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ABSTRACT 

THE PROPENSITY TO TRUCK, BARTER AND [IMPEDE] EXCHANGE 

Dima Yazji Shamoun, Ph.D. 

George Mason University, 2013 

Dissertation Director: Dr. Richard E. Wagner 

 

This dissertation is composed of four main parts. The first part, titled "Democracy: the 

Unknown Ordeal," addresses the dilemma of political leaders seeking to obtain and 

maintain power. Economists and political scientists have been studying what governs 

political behavior across polities for many years. How do leaders capture power? How do 

leaders maintain power? How can their power be restrained? Can the interests of leaders 

be aligned with those of the citizenry? This paper analyzes the political models developed 

by Mancur Olson, and Bruce Bueno de Mesquita and Alastair Smith. While Olson 

remains a very influential figure for his analysis of stationary and roving bandits, his 

model fails to explain the nature of democracy in the United States. Building on the work 

of Bueno de Mesquita and Smith, I integrate their evolutionary model of politics with 

Olson’s insight to explain the institutional structure of the American democracy and the 

political characteristics selected for in such an environment. I examine how coalitions are 
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satisfied outside of the private and public goods dichotomy, and how the dis-coordination 

between the goals of the People, the politicians, and the parties is embedded in the 

political institution itself. 

The second part, titled "The Pursuit of Revenue: Constructivist and Ecological 

Rationality," delves into questions of rationality, efficiency, and persistence. Economics, 

political science, and legal studies have all been dominated by the constructs of homo 

economicus, homo politicus, and, generally, by The Reasonable Man.  By reducing the 

complexity of acting man into a more manageable mould, economists have made their 

analysis easier; however, there is no free lunch, and this reduction has in some ways been 

costly to these sciences. Many theories built upon it have produced unrealistic renderings 

and inaccurate predictions of human behavior. By applying the framework of ecological 

rationality to the traditional concept of economic efficiency it can be shown that 

persistence or “sustainability” need not imply economic efficiency. This broader 

conception will explain why political leaders often resort to policies which, under the 

traditional analysis, appear inefficient. This chapter will show that these seemingly 

inefficient policies may, under the right conditions, best serve the leader’s ends; they may 

be ecologically rational. 

The third part, titled "The Logical and Ecological Foundation of the Bootleggers 

and Baptists," provides a clear definition of the Bootleggers and the Baptists by 

differentiating between Bootleggers and Rent-Seekers and by dichotomizing the Baptists 

into Idealists and Realists. The definitions will prove crucial to understanding some 

seemingly paradoxical historical episodes. The Bootleggers attempt to pressure the leader 
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to impose a regulation on a profitable activity, such as alcohol consumption or usury, in 

exchange for their support, cognizant of peoples’ tendency to work to avoid the rule. 

Such attempts, however, prove futile if the Bootleggers fail to find a Baptist group that 

can disguise their intentions with an ethical veil, thus reducing the cost of compliance. 

The final part, titled "The Functional Relationship Between the Essential Ratio 

and the Size of Economic Activity," appends the framework of the selectorate theory to 

incorporate regulatory provision and models the behavior of the Baptists, Bootleggers, 

and Rent-Seekers. The mathematical model, which builds on a model of corporate 

governance, shows that once regulations are added into the picture, the size of economic 

activity no longer exhibits a positive monotonic relationship with the size of the essential 

ratio. In fact there seems to be a threshold, or a tolerance point, for regulations beyond 

which the regulated activities will in extreme cases move underground or be outsourced. 

In either case, the size of economic activity declines beyond the tolerance threshold 

regardless of the increasing size of the essential ratio. 
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CHAPTER 1 

Introduction 

In many countries around the world we witness restrictions on myriad economic 

activities from alcohol consumption to free trade. However, there is a thread running 

through many of these regulated economic activities. The restrictions tend to be 

associated with highly activities for which the demand is highly inelastic; i.e., those for 

which consumers are reluctant to reduce their consumption in a one-to-one fashion with 

respect to the cost of the newly crafted punishments. If the gain to consumers of 

continuing their behavior is relatively high, then we expect it to be quite profitable or 

valuable to them relative to other alternatives. In fact, the lack of alternatives is what 

makes them so desirable. If the purpose of policy is to maximize social wealth, then it is 

clearly contradictory to restrict the most valued of behaviors. What is the purpose of 

these regulations then? What and who is considered part of the social function?  

Consider a Third World country under the reign of a socialist regime that 

announces, in order to promote domestic production, a ban on the importation of foreign 

goods. In this case, the government is imposing an extreme type of regulation: the 

absolute prohibition of free trade with any of the surrounding countries. In order to 

ensure the compliance of its citizenry the government threatens to arrest any smugglers of 

foreign goods at security checkpoints established on its borders. The state employees at 
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those security checkpoints, however, can barely survive on their humble salaries. As 

basic economic theory suggests, if we hold love and compassion constant, when 

voluntary exchange is prohibited, chances are that more people will substitute 

expropriation and extraction. The enforcement employees discover that one way to 

escape mere subsistence is to charge a fee for “relaxing” the rules: they will let the 

smugglers and their products through for a bribe.  

The newly born “business” consists of novel techniques to circumvent the rules 

efficiently. Smugglers understand the state employees’ incentives to accept bribes, and 

those employees understand that they must not set the price of their honor so high that no 

smuggler is willing to purchase. Note that the cognizance of the latter is of utmost 

importance especially to the enforcement employees. A price that actually deters 

smugglers leaves everyone poorer. 

Or let us imagine a scenario in which one day all the inhabitants of the said 

socialist country come to the belief that consuming foreign products is in fact evil and 

contrary to their own interest; and that as a result they will voluntarily cease to consume 

any but the most domestic of products. The citizenry’s interest is now totally aligned with 

the interest of the state; or is it? Who could be hurt the most by such a conscious 

realization? The answer is any business whose existence was contingent on people’s 

tendency to break the rule, among which are all the enforcement units at the borders.  

With no violations and no bribes, no enforcement or monitoring is necessary. In 

other words, with perfect compliance, enforcement “withers away” like Karl Marx’s 

theoretical government. Therefore, from the point of view of the enforcers, compliance 
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must never be perfect if business is to continue. So, if the purpose of some regulation is 

to raise revenue for particular groups, then the regulated economic activities must always 

be profitable enough that some will never cease the activity, even if they must break the 

rules.  

When the citizenry awakened with the new mindset, did their interest become 

aligned with their government’s? It is the purpose of this dissertation to analyze the 

dynamic and purpose of regulating the “unregulatable,” or the “propensity to truck, 

barter, and [impede] exchange.” After all, I believe that economics is the study of 

prohibitions and restrictions. Would economics wither away with the withering 

propensity to impede and prevent one form of trade or another? My answer is yes, but 

that is another topic for another dissertation. 

My dissertation is broken up into four main parts. The first three parts are devoted 

in turn to one major player each within a democratic society: the first major player in 

democratic society is the political leader; the second is the citizenry or the selectorate; the 

third group is the union of the Bootleggers and Baptists. The fourth part presents the 

formal framework, incorporating all major players into a mathematical model.  

The second chapter, titled “Democracy: the Unknown Ordeal,” is devoted to the 

leader and his dilemmas in the pursuit of power. It also analyzes the effects of regulation 

on the level of economic activity in the democratic setting of the United States where 

ballot entry is controlled by two established parities. I build on an evolutionary model of 

politics developed by Bruce Bueno de Mesquita and Alastair Smith in addition to the 

insights of Mancur Olson, James Bennett, Robert McCormick, and Robert Tollison (B. B. 
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Bueno de Mesquita and Smith 2008; Smith, LaGatta, and de Mesquita 2012; B. Bueno de 

Mesquita and Smith 2011; B. Bueno de Mesquita 2003; Olson 2000; Bennett 2009; 

McCormick and Tollison 1981).  

Bueno de Mesquita and Smith’s (2003; 2011) selectorate theory predicts a 

positive monotonic relationship between the size of the minimum winning coalition in a 

country and the size of its economic activity. Their model builds on assumptions similar 

to those used in Public Choice, assuming that politicians are self-interested and thus most 

concerned with their political survival. While the authors point to the road that leads to 

political survival, they recognize that the choice of vehicle depends on the conditions of 

the road. A Ferrari may do great on a smooth straight road; it may kill in a bumpy 

pothole-infested one.  

Therefore, there are no constant techniques that can guarantee the satisfaction of 

the minimum winning coalition across all polities. Politicians, like any other species, are 

constrained by their environment of action and must be quick on their feet in updating 

their survival techniques as the environment changes shape. One phenomenon that 

determines the shape of the political environment is the relative size of the minimum 

winning coalition to the population of voters (B. Bueno de Mesquita 2003; B. Bueno de 

Mesquita and Smith 2011), or what I propose to call the essential ratio.  

The simple framework of the selectorate theory goes a long way in terms of 

providing insights into the political arena. While simplicity is one of its great virtues, it 

does limit its ability to shed light on the ongoing events in the United States—where the 

size of the economic activity does not seem to be positively tracking the size of the 
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minimum winning coalition. So can an increase in the essential ratio actually hinder 

growth? This chapter provides an explanation of the decline of the U.S. democracy where 

regulatory provision, a hybrid-good between public and private, is used and abused in 

order to buy political support.  

When only two parties control a polity, political competition ceases and we have a 

situation of quasi-competition instead. Each elected figure occupies two roles at any 

point in time: an office holder and a party leader. The office holder is, in the Olsonian 

sense, a roving bandit whose main goal is to capture and maintain political appointment 

for anywhere from two to eight years, give or take. To get there, he has to offer his 

minimum winning coalition a payment for their support. Following selectorate theory, 

this payment has to be either a public or a private good—the ratio of which depends on 

the essential ratio. However, what I suggest in this chapter is that regulatory provision is 

yet another way of buying support, combining the benefits of private and public goods 

(both benefits are from the leader’s perspective) while obscuring the cost.  

In order for the regulation proposed to be an effective method of securing 

election, it must be a secure transfer of private property. Driven by his myopic goals, the 

office leader may propose an “inefficient” regulation, in the economic sense of the word. 

To keep this system of payment going, however, he must make sure that his offer is 

credible and thus secure. The latter is achieved by constructing a system where it is very 

easy to layer regulations one on top of the other, but it is very difficult to repeal prior 

ones.  
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My third chapter, titled “The Rationality of the Pursuit of Revenue: Constructivist 

and Ecological,” is devoted to the citizenry, the selectorate, or the taxpayers. It provides 

an explanation for why some seemingly inefficient institutions persist over long periods 

of time. This is accomplished by building on the theoretical framework of the German 

evolutionary psychologist, Gerd Gigerenzer (Gigerenzer and Gaissmaier 2011; 

Gigerenzer and Brighton 2009; Gigerenzer 2010; Gigerenzer and Todd 1999). This 

chapter seeks to explain why regulating the unregulatable persists as a political tool 

despite economists’ puzzle over its inefficiency.  

Some economists, such as George Stigler, suggested that the word efficiency must 

be revisited and reinterpreted since its current rigid and confused interpretation leaves 

economists with the paradox to explain the existence of some inefficient institutions 

despite their belief that what is efficient must prevail (Stigler 1992). While Stigler shed 

light on a very important issue in economics, his suggested use of efficiency in relation to 

all prevailing institutions was highly polemical. Even the institution of slavery would be 

considered efficient in the Stiglerian sense once all of the forces pushing for it are taken 

into account.  

While Stigler is justified in his pursuit, he committed a fatal mistake. He 

associated a word that has a “positive” or “good” meaning in many people’s minds with 

many institutions that have “negative” or “bad” connotations. Ayn Rand faced a similar 

situation when she attempted to use the word “greed” to mean something positive. Why 

engage in logomachy when the battle should be over the underlying idea?  
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The social psychologist, Gerd Gigerenzer, comes to the rescue. He suggests that 

decision makers1 acting in the complex world must resort to the use of fast and frugal 

heuristics (Gigerenzer and Todd 1999). The virtue of these quick rules of thumb is that 

they rely only on a subset of the knowledge—thus limiting search time—and require only 

a minimal cognitive processing—thus limiting computations. Man to Gigerenzer is homo 

heuristicus not homo economicus and does not possess supernatural omniscience and/or 

omnipotence. In fact, applying omniscience and/or omnipotence to the world can only 

lead to surprise or disappointment, not knowledge or prediction.  

Gigerenzer completes the picture by integrating the environment into the 

decision-making process. The role of the environment is in selecting and accenting 

certain heuristics over others. Since no two environments are identical, a heuristic that 

succeeds in one environment may well fail in another. This leads Gigerenzer to coin the 

term “ecological rationality” as a metric for identifying those heuristics that succeed in 

their respective environment (Gigerenzer and Gaissmaier 2011; Gigerenzer and Brighton 

2009; Gigerenzer 2010; Gigerenzer and Todd 1999). I append this framework to 

institutional analysis. I propose that instead of dwelling on why some institutions are 

inefficient and yet present or were present for long periods of time, we concentrate on 

those that are ecologically rational and inefficient. Ecological rationality explains 

persistence. It explains why certain means are used to economize on information and 

cognitive costs given the real goals of actors and not given some observer’s ideal of what 

ought to be. 

                                                
1 By decision makers, Gigerenzer means any human being in the process of decision-making and is not 
necessarily a policy maker.  
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In this chapter, I contrast two types of tendencies in human behavior: positive and 

negative tendencies. Positive tendencies are the set of actions which result in a positive 

sum game, whereas negative tendencies are the set of actions that result in a negative or 

zero sum game. Positive and negative tendencies are captured in the title of my 

dissertation “The Propensity to Truck, Barter, and [Impede] Exchange.” As Jack 

Hirshleifer argues, much of economics concentrate on the “light side of the force,” i.e., 

cooperation, but very little attention is paid to the “dark side of the force,” i.e., defection 

(Hirshleifer 2001). “Positive tendencies ” can only be understood because we understand 

its antithesis “negative tendencies” and vice versa. While both types of tendencies are 

“natural” in the sense that we cannot control the probability of their occurrence in life, 

humans throughout history strove to devise institutions to reduce the expected costs of 

negative tendencies and by doing that accenting positive over negative tendencies.  

In other words, private property rights and the rule of law are but two institutions 

to control the expected social cost of deception, theft, murder, and crime. However, how 

do we explain the emergence of communist regimes, which aimed to abolish property 

rights? If the private property right regime was the tool to reduce the expected costs of 

negative tendencies, then is abolishing this regime the equivalence to wanting to accent 

negative over positive tendencies? The question of “want” here is of the utmost 

important. To understand the rise and decline of institutions, we have to understand the 

change in their ecological rationality over time. In order to understand ecological 

rationality at any point of time, we have to understand the true goals of the institutors and 

the role of rhetoric in framing opinion and leading the masses.  
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This brings me to my fourth chapter titled “The Logical and Ecological 

Foundation of the Baptists and Bootleggers.” In this chapter, I build on Pareto’s “Treatise 

on General Sociology” (Bongiorno 1930; Aron 1998) to develop a logical foundation for 

the coalition between the Bootleggers and the Baptists. I use the word “logical” here to 

refer to the study of logic in mathematics and statistics and not necessarily to mean 

rational.  

In this chapter, I point out that while the expansion of the word “Bootlegger” to 

regulatory provision provided great insights into the working of governments (Yandle 

1983), it also undermined its original meaning by allowing the inclusion of groups who 

are not necessarily Bootleggers. Therefore, by recalling the original meaning, I provide a 

definition of a Bootlegger as someone who: 1) has an incentive to hide his true intentions; 

and 2) has an incentive to lobby for a regulation (or to lobby against its repeal) because 

he benefits from the inelasticity of demand of the regulated good. The first characteristic 

allows the Bootlegger to partner with a Baptist. The second describes his advantage from 

selling the regulated good in the black market or from regulating people’s tendency to 

strike deals on the black market. The Bootlegger is betting on people’s propensity to 

break the rule for the pursuit of the newly regulated positive tendency.  

Therefore, I differentiate Bootleggers from Rent-Seekers, a group that is usually 

combined with Bootleggers. Like a Bootlegger, a Rent-Seeker is one who has an 

incentive to hide his true intentions to gain the ethical cover of the Baptists. Unlike the 

Bootlegger, however, he is harmed by the inelasticity of demand of the good that he 

lobbies to regulate. This distinction is crucial. Now we can clearly see two separate 
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groups: the Bootleggers who want to achieve the opposite goal desired by the Baptists; 

and the Rent-Seekers who want to achieve the same goal as the Baptists.  

The Baptists can also be separated in two groups: the Idealists and the Realists. 

Both groups are seeking to achieve a certain goal, some policy choice which regulates the 

behavior of some, based on religious, moral, or ethical grounds.2 The Idealists only work 

with other groups if the other groups are truthful about their intentions. The Realists, 

while they themselves are truthful about their intentions, are not particular about the 

truthfulness of other groups with which they decide to work as long as the other groups 

have the same policy goal in mind.  

As I show, both types of Baptists waste their efforts when they join a Bootlegger, 

as they can only get farther and farther away from their intended goal. As a result, a 

coalition between Bootleggers and Baptists is generally very destructive. While a 

coalition between Rent-Seekers and Baptists is more probable, it is not as influential and 

detrimental to the course of institutions as that of the Bootleggers and Baptists. The 

Prohibition era will always mark the history of the United States, but who remembers an 

occupational licensing bill years after its implementation? 

The fifth chapter, titled “The Functional Relationship Between the Essential Ratio 

and the Size of Economic Activity,” incorporates the three previous chapters into a 

mathematical framework based on a model of corporate governance (Crew, Jones-Lee, 

and Rowley 1971) . While the mathematical framework reduces the rich dynamics 

                                                
2 Some Baptists, like the environmentalists, attempt to justify their moral arguments using science. Though, 
the credibility of their science is the subject of heated debates, they too would like to provide a “logical” 
justification for their beliefs.   
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outlined in the previous chapters, it serves to show a tipping point in economic activity in 

a democratic setting, such as that of the United States, where the essential ratio is 

relatively higher. A tipping point is not predicted by the selectorate theory (B. Bueno de 

Mesquita 2003). In fact, Bueno de Mesquita and Smith predict a positive monotonic 

relationship between the essential ratio and the size of economic activity (B. Bueno de 

Mesquita 2003). When taking regulatory provision into account, which requires the use 

of Bootleggers, Rent-Seekers, and Baptists, democracies with two dominating parties can 

yield surprising results.  

The sixth and final chapter provides concluding thoughts. I provide ideas for 

future research where the framework developed in this dissertation can be insightful.  

Below I provide a summary of the theory developed in my dissertation with three 

testable hypotheses. Possible arenas, in which these hypotheses can be tested, are briefly 

mentioned throughout the dissertation with greater emphasis in the conclusion.  

Assumptions3:  

Given the complexity of the environment and the scarcity of time and knowledge, 

human beings developed different heuristics in an attempt to achieve certain goals.  

The use of such heuristics is constructively rational; however, certain heuristics 

are selected over others by the environment when they constitute a more efficient use of 

resources. These selected heuristics are then labeled ecologically rational. 

                                                
3 NOTE: These assumptions may well be tautologies because of the way terms are defined, they will not be 
a burden on this paper because the assumptions are mere statements which can be true or false but cannot 
be falsifiable. Falsifiability will apply to the conclusion within the set of assumptions stated.  
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All purposeful individual plans are constructively rational and are subject to the 

ecological fitness test given the goals of the individuals and the environment in which 

they are carried out.  

I will label the forces of good (cooperation) and evil (defection) as natural 

tendencies. I will use the term “positive tendencies” to describe voluntary cooperative 

behavior, which have persisted over time due to its superior ability to reduce uneasiness 

which result in a positive sum game. I will use “negative tendencies” to describe 

defective behavior, as it results in a zero or a negative sum game. 

Political leaders are self-interested individuals whose main focus is political 

survival. 

The Baptists are identified by their ideological beliefs and their use of rhetoric 

reflective of their logic.  

The Bootleggers are characterized by their desire to hide their true intentions and 

to regulate a positive tendency due to its highly inelastic demand.  

Conclusion: 

The joint effort between the Bootleggers and the Baptists is the one heuristic that 

has been selected in the non-market environment to achieve the goals of the two groups.   

 Successful positive tendencies constitute a perfect tax base for the expropriation 

of the Bootleggers who hide their monopolistic goals and for leaders who seek to satisfy 

their minimum winning coalition. The Baptists naively offer the cover necessary for this 

expropriation to take place.  
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The joint effort between the Baptists and the Bootleggers is the emergent result of 

an expansive political environment, where the state becomes a rent-seeking tool.  

The stated ends of the Bootleggers can be proven to be false by observing the 

direction in which their heuristics are being updated. 

The Baptists who naively agree to work with Bootleggers as a “second-best” 

option get stuck in a limbo, and they never get to achieve their goals. The second-best 

never becomes a “first-best,” as the Bootleggers make sure that “first-best” is never 

achieved.  
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CHAPTER 2 

Democracy: The Unknown Ordeal 

 

2.1: Introduction 

If men were angels, no government would be necessary. If angels were to 
govern men, neither external nor internal controls on government would 
be necessary. In framing a government which is to be administered by 
men over men, the great difficulty lies in this: you must first enable the 
government to control the governed; and in the next place oblige it to 
control itself. A dependence on the people is, no doubt, the primary 
control on the government; but experience has taught mankind the 
necessity of auxiliary precautions. –James Madison, Federalist 51 
 

Madison understood the nature of the man, and of power. Of the necessary 

auxiliary precautions, a binding constitution was foremost in his mind. But a constitution 

is nothing more than a set of institutional constraints on self-interested leaders; an attempt 

to bind their behavior and align their interests with those of the people; written down on a 

piece of paper. It is not an institutional arrangement that gives men with equal footing the 

reason and the right to monitor each other’s behavior. Self-interested men interacting in 

the market seem to coordinate and, as though by an invisible hand, promote social wealth 

maximizing ends that were no part of their conscious intention ([1776] Smith 1981).  

What happens to these men when they exit the market and enter the political 

arena? Is their need for survival suspended and do they, by virtue of their role as leaders, 
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selflessly seek only the goal of the most prosperous society? History is full of 

counterexamples. Stories of leaders who oppress their people, confiscate their 

belongings, and kill their brothers for power are the common figures in history books. 

Civic-minded leaders, those who place the needs of the people above their own, are the 

exception. Their careers are generally short-lived. 

Before the Public Choice revolution, many scholars upheld the self-interest axiom 

when theorizing about homo economicus, only to reject it when analyzing homo politicus 

(Pigou [1920] 2005; Bator 1958). Public Choice reminded scholars of the ubiquity of the 

self-interest axiom. Building a theoretical framework on this assumption made 

intelligible myriad policies, agendas, and platforms. Some scholars, however, went 

further to extend market concepts even to the political environment. Mancur Olson 

applied the principal of the invisible hand to politicians (Olson 2000), affirming that it is 

not from the benevolence of leaders that we expect our public goods, but from their 

regard to their own self-interest. This “second invisible hand,” as Olson referred to it, 

discourages leaders from maximizing their short-term confiscation, even though they 

possess the capacity to do so (Ibid., 13).  

Olson’s analysis remains powerful and influential, but his confidence in the 

working of this second invisible hand is unwarranted and dangerous. Olson discounts 

many aspects of the institutional structures of polities, but structures may change the 

nature of the hand. Its invisibility and benevolence may be diminished. To correct 

Olson’s shortfalls, a new model is needed: one that comprehends political action as an 
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attempt to survive in a competitive environment. Building on some of Olson’s insights 

this chapter develops a political model that explains the modern American democracy.  

Bruce Bueno de Mesquita and Alastair Smith approach the subject from an 

evolutionary standpoint and develop a unique analysis of the role of winning coalitions in 

political systems. They address the characteristics selected and heuristics used to survive 

in various political environments. They show that public policy, rather than being a 

means for creating and delivering public-goods, is in fact tool used to seize or maintain 

power (Bueno de Mesquita and Smith 2011; Bueno de Mesquita 2003). Their line of 

analysis is crucial to this dissertation as it approaches political decision making from a 

realistic heuristics framework rather than the more traditional homo politicus framework. 

Bueno de Mesquita and Smith review the set of political actions necessary to 

capture and maintain power. According to their framework, what is “good” for the public 

may be “bad” for a leader’s political life expectancy. For politicians to survive and thrive 

they must find and keep (only) their essential backers satisfied. In the process of so doing 

they might serve the Will of the People, or they might subvert it. When We the People 

ask for public goods, those “we” who are not “his” people are practically asking the 

leader to commit suicide. The question of the relationship between prosperity and public 

welfare is institutional, not one of political persona.  

This new political model will explain political behavior and outcomes in the 

United States under the two-party political-selection institution where the provision of 

regulations is used as currency by leaders to buy support.  
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2.2: Calculating the optimal size of the winning coalition: Riker’s theory of political 

coalitions.  

William Riker was looking to build a new foundation for political scientists. He 

believed that political science had lost its scientific rigor, a phenomenon that greatly 

distressed him. Fascinated by the work of Oscar Morgenstern and John von Neumann 

([1944] 2007), Riker envisioned great potential in applying game theory to political 

science as one way “to live up to the promise in the name political science”  (Riker 1965, 

viii). He sought an axiomatic foundation, a set of universal laws, on which further 

political theories could be built and tested. This process of testing would then shed light 

on whether these axioms should be followed, or re-evaluated. In his opinion, the lack of 

universal laws, such as those in economics, threatened to downgrade the theories of 

political science into mere words of wisdom (Riker 1965).  

Riker believed that political science was the study of decision making; and 

because true dictatorships were rare and short-lived, it was really the study of group 

decision-making. He observed that whenever groups made a decision the process was 

“invariably the same. It [was] a process of forming coalitions… which, by the rules 

accepted by all members, can decide for the whole” [emphasis added] (Ibid., 12). There 

can be multiple coalitions within a population, but when one is able to set the rules for the 

entire population, then this special subgroup is the winning coalition. Riker’s task was to 

prove what he called the “size principle”: the claim that a winning coalition must 
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maintain its size at a minimal level (Ibid., 32). When possible it must eject members or 

risk becoming oversized, diluting the spoils and losing cohesion.4   

Drawn in by the elegance of von Neumann and Morgenstern’s “minimax 

theorem” ([1944] 2007, 700), Riker set up an n-player, zero-sum game.5 Because the sum 

of the gains of the winners must equal the sum of the losses of the losers, a winning 

coalition that encompasses the entire population gains nothing. Riker summarized the 

model’s size principle to be: “In n-person, zero-sum games, where side-payments are 

permitted, where players are rational, and where they have perfect information, only 

minimum winning coalitions occur” (Riker 1965, 32). For more details on the proof of 

the size principle, please refer to the Appendix at the end of this chapter.   

