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Introduction

From Compensation to
Marketization

Speaking before Congress in 1996, Bill Clinton announced
the end of an era. “We know big government does not have all
the answers,” he declared. “We know there’s not a program for
every problem. We have worked to give the American people
a smaller, less bureaucratic government in Washington. And
we have to give the American people one that lives within
its means.”! Announcing the end of big government, Clinton
accounted for the progress of the reinvention of government
his administration had initiated when he took office three
years before. Among its achievements, he singled out the
reduction of the federal workforce, the elimination of unnec-
essary rules and regulations, and the devolution of responsi-
bility from Washington to states and municipalities.?

The core components of his administration’s National
Partnership for Reinventing Government were customer-
orientation and employee-empowerment through the
introduction of performance evaluations. The goal was to
“empower” employees, decentralizing decision-making at the

! Bill Clinton, “State of the Union Address,” January 23, 1996,
https://clintonwhitehouse4.archives.gov/WH/New/other/
sotu.html.

2 Tbid.
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federal level while having bureaucrats meet performance tar-
gets. One of the core challenges of the reinvention of govern-
ment was thus to devolve decision-making to lower levels of
government and to introduce new systems of performance tar-
gets and rewards. Rather than follow regulations and rules, the
National Performance Reviews encouraged public employees
to pursue results that benefited citizens as customers, a core
characteristic of good government:

We had to start with the basics. Some agencies had never thought
in terms of customers before, so the National Performance Review
conducted workshops for agencies to figure out who their customers
were. In private business it’s easy—the customer is the person with
the money, the person who might go to your competitor. But most
agencies have no competition, and they saw Congress as their source
of money. We even had complaints from taxpayers saying they were
the government’s owners, not its customers. They are right about
being the owners, but they are customers, too, like a Ford Motor
Company stockholder who buys a Ford.?

The Clinton administration thus premised the reinvention of
government on a comparison of service in the public and pri-
vate sectors with the aim of making the former resemble the
latter. The simplest strategy government agencies had pur-
sued to reach this goal was to ask citizens what they wanted
from government and then act on that. To make bureaucrats
responsive to their customers, the National Performance
Reviews recommended the introduction of customer-based
performance appraisals of government strategies. Another

3 Al Gore, “The Best Kept Secrets in Government: A Report to
President Bill Clinton,” Report of the National Performance
Review, September 29, 1996.
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vital component was to make government employment mean-
ingful. This included new civil service legislation, which aimed
to give government agencies more flexibility in evaluating the
performance of individual bureaucrats and their bureaus.*
This book examines the origins of this marketization. It
argues that the reinvention of government would have been
unthinkable without postwar economists’ interventions in
political theory. Public choice theorists like Anthony Downs,
James Buchanan, Vincent Ostrom, and William Niskanen
opened a space of imagination that made it possible to remake
government in the image of the firm. As a body of thought,
public choice emerged when economists began using the
tools of their discipline to address problems that had tra-
ditionally been the purview of political scientists. Applying
rational choice assumptions to politics, public choice theorists
analyzed citizens, politicians, and bureaucrats as economic
agents. Working in a context of ballooning public expenditures
and vastly increased revenue from the federal income tax, they
felt empowered to treat the state’s membership—its represent-
atives, its civil servants, and its voters—as what they in some
respects had become: managers for, contributors to, and recip-
ients of a staggering volume of public goods and services, from
education to health care to pensions and military defense.
Incapable of acting in the public interest, citizens voted only
for the candidate they stood to gain the most public goods
and services from, politicians sought only election by provid-
ing these goods and services, and bureaucrats aimed only to
advance their careers and expand their bureaus. Deploying
the market as the best analogy for understanding political
decision-making, the key move of these marketizers was to

* Ibid., 20.
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reconceptualize politics as the demand for and the supply of
public goods. This was a momentous act of transvaluation. In
response to the evolution of postwar American fiscal policy,
the marketizers developed a theory of politics that made the
late twentieth-century reinvention of government imaginable.

This marked the beginning of a new phase in twentieth-
century American state building. The period from the 1890s
to the 1970s had been an age of expansion of government’s
administrative capacities through regulation and compen-
sation. During these decades, the reach of American govern-
ment gradually extended into ever more areas of economic
and social life. Turn-of-the-century progressive reformers
built a regulatory state that intervened in individual markets to
prevent monopolies and protect citizens from harmful prac-
tices and substances. They did so by arguing for the atomiza-
tion of markets to break up the large-scale corporations that
had developed in the late nineteenth century.

Like the progressives, the architects of the New Deal order
believed that the federal government should intervene in
the market to protect the public interest.® The economic cri-
ses of the 1930s proved to these New Dealers that the market
system required a strong state. Their novelty lay in the form

5 The following paragraphs, and the distinction between the
regulatory and compensatory states, draw heavily on Alan
Brinkley, The End of Reform: New Deal Liberalism in Recession
and War (New York, NY: Vintage Books, 1995). For a succinct
statement of the relationship between New Deal liberals and
the idea of the state, see Alan Brinkley, “The New Deal and the
Idea of the State,” in The Rise and Fall of the New Deal Order,
ed. Steve Fraser and Gary Gerstle (Princeton, NJ: Princeton
University Press, 1989), 85-121.
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of government they developed. They articulated much more
expansive definitions of both the regulatory and compen-
satory capacities of government. Believing that large-scale
organization was inevitable, in the early 1930s they dabbled
with planning to protect American consumers from artificially
inflated prices. This was a radicalization of the antitrust ideal,
which they inherited from the progressives. The means was
aggressively intrusive state involvement in the workings of the
economy. Rather than simply breaking up monopolies, late-
1930s New Dealers advocated a significant expansion of the
number of administrators to increase control of big corpora-
tions, matching their size.

Though important aspects of this regulatory state survive
to this day, the New Dealers arrived at a more moderate con-
ception of government’s role in the economy during World
War II. The experiments in planning afforded by the war dis-
pelled the New Dealers’ hopes that greater control was pos-
sible, while the economic revival in response to wartime
production dispelled their idea that it was necessary. Instead,
they set in motion the development of a compensatory state.
The purpose of this state was compensating for market failures
rather than large-scale control of the economy.

Postwar liberals expanded the compensatory state in
much the same way that early New Dealers had expanded the
regulatory state which progressive reformers had built. As a
result, public expenditures ballooned. This was sustainable
under the relative balance between democratic and economic
demands in the postwar period.® In exchange for acceptance
of the market order and private property rights, labor enjoyed

6 Wolfgang Streeck, “The Crises of Democratic Capitalism,”
New Left Review 71 (2011): 5-29.



The Marketizers

the benefits of the rapidly expanding welfare state, which less-
ened the anxieties and uncertainties associated with unem-
ployment, old age, and sickness. In short, workers saw their
dependence on the market reduced in this period through an
extraordinary expansion of public expenditures.” An equally
extraordinary level of economic growth, which raised profits,
wages, and the standard of living, undergirded the develop-
ment of this compensatory state.

In the 1970s, the lockstep relationship between the private
and the public sector came under pressure in a perfect storm
of social, cultural, and economic crises. To use a phrase pop-
ular at the time, American democracy had become ungovern-
able.® People’s expectations exceeded what government was
able to give them. The downturn threw the postwar balance
between democratic demands and economic growth out of
kilter. The result of this conjuncture was the advent of a market-
ized state along the lines suggested by public choice theorists.’

7 On decommodification as the core characteristic of the
welfare state, see Gosta Esping-Andersen, The Three Worlds of
Welfare Capitalism (Cambridge: Polity Press, 1990).

8 Michel Crozier et al.,, The Crisis of Democracy: Report on
the Governability of Democracies to the Trilateral Commission
(New York, NY: New York University Press, 1975); Grégoire
Chamayou, The Ungovernable Society: A Genealogy of
Authoritarian Liberalism (Medford, MA: Polity Press, 2021).

9 Theorists have conceptualized this state formation in various
ways. For the related literature on the privatized and contracting
state, which focuses on the outsourcing of public services, see
Chiara Cordelli, The Privatized State (Princeton, NJ: Princeton
University Press, 2020). For scholarship on the competition
state, which emphasizes international competition, see Philip
G. Cerny, “Paradoxes of the Competition State: The Dynamics
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Reimagining American government on the model of the mar-
ket, these marketizers played a role comparable to progressive
reformers, New Dealers, and postwar liberals. If their prede-
cessors had expanded the administrative capacity of American
government through regulation and compensation, public
choice theorists expanded it through marketization.

From Ronald Reagan’s attempts at privatization in the
1980s to Clinton’s reinvention of government in the 1990s,
public choice was the theoretical foundation of marketiza-
tion. In March 1988, Reagan’s Commission on Privatization
delivered its report on “the appropriate division of responsi-
bility between the federal government and the private sector”
Unsurprisingly, the commission recommended the privatiza-
tion of a wide range of government services to make govern-
ment more effective. This was justified with reference to the
two principles of consumer choice and cost efficiency.® To
furnish its conclusions, the members of the commission had
surveyed a large amount of literature, and one of the princi-
pal bodies of thought they drew on was public choice theory."

of Political Globalization,” Government and Opposition 32, no. 2
(April 1997): 251-274; Joachim Hirsch, Vom Sicherheitsstadt
zum nationalen Wettbewerbsstaat (Berlin: ID Verlag, 1998); Bob
Jessop, The Future of the Capitalist State (Malden, MA: Polity,
2002); Philip Bobbitt, The Shield of Achilles: War, Peace and
the Course of History (London: Allen Lane, 2002). For scholar-
ship on governance, which stresses the emergence of perfor-
mance accountability, see Mark Bevir, Democratic Governance
(Princeton, NJ: Princeton University Press, 2010).

10 President’s Commission on Privatization, “Privatization:
Toward More Effective Government,” March 1988, unnum-
bered cover letter to the President.

11 Tbid., 233-234.



The Marketizers

The report singled out the analyses which showed that interest-
group politics resulted in inefficiencies because it pressured leg-
islators to increase the volume of goods and services provided by
government. The remedy, according to the commission, was to
reduce the influence of interest groups by reducing the number
of programs and services supplied by the federal government.

The Commission on Privatization’s proposals were radical
and mostly went unrealized. Though Reagan’s privatization
drive was largely unsuccessful, it pushed the boundaries of the
conversation and the limits of the American political imag-
ination. The Clinton administration proceeded along similar
lines and reinvented government on the model of the market.
Reviewing the origins and results of the reinvention of gov-
ernment in late 1996, John Kamensky, the deputy director of
the National Performance Review, claimed that public choice
theory was one of the most significant bodies of thought
undergirding the Clinton administration’s efforts to make
government cost less and work better.!> The marketizers had
opened a new way of thinking about the relationship between
government and its citizens. The marketized state thus origi-
nated in public choice theorists’ reinvention of politics as the
demand for and supply of public goods and services.

There is no shortage of complaints that neoliberalism defies
consistency of meaning.”® This book simply defines it as the

2 John M. Kamensky, “Role of the ‘Reinventing Government’
Movement in Federal Management Reform,” Public
Administration Review 56, no. 3 (May 1996): 247-255.

3 For a widely discussed argument that the neoliberal label
should be abandoned, see Daniel T. Rodgers, “The Uses and

Abuses of ‘Neoliberalism, ” Dissent, Winter 2018, www.dissentm
agazine.org/article/uses-and-abuses-neoliberalism-debate.
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state-enforced expansion of competition to all spheres of life.
Historians and social theorists have explained the origins of
the neoliberal order in several ways.!* Essentially, there are
two different narratives. A sizable literature emphasizes the
1970s and 1980s as a significant historical break from the post-
war period. A second, emerging body of scholarship deem-
phasizes these changes, focusing instead on the continuities
between the New Deal and neoliberal political orders.

Much of the early literature takes its point of departure
in the economic changes taking place from the late 1960s
onwards.' On the one hand, the entrance of West Germany,

For counterarguments to Rodgers, see Julia Ott et al., “Debating
the Uses and Abuses of ‘Neoliberalism’: Forum,” Dissent, January
22, 2018, www.dissentmagazine.org/online_articles/debating-
uses-abuses-neoliberalism-forum. For earlier complaints about
the neoliberal label, see Clive Barnett, “The Consolations of
‘Neoliberalism,” Geoforum 36, no. 1 (2005): 7-12; Taylor C. Boas
and Jordan Gans-Morse, “Neoliberalism: From New Liberal
Philosophy to Anti-Liberal Slogan,” Studies in Comparative
International Development 44, no. 2 (2009): 137-161.

14 For the concept of the market turn, see Avner Offer and
Gabriel S6derberg, The Nobel Factor: The Prize in Economics,
Social Democracy, and the Market Turn (Princeton,
NJ: Princeton University Press, 2016).

15 Gérard Duménil and Dominique Lévy, Capital
Resurgent: Roots of the Neoliberal Revolution (Cambridge,
MA: Harvard University Press, 2004); David Harvey, A
Brief History of Neoliberalism (Oxford: Oxford University
Press, 2005); Robert Brenner, The Economics of Global
Turbulence: The Advanced Capitalist Economies from Long
Boom to Long Downturn, 1945-2005 (London: Verso, 2006);
Judith Stein, Pivotal Decade: How the United States Traded
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Japan, and later China into global markets forced down the
profitability of American corporations. On the other hand, the
oil shocks of the 1970s had dire economic consequences in
the form of rising unemployment and inflation. This combi-
nation of increased international competition and stagflation
ended a period of remarkable economic growth and led to an
economic policy shift. The result was the fall of the New Deal
order and the rise of the neoliberal order.'® Examining the
effects of this transition, scholars inspired by Michel Foucault
have emphasized the processes of subjectivation which have
transformed all of us into economic agents.'” They argue that
neoliberal rationality has turned us into utility-maximizers,
undermining participatory ideals and practices, to the detri-
ment of democracy. In explaining the intellectual origins of
this shift in economic policy and governmentality, many have

Factories for Finance in the Seventies (New Haven, CT: Yale
University Press, 2010).

16 Gary Gerstle, The Rise and Fall of the Neoliberal
Order: America and the World in the Free Market Era (New York,
NY: Oxford University Press, 2022).

7 For Foucaultian approaches to neoliberalism, see Michel
Foucault, The Birth of Biopolitics: Lectures at the Collége de
France, 1978-79 (New York, NY: Palgrave Macmillan, 2008);
Nikolas S. Rose, Powers of Freedom: Reframing Political Thought
(Cambridge: Cambridge University Press, 1999); Pierre Dardot
and Christian Laval, The New Way of the World: On Neoliberal
Society (London: Verso, 2013); Wendy Brown, Undoing the
Demos: Neoliberalism’s Stealth Revolution (New York, NY: Zone
Books, 2015); S. M. Amadae, Prisoners of Reason: Game Theory
and Neoliberal Political Economy (New York, NY: Cambridge
University Press, 2016).
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focused on the ideas, logics, and networks behind it. Much of
this research centers on the international Mont Pelerin Society
(MPS), which was the cradle of neoliberalism.'® These histo-
rians have done much to explore how economists associated
with the Austrian, Ordoliberal, Geneva, Chicago, and Virginia

18 For a small selection of the vast literature that focuses
on members of the MPS, see R. M. Hartwell, A History of
the Mont Pelerin Society (Indianapolis, IN: Liberty Fund,
1995); Bernhard Walpen, Die offenen Feinde und ihre
Gesellschaft: Eine hegemonietheoretische Studie zur Mont
Pelerin Society (Hamburg: VSA-Verlag, 2004); Serge Audier,
Le colloque Lippmann: Aux origines du néolibéralisme
(Paris: Le Bord de 1'Eau, 2008); Philip Plickert, Wandlungen des
Neoliberalismus: Eine Studie zu Entwicklung und Ausstrahlung
der “Mont Pélerin Society” (Stuttgart: Lucius & Lucius, 2008);
Jamie Peck, “Remaking Laissez-Faire,” Progress in Human
Geography 32, no. 1 (2008): 3-43; Philip Mirowski and Dieter
Plehwe, eds., The Road from Mont Pélerin: The Making of
the Neoliberal Thought Collective (Cambridge, MA: Harvard
University Press, 2009); Ben Jackson, “At the Origins of Neo-
Liberalism: The Free Economyand the Strong State, 1930-1947,
The Historical Journal53,n0.1(2010): 129-151; Daniel Stedman
Jones, Masters of the Universe: Hayek, Friedman, and the Birth
of Neoliberal Politics (Princeton, NJ: Princeton University
Press, 2012); Angus Burgin, The Great Persuasion: Reinventing
Free Markets since the Depression (Cambridge, MA: Harvard
University Press, 2012); Philip Mirowski, Never Let a Serious
Crisis Go to Waste: How Neoliberalism Survived the Financial
Meltdown (London: Verso, 2013); William Davies, The Limits
of Neoliberalism: Authority, Sovereignty and the Logic of
Competition (London: SAGE, 2014); Melinda Cooper, Family

11



12

The Marketizers

Schools changed our ideas about the appropriate relationship
between market, state, and individual.

The second set of explanations focuses on the continuities
between the New Deal and neoliberal eras. In an early con-
tribution, Sonja Amadae argued that the Cold War gave birth
to rational choice liberalism, which economized the American
conception of democracy to defeat the Soviet Union.'® Amy
Offner compellingly argues that postwar liberals were already
experimenting with the kinds of decentralization that became
ubiquitous from the 1980s onwards, making available a num-
ber of blueprints for implementation.?’ Dorothy Ross has simi-
larly argued that the weakening of social concepts began in the
1950s rather than in the 1970s.2! As Elizabeth Popp-Berman

Values: Between Neoliberalism andthe New Social Conservatism
(New York, NY: Zone Books, 2017); Quinn Slobodian,
Globalists: The End of Empire and the Birth of Neoliberalism
(Cambridge, MA: Harvard University Press, 2018); Niklas
Olsen, The Sovereign Consumer: A New Intellectual History of
Neoliberalism (London: Palgrave Macmillan, 2018); Thomas
Biebricher, The Political Theory of Neoliberalism (Stanford,
CA: Stanford University Press, 2019).

