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P R E F A C E

Capitalism is unpopular. It was unpopular from the very begin-
ning, and continues to be so now. By the same token, its enthusiastic 
proponents have almost always and everywhere been a small minority. 
Today is no exception: according to recent opinion polls in Germany, 
for example, less than half the population believes a market economy is 
the best possible economic system. If we substitute the term “a market 
economy” with “capitalism,” the polls indicate even less support for the 
present economic order.

However, while capitalism’s lack of popularity is obvious, its critics’ 
ideas about what an alternative economic system might look like are 
nebulous. This is actually a surprising fact, given that humankind has 
been thinking about this question for a considerable amount of time. 
Past efforts have yielded many detailed suggestions about how produc-
tion and consumption could be organized within society to allow 
everyone to lead the good life. This book therefore pursues a basic ques-
tion: Is there a superior alternative to capitalism at all, and if so, what 
does (or would) it look like?

In search of answers, I invite the reader along on a trip around the 
most promising alternative ideas that have so far been conceived, from 
Plato’s ideal Republic to the latest suggestions regarding unconditional 
basic income provisions, stakeholder grants, and shareholder socialism. 
In each case, I first describe the principles of the proposed alternative 
economic system, and then look at how it would work in practice, to find 
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out whether the results would be better than those achieved by capi-
talism in its present form. The economic system that serves as a stan-
dard of comparison is the kind of social market economy we find today 
in Germany and other continental European countries.

I should point out that the intention here is not to present a history of 
ideas. The focus, rather, is on the longing for a more humane, more just, 
and more efficient economic system. Enormous social energy lies dor-
mant in this longing. If this energy is to be converted into reasonable and 
fruitful political action, we need unprejudiced and rational discussion 
about the best available alternatives to the present system. My main ob-
jective is therefore to lay open the inner logic of the most interesting blue-
prints, so their economic viability can be put to the test. Accordingly, the 
coherence of these suggestions and the effects to be expected from their 
possible realization take center stage. The aim of this journey through 
unfamiliar economic systems is to show the extent to which a system 
beyond the social market economy is practically possible.

Of course, a journey into the unknown is always at the same time a 
journey into oneself. In the same way, the comparison of alternative sys-
tems provides a perspective from which the current system can be 
better understood. The comparison teaches us how it functions, what its 
limits are, and what its so-far-unexplored possibilities might be. This is 
another objective of this book: by way of comparisons with alternative 
economic systems, I want to identify measures that would help trans-
form the social market economy into a more humane, more just, and 
more efficient system.

This book is aimed at a wide readership and therefore does not pre-
suppose any specialist economics knowledge. I try to present the insights 
that economic analysis can provide in ways that are generally accessible, 
without compromising the rigor of the argument. Although footnotes 
and additional references could be added to almost any paragraph, I in-
tentionally do without them to allow the text to read more fluently. 
Pointers to further literature and to literature quoted in the text can be 
found in the References section at the end of the book.

Giacomo Corneo,  
Berlin



P R O L O G U E :  

A  F A T H E R  A N D  D A U G H T E R  D E B A T E

One day, an ongoing email exchange between father and daughter 
took an unexpected turn.

Daughter:  . . . ​And yes, I did look through that eco-

nomics textbook you handed me as I left. No need to 

return to that subject, if you don’t mind.

Father:  Well, but . . . ​does that mean your thinking 

has changed about it?

Daughter:  Ha—not much, unfortunately. Actually, not 

at all! I think I even laughed out loud when I got to 

the part where the invisible hand of the market 

keeps everything running efficiently and abuses in 

check. What world do these people live in? In the 

world I’m in, nothing seems to be keeping bankers 

from targeting 25  percent return on equity and 

helping themselves to gigantic bonuses. Or doing 

all kinds of creative accounting that somehow goes 

undiscovered till the bank ends up in a mess. Or 

then escaping any need to pay for their gross errors, 

because the state, of course, bails them out—the 

same heavy-handed state, incidentally, that all 
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these distinguished gentlemen can’t stop howling 

about.

That’s how things really go in a market system, 

along with all the crazy justification of “incomes in 

line with the market.” That’s another whole class of 

wrongs perpetrated by invisible hands!

Father:  Well, the “invisible hand of the market” is only 

a metaphor . . . ​

Daughter:  Except that it isn’t—it’s that thieving bank-

er’s hand quite literally sneaking into the tax-

payer’s wallet. And what is the consequence of all 

this? The money for satisfying real, basic needs is 

missing.

Therefore, please call it “capitalism,” and not “the 

market economy”! At least that makes clear in whose 

interest the system operates: in the interest of 

capital.

And don’t forget that the comfortable and cozy ex-

istence of the Western European middle classes is in 

no way representative of everyday life under capi-

talism. For most people in Africa, Asia, and Latin 

America, living under capitalism means nothing but 

exploitation and misery!

Father:  It’s easy to rant and rave about capitalism 

in  general. But what is it exactly that you are 

criticizing?

Daughter:  If you really want to know, I am happy to ex-

plain. But you’d need to take some time for this, 

because there’s a lot to criticize about your 

economic system . . . ​

Father:  No problem. Go on, I’m curious!

Daughter:  OK, your economic system is wasteful, unjust, 

and alienating. And wastefulness, injustice, and 

alienation are not the result of some natural law. 

They are the result of particular social rules, the 

rules of capitalism. And keep in mind that the capi
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talist economic system is the product of a relatively 

short period in history. Just as it once emerged, it 

will one day decline and be replaced with a better 

set of rules. We can fight against capitalism and re-

place it—and it is up to us to do that. Human beings 

get to decide how to bring about a better world. Now, 

let me elaborate.

	 First Charge:  Wastefulness

Capitalism wastes our resources on a grand scale. It 

would be possible to achieve much greater wealth for 

everyone with the same resources. I guess that’s what 

you economists call “inefficiency.” So, in a nutshell, 

capitalism doesn’t even satisfy the most basic re-

quirement of an economic system.

The evidence is clear. Start with unemployment: 

About a tenth of the world’s population that is fit 

and wants to work is denied the possibility to do so! 

At the same time, production facilities and machines 

lie idle. We suffer from a lack of housing and yet 

many apartments are owned by speculators and left 

intentionally empty. That’s hardly one of your “highly 

efficient market processes,” is it?

Or take a look at how capitalism treats the natural 

environment. Is the destruction of a sound environ-

ment and of natural resources efficient in economic 

terms? The rain forests are cleared, the oceans ex-

hausted, and the atmosphere polluted with emissions. 

There is no self-regulation. Capitalism brings nature 

to the point of collapse. We are heading for a cli-

matic catastrophe that will see whole countries and 

coastal cities submerged. This really is an amazing 

example of “efficiency,” isn’t it?

And have you ever thought about the use of food 

under capitalism? In the developing world, millions 

of people are starving. Meanwhile, in the West, just 
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as many suffer from obesity. This is an actual sta-

tistic I read in the news. Be honest: does this con-

stitute a rational allocation of food?

According to cold economic logic, we would also have 

to put the imperialist wars that are constantly pro-

duced by this allegedly wonderful system under the 

heading of wastefulness. They are attempts by states, 

or alliances of states such as NATO, to gain advan-

tages for their elites through the use of military 

force—for instance, by taking control of foreign oil 

reserves. Highly valuable resources are invested in 

such wars which could be put to productive use. The 

waste is gigantic. In the United States alone, the 

government spends about five percent of gross do-

mestic product on the military. That amounts to more 

than 700 billion dollars each year—an incredibly large 

sum. Just imagine: that’s more than twice the overall 

gross domestic product of Bangladesh, a country with 

a population of 160 million people. Think how much 

suffering could be avoided with the help of these re-

sources—and instead, they’re being used to increase 

the suffering. That’s right, to increase it! Because, 

sadly, as we have witnessed in the past, every now and 

again the U.S. government clears out its weapons ar-

senal by ordering the bombing of whole countries like 

Vietnam or Iraq, to do the arms industry a favor.

	 Second Charge:  Injustice

	 Let’s move on to the supposed “distributive justice” 

of capitalism—another joke, since in fact it is an 

affront to justice. A just distribution would in-

volve paying attention to the individual needs of 

human beings and rewarding them on the basis of 

their individual merits. But distribution within our 

capitalist system pays attention to neither needs 

nor merits. The unjust distribution between indi-
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viduals who had the bad fortune to be born in poor 

nations and those who had the good fortune to be born 

in rich ones is especially scandalous. The discrep-

ancy in wealth between these two groups is so im

mense that no one can possibly believe that it is the 

result of differences in need or merit.

And even within Europe, levels of income inequality 

are unacceptable. Just take a look at Germany. A single 

household from the top one percent receives eight 

times the average household’s income!

The argument that this imbalance serves some kind 

of positive function for society, because of the incen-

tives resulting from it, must surely be a fairy tale 

invented to keep voters happy. Incentives to do what? 

Just imagine how people like that hedge fund manager, 

John Paulsen, became rich. Compare the salaries and 

the social usefulness of all those gamblers in the fi-

nancial markets with what hospital nurses earn and do.

	 Third Charge:  Alienation

	 This particular point is difficult to substantiate 

with figures. Let me try to explain it, anyway. Under 

capitalist conditions, people are encouraged to set 

goals for themselves that are just simply incompat-

ible with meaningful personal development. The system 

practically lures them into leading pitiful exis-

tences, whether we’re talking about work, consump-

tion, or political participation.

Take work, for a start. Work should actually enable 

you to cultivate your personal abilities and give you 

opportunities to cooperate in fulfilling ways with 

others. But under capitalism, work forces you to carry 

out monotonous routines as a dependent individual 

whose aims are limited to jostling others aside at the 

workplace and to cheating the company and its cus-

tomers as soon as the opportunity arises.
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The whole sphere of consumption should also sup-

port personal development and foster mutual human 

support. Instead, people blow their money in acts of 

competitive consumerism orchestrated by the marketing 

industry. Occasionally, the sheer proportions of this 

consumerism push thousands of families into insol-

vency, as in the subprime crisis that hit the United 

States in 2007.

A political democracy should rest on “domination-

free discourse” and give all citizens the same 

possibilities for exerting political influence. How-

ever, for most, it takes the form of a pure spectator 

democracy in which citizens’ power of judgment is 

weakened rather than strengthened.

I know what you’re thinking: you keep repeating 

that we should wait patiently for reform. But what 

have the last sixty years, with all their reforms, 

achieved for all of us Europeans? The incidence of 

unemployment, environmental disasters, and war has 

not dropped at all. Income inequality has not de-

creased, either—and, despite all the promises, 

children from working-class families still face far 

worse prospects than children from middle-class back-

grounds. Precarious employment conditions are more 

widespread today than they were sixty years ago. I 

have to think this is why men identify so much with 

their cars. It’s because they can’t bear to identify 

with what they do and what they are. And, oh, one last 

thing: political participation. It hasn’t increased. If 

anything, it has decreased.

I say, if sixty years of reforms under ideal condi-

tions only managed to reproduce wastefulness, injus-

tice, and alienation, then another sixty years of 

institutional window dressing will hardly make a 

difference.

From which it follows, quite obviously: capitalism 

must be abolished!
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Father:  Oh dear, I didn’t expect quite such a tirade! 

But I will bravely respond, starting with your last 

point concerning reforms. Your claim (with which, 

incidentally, I don’t agree) that the decades since 

the Second World War have not seen any improvements 

with respect to wastefulness, injustice, or alien-

ation does not necessarily mean that the reforms that 

were made were useless. After all, we do not know 

what would have happened without them. Presumably, 

the exploitation of the environment, the concentra-

tion of wealth, and the disenfranchisement of the 

people would have gone much further. In that case, it 

would make sense to keep believing in reform!

You also forget that, during these decades, wealth 

has increased in general, and education and health 

provision have improved substantially for large parts 

of the population. Obsolete, authoritarian relation-

ships within marriages, in families, and at the work-

place are, for the most part, things of the past. I’m 

not saying we’ve reached the stage where perfect 

wisdom prevails, but these are all important contri-

butions to the quality of life.

Nevertheless, I do think you are essentially right 

when you say capitalism is an inefficient, unjust, 

and alienating system. Do I surprise you? Look, I’m 

even prepared to discuss whether social progress is 

too slow and whether perhaps radical change is a risk 

worth taking. But such a discussion only makes sense 

if we can establish some clarity about what shape this 

change might take.

It would be somewhat premature to conclude from 

the weaknesses of capitalism that the system should 

be abolished. Don’t forget, you may find yourself 

worse off as a result of change. An imperfect system 

should only be abolished if there is another system 

that can be put in its place—one that we have strong 

confidence will, indeed, be superior to the old one. 
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And we should be wary of comparing real conditions 

with ideal conditions, because otherwise we end up 

committing a genuinely dangerous “nirvana fallacy.”

So, what do we really need? You have given me an 

idea. We should do a rational analysis of all the 

serious suggestions for alternative economic systems 

our species has managed to formulate so far. After 

all, people have racked their brains over these ques-

tions for a long time. Then, once we have taken a good 

look at these suggestions, we will be able to make a 

judgment on whether or not capitalism has run its 

course.

I’m getting right to work on this. Prepare yourself 

for an exciting journey beyond capitalism! I’ll be in 

touch again tomorrow . . . ​



1

P H I L O S O P H E R S  A N D  F A I L U R E S  

O F  T H E  S T A T E

The great Greek philosopher Plato, a disciple of Socrates, 
wrote his work The Republic in the fourth century bce, making it the 
oldest preserved treatise on an ideal polity. It has had lasting influence 
on the development of Western philosophy, as well as on literature about 
political utopias.

In Plato’s times, political economy did not exist. Thus we would in 
vain search the text of The Republic for concrete suggestions on how to 
design an economic system in an efficient, just, and humane way. We 
know, however, that every economic system interacts in crucial ways with 
a political system, and therefore that we cannot answer the question of 
what a better economic system might look like without investigating 
the relationship between these two spheres. It is precisely this crucial 
interface that forms Plato’s starting point.