Riker did not fail to recognize that the size principle was derived from a highly 

stylized model. As such, he departed from the formal model in order to test his theory in 

the real world of politics. He recognized two important facts about human social 

interactions. First, actors outside of the model do not have perfect knowledge. Thus they 

can act only to the best of their ability. Second, the real world is dynamic. Observations 

of relative changes in conditions offer a better explanatory variable than absolute 

conditions. Because actors in the real world are not omniscient, Riker warned against 

refuting his theory based on observations of the absolute size of a winning coalition, 

                                                
4 The members must also avoid an undersized coalition. Ejecting too many members risks rendering their 
subgroup impotent.  
5 Riker justified his use of a zero-sum game—separating the space of actors into victors and victims—by 
taking political elections to be analogous to wars. He acknowledges Buchannan’s and Tullock’s argument 
in The Calculus of Consent in which the authors argue that the process of engaging in constitutional 
decision making requires the use of positive-sum games because losers will gain more by engaging in this 
process than otherwise. For such cases of social and constitutional analyses, Riker advocates the use of 
non-zero-sum games.  
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rather than the change in its size over time. Hence, he updated the size principle: “In 

social situations similar to n-person, zero-sum games with side-payments, participants 

create coalitions just as large as they believe will ensure winning and no larger” 

[emphasis in original] (Ibid., 47).  

Despite his warning, some scholars continue to criticize Riker’s theory due to a 

seeming lack of empirical support from the real world: winning political coalitions 

simply do not appear to be minimal (Hindmoor 2006). But for Riker it was important that 

whether a winning coalition adjusts its size as it discovers information. For this reason he 

analyzed three historical instances from a dynamic, rather than static, approach: “the ‘era 

of good feeling’ (ca. 1820); the period after 1852 when the Whig party dissolved; and the 

period around 1872 when the Democratic party substantially disappeared from 

Presidential politics” (Ibid., 65). In all three cases he showed that when the winning 

coalition discovers that it is oversized, it ejects members. Actors may err—a too large 

increase or decrease may doom their coalition—but the incentive to act is there.  

In a sense the size principle is just a useful tautology that spurred a new way of 

thinking about a problem. By leaving the static nature of formal models in favor of the 

dynamic nature of action, Riker paved the way for theorizing about the rationality of 

political action from a perspective within its environment. Yet even though Riker took a 

dynamic approach, he did not provide a rigorous explanation of the possible 

consequences for adjustments in the size, or changes in the composition, of the winning 

coalition. What the size principle tells us is that the winning coalition will adjust as it sees 

fit to maximize return while guaranteeing its status. But what happens to the ejected 
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members? What are the consequences of turnover in the membership of the winning 

coalition, or among coalitions? 

2.3: The logic of power and political coalitions: Mancur Olson’s model of stationary 

vs. roving bandits.   

What does the insight of Public Choice imply about the nature of political 

environments? Does the self-interest axiom, when applied to public servants, imply a 

“dark side” of politics; and if so, how dark? To begin to answer this question, we need to 

consult an expert in the field, one who believed that the dark side may not be so dark so 

long as certain conditions prevail. In Power and Prosperity, Mancur Olson constructed 

two models, one of autocracies and one of democracies, to analyze tax rates and the level 

of public goods provision in different polities. He also applied these models to a study of 

the dynamics of economies in transition. For instance, he endeavored to explain the rise 

and fall of autocracies, why certain transition economies prosper, and why others 

stagnate. In his model Olson distinguished between three types of interests: narrow, 

encompassing, and superencompassing (Olson 2000).  

The individual criminal in a large society has a narrow interest. His benefits from 

the theft are large compared to the personal impact on him of the social costs imposed on 

the rest of society. Since he steals without internalizing the full social burden, his calculus 

is of concentrated benefits and dispersed costs. Of course the individual criminal may be 

deterred from stealing. Legal, social, and personal sanctions may drive his net benefit into 

the negative—it may be in the thief’s interest to stay out of jail, and to not disappoint his 

mother. He might also steal enough that the targeted society begins to pour resources into 
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theft prevention rather than goods production, depleting the future resources available to 

steal. The different Olsonian interests only take into account the actors’ impact on the 

future productivity of their hosts (Ibid.).   

Much like the lone criminal in the previous example, Olson’s roving bandits have 

narrow interests. Because their hold on power over a population is tenuous and may be 

short-lived, their short time horizon leads them to extract as much surplus as possible 

whenever they can. The twentieth century ruling classes of some Sub-Saharan African 

countries, such as Nigeria, Ghana, and Kenya, are perfect examples of roving banditries 

using multiple methods including high taxation, theft, bribery, and the swindling of 

foreign taxpayers for aid smuggled into foreign banks fixated on maximizing rent 

extraction (Rowley 2000). These roving bandits were careless when it came to the 

interests of the society because their interests were not even roughly aligned. When 

taking this insight into account, African developmental stagnation is no longer a mystery. 

“Development has not failed. Rather it has rarely been on the agenda of the governments 

that succeeded the imperialist powers” (Ibid., 134).  

Even though a roving banditry benefits from its rent-extracting behavior, it might 

benefit more from settling down and broadening his narrow interest. While he must 

reduce his level of one-off expropriations over the short term, a stationary bandit like a 

hereditary autocrat, can extract rents from his subjects repeatedly, over a prolonged 

period of time. Because eating too many chickens today reduces the number of eggs 

produced tomorrow, the stationary bandit is characterized by an encompassing interest—

he is concerned for his own wealth, and by extension, for the future productivity of the 



22 
 

group from whom he expropriates. So it seems that while serving his own self-interest the 

autocrat is driven by a “second invisible hand” to promote the interest of his subjects, i.e. 

their productivity (Olson 2000, 13).  

Thus the ruler will set the tax rate so that the last dollar collected in tax will be 

offset by a dollar-loss in productivity due to the tax, and no higher. Additionally, if he 

believes the productivity of his subjects may increase on net, the autocrat may spend a 

portion of his extractions on public goods. As a result, if the tax rate is, e.g., 50%, the 

autocrat will provide public goods until the last dollar spent brings in a $2 increase in 

productivity, $1 of which he will collect in tax (Olson 2000). The autocrat is also driven 

by this “second invisible hand” to protect their private property from expropriation by his 

cronies and others in order to impress the notion of stability in the minds of his subjects,.  

But only while his power is secure. As Olson emphasizes, any entrenched autocrat 

will eventually behave as a roving bandit if his interest narrows, shortening his time 

horizon due to, e.g., threats of overthrow (Ibid.). The autocrat’s cronies have an incentive 

to collude for his overthrow so they can have their turn. It is for this reason that the return 

on investment offered in many third world countries under the reign of a dictator is 

higher than that in a first world country—to compensate the investor for the risk of the 

return of the roving bandit (Ibid.).  

To comprehend the ruling of majorities in a democracy Olson modified his 

stationary bandit model. He argued that ruling democratic majorities are driven by a 

superencompassing interest in social performance. Simply put, democratic majorities do 

not promote productivity of the subjects in order to maximize their return on 
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expropriation because they are their subjects. Whereas the autocrat may indirectly benefit 

from relatively lower tax rates and the provision of public goods, ruling majorities 

indirectly and directly benefit from lower tax rates and public goods, because they pay 

them, and they use them. Therefore, democratic majorities have an interest in a tax rate 

lower than what would be imposed by an autocrat, as well as in more public goods than 

what would be provided by an autocrat (Ibid.). As expressed by Olson:  

Since taxes are needed to finance public goods, and the amount an interest wants 

to spend on public goods goes up as it becomes more encompassing, it follows that there 

are superencompassing interests that do not comprise all of society (and thus have a 

minority that they could exploit) that would lose from redistributing income from the 

minority to themselves. The two blades of the scissors must come together and cut off the 

incentive to redistribute for interests that are less than the whole of society and have a 

minority that they could exploit. [emphasis in original] (Ibid., 22).6  

The American political institution, its two parties, seems at first glance to fit 

Olson’s role as a stationary bandit. The unshakable duopoly of the Democratic and the 

Republican parties does not appear to be going anywhere. The American style fifty-

percent-plus-one winner-take-all elections helped to create, and now reinforces, this 

duopoly. With relatively well placed lobbyists the parties themselves craft much of the 

electoral law and procedure. The barriers to entry are predictably high. The Republican 

party would rather their candidate lose a race to the Democratic opponent than win—if 

                                                
6 Note that the condition in Olson’s principle that the superencompassing interest must not comprise all of 
society is a reiteration of Riker’s conclusion of the zero-sum game. A “winning” coalition that consists of 
the entire population does not win anything because their winnings must equal to the losers’ losses, which 
in this case is zero as there are no losers.   
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winning meant opening the door to a third party or high turnover of the current party staff 

and appointees. Political parties are institutions constructed to survive over generations, 

and are staffed by career-men who, having secured their positions, would rather lose an 

election than tenure.  

Still, Olson’s latter conclusion of the superencompassing interest of democratic 

ruling majorities lacks adequate justification, especially in the face of contrary evidence 

from democracies around the world, and from the United States in particular. If long-term 

growth is in the superencompassing interest, what explains all of entrepreneurial 

constraints and economic time bombs passed by the Congress? The unfunded mandates? 

The ever-growing debt? The political brinksmanship, and politicians ever kicking the can 

down the road? Elected leaders in America appear to act more like roving bandits whose 

narrow interest drives them to maximize plunder without regard to the effects of their 

actions on future productivity. They spend lavishly because they predict that when it is 

time to pay the bill they will have already left the party. They vote to extend the party 

with the same goal in mind. 

So how far did Olson’s model fall short of reality? Section 2.5 will elaborate on 

its shortcomings while incorporating the insights from Bruce Bueno de Mesquita and 

Alastair Smith.  

2.4: The evolutionary model of politics: Bueno de Mesquita and Smith’s Dictator’s 

Handbook.  

In The Logic of Political Survival, Bueno de Mesquita, Smith, Siverson, and 

Morrow approach political behavior from an evolutionary standpoint (Bueno de Mesquita 
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2003). Every action in any competitive environment is driven by a need for survival, 

whether in a jungle or in the marketplace, and political action is no different. They show 

that, for a politician to survive, he must take measures that, to the best of his knowledge, 

work to improve his chances of re-election. What measures are effective differ across 

polities, so that the differences among them become more about the different institutional 

structures that select for certain characteristics over others than about the civic-

mindedness of the leaders (Ibid.).  

Oppressing and heavily taxing a population is one way to maintain power, but it is 

not the only way. And more importantly, while it may line your pockets and save you the 

indignity of an election, depending on the institutional setting, it might unleash a 

rebellion. Comprehending the complex environment in which the attempt to take and 

maintain power is made is essential to understanding political phenomena that are often 

puzzling at first glance. For example, why do some conquerors maintain or rebuild the 

same governmental structure that they conquered, while some impose different structures 

(Ibid.)? How is it that peace and prosperity are more typical in democracies than 

autocracies, yet autocrats last in office for longer periods of time (Ibid.)? And why do 

totalitarian governments often use universal adult suffrage as part of their political 

structure, even though the elections are often rigged and citizens understand that they are 

pointless (Ibid.).  

According to the authors, the difference between polities owes not so much to a 

different characteristics of leaders, like their level of civic-mindedness, but rather the 

different institutional structures that select for certain characteristics over others; the 
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authors call this the selectorate theory (Ibid.). Bueno de Mesquita and Smith usefully 

refer to the three categories of the selectorate—the voting body—as interchangeables, 

influentials, and essentials (Bueno de Mesquita and Smith 2011). The relative size of 

those three groups will shape the economic policies that will flow from any leadership 

coalition. For leaders, the political landscape can be broken down into three groups of 

people: the nominal selectorate (the interchangeables), the real selectorate (the 

influentials), and the winning coalition (the essentials) (Ibid.). The nominal selectorate 

consists of every person who has some legal right to participate in choosing the leader 

and a chance of sharing in some of the spoils of his victory. In most democracies, this 

encompasses all citizens of a certain age, with some exceptions, and Bueno de Mesquita 

and Smith note that in almost all cases, any individual member of a nominal selectorate in 

a democracy is un-influential in the selection process (Ibid.).  

The second stratum of politics consists of the real selectorate. This is the (much 

smaller) group that actually chooses the leader (Ibid.). In the democracies, this is the 

body of voters who support the candidate who wins the presidential election, and who 

support the party that wins the legislative elections. In the USSR, and still in China, it 

consists of all voting members of the Communist Party. In other regimes it may be yet 

more limited. 

Most important of all is the relatively small subset of the real selectorate that 

makes up a winning coalition: those whose support is essential if the chosen leader is to 

survive in office (Ibid.). In democracies, this coalition remains sizeable. It consists of the 

minimal number of voters who give the edge to one presidential candidate over another 
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or who determine outcomes in marginal legislative constituencies. In the autocracies, the 

winning coalition is usually dramatically smaller. In the USSR, for example, the 

essentials consisted of a small group of individuals inside the Communist Party who 

chose candidates and controlled policy, as is the case in China still.  

According to the selectorate theory the number of the essentials relative to the 

number of the interchangeables, what I will call the essential ratio, is the driving 

explanatory force behind political action (Bueno de Mesquita and Smith 2011; Bueno de 

Mesquita 2003). The authors use labels such as autocracy and democracy solely for their 

common usage in the literature. They view the type of a polity as a continuous variable 

on a spectrum, on which the ratio of the size of winning coalitions to the interchangeables 

ranges from very small to very large. The size of the coalition necessary to seize or 

maintain power at any given time determines the governing style, not the other way 

around (Ibid.).  

In order to capture and maintain power, a leader must take care of his essentials. 

This care can take the form of private gifts or public goods (Ibid.). Either of these two 

forms of transfers must be generated from tax revenues. As a result, the leader must first 

set a tax rate that generates an adequate stream of revenue, constrained by his interest in 

the peoples’ productivity. Following Olson, the authors endogenize the leader’s decision 

on tax rates. A successful leader must recognize that while a higher tax rate may increase 

the amount that he is able to spend on his winning coalition, the increased tax rate will 

cause the interchangeables to allocate more of their time to leisure (or tax avoidance, or 

rebellion) and away from productive activities, thus threatening future tax revenues. If the 
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essential ratio—again, the number of essentials relative to interchangeables—is small, 

then private gifts constitute the least costly way for leaders to maintain support (Ibid.). 

With only a few hungry mouths it is easy to hand-feed them. As the size of the essential 

ratio grows it may become difficult to isolate the members of the coalition from the 

population at large. When this becomes the case, politicians find public goods, such as 

roads, schools, hospitals, etc.,7 to be a more efficient method of purchasing loyalty and 

support (Ibid.). In other words, the provision of public goods is independent of the civic-

mindedness of leaders; it is a tool of political survival. The same leader would reduce his 

public goods provision and increases his use of private gifts if the essential ratio dropped. 

To do otherwise would lead to his defeat, or demise.  

It is crucial to note here that even though the authors view successful political 

leaders as ruthless and power hungry, they do not rule out the existence of aspirational 

leaders who are concerned with public welfare. But, as they argue, leaders are assumed to 

prefer political survival to political suicide. Leaders who place the public interest and 

welfare above that of their essentials will not survive long in the political environment 

(Ibid.). To become king of the jungle requires an acceptance, and mastery, of the rules of 

the game. Leaders who refuse to play the game may exist, but their chances of political 

survival are close to nil. Very few fish have crawled out of the water and lived to tell 

                                                
7 Note that roads, schools, and hospitals do not pass the public-good test, which requires the good to be 
both non-rivalrous and non-excludable. Public goods are often confounded with state provided goods in the 
literature, though much of what the stats provides is not a public good. Clarifying the confusion between 
public goods and state provided goods is a worthy topic but for another paper. In this dissertation, I chose 
to use public goods to denote all goods that are provided through the state regardless whether they are in 
fact public goods or not.   
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about it. It is the rarity of such events that allows the authors to ignore their influence 

(Ibid.). 

The selectorate theory further expands to explain the dynamics of the political 

fight when a challenger enters the ring. Every incumbent was once a challenger and 

therefore it is not sufficient to explain only how he maintained his power, but also how he 

was able to capture it in the first place (Ibid.).  

Both the incumbent and the challenger must make offers regarding the amount 

and mixture of public and private goods that they will provide, and the tax rate they will 

enforce to fund it. Let us assume that the size of the incumbent’s minimum winning 

coalition is 𝑊. In order for a challenger to depose the incumbent, he must capture a 

winning coalition of size 𝑊 composed of some members of the interchangeables but 

where at least one net-member has been lured from the incumbent’s winning coalition—

leaving the latter only (𝑊 − 1)  members. Since, by definition, any size less than 𝑊 is not 

sufficient to maintain this incumbent in power, he loses office to the challenger (Ibid.).  

The challenger faces another more difficult problem. His offers to potential 

coalition members must be not only be generous but credible. Members of the winning 

coalition are inclined to loyalty because they bank on a steady stream of transfers, and 

may feel secure because the leader kept them as part of his winning coalition through the 

past transitional period (Ibid.). The assurance of a constant stream of future private gifts 

is part of the rhetorical arsenal of the challenger, but he lacks credibility. The challenger’s 

would-be essentials recognize that they may be dropped from his winning coalition and 
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replaced by other more “loyal” interchangeables once the challenger secures power 

(Ibid.). Capturing power is a more difficult task than keeping it.  

The essential ratio also plays a key role in the challenger’s strategy. Because it is 

easier to identify and isolate members of smaller winning coalitions, it is easier to lavish 

them with special privileges in the form of narrowly tailored private gifts that other 

members of the population do not enjoy. The cost of losing these privileges is thus very 

high, and the likelihood that they will abandon their coalition is correspondingly low.  

When a coalition is large and dispersed it is harder for the leader to identify and 

isolate its members. So while it might make sense to move your supporters to the capitol 

city and buy them fancy cars if they number in the hundreds or perhaps thousands, it 

would be impractical (and much more obvious) in the millions. This is one reason that it 

is more efficient to pay off large and diverse coalitions with public goods. But while 

public goods are a much more cost effective, and publicly palatable, way of paying off a 

large coalition, members of such coalitions share the value of the public goods and 

cannot be excluded whether under the reign of the challenger or the incumbent. As a 

result, they can be more easily persuaded to change their allegiance (Ibid.).    

Even tax rates across polities can be attributed to the essential ratio. When a 

leader is contemplating a tax rate, not only must he keep in mind how tax rates affect the 

general incentive to produce, but also how the members of his winning coalition will feel 

about paying the taxes. In a smaller coalition, a leader can set a higher tax rate and then 

compensate the members of their winning coalition through private gifts (Ibid.). 

Administering this compensation becomes prohibitively costly, and more obvious, as 
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membership rolls increase. As a result, leaders in polities with larger essential ratios are 

forced to set lower tax rates (Ibid.). 

Bueno de Mesquita and Smith do not hold the view that the satisfaction of The 

People can be attained through “better” leaders who are willing and able to overcome the 

charm of power for the sake of public welfare. The welfare of The People is furthered 

only when it is made necessary for political survival. Therefore, instead of wasting efforts 

contemplating and sketching the ultimate characteristics of the prince, one must channel 

those efforts into contemplation of the characteristics of the kingdom. The king is a 

product of his kingdom. If the commonweal is the end, then certain institutional 

constraints must be devised to force the alignment of the path of political survival with 

the path of public welfare. The authors argue that the institutional structure that renders 

such alignment feasible is in the form of a Republic (Ibid.).  

While the authors devise a model predicting when leaders will switch to more 

public goods provision relative to private goods and vice versa, their analysis has missed 

an essential good—one that is neither private nor public per se, and has proven to be a 

very effective and opaque transfer mechanism. An ideal political good, especially for 

democratic leaders, would be a hybrid: a good associated with externalities which are 

positive for those who are part of the winning coalition, and negative for those who are 

not. Section 2.5 will shed light on a substantial political activity in America that belongs 

to the grey area between private and public goods, namely regulations.  
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2.5: Evolutionary bandits: Olson through the lens of Bueno de Mesquita and Smith 

As mentioned earlier, there is a crucial deficiency in Olson’s analysis of 

democracies. Imbedded in his analysis the assumption that a democratic polity would act 

as a unit, like a firm, with one superencompassing interest promoting social wealth 

maximization.  

Table 1 below summarizes the behavioral incentives of autocratic and democratic 

leaders, according to Olson, under the assumptions of a long or short time-horizon. Olson 

addressed the change in the incentive structure for autocratic leaders, along with the 

scope of their interest, as the length of their time-horizon changes. In terms of the matrix 

shown in Table 1, he addressed the horizontal movement between the top cells. In 

addition, he addressed transitional economies, i.e., economies transitioning from 

autocratic to democratic governance or vice versa. Again in terms of the matrix below, 

Olson analyzed a possible vertical movement. What he did not address, however, is the 

behavioral incentive of democratic politicians to operate with a short time-horizon within 

an institution with a long time-horizon (and thus the reason for the question mark in the 

bottom right cell). Lacking in Olson’s analysis therefore are two elements: 1) the true 

time-horizons under which democracies operate; and 2) analysis of the behavioral 

implications of the horizontal movement between the bottom cells.  

 

Table 1: The Behavioral Incentives in Different Polities 

Type of Polity Time Horizon 
 Long Short 
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Autocratic 
Stationary Bandit 
(encompassing 
interest)  

Roving Bandit 
(narrow interest) 

Democratic 
Stationary Bandit 
(superencompassing 
interest) 

? 

 

Olson’s problem is that his theory imagines a democratic government that is a 

monolithic institution, ruled by only one winning coalition comprised of men who share a 

long time horizon. This implies that the different power players—the party and 

government officials who may enjoy lifetime positions, and the politicians who must 

fight for office every two, four, or six years—all share a common interest. A quick glance 

at American democracy, however, provides a sufficient counter-example. Each elected 

president, senator, congressman, and dogcatcher has a limited time-horizon, narrowing 

their interests. This short-term mentality should sound a warning. Revolving door 

democratic administrations have an incentive to act as roving banditries. They are 

simultaneously vulnerable, and welcoming, to the kind of narrow interests detrimental to 

social prosperity that Olson warned of: special interest groups. 

Any coalition, whether Democratic or Republican, rotating in office every few 

years has an incentive to maximize its extraction within the short period of time it has the 

power. The tendency of lame duck administrations to churn out batches of “midnight 

regulations” on the way out of office is an example of that narrow interest. Such rotating 

administrations only have to take into account the narrow interests of the organized 

factions to which it grants privileges in exchange for votes.  
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It is true that the political structure, the two-party institution and the men who 

maintain that institution, displays some of the characteristics of a stationary bandit. But 

given the particulars of the American system that lead to a two-party equilibrium, and 

given that each party routinely competes against the other for periodic control of 

legislative geography, the true interest encompassing both parties is in preventing 

political competition from displacing them. Following after immediate electoral victory 

and maintaining political duopoly, lay the concern each party has for social wealth 

maximization. Instead of one winning coalition able to put an end to active competition 

for long enough to concentrate on long-term goals with a unified vision, as in perhaps a 

royal family, the parties are locked in an eternal death struggle. They are unable to defeat 

one another decisively because of the voting structure, so defeat can only come in the 

form of usurpation by an upstart third party. Both parties together have an interest in 

maintaining the two-party structure by blocking competition from third parties. An old 

Arabic expression runs, “My brother and I against my cousin; my cousin and I against an 

outsider.” For this reason, candidates for political office show loyalty to their party 

coalitions on some issues, and to their personal electoral coalitions on others, but 

antipathy always to political outsiders. They are stationary bandits when we view them as 

party members but roving bandits when we view them as office holders. In adding 

democracy to his model Olson mistakenly endowed it with autocratic attributes, 

contaminating his analysis.  

In Not Invited to the Party, James Bennett explains the power of the two-party 

structure and the prolonged effort by the Democrats and Republicans (the 
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Demopublicans) to control access to voting ballots to protect themselves from challenges 

by third parties (Bennett 2009). In Bennett’s framework, the coalition is the duopoly of 

the Democratic and the Republican parties, and winning refers to the outcome of their 

battle against third parties. It follows that the size of this winning coalition must in fact 

be minimal; two happens to be the magic number: the optimal number of parties allowed 

on the voting ballot (Ibid.). The encompassing interest in Bennett’s framework is the 

result of the two coalescing parties’ long efforts to control the voting rules and ballot 

access, even at the risk of killing the meaning of the word “democracy.”  

Friedrich von Hayek mourned the death and posthumous abuse of the word 

“democracy”. According to Hayek, the word “democracy” is the victim of the highest 

number of deliberate manipulations and, as a result, the most public confusion. The word 

“democracy” was moved from describing the power of public consent over common 

action, with the implication of limiting the abuse of power, to a word prescribing the 

activities necessary to bend the State to the favor of special interest groups. Hayek 

warned against this misuse of language, and specifically the trading of one definition of 

democracy for another, as “unlimited democracy may well be worse than limited 

governments of a different kind” (Hayek 1981, 137–139). 

Unlike Olson, Bueno de Mesquita and Smith free their analysis from opaque 

labels such as “democracies” and “autocracies” (2003; 2011). They see the essential ratio 

as the defining characteristic of polities. The prosperity that the people in a polity enjoy is 

a mere coincidence of interest which emerged because the ratio is such that a leaders’ 

interest in survival is aligned with people’s interest in living a prosper life. We need to 



36 
 

combine this need for political survival with Olson’s banditries to begin to explain the 

type of behavior we witness in a “democracy,” such as the one in the United States.  

Consider the following matrix describing the advantages and disadvantages of a 

roving versus stationary bandit following the definitions in Olson (2000). I will show that 

political survival in a democratic environment such as that of the United States selects for 

the worst of both worlds: the advantage of the stationary bandit’s long time horizon (an 

interest in wealth maximization) is cancelled by the narrow interest of the roving bandit, 

and the periods of recuperation and liberty between the privations of the roving bandit are 

lost to the permanence of the stationary bandit. 

 

Table 2: The Advantages and Disadvantages of Roving and Stationary Bandits 

(Olson 2000) 

 Roving Bandit Stationary Bandit 

Advantage  Not continuous. Subjects get 
periods of “freedom” which they 
can use to develop their resources 
for protection from future roving 
bandits.  

A long time-horizon and thus 
driven by an encompassing (or 
superencompassing depending on 
polity type) interest to take into 
account the adverse effects of 
their confiscation activities. As a 
result, forgoes maximum 
confiscation in the short run to 
maximize the present discounted 
value of future confiscations, 
which is achieved by setting a 
lower tax rate and increasing 
public goods provision.  

Disadvantage  Myopic and driven by narrow 
interest to maximize confiscation 
and minimize expenditure. A 
periodic swarm of locusts.  

A long time horizon leads to 
institutionalized plunder. Subjects 
never get a period of “freedom.” 
Their feathers are constantly 
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being plucked.  

 

Leaders in the United States provide no exception to the theory provided by 

Bueno de Mesquita and Smith. They are concerned with political survival and are 

obligated to bid for votes by offering a combination of public and private goods. The 

large essential ratio tips the balance of expenditures towards more public than private 

goods. But a public good is a blunt instrument, a clumsy policy tool. The optimal type of 

good for a democratic leader would be a hybrid between a private and a public good. 