9°S. M. Amadae, Rationalizing Capitalist Democracy: The
Cold War Origins of Rational Choice Liberalism (Chicago,
IL: University of Chicago Press, 2003).

20 Amy C. Offner, Sorting Out the Mixed Economy: The Rise
and Fall of Welfare and Developmental States in the Americas
(Princeton, NJ: Princeton University Press, 2019).

2 Dorothy Ross, “Whatever Happened to the Social in
American Social Thought? Part 1" Modern Intellectual
History 18, no. 4 (December 2021): 1155-1177; Dorothy
Ross, “Whatever Happened to the Social in American Social
Thought? Part 2,” Modern Intellectual History 19, no. 1 (March
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shows, the turn to efficiency in American government was as
much a project of the postwar left as the right, in the process
replacing equality as the primary policy objective.? Whereas
Offner and Popp-Berman focuses on the market elements in
the New Deal order, Brent Cebul and Lily Geismer have thrown
light on how the Democratic Party ended up accentuating
these elements.> In the wake of the political realignment that
took place in reaction to the civil rights movement, the coun-
terculture, and the Great Society programs, the Democratic
Party settled on the New Democrats’ rearticulation of liberal-
ism, which became influential during Bill Clinton’s two terms
in the 1990s. Very much in line with postwar liberals’ goals,
these neoliberals accepted key components of the market turn
but repurposed them to save the American welfare state, aim-
ing to make it more efficient and responsive.

This book attempts to strike a balance between break and
continuity. On the one hand, too great a stress on continuity

2022): 268-296. Ross’s articles are directed primarily at Daniel
Rodgers’s influential argument. See Daniel T. Rodgers, Age of
Fracture (Cambridge, MA: Harvard University Press, 2012).

22 Elizabeth Popp Berman, Thinking Like an Economist: How
Efficiency Replaced Equality in US Public Policy (Princeton,
NJ: Princeton University Press, 2022).

% Brent Cebul, “Supply-Side Liberalism: Fiscal Crisis, Post-
Industrial Policy, and the Rise of the New Democrats,” Modern
American History 2, no. 2 (July 2019): 139-164; Lily Geismer,
“Agents of Change: Microenterprise, Welfare Reform, the
Clintons, and Liberal Forms of Neoliberalism,” Journal of
American History 107, no. 1 (June 1, 2020): 107-131; Brian
Balogh, The Associational State: American Governance in the
Twentieth Century, Politics and Culture in Modern America
(Philadelphia, PA: University of Pennsylvania Press, 2015).

13
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risks obscuring the radicalism of marketization and the ways
in which it has reduced democratic accountability and partic-
ipation. Though it did not reduce the size of the state signif-
icantly, the marketization of public service provision blurred
accountability and representation. Separating provision from
production, for example, allowed private contractors to pro-
duce public services. But private contractors are unable to act
as genuine representatives precisely because they are agents
of private interests rather than the public interest.?* Arguably,
this disconnect is at the heart of the current crisis of the
American public sector.

On the other hand, if we want to understand this crisis,
we need to understand the origins of the marketized state. In
line with the field of American Political Development, which
originated in the theory that new state formations emerge out
of the ones they replace, this book argues that the marketized
state emerged to solve problems associated with the com-
pensatory state.”® Focusing on a broader cast of characters,
the book shows that marketization evolved in dialogue with
the compensatory state and not solely in opposition to it. Too
great a stress on the notable exceptions like James Buchanan
obscures that most public choice theorists aimed to restruc-
ture American government, not dismantle it. Their economic
theories of politics developed in lockstep with the American
compensatory state, reflecting on and attempting to solve the
problems at the heart of this political architecture. As such,

24 On this, see Cordelli, The Privatized State.

% For the original statement, see Stephen Skowronek,
Building a New American State: The Expansion of
National Administrative Capacities, 1877-1920 (New York,
NY: Cambridge University Press, 1982).
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there was a great deal of continuity across the traditional
division of American history into the distinct political orders
of the New Deal and neoliberalism. This should serve as a
warning to those who romanticize the democratic capitalism
of the postwar period and pine for a return to the balance
that purportedly characterized that era.?® To avoid repeating
the mistakes of the postwar period, we need to understand
the problems that helped topple the New Deal order, and the
architecture of the solutions that replaced it. The location of
the origins of the marketized state in a peculiar theoretical
problem in public finance is the most important contribution
of this book.

AsJoseph A. Schumpeter once remarked, “the spirit of a peo-
ple, its cultural level, its social structure, the deeds its policy
may prepare—all this and more is written in its fiscal history,
stripped of all phrases. He who knows how to listen to its mes-
sage here discerns the thunder of world history more clearly
than anywhere else.”?” Schumpeter was right. Public finance
is a brilliant vantage point for gauging the character and
extent of political changes. Accordingly, this book uses eco-
nomic theories of politics as both an indicator of and a factor

% For an analysis that comes close to romanticizing the post-
war era, see Streeck, “The Crises of Democratic Capitalism”;
Brown, Undoing the Demos; Colin Crouch, Post-Democracy
(Malden, MA: Polity, 2004); Peter Mair, Ruling the Void: The
Hollowing of Western Democracy (London: Verso Books, 2013).
%7 QuotedinIsaacWilliam Martin, AjayK. Mehrotra,and Monica
Prasad, The New Fiscal Sociology Taxation in Comparative
and Historical Perspective (Cambridge: Cambridge University
Press, 2010), 1.

15
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in the evolution and dissolution of the New Deal order.?® On
the one hand, they are a useful barometer of a prolonged
political transformation in postwar America that commodi-
fied the relationship between citizens and the state. Public
choice theories reflected the fact that Americans had become
customers of their government, paying through their taxes
for the public provision of goods and services that the mar-
ket had previously supplied haphazardly. On the other hand,
they were also a factor in this story, making the market turn in
the relationship between citizens and American government
imaginable. Economic theorists of politics were “innovative
ideologists” who offered legitimacy to a form of provision that
was questionable at the time.?® With the depression fresh in
the mind of most Americans, the provision of public goods,
services, and benefits was public exactly because markets
had proved unable to supply them satisfactorily. Opening a
space of imagination, public choice theorists made possible
hitherto unthinkable policies like the separation of provi-
sion and production in public services, the introduction of
market-like competition between bureaus and municipal-
ities, the treatment of citizens as customers, and the use of
performance incentives.

% On concepts as both indicators and factors, see Reinhart
Koselleck, “Begriffsgeschichte and Conceptual History,” in
Futures Past: On the Semantics of Historical Time (New York,
NY: Columbia University Press, 2004), 75-92.

2% On innovative ideologists, see Quentin Skinner, “Moral
Principles and Social Change,” in Visions of Politics: Regarding
Method (Cambridge: Cambridge University Press, 2002),
145-157.
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These examples of marketization originated in the practi-
cal and intellectual problem of identifying the optimal output
of public services. Today, this problem goes by the name of free
riding. Technically, it is limited to non-exclusionary and non-
rivalrous goods. The prime examples are military defense and
street lighting. Providers of such services cannot exclude peo-
ple from enjoying the benefits of protection from foreign foes or
well-lit streets. In economists’ world of self-interested economic
agents, people have an incentive to hide their preferences for
such services by avoiding paying for them, knowing government
will supply them anyway. Though technically limited to certain
goods, for economists of the public sector free riding became a
proxy for discussing the inherent problem associated with iden-
tifying the optimal output in the absence of a price mechanism.

This problem is as old as the provision of public services.
European public finance theorists first identified it at the turn
of the twentieth century. Chapter 1 shows how American econ-
omists rediscovered free riding in the aftermath of the Great
Depression. Closely related to the extraordinary expansion
of public services and benefits in the decades immediately
before and after World War II, American public finance theo-
rists rearticulated the purpose and function of the American
state as the supply of public goods rather than the service of
the common good. Paul Samuelson’s formalization of the con-
cept of public goods was the culmination of this commodifi-
cation of the common good. However, Samuelson’s theory of
public expenditures justified only a very limited number of
government activities. With government coercion redefined
as legitimate only in the rare cases where the market failed
to provide public goods like military defense, street lighting,
and lighthouses, the problem remained of relating individual
ends to government activities in a way that did not restrict it
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to providing non-excludable and non-rivalrous goods. Mid-
century American government did, after all, supply much
more than narrowly defined public goods. Public choice
theory emerged in the attempt to articulate market-like instru-
ments that might solve the problem of optimal output. Over
the course of the period from the 1950s through the 1980s,
they came up with four different solutions: party competition,
voluntary exchange, voting with the feet, and performance
incentives.

Chapter 2 examines how economists like Anthony Downs
tried to specify a political device that would register the
demand for public goods and services as efficiently as the
price mechanism. In response to the problem of optimal out-
put, Downs reimagined elections as demand mechanisms,
which allowed citizen-customers to reveal their preferences
for publicly provided goods and services. This was a theory of
the demand for public goods in which the logic of competition
forced political parties to cater to the median voter’s prefer-
ences. Downs’s theory of democracy as a competition between
vote-maximizing politicians was the culmination of an effort
to reconceptualize the relationship between citizens and their
representatives so that it reflected a new reality. This quest
began as part of a comparative debate about the desirability
and viability of capitalism versus socialism, and the role of
democracy in controlling the economy. Harold Hotelling pro-
vided an early attempt to reconceptualize politicians as com-
petitors, and citizens as their customers, in his spatial model
of competition. However, Hotelling’s model was not meant
to legitimize democracy under capitalism. He meant it as a
critique of the tendency of competitive politics to ignore the
margins in favor of the median. This was an insight that other
economic theorists of democracy all but forgot.
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The solution of voluntary exchange, the subject of
Chapter 3, was radically at odds with Downs’s solution,
which relied on majority rule. Comparing individual choice
in the market and in politics, the 1986 Nobel laureate James
M. Buchanan argued that the virtue of the market was that
it avoided the necessity of constructing consensus. While
politics necessarily required violation of individual prefer-
ences, the market allowed everyone to express their choice.
According to Buchanan, only unanimous decision-making
could make politics resemble the marketplace, and he pro-
ceeded to outline a constitutional framework that would
remake democratic politics in the image of the market. The
objective of Buchanan’s constitutional unanimity rule was to
constrain the demand and supply of public goods in the con-
text of mounting demands on American government in the
1960s. In this context, he developed the idea of a fiscal con-
stitution, the purpose of which was to impose fundamental,
constitutional limits on government’s ability to tax its citizens.
Buchanan proposed several different solutions, from “tax-rate
limits” and “tax-base constraints” to “procedural limits” in the
form of a qualified majority rule or a balanced-budget amend-
ment. This redescription of the social contract as a fiscal con-
stitution aimed at limiting taxation and balancing spending
and revenue, was symptomatic of the changed relationship
between citizen and state, which became increasingly eco-
nomic over the course of the postwar period. In Buchanan’s
constitutional economics, the purpose of the social contract
is to introduce limits on the democratic majority’s ability to
spend beyond the state’s means and protect the wealthier
minority from undue tax burdens.

Whereas Buchanan'’s solution relied on the idea of a quid
pro quo relationship between citizens and their government,
Chapter 4 shows that the idea of “voting with the feet” relied
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on competition between public service suppliers. This was a
theory of the supply of public goods in which the logic of com-
petition forced public bureaus to become more responsive,
accountable, and representative of citizens’ individual pref-
erences. In the process, public choice theorists replaced the
complex relationship between the state and its citizens with
the simpler one between the firm and its customers, reduc-
ing political participation to the choice between leaving the
public organization and its product or remaining a customer.
The political scientist Vincent Ostrom thus contended that the
solution to the problem of ascertaining the optimal output of
public goods was the decentralization of supply to local units
of government. The premise of this fragmentation of national
power into a cacophony of local governments was that citizens
needed to be willing and able to move according to their pref-
erences. A greater variety in service levels between commu-
nities was the precondition for citizens’ choice between these
different areas. Less variety meant less mobility on the part
of citizens and thus less competition between communities
and public organizations in the supply of public goods. This
competition between and within metropolitan communities
would resolve possible conflicts between efficiency concerns
and democratic concerns of representation. If citizens were
willing to vote with their feet, local political units would have
to compete to attract citizen-customers to their government-
store. The objective of this market model of competitive
municipalities was not a shrinking of the state. Its aim was to
make bureaucracy more democratic as well as efficient by sub-
jecting bureaus to decentralized, market-like competition.
The final idea public choice theorists proposed to solve
the problem of optimal output was performance incentives.
Chapter 5 shows how economists like William Niskanen pro-
posed to solve the oversupply of public services by introducing
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performance incentives in the public sector. Rejecting the idea
that bureaucrats served the public interest, public choice the-
orists argued that they were self-interested economic agents.
Like managers in the private sector, public administrators
strove to maximize the budgets of their bureaus to the detri-
ment of the public purse. To counter the divergence between
individual bureaucrats’ costs and benefits and total costs and
benefits, Niskanen and other public choice theorists proposed
the introduction of profit-like incentives. The intention with
monetary rewards, for example, was to make competition
between bureaus and municipalities work. According to public
choice theorists, the premise of competition was the introduc-
tion of profit-like incentives. This was widely accepted across
the political spectrum. Already in the late 1960s, center-left
economists such as Charles Schultze, who would chair Jimmy
Carter’s Council of Economic Advisors, accepted incentives as
a necessary solution to the efficiency problems that the Great
Society expansion of the American public sector entailed.

As such, marketization was a bipartisan affair. From
Richard Nixon to Barack Obama, American administrations
have pursued decentralization of public goods and services in
a market-like fashion, and performance incentives remain an
important tool in public management. This book tells the story
of how we ended here. It began with economists’ search for
the optimal output of public goods and services in the 1940s
and 1950s.

21






1
The Problem of Optimal Output

In 1977, at the cusp of the market turn, the Canadian political
theorist C. B. Macpherson perceptively distinguished between
three historically successive ideal-typical models of liberal
democracy.! The first, “protective democracy,” prevailed in the
nineteenth century. Closely linked to classical liberalism, this
model sought to institutionalize measures which protected citi-
zens and the emerging market society from undue interference
by democratically elected governments. The second, “develop-
mental democracy,” prevailed in the first half of the twentieth
century. Connected to the advent of social liberalism, this model
sought to develop ordinary citizens’ capacity to participate in
politics. The third, “equilibrium democracy,” came to prevail in
the decades following World War II.2 Though Macpherson did

! This passage borrows from Jacob Jensen, “Public Goods
and the Origins of Equilibrium Democracy,” The Tocqueville
Review 41, no. 2 (December 2020): 65-86.

2 C. B. Macpherson, The Life and Times of Liberal Democracy
(Oxford: Oxford University Press, 1977). For Macpherson’s
earliest observation of political theorists’ increasing use of
market concepts in political theory, see C. B. Macpherson,
“Market Concepts in Political Theory,” The Canadian Journal
of Economics and Political Science / Revue Canadienne
d’Economique et de Science Politique 27, no. 4 (1961): 490-497.
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not make the connection, this model’s reconfiguration of demo-
cratic politics in an economic idiom was closely associated with
the rise of neoliberalism. The political theorist Wendy Brown
has argued that the result of this reconfiguration is a replace-
ment of political man with economic man.? Over the course of
the past fifty years, Brown argues, economic rationality has thus
undone democratic imaginaries that value equality, participa-
tion, and deliberation rather than competition.

Sonja Amadae argues that this reconfiguration of dem-
ocratic politics emerged in response to the Cold War.* The
struggle between the United States and the Soviet Union is
an important explanatory device in the history of postwar
America. Amadae argues that rational choice theories of pol-
itics were part of the twentieth century’s ideological struggle
between capitalism and socialism, serving as the linchpin in
the capitalist West’s defeat of the socialist East. In Amadae’s
account, the RAND Corporation was the primary incuba-
tor of economic theories of politics.®* RAND, an acronym for
research and development, was a think tank established in
Santa Monica in 1946 and gradually geared towards studies
of strategic decision-making, operations research, and sys-
tems analysis in the early 1950s.” Certainly, many of the econ-
omists examined in this book spent time at RAND. However,

3 Brown, Undoing the Demos.

* Amadae, Rationalizing Capitalist Democracy; Amadae,
Prisoners of Reason.

5 See, for example, the essays collected in Joel Isaac and
Duncan Bell, eds., Uncertain Empire: American History and the
Idea of the Cold War (Oxford: Oxford University Press, 2012).

5 Amadae, Rationalizing Capitalist Democracy.

7 Ibid., 40-41.
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affiliation with a Cold War institution did not necessarily make
them Cold Warriors.? Most of them seem merely to have taken
advantage of the opportunities that the Cold War provided for
funding and institutional support. What, then, was the origin
of economic theories of politics?

