
v

contents

Preface xi

  Introduction 1

 1 Rationality 6
Rationality and Choice 6
What Is Rationality? 7

Rationality as Effectiveness 9
Subjective Rationality 10
Rationality and Sound Belief 12
Rational Belief and Choice 12
Rationality and Goals 16

Actions and Goals 21
From Rational Choice to Homo Economicus 25

Optimizing— More Is Better than Less 25
Decreasing Marginal Value 26
The Law of Demand— Downward Sloping Demand Curves 29
Self- Interest 30
Constrained Maximization 33

Conclusion 34
Discussion Questions 34

 2 Ordinal Utility Theory 36
Building Blocks 36
Preferences 37

Preferences as Tastes or Desires 38
Revealed Preferences: The Behavioral Interpretation 40



vi co n t e n t s

Deliberation, Actions, and Outcomes 42
Actions and Outcomes 42
Preferences Over Actions 43

Ordinal Utility Theory 45
Why Accept the Axioms? 48

Conclusion 50
Discussion Questions 51

 3 Cardinal Utility 53
Cardinal Utility 53

Generating Cardinal Utilities 56
Repre sen ta tion of Utility 58
Interpersonal Comparisons 59
Expected Utility 61

Questioning the Axioms 62
Continuity 63
Better Prizes 63
The Allais Paradox 64
The Ellsberg Paradox 66
Prospect Theory 68

Psy chol ogy and Expected Utility Theory 68
Errors in Probability Judgments 69
Framing Effects 72
Endowment Effects 73
Do  These Findings Undermine Expected Utility Theory? 73

The Relation Between Utility Theory and Rationality 77
Rationality and Maximizing Utility 79

Conclusion 80
Discussion Questions 80

 4 Efficiency and Contract 82
Rationality and Efficiency 82
Exchange and the Edgeworth Box 85
Prob lems with Pareto Efficiency 88

Indeterminacy 89



co n t e n t s  vii

Path- Dependence 89
Conflicts Between Efficiency and Rationality 91

Efficiency and Welfare 91
Markets and Efficiency 92

Externalities 94
Compensation and Kaldor- Hicks Efficiency 95

Welfare, Rights, and the Liberal Paradox 97
Property Rights 99

Using Rights to Define Externalities 100
The Coase Theorem 101

Public Goods 103
Non- Excludability and the Free- Rider Prob lem 105
Non- Rival Consumption 106
Public Goods and State Action 107
Homo Economicus or Voluntary Cooperation? 109

Conclusion 110
Discussion Questions 111

 5 Foundations of Game Theory 112
Strategic Rationality 112
Zero- Sum Games 116

Extensive Form Zero- Sum Games 117
The Prisoner’s Dilemma 119

Rationality and Efficiency 123
Public Goods and the Prisoner’s Dilemma 127

Coordination Games 128
Chicken 128
Stag Hunt 131
 Battle of the Sexes 134

Dominance and Rationalizability 136
Mixed Strategies 140

The Nash Existence Theorem 142
Mixed Strategies in a Coordination Game 145
Do  People Play Nash? 148



viii co n t e n t s

Subgame Perfection and Backwards Induction 150
The Farmer’s Game 150
Two Kidnappers 152
Backwards Induction 153
Gauthier’s Solution 154
Nuclear Deterrence 156
Commitment 157

Conclusion 158
Discussion Questions 159

 6 Advanced Topics in Game Theory 161
Repeated Games 161

Tit- for- Tat and the Evolution of Cooperation 162
The Folk Theorem 165
The Evolution of Direct Reciprocity 165

Evolutionary Games 166
Hawk- Dove Game 168
Evolutionary Stable Strategies 170
Asymmetries and the Origin of Property Rights 171
Polymorphic Equilibria 174
ESS and Nash 175
Evolutionary Game Theory and Rationality 176

Signaling 177
Bargaining Theory 181
Conclusion 190
Discussion Questions 191

 7 Conventions, Norms, and Institutions 192
Conventions 192

Conventions and Coordination 193
How Do Conventions Emerge? 194
Common Knowledge 195
Conventions and Arbitrariness 197
Convention and Contract 198



co n t e n t s  ix

Social Norms 200
What Norms Do 203
Norms and Cooperation 205
Norms and Nash 207
Bad Norms 209

Institutions 212
Two Types of Institutions 215
Institutions and Transaction Costs 216