We should keep in mind that capitalism, or rather such capitalism 
as was associated with trade in the ancient world, is not abolished 
by Plato. His ideal polity does not therefore count as one of the stops 
on our journey through proposed alternative economic systems be-
yond capitalism. But for very good reasons Plato’s polity belongs at 
the threshold where this journey begins, because familiarizing 
ourselves with it will increase our determination to set off on this 
expedition.
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A  P R O B L E M A T I C  I N T E R F A C E

Most economists describe the capitalist economic system as a combina-
tion of a market system and private ownership of the means of produc-
tion. The most disgraceful collective misdeeds seem to emerge not 
within this economic system, but rather at the interface between the 
economic system and the political system. To the present day, imperi-
alist aggressions, in which capitalist circles lead whole countries into 
war, remain the most horrific examples of the significance of this inter-
face. Financial crises provide other such examples. At least since the 
Great Depression of 1929, it has been well recognized that the financial 
sector, if it is not regulated, exponentially aggravates the overall risk of 
economic crises. This is why, for instance, high equity ratios should be 
legally required, and also transparency regarding the accounts of fi-
nancial intermediaries. In the years leading up to the latest crisis, how-
ever, politicians everywhere were enticed by the financial lobby into 
deregulating more and more, or into regulating ineffectively. For a long 
time, the success of this financial lobby brought high rates of profit to 
the financial industry and hefty bonuses for the financial managers. 
Then the crisis came, and demonstrated that these income gains did 
not correspond to an exceptionally high level of value creation, but 
rather to a gigantic amount of value being wiped off the books by mis-
guided real estate investment.

Given the scope of the effects that bad politics can have under capi-
talism, it is important to ask whether the deficiencies for which capi-
talism is blamed by its critics could not simply be overcome by radically 
changing the way in which the activities of the state are organized—that 
is, without touching the core elements of the capitalist economic system 
(namely, markets and private property). If that were possible, the whole 
discussion of what to put in capitalism’s place would become super-
fluous and we could save ourselves the round-trip through alternative 
economic systems.

From this perspective, Plato’s Republic could well be read as an invi-
tation to cancel the journey because, essentially, his suggestion is to keep 
capitalism, and at the same time to completely decouple the political 
sphere from the economic sphere. In Plato’s ideal state, there is, on the 
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one hand, a majority of the population which enjoys the economic 
freedom of the market while forgoing the right to have any political 
influence—in other words, while forgoing democracy—and, on the other 
hand, a group of benevolent and wise men who live outside of capitalism 
and take care of the political affairs for the rest of the population.

Would this be a feasible way to cure our society’s ills?

P O L I T I C A L  E C O N O M Y  A N D  G O V E R N M E N T  F A I L U R E

To properly appreciate Plato’s design, it is useful first to briefly sketch 
the approach taken by today’s political economy. Political economists 
assume in their studies a capitalist economy and a state monopoly on 
violence for the protection of individuals and their property. Depending 
on the distribution of property rights, on individual preferences, and on 
natural and technological factors, the capitalist order leads to a specific 
allocation of resources. By “allocation of resources,” we should imagine 
some exact determination of who produces what and how, and who 
consumes what. In other words, the allocation of resources is the overall 
result of the workings of an economic system.

In cases where the economic activity of the government is limited to 
the protection of property rights, and where these can be traded freely 
by all economic subjects, economists speak of a laissez-faire system. But 
this is a special case of capitalism that has never actually quite existed 
in reality, because those who govern like to intervene in economic af-
fairs. For that matter, economic theory shows that the allocation of re-
sources under such a laissez-faire system would almost always prove 
suboptimal and would be, in principle, improved by introducing state 
activities into the system. Intelligent regulation of the financial sector 
by the state, for example, helps to prevent macroeconomic crises. A tax-
transfer system helps to protect individuals against poverty. If the 
laissez-faire system fails to provide particular goods or does not achieve 
a satisfactory income distribution, an expansion of the activities of 
the government beyond its protection of property rights can in principle 
yield better social results. It is at this point in the line of argument, 
however, that modern-day political economists typically issue a warning: 
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government failure can have even more serious consequences for society 
than market failure.

And this brings us right back to the problematic interface highlighted 
above. For government failure is an expression of the difficult relation-
ship between the economy and politics. This difficult relationship can 
essentially be explained with two general properties of polities. First, a 
polity is not a collection of like-minded individuals possessed by a single 
will. On the contrary, it consists of individuals and groups who hold dif
ferent opinions and often have vastly divergent interests. This plurality 
of interests should be taken into consideration when making political 
decisions that affect many individuals and groups, so that a beneficial 
balance of interests can be achieved. Second, the technical advantages 
of the division of labor, with which we are familiar from the organ
ization of production processes, also apply to state activities. The pros-
pect of sizable efficiency gains causes a polity to grant a certain group 
the right to make decisions in the name of the polity in general, and to 
watch over the implementation of these decisions. The members of this 
group are called politicians.

These two properties—conflicting interests within the polity and the 
delegation of collective decisions—imply that state power always carries 
the threat of causing more or less harm to a smaller or larger group of 
the population.

To protect itself against state failures, a polity may agree on a con-
stitution which limits the authority of those who govern—by, for in-
stance, declaring certain rights of the individual to be inviolable. In 
that case, certain arrangements must be put in place to make sure that 
those who govern will actually abide by the constitutional norms. 
One such arrangement would be the establishment of a constitutional 
court.

Once the limits of state intervention are defined by the constitution, 
a polity is faced with the question of how it will arrive at collective deci-
sions. In general, political institutions should achieve two things. They 
should take care that the various interests existing in society are ade-
quately represented, and they should make sure that those who govern 
do not use the state to exploit the rest of the population. The question is 
how this might be done under capitalist conditions.
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L O O K I N G  A T  C A P I T A L I S M  F R O M  A  C R I T I C A L  P E R S P E C T I V E

A political economist who is critical of capitalism is someone who de-
nies the possibility of finding political institutions that can satisfacto-
rily solve the problems of collective decision-making mentioned above 
as long as the economic system is organized in capitalist fashion. Such 
an economist believes in particular that capitalism does not allow for 
genuine democracy. But it is best if we let a hypothetical representative 
of that position explain what exactly this means. Here might be the 
words of a political economist who is critical of capitalism:

In a modern economy, capital income typically constitutes 
about a third of national income. As a third of national income 
is garnered by a much smaller part of the population, capital
ists live under income conditions that are altogether different 
from those experienced by most other citizens. First, the av-
erage income of a capitalist is a multiple of the average income 
in the population overall. Second, the larger part of a capital
ist’s personal income is income from capital, while for the rest 
of the population, income from labor is by far the more 
important part. Because of these different income conditions, 
capitalists often prefer policy options which run counter to the 
interests of a vast majority of the population—namely, options 
which raise profits for firm owners and other income from 
capital at the expense of the welfare of the majority of the pop-
ulation. Such options include using the military to intervene in 
oil-rich countries and tolerating tax havens.

If our alleged democracies really advanced the interests of 
the majority of the population, then their governments would 
never pursue such policies. The contrary is the case: behind a 
democratic façade, the interests of the capitalists prevail over 
those of the majority.

Why is this possible? Although the capitalists are a minority, 
they have two advantages over the majority. First, because there 
are fewer of them, it is easier for them to coordinate their ac-
tions. The modern corporation already provides an institutional 



14   I S  C A P I T A L I S M  O B S O L E T E ?

framework within which capital investors can agree on strate-
gies for exerting political influence. Even larger networks 
emerge through ownership chains and cross-shareholding. In 
Germany, for example, these networks are reflected in the 
composition of supervisory boards which promote the devel-
opment of common positions and initiatives. The majority of 
the population, by contrast, suffers from the phenomenon of 
free-riding. Because political or social commitment from an 
individual incurs tangible costs for him or her but contributes 
only minimally to the collective cause—let alone the individ-
ual’s personal gain—there is no material incentive to engage 
in collective matters.

Second, due to their wealth, capitalists are able to finance 
effective political lobbying. Wealthy individuals, corporations, 
associations, and foundations can thus influence the results of 
democratic processes of decision making. They can, for in-
stance, make generous donations to support the election cam-
paigns of particular candidates or parties. They may be in a 
position to offer lucrative posts to former holders of political 
office, or to arrange for them to give highly paid lectures. They 
can also finance media corporations, think tanks, and research 
institutions, all of which may in turn influence the opinions of 
decision-makers and voters in particular ways. What results is 
a systematic distortion of the democratic process which ig-
nores the interests of the majority and undermines political 
equality.

At the root of this problem lies the uneven distribution of 
capital and the unrestricted right to income from capital. In 
principle, a far-reaching redistribution of wealth, through the 
high taxation of inheritance and of income from capital, could 
solve this problem. But in practice this does not happen, for 
the simple reason that such measures require collective 
decisions that would need to be taken within the democratic 
process—and that very process is systematically distorted in 
favor of the interests of capitalists. The abolition of capitalism, 
by contrast, would solve the problem at the root.
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Reading the ancient Greeks, we also see some of them expressing this 
view that democracy carries within it a dangerous plutocratic tendency. 
Plato considers the combination of Athenian capitalism and democracy 
to be fundamentally unstable. As we’ll see, however, his solution is the 
abolition not of capitalism, but of democracy.

P L A T O ’ S  D E S I G N

According to Plato, the ideal polity is, first of all, a just polity—but, to 
him, justice means something different than what most people today 
understand it to be. For Plato, a polity is just when each person in it does 
what he or she can do best, and thus helps the overall community.

The starting point for Plato’s reflections is his observation that human 
beings have different natures. One person is more talented at this ac-
tivity, while another is more talented at that. Justice means for him that 
every human being pursues a profession that is at the same time a voca-
tion. In the ideal polity, the division of labor will therefore be organized 
in perfect harmony with the distribution of natural talents.

This demand for justice also applies to the function of ruling, which 
Plato considers to be the most important activity in a polity. Plato is of 
the opinion that some people are particularly suited for ruling, by virtue 
of possessing certain traits. They are better than others at identifying 
and implementing measures which create sustainability for the polity. 
Thus, his maxim that labor should be divided in accordance with 
varying talents provides the justification for having a suitable group of 
professional politicians framing and making the big decisions. In an 
ideal situation, the just division of labor is fully realized. The ideal polity 
is therefore, according to Plato, nondemocratic; in such a polity, the 
majority of the population has no right to modify the decisions of the 
rulers, or to dismiss the rulers and replace them with different ones.

From the perspective of political economy, we might of course object 
to this by pointing out that the absence of democratic control makes 
government failures even more likely. Where there is no threat of rulers’ 
not being reelected, it is even easier for rich merchants to manipulate 
those rulers. Plato seeks to mitigate this risk in two ways. First, in his 
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ideal state, professional politicians are physically separated from the rest 
of the population as early as possible in life, and comprehensively taught 
only to act for the common good. Second, professional politicians are 
not allowed to own any private property or engage in any market-
economic activities.

Thus, to avoid any failures of the state, Plato suggests creating an im-
penetrable barrier between the economy and politics. Most people—the 
majority class of workers—take care of the processes of production and 
exchange which secure the material reproduction of society. These pro
cesses take place within the framework of a regulated market economy 
that maintains the principle of private property. Political decisions, 
however, are taken by a preeminent council of experts recruited from 
the class of the so-called guardians.

Guardians and working people represent the soul and the body, re-
spectively, of the Platonic polity, and Plato is almost exclusively interested 
in the soul. He does not make any innovative suggestions regarding 
the organization of economic processes. Markets, money, and private 
property continue to determine the everyday life of working people. 
And in terms of economic policies, Plato seems to recommend a prag-
matic course. On the one hand, he warns against legislation that is 
overzealous in wanting to regulate markets. In his opinion, too much 
state regulation tends to inhibit the division of labor within the polity 
to an unnecessary degree, and thus to create privileged positions within 
the social fabric. On the other hand, he recommends distributive poli-
cies that prevent a social division into poor and rich.

Thus, we can define Plato as an opponent of democracy as well as an 
adherent of the market economy, making it clear that these two posi-
tions are not necessarily mutually exclusive.

In Plato’s ideal state, the guardians devote themselves to strategic 
questions regarding the polity. In his time, that mostly meant questions 
about war or peace. Their power is great because they take on all of the 
tasks of today’s parliamentarians, members of government, and consti-
tutional judges. They also appoint the army. In this ideal state, there is 
no such thing as today’s separation of powers, with its “checks and bal-
ances.” To make sure that guardians fulfill their tasks in the best pos
sible way, Plato makes detailed suggestions as to how they are to be 
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selected and trained, and according to which basic rules their lives are 
to be organized.

A  P O L I T I C A L  E L I T E  W I T H O U T  P R I V A T E  P R O P E R T Y

The guardian class of the ideal state is not just an assemblage of wise and 
benevolent political leaders. They form a separate community of indi-
viduals who live permanently together—usually throughout their whole 
lives—and devote their entire existences to public service. We have to 
imagine the guardians as a community living in physical separation 
from the rest of society. They live and eat together, and among them-
selves they share everything. They do not earn their living through sub-
sistence production, because they should not waste their valuable time 
on manual labor. They are provided with food and everything else they 
need by the producers.

Plato is of the opinion that the guardians should live as simple a life 
as soldiers in the field—they are meant to be a “low-cost, high-quality” 
political class. We should note that the individual guardian does not 
receive a salary from the rest of society that he or she can spend at will. 
Rather, all of the guardians’ property is communal property. They col-
lectively decide on their consumption, and each of them receives items 
to be consumed according to a process of rationing. Services used by the 
individual guardians are also rationed.

Why does Plato not allow the guardians to hold private property? 
One of the reasons is that he wants to make optimal use of human tal-
ents. The guardians are meant to dedicate themselves exclusively to the 
interests of the polity. In the absence of private property, they will not 
be tempted to betray their mission and focus instead on the accumula-
tion of private wealth. We might respond to this by saying that, to avoid 
the possibility of such a betrayal, it is only necessary to prohibit the 
guardians from undertaking any activities in addition to those con-
cerned with advancing the interests of the polity. It is difficult to ensure 
that such a prohibition is actually observed, however, because there are 
ways of keeping secondary incomes and privileges secret—ways that 
make it impossible for courts to produce legally watertight proof of 
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them. Indeed, today, the private remuneration of politicians for pro-
moting particular interests mostly takes forms that do not allow for 
legal objections to be raised. By contrast, the prohibition of private 
property, and the general community of goods among the guard-
ians, makes it impossible for any of them to be bribed. Thus, the 
community of goods among the guardians serves the purpose of 
separating out political and economic power. The state cannot develop 
into a plutocracy—that is, into a form of state in which the rich and 
wealthy exercise political domination. Some of the worries of those 
political economists who are critical of capitalism are thus taken 
into consideration.

Another reason for abolishing private property among the guard-
ians, in Plato’s view, is that this will promote social cohesion. If an indi-
vidual guardian gets rich at the expense of the polity, this will provoke 
resentment on the part of the other citizens—and especially on the part 
of other guardians. Sooner or later, the guardians will be scheming to 
get the better of one another, and as a group they will appear as “hostile 
masters of the other citizens instead of their allies.” It will no longer be 
possible to speak of an ideal state at all; devastating social unrest and 
political upheaval will be in the offing.