In explaining their emergence, this chapter shifts empha-
sis from the international politics of the Cold War to the
domestic politics associated with the mid-century expansion
of American public expenditures.® In response to widespread

8 On this, see Nils Gilman, “The Cold War as Intellectual Force
Field,” Modern Intellectual History 13, no. 2 (August 2016): 514.
9 In this shift of emphasis, I elaborate and extend insights made
in the literature on American public finance. See Michael
Pickhardt, “Fifty Years after Samuelson’s ‘The Pure Theory
of Public Expenditure’: What Are We Left With?," Journal
of the History of Economic Thought 28, no. 4 (December 1,
2006): 439-460; Richard Sturn, “Public Goods' before
Samuelson: Interwar Finanzwissenschaft and Musgrave’s
Synthesis,” The European Journal of the History of Economic
Thought 17, no. 2 (2010): 279-312; Alain Marciano, “Why
Market Failures Are Not a Problem: James Buchanan on Market
Imperfections, Voluntary Cooperation, and Externalities,”
History of Political Economy45,n0.2 (2013): 223-254; Marianne
Johnson, “James M. Buchanan, Chicago, and Post-War Public
Finance,” Journal of the History of Economic Thought 36, no. 4
(December 2014): 479-497; Marianne Johnson, “Public Goods,
Market Failure, and Voluntary Exchange,” History of Political
Economy 47, Annual Supplement (2015): 174-198; J. Daniel
Hammond, “Paul Samuelson on Public Goods: The Road to
Nihilism,” History of Political Economy 47, Annual Supplement
(2015): 147-173; Maxime Desmarais-Tremblay, “Musgrave,
Samuelson, and the Crystallization of the Standard Rationale
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unemployment and destitution, the American state hypertro-
phied into a provider of goods and services that the market
had hitherto supplied. In the middle decades of the twenti-
eth century, the public sector thus became one of the most
important issues on the political agenda. This chapter argues
that economic theories of politics emerged in response to this
fundamental transformation of American politics. The growth
in government expenditures in response to welfare and war-
fare forced economists to justify increased public provision.
From the late 1930s through the 1950s, public finance the-
orists grappled with the problem of identifying the optimal
output of publicly provided goods and services. In contrast to
goods and services provided on the market, public provision
had the disadvantage that it was difficult to reach an equilib-
rium between citizens’ demand and government supply. Self-
interested citizens had an incentive to avoid paying for their
provision. To solve the problem, public finance theorists like
Richard Musgrave and Paul Samuelson relied on a vision of
omniscient planning. Though they did not contemplate mar-
ketization of government, they nonetheless commodified the
relationship between citizens and the state. Welfare services
were objects of trade, sold by government and purchased by
citizens through taxes. This commodification reflected the
advent of the welfare state, and commodification eventually

for Public Goods,” History of Political Economy 49, no. 1
(2017): 59-92. I also join recent research which argues that
postwar economists became interested in collective decision-
making because of their increasing involvement in policy-
making. See Beatrice Cherrier and Jean-Baptiste Fleury,
“Economists’ Interest in Collective Decision after World War
IT: A History,” Public Choice 172, no. 1-2 (July 2017): 23-44.
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led to marketization, as we will see in the next chapters. As
such, marketization evolved to solve some fundamental prob-
lems of the welfare state.

The German émigré economist Richard Musgrave was one of
the first economists to grapple with the problem of optimal
output in the provision of public goods and services. Born in
a small town in Saxony in 1910, Musgrave came to America
in 1933 on a stipend from the Deutscher Akademischer
Austauschdienst. Joining the impressive roster of German-
speaking academics who left Europe for America in the
1930s, he received his PhD from Harvard University in 1937.1°
Musgrave’s formative experience was the New Deal expansion
of government during the 1930s.

The New Deal marked the beginnings of a “populist-
bureaucratic” regime. It was populist in the sense that politics
began revolving around how power could be used rather than
how it could be constrained. It was bureaucratic in the sense
that it relied on administrative bureaucracies in the use of this
power."! One of the surest signs that a new political regime had
arrived was that the language of public affairs changed. Labels
like “nonpartisan,” “bipartisan,” “independent,” “centrist,’
“moderate,” and “mainstream” became ubiquitous, perhaps
to lend a sense of harmony to a political scene divided into
“liberal” and “conservative,” “left” and “right.”'? Likewise, the
new administrative agencies gave birth to an alphabet soup of

10 Hans-Werner Sinn, “Please Bring Me the New York Times,’
International Tax and Public Finance 16, no. 1 (2009): 124-135.
11 Morton Keller, America’s Three Regimes: A New Political
History (New York, NY: Oxford University Press, 2007), 202.

12 Tbid., 203.
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acronyms like the NRA, SEC, and TVA, to name but a few of the
forty agencies born during the New Deal."3

The result of the reform initiatives was an extraordinary
growth in the administrative capacities of the American state.
Certainly, the reach of nineteenth-century federal government
was not “weak” in comparison.!* This was evident from the
very beginning of the republic. The founders never intended
it to be powerless. An elaborate postal and communications
system was constructed early on, and throughout the nine-
teenth century, the American state played a part in the contin-
uation of slavery, the removal of Native Americans from their
lands, the restriction of immigration, and other discrimina-
tory regulations based on race, ethnicity, religion, and gender.
It was in the public provision of goods and services that the
twentieth-century expansion of American state authority was
unprecedented.

There were three main sources of increased government
activity and spending from the 1930s onwards. The first of these
was social policy. While the “welfare state” was not a part of
the American political vocabulary before the 1940s, American
government had not neglected social policy. Veterans of the

3 Tbid., 205; Ira Katznelson, Fear Itself: The New Deal and
the Origins of Our Time (New York, NY: Liveright Publishing
Corporation, 2013), 232.

1 William J. Novak, “The Myth of the ‘Weak’ American
State,” The American Historical Review 113, no. 3 (2008): 752-
772; Brian Balogh, A Government out of Sight: The Mystery
of National Authority in Nineteenth-Century America
(Cambridge: Cambridge University Press, 2009). The rest of
the paragraph follows the historiographic summary in Novak,
“The Myth of the ‘Weak’ American State,” 758.
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Civil War and mothers were the first recipients of social ben-
efits in the second half of the nineteenth and early decades of
the twentieth century.'® Such efforts expanded significantly
in response to the Great Depression. Most importantly, the
New Deal gave birth to the Social Security Act of 1935, which
gave elderly people the right to a pension, and insured those
of working age against unemployment. While these initiatives
were advances, they were also limited by the racial structure
of the South, whose representatives and senators were able
to veto any bill that could have ended, or even modified,
segregation.!®

The second source was warfare. The entrance into World
War I had two consequences. It resulted in an unprecedented
expansion of government expenditures for the costs of war,
which subsequent administrations maintained throughout the
Cold War. Fears of the arms race, both before and after World
War II, left a permanent mark on American politics and public
expenditures.'” In addition, the war precipitated government
planning of parts of the economy. In 1942, the creation of the
National War Labor Board gave the executive branch the power
to end labor disputes in whichever way it saw fit. Likewise, the
Office of Price Administration, also established in 1942, had

5 For the origins of American social policy and the nas-
cent welfare state, see Theda Skocpol, Protecting Soldiers
and Mothers: The Political Origins of Social Policy in the
United States (Cambridge, MA: Harvard University Press,
1992); Seth Koven and Sonya Michel, eds., Mothers of a New
World: Maternalist Politics and the Origins of Welfare States
(New York, NY: Routledge, 1993).

16 For this argument, see Katznelson, Fear Itself, 14-16.

17 Ibid., 12-13.
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the power to adjust prices to prevent inflation, speculation,
and similar activities with disruptive effects.'®

Such market regulations and stabilizing interventions in
the economy were the third source of increased government
activity and spending. The early New Deal contained a num-
ber of radical attempts to solve the economic crisis, experi-
menting with statist planning to counterbalance the structural
flaws of the market system. In the postwar period, however,
economic policies settled on a moderate conception of gov-
ernment’s role in the economy.'® Though the late 1930s saw the
birth of the economy as an object of macroeconomic interven-
tion, as opposed to the economic sphere of individual markets
invented in the early modern period, policy-makers gave up
on radical attempts at planning.”® Management of the econ-
omy was mostly restricted to countercyclical measures.

In response to the dual exigencies of depression and war,
American tax revenues thus increased extraordinarily as a per-
centage of GDP.?! This would have been inconceivable were it

18 Tbid., 342-343.

19 Brinkley, The End of Reform.

20 Hugo Radice, “The National Economy: A Keynesian Myth?,”
Capital & Class 8, no. 1 (1984): 111-140; Timothy Mitchell,
“Fixing the Economy,” Cultural Studies 12, no. 1 (1998):
82-101. For an elaboration of Radice’s and Mitchell’s insights,
see Timothy Shenk, “Inventing the American Economy”
(PhD Diss., Columbia University, 2016). On the distinction
between the economic and the economy as an object of socio-
technical intervention, see Daniel A. Hirschman, “Inventing
the Economy: Or, How We Learned to Stop Worrying and Love
the GDP” (PhD Diss., University of Michigan, 2016).

2l For an historical table of federal tax revenue as a percent-
age of GDP, see Council of Economic Advisors, “The Annual
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not for the 1913 introduction of the federal income tax, the sig-
nal achievement of Progressive Era social reform.?* From the
last quarter of the nineteenth century, economic thinkers like
Henry Carter Adams, Richard T. Ely, and Edwin R. Seligman
championed the principle that American citizens should pay
taxes not in terms of how much they benefited from govern-
ment goods and services but in proportion to their ability to
pay. This defense of progressive taxation provided the intel-
lectual foundation of the modern American fiscal state.®
However, the ability-to-pay approach to public finance had a
significant blind spot. Its advocates focused primarily on the
aspect of justice in taxation, neglecting expenditures. As pub-
lic spending expanded in the 1930s, the legitimacy of expendi-
tures became a core concern of public finance theorists.

This led to a renewed interest in the so-called volun-
tary exchange theory of public finance, associated primarily
with late nineteenth- and early twentieth-century German,

Report of the Council of Economic Advisors,” February 2018,
35, www.whitehouse.gov/wp-content/uploads/2018/02/ERP_
2018_Final-FINAL.pdf.

2 James T. Kloppenberg, Uncertain Victory: Social Democracy
and Progressivism in European and American Thought 1870-
1920 (Oxford: Oxford University Press, 1986), 355.

# Ontheimportance of Adams, Ely, and Seligman in the advent
of American public finance and the making of the modern
American fiscal state, see Marianne Johnson, “Progressivism
and Academic Public Finance, 1880 to 1930,” History of Political
Economy 46, no. 1 (2014): 1-32; Ajay K. Mehrotra, Making
the Modern American Fiscal State: Law, Politics, and the Rise
of Progressive Taxation, 1877-1929 (Cambridge: Cambridge
University Press, 2013).

31



32

The Marketizers

Swedish, and Italian economists. The most prominent of these
Continental public finance theorists was the Swede Knut
Wicksell. His 1896 Finanztheoretische Untersuchungen out-
lined a theory of the relationship between the state and indi-
viduals thatresembled thatbetween firms and their customers.

Wicksell was a progressive, and it was difficult to disentan-
gle his economic theory from his advocacy of social reform,
principally improved conditions for the poor in society and the
widening of the franchise.? Wicksell, however, was concerned
that the lower classes, once in power, would “impose the bulk
of taxes upon the rich and may at the same time be so reckless
and extravagant in approving public expenditures [...] that the
nation’s mobile capital may soon be squandered fruitlessly.”*
Wicksell feared that this might hamper the progressive course,
and he therefore introduced the idea of a unanimity rule as a
bulwark against the lower classes’ ability to tax the rich and
increase spending recklessly.

According to Wicksell, “the only certain guarantee against
[...] abuses of power lies in the principle of unanimity and vol-
untary consent in the approval of taxes.”? The unanimity rule
would ensure that the exchange of taxation for public goods
happened on a voluntary rather than coercive basis. However,
Wicksell did not believe that unanimity rules would prove an
obstacle to social reform. On the contrary, he was convinced
people would find a great many things to agree on in charting a
progressive course towards social justice.?” Though Wicksell’s

2 Marianne Johnson, “Wicksell’s Social Philosophy and
His Unanimity Rule,” Review of Social Economy 68, no. 2
(2010): 188.

% Quoted in ibid., 200.

% Quoted in ibid.

7 Ibid., 187.
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central concern was the improvement of the lives of the lower
classes, the unanimity principle and the associated theory of
voluntary exchange protected the private property rights of the
wealthy.

Wicksell and the Continental tradition of public finance
were largely forgotten by the late 1930s. In 1939, however,
Richard Musgrave brought the tradition back to life in a critical
survey in the Quarterly Journal of Economics. His aim was to
synthesize conflicting nineteenth- and twentieth-century the-
ories of taxation and public expenditure.?® This ambition was
closely related to developments within economics. During
Musgrave’s graduate studies and early career, the American
economics discipline underwent a remarkable transforma-
tion. Before World War II, the economics discipline was char-
acterized by a plurality of approaches, with the institutionalist
school the most dominant approach in American econom-
ics departments.?® While institutionalism did not constitute
a coherent body of approaches, theories, and assumptions,
institutionalists shared a commitment to understanding the
interactions between institutions, emphasizing empirical
studies, larger legal-economic and cultural frameworks, ques-
tions of social justice, and the view that the consequences of

% Desmarais-Tremblay, “Musgrave, Samuelson, and the
Crystallization of the Standard Rationale for Public Goods,” 61;
Sturn, “ ‘Public Goods’ before Samuelson,” 279.

% Mary S. Morgan and Malcolm Rutherford, eds., From
Interwar Pluralism to Postwar Neoclassicism (Durham, NC:
Duke University Press, 1998). On institutionalism, see Malcolm
Rutherford, The Institutionalist Movement in American
Economics, 1918-1947: Science and Social Control (Cambridge:
Cambridge University Press, 2013).
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an unregulated market system could only be ameliorated by
creating new institutions.** During and immediately after
World War II, institutionalism was gradually replaced by the
so-called neoclassical synthesis, which combined traditional
microeconomics, examining the decision-making behavior of
individuals and firms in individual markets, and macroeco-
nomics, examining the economy as a whole.

This transformation was also evident within Musgrave’s
subfield of publicfinance. Duringthe early 1940s, Keynesianism
and Pigovianism replaced institutionalism.?! John Maynard
Keynes articulated his influential theory of the business cycle
and governmental tools to prevent economic downturns in the
mid-1930s. Like other British liberals of the interwar period,
Keynes feared a radical overthrow of capitalism and sought to
ameliorate the worst effects of the market system by increas-
ing government intervention in the economy. The result was a
macroeconomic theory that allowed governments to use their
fiscal capacities to stabilize the business cycle.** In a similar
vein, the British economist Arthur C. Pigou fleshed out his

30 Mary S. Morgan and Malcolm Rutherford, “The Character
of the Transformation,” in From Interwar Pluralism to Postwar
Neoclassicism, ed. Mary S. Morgan and Malcolm Rutherford
(Durham, NC: Duke University Press, 1999), 2-3.

31 Marianne Johnson, “Harold Groves, Wisconsin
Institutionalism, and Postwar Public Finance,” Journal of
Economic Issues 49, no. 3 (2015): 691.

32 For some recent illuminating accounts of Keynes’s polit-
ical economy, see Geoff Mann, In the Long Run We Are All
Dead: Keynesianism, Political Economy, and Revolution
(London: Verso, 2017); Zachary D. Carter, The Price of
Peace: Money, Democracy, and the Life of John Maynard Keynes
(New York, NY: Random House, 2020). The classic account is
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microeconomic theory of government spending in his 1928
book, A Study in Public Finance. Pigou, like the Americans
Adams, Ely, and Seligman, based his theory of public finance
on the ability-to-pay principle, that is, on the principle of pro-
gressive taxation in which people sacrifice proportionally to
their income.®

Musgrave began his 1939 article on “The Voluntary
Exchange Theory of Public Economy” by addressing what he
saw as the main shortcoming of Pigovian public finance. He
argued that Pigou and his followers ignored the expenditure
aspect of public finance in favor of the revenue aspect, thus
leaving the legitimate relationship between expenditures and
revenue unaccounted for.3* In his dissertation, Musgrave had
therefore tried to reconcile the British public finance tradition
with the Continental, primarily German-language, voluntary
exchange theories.* In contrast to British public finance, the
voluntary exchange theorists’ primary concern was to outline
the revenue-expenditure process.

Musgrave had two intentions in his 1939 survey of volun-
tary exchange theories. The first was to provide an in-depth
introduction to an English-speaking audience of an overlooked

Robert Skidelsky, John Maynard Keynes, 1883-1946: Economist,
Philosopher, Statesman (New York, NY: Penguin Books, 2005).

3 Arthur C. Pigou, A Study in Public Finance (London:
Macmillan & Co., 1928).

3 Richard Abel Musgrave, “The Voluntary Exchange Theory of
Public Economy,” The Quarterly Journal of Economics 53, no. 2
(1939): 213.

% Desmarais-Tremblay, “Musgrave, Samuelson, and the
Crystallization of the Standard Rationale for Public Goods,’
61; Sturn, “ ‘Public Goods’ before Samuelson,” 279.
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body of thought. The second was to outline what he called a
planning approach to public finance. This planning approach
was articulated against the background of his critical introduc-
tion to voluntary exchange theory and its shortcomings.

Musgrave explained that voluntary exchange theorists
believed that taxation should be based on the benefit prin-
ciple. This meant that taxation should be based on the bene-
fit citizens derived from being taxed. As Musgrave explained
it, voluntary exchange theory was based on the idea that the
revenue-expenditure process was guided by “the same ‘laws’
that govern market price in private economy.”*® This meant,
Musgrave elaborated, that taxes were “voluntary payments
rendered by the individual in exchange for services supplied
by public economy, and in accordance with his evaluation of
those services.”*” By conceptualizing the relationship between
the citizen and the state as a voluntary exchange of taxes for
goods, the voluntary exchange theorists forced government
revenue to correspond exactly to services provided to the indi-
vidual taxpayer. In this sense, through an analogy with the
supply of goods and services in the private economy, volun-
tary exchange theorists commodified the common good as
those goods that government supplied to its citizens. There
was no need for references to metaphysical conceptions of the
public good when the purpose of government was to supply
public goods in accordance with the individual preferences of
its citizens.