Conclusion 218
Discussion Questions 218

 8 Social Choice Theory 220
The Prob lem of Social Choice 220
Social Choice Theory 223

Collective Rationality 225
May’s Theorem and Majority Rule 226

May’s Conditions 227
May’s Argument 229

Arrow’s Theorem 230
Condorcet Voting and Its Paradox 230
Arrow’s Conditions 231
The First Stage of the Theorem: From Local  
Semi- Decisiveness to Global Decisiveness 233
The Second Stage of the Theorem: Finding the Dictator 237
Repre sen ta tion and Coherence 238

The Importance of Arrow’s Theorem 238
Does Arrow’s Theorem Challenge Democracy? 238
Dimensionality 240
Collective Choice Rules 241
Prob lems of Collective Choice Rules 243

Extending Social Choice Rules 244
Condorcet Method 245
A Weakly Positional Method: Plurality 245



x co n t e n t s

A Strongly Positional Method: Borda Count 247
Cardinal Methods 249
Elimination Methods 250
What to Choose? 253

Path De pen dency and Agenda Manipulation 253
Path De pen dency in Legislation 254
Agenda Control in the Flying Club 257

Strategic Voting 260
Other Examples of Strategic Voting 261
Logrolling: Vote Trading in Legislatures 262
The Gibbard- Satterthwaite Theorem 264

Conclusion 264
Discussion Questions 265

 9 Public Choice and Democracy 266
Basic Spatial Model of Democracy 267

Uncertainty and Ideology 269
The  Simple Spatial Model 270
Complicating the Basic Spatial Model 272
The Plurality Rule and the Two- Party System 274

Choosing the Rules 275
Una nim i ty 276
Bicameralism 280
Logrolling and Making Every one Worse Off 283
Intertemporal Co ali tions 286

Homo Economicus and the Symmetry Assumption 287
Voting and Rationality 292
Non- Electoral Utility 294
The Act and Expression of Voting 297

Conclusion 298
Discussion Questions 299

Bibliography 301
Index 313



1

 

Introduction

Social scientists and po liti cal phi los o phers are concerned with both how 
 people act, and how they interact. One way to go about studying how  people 
act and interact is to appeal to psychological or social laws that allow us to 
predict what they  will do in certain situations. But we almost always want 
more than to merely predict the be hav ior of  others—we want to make sense 
of what they do, to see it as an intelligible way of acting. We seek a genuine 
explanation as well as a justification of their be hav ior.

Making  others intelligible to us is closely bound to seeing them as rational. 
True, sometimes it is intelligible to us why  people are not rational, as we can 
understand all too well, for example, why someone who is drunk accepts a 
dangerous and silly dare. But usually, when we are confronted by simply irra-
tional be hav ior, we  don’t understand what it is  really all about. To explain 
be hav ior, we need to understand the choices that caused the be hav ior. And to 
understand rational choice, we need to understand the reasons that militated 
in  favor of this rather than that choice. Sometimes it is easy to understand the 
choices of  others and to see their reasons for making the choices they did, but 
sometimes it is not so easy.

Consider the case of Socrates, the most revered of all phi los o phers. What 
should we conclude from Socrates’ choice to drink hemlock rather than to 
seek exile or escape? To understand why Socrates did what he did, we  can’t 
only look at his choice (drinking hemlock), we also need to look at the under-
lying reasons he chose that path rather than  others that  were open to him. 
From reading Plato’s Apology of Socrates and the Crito, we come to understand 
how Socrates saw his death as an affirmation of his integrity and his values, and 
it is his dedication to  those values and his courage to philosophize that we still 
honor  today.

At the core intersection of the three disciplines of Philosophy, Politics, and 
Economics is a concern with understanding rationality and how rational 
choice and rational belief explain and justify  human be hav ior. Of  these, eco-
nomics has developed the most sophisticated and elegant model of rational 
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choice. Starting with a set of  simple building blocks, we are able to build a 
model of individual and then strategic choice. By making a few other assump-
tions, we can then extend that model to collective and po liti cal choice. Along 
the way, we encounter a number of philosophical questions about the status 
of rationality and the under lying economic model of  human nature. It is com-
monplace to think of economic models of rationality as based on a narrow 
conception of  humans as selfish, or even worse, “greedy,” and such assump-
tions, even if appropriate to economics, are inappropriate to politics and social 
philosophy. Economists, in turn, won der why a model of  human rationality 
that has been so enlightening in one domain should suddenly be inappropriate 
when applied to  others.

