
Putnam’® finds a strong relationship between institutional structures,
perceived conflicts of interest, and the way in which interested parties
respond to these conflicts. Specific changes in institutional structure (to
be discussed below) successfully reduced ideological polarization.
Parties were less likely to perceive conflicts as zero-sum, and accom-
modation was facilitated. Institutional structures also influenced
the prevalence of rent seeking, and the efficacy of government in
implementing the chosen policies.

Elinor Ostrom’s survey® of institutions of collective resource
management also reveals that institutional design can have a strong
impact on the level of conflict between agents. In her many cases,
institutional structure consistently affected agents’ perceptions of their
interests and their willingness to participate in monitoring of agreed
upon rules and distributions.

John R. Freeman,” building on a large body of research on the
political-economic impact of democratic, corporatist institutions,
compares the functioning of corporatist (cooperative) and pluralist
(competitive) political structures in Western Europe. He finds that the
presence of cooperative versus competitive institutional forms has a
strong impact on the potential for compromise among distinct social
groups and the generation of greater policy stability. The empirical
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work of both Putnam and Freeman® also confirms that reduced
conflict is correlated with increased economic efficiency (measured by
economic growth rates) and commitment to equity.

These studies indicate that beneficial cultures of cooperation are
created by institutions which promote ongoing interaction and are
horizontal (‘bringing together agents of equivalent status and power’
and thereby increasing the potential for effective retaliation).® In
Ostrom’s study, institutions which successfully overcame coordination
problems were those in which individuals interacted closely (reducing
anonymity), were relatively equal, shared a past and expected to share
a future (allowing reputations to be formed and making them matter).
Successful institutions were also participatory: individuals affected by
rules could participate in modifying those rules.?

Putnam’s study also finds that repeated interaction is important,
creating a ‘virtuous circle’!! of increasingly dependable cooperation.
In addition, the study highlights the importance of horizontalness in
promoting cooperation. Effective cooperation increases the rationality
of a future ‘gamble on cooperation” which, in turn, permits the gener-
ation of a web of generalized reciprocity, reconciling self-interest and
solidarity.

‘Denseness’, or frequency of occurrence of institutions of ‘social
exchange’ also promotes cooperation. By increasing the likelihood
that individuals will be organized along more than one axis of interest,
denseness exposes individuals to a greater range of perspectives and
priorities, increasing knowledge of others’ preferences and thus of
potential common ground. Moreover, denseness broadens the webs of
both enforcement and reciprocity. To perform their role in attenuating
political-economic conflicts and promoting effective monitoring of
the state, organizations need not be explicitly economic or political.
In the Italian case, increased activity in organizations as diverse as
sports clubs, professional associations and trade unions was strongly
correlated with increased cooperation in the political sphere.!2

Vertical networks show less potential to promote the trust and
cooperation needed to effectively and efficiently monitor the state. In
vertical relations, subordinates may not be able to credibly threaten
sanctions against those higher up. In addition, they may cause subor-
dinates to withhold information ‘as a hedge against exploitation’.!3
Ostrom’s cases similarly illustrate the way in which horizontal
structures encourage use of locally available information and increase
the effectiveness of monitoring and enforcement.'*

Horizontal structures may provide some additional contributions
to economic efficiency, beyond those involved in the reduction of rent
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The national bargaining structures would also provide a forum for
generating compromise on a program of market interventions. In
place of the heavy emphasis on profit maximizing, bargaining
organizations could elaborate a more complex set of goals, including
programs to overcome market failures, smooth market adjustments
and select desired growth rates.

Such interventions will, of course, introduce ‘distortions’ into the
competitive market equilibrium, but democratic states (and all but the
most terrifying undemocratic states) always face pressures to intervene
in the face of market failures, uneven development and market adjust-
ments. The point here is not to replace markets as the most widely
used allocative mechanism, but to create a set of institutions which
will allow people to define the limitations on markets in a way
which reduces rent seeking, wasteful conflicts and other public bads.
Unfortunately, it may not always be possible quickly to create these
necessary institutions. Social scientists know even less about the way
people create institutions than they do about the way people respond
to varying institutional forms. The government may, if properly
motivated, intervene to promote the creation of certain types of
wnstitutions.'” Putnam’s study suggests, however, that the success
of such intervention will depend greatly on the historical context and
existing social structures. Other West European experiences suggest
similar conclusions.2?

The importance of institutional design to the performance of the
market socialist model, combined with our limited ability to implement
our designs, suggests that market socialism may have few practical
advantages over social democracy. It is certainly true, as Roemer
argues, that social democracy has flourished only under very specific
historical conditions and is subject to erosion in response to voter
dissatisfaction. There appears little reason to believe that the success-
ful implementation of market socialism (one which satisfactorily
resolves problems of monitoring the state) requires any less particular
social-historical conditions. If both models have the potential to

equalize income and opportunity, then adequate reasons for preferring
one to the other remain to be developed.

Market Socialism for Transforming CPEs?
In view of the above discussion, Eastern Europe would seem a poor

prospect for developing market socialism along the lines Roemer
proposes. Clearly, certain aspects of the current situation make the
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region a good candidate for the proposed system. The problem of
altering property rights would be minimal, since many East European
countries are currently experimenting with a system of share distribu-
tion quite similar to Roemer’s ‘clamshell economy’. In addition, the
prospects for economic growth under a capitalist market economy
appear dim in many countries, opening the way for serious discussion
of an alternative.

Other characteristics of former centrally planned societies are less
well suited to the implementation of market socialism, however. In
particular, the behaviors necessary to ensure adequate monitoring are
weakly developed. While the absence of such behaviors will also have
a negative impact on the development of a capitalist market economy,
the concentration of investment decisions and extensive power of
banks in the market socialist model is likely to exacerbate the danger
of inadequate monitoring.

Over the decades between World War II and 1989, social relations
in Eastern Europe were consciously and massively restructured
along vertical lines. The highly centralized Communist Party strove to
control everything from industrial production to religious behavior to
sexual practices among married couples. Horizontal organizations
without a vertical component were essentially illegal, and horizontal
relationships of all kinds were subject to information leakage to vertical
organizations (through spying; witness the East German experience).

A number of authors have documented the impact of this change
on interpersonal relations among the members of East European
populations.?! The resulting attitudes have been characterized as those
of extreme individualism (an interesting outcome for a collectivist
society), widespread distrust, and apathy and cynicism regarding
political participation. In short, this is a culture, despite a number of
apparently feudal aspects, of extreme atomization.

At the same time, people have little experience with meritocratic
evaluation. The ‘corporate culture of competitive bidding in the
market’ necessary to motivate the bankers and managers in Roemer’s
model?? is absent, as are the feelings of efficacy which contribute
to a population’s willingness to monitor state officials. (In recent
elections, with the very rules of the new economic game at stake, East
Europeans turned out at rates well below 50 per cent.) In any case,
information is thin and markets weakly developed, making effective
evaluation extremely difficult, even where motivated monitors exist.

In this context, the prospects for successful resolution of principal-
agent problems are not good. These problems will also plague efforts
to organize capitalist production, of course, but the concentration of