T H E  G U A R D I A N  C L A S S  A S  A  U N I T A R Y  

B I O L O G I C A L  E N T I T Y

It may appear unduly harsh not to allow politicians any private prop-
erty just to avoid the possibility of bribery. But other suggestions by 
Plato for promoting the unity of the guardians are still more extreme. 
The guardians are not only meant to live and eat together; to a certain 
degree, they are expected to become a unitary biological entity.

There is no gender discrimination within the class of guardians; 
women and men alike may rule in Plato’s republic. It is expected that 
they will have children, and that typically these children will also be-
come guardians. Sometimes children from the guardian class are moved 
to the class of producers, and, conversely, children from the class of pro-
ducers may be promoted to the guardian class. For the most part, how-
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ever, the political elite is simply recruited from the children of the po
litical elite.

This might not strike us as particularly unusual. Today, the social 
permeability of the elite class is also low, and institutions such as elite 
universities and foundations supporting the supposedly gifted and tal-
ented tend to lead to members of the elite marrying within their class. 
But Plato’s rules are even more extreme than that; for the guardians, the 
institution of the family is to be abolished altogether.

Marriage, in the sense of a contract that binds for life, is entirely ab-
sent for the guardian class. They are allowed neither to marry nor to 
found families. The older guardians interfere massively in the determi-
nation of what pairings should produce children, in a manner “compa-
rable to horse-breeders in the case of horses.” And once the children are 
born, they are separated from their parents at the earliest possible stage 
and brought up together with the other children.

This is heavy stuff. What is the logic behind it? As the children are 
quickly separated from their biological parents, the true family relations 
are obscured—and that is precisely what Plato wants. Given this lack of 
knowledge, every child regards every other as a sibling, and sees a po-
tential parent in every one of the guardians; similarly, adults regard 
every child as their own. This is meant to strengthen the feeling of unity 
within the guardian class. Once again, unity among the political leaders 
is seen as necessary for creating a sustainable polity—this is Plato’s cen-
tral concern.

E X C U R S U S :  T H E  G E N E T I C A L L Y  D E T E R M I N E D  

A L T R U I S M  O F  T H E  G U A R D I A N S

How effective would this deceptive strategy actually be in fostering an 
altruistic attitude—that is, an unselfish way of thinking and acting—
among the guardians?

Let us take a look at Plato’s extraordinary demand through a partic
ular lens—namely, that of modern evolutionary theory, which explains 
altruism among related animals with reference to their genetic affinity. 
Because a gene of a particular animal can often also be found in the 
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animal’s relatives, the gene will multiply at a relatively high rate if it 
induces the animal to help its relatives, compared to a gene which en-
genders a purely egoistic form of behavior. Thus, natural selection has 
favored genes that cause altruistic behavior within families.

Just how pronounced this altruism will be depends on the genetic af-
finity between the individuals. Biologists measure this affinity using an 
index for blood relation (“relatedness”). Roughly speaking, this index 
corresponds to the proportion of shared genes, excluding those that all 
individuals of the same species have in common. At the same time, the 
value of this index corresponds to the likelihood that a “rare” gene will 
be found in two individuals, because they both would have inherited it 
from a common ancestor. The genetic affinity between full siblings is 
exactly one-half; between first-degree cousins it is exactly one-eighth.

The altruism brought about by natural selection could only develop 
to the extent that the individuals were able “correctly” to apply it—
meaning to the extent that they were able to recognize genetic affinity. 
Thus, the more closely related an individual estimates another individual 
to be, the more intense the altruism should become.

By artificially producing uncertainty regarding biological descent 
within the guardian class, Plato changes these altruistic relations in two 
respects. On the one hand, the intensity of the altruism among blood 
relations decreases, because they cannot be certain of being related. On 
the other hand, altruism emerges among individuals who are not bio-
logically related, because they suspect that they may be blood relations. 
As a consequence, altruistic tendencies are redistributed. Instead of 
fewer but more intense altruistic relations, every individual develops 
numerous, less intense altruistic relations. If we wanted to use an image, 
we might say that a coarsely meshed net of strong wire is replaced with 
a finely meshed one made of thin wire.

How much genetically determined altruism among the guardians 
would result from Plato’s trick?

The answer depends on the number of guardians. Let us take as an 
example a hypothetical first generation of adult guardians that consists 
of n/2 men and n/2 women who are not related to each other and who 
produce children who also become guardians. If the biological parent-
hood of the second generation is unknown and purely determined by 
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chance, the expected degree of relatedness between any two children 
will be 1/n. Thus, altruism in the second generation will be less intense 
the more potential parents there are—which is to say, the more current 
guardians there are. If the intended strength of altruism is to corre-
spond to that between second cousins, n should equal 32; in the case of 
128 guardians, the strength of the altruism would correspond to that 
between third cousins.

These quantitative illustrations suggest that the trick of keeping 
natural relations secret would produce only a rather modest gain in 
genetically determined group cohesion, if we assume a group of several 
hundred guardians.

In any case, in Plato’s ideal state, the abolition of the family does pro-
mote unity among the guardians by removing nepotism and the fa-
voring of one’s own children. And it removes the chance of rivalries and 
conflicts between family clans among the guardians.

The prohibition of marriage and family also has an effect similar to 
that of prohibiting private property. Scholars of family economics, such 
as the late Gary Becker (recipient of the Nobel Memorial Prize in Eco-
nomics), describe a “marriage market” in which individuals compete for 
access to a scarce resource: desirable partners in life. If the guardians 
joined this market, enmities would arise not only among the guard-
ians themselves, but also between the guardians and the class of pro-
ducers. As the guardians represent a comparatively small group, they 
would often find attractive partners in the rest of the population. Com-
petition between guardians and producers could not possibly work, 
however, because the former would be both players and referees. The 
producers would therefore suspect that certain political measures 
were not being taken in the interest of the common good, but to pro-
mote the interests of the guardians at the expense of the producers.

E D U C A T I O N  O F  T H E  G U A R D I A N S

According to Plato, members of the political leadership must be care-
fully selected and educated. In the ideal state, their long education be-
gins during early upbringing. The participants in this program are the 
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children of the guardians and the most promising children from the 
producer class, who are integrated into the guardian community. This 
cannot easily happen against the will of their parents, however, and 
therefore a career as a guardian must be shown to be more attractive 
than existing alternatives. This is another reason why individual pro-
ducers must not become much richer than the average person.

The aim of the educational program for the selected children is for 
them later to become rulers who are competent and love the polity. Up 
until the age of twenty, they receive a comprehensive education of body 
and mind, which is rigidly codified in a program to which the educa-
tors must closely adhere. Once the candidates for the position of a 
guardian have reached the age of twenty, a selection takes place, and 
only those who are still promising candidates at this point are admitted 
to the following course of study. Those selected must delve deeply into 
mathematics and the sciences for ten years. Then, at the age of thirty, 
another round of selection takes place, and the best candidates are al-
lowed to turn their minds to philosophy for another five years.

The education of the guardians ends only when they reach age thirty-
five. They are now well prepared and trained to lead the state as philos
ophers, although, to begin with, only in military terms and not yet in 
political terms. For the first fifteen years, every guardian does military 
service. The length of this period can be explained by the fact that the 
city of Athens was continually at war during Plato’s times. Thus, the 
guardians practice their actual political profession only from their fif-
tieth year onwards; and the remaining life expectancy was probably not 
very long in those days. We may assume Plato was of the opinion that 
only individuals of this age would have acquired enough experience, 
and freed themselves sufficiently from their passions, to be good 
politicians.

Even when they have reached the age at which they can take office, 
the guardians do not act solely as professional politicians. After a few 
years in political leadership, they enter into a phase of learning during 
which they again dedicate themselves to philosophy. Periods of practice 
and theory repeatedly alternate. During the learning phases they also 
take care of the selection and education of the next generation of 
guardians—“comparable to horse-breeders in the case of horses.”



P h ilosop      h ers    A n d  Fail    u res    O f  T h e  S tate       23

A  U S E F U L  M Y T H

The ideal polity sketched by Plato can be summarized in a few lines. The 
overwhelming majority of individuals—the class of producers—take 
care only of their private affairs, and seek happiness in that realm. Col-
lective matters that require governmental regulation are dealt with by 
political leaders who are wise and benign and therefore make the best 
possible decisions for the collective. The political leaders are drawn from 
the guardian class, which consists of those most gifted for that profes-
sion, and whose members live according to special rules separately from 
the rest of the population. Every guardian renounces private property 
and the possibility of having a family, lives communally with the other 
guardians, and is from a very early age onwards educated strictly with 
the future mission of becoming a political leader in mind.

A danger of this social model is that the class of producers might re-
fuse to accept the power of the guardians. Plato highlights this point 
himself, and suggests a way of dealing with it. Seen in the context of 
Plato’s philosophy more generally, the claim of the guardians’ authority 
constitutes a problem. The guardians are philosophers who have seen 
the light of truth and have returned to the humans “in the dark cave.” 
The producers, by contrast, are not philosophers, and therefore have 
only a fragmentary understanding of the world. They will not immedi-
ately realize the truth of the guardians, that they are wise and pursue 
only policies that are best for the polity. Just as a young son defies his 
benign father, a people may not accept the paternalistic authority of the 
guardians without some friction.

Somewhat hesitantly—as if he were ashamed of it—Plato therefore 
suggests legitimizing the constitution of this state, allegedly the best 
possible one, with a “necessary lie” in the form of a myth. According to 
this myth, all human beings descend from Mother Earth and are there-
fore brothers. The emotional bond of brotherhood is to help to unite all 
human beings, who would otherwise enjoy entirely different privileges 
as producers and guardians. Further, the myth says that God will see to 
it that humans inherit certain materials from Mother Earth. These ma-
terials, which are added to their souls in different proportions, are gold, 
silver, iron, and copper. Through these different admixtures, God means 
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to indicate which role each human being has. Gold in the soul of a 
human being, for instance, indicates that he is to be a guardian, while 
copper marks a farmer. Everyone should adhere to these signs, which, 
in cases in which there is any doubt, are to be read by the guardians. If 
people do not follow God’s command to adopt the roles that correspond 
to their particular mixture of materials, the state will perish.

Plato is convinced that the producers will accept the authority of the 
guardians if they can be made to believe in this myth.

U N A V O I D A B L E  D E C L I N E

Despite all these arrangements, Plato does not believe that his ideal state 
would be able to exist indefinitely, were it to become a reality. The risk 
of its degenerating into a military dictatorship, of the kind Plato was 
aware of from the case of Sparta (the authoritarian state that defeated 
Athens when Plato was still a young man) is too high.

The decline of the ideal state follows necessarily from Plato’s theory 
of ideas. Ideas are eternal. If the ideal state is realized in practice, it 
becomes part of reality and thus subject to change. Starting out from 
perfection, any change can only mean deterioration. Thus, at some point, 
some fateful flaw will emerge in the real state of the philosophers. 
Perhaps the guardians will neglect the education of the next genera-
tion of guardians, resulting in a corrupt guardian class whose members 
begin to strive for personal honors. Soon thereafter, the guardians will 
want the right to own private property in the form of money, houses, and 
land. And once private property has been reintroduced into the guardian 
class, divisions and conflicts will arise, both among the guardians and 
between the guardians and the producers. The state will degenerate, ulti-
mately becoming a tyranny that is permanently at war.

Even though he believed that, in the long term, his state of philoso
phers would decline, Plato thought it important to aspire to this form 
of state. Indeed, Plato promoted his ideal constitution, and visited Greek 
settlements in southern Italy where he hoped to be able to experiment 
with putting it into practice. But his hopes were ultimately disappointed; 
no attempt at realizing his ideal constitution was ever made.
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T R A C E S

Plato’s reflections on the ideal polity have nevertheless over many cen-
turies left traces in the development of actual institutions. In particular, 
his message about a power elite whose members should lead modest 
lives, without property and according to strict rules, and whose legiti-
macy should ultimately rest on their ethical and intellectual superiority—
without the need for democratic approval—found favor with certain 
movements within the Catholic Church.

An impressive example of the realization of some, though not all, ele
ments of the Platonic constitution is the Jesuit state that, between 1610 
and 1767, stretched across a vast area in and around present-day Para-
guay. In this state, the padres corresponded to the guardians, and the 
remaining population consisted of the indigenous people. This was no 
small-scale experiment; in its heyday, almost 150,000 people lived in this 
Christian and socialist state. Clearly, its constitution was strongly influ-
enced by Plato’s Republic. But there are also unmistakable parallels 
with the work of an Italian admirer of Plato—the Dominican monk 
Tommaso Campanella. A few years before the Jesuit state was founded, 
Campanella had composed La Città del Sole (The City of the Sun), which 
portrays a utopia where the priests, rather than the philosophers, exer-
cise political leadership.

Unlike Plato’s guardians, the padres of the Jesuit state also took part 
in manual labor and were raised and educated in the conventional way. 
But they dominated the indigenous people in a paternalistic fashion, 
and did not possess individual wealth. There was no private ownership 
of the means of production whatsoever in the Jesuit state. In fact, the 
Padres oversaw a communist economic system which functioned 
without money or markets, and which survived twice as long as the So-
viet Union.

Interestingly, the Paraguayan experiment did not perish due to a 
degeneration of the political leadership, or due to economic ineffi-
ciency. The existing studies of it rather indicate that remarkable social 
and economic results were achieved, and that nowhere else in South 
America were the Indians better off after the arrival of the Europeans 
than in the Jesuit state. The fate of this state was sealed, instead, by 
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political agreements between the two colonial powers, Spain and Por-
tugal. The padres were ordered by their superiors to leave the area and 
hand it over to the nephews of the conquistadores, who then ran it into 
the ground pursuing standard European colonial policies. Within a 
few years, the majority of the indigenous population of Paraguay had 
been wiped out. The flourishing agriculture and fine crafts that had 
emerged thanks to the audacity and industriousness of the padres also 
disappeared.

T H E  P H I L O S O P H E R  K I N G S :  A  T H O U G H T  E X P E R I M E N T

Let us return to the problem of government failure that we highlighted 
at the very beginning of this chapter. Government failures are no less 
disastrous today than they were in Plato’s time, and if they could be 
avoided without throwing into question the viability of capitalism as an 
economic system, then the charges brought forward by the critics of 
capitalism could be mostly invalidated. Plato’s Republic offers a recipe for 
doing so that consists of two main ingredients: first, the complete elimi-
nation of the personal economic interests of politicians, because they are 
not allowed to own private property; and second, the comprehensive ed-
ucation of these politicians from an early age, so that they become wise 
and benign. If those who govern cannot get rich, they will have no incen-
tive to exploit the population. If they are wise, they will be competent in 
governing. If they are benign, they will be a force for prudence and be-
nevolence across all of society.