More precisely, a private good which can be associated with externalities that reward 

those who are part of the winning coalition, and punish those who are not, all while 

carrying the veneer of public spiritedness with the opacity to render them immune to 

attack. This type of good is not a unicorn; in fact, regulations fit the bill.8  

A certain regulation may act as a private good for those who benefit from its 

effects, (e.g. a new technological requirement which strikes a competitor’s business 

particularly hard),9 while another may act as a public good whose externalities (e.g. 

cleaner air, or more expensive automobiles) can serve as encouragement to join or remain 

                                                
8 Note that a certain regulation may adversely affect a member of the winning coalition while benefitting a 
member of the losing coalition. Still, though regulations are not always the optimal good with which to buy 
votes, they possess many of its characteristics, mainly the combination of a private good with positive and 
negative externalities.   
9 Even though regulations are funded by tax dollars, it is very difficult for any individual, whether he is part 
of the winning coalition or not, to figure out exactly how much of his tax dollars are being allocated to fund 
a particular regulation. This makes economic calculation very difficult, if not impossible, when evaluating 
the value of some political good. This leaves us with only a hypothetical demarcation between those who 
benefit from regulations net their taxes and those hurt on top of their taxes. For more on the characteristics 
of political goods, see Wagner, Richard and Yazigi, Deema. “Competition and Selection in Political 
Economy,” Social Science Research Network, September 30, 2012. 
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2154586 
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with the current winning coalition. On the other hand, those hurt by the regulation, those 

who suffer the negative externalities such as higher prices or diminished opportunity, are 

encouraged to join a coalition promising to work against it. But as long as the harm from 

a regulation does not exceed the opportunity cost of collective action (either lobby 

against the regulation or for an offsetting one), the harmed individuals will not act to 

change the status quo (McCormick and Tollison 1981). Harm in excess of the cost to 

avoid the harm drives victims to defensive action. Therefore, even though regulations 

possess some of the characteristics of an optimal form of coalition payment, they have 

their drawbacks. Of course, taxes and public goods come with obvious price tags unlike 

regulations. However, this is the great advantage of the regulatory transfer mechanism: its 

very nature makes it difficult for all but those directly involved to understand its effects. 

It may in fact impose costs on some who mistakenly believe they are beneficiaries. 

Both wings of the Demopublican party cautiously use regulations to transfer 

wealth to members of their coalitions without overly provoking non-members. What the 

two wings disagree on is the method of transfer; i.e., they compete on their efficiency of 

completing the transfer. Consider the following figure in McCormick and Tollison 

(Ibid.).  
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Figure 1. Market for Wealth Transfers (McCormick and Tollison 1981, 20) 

Figure 1 applies the conventional supply and demand framework to demonstrate 

the dynamics of wealth transfer. While this framework is generally applied to show the 

benefits from voluntary trade, or the waste associated with inhibiting voluntary trade, 

McCormick and Tollison apply to it to coercive transfers.  

There are n individuals in this model, and the number of coalitions, or subsets, is 

2n-1 (because the last member is attempting to free ride). The model includes demanders, 

and suppliers, of wealth transfers. The suppliers in this framework are coerced to transfer 

a dollar of their wealth to the demanders of that transfer. The “payment,” or “price,” that 

the suppliers receive is denominated in opportunity cost, i.e., the dollar amount of 

resources they would have to spend on collective action to block the coercive transfer 

(Ibid.; Buchanan, Rowley, and Tollison 1987). Demanders of wealth transfers all bid, and 



40 
 

are willing to pay up to one dollar, for $1 worth of transfer. Where they differ is in their 

collective action costs to lobby for the transfer. Each coalition’s cost is subtracted from 

$1 and the process is repeated for all coalitions to achieve the demand curve (D).  

McCormick and Tollison separate the costs of collective action—the costs to 

organize, obtain more information, and to overcome the free rider problem—from “the 

cost of the real resources used in [enforcing the transaction]” (Ibid., 19), what they term 

(f). The juice is in the (f). On whom this fee or tax falls does not matter and I will assume, 

as the authors did, that it falls fully on the suppliers and shifts the supply curve down to S 

– f. This implies that the higher the fee, the lower the opportunity cost of collective action 

to the suppliers. Raise the fee high enough and suppliers will coordinate together to throw 

the political broker out of office. The politically desired “market clearing” quantity and 

price occurs at (Q*, P*). A Coalition whose demand price for wealth transfer is below 

P*- f (i.e., has a high cost of collective action) will transfer $1 of its wealth to a coalition 

whose demand price for wealth transfer is greater than P* (i.e., has a low cost of 

collective action). A coalition whose demand price falls between P*- f and P* are 

unaffected by the wealth transfer as the cost to the political broker to collect wealth from 

these groups is greater than it is worth. The shaded area in Figure 3 depicts the resources 

consumed by political brokers to achieve the “market clearing” level of wealth transfers.  

At any given time there is, loosely defined, an equilibrium in the transfer market. 

But coalitions within the democratic government are constantly in flux. Former losers 

gain power, displacing all or part of the coalitions they defeat, while old coalitions 

changing at the margins, created a perennial class of subjects eager to move from net tax-
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payers to net tax-receivers. They have paid the costs of collective action, won the day, 

and now seek the spoils.  

But because the layers of coalitions (myriad local, state, and national seats mean 

that multiple coalition membership is common) and the “froth” associated with marginal 

members constantly switching coalitions, it is almost impossible for a politician to satisfy 

the demand for new transfers, or an end to old, without injuring some other members (or 

potential members) of his coalition. Each party, as a result, attempts to find “unjustified” 

waste in the enforcement process used by its predecessor and competes on minimizing 

the waste, i.e., shaded area on the graph. The only group hurt in this process, then, is that 

group which is on its way out to begin with: the previous enforcers. Naturally neither 

political party desires that the maximum efficient transfer (Q*, P*) be achieved in the 

market voluntarily. Voluntary action would eliminate the opportunity for political rents 

all together. So each accuse their counterpart of rent seeking—which they promise to 

remedy—and take the involuntary transfer of resources as a given.  

Regulations are means to transfer resources. Really, to regulate is to assert a form 

of property right over a resource, or to re-arrange existing property rights, or to create 

rights in previously “un-owned” areas. In order for property rights to serve their purpose, 

they must be secure. So in addition to convincing his supporters that his process of 

transferring wealth will produce more pie with less flour, an aspiring leader must 

convince them that his offer is credible and will be secure against future repeal. Since 

both the producer and the consumer (the politician and the voter) have an interest in 

making the product (the new bundle of rights embodied in the regulation) as valuable as 
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possible, they will shape the institutional structure over time to favor adoption and inhibit 

repeal of new rules.  

While the battles between the factions within the governmental institution (the 

two parties) appear fierce and seem to imply a highly competitive environment, behind 

the sound and fury there is a symbiotic relationship. The incentive is for new leaders to 

leave the regulations of previous administrations untouched and instead layer their own. 

To set a precedent of repeal would foolishly damage the institution and reduce the value 

of its produce.  

As a result we see leaders enacting new rules with both their narrow, and the 

party’s encompassing, interest in mind. They seek to capture power for one term, and 

maintain it for hopefully one more. With victory, candidates can maximize the sale of 

their product (regulations) to their winning coalition, but do not necessarily have to take 

into account the adverse effects of their policies on the productivity and welfare of the 

public beyond their prospective terms. Even in times of crisis, the narrow interests of the 

roving bandits—electoral victory and economic plunder—and the true encompassing 

interest of the stationary bandit—the two parties’ continued monopoly of political 

power—will dominate. Though the spending levels are unsustainable, and the rhetoric 

reflects a desperate need to stop the bleeding, the parties will not be able to pull 

themselves from the trough.  

The combination of the roving bandits within the structure of the stationary bandit 

selects for the worst of both worlds. The permanence of the stationary bandit’s tax and 

control structure removes the only saving grace of living under the regime of roving 
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bandits—that you get periods of respite and freedom to grow and protect your wealth. 

And the long-term coincidence of interests between the subjects and the stationary 

bandit—i.e., social wealth maximization—is never realized due to the shortsightedness of 

the roving bandits, always concerned with the next election.  

2.6: From Genghis Khan to Mr. President: Connecting the dots while looking 

outside the box 

Table 3 applies Olson’s theory to three leaders: Genghis Khan, King Edward I, 

and an idealized American Commander in Chief, Mr. President. Building on the insights 

of Bueno de Mesquita and Smith, I include a column deducing the number and size of the 

winning coalition (the essential ratio) from Olson’s theory. Note that Olson does not 

speak of winning coalitions; however, this column is consistent with his theory. The 

model developed in this paper does not dispute his theory for the first two leaders but 

does challenge the extension of his model to leaders in the American democracy. The last 

row in Table 3 outlines the behavior of members of the Demopublican Party according to 

the model developed in this paper.  

 

Table 3: Leaders, Institutions, and the Subjects 

Leader 
Time 
Horizon Winning Coalitions Type of Olsonian 

Interest 
Alignment of 
Interest 

Inst. Players Number Size 

Genghis Khan  
N/A 

 
Short 

 
One 

 
Small 

 
Narrow 

Between Players 
only 
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King Edward I 
 

Lon
g 

 
Long 

 
One 

 
Small 

 
Encompassing 

(Inst. & Players) 
& Subjects 

Mr. President  
 

Lon
g 

 
N/A 

 
One 

Large, 
almost 
all  

Superencompassing Inst. & Players 
are Subjects 

The 
Demopublican 
Party  

 
Lon
g 

 
Short 

Many 
Competing 

Small 
within 
large 

Narrow 
(politicians); 
Encompassing (of 
and by the 
Demopublican 
Party) 

Inst. & Player 
but 
not with Subjects 

 

Coincidence of interests is the result of the working of the second invisible hand 

and thus is not a product of conscience design. Coordination of interests, on the other 

hand, is the product of conscience design. As Olson explains, a roving bandit, such as 

Genghis Khan, has no interest in institutionalizing his plunder, as his time horizon is very 

short. Driven by his narrow interest, he maximizes his confiscation in the short run. He 

includes only himself and his armed men in the winning coalition and so the essential 

ratio is very small. Since such roving bandits have no interest in becoming stationary they 

have no interest in the People (those who are subject to his 100% tax, and thus the de 

facto subjects). The roving leader and his armed men coordinate their interests, but no 

coincidence of interest occurs with the subject population.  

Monarchs, such as King Edward I,10 control a certain territory and thus have an 

interest in institutionalizing their plunder. The stationary bandit’s long time horizon 

compels them to forgo short-term gains for a long-term stream of profit. The essential 

                                                
10 King Edward I was a Plantagenet monarch who ruled England for 35 years (1272-1307). The Plantagenet 
Dynasty was the longest of all British Dynasties and lasted from 1154 to 1399. As we can see from the long 
ruling period of King Edward I in particular and the Plantagenet Dynasty in general, that this example may 
fit the Olsonian description of a stationary bandit with an encompassing interest.  
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ratio is still small—the King, his family, and his knights. This small group can work 

together knowing that they can hold these positions for life, and they build an institution 

that aims to be around for generations promoting that end. The King’s interests are 

coordinated with those of the institution, strategically aligned, but only coincidently 

aligned with those of the subjects. The subjects do not create or affect the institution and 

thus cannot force alignment of the institution with their interests.  

Olson’s model breaks down empirically when he extends the stationary bandit 

model to democracies. For example, the democratic leader, Mr. President, according to 

Olson, has an interest in setting up an institution with a long time horizon that allows the 

People to maximize their productive capacities given the taxation. Olson does not speak 

of the time horizon of democratic leaders per se as he considers them part of the 

superencompassing majority. In other words, he envisions that permanent members of the 

institution, the politicians, and the winning coalition are all also subjects; that is, subject 

to the taxation regime in place. Therefore, to remain consistent with Olson’s analysis, 

there is only one winning coalition in a democracy, and it comprises a large subset of the 

population.  

The model in this paper sounds a warning against this analysis of democracies, 

specifically the American variety. When the players (Democratic or Republican leaders) 

rotate in office every two to six years, their time horizons are shortened and they act as 

roving bandits. They compete fiercely to capture power, and then to retain it. But neither 

party can eliminate the other completely. Instead they agree to secure themselves against 

competition from any third party. Individually they display a narrow interest, but together 



46 
 

they have an encompassing interest in their cartel. The interests occasionally conflict, but 

bargains will be struck, because ultimately they rely on each other, regardless of the 

condition of the population.  

There are many different winning coalitions, many essential ratios in this 

structure; there are many groups lobbying for many regulations within the same term, and 

their composition changes constantly across election cycles. The long-term interests of 

the politicians from either party are coordinated with the Demopublican Party and 

unfortunately for We The People, no coincidence of interest occurs with them. The 

Demopublican Party would rather amputate the second invisible hand than allow it to 

steal a vote.   

Appendix 

In this appendix, I elaborate on the derivation of the “size principle” as illustrated 

in Riker (1965): “In n-person, zero-sum games, where side-payments are permitted, 

where players are rational, and where they have perfect information, only minimum 

winning coalitions occur” (Ibid., 32). He defined rationality in the game so that it 

maintained a rich meaning, neither tautological nor utterly unrealistic. He assumed actors 

to be boundedly-rational; thus if given the choice between being a member of a winning 

coalition and being a member of a losing coalition, actors always choose the former over 

the latter. Actors are also assumed to possess perfect knowledge regarding their own and 

others’ payoffs and strategies.  

He used von Neumann and Morgenstern’s differentiation between a characteristic 

function and an imputation where a characteristic function is the sum of payments to each 
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possible coalition in the game, and an imputation is the payment to each player. The size 

principle can then be proven, as Riker argues, by imposing increasing limitations on the 

characteristic function, the imputation, or both, until one coalition is left. That coalition 

which remains should be the minimally sized winning coalition. Theorists had failed to 

prove the size principle because they were obsessed with constraining the imputation and 

missed the potential of simply constraining the characteristic function. Riker aimed to fill 

this intellectual void by concentrating on the limits imposed on payments to groups—

characteristic functions—and ignoring the limits imposed on payments to individuals11—

the imputations. In order to arrive at the minimax conclusion, Riker broke the 

characteristic function into three regions: downward sloping, horizontal, and upward 

sloping (Figure 2).  

 

 
                                                
11 Riker’s attempt to extend the conclusion of the minimax theorem (originally a two-player game) to an n-
person game by using sociological, rather than economic, tools hurt the rigor of his proof.  
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Figure 2. Conclusion of the minimax theorem (Riker, 1965, 43) 

 

Figure 2 above is an example of the change in total payments to a winning 

coalition—the value of winning coalition—as a function of how many members compose 

it, where m denotes the minimum size of the winning coalition, and k the size of the 

winning coalition at which its value is maximized. Assuming that ejecting members is 

costless, when the characteristic function exhibits a downward sloping pattern—e.g. the 

region of the curve when the size is greater than k—it pays for members of the winning 

coalition to eject other members until the value of the winning coalition increases to the 

nearest peak. If the characteristic function is everywhere negative, then only a minimum 

coalition maximizes the value of victory. The obvious case, when the characteristic 

function has a constant slope throughout, leads to the same conclusion: ejecting members 

until m is reached is optimal since the largest value can be attained by dividing the 

constant amount by the smallest number of members.  

The paradoxical case occurs when the characteristic function exhibits an upward 

sloping trend where the maximum value of the coalition occurs at a value other than m, 

e.g., k in Figure 2. It is obvious that if what matters is maximizing the value to the entire 

group, then k is the optimal group size; as long as the group size is close to k the coalition 

will expand to reach it. Riker cannot rigorously refute this result but he is satisfied with 

saying that this result implies one of two unrealistic and inconceivable cases: “(a) a 

smaller majority which is required under the rules but which is never arrived at in play 
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and (b) a larger majority which is not mentioned in the rules but is invariably arrived at in 

the play” (Ibid, 45).12 

  

                                                
12 This paradox is a direct result of Riker’s decision to concentrate on the payoff to the entire group rather 
than to individuals. Riker does not consider the ratio of the value of the coalition to the number of 
members, i.e., the increase in payoff per member as another member is ejected from the winning coalition.   
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CHAPTER 3 

The Pursuit of Revenue: Constructivist and Ecological Rationality 

3.1: Introduction 

The Logic of Political Survival (2003) and the Dictator’s Handbook (2011) 

acknowledge that an individual interested in the pursuit of power must find a guaranteed 

source of revenue both for his discretionary spending and to use in buying his winning 

coalition’s loyalty. This is how he gets and keeps power. The selectorate theory, 

however, does not explore what methods best satisfy that need for revenue. The leader 

must decide: which is the fattest goose to pluck?  

A discussion of rationality is necessary to answer this question. Building on the 

work of the evolutionary psychologist, Gerd Gigerenzer, I differentiate between two 

concepts of rationality: constructivist and ecological (Gigerenzer and Gaissmaier 2011; 

Gigerenzer and Brighton 2009; Gigerenzer 2010; Gigerenzer and Todd 1999; V. L. Smith 

2009). Constructivist rationality is uni-directional rationality that maps individual means 

to their ends; it is the concept most widely applied in economics. Ecological rationality 

appends the previous concept of rationality to include feedback from the environment in 

which action takes place. Natural resources and other environmental limitations impose 

constraints on economic agents in their purposeful pursuit of happiness. Outcomes may 
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not be economically efficient in the narrow sense of the term but instead will be 

ecologically rational.   

In order to construct the logical and ecological foundation for the Bootleggers and 

Baptists, I demarcate human tendencies into two sets: positive and negative similar to 

Pareto’s observation of productive activities: “[t]he efforts of men are utilized in two 

different ways: they are directed to the production or transformation of economic goods, 

or else to the appropriation of goods produced by others” (Hirshleifer 2001, 1).  

What I call the positive tendencies are by their nature profitable to all parties involved. 

They relieve uneasiness and they persist because they are positive sum games. Negative 

tendencies create a negative sum game, and yet they persist as well. How can a negative 

sum game persist in nature under the terms of survival of the fittest? Because negative 

tendencies do not exist in isolation, they occupy the same playing field as the positive 

tendencies. They live off of the surplus; they obstruct the flow of positive tendencies as 

the waterwheel obstructs the flow of the stream, harnessing its energy but allowing it to 

continue.  

While negative tendencies do not enter into the common calculation of economic 

efficiency, they are sometimes able to persist in certain environments, given certain ends, 

owing to their ecological rationality. Institutions are equivalent to environments: they set 

the rules of the game and thus determine which heuristics are ecologically rational and 

which are not. For this reason, certain negative tendencies are more widely used under 

certain institutional structures than others.  
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The dark side of force, as Jack Hirshleifer emphasizes, is just as real as the bright 

side of the force: “[h]uman history is a record of the tension between the way of Niccolo 

Machiavelli and what might be called the way of Ronald Coase. According to Coase’s 

Theorem, people will never pass up an opportunity to cooperate by means of mutually 

advantageous exchange. What might be called Machiavelli’s Theorem says that no one 

will ever pass up an opportunity to gain a one-sided advantage by exploiting another 

party” (Hirshleifer 2001, 10). In fact, the dark side, analogous to the negative tendencies, 

would not exist had it not been for the light, the positive tendencies. What differs among 

institutions, however, is the extent to which it is profitable to deal on the dark side, and 

thus how much of the goose gets plucked. Institutions alter the ecological rationality of 

heuristics. While no institutional structure will eliminate evil men, they create rules 

where the most evil men can do the least harm. 

3.2: Rationality across the social sciences  

Man is as much a rule-following animal as a purpose-seeking one. And he is 

successful not because he knows why he ought to observe the rules which he does 

observe, or is even capable of stating all these rules in words, but because his thinking 

and acting are governed by rules which have by a process of selection been evolved in the 

society in which he lives, and which are thus the product of the experience of 

generations. (Hayek 1992, 11) 

The man in nature is not a human calculator. Under the constant pressure of 

scarcity, both of time and of information, he must use quick and simple rules of thumb to 

make his decisions. His decisions must be contextual, his plans adaptable. In fact the 
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labyrinth of his behaviors led the social sciences to reduce him to the more manageable 

and predictable form of homo economicus, and when necessary homo politicus. 

Unfortunately this transformation, while useful, regularly misleads the unwary scientist to 

unrealistic theories seemingly immune to real world observation, and populated by a cast 

of characters whose theorized behavior serves mainly to prove that homo sapiens is 

irrational. When observed in the wild, or brought to the lab, he seemed to play by his own 

rules.  

So is homo sapiens too irrational for the theories, or too rational for the theorists? 

A famous satire serves to illustrate this question:  

Two graduate students overtook Professor Paul Samuelson as he walked. 
“There’s a beggar at the corner,” they told him, “who, when offered the 
choice between fifty cents and a dollar, always takes the fifty cents.” 
Samuelson replied, “He’s irrational.” 
 
Samuelson decided to see for himself. “In my left hand, I have fifty cents; 
in my right, one dollar; you may have whichever one you prefer,” 
Samuelson said to the beggar. “I’ll take the fifty cents,” the man answered 
without hesitation. 
 
After giving him the two quarters, Samuelson asked, “Don’t you 
understand that a dollar is worth twice as much as fifty cents?” “Of course 
I do.” “Then why did you take the fifty cents?” “Had I taken the dollar,” 
the beggar replied, “economists wouldn’t troop down here every day to 
offer me the choice.” (Sagoff 2004, 57) 

 
The ghosts of “homo economicus,” “homo politicus” and “The Reasonable Man” have 

hovered ceaselessly above homo sapiens as a reminder of his countless failures. A new 

line of research, however, aims to crown him, as homo heuristicus, king of his jungle 

(Taleb 2012; Gigerenzer and Gaissmaier 2011; Gigerenzer and Brighton 2009; 

Gigerenzer 2010; Gigerenzer and Todd 1999). Unlike his predecessors, homo heuristicus 
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is unable to maximize, or perform complicated trajectory equations, instantaneously; and 

yet he is able to gracefully snag a fly ball in the outfield. He cannot perform the 

complicated, but he can perform well under complexity (Taleb 2012). For example, 

baseball players, just like nature’s many predators, are capable of catching a baseball 

high in the air by using a very simple heuristic called the “gaze heuristic” (Gigerenzer 

and Brighton 2009, 108). By locking their eyes on the ball—i.e., keeping the gaze angle 

constant—and adjusting their speed accordingly, they are capable of ending up where the 

ball would land without the aid of projectile motion equations to calculate the exact 

location of the ball (Ibid.).13 

Rationality in standard economic theory means that man constructs a purposeful 

plan and uses the best means available given his knowledge at that time to arrive at his 

goals (Dawkins 1989, 96). Using economic language, we say that a rational individual is 

one who maximizes his utility subject to constraints, where utility is seen as a ranking of 

a set of preferences in order of importance, given his constraints (1945).  

                                                
13 When observing the behavior of baseball players, Richard Dawkins noted that the player “behaves as if 
he had solved a set of differential equations in predicting the trajectory of the ball” (emphasis added) 
(Dawkins 1989, 96). Similarly, Milton Friedman argues that a professional billiard player make their shots 
“as if he knew the complicated mathematical formulas that would give the optimum direction of travel” 
(emphasis in original) (Friedman 1953, 13). Friedman also applied the same logic to profit-seeking firms 
facing the complex market environment. While Dawkins used the “as if” formulation because he did not 
possess a proof of whether such complicated equations do in fact take place in the human brain (Gigerenzer 
and Brighton 2009), Friedman applied it to justify using certain unrealistic assumptions, such as 
omnipotence and omniscience, as long as the conclusion drawn holds true (Friedman 1953). Heuristic 
theorizing does not resort to using the “as if” formulation and considers it to be an inaccurate behavioral 
explanation. According to this recent branch of evolutionary psychology, heuristics are what the human 
brain resorts to using when facing constraints and these heuristics can even outperform complicated multi-
variable regressions depending on the environment in which they are applied (Gigerenzer and Gaissmaier 
2011; Gigerenzer and Brighton 2009; Gigerenzer 2010; Gigerenzer and Todd 1999; Taleb 2012; Taleb 
2011).  
.  
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It is vital to note that the forgoing definition of rationality (indeed of any other 

definition in economics) loses its meaning entirely if separated from the passage of time. 

In other words, economists do not enjoy “constants” as mathematicians and physicists do. 

And unlike the study of inanimate objects, which is the focus of classical physics, living 

purposeful human beings are the economist’s object of analysis, and human beings are 

constantly changing with the passage of time. Therefore it is important to recognize that 

homo heuristicus, the ultimate variable, is an “organic” and not a “synthetic” variable 

(Taleb 2012, 55). He updates his knowledge and coordinates his behavior over time. An 

observer, holding the preferences of the organic man constant, can deem him to be 

irrational precisely because the analysis was conducted ignorant of the meaning and 

influence of time on preference ranking and decision making.  

Unlike the pieces on the chessboard homo heuristicus has a will of his own, 

making him the father of unintended consequences. Adam Smith recognized this feature 

of the acting man over two centuries ago in his discussion of the “man of system” who 

imposes his will on others and imagines that these attempts will proceed undisturbed: 

The man of system, on the contrary, is apt to be very wise in his own conceit; and is often 

so enamoured with the supposed beauty of his own ideal plan of government, that he 

cannot suffer the smallest deviation from any part of it. He goes on to establish it 

completely and in all its parts, without any regard either to the great interests, or to the 

strong prejudices which may oppose it. He seems to imagine that he can arrange the 

different members of a great society with as much ease as the hand arranges the different 

pieces upon a chess-board. He does not consider that the pieces upon the chess-board 
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have no other principle of motion besides that which the hand impresses upon them; but 

that, in the great “chessboard” of human society, every single piece has a principle of 

motion of its own, altogether different from that which the legislature might choose to 

impress upon it. If those two principles coincide and act in the same direction, the game 

of human society will go on easily and harmoniously, and is very likely to be happy and 

successful. If they are opposite or different, the game will go on miserably, and the 

society must be at all times in the highest degree of disorder. ([1970] A. Smith 1982, 

233–4) 

Divine rationality, aka demon rationality, which attributes divine features to 

decision-making human beings, assumes that they make their decisions unconstrained by 

time and/or knowledge and thus can perform extremely complex calculations to optimize 

their utility functions (Gigerenzer and Todd 1999). It is an assumption used in a majority 

of economic models. However, as Jack Hirshleifer would say: “[O]ne walk of life stands 

out as an embarrassing exception” (Hirshleifer 1993, 1). This left the science of 

economics vulnerable to attacks by other social sciences that found it completely 

disconnected with reality and thus inappropriate for modeling all but the most basic 

behavior (Gigerenzer and Todd 1999). 

Our own experience with decision making and our own observation of other 

acting men brings us back to the reality of scarcity: the constraints of time and 

knowledge. This reality, the need for constructing flexible and adaptive plans, is at the 

heart of economics. No power can remove all scarcity. Even if we can perceive of a 

world where all imaginable goods are abundant, time remains scarce. Humans hate 
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scarcity because it is the eternal reminder of their limitation, though they also love 

scarcity because it gives value to what they possess (Hayek 2001).  

The rationality of action may not be evaluated independently from its 

environment. It is due to scarcity that humans must behave rationally. Scarcity dictates 

the rules of the game in the environment of action, and these rules differ across 

environments, requiring action to be adapted. Every human choice is living proof of 

scarcity and thus every human choice is constructed under its terms. While scarcity is 

ubiquitous, its specific terms are unique and they depend on the environment. Therefore, 

when economists assert that a certain action or a certain situation increases the 

individual’s utility, they mean that the individual is now better fit to deal with the 

conditions of scarcity and thus is less constrained.  