As such, voluntary exchange theorists were the first to
promote a market model of politics in which the relationship

% Musgrave, “The Voluntary Exchange Theory of Public
Economy,” 214.
%7 Ibid.
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between citizens and their government was analyzed by anal-
ogy with the relationship between customers and firms in the
private economy. While the origins of the economic approach
to politics should thus be found in Europe in the late nineteenth
and early twentieth centuries, the question of why it was revived
in mid-twentieth-century America is of greater interest here.
Musgrave’s critical survey was intended to bring the ques-
tion of expenditures back into the theory of public finance in
response to the growth of public expenditures in mid-century
America. In this context, Musgrave’s exposition of voluntary
exchange theory served as a springboard for his preferred
“planning approach” to public finance. While Musgrave
rejected the voluntary exchange theory of the state, Musgrave
nonetheless adopted its conception of the state as a provider of
public goods. This is a crucial point. Though Musgrave rejected
the feasibility of voluntary exchange, he took over the idea of
the state as supplier of public goods. This theory of the state
was the mainspring of public choice theory. Where he differed
from the voluntary exchange theorists was on the question of
how citizens’ demands for public goods could be ascertained.
Musgrave presented three arguments against voluntary
exchange theorists’ interpretation of how government inter-
acted with its citizens.® First, Musgrave simply pointed to
the actual revenue-expenditure process, arguing that direct
compulsion everywhere prevailed in the extraction of taxes.

% The literature on Musgrave focuses almost exclusively on
the third, neglecting the empirical fact of compulsion and
value pluralism. See the examinations of Musgrave’s rejection
of voluntary exchange in Desmarais-Tremblay, “Musgrave,
Samuelson, and the Crystallization of the Standard Rationale
for Public Goods”; Sturn, “‘Public Goods’ before Samuelson.”
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“The very fact that such enforcement appears universally nec-
essary,” Musgrave argued, “indicates the absence of a general
willingness to comply with the obligation to contribute.”*® The
empirical fact that coercion was everywhere employed in the
collection of taxes pointed to the unrealistic nature of the idea
that the revenue necessary to cover the provision of public
goods and services would be paid voluntarily.

Second, the multiplicity of opinions, tastes, values, and
preferences among the citizenry made mutual agreement
among citizens on which goods should be provided by the pub-
lic sector highly unlikely. “The contention,” Musgrave argued,
“that fiscal policy in the modern community—democratic
or authoritarian—is determined as a direct resultant of the
mutual agreements of a multitude of contributors, acceptable
to each and all of them, at best constitutes an unacceptable
simplification of the highly intricate political process through
which collective decisions are arrived at.”*

The third shortcoming of voluntary exchange theory was
the fact that people, under the assumption that self-interested
utility-maximization is rational, would try to avoid paying for
the public services from which they could not be excluded.
This theory of “free riding,” as it would come to be called, was
Musgrave’s most significant contribution to the theory of pub-
lic goods.*!

Musgrave acknowledged that voluntary exchange theo-
rists had recognized this pathology, but, he interjected, their

39 Musgrave, “The Voluntary Exchange Theory of Public
Economy,” 219-220.

40 Tbid., 220.

4 Desmarais-Tremblay, “Musgrave, Samuelson, and the
Crystallization of the Standard Rationale for Public Goods.”
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conception of the relationship between citizens and govern-
ment as a voluntary exchange denied it. If all people acted in
this pathological manner, Musgrave argued, a problem arose
for the theory of voluntary exchange. “If the total cost of pub-
lic services is covered by a large number of contributors,” he
explained, “a reduction in the contribution of any one con-
tributor will fail to affect notably the total supply of public
services—either from the point of view of this contributor or
in the eyes of other contributors who join in the consumption
of the same indivisible services.”*? This meant that people were
able to enjoy the provision of a service without paying their
fair share of the costs associated with supplying it. Ultimately,
Musgrave argued, this would result in a reduction in the vol-
ume of services, leading to an unstable situation.

Against the background of the standard assumption of
rational economic action, Musgrave thus argued that peo-
ple who could not be excluded from enjoying the benefits of
goods, services, and resources would avoid paying for them.
This pathology would inevitably lead to an undersupply
of public goods and services. In 1964, James M. Buchanan
dubbed these people “free riders,” and a year later Mancur
Olson generalized free riding as the logic of all collective
action.” Ubiquitous in the social sciences today, the concept

42 Musgrave, “The Voluntary Exchange Theory of Public
Economy,” 219-220n5.

% Desmarais-Tremblay, “Musgrave, Samuelson, and the
Crystallization of the Standard Rationale for Public Goods,” 66;
James M. Buchanan, “What Should Economists Do?,” Southern
Economic Journal 30, no. 3 (1964): 220; Mancur Olson, The
Logic of Collective Action: Public Goods and the Theory of
Groups (Cambridge, MA: Harvard University Press, 1965).
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started its life as the fundamental argument against the fea-
sibility of voluntary exchange between individuals and their
government. Coercion, Musgrave argued, was a necessary
feature in the provision of public goods from which people
could not be excluded from benefiting. The purpose of govern-
ment was to provide the non-excludable goods that the market
failed to supply.

Musgrave, for his part, was more interested in analyzing
the ways in which public wants could be provided for than he
was in figuring out how these wants were arrived at. Voluntary
exchange theorists, by contrast, were concerned with the
decision-making processes that led to public rather than pri-
vate production of goods and services, assuming that “the pub-
lic economy itself will undertake to supply only those goods
and services in the production of which it is superior to pri-
vate enterprise.”* They provided a solution to the problem of
demand revelation by introducing a quid pro quo requirement
in the relationship between citizens and their government. It
was an elegant solution because it allowed citizens the same
option of exit as they had when deciding whether to purchase
a good or service on the marketplace. Denying its feasibility,
Musgrave rejected that exit was an option in the provision of
public goods and services. There was no way in which citizens
could be allowed to leave the state and its product. Musgrave
turned instead to a planning approach that essentially pushed
the problem aside.

The 1930s and 1940s were awash with debates about planning.
The economic crisis and the socialist alternative of the Soviet

# Musgrave, “The Voluntary Exchange Theory of Public
Economy,” 215.
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Union made central direction of the economy attractive for
social reformers. The Roosevelt administrations of the early
1930s contemplated radical planning initiatives. Convinced
that the capitalist system was seriously flawed, some New
Dealers believed that centralized economic planning was
needed to restrain corporate power. In fact, the first Roosevelt
administration was most successful in regional planning. The
New Deal investments in infrastructure projects like dams,
roads, bridges, and electrification in the South and the West
provided the foundation for economic growth in these regions
after World War I1.*° It is against the background of these
experiments in planning that Richard Musgrave’s alternative
planning approach to public economy is best understood.

Invoking the concept of planning, Musgrave inevita-
bly embedded his approach in the contemporary debates
about markets versus planning in the allocation of society’s
resources. Like the debate about public expenditures, these
debates essentially revolved around the size of the public
economy relative to the private economy. However, whereas
the core issue in the debate about public expenditures was
identifying the optimal output of government services, the
debates about markets versus planning were principled dis-
cussions about which of the two allocative mechanisms, the
price mechanism or a planning board, was the most appro-
priate device for guiding the entire economic system. These
debates were exceptionally dichotomous, and its participants
often portrayed the choice between markets and planning as a
choice between liberal capitalism and socialism.

Musgrave tried to distance his planning approach to pub-
lic economy from this debate by not confronting it directly.

% Brinkley, The End of Reform, 6.
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He pointed out that his planning approach to public economy
bore no resemblance to central planning in a socialist econ-
omy. “While in the case of the latter the planning function
embraces most, or all, of the economic activity, the revenue-
expenditure process is assumed to operate within an economy
which to a dominating extent is organized as a system of pri-
vate enterprise,’* Musgrave contended, aiming for a middle-
of-the-road position between the two camps.

As an architect of the mixed economy, Musgrave did not
develop a theory of complete central control. Government only
had a role to play in the procurement of those goods and ser-
vices which the market failed to provide. Problems of planning
the provision of public goods and services were easily solved,
Musgrave argued, by following the prescription of least cost,
meaning that public goods and services should be procured
at minimum cost. Government would thus only undertake the
provision of goods and services in which it had “an efficiency
advantage over private enterprise.”*

Musgrave dispensed with the problem of aggregation,
arguing that the economist could take social wants as given.
In other words, in the division of labor between the social
sciences, the problem of aggregation of individual preferences
into social preference scales was a public policy problem, while
the problems of planning were matters for the economist. “For
purposes of economic analysis,” Musgrave explained, “the
scale of social wants may be considered as predetermined,
just as the scale of individual tastes is considered a predeter-
mined factor in traditional value theory. Like the ‘registration’

% Musgrave, “The Voluntary Exchange Theory of Public
Economy,” 232.
47 Ibid.
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of individual preference scales through the medium of market
behavior, social preference scales are registered through the
medium of public policy.”*

By analogy with the study of the private economy, the stu-
dent of the public economy could take preferences for granted.
The political process, according to Musgrave, had already
determined what social wants should be satisfied. All that was
left for the public economist was determining the most effi-
cient way to reach these predetermined ends.

Though Musgrave tried hard to avoid the dichotomous
debates about markets versus planning, the Brown University
economist Alfred C. Neal placed Musgrave’s suggested plan-
ning approach to public finance squarely in the context of the
so-called socialist calculation debate that was raging at the
time. Neal specifically referenced Ludwig von Mises’s 1920 arti-
cle, “Economic Calculation in the Socialist Commonwealth,”
and the “epidemic of articles” that it gave rise to in the follow-
ing decades.®

When “Economic Calculation in the Socialist Common-
wealth” appeared in 1920, Mises was chief economist at the
Vienna Chamber of Commerce. Unable to secure a position
at the University of Vienna, he exerted his influence through a
fortnightly seminar, which included the economist Friedrich
Hayek among its regular participants.”® The seminar met
against the background of post-World War I Vienna’s radi-
cal experiments in social democracy. In the aftermath of the

8 Tbid., 233.

4 Alfred C.Neal, “The ‘Planning Approach’in Public Economy,”
The Quarterly Journal of Economics 54, no. 2 (1940): 246.

% Ludwig von Mises, Erinnerungen (Stuttgart: Gustav Fischer
Verlag, 1978), 66.
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collapse of the Habsburg dual monarchy of Austria-Hungary,
the Social Democratic Party gained an absolute majority in
the city parliament elections of May 4, 1919. The newly elected
city government introduced a number of unprecedented
social innovations in health and social services, childcare,
public housing, and taxation. Nicknamed Red Vienna, the
capital of Austria quickly became the envy of social reform-
ers across Europe. Combined with the Soviet experiments
in communism, the world seemed on the verge of a post-
capitalist future.®!

Attacking the very possibility of economicrationality under
the collective ownership of the means of production, Mises’s
“Economic Calculation in the Socialist Commonwealth” pro-
voked a vigorous two-decade debate about the viability of
socialist economies. While recognizing that the exchange of
consumption goods under socialism would not constitute a
problem, Mises argued that without the use of money prices
economic planners would never be able to determine the
value of production goods in a socialist state.

In the 1930s, the so-called market socialists, led by the
Polish-American Oskar Lange, counterargued that a central
planning board would be able to calculate the prices of the
factors of production just as efficiently as a decentralized mar-
ket system.*? Using general equilibrium theory, Lange argued

5! On Red Vienna, see Anson Rabinbach, ed., The Austrian
Socialist Experiment: Social Democracy and Austromarxism
(Boulder, CO: Westview Press, 1985); Helmut Gruber, Red
Vienna: Experiment in Working-Class Culture, 1919-1934
(Oxford: Oxford University Press, 1991).

52 Oskar Lange, “On the Economic Theory of Socialism: Part
One,” The Review of Economic Studies 4, no. 1 (1936): 53-71;
Oskar Lange, “On the Economic Theory of Socialism: Part
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that a central planning board could just as easily calculate
demand and supply as the imaginary “Walrasian Auctioneer”
who balanced demand and supply in the perfectly competitive
market.*

Alfred Neal pointed out that this debate between capital-
ists and socialists was divided into the extremes of complete
planning and free competition. As a result, both sides of the
debate had neglected the intermediate category of “partial
planning” which characterized most Western countries. Neal’s
aim in the article was to “discover whether rational distribu-
tion of resources and free choice to consumers are possible in
an ‘interventionist economy’ not completely planned.”** Neal
used Musgrave’s planning approach as the point of departure
for his investigation into whether price theory could be used to
analyze collective wants.®> Neal’s argument against Musgrave
is significant because it very clearly illustrates the main prob-
lem in public goods theory, namely, that the problem of

Two,” The Review of Economic Studies 4, no. 2 (1937): 123-142.
For detailed expositions of Lange’s argument, see Don Lavoie,
Rivalry and Central Planning: The Socialist Calculation Debate
Reconsidered (Cambridge: Cambridge University Press, 1985),
chapters 4 and 5; Joseph Persky, “Retrospectives: Lange
and von Mises, Large-Scale Enterprises, and the Economic
Case for Socialism,” Journal of Economic Perspectives 5, no. 4
(1991): 229-236.

% On this, see Philip Mirowski, Machine Dreams: Economics
Becomes a Cyborg Science (Cambridge: Cambridge University
Press, 2002), 233.

% Neal, “The ‘Planning Approach’ in Public Economy,’
246-247.

% Ibid., 247-248.
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determining the optimal output of public goods and services
could not be set aside.

Neal denied that a voting mechanism might be used as a
device for consumers to express their preferences. Because of
the mathematics involved, citizens would be able neither to
understand nor to make rational choices about the govern-
mental revenue-expenditure process. In the market, where
individual demands prevailed, it was comparatively easy for
individuals to make decisions regarding expenditures and
the revenue needed to cover them. By contrast, in the public
revenue-expenditure process, “given the right to vote accord-
ing to a complex preference system for kinds and amounts
of expenditure and methods of raising it,” Neal argued, the
individual “cannot estimate costs to himself, unless the whole
system of simultaneous equations, as in the case of the general
equilibrium, can be solved!*® A semi-competitive economy
thus faced the same problem that Hayek had pointed out in his
argument against the idea of economic planning: it necessarily
relied on a static conception of the economy, which did not
display the dynamics of the actual market process.

Concluding on a pessimistic note about the possibilities
of intervention in a semi-competitive capitalist society, Neal
argued that “partial planning” posed a threat to democracy
because government intervention had the potential to subvert
the ideals of rational judgment and agreement upon which
democratic societies rested. “The road to dictatorship,” Neal
concluded, in a phrase very similar to the one Friedrich Hayek
would use as a title a few years later, “may well be paved with
the good intentions of economic planners.”>

% Ibid., 252, italics in original.
57 Ibid., 254.
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Siding with Mises and Hayek, Neal thus argued that partial
planning was plagued by the same problems as full planning.
It would be impossible for a central board to gather the nec-
essary evidence to rationally allocate resources in a planned
economy. This violation of the individual consumers’ sover-
eignty, which collective demand represented, could under-
mine the presuppositions of democratic government. Like a
completely planned economy, the partially planned economy
that Musgrave suggested needed to have a device to amalgam-
ate individual wants into coherent collective wants, which a
decentralized system provided easily.

The vexing political-theoretical problem at the heart of
public finance, then, was the place of the democratic elector-
ate in defining the optimal output of public goods. Musgrave
pushed the problem aside. Other economists, however, refused
to leave the question to political scientists. In 1943, Howard
Bowen revisited the idea of voting as a mechanism for deciding
on the provision of public goods in an article published in the
Quarterly Journal of Economics. “The Interpretation of Voting
in the Allocation of Economic Resources” rehearsed many of
the same themes that preoccupied Musgrave. In contrast to
Musgrave, however, Bowen aimed at a theory of demand for
publicly provided goods. Bowen’s main contribution to the
economic theory of politics was his redescription of polling as
a democratic mechanism for ascertaining citizens’ demands
for public goods and services. This was an important step in
the commodification of the political relationship between the
state and its citizens.

Born in Spokane, Washington, Bowen taught at the
University of Iowa from 1935 to 1942, when he took a position
as chief economist at the Joint Congressional Committee on
Internal Revenue. In 1947, after a few years at a Wall Street
bank, he returned to higher education when he became dean
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of the University of Illinois College of Commerce.”® Bowen’s
formative political and intellectual experiences were the Great
Depression and the accompanying revolution of Keynesian
macroeconomics. Bowen was part of a cohort of economists
who, in response to the economic crisis, rejected the dissoci-
ation of economics and ethics.* Inspired by the trend toward
planning, Bowen aimed to provide planners with the tools to
ascertain the demand for government goods and services as
easily as free choice allowed producers in the market to ascer-
tain consumers’ desire.

The fundamental problem was estimating the marginal
rates of substitution in the absence of individual consumer
choice, to which social goods could not be subjected. Bowen
argued that “the closest substitute for consumer choice is
voting%* He thusredefined democracy as a market mechanism

% Later, in the 1950s, Bowen’s articulation of the concept of
corporate social responsibility provoked such heavy criticism
that he was forced to resign from his position at the University
of Illinois, a victim of McCarthyism. On this, see Winton U.
Solberg and Robert W. Tomilson, “Academic McCarthyism
and Keynesian Economics: The Bowen Controversy at the
University of Illinois,” History of Political Economy 29, no. 1
(1997): 55-81.

% On the Great Depression and Keynesianism as Bowen'’s
formative experiences, see Aurélien Acquier, Jean-Pascal
Gond, and Jean Pasquero, “Rediscovering Howard R. Bowen's
Legacy: The Unachieved Agenda and Continuing Relevance of
Social Responsibilities of the Businessman,” Business & Society
50, no. 4 (2011): 610.