Let us imagine, then, that a United States of Europe is to be organized 
according to Plato’s model. An uninhabited area is found where some 
pleasant living quarters and working space for the professional politi-
cians can be constructed. In this reclusive space, the politicians draft all 
the laws according to which the rest of the population must live. Some 
committees dedicate themselves to matters concerning all of the fed-
eration, others to matters concerning country-specific policies, and still 
others to regional and local policies. All the proceedings are streamed 
live on the internet to allow anyone who is interested to follow exactly 
how political decisions are made.
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The politicians of these United States of Europe are not allowed to 
have any money or private property, and they live communally. As in 
Plato’s ideal state, their lifestyle is neither luxurious nor impoverished. 
They commit themselves to governing together for the well-being of 
Europe, and are educated and trained to do so. As children, they are 
selected to become members of this class on the basis of entry examina-
tions that are organized solely by the politicians themselves.

Although these modern guardians are professional politicians, they 
are altogether different from the politicians we know today. They are 
compassionate technocrats and practically-minded moral philosophers. 
They organize our collective concerns in the best way possible, so that 
we nonpoliticians do not have to bother ourselves with them. We can 
simply enjoy life; meanwhile, the politicians can implement prudent for-
eign policy for us, can intelligently regulate the financial sector, and 
can make optimal decisions in all other policy areas.

T H E  M I R A G E  O F  T H E  B E N E V O L E N T  D I C T A T O R

If this pleasant prospect were a realistic possibility, there would be no 
good reason for embarking on an exhausting tour of the economic al-
ternatives to capitalism; the only thing requiring radical change would 
be the way in which political decisions are made. But unfortunately it is 
not a realistic possibility.

The root of the problem is the mistaken epistemology on which the 
alleged agreement between the governing guardians is based. Plato 
conceives of the guardians as true philosophers who have all gained 
knowledge of the same world of ideas, and therefore share the same 
basic normative conceptions. In reality, philosophers are constantly ar-
guing among themselves. This fact is grounded in the nature of their 
subject; philosophical theories consist neither of logical and mathemat-
ical propositions, the validity of which can be proven, nor of proposi-
tions that are empirically refutable.

Even economists, who often feel committed to making their theories 
empirically verifiable, vehemently disagree about which policies should 
be implemented. The lack of agreement results in part from the limitations 
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of the analytic instruments they have for measuring the effects of policy 
decisions. This is mainly a technical problem and, given the compara-
tively young age of the discipline, it might be remedied over time. What 
cannot be remedied, however, is disagreement over the evaluation of 
political measures, because every individual has a different under-
standing of what the common good is. This is not specific to philoso
phers or economists, but a general characteristic of pluralistic societies.

The idea that entrusting a group of wise individuals with political 
leadership is a viable alternative is therefore misleading. Who should 
these wise individuals be? Just as different people have different ideas 
about what the common good is, so there is no agreement over who 
is wise; neither concept can be objectively determined. The difficulty 
does not lie in the details, but in the central fact of differing general 
worldviews and fundamental value judgments. Let us take as an ex-
ample the question of what constitutes a just distribution of income 
within society. John Rawls and Robert Nozick, who both died in 2002, 
were preeminent theoreticians of this question. Rawls answered the 
question with reference to a maximin rule, according to which the op-
timal arrangement of income inequality in a society is the one under 
which the individuals who are worst off fare best compared to other 
ways in which inequalities might be organized. Nozick provides us with 
a comprehensive theoretical justification for a minimal state that does 
not engage in any redistribution. Both of these theories have many ad-
herents among scholars all over the world, but their conclusions with 
regard to distributive policies are diametrically opposed, and would 
push our society in completely different directions. There is no scientific 
test that can tell us whose theory is right, and who, therefore, is wise.

Or take foreign policy. Consider the difference it would make if one 
defined the followers of Nietzsche as wise, and therefore as rulers—or 
by contrast, put followers of Erasmus of Rotterdam in charge.

In pluralist societies like ours, there is no single school of thought 
whose followers all citizens would happily accept as authoritative. The 
impossibility of arriving at a shared definition of the common good de-
prives Plato’s ideal state of its legitimacy. As a consequence, citizens 
must make use of their own understanding, take responsibility, and re-
ject immaturity. That was the motto of the Enlightenment and it is 
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no less correct now. There are no angels we can entrust with taking 
collective decisions; there are only human beings. Freedom and equality, 
therefore, belong inseparably together, and force us to take the inconve
nient path of democracy.

H O L D I N G  O N  T O  D E M O C R A C Y

In his ancient age of trade capitalism, Plato already recognized that pri-
vate property and markets produce a constellation of interests, and that 
any attempt to reconcile those must transcend the sphere of the purely 
economic and have major implications for the process of political 
decision-making. He did not expect that anything good would come of 
that, because he thought it likely that the particular interests of the eco
nomically powerful would prevail at the expense of the interests of the 
polity. He therefore suggested a radical separation of the political and 
economic spheres. In the absence of any financial interests of their 
own, and given full authority, benevolent experts were meant to create 
appropriate laws that would protect the citizens against the excesses of 
capitalism and provide for stability.

We can well understand why the ancient Greeks rejected Plato’s sug-
gestion, for it did not contain any mechanism for resolving conflicts be-
tween the rulers and those ruled, or within the political class. The most 
likely outcome would have been violent repression by the strongest. In 
the case of an erupting conflict, some guardians would have trans-
formed the state into a military dictatorship, and under the conditions 
of this dictatorship there would have been no place for Plato’s constitu-
tion and the myth of brotherhood, which would have set a limit to the 
arbitrary rule of those in power.

The consequences of a modernized version of Plato’s state today 
would not be much different. Many people would in principle be pre-
pared to hand their right to political participation over to a group of 
benevolent and wise individuals; it would, after all, be extremely conve
nient. But their caveat would be that the benevolent and wise sages must 
be their sages. And we should not forget that one man’s benevolent sage 
is another man’s villain.
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Our first attempt at improving the world, with Plato’s help, yet without 
changing anything about the economic system, must thus be considered 
a failure. Faced with the choice between capitalism and democracy, 
Plato wanted to give up democracy. We, however, want to hold on to 
democracy and find out what can be achieved if we give up capitalism. 
It is now time to explore the best possible alternatives.



2

U T O P I A  A N D  C O M M O N  O W N E R S H I P

So, has capitalism run its course?
The first destination on our journey beyond capitalism is a faraway 

island. At the beginning of the sixteenth century, the English scholar 
and statesman Thomas More published an exquisite work about this is-
land, bearing the radical title Utopia. The word is formed from the 
Greek “ou-topos,” which literally translates as “nowhere.” The book is 
written in the form of a report given by a traveler about an unknown 
country whose institutions work so well that the country should serve 
as the model for the whole world. Although the polity of Utopia shares 
some features with Plato’s ideal state, More’s work is informed by an 
entirely different spirit—namely, that of humanism. In contrast to Plato, 
More does not aim to build a stable polity that measures up to an eternal 
idea of justice; rather, what is close to his heart is the wish to promote 
man’s natural “pleasure.” This makes building Utopia a far more ap-
pealing project than instituting the Republic.

Reading between the lines of this five-hundred-year-old work, we 
discern the fundamental conviction that the human beings produced by 
an economic system are more important than the goods and services it 
produces. A similar theme will recur in later critiques of capitalism, 
where it is expressed in terms of the aim of overcoming alienation and 
promoting human flourishing. On the happy island of Utopia, work, 
consumption, and democracy are spheres of self-regulating participation, 
personal development, mutual aid, and not least, a happy sociability.
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The polity of Utopia differs from Plato’s ideal state in two key re
spects. The first difference concerns the economic system. More extends 
the prohibition of private property, which, for Plato, applied only to the 
guardian class, to all of society. With this move, More also entirely 
abolishes the market system. Capitalism gives way to a society-wide 
system of common ownership. The second difference concerns the 
political system. The dictatorship of the philosophers is replaced with 
a democracy, presented as an original combination of grassroots organ
ization and charismatic leadership.

T H E  Q U E S T I O N  O F  C O O P E R A T I O N  A N D  A L L O C A T I O N

Utopia, it turns out, contains a significant contribution to our search for 
an economic system that would be superior to capitalism. Here we find 
a detailed description of an alternative economic system that follows a 
set of rules completely different from those of capitalism.

In what follows, we shall examine Utopia and other promising alter-
natives to capitalism with regard to their economic feasibility. For each 
of these alternatives, we want to present a reasoned evaluation of 
whether or not it would be capable of producing at least roughly the 
same amount of prosperity as today’s system, because an economic 
system that is likely to lead to a drop in the level of prosperity would 
find few supporters—thus, it would lack the requisite political backing.

But how are we to arrive at a reasoned evaluation of whether a mech-
anism as complicated as an entire economic system would actually 
work?

At this point, we would do well to pause for a moment and reflect on 
the question of what it is that economic systems are meant to achieve in 
general. The word “economy” is derived from the Ancient Greek “oíko-
nomos,” which refers to the management of a household’s affairs. 
“Oíkos” was the term for the household. As an economic unit, a family 
faces two fundamental problems that it encounters again and again in 
ever varying forms. First, there are various tasks that must be performed 
conscientiously by the members of the family if it is to function well in 
economic terms. As well as working within the household, parents must 
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put forth efforts to achieve sufficient income and to avoid getting into 
unsustainable debt. Children must pitch in at home and also do the 
schoolwork required for their education. All this assumes that each 
member of the family is motivated to perform the relevant tasks. But 
these individuals all have wills of their own, and these individual wills 
may cause problems for the family. Thus, the first fundamental eco-
nomic problem of the family concerns its members’ preparedness actu-
ally to join in the effort.

Second, the family must determine who will perform which tasks. 
The parents must discuss what outside work they might pursue, and 
whether to look for full- or part-time jobs, as well as how to share the 
work of the household. Regarding investments in children’s education, 
decisions must be made that will influence their future professional op-
portunities. Agreements must be reached on how much income should 
be saved, and how the remaining income should be spent. In short, the 
family must continually decide how its available resources (limited 
time, energy, money, and so forth) will be used. Thus, the second fun-
damental economic problem of the family concerns the efficient use of 
its resources.

As a community with joint income and consumption, a family must 
ultimately take care to foster its members’ willingness to cooperate and 
make the right use of its resources. The situation is similar in the case 
of an economic system. Although an economic system comprises a 
community much larger than a single family, the functions it must per-
form for that community to prosper correspond to those of a household 
system. An economic system must assure that individuals are genuinely 
motivated to carry out the tasks given to them, and that these tasks are 
economically reasonable. Thus we arrive at criteria that will help us 
judge the possible alternatives to capitalism. To be economically fea-
sible, an alternative economic system must pass two tests: a coopera-
tion test and an allocation test.

The first test asks whether a particular alternative to capitalism can 
provide sufficient economic cooperation among the members of the polity. 
Here, the questions in particular are whether individuals are prepared 
to participate actively in the production process, in accordance with their 
skills, and whether they are prepared to adapt their consumption to the 
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limits set by the overall available resources (because a society cannot 
consume more than it produces). When applying this test, we must 
consider personal motives and establish whether the economic system 
in question motivates individuals to carry out their economic tasks to 
the best of their abilities.

The second test asks whether an alternative economic system is ca-
pable of bringing about a comparatively efficient allocation of resources. 
Here, the focus is on how the resources of a whole economy—such as 
human talents and labor power, as well as natural resources—are de-
ployed vis-à-vis the alternative ways they could be. What consumer 
goods are produced? Is consumption or investment more favored? Are 
certain sectors of industry, or regions of the country, more or less sup-
ported? Are resources deployed to meet as many needs as possible, or is 
society wasting its resources?

To be preferable to capitalism, an alternative system must be able to 
solve both the problem of cooperation and the problem of allocation. It 
must be able to motivate individuals to act in economically meaningful 
ways and it must ensure that the use of available resources is temporally 
and spatially efficient.

Thomas More’s presentation of Utopia is exceptionally well suited to 
be a starting point for a detailed analysis of the cooperation problem. 
The following reflections will focus on that aspect.

E C O N O M I C  S Y S T E M S  A N D  H U M A N  C H A R A C T E R

By placing these two criteria—incentives for cooperation and the allo-
cation of scarce resources—at the center of our investigation, we open 
ourselves up to a criticism. Aren’t we ignoring the most important char-
acteristic of economic systems—namely, the kind of human beings 
they produce? Thus a clarification is in order; we must show that our 
approach is justified even if it is true that the effect an economic system 
has on human character is highly important.

Findings in the neurosciences suggest that the institutions that 
regulate the economic life of a society exert an influence on the de-
velopment of its members’ characters. A good economic system 
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should therefore also have the property of producing “good human 
beings.” In this respect, capitalism is not considered to be a good eco-
nomic system by many of its critics, according to whom capitalism 
promotes human character traits that are incompatible with leading 
a good life.

A social psychologist critical of capitalism might make an argument 
along these lines:

The combination of private property and the market system 
creates economic inequality and material insecurity. People 
who live under conditions of income inequality and material 
insecurity concentrate their attentions and energies on the gen-
eration of income and on the prudent use of it. This promotes 
avarice, jealousy, and greed, which in turn keep people from 
leading good lives. Market economies lead to a corrupting ef-
fect on all relationships between human beings. In a market, 
people encounter each other as buyers and sellers (or, in the 
case of the labor market, as capitalists and laborers) who have 
diametrically opposed interests when it comes to setting prices 
(or wages). Thus individuals face each other as adversaries in 
these negotiations. Moreover, people in capitalist systems ex-
perience conflict not only with their counterparts across the 
bargaining table, but also with the parties on their own side of 
the table, who become their competitors. As Plato observed 
so early on, the market system produces enmity instead of 
brotherhood.

In the context of market transactions, both buyers and sellers 
hope to achieve better positions for themselves than they could 
achieve without market exchanges. The inherently hostile in-
teractions between buyers and sellers therefore take place 
behind a shabby veil of politeness and create an atmosphere of 
false pretense that pervades all human relationships.

To create better conditions of exchange for themselves, 
market participants dissemble, lie, and issue threats; the biggest 
rewards go to whichever side is best at cheating the other. As a 
selection mechanism, capitalism thus favors those who are best 
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at tricking other people. Those without scruples, who regard 
others only as means toward their own ends, are rewarded with 
higher income and hence more prestige and power. Such char-
acters then become models for everyone else, and their attitude 
toward others becomes the norm and is taken for granted. As a 
result, capitalism promotes the fundamental attitude of a battle 
of “all against all,” while any altruism or empathy is condemned 
to wither away.