The law of demand is but one example of a permanent tendency caused by 

scarcity. Gary Becker demonstrated, for instance, that the law of demand must hold 

independent of the divine rationality of its actors (Becker 1976). If actors are divinely 

rational, the law of demand yet holds since they are aiming at maximizing their utility 

and thus constantly have the optimal response to changes in scarcity conditions. 

However, when actors are not divinely rational and thus have a tendency to either repeat 

past—inept—behavior patterns, or display a random—impulsive—behavior, then the law 

of demand must still apply to these actors as well because they cannot escape their budget 

constraints (Ibid.).   

Any form of behavior that does not comply with the pressures of scarcity—

manifested in the law of demand—is simply unsustainable on its own in the long run. At 



58 
 

a certain instant, it may be shown that the “irrational” actor did not obey the law of 

demand where a “rational” person would have acted differently; however, this does not 

refute the law of demand. It only proves that the actor has “unusual,” inept or impulsive, 

behavior, or that his true motivation was not captured in one of the variables.  

 
3.3: Constructivist and ecological rationality 

I will use the Hayekian term “constructivist rationality” (Hayek 1978) to 

describe the following idea: a plan is constructively rational if it is the result of a 

purposeful human design.14 Using certain means to achieve given ends is constructively 

rational regardless of the opinion of an outside observer. The observer does not know the 

subjective preferences of the actor, nor does the observer have the actor’s information.  

An observer may correctly note that an individual could have used better means to 

achieve his goal. That observer might be a helpful friend, or perhaps an economist acting, 

as Lionel Robbins suggested, as the middleman who evaluates the consistency of means 

with given ends (Robbins 1945). Given the stated goals, the economists can evaluate 

whether the means used will attain the desired goal and if so, whether those means are the 

least costly, “the best,” in the achievement of goals. In other words, the economist can 

help individuals become less constrained in their choices by either identifying a superior 

                                                
14 Hayek condemned the constructivist mentality of planners, those who confuse institutions with orders 
and thus are under the illusion that orders, like institutions, can be constructed. They cannot; orders as the 
product of human action but not of human design. Institutions, on the other hand, are the product of human 
action and design and thus are initially constructed. Once they are constructed, they may evolve and 
change, as they affect and are affected by subsequent actions. Hayek does not condemn constructing plans 
and purposeful human action but instead condemns the application of deductive logic to the construction of 
an order: the economy (Hayek 1978).  
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or a novel method, or by identifying the obstacles that must be removed in order for 

individuals to achieve their goals.  

In cases wherein the means used are discovered to be inconsistent with the stated 

ends, and yet they are consistently employed, the economist may question the credibility 

of the statements—the truth-value of the given rhetoric. This is especially important 

when the individuals acting are, or have access to, those who can play over the rules. In 

such cases the economist can shed light on a consistent inconsistency, and perhaps this 

exposure can bring about an institutional change.  

A second concept of rationality is “ecological rationality,” given the name by a 

group of social and natural scientists in a joint group research project (Gigerenzer and 

Todd 1999). This concept of ecological rationality is grounded in uncertainty and thus 

exists precisely due to the scarcity of time and knowledge in decision-making. In other 

words, human beings are not capable of evaluating their expected benefit or utility from a 

decision by discovering and calculating the probability of every possible benefit and cost. 

Even if human beings possessed all the knowledge relevant to their decision, their limited 

time makes it impossible for them to perform such lengthy intricate calculations 

whenever making a decision. Therefore, to cope with these real constraints, humans have 

developed trial and error mechanisms, or heuristics (Ibid.). In turn, certain heuristics are 

selected over others through the process and consequences of time and the ecology. In 

other words, it is not sufficient for a plan to be only constructively rational; it must also 

fit with the environment within which it is executed.  
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The environment, therefore, sends two types of signals in response to a heuristic: 

a positive signal is analogous to an increase in utility. It encourages the individual to 

reuse that particular heuristic in similar future situations. The opposite is true for a 

negative signal. The important thing to note about ecological rationality is that no 

heuristic can be said to be ecologically rational; in fact, that would not be a complete 

sentence. We can say, however, that “a heuristic is ecologically rational to the degree that 

it is adapted to the structure of the environment” (Gigerenzer and Todd 1999, 13).  

Ecological rationality is a relative term; it depends on the environment of action 

and the goals and abilities of the actor. “The study of ecological rationality fleshes out 

Simon’s scissors analogy: ‘Human rational behavior (and the rational behavior of all 

physical symbol systems) is shaped by scissors whose two blades are the structure of task 

environments and the computational capabilities of the actor’ (Simon 1990, p. 7). If one 

looks at only one blade—cognition—one cannot understand why and when it succeeds or 

fails” (Gigerenzer and Gaissmaier 2011, 457). 

The use of strategic mechanisms that deal with scarcity will be rewarded, 

especially as the scarcity of time and knowledge of the environment increases. 

Gigerenzer et al. call these former types of strategic mechanisms “fast and frugal” 

heuristics, where the “fast” is because they involve simple calculations, and the “frugal” 

is because they require only the relevant subset of all available knowledge (Gigerenzer 

and Todd 1999, 4). Attempting to maximize one’s utility by performing extremely 

complicated operations is not optimal in such settings, and would aggravate scarcity 

conditions.  
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For instance, a profit-seeking firm can construct several production plans for a 

new product. These plans are constructively rational. They are the result of the firm’s 

purposeful action to collect profit. The question of which of these constructivist plans 

will survive the market test is an ecological question (V. L. Smith 2009). Profit is the 

signal that the market provides for selecting for the least wasteful production plan; this is 

just another way of saying that consumers value the new product more than the resources 

used in its production and thus scarcity conditions are improved. On the other hand, if 

consumers do not demand the new product, then the firm’s constructively rational plan is 

not ecologically rational and thus the firm must construct a new plan, use a new heuristic, 

in its aim for profit.  

Henry Ford announced one day that he was offering a new wage of five dollars a 

day to all interested employees, about double the standard wage at that time. Observers 

questioned Ford’s rationality. What they failed to recognize was that Ford was 

experiencing high rates of labor turnover, and the resulting decrease in productivity, due 

to the intensity of the job. He was experimenting with a new, unconventional heuristic.  

Ford had learned through trial and error to talk to the wallet. He offered interested 

workers double the prevailing market wages – commonly referred to as “efficiency 

wages” – in order to induce labor productivity (Snowdon and Vane 2005). Workers 

responded positively to the increased wage and thus promoted a more efficient 

production process. Ford’s constructively rational plan was later revealed to be very 

ecologically rational. More importantly, other firms adopted, and still use, Ford’s 

successful heuristic as a way for increasing labor productivity under certain conditions.  



62 
 

3.4: Ecological rationality, economic efficiency, and sustainability 

It is necessary to speak of a concept of ecological rationality because no man is an 

island. All positive and negative signals received in response to a heuristic spread across 

the environment—sometimes across the world. Successful heuristics are good role 

models. Failures are good role models, too; they show what to avoid.15  

The selection of heuristics in an environment is not random. Ecological rationality 

selects the least wasteful means – heuristics – to achieve certain goals. “Wasteful,” is a 

relative term. One man’s waste is another man’s treasure. It is crucial to note that 

ecological rationality does not necessarily select for the most efficient ends, but only for 

the most efficient means given the ends of the actors. This point separates the concept of 

ecological rationality from concepts of economic efficiency which take ends as given by 

(or imposes them on) the actors. In other words, ecological rationality is a review process 

of means and not ends, and thus the survivability of a plan and its efficiency are not 

interchangeable concepts. Some thinkers may fall into this trap because they fail to 

recognize that some ends are stated and some are hidden. Many seemingly inefficient 

systems survive due to their compatibility with their hidden ends, only to later fail due to 

their incompatibly with their stated ends.  

Communism, Socialism, and Fascism are complex systems of heuristics used as 

means to various ends advertised and unadvertised, seen and unseen. The advertised 

goals of those organizing these systems include egalitarianism, economic stability, 

                                                
15 Different environments may send different signals to the same heuristics. For this reason among others, 
attempts to replicate successful “plans” from the developed world in developing countries, and from 
Western cultures to others, have led to failure. 
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efficiency, and justice; among their unadvertised ends, however, may be political power 

and economic control and extraction. Anyone observing these systems in action, and 

assuming the former, would be excused for finding them interminably “economically” 

inefficient. If, on the other hand, you were to open even the ends of the actors to analysis, 

the systems become ecologically rational. They may be unsustainable given the stated 

ends, yet ecologically rational for the hidden ends of organizers. The effort to achieve the 

goals of political power and economic control is undermined by a system of well-defined 

private property rights, while systems of communal rights provide fertile soil. Given 

these goals the communitarian state is superior to the capitalistic state and thus the 

ecologically rational choice; however, the incompatibility of the stated and unstated ends 

ultimately leads to the downfall of such systems.  

Recall that the heuristics that are recognized to be ecologically rational tend to be 

those that are best fit to deal with the scarcity of resources, time, and knowledge, i.e., 

“fast and frugal” heuristics that are the least wasteful and thus economize on opportunity 

cost (Gigerenzer and Todd 1999). Therefore it was predicted that constructivist systems 

such as communism and socialism would be out-competed by a decentralized system 

such as capitalism because the knowledge needed to sustain the existence of the former 

far exceeded that of the latter. In other words, these planned systems required an 

unrealistic amount of calculation and an impractical length of time to properly execute 

them.  

In his debate with the socialists, Ludwig Von Mises demonstrated that socialistic 

planning constituted a failure as a doctrine, not only in practice, due to the unfeasibility 
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of the calculations necessary for their proposed system ([1949] Mises 2009). In other 

words, Mises showed that the system is not ecologically rational given the stated ends – 

prosperity, egalitarianism, and justice – and thus is subject to an inevitable collapse 

however implemented. The use of force can be ancillary to the system. In other words, 

forcible reallocation and distribution of resources can mask and postpone the pressing 

reality of scarcity (of resources, knowledge, and time) up to a future date. Soon its 

avoidance is no longer feasible. For this reason the use of force becomes ecologically 

rational from the point of view of planners who have hidden goals of their own.  

Some Public Choice and Austrian economists have argued that the reason why 

systems of social planning fail is because they aim to change the fundamental nature of 

human beings as related to self-interest and the ownership of private property, which 

have been ecologically rational given humans’ individual goals. What these economists 

demonstrated is that such planned systems will not survive the ecological test precisely 

because their planners committed the fatal logical error of confusing necessary with 

sufficient conditions (V. L. Smith 2009). Constructively rational plans, or heuristics, are a 

necessary condition for ecological rationality; however, they are not sufficient for 

ecological rationality. Thus only by a miracle of chance can ecological rationality be 

designed using a single constructivist plan; instead the environment selects from a set of 

competing, constructively rational plans. The full set of constructivist plans is selected 

from the ecology, but the DNA of the entire ecology is not contained within any single 

constructivist plan. Attempts to design an environment in which certain constructivist 
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plans will be ecologically rational are subject to an inevitable shortcoming, and for this 

reason ancillary force is sometimes introduced in hope to prolong their existence.  

Even a heuristic that is ecologically rational given its true ends today may be 

rendered ecologically irrational in some years due to changes in knowledge and scarcity 

conditions, i.e., changes in the environment. For instance, man has made ceaseless 

attempts to improve the efficiency of trade. To this end, a sound medium of exchange has 

been a historical goal of all cultures. Many different mechanisms have been developed to 

achieve it. For centuries the use of gold as a medium of exchange, for example, has 

survived the fitness test of the voluntary market for money. Thus the use of gold 

remained ecologically rational given the traders’ goal of a robust medium of exchange 

and a sound monetary system, isolated from “political efforts at manipulation” (Buchanan 

2009, 155). 

Gold money, however, was unable to survive in the ecology of the political 

market, a market in which actors are constantly searching for different ways to escape 

financial constraints. The use of gold, a finite resource that requires effort commensurate 

with its purchasing power, constrains certain actors whose political ends are not fit for the 

ecology. To change the environment of action, therefore, gold was gradually, 

surreptitiously and by force, replaced by fiat money. Fiat money, and the ancillary force 

that must attend it (in the form of legal tender laws), gives authorities the ability to 

extract wealth hidden from view in the form of inflation. The only catch was that the 

entire economic and social ecology had to be changed in order to support it.  
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But this does not mean that, even in the absence of fiat money and legal tender 

laws, gold will remain the ecologically rational choice for sound money given all 

potential changes in environmental conditions. Suppose that gold had remained the 

official medium of exchange in the voluntary market; and further suppose that one day a 

massive supply of gold were discovered, and could be mined at a relatively low cost – i.e. 

there has been a change in the resource conditions.  In such a changed environment, gold 

would likely no longer be the ecologically rational medium of exchange. On the other 

hand, if humans were to discover the secret of the philosopher’s stone, then platinum, for 

example, might make a better medium of exchange due to a change in the knowledge 

conditions.  

A heuristic that has been selected as ecologically rational for millennia is the price 

system. Using the price system has been the best way to coordinate bits of information 

regarding relative scarcities of goods and different subjective valuations dispersed among 

many buyers and sellers in the market environment; essentially, as a mechanism for 

economizing on information dispersion (Hayek 1945). Though the forces of supply and 

demand in the market set prices, and though these markets are made up of constructively 

rational individuals, as Hayek describes, such an ecologically rational heuristic cannot be 

designed with a single constructivist plan: 

 I am 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, this mechanism would 
have been acclaimed as one of the greatest triumphs of the human mind. 
Its misfortune is the double one that it is not the product of human design 
and that the people guided by it usually do not know why they are made to 
do what they do. But those who clamor for "conscious direction"—and 
who cannot believe that anything which has evolved without design (and 
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even without our understanding it) should solve problems which we 
should not be able to solve consciously—should remember this: The 
problem is precisely how to extend the span of our utilization of resources 
beyond the span of the control of any one mind; and therefore, how to 
dispense with the need of conscious control, and how to provide 
inducements which will make the individuals do the desirable things 
without anyone having to tell them what to do. 16 (Ibid., 527) 
 

3.5: The Light and Dark Side of the Force  

This section will distinguish between the two opposing subsets of heuristics that 

can be selected to be ecologically rational: the positive and the negative tendencies. 

Ecological rationality is that force that guides individual tendencies to best utilize 

resources in the face of scarcity given these individuals’ true ends and the environment in 

which actions occurs. For instance, gravity, the force that we least understand, is the 

physical force that tends objects in its direction. Ecological rationality guides tendencies 

to economize on their scarce resources; however, given the two opposing types of 

tendencies, the economizing activities do not serve a common goal – what economists 

label as efficiency. While positive tendencies may promote economic efficiency through 

Adam Smith’s invisible hand, negative tendencies promote their own efficiency through 

Machiavelli’s Theorem. The recognition of the seen and the unseen, the stated and hidden 

goals, is crucial in making peace with the separation of ecological rationality and 

economic efficiency and in recognizing the different forms of efficiency. The dark forces 
                                                
16 The quote also demonstrates the reason why Hayek condemned the constructivist rationality of planners, 
as they tend to commit the fatal logical mistake of confusing necessary with sufficient conditions. More 
precisely, Hayek says that “if” the price system is “the result of human design … [then] this mechanism 
would have been acclaimed as one of the greatest triumphs of the human mind.” The logical fatal mistake 
results when planners mark the “triumph of the human mind” as a desirable goal and view the conscious 
design of the price system as the way to achieve that goal. 
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are as ecologically rational as their opposites when analyzed from both a public choice 

and a microeconomic perspective.  

In his book The Dark Side of the Force, Jack Hirshleifer brings to the reader’s 

attention the existence and eternal struggle of two natural forces: cooperation and 

defection (Hirshleifer 1993). In the Coasian framework, holding transaction costs 

constant, two individuals will not forgo a chance to cooperate voluntarily with each other 

if they are both, ex ante, made better off by that exchange. Hirshleifer, on the other hand, 

adds that an individual will also not forgo a chance to gain a one-sided advantage of 

another if he foresees himself better off defecting – what he refers to as the Machiavelli 

Theorem (Ibid.). Moreover, Hirshleifer argues that cooperation in many instances “occurs 

in the shadow of conflict” (Ibid., 6); it is the recognition of threat and negative 

ramifications that drive individuals to appreciate the value from exchange.  

As Hirshleifer describes the dynamics of each “way” – of Coase and Machiavelli: 

Niccolo Machiavelli saw matters more clearly:  

It is not gold, but good soldiers that insure success… for it is impossible 
that good soldiers should not be able to procure gold. 
  

This is Machiavelli’s version of the golden rule: he who gets to rule, will get the gold.  

Human history is a record of the tension between the way of Niccolo Machiavelli 

and what might be called the way of Ronald Coase. According to Coase’s Theorem, 

people will never pass up an opportunity to cooperate by means of mutually 

advantageous exchange. What might be called Machiavelli’s Theorem says that no-one 

will ever pass up an opportunity to gain a one-sided advantage by exploiting another 
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party. Machiavelli’s Theorem standing alone is only a partial truth, but so is Coase’s 

Theorem standing alone. (Hirshleifer 1993, 4–5) 

I will be labeling these two natural forces – cooperation and defection – as 

“natural tendencies.” Also, activities involving cooperation are generally a positive sum 

game; as long as trade is voluntary, both parties expect ex-ante to be better off; mistaken 

trades will just not reoccur. On the other hand, defection is generally a behavioral part of 

a zero sum game in the short run, and a negative sum game in the long run. The benefits 

of one party are cancelled out by the losses of another in the short run as the defector 

extracts his gains from another individual, and as parties protect themselves from future 

extractions, productive resources are reallocated to forms of protection and detection. As 

a result, I will call cooperative activities “positive tendencies” and defective activities 

“negative tendencies.” Positive tendencies require a partner; negative tendencies require 

a host. 

As mentioned, both positive and negative tendencies are natural forces, i.e. they 

are part of the genetic structure of human beings. Some individuals exhibit more positive 

than negative tendencies and vice versa. However, even though these are tendencies, they 

may be used over time as heuristics depending on the type of environment in which they 

are employed. For instance, if the environment is one in which every human owns 

property, and property rights are clearly defined and protected by law, then voluntary 

trade and cooperation – positive tendencies – will be accented over theft and 

expropriation – negative tendencies. I use the word “accented” because certain tendencies 

will be more ecologically rational than others. However, negative tendencies will persist, 
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they will just be more costly and thus the relevant heuristics less frequently employed. 

Over time, though, if the private property regime mentioned earlier is maintained and 

enforced, the reoccurring negative feedback received in response to negative tendencies 

may reduce their use in favor of positive tendencies. 

On the other hand, if the regime is one in which private property rights are not 

clearly defined and protected – as is the situation in communist, socialist, and fascist 

countries – then theft and expropriation become generally more ecologically rational 

relative to cooperation and voluntary exchange. Again, this is not to say that individuals 

will no longer cooperate and voluntarily trade with each other, but that they are 

disinclined, as they are no longer receiving as sure a reward. After all, theft and 

expropriation are another way of making profits, and when the penalty is not internalized 

into one’s calculations, they may lead to a higher payoff compared to that of cooperation. 

This can occur when the costs of an action are dispersed while the benefits are 

concentrated. This can be used to explain the evolution of the two natural forces and their 

relative ratios in different countries and in different times depending on the type of 

environment in which they exist.  

It is necessary to recall, however, that the environment does not select heuristics 

randomly; instead it selects for those that are “fast and frugal” in order to economize on 

opportunity costs given one’s own goals (Gigerenzer and Todd 1999, 4). For this reason 

bribery is predominantly used in countries where the political system is highly corrupt.17 

                                                
17 A highly corrupt political system is one where private property rights are vague and their enforcement 
depends more on the political calculus of costs and benefits rather than an objective measure of 
constitutional rights. Therefore, bribery becomes the method by which this political costs and benefits 
calculus can be adjusted in order to promote one’s end.  
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People use bribery when impeded by bureaucratic rules to circumvent onerous 

regulations or to gain approval to exercise a property right in the first place. When these 

people migrate to a different country where bureaucratic corruption is harshly penalized 

and transaction costs are much lower, they tend to greatly reduce or cease their use of the 

bribery heuristic to achieve the same goals.  

Some examples of positive tendencies, all related to private property rights, 

engaging in free trade, charging interest rates, honoring contracts, and using a sound 

medium of exchange. For instance, interest rates are the manifestation of time preference, 

which people experience due to the Law of Demand, which is a consequence of scarcity. 

Thus, those who want to consume right now -- those who have a high time preference 

rate – will offer those who are inclined to postpone their consumption to the future – a 

lower time preference rate – a reward called interest. It is the mechanism which best 

aligns consumptive and investment plans voluntarily in the face of scarcity. In addition, a 

fluctuation in the interest rate – the price on a loan – is the best indicator we have so far 

of the changes in the scarcity conditions of loans and borrowers subjective valuations. 

The investors are willing to pay some premium to consume now and the savers are 

willing to accept some premium to consume in the future in a way that they are both 

better off with rather than without the interest rate. The same positive sum game analysis 

can be applied to free trade and ownership of private property rights.  

3.6: The Stream and the Waterwheel  

The tendency of people to engage in certain predictable transactions creates a 

potential profit opportunity for those who are willing to take advantage of that fact. 
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Establishing a bureaucracy that obstructs these types of persistent behaviors constitutes a 

guaranteed source of revenue – through briberies and other means – and thus a hidden 

form of taxation in much the same way as a waterwheel obstruct the stream without 

intending to stop it, but instead to draw from its energy. 

Positive tendencies are very important due to their ecological success for 

prolonged periods of time over other types of heuristics. For instance, the interest rate has 

remained to be the best heuristic that aligns different time preference rates among 

countless of savers and borrowers. These successful positive tendencies have been 

analogous to self-interest; plans cannot be constructed to change or eliminate them unless 

the constructivist plan is a better offer, i.e., it is more ecologically rational given the goals 

of those who have been using these positive tendencies. So far constructivist plans aiming 

to abolish private property rights (e.g. communism), restrict free trade (e.g. socialism, 

interventionism, or fascism), or eliminate the interest rate (e.g. usury laws), have failed 

throughout history to provide superior alternatives to these positive tendencies. However, 

the negative tendencies, which attempt to obstruct the successful positive tendencies (e.g. 

communism, socialism, interventionism, fascism, and usury laws), did not fail to achieve 

political goals and thus have been ecologically rational in the political environment. 

Given certain political goals of extracting rents and increasing fame and power, 

obstructions of positive tendencies have been the least costly means to achieve those 

ends. In fact, repeated attempts to replicate these allegedly failed obstructions are one 

indicator that they have been, or could be, ecologically rational in some environment. 

People engage in trial and error, and learn from the experience. Therefore, people’s 
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tendency to engage in certain predictable transactions for prolonged periods of time will 

activate the negative tendency. This is clearly not to say that these successful positive 

tendencies are the cause of the existence of negative tendencies (thus leaving the way to 

eliminate evil by eliminating all the good that triggers it); instead, this is to stress the fact 

that both positive and negative tendencies are coexistent and programmed into the nature 

of human beings since the beginning of their history. If it were not for the gains from 

trade, theft would not exist because there would be nothing to steal. If it were not for the 

value of private property, expropriation would cease to exist, as there would be nothing 

worth the effort of confiscation.  

A very interesting constructivist plan, one that has been attempted throughout 

history, is one aiming to control and manipulate what the market environment selects as 

the ecologically rational medium of exchange: money. These constructivist plans are of 

unique importance due to the uniqueness of money as a good: it is a good that can be 

exchanged for any other good; it is the key to the market. Trials around the world have 

been attempted to obstruct this positive tendency of the market; they generally end in the 

diminution in the value of the constructed money – such as the dollar – or its entire 

abandonment – such as the Zimbabwean currency. Conclusively, these alternative 

constructivist plans attempting to halt or alter certain positive tendencies have failed to 

offer the market a better way of dealing with scarcity; however, they have succeeded in 

providing the political environment with the power they have always sought – the power 

to spend freely and hide it easily.    
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Now this persistency of certain positive tendencies, such as the ones suggested 

earlier, invites the dark side of force – the negative tendencies – to discover a perfect host 

to latch onto. The survival of any parasite is contingent upon the survival of its host; thus, 

if the host has survived histories of abuse, then it is strong enough to sustain the parasite. 

The goal of the negative tendencies is to pluck the goose as much as possible without 

killing it (Olson 2000), and if the goose never dies, the plucking never has to stop. We 

have already seen that private property rights, free trade, the charging of interest, and 

using a sound medium of exchange have been the best methods of dealing with scarcity 

in the market environment, i.e. have been continuously selected heuristics. Thus negative 

tendencies, such as plans aiming to obstruct these positive tendencies, can be very 

profitable for one reason: the positive tendencies are likely to persist because they are a 

robust host. Therefore, the question of the dark forces becomes: what is the ideal 

magnitude of parasitical activity that maximizes the extraction for the parasite without 

draining the host and thus, in turn, starving the parasite (Ibid.)? 

For example, socialist countries, which prohibit trade with the surrounding 

regions, establish checkpoints on their borders to prevent travelers from smuggling in 

foreign products. These bureaucracies on the borders do not desire the smuggling – a 

form of free trade – to stop. In fact, the bureaucracy’s very existence, which is heavily 

sustained through briberies, is contingent on the activity continuing. Therefore, it is not 

wise to analyze such political constructivist plans from the perspective of an observer and 

deem them irrational because they fail to terminate or reduce the activity they advertise as 

intended to regulate. These constructivist plans are very rational; in fact, their goal is to 
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tax an activity and they realize that the best activity to tax is one that is encrypted into 

humans’ genes. Political plans do not suffer from lack of an adequate learning curve as 

some like to say. Historians and economists have often wondered at the reason behind the 

persistence of failed policies such as price controls and accuse politicians of lack of 

intelligence and economic understanding. To the contrary, it is the politicians who have 

been very understanding of human behavior; it is because of this understanding of what is 

and what is not, that they construct their plans the way they do (Yandle 1983).  

It is also important to recognize that the reason why I label political plans as 

negative tendencies is because political enterprises are non-producing enterprises 

(Wagner 2012). They transfer and extract wealth, all the while consuming wealth, but do 

not contribute in wealth creation; they are not self-sustaining and require a host (tax base) 

to survive. That is not to say that these plans are unprofitable to the political enterprise; to 

the contrary, constructivist rationality is driven by profitability. However, the non-profit 

nature of political enterprises implies that political enterprises have to “hide” both their 

profit motives and their gains once realized (Ibid.). It is because political enterprises are 

obligated to hide their profit motives that many analysts get confused regarding the 

rationality of their plans; there is a discrepancy between the stated and actual goals. Also, 

it is because gains must be hidden or “reallocated” that political plans result in a zero-

sum game. Now, the negative sum game, which is the reason behind the name negative 

tendency – comes from the incentive structure that these types of political enterprises 

create with repeated interactions. When constructivist political plans obstruct positive 

tendencies, entrepreneurial activity can be redirected from productive activities to 
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wasteful activities. As articulated by Gordon Tullock, when private enterprises race to get 

their share of the extracted wealth, the opportunity cost of rent seeking can become 

sufficiently high to devour all of the potential gains from the expected monopoly 

privilege (Tullock 2008). Therefore, wealth was not only redistributed but worse it was 

lost and thus the result is a negative sum game. 