This model of  human rationality, Homo economicus, is at the heart of this 
book. We seek to understand it and to judge its strengths and weaknesses. In 
the end,  whether one accepts or rejects the general applicability of Homo eco-
nomicus within PPE, we believe that one must understand Homo economicus— 
either to apply it or to reply to and challenge it. In this book, we believe that 
once we do try to understand Homo economicus, what we find is a far more 
sophisticated model of rational choice than many critics— and indeed sup-
porters—of economic rationality believe. The theory of rational agents at the 
heart of economics does not inherently imply a “selfish” or “greedy” acquisitive 
consumer; the model is quite general and encompasses a wide diversity of 
concerns and goals. And that is why, we think, all students of social interaction 
must know the basics of the economic approach to society.

PPE is a unified way to make sense of our common social life by using 
methods and approaches at the intersection of the three PPE disciplines. We 
see it as an interdisciplinary pursuit meaning that students of PPE  will need 
to understand, from the inside, the economic model of rationality that under-
lies both economics and po liti cal science. But PPE is the study of philosophy, 
politics, and economics: how does philosophy enter this picture? In two ways. 
First, reflecting on the nature of rational agency and its explanatory power is 
essentially a distinctly philosophical enterprise— the philosophy of econom-
ics. But second, and far more impor tant, we believe, moral and po liti cal phi-
losophy are themselves concerned with questions about how rational  people 
 will interact,  whether such  people  will act cooperatively or competitively, and 
 whether they need a sort of “social contract” if they are to live together in 
peace. Thomas Hobbes (1588–1679) constructed his po liti cal philosophy on 
an analy sis of  humans as rational agents engaged in strategic interactions, 
which, as we  will see in chapter 5, many believe can be understood in terms of 
the famous Prisoner’s Dilemma analyzed by economists. But though Hobbes 
is the most obvious example, all moral and po liti cal phi los o phers must be 
concerned with understanding what is involved in being a rational agent and 
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what is required for such agents to live together cooperatively and according 
to common rules. We do not believe that one can be a good moral or po liti cal 
phi los o pher without understanding the economic model of rationality and 
related approaches to social interaction. One of the  things that made John 
Rawls (1921–2002) among the greatest po liti cal phi los o phers of our time was 
his deep knowledge of economic approaches to studying society. Often Rawls 
drew on this knowledge in his own work, but even when he declined to do so, 
his decision was informed by a thorough appreciation of economic analy sis 
and its shortcomings.

Our aims in this book, then, are first to provide an introduction to  those 
areas of the economic approach to society that are of most interest to students 
of po liti cal science, po liti cal philosophy, and PPE more generally. Second, we 
aim to analyze the economic model of rationality, so that we can better under-
stand its presuppositions and commitments. This second task, we believe, 
should be of special interest to students of economics. In our many years of 
teaching  these topics, we have found that economics students are familiar with 
basic concepts and theorems, especially in their formal pre sen ta tions, but often 
have not reflected on just what they mean. When we have asked students who 
have completed intermediate microeconomics to explain what they mean by 
“efficiency,” “utility,” or “cost,” they frequently respond by saying they have not 
 really thought about it. It is our hope that this book  will spur them to do so.

In writing this introductory text to philosophy, politics, and economics, we 
have tried to avoid two extremes. Rather than simply reporting the standard 
results, we have endeavored to explore the reasoning  behind vari ous claims, to 
show where we think  mistakes have been made, and to take positions on some 
controversial issues where such positions are warranted. When  doing so, we 
have tried to be clear where  there is a difference of opinion and why we take the 
positions we do.  Because of this, much of what we say should be of interest to 
students in economics, as well as to gradu ate students in philosophy and po liti-
cal science. On the other hand, we have also sought to make this book acces-
sible to undergraduates outside economics. This means, first, that we have tried 
to survey the main issues and report what we see as the standard results. Sec-
ond, it means that no mathe matics (beyond some basic algebra) is employed. 
Where  there are formal points to be made, we have made them graphically or 
via  simple notation that is explained in the text. This book assumes no prior 
knowledge of economics, though students who have had several courses in 
economics  will, no doubt, take away more from reading the book.

So, what, specifically, do we discuss in this book? We begin in the first chap-
ter by exploring the concept of rationality that lies at the core of economic 
analy sis. This chapter is the most “philosophical,” since the aim  here is to explore 
the idea of “rationality” itself and the notion of “instrumental” or goal- based 
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rationality and to see how it relates to “economic rationality.” The second and 
third chapters continue the analy sis of rationality by considering the relation 
of instrumental rationality to a more precise understanding of utility theory. 
Utility theory is the foundation for the rest of the book, so it is impor tant to 
understand just what it means to say that “rational individuals are utility maxi-
mizers.” We argue that  there is a  great deal of confusion about the meaning of 
this claim. Many  people who reject the “economic approach”— and, alas, even 
many who accept it—do so on the basis of misconceptions about what it means 
to say that rational agents are utility maximizers.  After clarifying the formal 
characteristics of utility maximization, we close chapter 3 by briefly looking at 
the work of psychologists and behavioral economists who have investigated 
 whether  actual  people act in the ways predicted by utility theory.