% Howard R. Bowen, “The Interpretation of Voting in the
Allocation of Economic Resources,” The Quarterly Journal of
Economics 58, no. 1 (1943): 33, italics in original.
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in which voters are consumers of public goods. Where eco-
nomic voting allowed producers of individual goods to ascer-
tain the ideal output, political voting allowed producers of
social goods to ascertain the ideal output. Bowen, like the vol-
untary exchange theorists, thus defined the common good in
economic terms as goods. Political voting allowed citizens to
express their individual demands for publicly provided goods
and services in accordance with their individual cost-benefit
analyses. Bowen was one of the first Americans to provide a
comprehensive analogy between voting and the market. He
treated voting as a direct democracy in which citizens could
vote for the social goods they desired.

Nonetheless, there was a problem. The voting solution,
Bowen acknowledged, was only feasible in very small local
communities. “In a society which has outgrown the town-
meeting stage, it is seldom practicable to decide on the out-
put of specific social goods by means of popular voting.”®!
More specifically, legislators and bureaucrats who were
tasked with providing and producing social goods needed to
find “methods of finding out what the people want, i.e. how
much of each social good should be produced.”®> Bowen did
not believe that elected representatives would be able to dis-
cern the demand for social goods. He argued that “the result
of an election can seldom be regarded as an unequivocal
indication of public desires.”®

With voting out of the question as a barometer for pub-
lic wants, planners needed different devices for ascertaining
what social goods people wanted, and how much they wanted

61 Ibid., 42.
62 Tbid., 42-43.
% Tbid., 43.
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of them. As alternatives, Bowen suggested using polls, ques-
tionnaires, and similar devices “to study the desires of the
individuals who compose the public.”% Bowen argued that the
increasing use of planning in the allocation of public resources
necessitated the employment of techniques such as these in
aggregating individual tastes.®

Of the alternatives, polls provided the best way forward, if
certain conditions were met. “First, it would be necessary that
the issue had been discussed sufficiently to enable the pollees
to become informed. Second, in order to be sure that the indi-
vidual pollees would use thought and discretion in reaching
their decisions, it would be necessary for them to have a sense
of responsibility, i.e. to feel that their choices would actu-
ally influence policy.”® In short, for polling to work, citizens
would have to overcome their ignorance, and policy-makers
would have to be representatives of and responsive to citizens’
wishes. Inspired by the contemporary experiments in differ-
ent kinds of planning, Bowen remained optimistic about the
possibilities of devices such as polling for ascertaining the col-
lective demands of citizens. Paul Samuelson demolished what
was left of that optimism.

1948 was the last year of the politics of the 1930s.5” Whereas
Franklin D. Roosevelt’s administration had contemplated and
attempted some radical solutions to the economic crisis of the
1930s, experimenting with statist planning to counterbalance

6 Tbid.

% Tbid.

% Tbid.

57 Michael Harrington, “Mystical Militants,” New Republic,
February 18, 1966.
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the structural flaws of the market system, postwar economic
policies settled on a moderate conception of government’s
role in the economy.® Tellingly, Paul Samuelson’s influen-
tial undergraduate Economics textbook was first published in
1948.% A professor at MIT, Samuelson was the foremost rep-
resentative of the increasing use of mathematics in American
economics.”

The signal contribution of Samuelson’s textbook was its
synthesis of orthodox microeconomics and the macroeco-
nomics of Keynes. This “neoclassical synthesis,” as it came to
be called, was a consensus about two tenets. The first was the
belief that firms and individuals make rational decisions, aim-
ing to maximize their utility. The standard methods of micro-
economics were thus applicable to the study of the behavior
of firms and individuals. The second tenet was the belief
that prices and wages do not adjust quickly to clear markets.
Accordingly, most postwar economists agreed that govern-
ment intervention was needed to adjust markets to avoid pro-
longed disequilibrium. While macroeconomic modeling was
used to justify countercyclical fiscal policies at an economy-
wide level, interventions in individual markets were guided by

% Brinkley, The End of Reform.

% Paul A. Samuelson, Economics: An Introductory Analysis
(Boston, MA: McGraw-Hill Book Company, 1948).

 For an intellectual biography of Paul A. Samuelson, see
Roger E. Backhouse, Founder of Modern Economics: Paul
A. Samuelson (New York, NY: Oxford University Press, 2017).
On the genealogy of Samuelson’s “Pure Theory of Public
Expenditure,” see Pickhardt, “Fifty Years After Samuelson’s
‘the Pure Theory of Public Expenditure’”; Hammond, “Paul
Samuelson on Public Goods.”
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the so-called New Welfare Economics, which was developed
in the aftermath of Lionel Robbins’s 1932 Essay on the Nature
and Significance of Economic Science.

Robbins rejected the prevailing definition of economics as
the study of welfare, which had been dominant since the turn
of the century. Robbins gave two reasons for the inadequacy
of the welfare definition. First, he argued that interpersonal
comparisons of utility were impossible because individuals’
preferences are incommensurable. Second, he argued that the
ethical considerations required by such interpersonal com-
parisons of utility were outside the purview of economists if
they were to remain neutral about values.” Instead, Robbins
defined economics as “the science which studies human
behavior as a relationship between ends and scarce means
which have alternative uses.””* This definition of economics as
the study of behavior under scarcity, which became dominant
during the decades that followed, significantly expanded the
scope and reach of economic generalizations to include areas
of life not usually considered economic.™

Arthur Cecil Pigou, who succeeded Alfred Marshall as
professor of political economy at the University of Cambridge
in 1908, had articulated the foundational principles of British
welfare economics in his 1914 Wealth and Welfare and his 1920

“ Lionel C. Robbins, An Essay on the Nature and Significance of
Economic Science (London: Macmillan & Co., 1932), 120-126.
72 Ibid., 15.

” For a history of how Robbins’s definition of economics
became the most widely accepted, see Roger E. Backhouse
and Steve G. Medema, “Defining Economics: The Long Road
to Acceptance of the Robbins Definition,” Economica 76, no. 1
(2009): 805-820.
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The Economics of Welfare. Like Marshall, Pigou contended that
economics was the study of the causes of material welfare.
Their approach to the economics of welfare was very much a
response to the consequences of industrial capitalism and the
demands of the British working class for improved standards
of living and greater political influence.™

Facing the crisis of liberalism, believed to be brought on
by the inability of nineteenth-century laissez-faire to respond
appropriately to the pressing social questions of the time, the
welfare economists joined other British liberals in a redef-
inition of the liberal tradition. They stressed that individuals
could only unfold their potential within a community directed
towards collective moral ends and in consideration of the
common good.” Welfare economists saw their role as one of
devising economic policy tools to ameliorate market failures
and improve social conditions through government interven-
tion in the economy.™

™ Roger E. Backhouse and Tamotsu Nishizawa, “Introduction:
Towards a New Interpretation of the History of Welfare
Economics,” in No Wealth But Life: Welfare Economics and the
Welfare State in Britain, 1880-1945, ed. Roger E. Backhouse
and Tamotsu Nishizawa (Cambridge: Cambridge University
Press, 2010), 1-21.

 On the new British liberalism as an ideology of social
reform, see Michael Freeden, The New Liberalism: An Ideology
of Social Reform (Oxford: Oxford University Press, 1986).

6 Backhouse and Nishizawa, “Towards a New Interpretation
of the History of Welfare Economics,” 8-9; Norikazu Takami,
“The Sanguine Science: The Historical Contexts of A. C. Pigou’s
Welfare Economics,” History of Political Economy 46, no. 3
(2014): 383.
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Defining individual welfare in terms of satisfactions, or
utilities, and social welfare as the summation of individual
welfares, Pigou established his theory on classical utilitarian
foundations. This presupposed a ranking of individual satis-
factions, defined as interpersonal comparisons of utility. In
The Economics of Welfare, Pigou stressed that economists
should only concern themselves with welfare that could
be measured in monetary terms as an equitable increase
in national income.” Pigou also introduced the concept of
what was later termed externalities, that is, the costs or ben-
efits that affect an individual standing outside the economic
transaction.” Welfare economists have since then defined an
externality as negative if it lowers the welfare of an individual
who did not choose to incur the cost. The purpose of govern-
ment intervention in economic activity becomes legitimate
in so far as it reduces the social costs of transactions through
taxes and regulation.

While Pigou’s theory of welfare was not the intended tar-
get of Robbins’s Essay, it was its primary victim.” Rejecting

 Arthur C. Pigou, The Economics of Welfare (London:
Macmillan & Co., 1920), 11.

% Tbid., 159. On the history of externalities and the concepts’
absence from economic analysis after Pigou’s initial articula-
tion, see Steven G. Medema, “ ‘Exceptional and Unimportant’?
The Rise, Fall, and Rebirth of Externalities in Economic
Analysis” (Working Paper, 2017), https://ssrn.com/abstract=
3057411.

” For the argument that John A. Hobson and Ralph Hawtrey
were the intended targets of the Essay, see Roger E. Backhouse,
“Robbins and Welfare Economics: A Reappraisal,” Journal of
the History of Economic Thought 31, no. 4 (2009): 475-477.
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interpersonal comparisons of utility, Robbins based his defi-
nition on the premise that it is impossible to reach common
agreement on a definition of welfare, the common good, the
public interest, or any such related conceptions of collective
ends. Besides the methodological difficulties in discerning
a common good on the basis of incommensurable individ-
ual preferences, values, tastes, and opinions, his reasons for
restricting economics to the study of means as they relate to
given ends were practical. “In the rough-and-tumble of polit-
ical struggle,” Robbins explained, “differences of opinion may
arise either as a result of differences about ends or as a result
of differences about the means of attaining ends [...] If we dis-
agree about ends it is a case of thy blood or mine—or live and
let live, according to the importance of the difference, or the
relative strength of our opponents. But, if we disagree about
means, then scientific analysis can often help us to resolve our
differences.”®® While the question of means was amenable to
economic analysis, questions of morality left no room for argu-
ment, according to Robbins.

By the late 1930s, Robbins’s rejection of interpersonal
comparisons of utility was widely accepted, and a new genera-
tion of welfare economists scrambled to find a way to construct
aviable economics of welfare, leaving behind the classical util-
itarianism of Alfred Marshall and Arthur Pigou. Reviving the
Italian economist and sociologist Vilfredo Pareto’s 1896 Cours
d’Economie Politique, the new welfare economists defined an
optimum situation as one in which it was not possible to make
anyone better off without making someone else worse off.%!

% Robbins, An Essay on the Nature and Significance of
Economic Science, 134.
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In 1938, in “A Reformulation of Certain Aspects of Welfare
Economics,” the American economist Abram Bergson (born
Burk) was the first to articulate “exactly what it was that was
optimal in such an optimum” by introducing the concept of the
social welfare function.® A social welfare function ranks social
states as either better, worse, or indifferent for every possible
pair of social states. Significantly, Bergson argued that inter-
personal comparisons of utility were unavoidable—but they
needed to be made explicit. In line with this, he put forward
a social welfare function based on explicit value judgments
or interpersonal comparisons of utility that made it possible
to rank pairs of alternative social states. This individualistic
social welfare function enabled the necessary conditions for
the calculation of a social optimum without resorting to car-
dinal utility.

Developing the ideas set out in Abram Bergson’s 1938
paper, Paul Samuelson’s 1947 Foundations of Economic
Analysis refined the concept of the social welfare function,
which became dominant in the American economics disci-
pline in the 1950s. Like Bergson, Samuelson concluded that it
was impossible to escape interpersonal comparisons of util-
ity.® Value judgments were an inescapable feature. However,
Samuelson’s important point was that these value judgments
were extraneously given. It was not the purview of economists
to make normative decisions. Economists simply studied the

82 Roger E. Backhouse, A History of Modern Economic Analysis
(Oxford: Basil Blackwell, 1985), 305; Abram Bergson, ‘A
Reformulation of Certain Aspects of Welfare Economics,” The
Quarterly Journal of Economics 52, no. 2 (1938): 310-334.

8 Paul A. Samuelson, Foundations of Economic Analysis
(Cambridge, MA: Harvard University Press, 1947), 243-244.
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impact of various normative economic arrangements, com-
paring pairs of social states.

Samuelson thus pushed the problem of preference
aggregation aside and referred to an unspecified consen-
sus in American society. He explained that the starting point
of economic analysis was the assumption that some ethical
belief had been arrived at. “Without inquiring into its origins,”
Samuelson explained, “we take as a starting point for our dis-
cussion a function of all the economic magnitudes of a system,
which is supposed to characterize some ethical belief—that of
a benevolent despot, or a complete egoist, or ‘all men of good
will, a misanthrope, a state, race, or group mind, God, etc.”
The specifics of the ethical belief did not matter. Any possible
ethics was admissible. Samuelson thus assumed that an agree-
ment on political ends had been reached. The question of how
individual preferences could be aggregated into a coherent
social welfare function was shunted aside and explained as the
outcome of an unexplained social consensus. This was a typ-
ical move. All postwar economists engaged with problems of
collective decision-making resorted to an extraneously given
social consensus on ends to make their analyses add up.*
The theory of welfare economics nonetheless had inescap-
able political implications in so far as Pareto optimality pro-
vided a principle for the expansion of governmental authority.
Deviations from Pareto optimality thus pointed to the neces-
sity of government intervention to correct market failures.

What were the goods and services that govern-
ment could unquestionably be expected to provide? This

84 Tbid., 221.
% Cherrier and Fleury, “Economists’ Interest in Collective
Decision after World War II.”
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question animated Samuelson’s 1954 “Pure Theory of Public
Expenditure,” the article generally regarded as the first for-
malization of the idea of public goods. Samuelson had three
theoretical intentions in writing the article. First, he wanted to
prove the usefulness of mathematics in the economics disci-
pline. Second, he aimed to prove the impossibility of a decen-
tralized market solution to the problem of public goods. Third,
and most significantly, he wanted to complete his theory of
the social welfare function.?® However, his theory relied on an
implicit redefinition of the purpose and function of the state.®
As the reception of Samuelson’s paper demonstrates, his con-
temporaries believed that this public goods theory of the state
justified only a limited number of the goods and services that
mid-century governments actually provided.

Samuelson began the paper with a demarcation between
private consumption goods, “which can be parceled outamong
different individuals,” and collective consumption goods,
“which all enjoy in common in the sense that each individual’s
consumption of such a good leads to no subtraction from any
other individual’s consumption of that good.”® As he had done
in Foundations of Economic Analysis, Samuelson argued that it
was not the economist’s task to define the ethical preferences

% For this argument, see Hammond, “Paul Samuelson on
Public Goods.”

8 For an earlier, similar argument that Samuelson’s theory
of public goods represented a theory of the state, see Russell
Hardin, “Economic Theories of the State,” in Perspectives on
Public Choice: A Handbook, ed. Dennis C. Mueller (New York,
NY: Cambridge University Press, 1997), 21-34.

8 Paul A. Samuelson, “The Pure Theory of Public Expenditure,’
The Review of Economics and Statistics 36, no. 4 (1954): 387.
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that constituted the social welfare function.®® Samuelson’s
equations restated his version of the new welfare economics
given in Foundations of Economic Analysis but added an equa-
tion that stated a theory of public goods which was meant to
complete his version of a social welfare function.®

Samuelson acknowledged, however, that the Continental
voluntary exchange theorists, Richard Musgrave, and Howard
Bowen had already explained the basic logic of his argument.®!
Samuelson’s contribution to the findings of these theorists was
the formalization of public goods as part of a social welfare
function.” Following them, Samuelson argued that the prob-
lem with collective consumption goods was that they could
not be subjected to market exchange: “No decentralized pric-
ing system can serve to determine optimally these levels of col-
lective consumption.” Government officials would have to try
different routes to obtain information on the optimal level of
provision of public goods and services. Several avenues could
be explored to find a solution, including indoctrination of con-
sumers of public goods to reveal their preferences, or the use
of polling as Bowen had suggested in his 1943 article. “But [...]
now it is in the selfish interest of each person to give false sig-
nals, to pretend to have less interest in a given collective con-
sumption activity than he really has, etc.”* Taxing according to

8 Ibid.

9% Tbid. On this, see Hammond, “Paul Samuelson on Public
Goods.”

9 Samuelson, “The Pure Theory of Public Expenditure,” 388.

92 For this point, see Hammond, “Paul Samuelson on Public
Goods”

9 Samuelson, “The Pure Theory of Public Expenditure,” 388-
389, italics in original.
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a benefit theory of taxation would not solve the problem in a
decentralized manner.

The political implication of Samuelson’s logic was that
coercion was required in the provision of public goods. The
rational self-interest of citizens meant that collectively con-
sumed goods would not be provided by the market, and that
their optimal output would be almost impossible to ascertain.
Samuelson’s conclusion was thus that government would not
be able to ascertain the optimal levels of output that firms were
able to obtain through the price mechanism. In contrast to
public suppliers, private firms were able to adjust their levels of
supply because the price mechanism provided the necessary
information about demand.

Samuelson’s theory of public goods spawned a great deal
of debate in the late 1950s. The economists Stephen Enke,
Julius Margolis, and Gerhard Colm offered the most signif-
icant contributions to the debate about public goods in the
immediate aftermath of Samuelson’s “Pure Theory of Public
Expenditure” There was a clear pattern in the reception of
Samuelson’s theory. Enke, Margolis, and Colm all sensed that
itentailed arevision of the theory of the state. They all observed
that Samuelson’s theory of public expenditures allowed for the
supply of only a very small proportion of the goods and ser-
vices that the mid-century American state actually provided.
The reception of Samuelson’s article is significant because
it illuminates the problem public choice theorists tried to
solve: finding a mechanism for demand revelation that did not
reduce government to supplying only non-exclusionary and
non-rivalrous goods.