 

Panel I 

Individual I 

Individual II 
 Strategy A Strategy B 
Strategy A 5, 5 0, 0 
Strategy B 0, 0 10, 10 

 

Panel I above is the payoff matrix for a standard coordination game. Coordination 

games are generally used to describe the reason why sometimes an inferior solution – (A, 

A) – prevails over a clearly Pareto and Kaldor-Hicks superior solution – (B, B). For 

instance, the use of the QWERTY keyboards is dominant even though there are better 

technologies available. However, if this game were to truly reflect the described situation, 

then the transaction costs associated with moving from (A, A) to (B, B) would lower the 

payoff of (B, B) below (A, A). Setting this issue to one side, I would like to apply the 

previous matrix to clarify the natural tendency framework developed in this section. 

I will transform this game from one that is static into a dynamic game, one in 

which time and transaction costs are taken into account. Also, I will introduce a third 

dimension – the big player – to the game; the observer. Thus, the above matrix describes 
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the choice faced by two individuals: in order for the two individuals to benefit from their 

mutual action, they need to coordinate with each other. If they fail to coordinate, then 

they cannot capture any gains. They can coordinate in two ways; one way is superior to 

the other including transaction costs. As long as the two individuals are choosing A, then 

we can safely assume that to the best of their knowledge, A is the best method to extract 

the gains from trade. As more knowledge becomes available, they could become aware of 

a better method for coordination; one that leads to higher gains, namely B.  

The tendency for both individuals to better their wellbeing by moving from A to 

B is what I mean by a positive tendency. It is crucial to note that the move itself is steeped 

with uncertainty. In other words, the numbers we see in the matrix above are the realized 

payoffs after the move has taken place and the gains have materialized. The two 

individuals may simply have an idea or a projection of an opportunity better than A, but 

cannot precisely determine its value. However, once they make the move and the realized 

gains including all transaction costs constitute a better strategy than A, then the two 

individuals will likely repeat their choice of strategy B. The higher realized gains are the 

positive signal that the environment sends in response to the heuristic – the change in 

strategy. As strategy B gets reinforced in the environment over A it becomes an 

ecologically rational strategy until a change in circumstances leads to a possible further 

change in strategies.  

Now, let us introduce the big player into the game above. The big player is always 

the subtle, quiet observer. Sometimes, the observer is simply the game theorist or the 

experimentalist, who set up the stage for the small players and thus creates the 
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environment in which the payoffs are determined. In the way that I am proposing to apply 

this game there are no artificial environments created; the environment is simply the 

natural market environment in which strategy B has emerged and evolved to be an 

ecologically rational positive tendency. The third dimension in this case is not a creator 

but instead a student, one who learns. The move to the superior strategy is an inherent 

form of behavior and as long as the transaction costs involved in this move are offset by 

the higher payoff, then the attempt to change strategy will not cease. This student, 

however, is not a benevolent student. He sees a profit opportunity from the obstruction of 

this successful move – he sees the Dark Side.  
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CHAPTER 4 

The Logical and Ecological Foundation of the Bootleggers and Baptists 

4.1: Introduction 

The first chapter of the dissertation speaks to the political leader and his dilemma 

in rising to power and maintaining the treasured political office. The point being that a 

leader must at all times satisfy his minimum winning coalition and to that end he has to 

raise enough revenue to provide a mixture of public and private goods and most 

importantly the hybrid regulatory good. The second chapter speaks to the regulated or the 

selectorate. It discusses the ways in which the selectorate, or human beings in general, 

attempt to reduce their uneasiness. As argued, history points to certain economic 

activities with a highly inelastic demand—positive tendencies. Such activities have stood 

the test of time for being extremely profitable and thus men are unlikely to discontinue 

their use. Thus, any action that benefits from the energy that their continuation generates 

is likely to succeed while any action that benefits form their termination is likely to fail.  

A leader, therefore, who is looking to satisfy his minimum winning coalition, 

might give in to the wishes of some of its members. Those members can see the 

attractiveness of regulating positive tendencies if they can benefit from the newly born 

and unavoidable business of rule breaking, which is a way in which the regulated attempt 

to reduce their uneasiness. How can a leader, who is constantly in a state of anxiousness 
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about his political future, accomplish this task? How can he answer to the pressures of his 

minimum winning coalition by regulating the unregulatable without causing mass 

protests among the citizenry?  

This chapter speaks to this dilemma. It completes the puzzle with the last piece: 

the Bootleggers and the Baptists. While the words Baptists and Bootleggers were the 

offspring of the Prohibition era in the United States, their use has been extended to span a 

myriad of regulatory activities (Yandle 1983).  

This chapter will develop the logical and ecological foundation of the Baptists and 

Bootleggers. The logical foundation incorporates Vilfredo Pareto’s work on logical 

versus non-logical action and residues versus derivations, in addition to basic elements 

from mathematical logic. The logical foundation identifies the situations in which a 

coalition between the Bootleggers and the Baptists is likely to arise. The ecological 

foundation, on the other hand, explains why such a coalition is ecologically rational and 

thus tends to persist.  

4.2: Pareto’s treatise on mind and human action 

Vifredo Pareto studied the realm of human action extensively. In fact, he wrote 

over two thousand pages on different classifications of the human action and its causal 

link with the underlying human thought (Bongiorno 1930). Pareto dichotomizes action 

into logical and non-logical action, a concept that is different from rational and irrational 

action (Aron 1998). Logical action, according to Pareto, is one whose causal link between 

the means used and the ends achieved can be objectively verified by an observer. A non-

logical action, on the other hand, is one where the objective link between means and ends 
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is lacking (Aron 1998). In Pareto’s word: “we will give the name of logical actions to 

those that unite the action with the end in view. This union must be valid not only for the 

person who accomplishes the action, but also for persons whose knowledge is more 

extensive, that is, to the actions that are logical both subjectively and objectively. All 

other actions will be called non-logical, which is not the same as illogical” (Bongiorno 

1930, 353). 

For example, if a man roaming in the wilderness is seeking warmth on a cold 

winter day and decides to start a fire, then his action is a logical action, as it can be 

objectively verified by an outside observer who understands basic concepts of 

thermodynamics. By objectively, I understand Pareto to mean that there is an established 

knowledge (scientific or otherwise) that links the means used with the ends, in this case 

the fire in pursuit of warmth. A non-logical action, on the other hand, is one that cannot 

be verified objectively. Many superstitions fall into this category. Wearing one’s “lucky” 

shirt on game day is one example.  

By virtue of his name, however, the observer is likely to be misled. The 

observer’s Achilles’ heel is that he observes. His skill and ability to stamp approval with 

the logical label and disapproval with the non-logical label hinge on the truth-value of 

what is observed, i.e., the communicated end. Pareto realizes that most people are 

constantly mislead due to the impossibility of observing the unobservable which is the 

essence of understanding the causal link between means and ends or lack thereof. They 

observe the communicated end A which they perceive to be the cause of some action or 

the use of some mean B. There is another layer, albeit unobserved, which is at the heart 
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of every action. That layer is the thought C leading to action and resides in the mind of 

the actor. In all instances C is the cause of B (Bongiorno 1930). People’s accurate 

judgment depends on how well does A represent C.  

Pareto believed that the realm of non-logical action encompasses the majority of 

actions and neglecting this realm for the sake of simplicity misses much of what is 

puzzling and thus interesting. Non-logical action may have an objective end, a subjective 

end, or a combination of the two (Bongiorno 1930). Its importance lies in the fact that an 

apparent causal link is lacking. This gap between the observed and the real leads to his 

discussion of residues versus derivations. Derivations are much easier concepts to 

comprehend; they are the justifications that people provide in order to give credence to 

their action (Bongiorno 1930). People have a desire to attach a logical label to their 

action. Given that the logical label is the stamp of approval awarded by others18 and 

given that many actions are not necessarily causal (in the case of the “lucky” shirt), 

people have an incentive to provide derivations B that are quite different from the 

unobserved thought C.  

Residues are the black matter of sociology. Their substance is very difficult to 

understand and thus explain. They are in a certain sense the fundamental truths behind 

actions (or C in the above example), and derivations are the justifications of those 

fundamental underlying truths. Note that “truths” as residues are different form the 

scientific conception of “truths.” Scientific truths are a subset of residues but do not form 

the entire set of residues. Instincts are also part of residues. They cannot necessarily be 

                                                
18 This is likely why Jean-Paul Sartre coined, and is famously known for, the phrase “hell is other people.”  
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validated through experiments and are sometimes more of a function of “social utility” 

than scientific knowledge or experiment (Bongiorno 1930, 349). Pareto identifies many 

classes and subclasses of residues among which: “combination-residues, which compel 

men to innovate; persistence of aggregates, residues which compel men to conserve; 

those which compel men to express their sentiments by means of outward acts; those 

which make a man a social being; the residues of the integrity of the individual; and 

sexual residues” (Bongiorno 1930, 349).  

As Andrew Bongiorno summarizes Pareto’s reasoning of why people need to 

justify their logic: “They [men] must show that their doctrine has merits other than that of 

satisfying their own particular natures, and so bend every effort to show its universality. 

In doing so they depart from a number of non-empirical entities (residues), employ 

pseudo-logical reasonings (derivations), and arrive at the proposition which they set out 

to prove (derivative)” (Bongiorno 1930, 362–3).  

Pareto’s analysis of derivations is no simpler than his analysis of residues, with 

many classes and subclasses. The complexity of his analysis is not relevant to this 

chapter; however, the underlying simplicity is of utmost importance. Adopting Pareto’s 

framework is essential to understanding the set of situations in which a coalition between 

the Bootleggers and Baptists is likely to occur. First, we have to understand who are the 

Baptists and who are the Bootleggers and what is the relation between their residues and 

derivations. 
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4.3: The Bootleggers vs. the Rent-Seekers 

The word “Bootlegger” is said to originate from the American Civil War when 

solders would smuggle alcohol into army camps by concealing bottles in their boots. The 

meaning of the word remains unchanged during Prohibition. A “Bootlegger” is a generic 

word for a smuggler or one who facilitates the consumption of illicit goods. A Bootlegger 

is one who benefits from a ban on a specific good because he, then, could gain an 

advantage by supplying the banned good in the black market at a higher price. Therefore, 

these traditional Bootleggers have an incentive to push for a certain ban if they think that 

they have an advantage of selling illicit goods on the black market.  

“Selling” implies both price and demand advantages. Both of these advantages 

can be summarized in the elasticity of the demand for the prohibited good. The more 

inelastic the demand is for the prohibited good, the higher the chance that people will 

want to continue its consumption despite the possibility of legal ramification.19 Thus, for 

the highly inelastic activities, or positive tendencies, a ban will not drive demand to zero. 

In fact, while consumption will decline as a basic conclusion of the law of demand, it will 

decrease by a less proportionate amount than the increase in price, which includes both 

the higher black market price and the possible legal ramifications. Therefore, the 

traditional Bootleggers benefits from the inelasticity of demand of the banned activity. In 

fact, their existence as Bootleggers hinges on the inelasticity of demand. For example, if, 

upon the ratification of Prohibition, people reduced their consumption of alcoholic 

beverages to zero, there would be no profitable black market in alcoholic beverages.  

                                                
19 Of course, if legal ramifications could include the death penalty, then consumption will be greatly 
reduced compared to a situation where legal ramification is at worst some time in jail.  
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With the extension of the word “Bootlegger” to regulatory provision (Yandle 

1983), the word lost some of its original meaning and the implication associated with that 

meaning, namely that in addition to the fact that Bootleggers hide their true intentions, 

they benefit from the inelasticity of the regulated activity. The word “Bootlegger” in the 

context of regulations simply applies to any group who benefits financially from certain 

regulations and therefore has an incentive to lobby for them, and, in some instances, it is 

the mind responsible for crafting the bill. This definition is broad enough to include many 

aspects of human behavior that is consistent with the Public Choice definition of Rent-

Seekers. More importantly, it allows for the inclusion of a group in the definition that has 

the opposite characteristics of the traditional Bootlegger. For examples, it extends to 

those who lobby for stringent regulations, which apply to their own industry, in hope for 

bankrupting the smaller firms within the industry. Those “Bootleggers” are hurt if they 

lobby to regulate a highly inelastic activity.  

Consider for instance the case of Marijuana prohibition. This particular case will 

shed light on the traditional meaning of Bootleggers and how it expanded to include 

many other groups, though they are Rent-Seekers, they are not necessarily Bootleggers. 

One of the groups, which lobby for the prohibition of Marijuana, want to supply it on the 

black market. This group probably recognizes that the use of Marijuana is highly inelastic 

and so people will be reluctant to stop their usage in response to a prohibition rule. 

Therefore, they have a reasonable chance of succeeding as suppliers of Marijuana on the 

black market, where prices are higher and competition is weaker. Similarly, there are 

many groups within law enforcement who, once Marijuana is prohibited, would like 
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Marijuana to remain illegal to protect their job.20 Like the black-market group, the law-

enforcement group never desire people to stop breaking the law. In fact, their value is 

denominated in how many people break the law and the latter is a function of the 

inelasticity of demand of Marijuana.  

At the same time, however, there is the pharmaceutical group that wishes 

Marijuana to be prohibited, so it has less competition in the medical field where 

Marijuana could be used as a substitute for pain-killers and appetite-inducing pills. There 

is also the plastic industry group that wishes Marijuana to be prohibited in order to 

prevent the use of industrial hemp, with much stronger and durable fibers, which would 

likely hurt their market share.21 Both the pharmaceutical and the plastic groups are worse 

off the more inelastic the use of Marijuana is. For example, if enough doctors and 

patients are willing to break the rule to use Marijuana in hospitals and clinics, then the 

pharmaceutical group is hurt nevertheless. The same holds for the plastic group. If 

enough people are willing to take the risk of punishment to afford the benefits of using 

hemp as an alternative to plastic, then plastic producers will feel the dint in their profit.  

We have identified four groups in the case of Marijuana prohibition: black-

market, law enforcement, pharmaceutical, and plastic groups. Only two of those groups 

qualify for the Bootlegger label, and the other two are simply Rent-Seekers. The 

                                                
20 Note that within law enforcement, there could also be a Baptist group that desires for the use of 
Marijuana to be stopped for many ideological reasons. Here, we are concentrating on the group within law 
enforcement, which recognizes that the use of Marijuana will not end, and in some cases is aware that there 
is no good reason to regulate its use, but refrains from rocking the boat, as that jeopardizes its career. In 
fact, some of them will go so far as to fight bills for the legalization of Marijuana upholding the Baptists’ 
argument.  
21 Note that, similar to the law enforcement group, there may be Baptists within the pharmaceutical and the 
plastic groups. However, we are strictly focusing on those who receive monetary benefits from the 
prohibition of Marijuana.  
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Bootleggers are the black-market and the law-enforcement groups, whereas the Rent-

Seekers are the pharmaceutical and the plastic groups. All four groups have an incentive 

to hide their true intentions, and thus offer derivations that differ from their residues. 

Only two groups, however, namely the black-market and law-enforcement groups, 

benefit from the inelasticity of demand of the regulated good. The pharmaceutical and 

plastic groups, on the other hand, are Rent-Seekers who hide their true intentions but are 

not generating benefits from the inelasticity of the demand of Marijuana; in fact, they are 

harmed by it. Rent-Seekers want people to terminate their use of the good that they lobby 

to regulate. In contrast, Bootleggers never want people to terminate their use of the good 

that they lobby to regulate. This is a fundamental and important contrast.  

The main difference between the two Bootlegger groups—the black-market and 

the law-enforcement—is their respective chronologic influence. While the influence of 

the black-market Bootleggers may span the period prior and during a regulation, the 

influence of law-enforcement Bootleggers is generally in keeping the regulation in place. 

The law-enforcement group is usually not created until there is a need for monitoring, 

which is needed after a regulation is put in place. The black-market group acts more like 

an entrepreneur, albeit a destructive entrepreneur, in that they foresee a profit opportunity 

in a certain regulation and so they act to implement it and to keep it in place as long as it 

remains profitable.  

So is there a reason for this logomachy? The answer is yes. However, before we 

elaborate on the reasons, we have to scrutinize the Baptists.  



88 
 

4.4: The Baptists: Idealist vs. Realists 

The term Baptists was coined during the Prohibition era in the United States to 

describe the group of people who advocated for the prohibition of alcohol on religious, 

moral, or ethical grounds. The term describes the true believers, those who believed that 

alcohol corrupted the soul of men. In general, the Baptists see a gap between men’s 

desire to pursue certain ends and what they deem to be moral or ethical. Their 

superpower lies in their ability to “move men’s emotions” (Bongiorno 1930, 358) in a 

way that men are willing to change their behavior in alliance with a certain regulation 

that the Baptists see fit.  

The Baptists’ theories on why a certain activity must be stopped or prohibited 

does not, in most cases, have any scientific or logical justification. For instance, Baptists 

for usury laws believe that it is immoral for a creditor to collect profit (i.e., interest) on 

money because there is no recognized legitimate production in the process of lending 

money. The creditor must, therefore, be more like a partner to the debtor and share with 

him his loss. This theory is not sound and misses that the interest rate is the price of time. 

However, logic and soundness are not the point, not if we are trying to understand how 

usury laws come about and last for centuries. As Bongiorno correctly pointed out: 

“Theories of this kind may be absurd from the scientific point of view, yet a social 

scientist who views them not as absurd verbiage, but as social facts, cannot but recognize 

them as powerful determinants of the social equilibrium. And their power consists not in 
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their slight or great correspondence to the truth, but in their ability to move men's 

emotions” (Bongiorno 1930, 358).22 

The Baptists in a regulatory setting possess the same characteristic. Their power is 

in their ability to influence men’s decisions through religious, ethical, or moral argument. 

For instance, the environmentalists who want to protect the environment at all costs, the 

temperance groups during the Prohibition era, and many other examples. However, the 

broad use of the word Bootlegger in a regulatory setting overlooks important aspects of 

the dynamics between the Baptists and the Bootleggers. I will identify two types of 

Baptists: the Idealists and the Realists.  

The Idealists have two important characteristics: they care about achieving their 

goal (whether it is sobriety or stopping the use food additives) and they care about the 

truthfulness in achieving their goal—in other words, their derivations mirror their 

residues and they extend this requirement to everyone with whom they decide to work. 

The Realists, on the other hand, also care about achieving their goal, however, they are 

not as particular when it comes to the truthfulness of achieving the goal as long as the 

end result is the achievement of their goal.  

I stress here that all Baptists, Realists and Idealists, are truthful about their goal. 

The main difference between the two groups is with whom they decide to unite in order 

to achieve their goal. In other words, a Realist who would like to prohibit alcohol will 

join a rent-seeking businessman who wishes to prohibit alcohol to boost productivity 

among his employees. While the Realist will be truthful in his rhetoric, he does not 

                                                
22 There are many examples in history of influential arguments that derived their power not from their 
logic, but from their ability to move men’s emotions. Karl Marx and Che Guevara are two such examples.  
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require the same standards from the businessman, who may be using the same rhetoric as 

the Realist but he really is just wishing for greater profits. Since the businessman wants to 

achieve the same goal as the Realist, namely to stop the consumption of alcoholic 

beverages, the Realist is willing to join his fight.  

The same is not true for an Idealist. An Idealist does not believe that the ends 

justify the intentions. He would only join the businessman if his rhetoric is a true 

reflection of his intentions. If an Idealist does join the businessman who, by definition, is 

discrete about his intentions, then that implies that he is not aware of the businessman’s 

true intentions. Neither the Idealist nor the Realist would join a Bootlegger, who is not 

only hiding his true intentions, but his goal is ultimately for people to continue their use 

of alcoholic beverages. Therefore, all the Baptists who coalesce with Bootleggers are 

suffering from the observer’s Achilles’ heel; they cannot tell true from false rhetoric. This 

leads us to the logical foundation of the Baptists and Bootleggers.  

4.5: The logical foundation of the infamous coalition  

After clarifying the definitions, we are now ready to identify the environments 

that are likely to give rise to a Bootlegger-Baptist coalition versus a Rent-Seeker-Baptist 

coalition. In this section, I will formalize Pareto’s concepts of logical vs. non-logical 

action and derivations vs. residues by using basic elements from mathematical logic.  

Let us take a trip back to the essence of logic. If p is an assumption vector and q 

is a conclusion vector, then we can deduce the truth-value of the implication “if p, then 

q” from the truth-values of its statements p and q. On the one hand, the implication 

would be true if: 1) p is true and q is true, 2) p is false and q is true, and 3) p is false and 
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q is false. On the other hand, the implication would be false only when a true assumption 

(p) leads to a false conclusion (q).  

I will use the word “logic” to describe the theory in the mind of the actor, which 

drives him to take a certain action. Logic, then, is equivalent to Pareto’s residues. The 

truth-value of the logic is determined by the implication rules just specified. Note that the 

logic is not necessarily always true or even verifiable. Actors use trial and error 

mechanism and they update their logic as their stock of feedback increases. At any 

moment in time, logic can be true or false. For example, consider the Baptists’ theory 

against usury that there is no legitimate production in the process of lending money, 

therefore, lending money simply takes advantage of the less fortunate. The latter theory is 

scientifically false; however, it is nevertheless the cause of action.  

While logic resides in the mind, people use different justifications to 

communicate their logic with others. Sometimes the justification is a mirror image of the 

logic and sometimes it is not. I will use “rhetoric,” or derivations in Pareto’s framework, 

to describe these justifications. If rhetoric takes the truth-value of the logic, then it 

conforms to it. If it takes the opposite truth-value of the logic, it is deviating from it.  

As established in a previous section, Rent-Seekers and Bootleggers both have an 

incentive to communicate rhetoric of different truth-value than their logic. In other words, 

they have to advocate the Baptists’ argument, which is based on ethical, religious, or 

moral grounds, and is different from the monetary gains on which they based their theory 

of action. They obviously cannot move men’s emotions by revealing their profit-seeking 

intentions. The Baptists, on the other hand, have no incentive to hide their intentions. In 
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fact, their power to move men’s emotions is strengthened the more sincere their 

argument. Therefore, the Baptists have an incentive to offer rhetoric of the same truth-

value as their logic.  

Table 4 below outlines the different possibilities of truth-values along with the 

resulting coalitions and goals achieved.  

 

Table 4: Logic and Rhetoric in Coalitions 

Logic 
(Residue) 

Rhetoric 
(Derivations) 

Goal Group Type Conclusion 

T F 𝑥 Rent-Seeker Joint work and 
achieve 𝑥 F F 𝑥 Realist 

T F ¬𝑥 Bootlegger Joint work but 
achieve ¬𝑥 F F 𝑥 Realist/Idealist 

F T 𝑥 Rent-Seeker Joint work and 
achieve 𝑥 T T 𝑥 Realist 

F T ¬𝑥 Bootlegger Joint work but 
achieve ¬𝑥 T T 𝑥 Realist/Idealist 

 

The Logic column reflects whether the theory in the mind of the actor, which leads him 

to advocate for a certain policy, is true or false. The Rhetoric column takes the same 

truth-value as logic if it is an honest reflection of it. The Goal reflects the ultimate policy 

goal that each group would like to achieve. The generic 𝑥 denotes such a goal for which 

the antithesis is ¬𝑥. A Rent-Seeker is one who provides rhetoric different from logic; 

however, desires the same policy goal as the Baptist. A Bootlegger also has an incentive 

to hide his logic but desires the opposite goal as that of the Baptist. 
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As we can see, a necessary condition for a coalition to occur is for the Baptists 

and the Bootleggers, or the Baptists and the Rent-Seekers, to agree on the rhetoric for 

their policy position. In other words, the Bootleggers or the Rent-Seekers must support 

the Baptists’ rhetoric if they desire the union to succeed. An Idealist would not unite with 

either a Rent-Seeker or a Bootlegger unless he does not possess knowledge about their 

intentions, which is the case in our world of imperfect information. A Realist, on the 

other hand, would unite with a Rent-Seeker since they both have a common goal, though 

he might question the truthfulness of the Rent-Seeker. Not even a Realist, however, 

would knowingly work with a Bootlegger, as the latter desires the opposite end of both 

the Idealist and the Realist. When they do, it is because they lack enough knowledge 

about the Bootleggers’ intention; something that the Bootleggers work hard to hide.  

It is here that the reason why I separate the Rent-Seekers from the Bootleggers becomes 

apparent. Let us look more closely at the Conclusion column. Though at the expense of 

their love for sincerity, the Baptists can still achieve their goal if they work with the Rent-

Seekers. However, whenever the Baptists agree to work with the Bootleggers, they get 

farther away form their beloved goal. In fact, the Baptists’ power to move men’s 

emotions is used to achieve the opposite of what they intend.  

It is clear that the probability of a successful union between Baptists and Rent-

Seekers is higher and thus the ever expansive number of pages of the federal register. The 

probability of a successful union between Bootleggers and Baptists, on the other hand, is 

much smaller. Its expected cost, however, is much higher. A coalition between the 

Bootleggers and the Baptists may yield amendments. The major and most puzzling 
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episodes in history are the result of the coalition of Bootleggers and Baptists. The 

prohibition of alcohol in the United States, usury laws, and the ban on privately issued 

money are such examples.  

4.6: The ecological foundation of the infamous coalition  

Now that we established when the Bootleggers and Baptists are likely to unite, we 

move on to identifying the reasons why their union is ecologically rational when they 

both strive to regulate a certain positive tendency, albeit for opposite reasons.  

In their joint work Reason for Rules (2000), Buchanan and Brennan apply the game in 

Panel I to describe the dominance of an inefficient rule—strategy A—despite the 

existence of a more efficient rule—strategy B. This inefficiency, as they argue, illustrates 

the need for a government to choose among rules rather than accepting the Hayekian 

logic of emergent-therefore-efficient rules. As they describe this situation:  

There may then be little or no evolutionary pressure toward the emergence 
of superior rules. This prospect alerts us to the need, periodically, to 
review alternative sets of rules and to regard rules themselves as objects of 
choice, to be changed and redesigned according to the patterns of social 
states they generate. The prospect also alerts us to a possible role for 
"government" in the collectivity, that of facilitating a shift from old to new 
rules. "Government" in this context can be variously construed—as a 
consensually appointed assembly, the entire set of relevant players, or, at 
the other extreme, some random dictator-king. Since, in this example, the 
gains are symmetric, there are no particular advantages to being the rule 
chooser, but it may be important to have some person, group, or process 
that is empowered to choose among rules. [Emphasis added] (Brennan and 
Buchanan 2000, 13) 

 

Panel I 

Individual I 
Individual II 
 Strategy A Strategy B 
Strategy A 5, 5 0, 0 
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Strategy B 0, 0 10, 10 
 

In their framework, Buchanan and Brennan see the “dictator-king” as an 

indifferent third party to the game who readily knows that the prevailing or emergent rule 

is not efficient and therefore which rule is efficient. In addition, the “dictator-king” 

cannot be corrupted to favor one rule over another due to the symmetry of the payoffs in 

the game and therefore neither player has an incentive to rent-seek. This framework, 

however, fails to see that there is no need for an asymmetry in payoffs to corrupt the 

king. In fact, the symmetry of payoffs is what generates the incentive for all involved and 

benefitting parties to make the voluntary switch to the superior strategy. In other words, 

this voluntary switch is an ecologically rational positive tendency. Thus, the king may 

choose to become a strategic player instead, as there is an incentive for this diligent 

observer and student, if he posses the will and the power, to tax this voluntary move as 

long as this tax amount—a form of a transaction cost—does not exceed the net payoff 

from the switch. This obstruction must be subtle and strategic, but most importantly, it 

must be done in the name of the public.   