The methodological argument that underlies this reasoning is clear: 
if economic institutions have an influence on human character, then 
this suggests that they should also be described in terms of that influ-
ence and be judged accordingly. The argument seems convincing not 
only because it is nicer to live among altruists than among egoists, but 
also because the long-term results of an economic system can be pre-
dicted more accurately when its influence on human character is taken 
into account.

While this approach is justified in principle, the problem with it is 
that we have too little knowledge about the ways in which different, and 
in particular not yet existing, social institutions can be expected to 
change the human character.

Let us take as an example More’s hypothesis that a system of 
common ownership would produce better humans than the institu-
tion of private property. There is no proven theory from which the 
correctness of this hypothesis could be inferred. And unfortunately, 
the empirical evidence of what effects the institution of common 
ownership has on social psychology is far from being as unambig-
uous as utopian thinkers would like it to be. Consider the numerous 
small-scale utopian experiments of the last two hundred years, from 
Robert Owen’s New Harmony commune, founded in 1825, and Charles 
Fourier’s Phalanxes, to the hippy communes of the 1970s. All started 
out with great enthusiasm, but in the end were undone by their mem-
bers’ desires for power, jealousies, and laziness. Similarly, the Kibbutz 
movement in Israel had to give up, relatively quickly, on radical attempts 
to prohibit private property among members, and was not able to 
expand beyond rather narrow limits. Or look at China in the after-



Utopia       A n d  C ommon      O w ners    h ip     37

math of Mao’s cultural revolution. The generation emerging out of the 
Chinese people’s communes created the most economically successful 
example of predatory capitalism to date. Even from the European 
monasteries, the most enduring institutions in which private property 
has been more or less abolished, come reports of deceit and malice that 
would seem to give the lie to the proposition that human beings who 
join a monastery become more altruistic.

Thus we must note that, so far, no solid basis of empirically provable 
facts has been established to support the hypothesis that common 
ownership “improves” human beings. And likewise, we can look at the 
other side of the coin: the hypothesis that private property and markets 
have a corrupting effect. That theory, perhaps too strongly influenced 
by observations of certain sectors of the market system, such as per-
ceived excesses in the financial and insurance industries, also seems 
far-fetched. The anonymity of the market, in particular, prevents an 
overstretching of the limited capacities individuals have for cultivating 
meaningful interpersonal relations. The clearly defined responsibilities 
associated with private property might even foster some of the more de-
sirable aspects of the human character, such as the ability to take re-
sponsibility for oneself. And intense market competition often produces 
a welcome disciplining effect, as potential fraudsters are aware that 
being found out as a liar will mean no one will want to do business with 
them. Honest people, by contrast, profit when they are able to earn the 
trust of other market participants, because it opens up more business 
opportunities.

To sum up, we can do no more than cautiously speculate about the 
alterations in human character that might result from systemic changes 
to the economy. Any claim about the superiority of a particular eco-
nomic system that is based solely on its posited implications for human 
character is therefore not very convincing. To be on the safe side, it is 
wise always to proceed on the assumption that alternative economic 
systems—at least to begin with—must function with human beings as 
they are today. And this is what I shall do from here on, unless other
wise stated.
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S P A T I A L  P L A N N I N G  O N  A N  I S L A N D  

T H A T  L I E S  N O W H E R E

Let us return to Thomas More. In his description of Utopia, he places 
great emphasis on spatial planning within the polity. The idea that spa-
tial and social order should harmonize was widespread in Renaissance 
culture, and it continues to inspire architects and urban planners to the 
present day. It therefore seems appropriate to provide a short descrip-
tion of the physical landscape of this island before embarking on the 
actual discussion of its political and economic system.

If we were traveling by plane, we could easily identify Utopia due to 
its peculiar shape, that of a crescent moon. At its broadest part—the 
middle—the island measures some two hundred miles across. More 
than twelve million people live on it, distributed across fifty-four almost 
identical cities all roughly equidistant from each other.

Such geometrical regularities characterize not only the network of 
settlements on the island but also the spatial arrangement of the cities. 
On Utopia, the spatial organization is the same in each of them. They 
are divided into four sections of equal size, with about sixty thousand 
inhabitants living in each section. A large square can be found at the 
center of each section. This square is a space for social interaction, and 
also of central importance for the workings of the economy, because it 
serves the purpose of collecting and distributing all newly produced ar-
ticles of daily use.

The urban population lives in elegant, three-story, terraced houses. 
Each house faces the street at the front and has a garden at the back that 
is clearly visible from the next street. A traveler would be amazed at the 
wonderful sight afforded by the Utopians’ gardens. Their condition of 
being so well kept is owed to a spirit of competition, with each street’s 
residents vying with others to have the most beautiful gardens.

Each house in the city is occupied by just one family, but it is a large 
family. As a rule, it consists of about forty individuals, of which be-
tween ten and sixteen are adults. The large proportion of children re-
minds us of the fact that childhood mortality was extremely high in 
More’s times. The people who live together in a house need not be re-
lated in the strictest sense, as there are forms of adoption, which we 
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shall examine later. The family is a community permanently living to-
gether, and it plays a central economic role in Utopia. Each family is 
headed by a father and a mother of the house; they are responsible for 
it, and represent it to the outside world. The father and mother of a house 
are usually each the oldest member of their sex living in the house.

The doors of the houses are designed so that they cannot be locked. 
The inhabitants allow anyone to enter, as the Utopians do not have pri-
vate property and the houses themselves are also common property. The 
families are allocated their houses by lot, and every ten years houses are 
redistributed by families’ drawing lots again.

C O L L E C T I V E  D E C I S I O N - M A K I N G

Most political decisions in Utopia are made through a system of indi-
rect democracy within a federal structure. The system works from the 
bottom up. Every city is divided into four quarters as equal in size as 
possible. Within each quarter, subgroups are determined made up of 
thirty neighboring families—thus each subgroup consists of roughly 
1,200 individuals, of which more than half are children. Every year, each 
subgroup elects a representative, called a philarch. Given a population 
of 240,000 inhabitants per city, this adds up to two hundred represen-
tatives for each city. These philarchs perform various public functions. 
In particular, they elect the prince of the city, who corresponds to a 
modern mayor. The right to nominate candidates in this election lies 
with the people, with each of the city’s sections electing one candidate. 
Out of these four, the prince is then determined in a secret ballot at an 
assembly of the philarchs.

A prince is elected for life, unless there is a suspicion that he is seeking 
to enslave the people in some way, in which case he can be removed 
from office. The elections that determine the prince of a city are therefore 
taken very seriously by the Utopians—they are not repeated every four 
or five years. Another consequence of this rule is that the office holder 
is not tempted to act in a shortsighted way, with the date of the next 
election in mind. Lifelong office also means that lucrative jobs after the 
office holder’s period in office, such as becoming the head of a large 
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foreign bank, for instance, are not in the cards. This rules out one of the 
routes through which financially powerful enterprises and associations 
can purchase political influence.

In every city on Utopia, public matters are discussed every three days 
by the prince together with twenty archphilarchs. The latter represent 
the philarchs, and while their term of office is just one year, they are 
rarely replaced. Apart from that, every city has a senate, which delib-
erates over collective concerns and passes resolutions. It consists of 
philarchs who serve in rotation. There are also people’s assemblies at 
which certain public matters are discussed. Every year, each of the fifty-
four cities sends three experienced citizens as representatives to the 
island’s supreme council. The council’s seat is the capital of Utopia, 
Amaurot.

T H E  E C O N O M I C  S Y S T E M

The economic system of Utopia does not know the central institu-
tions of capitalism—private property and markets—because it is a 
system of common ownership. Within our system, private property 
and markets serve the purpose of resolving the twin problems of 
cooperation and allocation. Private property motivates people to pro-
duce, exchange, and be cautious in their consumption. Markets coor-
dinate the economic decisions of households and enterprises. If a 
polity abandons these institutions, it will need others to perform the 
same functions.

More explains only how economic cooperation comes about on 
Utopia. In this context, he needs to argue against the belief that private 
property is necessary to instill economic reason in people, a belief that 
was as widely held then as it is now. The common view of the matter is 
that whoever has no personal reason for earning a living will not make 
any effort, and in the long term will become lazy; whoever does not need 
to pay for what he consumes will become wasteful. If everything be-
longs to all, where should appropriate incentives regarding work and 
consumption come from?



Utopia       A n d  C ommon      O w ners    h ip     41

A G R I C U L T U R A L  P R O D U C T I O N

Two areas of industry are responsible for most of the production on 
Utopia: agriculture and the crafts. The agricultural labor performed by 
the Utopians is done as a citizen’s duty. Around every city there is 
arable land assigned to the city for agricultural production. The rural 
population lives on farms of about forty people each. This is not a per-
manent peasant population, however, because agricultural labor is or
ganized on a principle of rotation. Every citizen, at some point or other 
in life, is sent to the country and must work on a farm for two years. 
Those who take a liking to farm work may stay on longer. More’s rea-
soning behind this arrangement is that agricultural work is not inter
esting enough to attract enough volunteers, and therefore a citizen’s 
duty based on legal compulsion is required.

This arrangement resembles military service or other nonmilitary 
kinds of national service in some modern societies, and can be under-
stood as forming a part of a social contract. The Utopian citizen’s duty 
concerns agriculture because this was the foundation of a nation’s 
economy in More’s time. In a Utopia of today, such a duty would perhaps 
be introduced for other areas and jobs that are at present indispensable 
yet do not attract enough volunteers.

In contrast to houses in the city, the farmhouses are often inhab-
ited by two families at the same time. First, one half of family B 
moves from the city to the countryside, where they live for one year 
with half of family A, who have already been there for a year. At the end 
of the year, the members of family A return to the city, and the second 
half of family B moves in. After another year, the first half of family B 
returns to the city and is replaced with twenty members of family C, 
and so on. This makes sure that new arrivals are not left to their own 
devices, but are surrounded by people who have already worked the 
land for a year and can instruct them in the necessary skills. In this 
way, the rotation in the performance of agricultural tasks can take 
place with minimal training costs.

Agricultural production is organized by the philarchs of the 
farmers—that is, of those families currently living in the countryside—
in agreement with the urban authorities. The city provides to the farmers 
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free of charge everything they need that cannot be produced in the 
countryside, such as some consumer goods and tools for agricultural 
production. In the harvest season, the requisite number of harvest helpers 
are sent to the country. The farmers retain that part of the harvest they 
need for subsistence and agricultural production, and pass the rest on 
to the city.

T H E  C R A F T S

The other important economic sector for Utopia is craft production. 
Each citizen learns a craft and practices it. The choice of craft is freely 
made, but usually citizens learn their fathers’ crafts. Anyone choosing 
another occupation must leave their house and be adopted by another 
family whose members practice that desired craft. Each family living 
together in one house therefore specializes in just one craft, and its 
members comprise an independent enterprise. The family is thus the 
fundamental unit of Utopia’s production system.

The altruism intrinsic to families simplifies the running of the pro-
duction process and hence becomes beneficial to the entire economy. 
Every inhabitant of Utopia must be embedded within a family to enjoy 
all political and economic rights and fulfill all political and economic 
duties.

Utopians are given fairly light workloads, to grant them sufficient 
free time for education, the arts, hobbies, and social life. Craftsmen 
work six hours per day—three in the morning and three in the after
noon. This is sufficient for covering all of society’s needs for consumer 
goods, because there are no unproductive aristocrats or royal courts 
that have to be maintained, and also because all women also practice a 
craft.

The two periods of work are separated by a generous lunch break, 
long enough for a meal and two hours of rest. Usually, the meals are 
taken together. Each philarch, representing thirty families, has a hall at 
his disposal where his families may eat. This is also where dinner takes 
place, accompanied by music. Each hall has a chef who is responsible 
for overseeing food preparation. Utopians are also allowed to cook and 
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eat at home but, given the delicious food on offer at the hall, doing so is 
rarely their preference.

Not all inhabitants of a city who are fit for work have to be craftsmen 
or cooks. In every city, nearly five hundred people are exempt from the 
duty to work and take up tasks in research, religion, or politics. These 
people form the ranks of learned men. Individuals join these ranks 
having been recommended by priests, and subsequently elected by the 
philarchs in a secret ballot. As long as a learned man is successful, he is 
freed from manual labor. If he fails to live up to the hopes that were 
placed in him, he is relegated to the rank of craftsman.

The ambassadors, priests, archphilarchs, and prince are usually se-
lected from the ranks of the learned men. The priests, it should be noted, 
may belong to any of several religions, and the temples are shared by all 
religions. There is freedom of religion in Utopia, and the priests are 
elected by the people. Their task is first and foremost to teach the children. 
They are allowed to marry and start families. Women are equally able to 
join the priesthood, and they are neither advantaged nor disadvantaged 
in the selection process.

U N P L E A S A N T  W O R K

Unfortunately, there are some types of work that are indispensable for 
the satisfaction of important social needs that carry with them signifi-
cant physical or psychological dangers. The citizens of Utopia are not 
expected to engage in such activities. As examples, More mentions the 
slaughtering of animals (which gradually blunts that most human of all 
feelings, empathy), and the cleaning of the communal dining halls. On 
Utopia, such activities are carried out by slaves.

Of course, Utopian slaves are not private property; they perform ser
vices for all. Nevertheless, some readers may be surprised about their 
presence in a text purporting to depict a humanist utopia. Where do 
the slaves come from?

More mentions three foreign sources and one domestic source for the 
slaves. First, prisoners of war are made slaves if they come from a state 
that launched a military attack on Utopia. Second, if necessary, Utopia 
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acquires slaves from abroad by cheaply buying convicts who have been 
sentenced to death in their countries. Third, some foreigners voluntarily 
apply to become slaves; life as a Utopian slave is preferable to life in their 
home country. Finally, citizens of Utopia may themselves be consigned 
to slavery if they have committed serious misdeeds. This form of pun-
ishment is also important for the economic system because it represents 
the maximum penalty for those who do not abide by the rules of the 
system of common ownership.

These various types of slaves are treated in different ways. The for-
eign slaves who come voluntarily, for instance, are treated almost iden-
tically to normal citizens, and are allowed to return to their home 
countries at any time. By contrast, enslaved Utopians who have com-
mitted misdeeds are treated harshly. Despite having been educated 
according to the high moral standards of their country, they chose to 
betray them.

The presence of slaves shows how alien the idea of technological de-
velopment was to More. If he had made the acquaintance of his con
temporary, Leonardo da Vinci, he might have seen the opportunity to 
have machines instead of slaves relieve the burdens of unpleasant work. 
But without slavery he would also have had to think of a different pun-
ishment for those who do not abide by the rules of the system of common 
ownership. We will return to this point later, because the threat of pun-
ishment is closely related to the problem of cooperation.