Enke was the first to respond, and he placed Samuelson as
part of a tendency within economics to misuse mathematics.
He complained that complicated mathematical notation was
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displacing simple prose as the primary form of expression.*
Enke was especially displeased with the unrealistic assump-
tions of mathematical abstraction, which lacked the nuanced
complexity of prose. This, according to Enke, was evident in
Samuelson’s distinction between purely private and purely
public goods. The problem was that many goods and services
provided by the American government were neither pure pri-
vate nor pure public goods. Enke provided the examples of
“highways, public hospitals and libraries, police and fire protec-
tion, and defense against air attack” as examples of goods and
services that were not covered by the strict definition of pub-
lic goods but were nonetheless provided by government.* The
unrealistic nature of Samuelson’s stark demarcation between
public and private goods made his theory useless to policy-
makers.” The unrealistic assumptions of mathematical expres-
sion thus reduced the functions of the state to a minimum.
Julius Margolis, in his “Comment on the Pure Theory of
Public Expenditure,” likewise pointed out that Samuelson’s
sharp distinction between private and collective consumption
goods was unrealistic and entailed an unrealistic vision of gov-
ernment. Moreover, Margolis argued that “Samuelson’s formu-
lation of the domain of public services stems from an economic
liberal’s image of the state.”?” In this image, a private market

9 Stephen Enke, “More on the Misuse of Mathematics in
Economics: A Rejoinder” The Review of Economics and
Statistics 37, no. 2 (1955): 131.

% TIbid., 132.

% Ibid., 133.

9 Julius Margolis, “A Comment on the Pure Theory of Public
Expenditure,” The Review of Economics and Statistics 37, no. 4
(1955): 348.
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economy was “the natural condition of society,” and the func-
tion of government was merely to undertake the production of
goods to which property laws only applied imperfectly. In this
sense, Samuelson’s articulation of the concept of public goods
was merely a rearticulation, in formal mathematical notation,
of classical liberals’ idea of the state. Margolis objected that, in
the real world, government did not only supply Samuelson’s
narrowly defined public goods. It also supplied impure goods
like education. Samuelson’s individualistic approach was thus
inadequate if government provision of these impure goods
was to be understood. That, according to Margolis, required
political sociology.

Similarly, Gerhard Colm criticized Samuelson for distort-
ing the character of politics into a stark dichotomy between
public and private goods. To Colm, Samuelson’s approach
appeared to be “a marriage between the ghost of the long-
time buried homo economicus with an equally sterile mulier
politica”* This is a revealing comment, making explicit what
Samuelson, and before him the voluntary exchange theorists,
Musgrave, and Bowen, had left implicit, namely, that the
theory of public goods conflated economics and politics,
commodifying the state and the relationship between individ-
uals and their government.

Rather than assume, as Samuelson seemed to do, that
citizens merely voted to get as many public goods as possible
while avoiding paying for them, Colm found it more useful
to assume that citizens had their own ideas about how their
country oughtto beruled. He assumed instead “that each voter

% Gerhard Colm, “Comments on Samuelson’s Theory of
Public Finance,” The Review of Economics and Statistics 38, no.
4(1956): 409.
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has on his mind, though vaguely, some concept of the require-
ments of national interests and general welfare.”®® Assuming as
Samuelson did that voters only had their own interests in mind
overlooked that even the most egoistic individual “argue(s]
that what is best for him is also best for the country, thereby
transforming a personal preference into a general welfare
choice.”!” Colm’s remarks thus revealed an entirely different
conception of politics as deliberation by public-interested
citizens. Samuelson’s conception, by contrast, was a vision of
politics as economics, assuming that the purpose of the state
was to provide the goods consumed by self-interested citizens.

Critics of neoliberalism tend to portray the very act of think-
ing about democracy through economic categories as an
unholy act of desecration. Rather than reproduce this unidi-
rectional story, this chapter has shown how mainstream econ-
omists, even those with sympathies that leaned leftward like
Knut Wicksell, Richard Musgrave, Howard Bowen, and Paul
Samuelson, worked to commodify the state at some level and
reframe the relationship of citizens to their representative gov-
ernment in the idiom of their discipline. This is inexplicable
without reference to the problems associated with the postwar
expansion of the American public sector. Whereas previous
research has emphasized the importance of the Cold War, this
chapter has argued that the foundation of public choice theory
was public finance theorists’ commodified vision of the rela-
tionship between Americans and their state. The problem of
optimal output that they articulated implied a material concep-
tion of the common good. They thus replaced the metaphysics

9% Ibid.
100 Thid.
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of the public good with the physics of public goods. Services
like military defense, street lighting, health care, pensions, and
education were objects of trade that citizens paid for through
their taxes.

In this sense, at least, there was no sharp break between
the New Deal order and the neoliberal order. The welfare state
entailed a vision of citizens as consumers. Marketization thus
evolved to solve the problem of optimal output associated with
the provision of public goods. If citizens were rational eco-
nomic actors, they could not be trusted to pay for the supply
of services like military protection or street lighting, because
they would be able to enjoy the benefits of their provision
either way. Non-excludability meant that the market would
fail to provide such goods. However, the absence of a price
mechanism also meant that it would be near impossible to
estimate the optimal supply of these services, leading to either
over- or under-spending. Without going into detail, Musgrave
and Samuelson suggested that the only feasible solution to the
problem of optimal output was planning.

Dissatisfied with Musgrave and Samuelson’s answers, as
we will see, public choice theorists argued for a restructur-
ing of the relationship between the state and its citizens so
that it resembled the relationship between the firm and its
customers. Public choice theorists envisioned four modes of
reinventing government along market lines: party competi-
tion, voluntary exchange, foot voting, and performance incen-
tives. All of these solutions promised to solve the problem of
optimal output, marketizing the demand and supply of public
goods and services.



2
Stability in Party Competition

The advent of universal suffrage in the early 1900s was accom-
panied by the rise of mass politics with political parties at the
center. These parties played a crucial role in mediating between
the large classes of people that constituted civil society, on the
one hand, and state institutions, on the other. Over the course of
the last three decades, this party system has come apart. Political
parties are no longer institutions to which people feel a sense of
belonging. Party membership has declined. Electoral turnouts
have decreased. Party elites have retreated to the institutions
of the state. In the words of the late Peter Mair, “the age of party
democracy has passed. Although the parties themselves remain,
they have become so disconnected from the wider society, and
pursue a form of competition that is so lacking in meaning,
that they no longer seem capable of sustaining democracy in
its current form.”! Parties have become firm-like organizations,
responding to voters’ demands rather than pursuing ideological
visions of a better society.

Mair was careful to avoid a unidirectional explanation for
this hollowing of Western democracy, stressing the complexity

! Mair, Ruling the Void: The Hollowing of Western Democracy, 1.
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of the historical background.? He offered two explanations, glo-
balization and individualization. Globalization undermined
party democracy by constraining national governments’
independence, making them subservient to international
organizations and markets. Individualization undermined
party democracy by fragmenting the collective identities that
undergirded mass parties; chief among these was the decline
in class-consciousness. The result was the decline in party
membership, decreasing electoral turnout, and the retreat of
political elites.

This chapter tells a different story about the deconstruc-
tion of this crucial pillar of postwar democracy.® It exam-
ines how Anthony Downs articulated an economic theory of
democracy as an electoral competition between politicians
for votes. This was a theory of the demand for public goods
in which the logic of competition forced politicians to cater
to voters’ preferences. Downs explicitly developed his eco-
nomic model of democracy to solve the problem of optimal
output in the public goods theory of the state. Competition
between politicians mimicked the market mechanism,
allowing voters to shop between political parties, leaving
their product, that is, policy package, if it did not suit their
preferences for public goods and services. In other words,
Downs’s theory redefined the relationship between parties
and their voters to make it resemble that between firms and

2 This interpretation of Mair follows Wolfgang Streeck, “The
Politics of Exit,” New Left Review 88 (August 1, 2014): 121-129.
3 Parts of this chapter first appeared in Jacob Jensen,
“Anthony Downs and the Equilibrium Theory of Democracy,’
(Economia. History, Methodology, Philosophy 11, no. 1 (March
1,2021): 29-47.
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their customers. The chapter thus shows that the transfor-
mation of political parties into firm-like organizations was
not a response to developments in the 1970s. It emerged in
response to the advent of the compensatory state. The con-
ception of political parties as firms was a response to the
very welfare state that political parties, especially on the left,
fought hard to build.

The central problem in American political theory after World
War I was the accommodation of political authority to a
modern, industrialized society beset by social conflicts and
increasingly governed by professionals.* The idea of an organ-
ically unified people embodied in the concept of the state had
come to seem quaint in the face of the diversity and plurality of
interests produced by the new industrial society.® As the sense
of a unified public faded, social scientists struggled to find
new ways to legitimize growing government intervention in
citizens’ lives. In this context, American social scientists began

* Jessica Wang, “Scientists and the Problem of the Publicin Cold
War America, 1945-1960,” Osiris 17 (2002): 323-347; Edward
Aloysius Purcell, The Crisis of Democratic Theory: Scientific
Naturalism and the Problem of Value (Lexington, KY: University
of Kentucky Press, 1973); Daniel T. Rodgers, Contested
Truths: Keywords in American Politics since Independence
(Cambridge, MA: Harvard University Press, 1987); John G.
Gunnell, The Descent of Political Theory: The Genealogy of an
American Vocation (Chicago, IL: University of Chicago Press,
1993); John G. Gunnell, Imagining the American Polity: Political
Science and the Discourse of Democracy (University Park,
PA: Pennsylvania State University Press, 2004).

® Gunnell, Imagining the American Polity, 15-18, 145.
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analyzing politics as a competition between interest groups,
elites, and individuals.

Though diverse and difficult to generalize about, the first
and second generations of American political scientists, in the
nineteenth century, had articulated a version of popular sov-
ereignty embodied in the concept of the state. Government, on
the other hand, was a separate concept, describing the admin-
istration of the state. The initial construction of the American
concept of the state was largely the work of the German émi-
gré Francis Lieber.® Born in Berlin in 1798 and educated at
Jena and Dresden, he came to America in 1827, bringing a
distinctly German conception of the state with him.” Prior to
Lieber’s arrival in America, in The Federalist Papers, for exam-
ple, American political commentators had usually used the
word “state” simply to refer to the separate political entities of
the American states. Lieber facilitated its transformation into a
democratic concept, defining a state as an organically unified
people.? Adapting German historicist and idealist philosophy
to American conditions, Lieber’s conception lay the founda-
tions of the emerging political science discipline, describing
and justifying the political workings of the American republic.’
Lieber’s concept of the state remained dominant well into the
twentieth century.! The image of the relationship between
government and state was even affirmed by the US Supreme
Court in the cases Texas v. White and Poindexter v. Greenlaw,

6 This follows the argument in Gunnell, Imagining the
American Polity.

“ Ibid., 16.

& Ibid., 53.

9 Ibid., 58.

10 Tbid., 16.
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in 1869 and 1887, respectively. The Court defined a state as a
“political community” of people, whereas government was
defined as the organizing unit of this community. This “dis-
tinction between a government of a state and the state itself”
separated free government from despotism."

By the 1920s, however, this distinction was beginning to
blur as social theorists lost confidence in the existence of a
unified and organic people. Holding that “knowledge was
empirical, particular, and experimentally verifiable” and that
there were no a priori truths, during the interwar period so-
called “scientific naturalists” underscored the weaknesses of
traditional democratic theory.!? As David Ricci has argued, in
the interwar period, social scientists and political commen-
tators thus undermined “the very object which the discipline
was professionally committed to support, namely, the demo-
cratic polity”!® In response to the social fracture brought on
by industrial capitalism, American political scientists began
analyzing politics as dominated by conflicting pressure
groups. Formal interest groups were among the most ana-
lyzed group formations.

The first American to advance a modern theory of pol-
itics as a play between interest groups was Arthur Bentley.
In The Process of Government, from 1908, Bentley not only
rejected organic society as the elemental unit of social sci-
entific analysis but also came to reject the individual as
the methodological starting point. Instead, he took group

1 Ibid., 71.

12 Purcell, The Crisis of Democratic Theory, 3, 6, 11.

3 David M. Ricci, The Tragedy of Political Science: Politics,
Scholarship, and Democracy (New Haven, CT: Yale University
Press, 1984), 78.
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activity as his fundamental unit of investigation.!* America,
he argued, was composed of “groups of men, each group cut-
ting across many others, each individual man a component
part of very many groups.”'®

Bentley argued that “societyitselfisnothing other than the
complex of the groups that compose it”'® Normative aspects
such as the common good disappeared in Bentley’s analy-
sis. There was only the competition of interests. Individuals
in government, whether politicians or administrators, repre-
sented certain interests rather than the public good. However,
Bentley believed that the activities of competing interests
were “all knit together in a system.”'” In politics, Bentley
argued, “government is the process of the adjustment of a set
of interest groups in a particular distinguishable group or sys-
tem.”!® Government’s capacity to adjust and balance interests
brought social order to the otherwise chaotic competition
of interests. Bentley described this equilibrium of interest
groups in the idiom of economic theory. This was no coinci-
dence. Bentley’s interest in politics derived from his interest
in economics. He was inspired by the Austrian economist
Carl Menger’s theory of marginal utility in his quest to find
a basic unit that could be applied to the analysis of all social

4 Dorothy Ross, The Origins of American Social Science
(Cambridge: Cambridge University Press, 2004), 332.

15 Arthur E Bentley, The Process of Government: A Study of
Social Pressures (Chicago, IL: The University of Chicago Press,
1908), 204.

16 Tbid., 222.

17 Tbid., 260.

18 Tbid., 218.
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behavior.” Menger was one of the architects of the so-called
marginal revolution, which transformed economics from the
study of production and labor to the study of consumption
and the individual behavior of firms and individuals.

In Germany, similarly inspired by economic theory, the
social theorist Max Weber also defined politics as a competition.*
However, whereas a pluralist like Bentley stressed the competi-
tion between interest groups, Weber stressed the competition
between leaders. This was an elite conception of politics. In his
lecture on “Politics as a Vocation,” given in late January 1919,
Weber, for example, argued that the American party “boss has no
firm ‘principles’; he is completely without convictions and is inter-
ested only in how to attract votes.””! Weber connected American
politicians’ self-interestedness to the capitalist system:

Needless to say, the bosses will resist any outsider who represents a
threat to their own sources of money and power. But in the competi-
tion for the goodwill of the voters, it is not unusual for them to have
found themselves obliged to stoop to endorse candidates who are

thought to be the enemies of corruption.
In America, then, we have party machines
built on strikingly capitalist lines.??

19 Ross, The Origins of American Social Science, 332, 336.

20 Though dated, the unsurpassed intellectual biography of
Max Weber remains Wolfgang J. Mommsen, Max Weber and
German Politics, 1890-1920 (Chicago, IL: University of Chicago
Press, 1990).

2 Max Weber, The Vocation Lectures (Indianapolis, IN: Hackett
Publishing Company, 2004), 70.

2 Tbid., 71, my italics.
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Weber thus explicitly analyzed the competition for votes in
analogy with the way capitalism operated. Such conceptions of
politics as a competition between groups and politicians were
ubiquitous in the first half of the twentieth century. Pluralists
and elite theorists simply neutralized the struggle for power in
the language of competition.

In the mid-1930s, Frank Knight outlined a theory of “demo-
cracy as competitive politics, which bore a striking resemblance
to Weber’s definition of democracy.? It appeared in “Economic
Theory and Nationalism,” an essay he had first presented at the
1934 meeting of the American Economic Association and then
published in The Ethics of Competition and Other Essays.** The
political context of the essay was the division of the world into
three modes of economic governance, capitalism, socialism,
and fascism. Europe, Knight remarked at the outset, was tran-
sitioning from capitalism to fascism, abandoning the short-
lived attempts to create economic democracy.” Once again,
then, we see the importance of the division of the world into
the opposing allocation mechanisms of markets and planning
for the theorists writing before the 1950s.

Knight thus proceeded to outline the three major modes
of economic organization. His main purpose was to provide
a historical narrative of the rise and decline of what he called
“the dualistic institutional system of liberalism.”?* By this,
Knight meant that “[a]n economic system of ‘free’ market rela-
tions, even in its maximum development, must operate in a

% Frank H. Knight, The Ethics of Competition and Other Essays
(Freeport, NY: Books for Libraries Press, 1969), 295, italics in
original.

2 Ibid., 277(%).

% Ibid., 277.

% Tbid., 288.
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framework of political order, to protect property and enforce
the rules of the market”*” This emphasis on the necessity of
a strong state to create and uphold the rules structuring the
market system is a key characteristic of neoliberalism, as
opposed to classical liberalism. Knight, like many early neo-
liberals, emphasized that “extreme individual laissez-faire is
impossible.”?® The political order that grew up in tandem with
economic individualism, Knight explained, was democracy in
its representative form. However, at its origins, the character of
this political order was merely protective.?

When laissez-faire became “intolerable,” the masses,
according to Knight'’s truncated historical narrative, turned to
democratic politics, in the form of the new liberalism, social
democracy, and socialism in Europe, and Progressive Era poli-
tics and the New Deal in America.** Knight defined the purpose
of these movements as the use “of the political machinery of
the democratic state to effect the organization of economic life,
in place of the system of private property and free enterprise.”*
Whereas economic individualists conceptualized the state as
an “order-maintaining agency,” socialists conceptualized the
state as a productive instrument.??