It is here where the Bootleggers and Baptists may decide to join in matrimony23 if 

they both have a special interest in obstructing this positive tendency, albeit for different 

reasons. In an effort to obstruct a positive tendency, there are several heuristics that both 

groups have tried over the course of history. One heuristic is the effort of the Baptists: the 

sole use of rhetoric which truly reveals their ends; however, this attempt was deemed 

                                                
23 This is a special form of matrimony where there is no meeting of the minds between the two contracting 
parties. In fact, it is the lack of meeting of the minds that makes this contract possible.  
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ecologically irrational given the Baptists’ goal to reduce and, in some cases, to terminate 

the positive tendency. The successful positive tendency is the result of a situation in 

which all involved parties are winners; thus, not all people will consent to the ethical and 

moral arguments and modify their behavior accordingly. In addition, some will consider 

the mere attempt to obstruct their positive tendency as unethical which makes them the 

hardest to convince; their definition of “ethics” is a significant obstacle.   

Moreover, the opportunity cost of some of the people to comply with the moral 

argument of the Baptists can be sufficiently high given the benefits that they derive from 

pursuing what is now deemed an “immoral” positive tendency. In other words, the 

Baptists argue that the positive tendency is a temptation and the true reward is in 

overcoming this temptation, while for many people the temptation is just too tempting 

and the reward of temperance is too remote.  

The profits derived from conforming to the Baptists’ argument are ethical and 

moral but the true value of such rewards are not as tangible or immediate as the benefits 

received from engaging in a positive tendency. This fact makes the rewards offered by 

the Baptists extremely valuable to those who believe they exist, but worthless to 

disbelievers; and even when morality is symmetric across individuals, their discount rate 

might differ dramatically. For this reason the Baptists run into a significant difficulty 

achieving full compliance i.e. completely regulating the behavior to their liking. They 

cannot prove to people, but have to convince them with great difficulty, that the value of 

their rewards is worth the required modification in behavior.  
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A second heuristic used is the sole effort of the Bootleggers in obstructing the 

successful positive tendencies. The Bootleggers can induce the “dictator king” or a 

democratically elected political leader, who possesses the power of the sword, to enforce 

compliance. Their superpower lies in their ability to compel by persuading the political 

leader to pass a certain regulation24 in exchange for their support which can be in the 

form of votes, campaign contribution, etc. The political leader, as the Democracy: the 

Unknown Ordeal chapter outlines, is constantly aiming to satisfy his minimum winning 

coalition while protecting himself from challengers or a disgruntle public. Therefore, 

inducing force without ethical support is very costly. The Bootleggers also run into the 

problem that they cannot advertise to the regulated crowd their true reasons for wanting 

to regulate a seemingly innocent activity because this would reduce voluntary compliance 

and raise costs further.  

The Bootleggers will therefore seek out a symbiotic relationship with the Baptists 

so as to avoid having to force consent among the majority, if not all, of the selectorate. 

The cost of enforcing compliance (e.g., the cost of preventing uprisings, taxation, etc.) 

can become increasingly unrealistic, rendering such prolonged efforts inept. Hence, given 

the Bootleggers’ ends for extracting wealth and the leaders’ desire to maintain office, a 

one hundred percent level of force becomes ecologically irrational as it involves a 

                                                
24 The Bootleggers can also lobby the political unit to eliminate regulations that harm them. However, as 
the “Democracy: The Unknown Ordeal” chapter argues, regulations are a form of transfer of private 
property right from those who are outside the minimum winning coalition to those who are inside. In a 
democratic setting with a two-party dominance, as in the United States, every political leader has an 
incentive to layer more regulations rather than repeal old ones in order to maintain the credibility of the 
regulatory tool as a mean for gaining and maintaining power. Therefore, it is far less likely for Bootleggers 
to lobby to repeal harmful regulations and strive instead to layer more favorable ones.  



98 
 

substantial waste of resources. The political leader will not consent to such a deal; it is 

political suicide.  

In conclusion, one heuristic has been selected to succeed in the pursuit of 

obstructing a successful positive tendency: the collaboration of the Bootleggers and 

Baptists to obstruct the natural tendencies of others. Both groups individually have tried 

different unsuccessful mechanisms to achieve their goals, but the environment has sent a 

consistent feedback: the successful attempts will be those that minimize waste and 

maximize compliance given these goals. The Baptists’ inability to achieve or enforce full 

compliance coupled with the Bootleggers’ high costs of convincing the political leader to 

use a seemingly unjustified force prevent either group from achieving their goals alone.  

As new heuristics were tested, a new heuristic was found. The Baptists will 

convince the selectorate of “the ethics” of the obstruction, and the Bootleggers will work 

to enforce it upon the unconvinced. This joint effort is necessary to economize on the 

transaction costs and in order to develop the best methods given scarcity conditions. 

Since successful positive tendencies are a voluntary form of behavior in which all the 

participating parties benefit, the sale of the obstruction requires ethics for the malleable 

and force for the rebellious.  

4.7: The rent-seeking contract and the converts  

It is necessary to emphasize the two characteristics that differentiate Baptists from 

Bootleggers according to the framework developed in this paper. The two characteristics 

are the goal in mind and the existence of a gap between logic and rhetoric. This 

distinction is crucial because it eliminates the possibility of an intersection between the 
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two groups at any given time. This observation is not to be confused with what I have 

mentioned earlier regarding the change in the original formation of each group, as 

Baptists may become Bootleggers depending on the change in incentives. However, the 

set of Bootleggers and Baptists are never intersecting at any moment of time given 

reference to a certain obstruction.  

For example, given alcohol prohibition, the Baptists, who truly believed that the 

use of alcohol corrupted the moral soul and saw necessary for that behavior to entirely 

stop, will not voluntarily and consciously contract with the Bootleggers if they knew that 

the latter desired the behavior to continue and simply sought to benefit form it. It is 

crucial to recognize that the Baptists’ goal is to end the behavior; the Bootleggers’ 

pretense would simply add another layer of corruption to the moral soul. Therefore, once 

the Baptists discover the Bootleggers’ logic, then they either become Bootleggers or they 

terminate their joint effort with them. Those Baptists who do enter the rent-seeking 

contract with the Bootleggers, knowing that the object is no longer to stop the action but 

to profit from its obstruction, are simply no longer Baptists, but are now Bootleggers. In 

other words, the elements of the two sets – Bootleggers and Baptists – may change and 

get rearranged between the two, but the two sets never intersect.  

What about those Baptists who desire a certain behavior to stop, consumption of 

alcoholic beverages for example, but also recognize that they cannot achieve zero 

consumption levels immediately? Further suppose that they recognize that some of their 

partners in the fight for Prohibition are Bootleggers and that they are financially gaining 

from it. These Baptists could recognize that alcohol consumption cannot be reduces in a 
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binary fashion, i.e., from 100% to zero. Consumption must be reduced gradually and 

partnering with the Bootleggers would impose a price increase which would then reduce 

the quantity consumed. Gradual reduction may be the only road to total abstinence. 

What these Baptists suffer from is a flawed vision. Figure 3 below illustrates what 

these Baptists envision when signing the contract with the Bootleggers vs. what the 

Bootleggers envision. The Baptists foresee that compromising their principles in the short 

run may help them achieve their optimal consumption level in the long run: full 

abstinence. The Bootleggers, on the other hand, are painting a different picture. Their 

contract with the Bootleggers is meant to reduce consumption up to a point—as they 

benefit from the higher price—and to maintain that level, but never to actually let it drop 

to zero. In other words, for the Bootleggers to profit, they have to have a Baptists group 

that is never satisfied.  

 

 

Figure 3. The Conflict in Visions 
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The Baptists, Bootleggers, and the selectorate are not general fixed formations 

across individuals; instead these classifications must always be preceded by the 

identification of the obstruction to which they are being applied. In other words, an 

individual is not necessarily always a Baptist or always a Bootlegger. An individual who 

is a Baptist when it comes to alcohol prohibition may be a Bootlegger when it comes to 

the banning of usury.  

An appropriate application the Bootleggers and Baptists framework requires the 

identification of two very important factors: the time period in which the terms are being 

defined, and the specific obstruction to which the model is being applied. The Baptists 

work with the Bootleggers because they think that they are signing the “moral contract,” 

but they fail to see the very fine invisible print saying that they are signing the “deception 

contract.” Once they discover the latter, they destroy the contract as they realize that their 

principles are being used to empower the principals. 

When looking at a stream, the Baptists think it is polluted. The Bootleggers, on 

the other hand, think of the waterwheel. This chapter analyzed how a “social 

equilibrium” (Bongiorno 1930, 358) could be achieved by their union, though it may 

seem closer to disequilibrium than the traditional equilibrium. Equilibrium in this 

scenario is such that equilibrium is never achieved, as the Baptists are never satisfied and 

are increasingly farther from their intended goal. Turbulence and instability are the 

equilibrium. The Bootleggers and the Baptists have opposite goals in mind. An observer, 

who picture a static image of equilibrium achieved by a smooth and twice differentiable 

road, puts the emphasis on the word “opposite” and falls victim to his injured heel. 
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Pareto, on the other hand, would finish the sentence unbothered by the word “opposite,” 

and smiles when he gets to the end of the sentence. The mind is the solution to the puzzle 

and we cannot blame the blind observer for not seeing the mind.  
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Chapter 5 

The Functional Relationship Between the Essential Ratio and the Size of Economic 

Activity 

5.1: Introduction 

Searching for answers to the growth and demise of nations in the composition of 

their polities is not a novel task. Economists, philosophers, and political scientists have 

debated for years to no conclusion. Experimentation in political structures can take 

decades to yield results; often outpaced by changes in the polities and structures 

themselves. What role does the form and composition of government play in the 

economy? More specifically, what is the relationship between the size of the selectorate, 

from autocracy to democracy, and economic growth?  

Recently, political scientists Bruce Bueno de Mesquita and Alastair Smith have 

proposed that first demarcating polities into autocracies and democracies, and then 

analyzing their effects on economic activity, misses a big part of the picture (Bueno de 

Mesquita 2003; Bueno de Mesquita and Smith 2011). Polities are not discrete, but 

continuous. They are a continuation of one another. It is what makes them continuous 

that is the key to understanding phenomena ranging from why some countries are rich 

and others poor, to why some countries license dog-walkers and others build winding 

public roads. 

Bueno de Mesquita and Smith analyze politicians through an evolutionary lens. 

They understand leaders to be human beings and human beings to be animals – all 

operating under the rules and constraints of nature. The goal is survival and the key to 
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survival is mastery of one’s environment. Looked at in this way, seemingly disparate 

rulers and regimes become strikingly similar. They all want to capture power, and having 

done so, they all seek to maintain it. Their adoption of different policies merely reflects 

their differing environments. As the authors argue, political environments differ in the 

essential ratio: the number of people that are responsible for keeping the leader in power, 

the essentials, relative to the total number of taxpayers, the selectorate (Ibid.).  

This paper develops a mathematical model to re-examine the role of the essential 

ratio in affecting the growth of economic activity. The model uses the framework of X-

Theory developed by C. K. Rowley, M.W. Jones-Lee, and M.A. Crew (Crew, Jones-Lee, 

and Rowley 1971) to extend and amend Bueno de Mesquita and Smith’s selectorate 

model and identifies, predicts, and explains a tipping point leading to the decline of 

democratic polities. The framework of X-Theory allows the inclusion of a political 

technique—the use of the Bootleggers and Baptists—necessary for the production of a 

new type of good, neither fully public nor private, necessary for political survival when 

the minimum winning coalition becomes large and unwieldy. The model in this paper 

will show that, in contrast to Bueno de Mesquita and Smith, growth in the essential ratio 

is not monotonically related to growth rates in the economy; that a previously 

unrecognized tool—regulation—must be employed; and that the abuse of this tool can 

cause the decline of economic activity even in democratic settings.  

5.2: X-Theory 

X-Theory paved the road for the principal-agent literature. It explains the 

existence of inefficiencies in a corporative structure where ownership is separated from 
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management. It then shows how profit- and lump-sum taxes will affect that structure in 

the presence of said inefficiencies (Ibid.).  

The owner of a firm wants to maximize profits (𝜋) for shareholders. He hires 

managers for that purpose, but fears that the managers’ incentives are not aligned with his 

own, or those of his shareholders. The managers are naturally interested in maximizing 

their personal profits, i.e. their discretionary spending. To that end they appropriate from 

those profits of the firm which are in excess of the minimum profit (𝜋!) required to keep 

the firm in business. This is not the only labor non-cooperation problem faced by the 

owner. Shop floor workers, who are hired and monitored by the managers, have an 

incentive to minimize their labor disutility by engaging in shirking (Ibid.). 

While the firm may remain in business as long as 𝜋! is generated, the owner seeks 

to generate maximum profits. Thus he needs to reduce labor non-cooperation by 

employing different policing methods: stock options, profit-based bonuses, auditing, etc. 

These policing measures are costly to owners in the short run, but carry with them the 

potential of increased productivity and compliance.  

5.3: The Selectorate theory 

In The Logic of Political Survival, Bruce Bueno de Mesquita, Alastair Smith, 

Randolph Siverson, and James Morrow propose an evolutionary theory of politics (Bueno 

de Mesquita 2003). Politicians, like all living things, are concerned with survival. They 

seek power and, once having acquired it, try their best to maintain it. To accomplish these 

twin goals they must create and maintain an efficient coalition from the selectorate (𝑁)—
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large enough to take and sustain control, but no larger than necessary (Ibid.). This 

minimum winning coalition (𝑊) then, is comprised of the essentials (Ibid.). 

A leader’s need for the blessing of some minimum of the selectorate is universal 

in the world of politics; to the dictator as to the president it is not different in kind, only in 

degree. As such the authors abandoned the conventional demarcation of polities of 

different sizes, e.g., autocracies versus democracies, and instead placed them on a 

spectrum. The metric of the spectrum is the relative number of essentials to total number 

of the selectorate (!
!
), or what I propose to call the essential ratio. The smaller the 

essential ratio the more autocratic the polity, and the larger the essential ratio the more 

democratic it is (Ibid.).  

The economist—taking, as he does, certain things for granted—had naïvely 

assumed a political leadership that was imposed exogenously. The ruler simply was, and 

his policies simply reflected his preferences (or, in a democracy, the preferences of his 

constituents). But The Logic of Political Survival sat the economist down in Dionysius’ 

chair and showed him the sword dangling above, held by a horse’s hair. Like Damocles, 

we now understand that a ruler lives under constant threat of decapitation, so to speak, 

and his actions must be understood in light of that fact first and foremost.  

To prevent the sword from dropping the leader must satisfy the essentials without 

over-aggravating the remainder (1− !
!
). To satisfy his essentials the ruler must be able 

to furnish them with gifts over the cost that they personally incur in supporting his 

regime; to maintain the complacence of the remainder they must be made to feel at a 

minimum that the cost of the status quo is less than the cost of action.  



107 
 

The essential ratio controls what methods the leader may, or must, employ to 

retain power (Ibid.). When the ratio is small, private gifts in the form of direct transfers to 

essentials from the remainder are in order. A low tax is sufficient in this case to reward 

the few essentials, and need not be too much of a burden on the large remainder. These 

transfers maintain the stability of the regime but they offer no net-increase in social 

wealth (and to the extent that they discourage production and encourage defensive 

measures, they diminish it). The direct transfer has the benefit of being 1:1, that is, one 

dollar of tax from the remainder equals one dollar of gift to the essentials, and the tax can 

be placed exclusively on the remainder while the benefits can be bestowed likewise onto 

the essentials.25 The recipients of the subsidies are also obvious and select, a fact 

agitating to the remainder; and as the essential ratio grows, so must their tax burden.  

As the essential ratio increases and the leader finds it more costly to satisfy the 

essentials with private goods, he must begin to emphasize the production of public goods. 

This is less efficient when viewed purely as a transfer mechanism, because it is no longer 

a 1:1 transfer to the essentials. One dollar of a public good may provide less than one 

dollar of direct benefit to some of the essentials. To maintain the necessary level of 

subsidy to his coalition the ruler must spend increasing amounts on goods which will be 

available to the remainder as well. But public goods, unlike private gifts, may enhance 

economic activity and increase individual wealth along with tax revenues. In addition, the 

nature of public goods provision is that it is difficult to precisely determine an 

                                                
25 This obviously need not be the case. The ruler may tax all of the subjects and merely provide subsidies 
that are a net-gain to the essentials. In fact, obfuscation evident in, for example, the U.S. where federal 
employees—net tax consumers—are paid and then taxed, rather than merely receiving the after-tax amount 
and cutting out the middle man. The cost of the transfer mechanism is left out for simplicity. 
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individual’s share of the price tag, or to quantify his benefit.  This obfuscation increases 

the cost to the remainder of discovering whether political action is justified. 

The ruler’s response to the changing composition of the selectorate is not made in 

a vacuum. As in all matters of survival, the ruler faces competition. The ruler’s mix of 

methods must produce results superior to any current or potential offers made by any 

credible challenger. He must propose a lower tax rate, provide a better package of private 

goods (e.g., under the table gifts) to his essentials, or provide more public goods that can 

be enjoyed by the entire selectorate (Ibid.).  

In conclusion, the higher ratio of public goods to private gifts and the lower tax 

rates that democracies enjoy relative to autocracies are not the result of the voting 

structure. Instead they are by-products of the larger essential ratio. The people do not buy 

public goods, they are bought off with them. And while altruistic, patriotic, and civic-

minded leaders are not ruled out by the selectorate theory (Ibid.), their political life span 

is usually short, and the history books are filled with unwritten pages dedicated to them. 

The politicians who are remembered are those who mastered the structure of their 

environment and became survival kings. History is not interested in peasants—only in the 

peasant that became a king.  

5.4: The Bootleggers, Baptists, and the Rent Seekers Theory  

This section develops a mathematical model to re-examine the role of the 

essential ratio in affecting the growth of economic activity. The model uses the 

framework of X-Theory developed by C. K. Rowley, M.W. Jones-Lee, and M.A. Crew 

(Crew, Jones-Lee, and Rowley 1971) to extend and amend Bueno de Mesquita and 
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Smith’s selectorate model and identifies, predicts, and explains a tipping point leading to 

the decline of democratic polities. The framework of X-Theory allows the inclusion of a 

political technique—the use of the Bootleggers and Baptists—necessary for regulation 

provision (Yandle 1983).  

X-Theory paved the road for the principal-agent literature. It explains the 

existence of inefficiencies in a corporative structure where ownership is separated from 

management. It then shows how profit- and lump-sum taxes will affect that structure in 

the presence of said inefficiencies (Crew, Jones-Lee, and Rowley 1971).  

In technical terms, the owner seeks to maximize the following (Ibid.):  

𝑚𝑎𝑥!,! 𝑅 −𝑀 − 𝐺 ; where 

𝑅 = 𝑃 𝑄 .𝑄 =Revenue 

𝑀 = 𝑀 𝑄,𝐺,𝜋 =  non-policing costs 

𝐺 = 𝐺 =  policing costs  

𝑄 = quantity 

𝑃(𝑄) = price 

Modifying the definitions of X-theory, the leader in this model is a roving bandit, 

when considering his desire to maintain office for a short term, but is a stationary bandit 

when considering his desire to maintain the interests of the exclusive two-party structure. 

The leader knows that the productivity of his subjects 1− 𝑙  decreases with the tax rate 

(𝑟) and increases with public goods provision. The tax rate is the sum of direct taxation, 

such as taxes on income, and indirect taxation, such as the regulatory tax burden. The 
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leader, then, uses the revenue generated from the tax collection, first, to maintain power 

and, second, to indulge.  

While the leader desires to maximize his discretionary spending, he is constrained 

by the need to keep the essentials (𝑊) satisfied whilst not over-plucking his geese—the 

portion of the population (𝑁) that are not members of the minimum winning coalition 

(1− !
!
) or the non-essential ratio. The leader’s discretionary spending (𝜋) is the 

difference between tax revenue (𝑅) and expenditures on satisfaction production (e.g., 

private gifts, public goods, and regulations). The essential ratio acts as a tax on the 

leader’s discretionary profit. In other words, the larger the essential ratio, the more 

members the leader must satisfy in order to stay in power. Alternatively, the larger the 

non-essential ratio, i.e., the fewer the leader must rely on to retain power, the more he can 

indulge.  

To maximize (𝜋), he can decide, for instance, to regulate the more inelastic 

activities in the economy to increase his net tax revenue through increasing the tax rate. 

For example, he might decide to prohibit the consumption of alcoholic beverages, or he 

might directly increase sales taxes on tobacco. Just like the owner of the firm, however, 

the leader fears “labor” non-cooperation. The higher 𝑟, the more profitable tax evasion 

activities and black-market dealings, as 𝜋 increases beyond the minimum level π 0

required for him to keep his power from being stolen by a challenger. Thus, the leader 

desires to increase the loyalty of the managers—the Bootleggers who desire the 

regulation in order to be able to deal on the black market or gain monopoly rents—and to 
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prevent shop floor workers from shirking—the subjects who decide to dodge the higher 

taxes.  

As a result, policing is necessary, and more policing becomes more necessary as 

the leader decides to tax the highly inelastic activities. The leader, then, must think of a 

way to lower the cost of forcing labor cooperation. One way is for him to “hire” the 

Baptists and Bootleggers to police the newly regulated regime. The Baptists can improve 

compliance among shop floor workers, and the Bootleggers can “insure” compliance. 

The Bootleggers are willing to work with the leader as the latter can decree illegal 

activities in return for a portion of the profit. The Baptists, on the other hand, are not 

aware that the Bootleggers are Bootlegging and they agree to team up with them to 

promote public welfare. The Bootleggers and Baptists become an indispensible tool for a 

leader seeking a short-term power position while interested in maintaining the exclusive 

two-party structure, as such a leader would turn to regulatory provision as the optimal 

way of gaining the satisfaction of the members of his minimum winning coalition.  

I adopt similar restrictions to those applied in X-Theory. The first set of 

restrictions is a simple extension of the neoclassical cost assumptions; i.e., non-policing 

costs are assumed to be increasing at an increasing rate, hence  

𝜕𝑀
𝜕(1− 𝑙) > 0    𝑎𝑛𝑑    

𝜕!𝑀
𝜕(1− 𝑙)! > 0 

Basic adoption of the law of demand implies that economic activity is negatively 

correlated with the tax rate. In other words 

𝜕𝑟
𝜕(1− 𝑙) < 0     
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An essential assumption to X-Theory and this model is that non-policing costs are 

assumed to increase with the profit rate. As the leader’s discretionary profit increases 

above the minimum threshold necessary to pay his dues, bootlegging activity increases 

and taxable economic activity decreases. Thus 

𝜕𝑀
𝜕𝜋 > 0 

Moreover, the relationship between non-policing costs and policing costs is also 

essential. Policing costs are assumed to be effective. In other words, the leader employs 

the Baptists and Bootleggers because he believes that these expenditures will reduce 

illegal economic activity and thus decrease non-policing costs. Therefore  

∂M
∂G

< 0 and ∂
2M
∂G2 > 0

 

Policing costs are assumed to be constant and thus independent of economic 

activity. The leader is experimenting and is thus using a trial and error mechanism to 

determine the amount of Baptists and Bootleggers needed to keep his power and 

maximize his discretionary spending.26 It follows that  

𝜕𝐺
𝜕(1− 𝑙) = 0 

                                                
26 This restriction is needed for simplicity. In reality, these costs are a function of the tax rate. As the leader 
decides to tax more activities, especially more inelastic activities, he needs to expend more resources on the 
Baptists and Bootleggers. The coalition of Baptists and Bootleggers helps the leader keep his power as it 
facilitates wealth redistribution by disguising the real benefits and costs of various regulations. While a 
non-constant and a non-linear function format of the policing costs would be more realistic and insightful, 
the model becomes increasingly more complex.  
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The nature of the cross-relationship between profit, policing costs, and non-

policing costs are essential to the comparative-statics analysis in this paper. The first key 

cross-relationship is the effect of an increase in profit on the marginal non-policing cost. 

As profit increases beyond 𝜋!, it aggravates the effects that bootlegging activities impose 

on the marginal costs with every $1 dollar of windfall profit increasing non-policing cost 

at an increasing rate. Thus 

𝜕!𝑀
𝜕(1− 𝑙)𝜕𝜋 > 0 

For the second and third cross-relationship, I deviate from the specification of X-

Theory.  

The latter theory assumes that policing costs are always an effective mechanism 

in reducing labor non-cooperation, as they are “an active form of intervention and one 

likely to centre differential attention upon inefficiencies which affect marginal cost” 

(Crew, Jones-Lee, and Rowley 1971, 178). In other words, non-policing costs decrease at 

a decreasing rate with policing expenditures. However, the nature of the problem here is 

different. The Baptists and Bootleggers in this model is a way for the leader to get away 

with taxing more inelastic activities through disguising their true costs and benefits form 

the selectorate. This tool can only be effective up to some point. As the selectorate get 

more and more aggravated with the system, they may decide to allocate more of their 

time towards leisure activity (𝑙) or they may even decide to out source their economic 

activity elsewhere. In other words: 
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𝜕!𝑀
𝜕(1− 𝑙)𝜕𝐺 (1− 𝑙) < (1− 𝑙!) < 0    𝑎𝑛𝑑    

𝜕!𝑀
𝜕(1− 𝑙)𝜕𝐺 1− 𝑙 > (1− 𝑙!) > 0 

Finally, the last cross-relationship of interest is the effect of an increase in profit 

on the marginal non-policing costs with respect to policing expenditure. The question 

here is as follows: we know that policing expenditure reduces the non-policing costs, 

what is the effect of an increase in 𝜋  beyond 𝜋! on that latter rate? As bootlegging 

activity increases and more activities are being regulated, does that decrease or increase 

the marginal cost with respect to non-policing costs? In corporative structure, such as the 

one depicted in X-Theory, the owner cannot accurately measure whether the shirking of 

his managers and shop-floor workers; he can, however, measure the value of his stocks. 

As a result, the X-Theory framework assumes that profit increases intensify the 

effectiveness of policing expenditure on non-policing costs.  