D I S T R I B U T I O N  O F  G O O D S

How do goods pass from Utopia’s producers to its consumers? The 
mechanism is very simple. Each family produces a particular kind of 
goods and brings them to public warehouses at the center of their 
quarter of the city. There, all goods produced by craftsmen and food-
stuffs delivered from the surrounding countryside are gathered together. 
From these large warehouses the families of the quarter take what they 
need. But only the fathers of the houses may freely enter the warehouses; 
they check the supplies in the warehouse and take home what their fam-
ilies need—no more and no less.
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If one of the island’s cities has a certain good in abundance that is 
scarce in another city, then it passes that stock on to the other city as a 
gift. All in all, Utopia produces more than its inhabitants consume, in-
dicating a high level of prosperity. The surplus is exported and ex-
changed for gold, silver, and iron. Iron needs to be imported because 
there is no ore on Utopia. Gold and silver are amassed by the state 
because of their usefulness in foreign affairs, particularly for bribing 
foreign enemies and recruiting foreign mercenaries during war. Uto-
pians despise war as something altogether brutish. To avoid foreign at-
tacks, they diligently train themselves in military discipline and pursue 
a sophisticated foreign policy.

U T O P I A  A N D  T H E  P R O B L E M  O F  C O O P E R A T I O N

No unemployment, a high level of prosperity that is equally distributed, 
universal and lively social participation, and genuine political freedom—
these are impressive achievements, at least if we ignore the existence of 
slavery. More named the island “Nowhere,” not “No way,” indicating 
that he probably considered the design of Utopia’s institutions more 
than mere indulgence in fantasy. Could Utopia’s economic system 
actually have worked in the way he described it?

As we’ve noted, for an economic system to function properly, it must 
pass the cooperation test. It must have rules that guarantee that indi-
viduals are prepared to take part in the production process, and its rules 
must encourage individuals to limit their consumption in accordance 
with the constraints of the overall economy. To what extent can Uto-
pia’s economic system—common ownership without private property 
and without markets—fulfill these fundamental requirements?

We know, of course, how capitalism brings about cooperation in the 
activities of production. Cooperative behavior, for most of the people who 
have lived under capitalism so far, is encouraged by a very simple and 
brutal rule: “He who does not work, does not eat.” By this rule, the 
majority of people fit to work are forced by the institutions of capitalism 
to participate in the social process of production. Those who do not 
abide by it, and who rather help themselves to the private property of 
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others without the owners’ consent, are pursued by the police and live 
more or less on the margins of society. Such individuals are called 
thieves.

Under capitalism, individuals sell their labor power for a wage and 
then use those earnings to buy what is needed for their and their de-
pendents’ subsistence. The Utopian system, by contrast, grants the 
working individual—or, more precisely, the male head of the working 
household—direct access to the needed goods. Under capitalism, those 
who refuse to work will starve because they have no money. On Utopia, 
nonworkers also have to reckon with harsh consequences: they are 
persecuted by the state and may face enslavement. Thus, both economic 
systems feature strong incentives to take part in the production 
process.

Nevertheless, to be economically meaningful, incentives must do 
more than ensure that people merely turn up at their workplaces physi-
cally. While that might allow them to say in a formal sense that they 
participate in the production process, any genuine solution to the co-
operation problem must bring about their active participation. This is 
why Marx emphasized that, under capitalism, what is sold is not 
labor but labor power. For a certain period of time—say, forty hours 
per week—employees place their labor power at the disposal of an em-
ployer, but this alone does not solve the cooperation problem. There is 
still a need to ensure that the employed laborer actively engages in the 
work to be done, and delivers actual labor of a quantity and quality that 
satisfies the demands of production. Utopia, with its system of common 
ownership, has the same challenge. To pass the cooperation test, its rules 
must make sure that those fit to work actually do so to the best of their 
abilities.

I N C E N T I V E S  T O  W O R K  U N D E R  C A P I T A L I S M

Under capitalism, firms use a broad range of methods to encourage 
their employees to put in the desired effort. Some methods we might 
characterize as providing psychological inducements and rewards. 
Large-scale firms, for instance, often try to make affiliation with their 
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enterprise central to workers’ sense of identity. Small-business owners 
trying to motivate good work often attempt to cultivate esprit de corps 
among their employees, and to build personal bonds with them. Other 
methods provide more material incentives and disincentives, using 
classic carrots and sticks like pay raises and threats of job loss to influ-
ence behavior. Of these two broad categories, the latter methods are far 
less available in a system of common ownership like Utopia’s. Let us 
therefore consider their significance in more detail.

The decisive stick wielded by capitalism is the threat of dismissal in 
cases where an employee’s performance falls below an employer’s ex-
pectations. This threat, however, performs its “educational” purpose 
only if there is a meaningful level of unemployment in the economy. 
If a dismissed employee can immediately find another comparable 
job, dismissal entails no real penalty. Further, it is necessary that the 
employers observe the employees closely enough to establish with 
sufficient certainty if a particular employee is really slacking off. 
Whether this criterion is fulfilled depends on the nature of the job 
and the extent of the employee’s underperformance. In some labor 
relations, the threat of dismissal plays only a subordinate role, because 
there are many uncertainties involved and employers do not want to 
risk committing the error of mistakenly dismissing good employees. 
In countries such as Germany, the force of this threat is also limited 
by the existence of laws providing legal protection against unfair 
dismissal.

There may be several reasons for an employer’s lack of information 
regarding the actual performance of an employee. Usually it is hard to 
measure the employee’s actual input into the production process, espe-
cially in such a way as would suffice as evidence for lawful dismissal in 
front of a labor court. More often than not, employers gain insight into 
the actual participation of employees only by observing outputs of the 
production process—that is, the amount of goods produced or services 
performed. Just measuring the results of a production process, how-
ever, doesn’t mean that accurate information has been obtained about 
the effort put in by an employee. First, if there are multiple employees 
involved in the same production process it is difficult to tease out their 
individual contributions. Second, productivity measurement is subject 
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to error at the best of times, and often key aspects of production output 
simply cannot be measured at a reasonable cost. This applies not only 
to the quality of the product, but also to the wear and tear to the ma-
chinery and other tools caused by the employee. Third, many accidental 
factors, which are independent of the employee’s efforts, and which 
cannot be precisely established by the employer, can also influence pro-
duction output.

In the case of tasks that are relatively easy for the employer to mon-
itor and that offer the employee little room for maneuver, the threat of 
dismissal often suffices as a disciplining measure. Nevertheless, a cer-
tain room for maneuver always exists. Even work at an assembly line, 
or a harvest, can be performed with varying degrees of care without 
the employee’s needing to be afraid of immediately being fired. In the 
case of tasks that are more difficult to monitor and that offer the em-
ployee greater room for maneuver, the threat of dismissal clearly is not 
enough. Employers therefore use the positive incentive of higher remu-
neration in the form of bonuses, salary increases, and promotions 
within the hierarchy of the enterprise, all of which are predicated on 
perceived increases in performance.

Thus, linking the remuneration of employees to their measured 
performance is a central instrument used by capitalists to create the 
desired incentives within the production process and thus to solve 
the cooperation problem. It is an effective but by no means perfect 
instrument, as it has certain deficiencies even when looked at from 
the narrow perspective of whether it promotes efficiency. In partic
ular, it forces employees to bear an income risk that could better be 
borne by the employer. If you think about it, making wages depen-
dent on production results allows unpredictable factors and errors of 
measurement to have important effects on an employee’s income. 
That introduces a level of uncertainty which puts a strain on the em-
ployee. And therefore, the income risk ends up raising the labor costs 
of the enterprise, because the employee has to be compensated for 
taking this risk. Under capitalism, the degree to which remuneration 
is tied to performance is thus a balancing act between two effects: the 
desirable creation of incentives, and the undesirable shifting of risk to 
employees.
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T H E  L I M I T E D  I M P A C T  O F  A  D U T Y  T O  W O R K

Returning to Utopia, there is no possibility of its institutions solving the 
problem of cooperation using threats of dismissal or performance-
related pay systems, because there people know of neither unemploy-
ment nor money. Instead they rely on an official duty to work—a law 
demanding that all those fit to work must conscientiously practice their 
occupations. Local authorities—the fathers of the houses and philarchs—
make sure that this rule is being followed. Any violation represents an 
abuse of the system of common ownership and is punished by the state, 
with the city’s senate deciding on the severity of the sentence. As pri-
vate property does not exist, a financial penalty is not an option. The 
worst sentence that may be handed down is being made a slave.

Thus, Utopia solves the cooperation problem through a system of 
control that makes use of the local embeddedness of its citizens’ lives. 
Every person does their work in the context of a large family, and each 
family is closely connected with its neighboring families through social 
and political institutions. Each group of thirty families elects its own 
representative, the philarch, who is at the same time one of them and 
the bearer of an office—that is, a representative of the general system of 
common ownership. He also acts as the inspector of families’ houses as 
places of artisan production, and is responsible for ensuring that fami-
lies make sufficient contributions to overall production. Thus, a philarch 
inspects thirty small-scale enterprises comprising a total workforce of 
about four hundred adults. On a given day, he might visit one enterprise 
in the morning and another in the afternoon, in which case it would 
take him fifteen working days to inspect all of the enterprises in his 
jurisdiction. If he finds that the duty to work is being neglected, he no-
tifies the police and the judiciary springs into action. Among the Uto-
pians, this threat replaces the capitalist threat of dismissal. The problem 
of cooperation is further addressed by social pressures to work and so-
cial disdain for freeloaders.

Whether these sticks are enough for Utopia to pass the cooperation 
test is not immediately clear. A skeptic might object that, at best, Uto-
pia’s institutions are able to solve the cooperation problem only to the 
extent that blatant violations of the work ethos would be avoided, but 
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that they could not raise the level of performance beyond that. As a re-
sult, Utopia’s warehouses would be mostly empty. In the view of such a 
critic, Utopia would fail the cooperation test. This is what the skeptic 
would say:

For a philarch to be able to detect violations, it must first be 
determined what constitutes a violation; there must be require-
ments to be fulfilled by the producers. The authorities might, for 
instance, determine minimum quantities to be produced, de-
pending on the type of craft and the size of the enterprise.

If these minimum quantities are set too low, however, a sub-
stantial amount of productive capacity will remain unused. If 
they are set too high, taking average values from the past as a 
guide, it will be difficult to guarantee that the requirements are 
being adhered to, because if a lower quantity is produced, that 
does not automatically mean that the family who produced it 
was lazy. Various accidental factors, such as illness of a family 
member, could have negatively affected the result. Thus, to 
avoid injustices, the norms for production would need to be 
fairly modest—that is, close to the lower limit of what can rea-
sonably be expected.

In any case, such a system would lack any incentives for the 
producers to raise their performance above the fixed minimum 
level and to realize their full potential. Penalties may keep per
formance from falling below a certain norm, but they offer no 
upside productivity boosts; for that, one would need “negative 
penalties” that depend on actual output. This is exactly what 
bonuses and promotions achieve within the capitalist system. 
Money as a universal medium of reward allows for finely graded 
remuneration that depends on actual performance, and also al-
lows for the flexible adaptation of incentives to changing cir-
cumstances. Neither is possible in the Utopian system, given its 
lack of a monetary economy.

It is also questionable whether the philarchs themselves 
would be sufficiently motivated to control their craftsmen. They 
have only very weak incentives to do so, and may even have 
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some disincentives. Reporting idlers will no doubt cost them 
some votes when they stand for reelection. Therefore some au-
thority would be needed to monitor, at the level of the quarter 
of the city, whether the aggregate production of the families 
working under the supervision of a particular philarch equaled 
the required minimum. But again, for the same reasons men-
tioned above, such an authority would be limited in its impact; 
at best it could compel philarchs to exercise a minimum of 
control. The best one might expect, then, is that the Utopians 
keep to comparatively low labor productivity norms without 
making full use of their capacity for production.

The story grows still worse when we recognize that these 
weak incentives on the side of production correspond to strong 
incentives on the side of consumption. Under capitalism, dis-
posable income levels limit the claims to consumption, and 
market incomes establish a relatively close connection between 
an individual’s contribution to the creation of social wealth and 
the consumption possibilities that individual receives from so-
ciety. For Utopians, such a connection does not exist, because 
every family may take from the public warehouses whatever it 
needs—independent of the contribution the family has made. 
Why would the father of a family not take the greatest amount 
of consumption goods he can possibly carry, or the rarest goods 
of the highest quality?

C O O P E R A T I O N  I N  T H E  S I X T E E N T H  C E N T U R Y

The results that a particular economic system can yield depend not only 
on its fundamental rules, but also on the general conditions under which 
it operates, and especially its level of technological development. The 
common ownership conceived by More might well have worked under 
the technological conditions of his time, at least in the sense that those 
living in such an economic system would have been sufficiently motivated 
to act in an economically reasonable manner—that is, at least well enough 
to solve the cooperation problem. This seems possible for three reasons.
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First, it is safe to assume that the craftsmen on Utopia enjoy working. 
Where workers hold positive attitudes towards their work, their strong 
intrinsic motivation can make additional incentives superfluous. On 
Utopia, we may expect to see people taking that high level of profes-
sional pride and general pleasure in their work, because they choose 
their occupations precisely according to these criteria. They practice a 
particular craft because they like it, often following a family tradition, 
and not because they want to earn as much money as possible. Extrinsic 
incentives for work should also be unnecessary because the working 
hours are so short. Laboring just six hours per day probably means 
ending one’s workday before boredom, stress, and weariness set in. With 
such short hours, work is rarely experienced as a heavy burden—
especially if, as on Utopia, the occupation is freely chosen, the working 
hours are comfortably arranged, and work takes place in pleasant com
pany within one’s own house. Imagine no need to commute.

Free occupational choice raises the question, of course, of how Utopia 
manages to fill all jobs adequately. In the absence of a labor market, how 
does it attract enough takers for work that is relatively unattractive, but 
not unattractive enough to be consigned to slaves? It is a good question, 
but because it relates to the economic problem of allocation it can be left 
to a later chapter. Here, let us just point out that in comparison to today, 
the economy of More’s times was far less complex, and much less infor-
mation would have been needed to solve the allocation problem.

Second, Utopia would appear to be a place that offers few alternatives 
for spending one’s time. We are told that there are no pubs or clubs on 
Utopia. As the cities are to a large extent identical, we can guess that 
tourism plays only a minor role. Even if it held some attraction, trav-
eling requires permission and is subject to strict rules. And in More’s 
time, there are, of course, no electronic devices on which to play games, 
chat, and surf the Internet. Given these conditions, we can easily imagine 
that work is not considered a bitter necessity, but rather a welcome and 
popular pastime—and the temptation to shirk is weak.