Returning to the character of democracy, Knight took a
somewhat idiosyncratic turn to explain the shortcomings of
democratic politics:

In principle, democracy is political individualism. The pure or direct
democracy of the town meeting or small city-state, governed by an

# Ibid.
% Ibid., 291.
% Ibid., 288.
3 Ibid., 293.
31 Ibid., 294.
32 Ibid.
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assembly, governed by an assembly of its entire citizenship, is the
nearest approach to pure political individualism short of anarchy,
and democracy in the sense of representative institutions is an adap-
tation necessary for larger communities. The essential point is that, as
it has worked out in practice in the modern world, democracy is com-
petitive politics, somewhat as free enterprise is competitive econom-
ics (though inherently a competition for a monopolistic position),
and shows the same weaknesses as the latter. In ideal theory, neither
is competitive in the psychological sense.*

Knight thus defined democracy as an individualistic concept.
This is surprising. Throughout most of its history, democ-
racy has been seen as mob rule, that is, as quintessentially
collectivistic.>* However, Knight’s juxtaposition of economic
individualism and political individualism served a point. He
argued that politics was as prone to undermine competition
as “free” markets.

The context for this indictment of politics was the rapid
expansion of the sphere of political management in the
early 1930s. As the world sank into an historically unprece-
dented economic depression, America drifted towards more
expertise management of society and economy. This forced
American social scientists to address the problem of recon-
ciling popular rule and planning, in either its complete or its
partial variant. Joseph A. Schumpeter, an Austrian émigré
economist, provided one of the most influential responses to
this problem.

Taking up a position at Harvard University in the begin-
ning of the 1930s, Schumpeter’s formative experience was

% Ibid., 295, italics in original.
3 For this point, see Ellen Meiksins Wood, Democracy against
Capitalism (London: Verso Books, 1995), 205-237.
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the end of the Habsburg Empire in the aftermath of World
War 1. In this context, as John Medearis has demonstrated,
Schumpeter developed two theories of democracy which
would structure his political thinking throughout his career.®
The first was a transformative conception of democracy.
In this theory, the extension of the franchise to the masses
had the potential to undermine established hierarchies.
The second was the aristocratic model of democracy, which
Schumpeter conceptualized most clearly in Capitalism,
Socialism and Democracy, published in 1942, and which
remains the better known of the two. However, as Medearis
points out, the elite model of democracy as method was born
out of the transformative conception. With elites threatened
by social-democratic initiatives, representing an extension
of democracy into the economy, Schumpeter formulated
an aristocratic vision of democracy in which elites secured
social order.*

Arriving in America in the midst of the Great Depression,
Schumpeter developed his vision of aristocratic democracy in
response to the New Deal, which he considered an example
of the transformative power of democracy, extending as it did
democracy into the economic sphere.?” While Medearis is cer-
tainly right in contextualizing Schumpeter’s theory of democ-
racy as a conservative and reactionary response to democratic
upheavals in interwar Austria and America, Capitalism,

% John Medearis, Joseph Schumpeter’s Two Theories of
Democracy (Cambridge, MA: Harvard University Press, 2001).

% TIbid., 20.

37 On Schumpeter and the New Deal, see John Medearis,
“Schumpeter, the New Deal, and Democracy,” The American
Political Science Review 91, no. 4 (1997): 819-832.
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Socialism and Democracy was also a response to the socialist
calculation debate.®

In Capitalism, Socialism and Democracy, Schumpeter sided
with Oskar Lange and the market socialists against the Austrians.
Singling Ludwig von Mises out “as the only authority standing
for denial that we need to mention,” Schumpeter argued that a
centrally planned economy was in fact possible.*® Mises’s argu-
ment was meaningless because a socialist society, according to
Schumpeter, would separate production from distribution:

Since prima facie there are no market values of means of production
and, what is still more important, since the principles of market soci-
ety would not admit of making them the criterion of distribution even
if they did exist, the distributive automatism of commercial society is
lacking in a socialist one. The void has to be filled by a political act, let
us say by the constitution of the commonwealth. Distribution thus
becomes a distinct operation and, in logic at least, is completely sev-
ered from production.*

Though Schumpeter’s democratic theory was thoroughly
embedded in a long conservative lineage of fears about
democracy, his counterarguments against Mises served the
important purpose of proving that socialism could in fact
work, but that its feasibility relied on the quality of political
leadership. Engagement with the socialist calculation debate
thus helped Schumpeter bridge the gap from the question of

3 On Schumpeter’s role in the calculation debate, see Lavoie,
Rivalry and Central Planning.

% Joseph A.Schumpeter, Capitalism, Socialism and Democracy
(Abingdon: Routledge, 2010), 154.

40 Tbid., 155.
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whether socialism was workable to the question about the
relationship between socialism and democracy.

Schumpeter’s chief target in the analysis of this question
was a chimeric eighteenth-century philosophy of democracy,
which he defined as “that institutional arrangement for arriv-
ing at political decisions which realizes the common good by
making the people itself decide issues through the election
of individuals who are to assemble in order to carry out its
will”# The foundation of this classical doctrine of democracy
was that there existed a discernible common good. However,
Schumpeter argued that there was “no such thing as a uniquely
determined common good that all people could agree on or be
made to agree on by the force of rational argument.”*?

To evade the challenges of identifying the public interest,
Schumpeter simply reduced democracy to the bare minimum
of electing or evicting representatives. Whereas in the classical
theory of democracy “the selection of representatives is made
secondary to the primary purpose of democracy which is to
vest the power of deciding political issues in the electorate,”
Schumpeter defined democracy as “that institutional arrange-
ment for deriving at political decisions in which individuals
acquire the power to decide by means of a competitive strug-
gle for the people’s vote.”** In Schumpeter’s model, democracy
is a method, not an ideal. The primary function of electoral
voting was to produce government. This definition of democ-
racy as procedure legitimized and necessitated the rule of pro-
fessional elites.

4 Ibid., 225.
2 Tbid., 226.
3 Ibid., 241.
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Schumpeter’s theory of democracy was closely connected
to his theory of entrepreneurial competition. Juxtaposing
competition for leadership in the economic sphere to compe-
tition for leadership in the political sphere, Schumpeter con-
ceded that competition was hardly ever perfect, though “never
completely lacking either,” but it was the best approximation
of fairness one could hope for.* Just as competition on the
market ensured that only the most entrepreneurial businesses
survived, political competition for votes would ensure that
the most competent leaders would be elected. Schumpeter’s
model of democracy is often seen as a precursor to postwar
economic theories of democracy. As C. B. Macpherson has
pointed out, in Schumpeter’s model, “democracy is simply a
market mechanism: the voters are the consumers; the politi-
cians are the entrepreneurs.”*

Schumpeter stressed the aristocratic aspect of markets,
arguing that political competition would bring forth the most
eligible leaders, just as economic competition ensured that
markets were dominated by the most innovative entrepre-
neurs. However, if socialism and democracy were to be com-
patible, Schumpeter argued that the sphere of politics could
not be extended to cover all economic affairs. Efficient man-
agement required a separation between administration and
politics. The greatest problem facing a socialist society was
the restriction of the sphere of politics. “After all,” Schumpeter
argued, “effective management of the socialist economy means
dictatorship not of but over the proletariat in the factory.”*

4 Tbid., 243.

% Macpherson, The Life and Times of Liberal Democracy, 79.
%6 Schumpeter, Capitalism, Socialism and Democracy, 269,
italics in original.
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While these workers were subjugated in the factory, they were
sovereign at election time. Nevertheless, Schumpeter argued,
socialist governments could just as easily restrict their sover-
eignty. “As a matter of practical necessity, socialist democracy
may eventually turn out to be more of a sham than capitalist
democracy ever was,” he concluded.*”

Schumpeter’s elite theory of democracy was exceptionally
influential. In the 1950s, social scientists like Robert Dahl,
Gary Becker, and Anthony Downs all relied on his competi-
tion theory of democracy in their interpretations of American
politics. Becker and Downs were economists, Dahl a politi-
cal scientist. In 1956, Dahl published A Preface to Democratic
Theory, in which he developed the theory of polyarchy that
he would become famous for. Dahl had first deployed the
term in the 1953 Politics, Economics, and Welfare, which he
co-authored with Charles Lindblom.* This book contrasted
the price system and planning, the main modes of control
in the socio-economic debates of the early 1950s, with their
preferred alternative of polyarchy. Polyarchy referred to the
process through which non-leaders controlled their leaders,
and an essential part of this process was the competition
between the latter. Along with elections, political competi-
tion between leaders ensured their responsiveness to non-
leaders, which made the distinction between democracy and
dictatorship meaningful.*

47 Tbid., 269.

4 Robert A. Dahl and Charles Lindblom, Politics, Economics,
and Welfare (New York, NY: Harpers and Brothers, 1953).

¥ Robert A. Dahl, A Preface to Democratic Theory (Chicago,
IL: University of Chicago Press, 2006), 132.
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A year after the publication of Dahl's A Preface to
Democratic Theory, Gary Becker, an economist at the University
of Chicago, published “Competition and Democracy,” which
also treated democracy as competition—but with a different
purpose. It was part of a trend at the University of Chicago to
expand the scope of economic analysis and tools. Becker’s
vision of the scope of economics was idiosyncratic at the time,
to say the least. In 1951, he began doctoral work on an eco-
nomic approach to discrimination. Milton Friedman’s grad-
uate course on price theory was particularly important in
his intellectual formation, and the main theme of his career
became the extension of the application of price theory to areas
of social life not usually considered economic.*® Economics
imperialism, as several of its practitioners called it, was a
hallmark of Chicago School neoliberalism. Economic think-
ers like Becker, George Stigler, and Richard Posner extended
economic analysis to non-economic topics such as the fam-
ily, regulation, and law.>! Becker’s article on “Competition and
Democracy” was an early example of this trend.

% On economics imperialism, see Jean-Baptiste Fleury,
“Wandering through the Borderlands of the Social Sciences:
Gary Becker’s Economics of Discrimination,” History of
Political Economy 44, no. 1 (March 1, 2012): 11.

51 Steven G. Medema, “The Trial of Homo Economicus: What
Law and Economics Tells Us about the Development of
Economic Imperialism,” History of Political Economy 29,
Supplement 1 (1997): 122-142; Edward P. Lazear, “Economic
Imperialism,” The Quarterly Journal of Economics 115, no. 1
(2000): 99-146; Ben Fine and Dimitris Milonakis, From
Economics Imperialism to Freakonomics: The Shifting
Boundaries between Economics and Other Social Sciences
(London: Routledge, 2009); Edward Nik-Khah and Robert
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Becker framed the article within ongoing discussions
about monopolies and government intervention to break
them up. His core argument was that “the recommendation of
government intervention does not follow from the demonstra-
tion that government could improve matters.”*? In other words,
the theoretical demonstration that government interventions
could improve things was not the same as demonstrating that
they did so in the real world. Becker’s point was that the dem-
ocratic ideal could not provide the basis for government inter-
vention, decisions on which should, according to Becker, rely
on the actual workings of government intervention.

Becker developed a democratic ideal which was very sim-
ilar to Knight’s and Schumpeter’s. Citing the latter,*® Becker
defined democracy as “an institutional arrangement for arriv-
ing at political decisions in which individuals endeavor to
acquire political office through perfectly free competition for
the votes of a broadly based electorate.”> He emphasized that
political parties’ main aim was to get elected for office, “just as
the immediate aim of any firm is to be chosen by consumers.”*
By analogy, Becker thus redescribed parties as firms and vot-
ers as consumers. But this was merely the democratic ideal.

The real world, Becker argued, fell woefully short of this
ideal. He provided two reasons for diminished competition

Van Horn, “Inland Empire: Economics Imperialism as an
Imperative of Chicago Neoliberalism,” Journal of Economic
Methodology 19, no. 3 (2012): 259-282.

52 Gary S. Becker, “Competition and Democracy,” The Journal
of Law & Economics 1 (1958): 105.

% Ibid., 106n2.

5 Ibid., 106, italics in original.

% Ibid., 106.
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in the public sphere. First, large-scale centralization of pub-
lic organizations reduced competition in actual democracies.
Candidacy for high offices, such as the presidency, required
vast sums of money to reach widespread voters. The money
involved in such an enterprise was not available to every citi-
zen. On the contrary, only few people and organizations were
able to provide the necessary money, thus excluding many
from running for the most important offices.*®

Second, the accumulation of many different activities in
the same government agencies reduced political competi-
tion. Becker suggested that this tendency to make relatively
few people responsible for a wide variety of public goods and
services was born of citizens’ ignorance in political matters.
Centralizing power in the hands of relatively few people gave
citizens a clearer picture of who was accountable for what.*”

Centralization and ignorance were thus “the two most
potent forces producing monopoly and other imperfections in
democracies.”*® In extension of this, Becker’s concluding point
was that monopoly was just as important a factor in politics
as it was in markets. Returning to the article’s opening ques-
tion about the legitimacy of political intervention in markets,
Becker argued that market imperfections did not justify inter-
vention “if the imperfections in government behavior were
greater than those in the market.”*

This conclusion was perfectly in line with the develop-
ments in the Chicago School at the time. Whereas Knight'’s
generation had emphasized government intervention to

% Ibid., 108.
57 Ibid.
%8 Ibid., 109.
% Ibid.
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enforce market competition, the second Chicago School
was moving towards a different conception of monopoly.®
Postwar Chicago School economists concluded that market
concentration was not a problem. They believed the state was
the problem, and that markets should be deregulated to pre-
vent powerful interest groups and corporations from lobbying
regulatory agencies for antitrust measures that would shield
them from competition. Becker’s article was part of this devel-
opment, and it was no coincidence that it was published in the
Journal of Law and Economics, the house journal of the pecu-
liar conception of the intersection between law and economics
at Chicago. As Rob Van Horn has demonstrated, the creation
of the Chicago School’s law and economics approach was
embedded in the reinvention of antitrust regulation.®! Becker’s
article underscored the anti-political undertone of the law and
economics approach, providing further arguments for reduc-
ing the scope of politics and regulation.

Though Anthony Downs shared Becker’s Schumpeterian
conceptualization of democracy as competition, he came to
radically different conclusions about its efficacy and extent.
Whereas Becker aimed to reduce the size of American gov-
ernment, Downs aimed to lend legitimacy to government
expenditures and activities. His 1957 book An Economic Theory

6 On this shift, see Robert Van Horn, “Reinventing Monopoly
and the Role of Corporations: The Roots of Chicago Law and
Economics,” in The Road from Mont Pélerin: The Making of the
Neoliberal Though Collective, ed. Philip Mirowski and Dieter
Plehwe (Cambridge, MA: Harvard University Press, 2009),
204-237.

61 Ibid.
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of Democracy started as a dissertation written under the super-
vision of Kenneth Arrow at Stanford University. Downs’s doc-
toral work was conducted in an institutional setting dictated
by American Cold War concerns. The Office of Naval Research
supported Downs’s dissertation on the request of Arrow, who
did some consulting for the Office. Downs had initially wanted
to work on the economics of expressways but switched topics
when he was introduced to Joseph Schumpeter’s Capitalism,
Socialism and Democracy. Against the background of
Schumpeter’s elite theory of democracy, Downs set out to for-
malize how government officials in a democracy were made to
fulfill their social function of formulating and carrying out pol-
icies, while pursuing their personal ambition of being elected
and staying in power.*

The opening paragraphs of Downs’s book pointed to
increased government activity in the economy as the main
impetus for engaging with the question of political decision-
making. “Throughout the world,” Downs explained, “gov-
ernments dominate the economic scene. Their spending
determines whether full employment prevails; their taxes
influence countless decisions; their policies control interna-
tional trade; and their domestic regulations extend into almost
every economic act.”®® Economic theory had not yet taken the
large role of government sufficiently into account.

% Anthony Downs, “The Origins of an Economic Theory of
Democracy,” in Information, Participation, and Choice: An
Economic Theory of Democracy in Perspective, ed. Bernard
Grofman (Ann Arbor, MI: University of Michigan Press,
1993), 198.

% Anthony Downs, An Economic Theory of Democracy
(New York, NY: Harper, 1957), 3.
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Increased government spending, taxation, and regu-
lation thus drove Downs’s theoretical explorations of polit-
ical behavior. His ambition was to construct “a generalized
yet realistic behavior rule for a rational government similar
to the rules traditionally used for rational consumers and
producers.”® That is, his aim was to produce a theory of gov-
ernment behavior that would match the theory of market
behavior. In his search for the microfoundations of govern-
ment activity, Downs engaged two strands of thought within
the economics discipline.

The first was public finance. In relating his model to this
body of literature, Downs’s point of departure was Samuelson’s
theory of public goods. Downs considered the theory com-
pletely unsatisfying because it reduced government activi-
ties to an absolute minimum, making it unable to explain,
let alone justify, government provision of divisible goods and
services.®® The challenge was finding a mechanism that would
create a correspondence between citizens’ individual ends
and those of the ruling elite. The task, in other words, was to
find a mechanism of representation that did not restrict gov-
ernment to providing only goods that were non-exclusionary
and non-rivalrous.

To that end, Downs turned to a second body of literature
concerned with the economics of welfare. Within this litera-
ture, his supervisor’s work on the impossibility of construct-
ing a social welfare function loomed large. A recipient of the
1972 Nobel Memorial Prize in Economic Sciences, Arrow was
one of the most significant economists of the latter half of the
twentieth century, famous not only for his general possibility

64 Tbid.
% Ibid., 16-17.
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theorem but also for his work on general equilibrium.®® Born
in New York in 1921, Arrow’s formative experience was the
Great Depression, which forced his family into ten years of
poverty. As a result, he had to go to City College, which at the
time provided college education free of charge. For his grad-
uate studies, he entered Columbia University and studied
with Harold Hotelling, whose strong reputation in statistics
attracted the mathematically gifted Arrow. During his grad-
uate studies in the late 1940s, he divided his time between
Columbia University in New York and the Cowles Commission
at the University of Chicago.®’

It was during a 1949 stint as a consultant for the RAND
Corporation, the quintessential Cold War research institu-
tion, that Arrow first defined the general possibility theorem.
The general possibility theorem should therefore be under-
stood partly against the background of the Cold War.%® As
Odd Arne Westad has argued, the origin of the Cold War was

% For the original statement of the theory of general equilib-
rium, see Kenneth J. Arrow and Gerard Debreu, “Existence of
an Equilibrium for a Competitive Economy,” Econometrica
22, no. 3 (1954): 265-290. For a history of modern equilib-
rium theory, see Till Diippe and E. Roy Weintraub, Finding
Equilibrium: Arrow, Debreu, McKenzie and the Problem
of Scientific Credit (Princeton, NJ: Princeton University
Press, 2014).