Chapter 4 introduces the idea of efficiency, another idea about which non- 
economists tend to have misconceptions. A basic claim of chapter 4 is that 
efficiency is very closely tied to rationality: rational individuals  will seek effi-
cient exchanges. This leads to the impor tant notion of Pareto efficiency. The 
chapter concludes with a brief discussion of basic failures of efficiency in rela-
tion to externalities and public goods.

Chapter 4 also introduces the idea of social interaction between rational 
individuals in the form of market exchanges and contracts; Chapter 5 and 6 
continue this focus on rational interactions as analyzed in the theory of games. 
Just about  every student in the social sciences or po liti cal philosophy  will at 
some point encounter game theory, if only in the form of the ubiquitous Pris-
oner’s Dilemma. Chapter 5 introduces the main ideas in game theory, while 
arguing that a deeper knowledge of game theory can help us avoid many of the 
pitfalls and  mistakes that characterize the analy sis of social life. Chapter 6 com-
plicates the models we introduced in the previous chapter by introducing re-
peated encounters, evolution, imperfect information and signaling, as well as 
cooperative bargaining.

Chapter 7 responds to a number of anomalies that we see in rational choice 
by arguing for the importance of conventions, social norms, and institutions in 
understanding rationality in the context of social life. We begin by looking at the 
classic analy sis of conventions of coordination developed by the  great phi los o-
pher David Lewis (1941–2001). Conventions rely on chance and other non- 
rational  factors to generate a coordination equilibrium. As such, they introduce 
considerable path dependence and contingency into our understanding of ra-
tionality in a social context. They also help to explain many of the ubiquitous 
and enduring phenomena that seem to defy obvious rational explanation. 
Norms do something similar in the context of cases of conflictual coordination, 
where  there is often an incentive to want to deviate from the cooperative equi-
librium. We take our bearings  there from the impressive work of Cristina 
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 Bicchieri, while also discussing other accounts of social norms along the way. We 
conclude chapter 7 by discussing, in a briefer fashion than it deserves, the impor-
tant role that institutions understood to be sets of norms and guidelines that laid 
out the “rules of the game” of social interaction play. We argue that conventions, 
norms, and institutions serve as the “friction” that acts upon the abstract theory 
of economic rationality and efficiency that we have examined so far.

Chapter 8 turns to the application of economic analy sis to large- scale social 
interaction in the form of collective choice. The chapter commences by exam-
ining the contrast between two views of politics, one of the po liti cal arena as 
a sort of market and the other as “forum” in which economic analy sis is some-
how inappropriate. Although the contrast captures an insight, we suggest that 
rather too much has been made of it, and even the “forum” view in the end has 
to see collective choice as having a crucial “economic” component. The chap-
ter then reviews collective choice and democracy in light of the pure logic of 
collective choice, “axiomatic social choice theory,” which investigates how the 
preferences of many  people might be aggregated into a social decision. The 
core topic of this chapter is Arrow’s impossibility theorem.

The last chapter brings us back to where we began, namely the question of 
 whether Homo economicus is an appropriate unified model of the domains at 
the core of PPE. James Buchanan (1919–2013) and  others have developed what 
is sometimes called “public choice theory,” which seeks to explain politics by 
depicting po liti cal actors as economic actors in a po liti cal context. Politics, on 
this approach, can be modeled as a form of exchange that differs from eco-
nomic exchange  because of the diff er ent rules of the game. As William Riker 
(1920–1993) emphasized, though, the background rules of po liti cal “exchange” 
often make inefficiency the norm rather than the exception. This led Riker to 
characterize politics as the “truly dismal science” since mutually advantageous 
interactions are often not even possibilities. The lesson that Buchanan and his 
colleagues have drawn from public choice analy sis is that if we are  going to 
achieve a politics that avoids  these regrettable outcomes, we must fix the rules 
of the game so that interest of po liti cal actors, driven by an economic concep-
tion of rationality in the po liti cal arena,  will align with the public good.

By the close of this work, we hope the reader  will have a better grasp of why 
we think economics, politics, and philosophy are closely related disciplines 
and why PPE as a unified, disciplinary approach is crucial to a basic under-
standing of individual rationality and social life. But even  those who disagree— 
who believe that Homo economicus and formal models of rationality more 
generally are not relevant to politics or philosophy— should have a much bet-
ter idea of just what it is they find inappropriate about the economic 
approach.
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