Third, there is little reason to consume more than one’s share on 
Utopia. On their visits to warehouses, consumers find no luxury goods 
to covet. To the contrary, luxury is ridiculed on Utopia. Gold and silver 
are used for making chamber pots and for the rings and chains that 
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must be worn by criminals as punishment. Out of the pearls and dia-
monds they occasionally collect, the Utopians make toy jewelry for 
small children. Just as nowadays girls stop playing with their dolls when 
they grow up (showing that they are no longer children), the older youth 
of Utopia move on from their pearl and diamond playthings. The gar-
ments of the Utopians, which families produce for themselves, are very 
simple and are everywhere much the same. Products in the warehouses 
of the Utopian cities are also very limited in their variety.

These three factors set crucial limits to the temptations individuals 
might have to exploit the system of common ownership. The fact that 
every worker has strong local attachments also creates social pressure 
not to behave selfishly. Pressure, too, comes from that ultimate threat 
faced by shirkers—the prospect of being made slaves. All this taken 
together suggests that the economic system of Utopia was indeed a 
practicable alternative to the early capitalism of the sixteenth century, 
regardless of what More himself thought about this question.

This conclusion is of little help to a critic of modern capitalism, how-
ever, because the factors mentioned above that speak in favor of Uto-
pia’s economic viability would be highly problematic as elements of an 
alternative economic system today.

One problem is that, if the dominant factor in every worker’s choice 
of profession is their sheer love of that line of work, there is great poten-
tial for an inefficient division of labor. And given the current level of 
technological development, a division of labor that is at least halfway 
efficient is a necessary condition for achieving prosperity.

There is another problem, too. To arrive at similar levels of restriction 
regarding people’s alternative uses of leisure time, and regarding the 
goods and services available for consumption, would require a drastic 
narrowing of the range of potential human activities and thus of the 
freedom and development of individuals. Such restrictions might have 
been acceptable in an economy based on the technological conditions 
of the Renaissance—at a time when only a small minority had experi-
enced anything like a profligate life. But now we are considering a 
hypothetical system of common ownership in the twenty-first century. 
What people today would accept a substantial renunciation of their 
accustomed leisure activities or consumption? Even politicians of green 
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parties seem unable to give up the conveniences of a bourgeois lifestyle. 
No system of common ownership in the twenty-first century would get 
far trying to artificially limit how people’s free time could be spent or 
cull the diverse delights of the consumer world. But if these were all left 
in place, then the temptations for individuals to abuse common owner
ship for their personal interests would be great.

I S  C O M M O N  O W N E R S H I P  C O N C E I V A B L E  I N  

T H E  T W E N T Y - F I R S T  C E N T U R Y ?

Let us now move to a level of abstraction from the particular rules of 
Utopia and consider what they might suggest for a comprehensive 
system of common ownership that we might wish for ourselves today. 
In this system, which might hypothetically spread over just one country, 
a whole continent, or the whole world, the norms for labor and claims 
to goods and services could be decided democratically. Work norms 
would establish how long and with what intensity an individual must 
work. These norms would not be uniform. To be just, work norms would 
need to vary depending on profession, industrial sector, and place, as 
well as on the worker’s age and health. The consumption norms would 
be equally differentiated. They would determine the final use of mate-
rial goods and immaterial services depending on relevant household 
characteristics.

The work norms should bring about an efficient use of a society’s 
labor capacity. The norms for consumption should ensure a balanced 
consumption structure that takes the needs of all individuals into ac-
count. The two types of norms should be consistent with each other, as 
a population cannot consume more than it produces. All norms should 
be designed so that such a balance is achieved for any good and any ser
vice. When the technological conditions or demographic structures 
change, the norms should be adapted accordingly to make sure that 
they always achieve an overall economic balance.

Let us assume that such just and efficient norms for labor and con-
sumption have been established in a democratic decision-making pro
cess, so that our society-wide system of common ownership would 
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produce general prosperity, if only all individuals would adhere to them. 
In that case, the economic viability of our system of common ownership 
would depend solely on individuals’ willingness to cooperate—that is, to 
abide by those norms. In theory, this willingness could be enforced 
through legal requirements and the police. But, as we saw in the case of 
Utopia, these are not suited to motivate individuals to engage in highly 
productive labor and cautious consumption. Legal requirements and 
police may at best guarantee that cooperation does not fall below a min-
imum level. This, however, would not be enough to create an attractive 
alternative to capitalism, because a low level of cooperation ultimately 
means a low level of prosperity.

There are more attractive means available, however, than legal re-
quirements and the police for upholding demanding norms for labor 
and consumption in a society-wide system of common ownership. Two 
mechanisms in particular are worth considering. First, motivation to 
cooperate may come from social norms, so that members of the system 
act on the expectation of general reciprocity. They cooperate because 
they want to maintain the cooperation of all others. Second, coopera-
tive actions could spring from an internal sense of values. Individuals 
have a deep sense of what is right, and are able to hold a high opinion of 
themselves when they adhere to it. Rather than give that up, they might 
reject temptations to take advantage of the system of common owner
ship for their own purposes.

What are the conditions under which such mechanisms could solve 
the problem of cooperation in a society-wide system of common owner
ship? The following chapter attempts to answer this question.
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C O O P E R A T I O N ,  R A T I O N A L I T Y ,  V A L U E S

We are in the year 2050. Few people remember the bleak days of 
capitalism. For a long time now, everything has belonged to everyone. 
Money, markets, and profit-hungry corporations no longer exist. De-
manding norms for labor and consumption have been democratically 
established; they apply to all of the planet’s inhabitants and are volun-
tarily adhered to by everyone. Although no one is forced to do so, 
everyone works to the best of their abilities for the common good, and 
everyone voluntarily limits their consumption in such a way that all can 
satisfy their needs to the same degree.

Is this an altogether unrealistic scenario?
This chapter aims to provide some deeper insights into the mecha-

nisms that could solve the problem of cooperation among the members 
of a free, society-wide system of common ownership. In contrast to the 
prior two chapters, this argument will not be based on a particular text, 
but will consider the fundamental factors that determine whether an 
economy organized in this way could work or not. Thus, the question 
to be answered is: What are the conditions under which the members 
of an economy based on common ownership would put in the neces-
sary effort, despite not being paid for it and not being subject to any sort 
of police compulsion? These conditions will turn out to be less restric-
tive than one might think.

If the economy of a whole nation functioned as a free system 
of  common ownership, then it would be a bit as though it were 
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Christmas every day. Every day, the members of the community 
would freely give their labor and would be presented with goods that 
others have produced with their labor. Christmas works even with 
people who have been socialized under capitalism: Every year, almost 
everyone gives one or more gifts, even though no one is forced to. It 
probably happens more frequently that someone picks the wrong 
present (a case of misallocation) than that someone of whom a present 
is expected neglects to give one (indicating a lack of cooperation).

This analogy with Christmas is apt because common ownership can 
only work if the willingness to give gifts becomes a fundamental atti-
tude among its producers and consumers. The question then becomes: 
Under what conditions does such an attitude develop?

A person giving a gift to another person might be doing so for any 
number of reasons. We can divide these reasons into three categories. 
First, a gift may come straight from the heart: the giver is interested 
in the well-being of the recipient and truly wishes to make that person 
happy. In this case, the gift arises out of love, friendship, or sympathy 
for the other person. Second, a gift can be given for strategic reasons; 
the giver expects it to produce some advantageous reaction. The ex-
pectation might be that the recipient will reciprocate with a valuable 
gift in the future, or even that others will reward the giver’s observed 
act of generosity. Third, a person may bestow a gift out of a sense of 
moral duty; not to act in this way would leave him or her feeling 
guilty.

In a system of common ownership, the requisite cooperative be
havior might in principle be driven by these three types of motivation. 
Individuals would contribute labor to the community in that case because 
they loved its members, or expected individual advantages in return, or 
felt morally obliged to do so—and perhaps all three reasons would 
factor into their behavior. Rather than assume that all these motiva-
tions would be active at the same time, however, it is useful to look at 
them one by one, and to examine their individual plausibility. After eval-
uating the limits of each of the motivations in isolation, we can take 
their interplay into account and try to ascertain their overall potential.
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C H A R I T Y :  G I V I N G  F R O M  T H E  H E A R T

Would it be possible to support cooperation within a society-wide 
system of common ownership solely with the power of charity? This 
would mean that every member of the community would be prepared 
to give simply out of the goodness of his or her heart: to share and to 
make sacrifices for others without in any way demanding things in 
return—that is, without making claims on any goods or services.

It is useful to distinguish between two forms of charity: concrete and 
abstract. Everyday life is full of examples of concrete charity. These are 
cases of a pronounced and permanent altruism shown toward concrete 
individuals, in particular toward family and friends, to whom our gifts 
are given. This does not concern only material gifts, but also the kind of 
personal attention that is shown to someone in difficulty.

Although this concrete form of charity is probably the most impor
tant source of human happiness, it could hardly amount to a solution to 
the cooperation problem in a society-wide system of common owner
ship. The reason is simple. In a technologically highly advanced and glo-
balized economy, few people know whom they actually make happy 
with the product of their labor—that is, to whom they would actually 
give their gifts.

Most people working in a complex economy with a pronounced di-
vision of labor would find it impossible to identify who exactly was 
using the products they produced. Some of these “recipients” of prod-
ucts would not yet even be born at the time the producer made the good 
they would one day use—think, for example, of highways and houses, 
which are used over many generations. Where it is not clear who the 
recipient of a gift is, the idea of charity toward known individuals does 
not enter into the equation, because its necessary object is missing. Thus, 
concrete charity cannot serve as the general motivating force for eco-
nomic behavior.

To sustain generous behavior, therefore, in our hypothetical system 
of common ownership in the twenty-first century, we would need ab-
stract charity. Producers and consumers would need to be inspired by a 
generalized love for mankind to make sacrifices for people they do not 
know.
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In theory, this is conceivable—and to be sure, most of the relief and 
charitable organizations that support people in need all over the world 
depend on this kind of charity. This shows that incipient forms of the 
sort of altruism we seek for our system of common ownership already 
exist in our current society. Yet, we must also admit that such altruism 
is not universally present and that it tends to be reserved for people in 
the most extreme need. It is hard to imagine that our abstract love for 
all inhabitants of the planet would prove so motivating that we would 
get up early every day to perform even the most tedious aspects of our 
work. We could probably think of several other things we would rather 
do. If the members of the community we are imagining are made of the 
same stuff as us, it is doubtful that their abstract charity would be suf-
ficient to solve the problem of cooperation.

Individuals who make sacrifices out of charity throughout their lives 
are usually considered saintly; they are seldom found on this earth. We 
should therefore not rely solely on charity to make sure that a global 
system of common ownership passes the cooperation test.

S O C I A L  N O R M S :  I  G I V E  S O  T H A T  Y O U  S H A L L  G I V E

As mentioned above, there are two further mechanisms that could solve 
the problem of cooperation in a system of common ownership: social 
norms and internalized values. The former work by engaging individuals’ 
desires to conform to social conventions; the latter guide individuals to 
act according to the ethical principles they personally embrace. Turning 
first to social norms, let’s consider how a society might cultivate a strong, 
broad expectation of mutual gift-giving or reciprocity.

I’ll scratch your back, if you’ll scratch mine: reciprocal behavior is an 
everyday occurrence. Friendliness is rewarded with friendliness. This 
helps to maintain cooperation among individuals without depending 
on money. Community groups, clubs, associations, and other initiatives 
in which we participate without expecting payment all function on this 
basis. Nevertheless, there are many cases in which cooperative behavior 
would be beneficial for all but does not occur. Just think of the trash left 
behind in public parks, or of the deteriorating public infrastructure in 
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some developing countries, where the users are charged with its upkeep 
in the absence of the state’s administration taking responsibility. Hence, 
there must be factors that favor the emergence of norms that demand 
cooperation, and other factors that obstruct their emergence. To iden-
tify these factors has always been one of the most important aims of the 
social sciences.

At first glance, social norms appear to be the results of habit and imi-
tation: People behave with decency because others do, and because this 
is how people behaved in the past. Habit and imitation no doubt bring 
about a certain inertia in social behavior. Nevertheless, there are many 
examples of norms being eroded and replaced by different ones, and so 
there must be something other than routine that is decisive in securing 
the persistence of social norms. This factor is the calculated advantage 
for the individual in following the norm; conversely, it is precisely when 
individual actors realize that it is better for them to violate a social norm 
that even long-standing norms begin to deteriorate. The first deviators 
may signal to the others that it might be advantageous for them to vio-
late the norm, too—and so it only takes a few individuals to throw so-
cial routines into question, to destroy norms, or even to prevent them 
from forming.

These reflections suggest a way of finding out which social norms will 
survive in the long run. Stable norms are rules for behavior that are 
obeyed even by those who rationally examine whether they would be 
better off if they followed a different pattern of behavior. Strategic 
thinkers examine not only the immediate consequences, but also the 
indirect consequences of their behavior. Thus, someone may consider 
that his or her violation of a social norm may lead other individuals to 
violate the norm, and that adhering to a norm may lead others also to 
adhere to it. Precisely such reasoned expectations regarding reciprocal 
behavior may sustain a norm of gift-giving in a system of common 
ownership.

Gifts between Egoists

Which conditions would lead rational individuals in a system of common 
ownership to spend their time and energy working for the community 
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on the basis of a social norm? Again, it is useful first to look at the effi-
cacy of such a norm without taking the other two possible motivations 
(altruistic inclinations and moral principles) into account. As a point of 
departure, let us imagine some hypothetical rational individuals who 
strive only for a high level of prosperity for themselves and whose actions 
are exclusively based on a purposive rationality.

The fundamental conclusions of recent research on this problem can 
be illustrated by means of a simple thought experiment. Let us consider 
the case of a system of common ownership that consists of just two fam-
ilies, the Smiths and the Greens. The Smiths live in the city, the Greens 
in the countryside. The Smiths practice a craft, the Greens, agriculture. 
Each family promises that it will bring anything it produces that ex-
ceeds its subsistence needs to a warehouse at the edge of the city at the 
end of a specific period—say one month—at which point the other 
family will be able to collect the excess production. In short, the fami-
lies promise to give gifts to each other. The Smiths give household items 
and tools, and the Greens give agricultural produce. If they put in the 
appropriate effort, each is capable of delivering the necessary goods to 
cover the other’s needs. But will they keep their promises? Will they 
pass the cooperation test?

Let us imagine, further, that the warehouse is divided in two, and 
that each section can be locked. Each family has the key to one of the 
sections and can deposit its products in it at any time. At the agreed 
time, the two families exchange the keys and each has free access to the 
goods provided by the other.