The political economy of political survival and the Bootleggers and Baptists, 

however, is quite different. For a leader to serve his myopic interests in gaining and 

maintain office while conserving the exclusive two-party structure, he finds himself 

forced to grant his minimum winning coalition more regulatory provisions rather than 

repeal earlier less desirable regulations. Therefore, as rent-seeking activity increases with 

each administration layering more regulations, it reduces the effectiveness that the 

Baptists have in getting more and more people to comply with more and more rules. 

Thus, for the purpose of this model:  

∂2M
∂G∂π

> 0
 



115 
 

This completes the model restrictions. I now turn to analyzing the implications of 

the leader’s maximization problem. The results of the comparative statics will shed light 

on the correlation between economic activity and the essential ratio, as the extent to 

which the coalition of the Bootleggers and Baptists is used to buy time in office.  
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R = r (1− li )(Ii ) = r ⋅N ⋅(1− li )
i=1

N

∑
M = M N(1− li ),π,G( )
G =G

⇒ π = r ⋅N ⋅(1− li )−M N(1− li ),π,G( )−G⎡⎣ ⎤⎦  1−W
N

⎡
⎣⎢

⎤
⎦⎥

     (1)

Suppose for simplicity that li = l.
The leader's problems becomes: 

max(1−l ),G r ⋅N ⋅(1− li )−M N(1− li ),π,G( )−G⎡⎣ ⎤⎦  1−W
N

⎡
⎣⎢

⎤
⎦⎥

⎧
⎨
⎩

⎫
⎬
⎭

∂π
∂(1− l)

= ∂r
∂(1− l)

N(1− l)+ rN − ∂M
∂N(1− l)

⋅ ∂N(1− l)
∂(1− l)

− ∂M
∂π

⋅ ∂π
∂(1− l)

− ∂M
∂G

⋅ ∂G
∂(1− l)

− ∂G
∂(1− l)

⎡
⎣⎢

⎤
⎦⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥

Note that ∂M
∂N(1− l)

= ∂M
∂(1− l)

⋅ ∂(1− l)
∂N(1− l)

= ∂M
∂(1− l)

⋅ 1
∂N(1− l)

∂(1− l)
= ∂M
∂(1− l)

⋅ 1
N

= 1
N
⋅ ∂M
∂(1− l)

⎛

⎝

⎜
⎜

⎞

⎠

⎟
⎟

⇒ ∂π
∂(1− l)

= N(1− l) ∂r
∂(1− l)

+ rN − 1
N
⋅ ∂M
∂(1− l)

⋅(N )− ∂M
∂π

⋅ ∂π
∂(1− l)

⎡
⎣⎢

⎤
⎦⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥

Since ∂G
∂(1− l)

= 0⎛
⎝⎜

⎞
⎠⎟

⇒ ∂π
∂(1− l)

= N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

− ∂M
∂π

⋅ ∂π
∂(1− l)

⎡
⎣⎢

⎤
⎦⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥

⇒ 1

1−W
N

⎛
⎝⎜

⎞
⎠⎟

∂π
∂(1− l)

+ ∂M
∂π

⋅ ∂π
∂(1− l)

= N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

⎡
⎣⎢

⎤
⎦⎥

⇒ ∂π
∂(1− l)

=
N(1− l) ∂r

∂(1− l)
+ rN − ∂M

∂(1− l)
⎡
⎣⎢

⎤
⎦⎥

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

        (2)
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Also,
∂π
∂G

= − ∂M
∂π

⋅ ∂π
∂G

− ∂M
∂G

−1⎡
⎣⎢

⎤
⎦⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥

⇒ 1

1−W
N

⎛
⎝⎜

⎞
⎠⎟

∂π
∂G

+ ∂M
∂π

⋅ ∂π
∂G

= − ∂M
∂G

−1

⇒ ∂π
∂G

= −
1+ ∂M

∂G

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

        (3)

FOC are satisfied when: 

N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

= 0      (4)        &

1+ ∂M
∂G

= 0      (5)

Equation (5) implies that the leader will spend on policing until the last $1 spent is offset by a $1 
decrease in non-policing costs.  

SOC are satisfied when: 
∂2π

∂(1− l)2 < 0        &

∂2π
∂(1− l)2

∂2π
∂(1− l)2 ∂G

∂2π
∂G∂(1− l)2

∂2π
∂G2

> 0
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By differentiating (2) with respect to (1− l),  we get:

⇒ ∂2π
∂(1− l)2 =

N ∂r
∂(1− l)

+ ∂2 r
∂(1− l)2 ⋅N(1− l)+ N ⋅ ∂r

∂(1− l)
− ∂2M
∂(1− l)2

⎡
⎣
⎢

⎤
⎦
⎥

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

− N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

⎛
⎝⎜

⎞
⎠⎟

∂2M
∂π ∂(1− l)

⎛
⎝⎜

⎞
⎠⎟

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

2

However, by FOC:  N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

= 0

⇒ ∂2π
∂(1− l)2 =

2N ∂r
∂(1− l)

+ N(1− l) ∂2 r
∂(1− l)2 −

∂2M
∂(1− l)2

⎡
⎣
⎢

⎤
⎦
⎥

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

         (6)

For N > 0,  W > 0,  (1− l) > 0,  ∂r
∂(1− l)

< 0,  ∂2M
∂(1− l)2 > 0,  ∂M

∂π
> 0,  and ∂2 r

∂(1− l)2 < 0,  ∂2π
∂(1− l)2 < 0
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Moreover, ∂2π
∂(1− l)∂G

= ∂2π
∂G∂(1− l)

By differentiating (3) with respect to G, we get:

⇒ ∂2π
∂G∂(1− l)

= −

∂2M
∂G∂(1− l)

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

− ∂2M
∂π ∂(1− l)

1+ ∂M
∂G

⎛
⎝⎜

⎞
⎠⎟

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

2

  However, by FOC:  1+ ∂M
∂G

= 0

⇒ ∂2π
∂G∂(1− l)

= −

∂2M
∂G∂(1− l)

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

       (7)
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By differentiating (3) with respect to G, we get:

∂2π
∂G2 = −

∂2M
∂G2 ⋅ 1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

− ∂2M
∂π ∂G

⋅ 1+ ∂M
∂G

⎛
⎝⎜

⎞
⎠⎟

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

2

However, by FOC:  1+ ∂M
∂G

= 0

∂2π
∂G2 = −

∂2M
∂G2

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M

∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

        (8)
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By totally differentiating equation (4), we get: 

The determinant becomes:   

2N ∂r
∂(1− l)

+ N(1− l) ∂2r
∂(1− l)2 −

∂2M
∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

   −

∂2M
∂G∂(1− l)

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

 

−

∂2M
∂G∂(1− l)

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

 −

∂2M
∂G2

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

 

= 1

1

1−W
N

⎛
⎝⎜

⎞
⎠⎟
+ ∂M
∂π

⎡

⎣

⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥

2 − 2N ∂r
∂(1− l)

+ N(1− l) ∂2r
∂(1− l)2 −

∂2M
∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥
∂2M
∂G2 − ∂2M

∂G∂(1− l)
⎛
⎝⎜

⎞
⎠⎟

2⎧
⎨
⎪

⎩⎪

⎫
⎬
⎪

⎭⎪

Therefore, the magnitudes of ∂r
∂(1− l)

,  ∂2M
∂(1− l)2 ,  ∂2r

∂(1− l)2 ,  ∂
2M
∂G2 ,  and ∂2M

∂G∂(1− l)
⎛
⎝⎜

⎞
⎠⎟

must be such that − 2N ⋅ ∂r
∂(1− l)

− ∂2M
∂(1− l)2 + N(1− l) ∂2r

∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥
∂2M
∂G2 − ∂2M

∂G∂(1− l)
⎛
⎝⎜

⎞
⎠⎟

2

> 0.
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By totally differentiating equation (5), we get:  

 

However, form from (1), we know that:  

N d(1− l) ∂r
∂(1− l)

+ ∂2 r
∂(1− l)2 d(1− l) ⋅(1− l)⎡

⎣
⎢

⎤

⎦
⎥ + dN (1− l) ∂r

∂(1− l)
⎡
⎣⎢

⎤
⎦⎥
+ N ⋅ ∂r

∂(1− l)
d(1− l)+ r ⋅dN

        − 1
N

∂2M
∂(1− l)2

⎛
⎝⎜

⎞
⎠⎟
⋅ (1− l)dN + Nd(1− l)( )− ∂2M

∂(1− l)∂π
dπ − ∂2M

∂(1− l)∂G
dG = 0

⇒ N ∂r
∂(1− l)

d(1− l)+ N(1− l) ∂2 r
∂(1− l)2 d(1− l)+ (1− l) ∂r

∂(1− l)
dN + N ∂r

∂(1− l)
d(1− l)+ rdN

        − 1− l
N

∂2M
∂(1− l)2 dN − ∂2M

∂(1− l)2 d(1− l)− ∂2M
∂(1− l)∂π

dπ − ∂2M
∂(1− l)∂G

dG = 0        (9)

Note that ∂M
∂N(1− l)

= 1
N
⋅ ∂M
∂(1− l)

⇒ ∂2M

∂ N(1− l)( )2
=
∂2 1

N
⋅ ∂M
∂(1− l)

⎛
⎝⎜

⎞
⎠⎟

∂ 1− l( )2
= 1
N

∂2M

∂(1− l)2

1
N

∂2M
∂G∂(1− l)

⎛
⎝⎜

⎞
⎠⎟
⋅ (1− l)dN + Nd(1− l)( )+ ∂2M

∂G∂π
dπ + ∂2M

∂G2 dG = 0

⇒ 1− l
N

∂2M
∂G∂(1− l)

dN + ∂2M
∂G∂(1− l)

d(1− l)+ ∂2M
∂G∂π

dπ + ∂2M
∂G2 dG = 0      (10)
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π = rN(1− l)−M (N(1− l),π ,G)−G[ ] 1−W
N

⎡
⎣⎢

⎤
⎦⎥

⇒ dπ =

∂r
∂(1− l)

d(1− l) N(1− l)[ ]+ r (1− l)dN + Nd(1− l)[ ]

− 1
N

∂M
∂(1− l)

⎛
⎝⎜

⎞
⎠⎟

(1− l)dN + Nd(1− l)[ ]

− ∂M
∂π

dπ − ∂M
∂G

dG − dG

⎡

⎣

⎢
⎢
⎢
⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥
⎥
⎥
⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥

        + rN(1− l)−M (N(1− l),π ,G)−G[ ] − N ⋅dW −W ⋅dN
N 2

⎡
⎣⎢

⎤
⎦⎥

Let θ=rN(1− l)−M (N(1− l),π ,G)−G > 0

θ > 0 assumes that there is no deficit financing. 

⇒ dπ =

N(1− l) ∂r
∂(1− l)

d(1− l)+ r(1− l)dN + rNd(1− l)

−1− l
N

∂M
∂(1− l)

dN − ∂M
∂(1− l)

d(1− l)

− ∂M
∂π

dπ − ∂M
∂G

dG − dG

⎡

⎣

⎢
⎢
⎢
⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥
⎥
⎥
⎥

1−W
N

⎡
⎣⎢

⎤
⎦⎥
−θ N ⋅dW −W ⋅dN

N 2
⎡
⎣⎢

⎤
⎦⎥

⇒ dπ = z

N(1− l) ∂r
∂(1− l)

d(1− l)+ r(1− l)dN + rNd(1− l)− 1− l
N

∂M
∂(1− l)

dN

− ∂M
∂(1− l)

d(1− l)− ∂M
∂G

dG − dG

⎛

⎝

⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟

1−W
N

⎡
⎣⎢

⎤
⎦⎥

−θ N ⋅dW −W ⋅dN
N 2

⎡
⎣⎢

⎤
⎦⎥

⎡

⎣

⎢
⎢
⎢
⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥
⎥
⎥
⎥

    (11)

where z = 1

1+ ∂M
∂π

⎛
⎝⎜

⎞
⎠⎟ 1−W

N
⎛
⎝⎜

⎞
⎠⎟

 

By substituting (11) into (9): 



124 
 

N ∂r
∂(1− l)

d(1− l)+ N(1− l) ∂2 r
∂(1− l)2 d(1− l)+ (1− l) ∂r

∂(1− l)
dN + N ∂r

∂(1− l)
d(1− l)+ rdN

   − 1− l
N

∂2M
∂(1− l)2 dN − ∂2M

∂(1− l)2 d(1− l)

   − ∂2M
∂(1− l)∂π

z

N(1− l) ∂r
∂(1− l)

d(1− l)+ r(1− l)dN + rNd(1− l)− 1− l
N

∂M
∂(1− l)

dN

− ∂M
∂(1− l)

d(1− l)− ∂M
∂G

dG − dG

⎛

⎝

⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟

1−W
N

⎡
⎣⎢

⎤
⎦⎥

−θ N ⋅dW −W ⋅dN
N 2

⎡
⎣⎢

⎤
⎦⎥

⎡

⎣

⎢
⎢
⎢
⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥
⎥
⎥
⎥

⎧

⎨

⎪
⎪
⎪

⎩

⎪
⎪
⎪

⎫

⎬

⎪
⎪
⎪

⎭

⎪
⎪
⎪

   − ∂2M
∂(1− l)∂G

dG = 0

d(1− l) −N ∂r
∂(1− l)

− N(1− l) ∂2 r
∂(1− l)2 − N

∂r
∂(1− l)

+ ∂2M
∂(1− l)2 + µN(1− l) ∂r

∂(1− l)
+ µrN − µ ∂M

∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥

      + dG −µ ∂M
∂G

− µ + ∂2M
∂(1− l)∂G

⎡

⎣
⎢

⎤

⎦
⎥

      = dN (1− l) ∂r
∂(1− l)

+ r − 1− l
N

∂2M
∂(1− l)2 − µr(1− l)+ µ1− l

N
∂M

∂(1− l)
− λ W

N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

λ
N

⎡
⎣⎢

⎤
⎦⎥

Where µ = z 1−W
N

⎡
⎣⎢

⎤
⎦⎥

∂2M
∂(1− l)∂π

      &     λ = zθ ∂2M
∂(1− l)∂π

 

⇒ d(1− l) −2N ∂r
∂(1− l)

− N(1− l) ∂2 r
∂(1− l)2 +

∂2M
∂(1− l)2 + µ N(1− l) ∂r

∂(1− l)
+ rN − ∂M

∂(1− l)
⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥

      + dG −µ ∂M
∂G

+1⎛
⎝⎜

⎞
⎠⎟ +

∂2M
∂(1− l)∂G

⎡

⎣
⎢

⎤

⎦
⎥

      = dN (1− l) ∂r
∂(1− l)

+ r − 1− l
N

∂2M
∂(1− l)2 − µr(1− l)+ µ1− l

N
∂M

∂(1− l)
− λ W

N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

λ
N

⎡
⎣⎢

⎤
⎦⎥
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Notice, however, that the terms in red equal to zero by FOC.  Thus: 

d(1− l) −2N ∂r
∂(1− l)

− N(1− l) ∂2r
∂(1− l)2 +

∂2M
∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥ + dG

∂2M
∂(1− l)∂G
⎡

⎣
⎢

⎤

⎦
⎥

      = dN (1− l) ∂r
∂(1− l)

+ r − 1− l
N

∂2M
∂(1− l)2 − µr(1− l)+ µ1− l

N
∂M

∂(1− l)
− λ W

N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

λ
N

⎡
⎣⎢

⎤
⎦⎥

      (12)

 

By substituting (11) into (10):  
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1− l
N

∂2M
∂G∂(1− l)

dN + ∂2M
∂G∂(1− l)

d(1− l)

      + ∂2M
∂G∂π

z

N(1− l) ∂r
∂(1− l)

d(1− l)+ r(1− l)dN + rNd(1− l)− 1− l
N

∂M
∂(1− l)

dN

− ∂M
∂(1− l)

d(1− l)− ∂M
∂G

dG − dG

⎛

⎝

⎜
⎜
⎜⎜

⎞

⎠

⎟
⎟
⎟⎟

1−W
N

⎡
⎣⎢

⎤
⎦⎥

−θ N ⋅dW −W ⋅dN
N 2

⎡
⎣⎢

⎤
⎦⎥

⎡

⎣

⎢
⎢
⎢
⎢
⎢
⎢
⎢

⎤

⎦

⎥
⎥
⎥
⎥
⎥
⎥
⎥

⎧

⎨

⎪
⎪
⎪

⎩

⎪
⎪
⎪

⎫

⎬

⎪
⎪
⎪

⎭

⎪
⎪
⎪

      + ∂2M
∂G2 dG = 0      

d(1− l) ∂2M
∂G∂(1− l)

+αN(1− l) ∂r
∂(1− l)

+αrN −α ∂M
∂(1− l)

⎡

⎣
⎢

⎤

⎦
⎥ + dG −α ∂M

∂G
−α + ∂2M

∂G2

⎡

⎣
⎢

⎤

⎦
⎥

      = dN −1− l
N

∂2M
∂G∂(1− l)

−αr(1− l)+α 1− l
N

∂M
∂(1− l)

− β W
N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

β
N

⎡
⎣⎢

⎤
⎦⎥

Where α = z 1−W
N

⎡
⎣⎢

⎤
⎦⎥
∂2M
∂G∂π

     &     β=zθ ∂2M
∂G∂π

⇒ d(1− l) ∂2M
∂G∂(1− l)

+α N(1− l) ∂r
∂(1− l)

+ rN − ∂M
∂(1− l)

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥ + dG −α ∂M

∂G
+1⎛

⎝⎜
⎞
⎠⎟ +

∂2M
∂G2

⎡

⎣
⎢

⎤

⎦
⎥

      = dN −1− l
N

∂2M
∂G∂(1− l)

−αr(1− l)+α 1− l
N

∂M
∂(1− l)

− β W
N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

β
N

⎡
⎣⎢

⎤
⎦⎥

By FOC, the terms in red are zero.  Thus:

d(1− l) ∂2M
∂G∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥ + dG

∂2M
∂G2

⎡

⎣
⎢

⎤

⎦
⎥

      = dN −1− l
N

∂2M
∂G∂(1− l)

−αr(1− l)+α 1− l
N

∂M
∂(1− l)

− β W
N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

β
N

⎡
⎣⎢

⎤
⎦⎥

      (13)

 

By combining (12) and (13) in a matrix, we get:  



127 
 

− 2N ∂r
∂(1− l)

+ N(1− l) ∂2 r
∂(1− l)2 −

∂2M
∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂(1− l)∂G

⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G∂(1− l)

⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G2

⎡

⎣
⎢

⎤

⎦
⎥

⎛

⎝

⎜
⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟
⎟

d(1− l)
dG

⎛
⎝⎜

⎞
⎠⎟
=

dN (1− l) ∂r
∂(1− l)

+ r − 1− l
N

∂2M
∂(1− l)2 − µr(1− l)+ µ1− l

N
∂M

∂(1− l)
− λ W

N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

λ
N

⎡
⎣⎢

⎤
⎦⎥

 

dN −1− l
N

∂2M
∂G∂(1− l)

−αr(1− l)+α 1− l
N

∂M
∂(1− l)

− β W
N 2

⎡

⎣
⎢

⎤

⎦
⎥ + dW

β
N

⎡
⎣⎢

⎤
⎦⎥

⎛

⎝

⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟

 

Suppose W  increases, i.e., dW > 0 while dN = 0,  then:

− 2N ∂r
∂(1− l)

+ N(1− l) ∂2r
∂(1− l)2 −

∂2M
∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂(1− l)∂G
⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G2

⎡

⎣
⎢

⎤

⎦
⎥

⎛

⎝

⎜
⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟
⎟

d(1− l)
dG

⎛
⎝⎜

⎞
⎠⎟
=

dW λ
N

⎡
⎣⎢

⎤
⎦⎥

dW β
N

⎡
⎣⎢

⎤
⎦⎥

   

⎛

⎝

⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟

d(1− l)
dG

⎛

⎝
⎜

⎞

⎠
⎟ =

1
D

∂2M
∂G2

⎛
⎝⎜

⎞
⎠⎟

− ∂2M
∂(1− l)∂G
⎡

⎣
⎢

⎤

⎦
⎥

− ∂2M
∂G∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥ − 2N ∂r

∂(1− l)
+ ∂2M
∂(1− l)2 − N(1− l) ∂2r

∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

⎛

⎝

⎜
⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟
⎟

dW λ
N

⎡
⎣⎢

⎤
⎦⎥

dW β
N

⎡
⎣⎢

⎤
⎦⎥

   

⎛

⎝

⎜
⎜
⎜
⎜

⎞

⎠

⎟
⎟
⎟
⎟

D ≡
− 2N ∂r

∂(1− l)
+ N(1− l) ∂2r

∂(1− l)2 −
∂2M

∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂(1− l)∂G
⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥

∂2M
∂G2

⎡

⎣
⎢

⎤

⎦
⎥

If SOC holds, then D > 0

d(1− l) = dW
D

∂2M
∂G2

⎛
⎝⎜

⎞
⎠⎟

λ
N

⎛
⎝⎜

⎞
⎠⎟ −

∂2M
∂(1− l)∂G
⎡

⎣
⎢

⎤

⎦
⎥

β
N

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥

dG = dW
D

− ∂2M
∂G∂(1− l)
⎡

⎣
⎢

⎤

⎦
⎥

λ
N

⎛
⎝⎜

⎞
⎠⎟ − 2N ∂r

∂(1− l)
+ ∂2M
∂(1− l)2 − N(1− l) ∂2r

∂(1− l)2

⎡

⎣
⎢

⎤

⎦
⎥

β
N

⎛
⎝⎜

⎞
⎠⎟

⎡

⎣
⎢

⎤

⎦
⎥

 



128 
 

Notice that we have already imposed the following restrictions on the sign of the 

partial derivatives:  

∂M
∂π

⎛
⎝⎜

⎞
⎠⎟ > 0;  ∂2M

∂(1− l)∂π
> 0;  and ∂2M

∂G∂π
< 0.

These restricitons imply that z > 0;  µ>0; λ > 0;  α < 0;  and β<0.
 

Let us suppose first that the leader is using the Bootleggers and Baptists to aid in 

regulating inelastic activities, but that the level of economic activity regulated (1− l)  

does not exceed the selectorate’s threshold of tolerance (1− l0 ) . In this case, policing 

expenditures are still effective at reducing the marginal non-policing costs, i.e., 

∂2M
∂(1− l)∂G

< 0
. With the additional restrictions of 

∂2M
∂G2 > 0

, as the size of the minimum 

winning coalition increases, both economic activity and policing costs increase.27  

This result changes when the leader begins taxing economic activity beyond the 

selectorate’s threshold of tolerance. Bootleggers and Baptists may no longer be as 

effective at reducing the marginal non-policing costs as members of the selectorate begin 

allocating more of their time toward leisure activities or, in extreme cases, emigrating. 

With 

∂2M
∂(1− l)∂G

> 0
, the sign of economic activity depends on the magnitudes of 

∂2M
∂(1− l)∂G , 

∂2M
∂G∂π , 

∂2M
∂(1− l)∂π . If the effect of policing expenditure on non-policing 

                                                
27 Note that 2N ∂r

∂(1−l )
+ ∂2M
∂(1−l )2

−N (1−l ) ∂2r
∂(1−l )2

⎡

⎣
⎢
⎢

⎤

⎦
⎥
⎥

<0 as long as SOC hold (eq. 6).  
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costs dominates the other two 

∂2M
∂G∂π

, ∂2M
∂(1− l)∂π

⎛
⎝⎜

⎞
⎠⎟ , then both the level of economic 

activity and policing expenditure decrease as the size of the minimum winning coalition 

increases. The latter conclusion implies that if the leader over-taxes economic activity the 

aid of the Bootleggers and Baptists will lose effectiveness and the selectorate may 

become extremely provoked, reducing their productivity or taking it underground. Over-

dependence on the rhetoric of the Bootleggers and Baptists may also leave the leader 

exposed to attacks from challengers who question the veracity of their claims and thus the 

justification of the tax or regulation. 

5.5: Conclusion  

The model proposed in this paper builds on the conclusion derived by Bueno de 

Mesquita and Smith regarding the growth of economic activity with the magnitude of the 

essential ratio, but shows that there exists a tipping point beyond which the traditional 

private and public goods are not sufficient to maintain the coalition and the tools used to 

hold it together adversely affect social wealth production. Furthermore, this model 

recognizes that citizens have alternatives to taxable production, i.e., black markets and 

leisure, and proposes a threshold of tolerance to taxation. As long as the leader does not 

exceed that level he may be able to use the Baptists and Bootleggers to facilitate his 

collection of revenue without provoking defensive, or passive aggressive, measures. 

Taxation in excess of the threshold, however, puts a strain on the patience and credulity 

of the selectorate, who may then find it rational to investigate the claims and search for 
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alternative leadership. If the rhetoric of the leader and his Bootleggers is found to be false 

there will be no shortage of suitors for his throne. 

Moreover, the Baptists, who had formed a part of the leaders’ minimum winning 

coalition, may now discover that their passion and eloquence has been hijacked and used 

for the empowerment of the regime and not for public interest. They too may seek 

alternatives. 

Appendix 

The following two tables provide a list of important definitions. Table 5 translates 

the terms in X-theory to Baptists and Bootleggers theory (B&B Theory), and Table 6 

provides the definition of the key variables.  

 

Table 5: Translation 

X-Theory B&B Theory 
Firm Economy  
Owner Leader  
Manager Bootleggers  
Shop floor workers  The selectorate  
Police  Bootleggers and Baptists  

 

Table 6: Variables and Definitions 

Variable Definition  
𝑟 Tax rate = sum of direct and indirect taxes.  
𝑁 The total number of tax paying individuals, 

the selectorate.  
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𝑊 The number of members in the leader’s 
minimum winning coalition.  

𝑊
𝑁  The essential ratio. 

1−
𝑊
𝑁  The non-essential ration or the portion of 

the selectorate that are not included in the 
minimum winning coalition.  

𝑙 Leisure rate 
1−   𝑙 Labor rate 
𝑅 Revenue 
𝑀 Non-policing costs  
𝜋 Profit  
𝜋! Minimum profit needed to maintain power 

against challenges.  
𝐺 Policing costs = expenditure on Baptists 

and Bootleggers.  
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CHAPTER 6 

Conclusion  

The framework advocated in this dissertation is an evolutionary framework as 

developed long ago by Darwin & Wallace and extended to the social sciences by the 

German psychologist Gerd Gigerenzer (Gigerenzer and Gaissmaier 2011; Gigerenzer and 

Brighton 2009; Gigerenzer 2010; Gigerenzer and Todd 1999). In this framework homo 

economicus gives way to homo sapiens, who, given their limited knowledge and 

computational power, use trial and error mechanisms – heuristics – to discover the best 

course of action. Actors are not only concerned with the consistency of their means in 

achieving their given ends, but also with the survivability of their plans in the 

environment. The feedback that runs from the environment to the actor is often ignored in 

the social sciences, especially in economics, even though it is the driving force behind 

many actions. Just as nature selects for the genetic structure of species better fit to survive 

and succeed, the environment in which actions take place selects and promotes certain 

plans over others so that actors may survive and succeed in that environment. This is 

what Gigerenzer coined as ecological rationality (Gigerenzer and Brighton 2009). 