5 Kenneth J. Arrow, “Kenneth J. Arrow,” in Lives of the
Laureates: Twenty-Three Nobel Economists, ed. Roger W.
Spencer and David A. Macpherson (Cambridge, MA: MIT
Press, 2014), 18-19.

% Amadae, Rationalizing Capitalist Democracy, chapter 2;
Mirowski, Machine Dreams, 305.
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an ideological struggle between two diametrically opposed
responses to modernity, which first took shape not in the
1940s or 1950s but in the 1890s and then accelerated after the
Russian Revolution. Liberal capitalism and socialism pro-
moted two radically different modes of governance. While the
capitalist countries led by the United States based their social
systems on the price mechanism (duly assisted by the state, of
course), the socialist countries led by the Soviet Union based
their social systems on planning. It was this ideological strug-
gle that defined the Cold War years from the late 1940s through
the early 1990s.%°

Arrow’s dissertation topic was suggested to him by the
philosopher Olaf Helmer, a researcher at RAND. Helmer, in
Arrow’s own account, articulated the puzzle that would form
the basis of his dissertation: “The meaning of utility or prefer-
ence for an individual was clear enough, but what was meant
by that for a collectivity?”? In answer to this question, he con-
structed a general possibility theorem, which was published in
1951 in Social Choice and Individual Values.

Arrow opened the book by asserting that “in a capitalist
democracy there are essentially two methods by which social
choices can be made: voting, typically used to make ‘political’

8 See Odd Arne Westad, The Global Cold War: Third World
Interventions and the Making of Our Times (Cambridge:
Cambridge University Press, 2005); Odd Arne Westad, The
Cold War: A World History (New York, NY: Basic Books, 2017).
 Kenneth J. Arrow, “The Origins of the Impossibility
Theorem,” in The Arrow Impossibility Theorem, ed. Eric Maskin
and Amartya Sen (New York, NY: Columbia University Press,
2014), 147.
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decisions, and the market mechanism, typically used to make
‘economic decisions. " Whereas dictatorship and social con-
vention, the two remaining methods of social choice, relied on
either one will or divine will in making social decisions, voting
and the market system were “methods of amalgamating the
tastes of many individuals in the making of social choices.””
The question Arrow attempted to answer was whether collec-
tive choices, where the wills of many people are involved, can
be rational in the sense that the many individual preference
orderings constituting society can be ranked into a single soci-
etal preference ordering.

The outcome of the investigation was his now famous pos-
sibility theorem, which holds that collectively rational group
decisions are impossible. Using the mathematical language of
set theory rather than calculus or algebra, Arrow formulated
his proof against the background of the rule of well-ordered,
transitive preferences. This means that if A is preferred to B,
and B is preferred to C, consistency requires that A is preferred
to C. Arrow’s work was essentially an exercise in mathematics,
not economics, revisiting a mathematical problem that had
been discovered in the eighteenth century.” The story of the
general possibility theorem, then, is as much about the expan-
sion of mathematics into economics as it is about the expan-
sion of economics into political theory.

An interesting political-theoretical aspect of Arrow’s
theorem was his definition of the object of choice. While the

1 Kenneth J. Arrow, Social Choice and Individual Values
(New York, NY: John Wiley and Sons, 1951), 1.

7 Ibid., 2.

” Eerik Lagerspetz, “Plurality, Approval, or Borda?
A Nineteenth Century Dispute on Voting Rules,” Public Choice
168, no. 3 (2016): 265-277.
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theory of consumers’ choice operated with commodity bun-
dles as the alternatives of choice, in Arrow’s theory of elec-
tions “the alternatives are candidates.”” Arrow further stated
that the “selection of candidates is presumably a device for
achieving selection among policies”” These candidates rep-
resented the social states which were the underlying objects
of choice. Arrow provided a comprehensive definition of a
social state, which not only included the activities in the pri-
vate economy but also public goods like military defense,
management of international relations, and goods and ser-
vices provided by local governments.” As such, Arrow based
his theorem on the commodification of the relationship
between politicians and citizens, refuting the very idea of a
common good. There were only public goods, the material
services provided by government.

Accordingly, Arrow proceeded to criticize a motley crew of
eighteenth- and nineteenth-century philosophers and social
theorists like Jean-Jacques Rousseau, Immanuel Kant, Karl
Marx, and the classical utilitarians. Denying the possibility
of making interpersonal comparisons of utility in calculating
the public interest, Arrow explicitly targeted their concep-
tions of the common good.” He argued that “if we exclude
the possibility of interpersonal comparisons of utility, then
the only methods of passing from individual tastes to social
preferences which will be satisfactory [...] are either imposed
or dictatorial”” Arrow thus left the theory of democracy in

™ Arrow, Social Choice and Individual Values, 12.
% Ibid., 6.

% Ibid., 17.

7 Ibid., 81-86.

8 Ibid., 59.
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shambles, arguing that “the doctrine of voters’ sovereignty is
incompatible with that of collective rationality.””

While the political context of Arrow’s theorem was
undoubtedly the Cold War, he intervened in two different intel-
lectual contexts, the new welfare economics and the socialist
calculation debate. However, in so far as Arrow’s theorem was
a contribution to debates about the social welfare function in
the new welfare economics, the reception of Social Choice and
Individual Values shows that it was based on a misinterpreta-
tion on Arrow’s part. Abram Bergson and Paul A. Samuelson,
as well as other contemporary critics, pointed out that Arrow
misconstrued the welfare function as a social aggregation of
individual preferences.®® In Samuelson’s and Bergson’s view,
the welfare function was individualistic in the sense that it
ranked individuals’ preference rankings of social states. Thus,
few welfare economists accepted that the possibility theorem
refuted their work.

In fact, Arrow’s work was perfectly in line with the tenets of
the new welfare economics.®! As such, it caused little surprise,
and welfare economists reviewed Social Choice and Individual
Values negatively. The welfare economists believed that Arrow
primarily addressed questions concerning collective decision-
making processes and how to construct them.?> Though it was

™ Ibid., 60.

8 On this misinterpretation, see Herrade Igersheim, “The
Death of Welfare Economics: History of a Controversy,” History
of Political Economy 51, no. 5 (October 1, 2019): 827-865.

8 Amadae, Rationalizing Capitalist Democracy, 105.

8 This paragraph builds on Herrade Igersheim, “The Death of
Welfare Economics: History of a Controversy” (Working Paper,
2017), https://papers.ssrn.com/abstract=2901574.
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clearlyrelated to their work, they did not believe the theorem had
significant implications for their theories of the social welfare
function. Whereas the welfare economists had focused on evalu-
ations of individual welfare, Arrow shifted focus to a conception
of the social welfare function as a constitution-like instrument,
determining the framework for aggregating individual prefer-
ences into social ends. This interpretation allowed Arrow to con-
flate the debate about the social welfare function with the similar
debate about socialist calculation, which was about the problem
of aggregating individual preferences into social ends.

The Cowles Commission, which Arrow was affiliated
with, included several prominent market socialists like Oskar
Lange, Jacob Marschak, and Tjalling Koopmans. These econo-
mists worked to refute the arguments put forth by Ludwig von
Mises and Friedrich Hayek about the difficulties of calculating
demand and supply in a socialist planned economy.?® Arrow
did not refer to Hayek, but the possibility theorem was essen-
tially a response to Hayek’s theory of the market as a superior
information processor.** In his most widely celebrated arti-
cle, the 1945 “Use of Knowledge in Society,” which won him
the 1974 Nobel Memorial Prize in Economic Sciences, Hayek
argued that Lange was completely mistaken in his contention
that consumers in evaluating goods through their demand
simultaneously evaluate the means of production. The practi-
cal problem remained that no single entity, such as a planning
board, would be able to ascertain all the relevant information
to direct an economy rationally.?

8 Mirowski, Machine Dreams, 302.

84 Tbid., 302-308.
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Where Mises had argued that it would be completely
impossible to rationally calculate the means of production in a
collectivized economy, Hayek conceded that it might be theo-
retically possible for a planning board to manage the informa-
tion required to coordinate the economy. In practice, however,
it would not be able to do so.* His main contribution to the
socialist calculation debate was the assertion that the superi-
ority of the price mechanism rested on its ability to coordinate
dispersed knowledge into a coherent social order. Hayek’s
work on knowledge in the 1940s reiterated that information
is decentralized and unevenly dispersed among members of
society. Decisions should therefore not be made by a central
administration, but rather by those with particular knowledge
about the problem at hand. According to Hayek, the beauty
of the price mechanism is its efficiency in coordinating these
locally made decisions. Competition was “essentially a process
of the formation of opinion: by spreading information, it cre-
ates that unity and coherence of the economic system which
we presuppose when we think of it as one market”*” In its

8 Here I follow the standard account first expounded in Abram
Bergson, “Socialist Economics,” in A Survey of Contemporary
Economics, ed. Howard Ellis (Homewood, IL: Richard D. Irwin,
Inc., 1948), 412-448. This account is repeated in most literature
on the debate. See, for example, Philip Mirowski and Edward
Nik-Khah, The Knowledge We Have Lost in Information: The
History of Information in Modern Economics (Oxford: Oxford
University Press, 2017), 62. For a strong argument that Hayek’s
position did not differ substantially from Mises’s, see Lavoie,
Rivalry and Central Planning, 21.

8 F. A. Hayek, “The Meaning of Competition,” in Individualism
and Economic Order, by F. A. Hayek (Chicago, IL: University of
Chicago Press, 1948), 106.
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spontaneous coordination of these millions of preferences, the
market escapes the violation of consumers’ sovereignty, which
was inherent in planning. Hayek’s argument that the market
is able to compute the millions of tastes composing a society
does not survive Arrow’s general possibility theorem. In the
general possibility theorem, neither the market nor voting is
able to produce coherence without violating the sovereignty of
the individual. In other words, Arrow’s work had devastating
consequences for any theory of preference aggregation.

According to Anthony Downs, Arrow’s work had “demol-
ished what was left of [Abram] Bergson’s social welfare func-
tion and dissolved the relationship between individual and
social ends which it had tried to establish.”% However, Downs’s
model suggested that collective decision-making was not as
doomed as Arrow had concluded. In fact, Downs’s analysis
aimed to prove that Arrow’s theorem was not always relevant,
and even when it was relevant, it was applicable only to a
rather limited range of areas of choice.®

The starting point of his analysis was the formalization
of voters and politicians as self-interested actors. On the one
hand, politicians acted to get reelected by maximizing their
share of the vote. “Thus politicians in our model,” Downs
explained, “never seek office as a means of carrying out par-
ticular policies; their only goal is to reap the rewards of holding
office per se. They treat policies purely as a means to the attain-
ment of their private ends, which they can reach only by being
elected.”®® On the other hand, the citizen, according to Downs,
“casts his vote for the party he believes will provide him with

8 Downs, An Economic Theory of Democracy, 18.
8 Ibid., 18-19.
% Tbid., 28.
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more benefits than any other” Citizens were nothing but
consumers of public goods and services seeking to maximize
their piece of the public pie.

Tellingly, Downs conflated the distinctions between the
political and the economic. “Corresponding to the infamous
homo economicus, Downs explained, “our homo politicus
is the ‘average man’ in the electorate, the ‘rational citizen’ of
our model democracy”® In his analysis, political man was
transformed into economic man. The public and the private
remained separate, but any notion of behavioral asymmetry
was dissolved. Citizens were treated as consumers in both
realms, of public goods in the public economy and of private
goods in the private economy. Downs thus transposed the
political into an economic key. His model rested on an analogy
between economics and politics in which parties behave like
firms, politicians like entrepreneurial managers, and voters
like customers, choosing the party that best serves their indi-
vidual demands for public goods and services.

If politicians were merely self-interested economic agents with
little concern for the public interest, what was the purpose of
ideology? Downs argued that the purpose of ideologies was
to reduce uncertainty. Rather than having to acquaint them-
selves with every issue on the ever-shifting political agenda,
voters could merely consult the political parties’ ideological
platform and more or less foresee each party’s stance on spe-
cific matters of policy.*

% Tbid., 36.
%2 Tbid., 7.
% Ibid., chapter 7.
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In the effort to explain the predictive capacity of this the-
ory of political ideologies, Downs relied on Harold Hotelling’s
spatial model of competition. Hotelling had articulated a
market theory of representative democracy in a side-remark
in his 1929 article on “Stability in Competition.” Born in 1895,
Hotelling was hired by Stanford University’s mathematics
department in 1927, a position he held until he moved to
Columbia University in 1931 and then on to the University of
North Carolina at Chapel Hill in 1946. Hotelling’s economics
was organized around three themes.* First, as a mathemati-
cian and statistician he was committed to providing econom-
ics with a more rigorous theoretical foundation. Second, he
was mainly interested in the policy implications of economics.
Third, his work was guided by socialist convictions. Hotelling’s
key concern was improving public policy through mathemati-
cal analysis of the market mechanism’s ability to maximize the
public good. All of these features are apparent in his 1929 arti-
cle on “Stability in Competition,” the only one he produced on
the particular issue of competition.

The main context of “Stability of Competition” was the
interwar debates about capitalism versus socialism. Hotelling’s
main point in the article was that market competition tended
to produce socially undesirable outcomes, arguing that “our
example has also an application to the question of capitalism
v. socialism, and contributes an argument to the socialist

% Adrian C. Darnell, “The Life and Economic Thought of
Harold Hotelling,” in The Collected Economics Articles of Harold
Hotelling, ed. Adrian C. Darnell (New York, NY: Springer
New York, 1990), 15, 22.
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side”® The wastefulness of competition provided an argument
in favor of socialism because the market did not result in a
socially optimal society.

To be more specific, “Stability in Competition” examined
the conditions of competitive stability in markets, advancing
a spatial model of competition. Rather than assume that only
one price can be obtained in the market, Hotelling imagined
the market as an “extended region.” As illustration he sup-
posed that consumers were uniformly distributed along a line
of fixed length—for example, the main street in a town. Now
imagine two stores selling exactly the same product at exactly
the same price but located at different ends of the street. Given
that the model’s consumers differ only in terms of geographi-
cal location along the street, they will choose the store which
is closest because it provides the lowest cost of transportation.
Only consumers who live exactly halfway between the two
stores will be indifferent as to which store to buy the product
at. The implication of Hotelling’s spatial model is that stores
and firms will tend to move geographically closer to each other
in order to win customers from the competing firm. As a result,
firms tend to “cluster unduly,” in discordance with the public
interest, as “more and more sellers of the same commodity
arise.”%

Hotelling pointed out that his spatial model could be used
in several areas not usually considered within the purview of
economics. He argued that the tendency for competing units
to cluster around a median was so general that it was not con-
fined to economic life:

% Harold Hotelling, “Stability in Competition,” The Economic
Journal 39, no. 153 (1929): 52.
% Ibid., 45, 14.



Stability in Party Competition

In politics it is strikingly exemplified. The competition for votes
between the Republican and the Democratic parties does not lead
to a clear drawing of issues, an adoption of two strongly contrasting
positions between which the voter may choose. Instead, each party
strives to make its platform as much like the other’s as possible. Any
radical departure would lose many votes, even though it might lead
to stronger commendation of the party by some who would vote for
it anyhow. Each candidate ‘pussyfoots) replies ambiguously to ques-
tions, refuses to take a definite stand in any controversy for fear of
losing votes. Real differences, if they ever exist, fade gradually over
time though the issues may be as important as ever.>”

In Hotelling’s model of competition, political differences
between the parties, just as the location of the stores on
main street, would gradually disappear and cluster around a
median. The implication of Hotelling’s spatial model was that
the center, whether geographical, economic, social, or polit-
ical, would always be served better than the periphery. The
result was that the public interest ceased to be the object of
policy. Winning by catering to the majority, at the expense of
the minority, was the only goal in politics. Competition for
votes, rather than responsiveness to the public interest, was
the essence of politics under democratic capitalism, according
to Hotelling.

We see, then, in Hotelling’s 1929 article the first signs of an
economic theory of democratic representation. Much like the
public finance theorists engaging with increasing government
expenditures, Hotelling’s model redescribed voters as cus-
tomers being served by politicians competing for their vote.
However, crucially, his analysis was a critical complaint about
the spread of market-like patterns of competition to politics. To

97 Ibid., 54-55.
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Hotelling, the resulting lack of responsiveness to the broader
interests of communities was deplorable. This insight was lost
in subsequent developments of the theory of democracy as a
competition between politicians.

It was certainly overlooked, or ignored, by Downs. He
nonetheless used Hotelling’s model according to which the
parties in a two-party system tended to converge on the
median voter. “Whereas parties in a multi-party system try to
remain as ideologically distinct from each other as possible,”
Downs explained, “parties in a two-party system deliberately
change their platforms so that they resemble one another.”*
However, Downs completely missed the fact that Hotelling's
model was meant as a critique of the way in which competi-
tion results in neglect of the public interest in favor of the cov-
eted median. He instead legitimized the result as a proof of
representative democracy’s ability to reach a state of equilib-
rium. He thus purported to explain the prevalence of centrist
politics by reference to the self-interest of voters and politi-
cians. This has become the dominant conception of party
polit