The heuristics framework is essential to resolve the paradoxes, and for making 

sense of the existence of different institutions. In fact, many observations seem 

paradoxical because the environment in which they occur, and the “trial and error” nature 
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of the actions, are ignored. For instance, why do some governments prohibit free trade? 

Why do different religions prohibit the charging of interest rates? These questions cannot 

be answered if we treat the environment in which the “rules ruling rulers” [emphasis 

added] (Bueno de Mesquita and Smith 2011, x) – i.e. actors/rulers who rule over the rules 

themselves – operate as identical to the environment in which the actors “within the 

rules” [emphasis added] (Brennan and Buchanan 2000, 6) operate. While most 

economics literature treats the ends of the “rules ruling rulers” as identical to those of the 

actors who must instead play “within the rules,” my dissertation investigates the strategic 

use of rhetoric to achieve certain ends and offers an alternate framework that analyzes 

their ecological rationality according to their respective environments.  

Even though economists have not consented to one definition of “economics,” are 

all agree that “ends,” “goals,” and “motivations” are to be red lines that a true economist 

must not cross. Since ends are in the mind of the actor, they say, and thus impossible to 

positively discern, then the economist must only evaluate the means taken in light of the 

given ends; never is he allowed to question the quality, or especially the veracity, of the 

ends given. While this may be a reasonable policy to take under some circumstances, it 

fails to explain institutional designs and the reasons behind the rules. Ends are given, and 

when it comes to the “rules ruling rulers” they are given via rhetoric that can be a true or 

a false conveyor of goals; the truth-value of this rhetoric can play a huge role in 

explaining the reason behind the rules, and why seemingly irrational rules may have 

sustained. 
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If economists have ends of their own, and among those ends is bringing certain 

institutional changes that will bring about prosperity – such as promoting a structure that 

will protect private property rights and freedom of contracts – then the “taking the ends 

as given” method is not an adequate tool. If an economist seeks to bring about a structural 

change, and “rules ruling rulers” are the prominent architects of institutional design, then 

their rhetoric must be evaluated and analyzed objectively. It is not objective to take the 

subjective declarations of interested actors to be an objective truth.   

Evaluating the truth-value of ends is extremely difficult as we can only observe 

the rhetoric used to promote the stated end. However, we can also observe the means and 

the heuristics used to achieve those ends and the results of the actions employed. The 

advantage to using the heuristics framework is that heuristics constitute a repeated 

interaction with the same environment and therefore we can observe the direction in 

which these heuristics are being updated. Is this movement contracting the gap between 

the achieved ends and the stated ends – as assessed by the rhetoric – or is it seemingly 

unrelated to, or expanding, that gap? The former indicates that the rhetoric is in fact a true 

representation, whereas the latter indicates that it is a false one and therefore actors are 

acting to promote hidden ends. Thus, the direction of the updated heuristics serve as a 

much more adequate proxy for true ends than rhetoric and thus bear much more probative 

fruit.  

The framework developed in this dissertation can be applied to understanding 

major historical episodes, among which the “Prohibition,” the prohibition of alcohol in 

America 1920-1933; “Usury,” the prohibitions on the charging of interest in Judaism, 
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Christianity, and Islam; the ban on using freely issued money; and many others. I will 

provide below a brief outline of how case studies on Prohibition and Usury Laws can be 

carried out using the framework developed in this dissertation.  

A Drunken Constitution (1920-1933) 

“… The upshot is that there are two ways, and two ways only, in which an 
ordinary private citizen, acting under her own steam and under color of no 
law, can violate the United States Constitution. One is to enslave 
somebody, a suitably hellish act. The other is to bring a bottle of beer, 
wine, or bourbon into a State in violation of its beverage control laws—an 
act that might have been thought juvenile, and perhaps even lawless, but 
unconstitutional? (emphasis in original) (Tribe (1995:219-220) in Munger 
and Schaller 1997)” 

 

The Prohibition era in the United States comprises a unique phenomenon in the 

history of the American Constitution, as it remains the only instance where an 

Amendment to the Constitution has been ratified only to be later repealed. The coalition 

between Baptists and Bootleggers peaked in an effort to ratify the Eighteenth 

Amendment followed later by a new coalition to repeal it with the Twenty First. The 

composition of these groups was essential to understanding the success of the “Drys” – 

pro-prohibition groups – to pass Prohibition in the early 1920’s and the success of the 

“Wets” – anti-prohibition groups – to pass its repeal in the early 1930’s (Munger and 

Schaller 1997).  

This dissertation presents a testable a hypothesis for the Prohibition era, namely 

that the reason behind the ratification of the Eighteenth Amendment is the successful 

coalition between moral sentiments – the Baptists – and the Animal Spirits – the 

Bootleggers, who both agreed on the rhetoric of alcohol prohibition (or later its repeal) 
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but had an opposite logic, and thus goal, in mind. Conversely, the ratification manifests 

the failure of anti-prohibition groups to unite their rhetoric in a timely manner. The 

opposite applies to the ratification of the Twenty First Amendment: anti-prohibition 

groups learned from their failure in the early 1920’s and united to form a strong coalition 

of Baptists and Rent-Seekers capable of trumping the powers of the Drys who had 

witnessed the results of the logic of their plan, depressing their morale and weakening 

their coalition.  

In addition, the Prohibition experience in the U.S. sheds light on the composition 

of the Bootlegger and Baptist groups. The U.S. government played a central role in the 

period and one cannot mark the overarching label “U.S. government” as either Baptists, 

Bootleggers, or Rent-Seekers. The U.S. government is comprised of individuals who can 

belong to either one of the three groups on different issues. However, the interesting 

feature of the Prohibition era is its short time span, which allows cross-examination of the 

conversion of some individuals from pro-prohibition to anti-prohibition Bootleggers. It is 

important to note here that this conversion was not a feature unique to individuals within 

the government; other groups, such as the women’s coalition, experienced a similar 

transformation: from pro-prohibition to anti-prohibition Baptists.  

Moreover, the period from 1920 to 1933 is unique in American history for another 

reason: this period witnessed some of the highest boom and bust cycles ever recorded in 

the United States. The periods of prosperity of the early 1920’s, and later the Great 

Depression, which started in 1929, will play a central role in analyzing the costs imposed 

on the U.S. government to ratify Prohibition only to later repeal it (Boudreaux 2008). In 
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fact, these costs were a leading reason some political leaders were inclined to change 

their allegiance from pro-prohibition into anti-prohibition supporters. In 1913, the 

Sixteenth Amendment, which ratified the Federal Income Tax, opened a new source of 

revenue for the American government. The state no longer had to rely on the revenue 

collected from the liquor tax, which constituted about one third of the federal revenue 

form the period of 1870 to 1912 (Boudreaux 2008). The introduction of the federal 

income tax, therefore, dramatically changed the calculation of the federal government 

and made the idea of Prohibition more feasible.  

The federal income tax is a function of income, but the questions is: what 

income? The federal government used income figures of the boom period of the early 

1920’s to support the wisdom of its decision to ratify Prohibition. With the stock market 

crash of 1929, followed by the onset of the Great Depression hitting hard and slashing 

incomes to unprecedented levels, the federal government longed for those liquor taxes 

once again. This is not to say that expenditures on liquor are not also a function of 

income, but it is to say that having both the revenues from the income tax and the liquor 

tax was definitely a better deal to having the income tax alone. This occurrence eased the 

conversion of many government officials from prohibition advocates to repeal activists.  

Thou Shalt Not Price Money! Unless … 
 
“For at least another hundred years we must pretend to ourselves and to 
every one that fair is foul and foul is fair; for foul is useful and fair is not. 
Avarice and usury and precaution must be our gods for a little longer 
still.” -- J.M. Keynes  
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Technically, usury is charging a borrower a premium for a loan above and beyond 

the “legal” level (Calvin 1902). Interest, on the other hand, is charging a borrower a 

premium for a loan within the legal limit. When the mere charging of a premium is 

prohibited, then the distinction between usury and interest disappears, as the “legal” 

premium is effectively zero. Similarly, when the premium is allowed to fluctuate freely 

according to different contractual agreements, the demarcation between the two terms 

evaporates (Calvin 1902). Only when an authority imposes a price control on lending 

money does the distinction appear, and only then do we see the clashing of incentives. 

The consideration of usury to be an abomination is ancient. In the Old Testament, 

the charging of any form of premium of any magnitude was considered among the foulest 

of sins. For instance, in Ezekiel 18: “If he beget a son that is a robber, a shedder of blood, 

and that doeth the like to any one of these things; and that doeth not any of those duties 

but even hath eaten upon the mountains, and defiled his neighbor’s wife, hath oppressed 

the poor and needy, hath spoiled by violence, hath not restored the pledge, and hath lifted 

his eyes to the idols, hath committed abomination, hath given forth upon usury, and hath 

taken increase: Shall he then live? He shall not live: he hath done all these abominations; 

he shall surely die; his blood shall be upon him [emphasis added]” (Calvin 1902). 

While other non-money goods were permitted to trade for a price above their 

costs, trading money for a price exceeding the loaned principal was considered immoral. 

There was no recognized legitimate “production” in the process of lending money. Thus, 

the profit that this “unproductive” process yielded was unjustified and served only one 

purpose: to oppress the poor. As Aristotle describes this position: ‘‘very much disliked 
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also is the practice of charging interest; and the dislike is fully justified, for the gain 

arises out of currency itself, not as a product of that for which the currency was provided” 

(Glaeser and Scheinkman 1998). Aristotle’s position is completely consistent with his 

theory of price. Aristotle’s equality of exchange stated that people exchange goods of 

equal value. Had Aristotle believed in a positive sum view of exchange, his view 

regarding the unjustifiability of usury would be entirely inconsistent. For whenever a 

good is exchanged for a sum of money, that good is the price of money. The fact that the 

two parties to an exchange agreed to it implies that they both have forgone a value to 

them lower than the value they have received. There is, in fact, no “production” in the 

process of subjective valuation.  

In analyzing the usury laws, economists are split into two main schools of 

thoughts: What I propose to call the Social Welfare School and the Rent Seeking school. 

The Social Welfare School tries to explain the persistence of usury laws while assuming 

benevolence on the part of enforcers. This school views the enforcers as selfless 

individuals who were aiming at maximizing social welfare, and views usury laws as one 

way of protecting the poor, especially when great income inequality prevailed (Glaeser & 

Scheinkman, 1998). The Rent Seeking school, on the other hand, advocates applying an 

economic model to the enforcers of usury laws. While not assuming malevolence on the 

part of the enforcers, the rent seeking school treats them as self-interested profit 

maximizers who became aware of the profit opportunities presented once usury laws 

were in place (Ekelund et al. 1996). Neither school claims that its model is the sole 
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explanation of usury laws; each school acknowledges the other’s model but claims that it 

is not a sufficient and satisfactory explanation.  

The framework of this dissertation can fill this gap in the literature by applying 

the proposed Baptists and Bootleggers model, and can shed light on why usury laws 

could not have persisted had it not been for the joint effort of both the Baptists and the 

Bootleggers.  

From here 

The previous two case studies outlined how the framework developed in this 

dissertation can be applied to understand episodes saturated with conflicts of interest. The 

framework of my dissertation can offer some clarity to these complex worlds by 

identifying underlying patterns of human behavior and their role in powering a turbulent 

social equilibrium.  

  

Appendix  

 

Table 7: Prohibitions’ Greatest Bootleggers and Baptists 

Interest 
Group 

Classification Founde
d 

Rhetoric Logic 

The American 
Temperance 
Society (ATS)  

Pro-temperance 
group  

1826 Alcohol “an 
amazing evil”  

 

United States 
Brewers' 
Association 

Anti-Prohibition 
Group 

1862   
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The Oberlin 
(Ohio) 
Temperance 
Alliance (OTA) 

Pro-temperance 
group  

1874 The separation of 
college and drinks; 
pro local choice at 
the beginning; 
funded the ASL 
later 

 

Women's 
Christian 
Temperance 
Union (WCTU) 

Pro-Prohibition 
group 

1874 Drinking was part 
of a broader moral 
decay 

 

The American 
Federation of 
Labor (AFL) 

 1886   

Carrie Nation 
Prohibition Group 

Anti-Saloon 
movement  

1890 “Drunkenness was 
the cause of many 
problems in 
society.” 

 

Anti-Saloon 
League (ASL) 

Protestant-based 
prohibition 
group 

1893 Alcohol was a vice 
corrupting the 
American Soul 

 

The National 
Wholesale Liquor 
Dealers 
Association 

Anti-Prohibition 
Group 

1908   

Association 
Against the 
Prohibition 
Amendment 
(AAPA) 

Pro-Repeal 
Group 

1918 Delegate the right 
back to the several 
States to enact their 
own liquor laws 

 

Al Capone  Pro-Prohibition 
Gang Leader 

1920’s   

Federal 
Dispensary Tax 
Reduction League 
(FDTRL) 

 1923 
 

“Advocated a 
complicated plan 
for a government-
operated, high-tax, 
regulated-sale 
alcoholic beverage 
system” 

“Money-
making 
scheme”  

Voluntary 
Committee of 
Lawyers (VCL) 

Pro-Repeal 
Group 

1927 “Promoting, both 
within the legal 
profession and 
beyond, an 
informed and 

 



142 
 

honest examination 
of the costs of 
current drug 
policies in 
economic, political 
and social terms.” 

Women's 
Organization for 
National 
Prohibition 
Reform (WOPNR) 

Pro-Repeal 
Group 

1929 “Rescue America’s 
families and 
communities from 
the ravages of ten 
years of alcohol 
prohibition … 
bring about an end 
to this failed and 
unconstitutional 
legislation.” 

 

Large Industrial 
Enterprises 
(banking, 
insurance, steel, 
coal, petroleum, 
and railroad 
industries) 

Pro-Prohibition 
Group who 
Joined with the 
ASL and WCTU 

 Drinking was 
threatening human 
morality & welfare 

Drinking 
was 
decreasing 
labor 
productivit
y 

United Repeal 
Council (URC) 

Pro-Repeal 
Group included 
WOPNR, 
AAPA, and VCL 

1931 Dissatisfied with 
the result of 
prohibition  
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Table 8: The Chronology of Events: From the Rise of Moral Sentiments to the 

Triumph of Animal Spirits: 

Red: indicates a pro-prohibition group.       Red: indicates Republican 

Blue: indicates an anti-prohibition group.     Blue: indicates Democratic  

Dat
e Event President 

Congress 
Composition 

Senat
e 

Hous
e 

182
6 

The moral 
movement for 
prohibition 
begins with 
the formation 
ATS. 

John 
Quincy 
Adams 

  

184
0 

The 
Washingtonia
ns “Society of 
Reformed 
Drunkards” 
forms; a 
precursor to 
Alcoholics 
Anonymous 
(AA). 

William 
Henry 
Harrison 
(Whig) 

  

185
1 

Maine 
becomes the 
first state to 
prohibit the 
manufacture 
and sale of 
liquor. 

Millard 
Fillmore 
(Whig) 

  

185
6 

The 
prohibition 
Law in Maine 
is repealed. 

James 
Buchannan 
(Democrat) 

42: 
15 

83: 
108 

186
1 

The Civil War 
begins. Abraham 

Lincoln 

38: 
26 

101: 
113 

186 The United 11: 42: 



144 
 

2 States 
Brewers' 
Association is 
formed. 

31 106 

186
4 

The Civil War 
ends. 

Andrew 
Johnson 

12: 
39 

80: 
103 

187
3 

The women’s 
coalition, lead 
by Eliza 
Thompson, 
begins 
protesting 
saloons. 

Ulysses 
Grant 
(Republica
n) 

17: 
57 

104: 
139 

187
4 

The OTA is 
founded. 

19: 
54 

88: 
203 

187
4 

The WCTU is 
founded. 

19: 
54 

88: 
203 

188
6 

The AFL is 
founded. 

Grover 
Cleveland 
(Democrat) 

34: 
41 

182: 
140 

189
0 

Carry Nation 
begins her 10-
year fight 
against 
saloons. 

Benjamin 
Harrison 
(Republica
n) 

37: 
47 

156: 
173 

189
3 

The ASL is 
founded. 

Grover 
Cleveland 
(Democrat) 

39: 
47 

231: 
88 

190
8 

The National 
Wholesale 
Liquor 
Dealers 
Associations 
is founded. William 

Howard 
Taft 
(Republica
n) 

29: 
61 

164: 
222 

191
0 

Adolphus 
Busch, the 
first brewer to 
succeed at 
bottling beer 
for shipment, 
becomes the 
most 
powerful 

32: 
59 

172: 
219 
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brewer in the 
U.S. 

Feb 
3, 
191
3 

The 16th 
Amendment 
is ratified, 
establishing 
the Federal 
Income Tax. 

 
 
 
Woodrow 
Wilson 
(Democrat) 

42: 
49 

228: 
162 

Dec 
10, 
191
3 

The WCTU 
and the ASL 
march on 
Washington, 
DC 
demanding 
the enactment 
of the 
Prohibition 
Amendment. 

51: 
44 

290: 
127 

191
4 

Pre-
Prohibition 
Temperance 
raid in Kansas 

51: 
44 

290: 
127 

191
4 WWI begins. 51: 

44 
290: 
127 

Dec 
22, 
191
4 

Representativ
e Hobson tries 
to convince 
his colleagues 
to introduce 
an 
amendment 
prohibiting 
the 
manufacture 
and sale of 
alcoholic 
beverages 

51: 
44 

290: 
127 

Dec 
18, 
191
7 

The Senate 
proposes the 
Eighteenth 
Amendment. 

53: 
42 

210: 
216 

191
8 

The AAPA is 
founded 

53: 
42 

210: 
216 
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Nov 
18, 
191
8 

The Wartime 
Prohibition 
Act (WPA) is 
enacted: the 
Congress 
bans the sale 
of alcoholic 
beverages 
with alcoholic 
content 
exceeding 
2.75% to save 
grain for the 
war effort. 

53: 
42 

210: 
216 

191
8 WWI ends. 53: 

42 
210: 
216 

June 
30, 
191
9 

WPA takes 
effect; The 
Eve of the 
“Thirsty-
First” 

53: 
42 

210: 
216 

Jan 
16, 
191
9 

The 
Eighteenth 
Amendment 
is ratified (by 
36/48 states). 

53: 
42 

210: 
216 

Oct, 
28, 
191
9 

Congress 
passes the 
Volstead Act 
(the 
enforcement 
statute of the 
18th 
amendment): 
the legal 
definition of 
intoxicating 
liquor is 
passed and 
penalties are 
issued for 
producing it; 
however, the 
federal 

53: 
42 

210: 
216 
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government 
did not do 
much to 
enforce it. 

Jan 
17, 
192
0 

The 
Eighteenth 
Amendment 
goes into 
effect 
prohibiting 
the sale, 
manufacture, 
transport of 
alcohol but 
not its 
consumption. 

Warren 
Harding 
(Republica
n) 

47: 
48 

191: 
237 

192
0 

Lawyer 
George 
Remus sets up 
a drug 
company to 
gain legal 
access to 
bonded 
liquor. 

47: 
48 

191: 
237 

192
0 

Roy Olmstead 
becomes 
“King of the 
Puget Sound 
Bootleggers.” 

47: 
48 

191: 
237 

192
0 

William 
McCoy 
pioneers the 
“rum-
running” 
trade. 

47: 
48 

191: 
237 

192
3 

The FDTRL 
is founded. 37: 

59 
132: 
300 

192
2-
192
4 

Neighbors are 
encouraged, 
and paid, by 
authorities to 
spy on each 
other to detect 

Calvin 
Coolidge 
(Republica
n) 

43: 
51 

207: 
225 



148 
 

drinking 
activity. 

192
6 

Al Capone is 
blamed for 
the murder of 
a prosecutor. 

40: 
54 

183: 
247 

192
7 

The VCL is 
founded. 

40: 
54 

183: 
247 

192
8 

The Purple 
Gang goes to 
trial for 
bootlegging. 

Herbert 
Hoover 
(Republica
n) 

47: 
48 

195: 
237 

Feb 
14, 
192
9 

Al Capone 
commits a 
massacre and 
kills seven 
men in 
Chicago. 

47: 
48 

195: 
237 

192
9 

The WOPNR 
is founded. 

47: 
48 

195: 
237 

192
9 

Gang 
violence is on 
the rise in 
every city in 
the U.S. 

47: 
48 

195: 
237 

Oct 
192
9 

The Stock 
Market 
crashes and 
the Great 
Depression 
begins. 

47: 
48 

195: 
237 

193
1 

The URC is 
founded. 

39: 
56 

163: 
267 

Dec 
5, 
193
3 

The 21st 
Amendment 
repealing 
Prohibition is 
ratified. 

FDR 
(Democrat) 

59: 
36 

313: 
117 
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Table 9: Usury Statutes and the Historical Interpretation of Usury 

Time 
Period Location Statues 

2000-1400 BC Ancient India 
(Vedic texts)  

Usury is considered any lending at interest 
but no law yet.  

700-100 BC Sutra texts  First references to usury appear.  
600-400 BC Buddhist Jatakas First sentiments of contempt appear. 

Vasishtha – a Hindu lawmaker – made a 
special law forbidding priests and warriors 
from being usurers or charging interest.  

5th century BC Among the Jews in 
Egypt  

Interest is being charged on loans.  

340-49 BC  Republican Rome  Interest is outlawed altogether.  
49-44 BC Rome under the 

reign of Caesar. 
Caesar relaxes the prior rigid restriction on 
usury and imposes a ceiling on interest rates 
of 12%. 

527-565 BC Rome under the 
reign of Justinian. 

Justinian lowers the ceiling on interest rates 
to 4-8%. 

2nd Century AD  Laws of Manu  “Stipulated interest beyond the legal rate 
being against [the law], cannot be 
recovered: they call that a usurious way (of 
lending).” 

 
200-500 AD Amoraic period in 

Babylonia  
Interest rate prohibition is deemed no 
longer compatible with the changing 
economic conditions and thus forming a 
partnership is legalized. Interest is charged 
in accordance with the Jewish Law but 
adding the line al-pi hetter iska, i.e. based 
on a permissible venture agreement.   

325 AD Roman Catholic 
Church 

The Council of Nicea prohibits the taking 
of interest by clergy.  

5th century AD Roman Catholic 
Church 

The Church extends the prohibition of the 
taking of interest to the laity.  

600 AD Islam  Islam prohibits riba or any lending at 
excess or addition, i.e., interest.  

8th century AD Roman Catholic 
Church under 
Charlemagne  

The Church declares usury to be a general 
criminal offense.  

12th century AD Roman Catholic 
Church 

The period of massive centralization of 
papal authority. The Vatican mandated all 
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priests to be confirmed in Rome at a large 
new fee, servitia.  

12th century AD Rome  Interest rates are being concealed in high 
exchange rates while trading bills of 
exchange.  

1017 Roman Catholic 
Church 

The financial administration, the camera, 
was established.  

1100-1240 Roman Catholic 
Church 

Monasteries emerge as major banking and 
financial institutions.  

1100-1550 Roman Catholic 
Church 

The Church issued licenses to certain 
clerics to recover a portion of the restitution 
payment due to the poor in usury cases 
where the victims were unknown.  

1175-1253 Roman Catholic 
Church  

The bishop of Lincoln, Grosseteste, 
denounces the charging of fees by bishops 
to the visited monasteries, which accounted 
to 5% of their income.  

1188-1326 Roman Catholic 
Church 

The Church raised 43 new levies including 
income taxes on clergy.  

1199 Roman Catholic 
Church under 
Innocent III 

The pope encourages the enlistment of 
combatants to the crusades by exempting 
them from their payments of usury on past 
and future loans.  

13th century AD Rome  Merchant bankers paid interest on deposits.  
13th century AD Roman Catholic 

Church 
After revoking the Pope attempt to seize the 
wealth intestate laymen and clerks, the 
Pope demanded the transfer of the profits of 
deceased usurers in England.  

Throughout the 
13th century 

Roman Catholic 
Church 

Medieval monasteries incurred heavy debts.  

1235 Roman Catholic 
Church 

The Pope intervenes and saves the Italian 
merchants after they got excommunicated 
by the bishop of London.  

Beginning 1245 Roman Catholic 
Church 

The papacy started accumulating large 
debts that bore interest.  

1261 Roman Catholic 
Church under Pope 
Urban IV 

Pope Urban IV wrote to his bishops in 
different countries threatening them of 
excommunication if they do not pay their 
loans on time.  

Up to 13th century 
AD 

Roman Catholic 
Church 

The prohibition of usury and its punishment 
varied from century to century.  

1311 Pope Clement V The Pope bans usury completely and 
nullifies all secular statutes in its favor.  
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1139 Roman Catholic 
Church 

the Second Lateran Council denounced 
usury as a form of theft, and required 
restitution from usurers.  

1389-1404 Roman Catholic 
Church under 
Boniface IX 

The practice of selling ecclesiastic offices 
becomes widespread.  

14th century AD Roman Catholic 
Church 

The camera reaches its peak of 
development and becomes the most 
efficient taxation system in Europe.  

14th century AD Rome  The Lombards frequently charged 50% 
interest rates and Monarchs often paid 30 to 
40% to creditors.  

1436 Roman Catholic 
Church 

Documented evidence shows two “pure and 
gratuitous and friendly loans,” issued by the 
papacy to the camera, which was paying 
“favorable interest rates” of 2.3-6.6%.  

1452 Roman Catholic 
Church under Pope 
Nicholas V 

Pope Nicholas V announced that a 
mortgage contract was legal as long as the 
interest rate charged does not exceed 10%.  

1473 Roman Catholic 
Church 

The Camera owed the cameral merchant, 
the Medici, a sum of money about 20% of 
the papal revenues.  

1466 Roman Catholic 
Church 

In exchange of a royalty payment, the 
camera made the Medici its exclusive agent 
to oversee the production of aluminum.  

1492 Roman Catholic 
Church 

A cameral document lists 47 papal creditors 
to which half of its annual income is due.  

1503 Roman Catholic 
Church under 
Julius II  

The pope granted jurisdiction over usury 
cases to the Spanish Inquisition.  

1513-1521 Roman Catholic 
Church under Leo 
X 

The sale of holy offices amounted to about 
one-sixth of papal income.  

1554 Roman Catholic 
Church  

The Church revoked the power of the 
Inquisition to prosecute cases involving 
usury.  
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1620 Catholic Church Usury is redefined as excessive interest. 
Therefore, interest charging is no longer 
incompatible with the teaching of the 
Church and only its fairness can be 
questioned.  

   
19th century AD School of Islam 

under Sir Sayyed 
Argues for the differentiation between 
addition charged on consumption loans – 
usury – vs. addition charged on investments 
loans – interest.  

1930’s U.S.  The Stamp Script Movement, lead by Irving 
Fisher, begins 

1960’s Egypt  The first modern Islamic bank is 
established where the bank provides “free 
money” but becomes a partner in the 
investment project of the borrower and thus 
shares the future profit or loss.  

1996 UK The first Islamic banking, the Oasis Fund, 
is established providing their services to 
British customers.  
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