At the beginning of the time period, the Smiths and the Greens plan 
their productive activities. At that point, each of the families has two 
options. They can either intend to produce enough to cover the needs of 
the other family as well, or they can organize their production so that 
only their own subsistence is covered—an option that, of course, re-
quires less effort. Let us call the first option “cooperation” (C) and the 
second “shirking” (S). In the case of just two families, these two options 
result in four possible outcomes for our hypothetical system of common 
ownership.

In the first outcome (C, C), each of the families puts in the effort to 
produce for the other family and profits from the products delivered by 
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the other family. In this case, the system of common ownership has 
passed the cooperation test.

In the second outcome (S, S), neither of the families does anything 
for the other. Both lack necessities. The result is that the cooperation 
problem has not been solved; the system of common ownership has 
failed.

In the third outcome (C, S), the first family has made an effort for the 
second and has been exploited. Despite putting in serious efforts, the 
cooperating family lacks necessities. The cooperation problem has not 
been solved.

In the fourth outcome (S, C), the opposite of the previous situation 
happens. The first family has shirked work while the second has coop-
erated. Again, the cooperation problem of common ownership has not 
been solved.

In terms of the material well-being of the families, it is clear that the 
first family’s is highest in the fourth scenario (featuring low labor efforts, 
and high level of provision for itself) and lowest in the third scenario 
(featuring high labor efforts and a low level of consumption). Between 
these extremes are the scenarios of mutual cooperation and mutual 
shirking, with the well-being of the families being greater in the case of 
mutual cooperation than in the case of mutual shirking. Thus, from the 
perspective of the first family, the fourth outcome is the best, the first 
outcome is the second best, the second outcome is the third best, and the 
third outcome is the worst. An analogous ranking of preferences, only 
in reverse order with respect to outcomes 3 and 4, applies to the second 
family.

It is helpful to assign an index of well-being for each of the families 
to each of the outcomes, reflecting what they receive in each case. The 
payoff for each family in the advantageous case of their shirking and 
the other family’s cooperating (S, C) will be represented by the Greek 
letter α. Mutual cooperation (C, C) will yield β. Mutual shirking (S, S) 
will yield γ. And the worst payoff, where the family cooperates but 
the other family shirks (C, S), will be represented by the letter δ. The 
preference rankings for the families, then, can be expressed as a se-
ries of “greater thans”: α > β > γ > δ. Figure  1 sums up this thought 
experiment.
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Now, what happens if one of the families soberly examines whether 
it should adhere to the norm of cooperation? The answer is unambig-
uous. Regardless of what the other family chooses to do, it is always ad-
vantageous for the family to shirk—so, common ownership is doomed 
to fail. The Smiths, for instance, may think: “If the Greens put in extra 
effort for us (the left-hand column of the matrix), we receive a payoff of 
α if we choose to shirk, while we only receive β if we behave cooperatively. 
If, however, the Greens decide to shirk (the right-hand column), we re-
ceive γ if we also shirk, and only δ if we choose to cooperate. Regardless 
of what the Greens decide, we are always better off shirking, because 
we save ourselves the extra productive effort required to cover the 
Greens’ needs. Thus, we should only work for ourselves.”

Because the Greens reach the symmetric conclusion, no cooperation 
at all would take place in this system of common ownership. Both fam-
ilies would break their promises and the two sections of the warehouse 
would remain empty. Each family’s payoff is γ, even though the higher 
payoff β could have been achieved. Expressed in terms of our matrix, 

The Greens’ Well-Being

Greens 
cooperate

Greens 
shirk

Smiths 
cooperate

β α

Smiths 
shirk

δ γ

The Smiths’ Well-Being

Greens 
cooperate

Greens 
shirk

Smiths 
cooperate

β δ

Smiths 
shirk

α γ

Figure 1. ​ Payoffs to Two Families under Four Scenarios
The matrices show the various payoffs the Green and Smith families may receive 
depending on their behavior. The top right-hand quadrants show that the Greens 
receive the highest well-being result, α, if they cooperate while the Greens shirk, 
while the Smiths receive the lowest result, δ, under those conditions.
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the Smiths and Greens end up in the lower right-hand quadrant, al-
though they could have found themselves in the top left-hand one where 
both are better off.

This failure reflects the tension between individual and collective ra-
tionality that typifies situations referred to in game theory as prisoner’s 
dilemmas. Game theory is that part of applied mathematics that 
deals with the analysis of strategic interactions, and it is used by econo-
mists, political scientists, sociologists, and biologists researching the 
emergence of cooperation. The logical structure of the common owner
ship system we have been considering corresponds to the logical struc-
ture of the prisoner’s dilemma discussed in game theory. In a prisoner’s 
dilemma, no matter what the other player is doing, cooperation results 
in a lower payoff compared to a strategy of “defection” (the game theo-
rist’s term for refusal to cooperate). Cooperation is therefore not chosen 
as a strategy.

In game theory, those combinations of actions which result from 
the strategic interaction between rational players are called equilibria. 
In an equilibrium, none of the players has an incentive to change his 
course of action on his own. Nevertheless, an equilibrium may lead to 
a situation in which players as a group unanimously want to change 
their behavior collectively. When that happens, it shows that the equi-
librium is inefficient, as in the hypothetical system of common owner
ship described above. In that case, players as a group would like to 
achieve the greater efficiency of mutual cooperation, yet the equilib-
rium is established by the fact that, as individuals, they choose to shirk.

Repeated Games

So far, we have limited our thought experiment to a system of common 
ownership that exists only as a one-off interaction. This assumption ex-
cludes an essential aspect of reciprocity—namely, that it develops over 
time. People often want to reward the past social behavior of others, and 
often they want to earn a subsequent reward from others. Such consid-
erations are important incentives for cooperation at the workplace and 
in neighborhoods. To identify common ownership’s chances of survival, 
it is therefore necessary to expand our thought experiment.
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Instead of assuming that the system of common ownership formed 
by the Smiths and Greens has a lifespan of just one period of interac-
tion, we now assume that the interactions described above will be re-
peated for several such periods. Let’s assume, for example, that the 
system lasts a full year, and that the families exchange keys to the 
sections of the warehouse at the end of each month during that time. 
Thus, at the end of every month, each family collects goods for its own 
consumption that have been produced by the other family. For the fol-
lowing month, the sections for depositing the goods are swapped, and 
at the end of that month, the keys are again exchanged—and so on, 
until the end of the last month of the year.

Such repeated interactions create a threat of retaliation or “tit-for-tat” 
response that can complement the positive appeal of cooperation. To be 
more precise, each family can decide to trust the other initially, and 
therefore put in the extra effort for the other during the first period of 
time. But its behavior in subsequent periods of interaction will depend 
on what the other family does. If the other family reneges on the agree-
ment, cooperation will be ended.

The question is whether such a threat actually would motivate ra-
tional egoists to cooperate. As we have seen, to begin with, each family 
has an advantage if it does not put in the extra effort for the other, but 
the cessation of cooperation that would follow such shirking would 
leave the family worse off in the long run. Both families would there-
fore consider such a step carefully. The short-term exploitation of the 
other family’s trust raises a family’s well-being from β to α for the first 
month. But once retaliation sets in, that family’s well-being decreases 
from β to γ. Whether or not it pays for the family to cooperate thus de-
pends on the relative values of “α−β” and “β−γ” and the length of the 
period of retaliation. The longer the other family extends this period, 
the less it pays to cheat on them.

The incentive for cooperative behavior is strongest if both families 
threaten to end cooperation for good should they ever detect that they 
have been defrauded. This threat says: “If you cheat on me once, it is all 
over!” In game theory, such forms of behavior are called trigger 
strategies. A player who uses a trigger strategy begins with cooperation 
and continues to cooperate as long as he is not being cheated. The first 
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time he is exploited triggers him to shirk indefinitely. Obviously, if 
all players followed a trigger strategy, then we would always observe 
cooperation.

In a system of common ownership, could the adoption of trigger 
strategies be the result of rational reflection by members? If we assume 
that the actors involved are all aware of one another’s reflections, this, 
surprisingly, leads to a negative result. Even if the trigger strategies are 
publicly announced before the interactions begin, and even if α−β is 
much smaller than β−γ (meaning that cheating brings only minor 
gains, but is severely punished), the system of common ownership 
would not pass the cooperation test!

To understand the reason, think about the situation the families are 
in at the beginning of the last month of the proposed system. Suppose 
the interaction lasts from January to December. If, at the beginning of 
December, a family decides to work only to meet its own needs, it does 
not need to fear retaliation from the other family, because their interac-
tions will end on December 31. Thus, in December, neither of the fami-
lies has a reason to put in any effort for the other one. Of course, we 
might imagine they would suffer pangs of conscience for cheating 
people who had always cooperated with them. But we have decided to 
exclude such possibilities from our considerations for the moment, 
because we want to examine whether social norms could sustain coop-
erative behavior among individuals who are interested only in their own 
material well-being. If we assume this, it is clear that each of the fami-
lies would work only for itself in December, independent of what has 
happened in the previous months.

What does this mean for the decisions made in November? It turns 
out not to pay for the families to cooperate in November either. After 
all, if one of the families exerts in the extra effort in November, it will 
not be rewarded for it in December, as we have already established that 
both families will tend to only their own needs in the last month. Thus, 
the two families will cooperate neither in December nor in November. 
And, of course, the same consideration then applies to October, given 
that there is no chance of cooperation in November or December. And 
this line of reasoning proceeds until we are all the way back in January. 
Strange as it may seem, if families think ahead, they will rationally de-
cide to shirk in every month.
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A Never-Ending Story

There is something peculiar about the stylized common ownership we 
have looked at so far: it is temporally limited. The families know exactly 
when the last interaction will take place, and at that point it will be im-
possible to achieve any cooperation between the two families. This is the 
reason, ultimately, that cooperation fails. But how does this conclusion 
change if we assume that the system of common ownership stretches 
across innumerable generations, and is not subject to any explicit time 
limit?

Let us take another look at our hypothetical economy consisting of 
the Green and Smith families, but this time we will suppose that, with 
respect to planning their productive activity, each family confronts an 
infinite time horizon. This does not mean that the community lasts 
forever; inevitably, the interactions will have a final period. This pe-
riod, however, cannot be determined by the actors in advance. In other 
words, the system of common ownership exists for an indefinite period 
of time. Within this framework, the trigger strategies described above 
could constitute an equilibrium outcome.

We will assume that one of the families tells the other that it will be-
have reciprocally, with a trigger strategy. The latter family now reflects 
on what to do in light of this information. Is it rational for it also to 
adopt a trigger strategy? If there is no other strategy that is more advan-
tageous for the family, then, in game theorists’ terms, this constitutes a 
“best response” by the second family to the trigger strategy of the first 
family. If that is the case, then the trigger strategy is also the best re-
sponse for the first family to the trigger strategy adopted by the second 
family, because the decision-making problem it has to solve is identical. 
If strategies are the best responses to each other they form an equilib-
rium: none of the players has an incentive to deviate from his or her 
strategy, as long as the other player adheres to his or hers. If the trigger 
strategies of the two families produce an equilibrium and thus stabilize 
each other, there will be eternal cooperation even though the members 
of the families are all pure egoists.

Under certain conditions, trigger strategies produce an equilibrium. 
Let us assume the Green family uses a trigger strategy. If the Smith 
family responds with the same strategy, it will receive a payoff of β each 
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month. Alternatively, the Smiths may eventually deviate and exploit the 
Green family. This would give the Smith family a payoff of α for one 
month, but they will only receive this high payoff for the month in 
which they cheated, because thereafter retaliation will set in, and in all 
subsequent periods the Greens will only work for the satisfaction of 
their own needs. In all subsequent periods, the Smith family will only 
achieve a payoff of γ instead of β.

In the final analysis, whether it pays for a family to deviate from 
the trigger strategy depends on three factors. First, the temptation to 
cheat will grow if payoff α is large compared to payoff β. Second, the 
temptation will shrink if payoff β is large compared to payoff γ. Third, 
the temptation will weaken the more the families factor the future 
into their calculations. This last point is easy to explain. Cheating has 
negative consequences for the one who decides to cheat only if the system 
of common ownership continues to exist and the decider is interested 
in the level of future payoffs—perhaps because his or her children and 
grandchildren will live in this community in the future. The more likely 
it is that the interactions will continue, and the more pronounced the 
altruism toward one’s descendants, the more the sanctions and their 
consequences will be part of the calculations.

These three factors may come into play to varying degrees and, in 
particular combinations, they will ensure that neither of the two fami-
lies wants to deviate from the trigger strategy. In that case, the strate-
gies will produce an equilibrium.

Thus, we have a qualified, positive initial result. Even among purely 
rational human beings who think only of themselves and their families, 
and know nothing of morality or civic virtue, the problem of incentives 
within a system of common ownership can be solved under certain 
conditions. A central precondition is that the system of common owner
ship is temporally unlimited. If that is the case, the problem of incentives 
can be solved by using trigger strategies, as long as payoffs are compara-
tively high under mutual cooperation and individuals consider future 
developments to be important—because they are, for example, concerned 
for the well-being of their children.
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Credible Threats

Let us assume that the factors mentioned above have produced a posi-
tive outcome. This would mean that any deviations from the trigger 
strategy would prove to be unrewarding, and so the founders of the 
system of common ownership would announce that their members 
would adhere to it. Members would not violate the norm of cooperation, 
out of fear of reprisals.

But what would happen in this community if, one day, the Green 
family found to its surprise that there were no products waiting for it in 
the warehouse? According to the trigger strategy that had been declared 
when the community was founded, the Greens would have to stop co-
operating from this point onwards. Instead of achieving the level of 
wealth corresponding to β, they would from then on only achieve that 
corresponding to γ, because the Smith family would then also continue 
with their noncooperation. In such a situation, the Smiths might send 
the Greens a message like the following: “It is true that last month we 
did not provide you with goods. But the past is the past, and there is no 
point in quarrelling over it now. We have the whole future ahead of us. 
Forget about retaliation: that would only lead to a γ-level of wealth for 
everyone. Let us rather make a conscious decision to return to the pre-
vious trigger strategy, and we shall continue to achieve the β-level of 
wealth.”

This actually sounds like a reasonable suggestion. If it were accepted, 
both families would be better off. But what would happen if such a rea-
sonable suggestion were accepted? In that case, the deviators would 
never be punished. And if the families anticipate this outcome from the 
very beginning, then the trigger strategy is no longer credible. Exploi-
tation would not trigger any sanctions, because the families would just 
renegotiate their relationship—and in light of that, they would lose any 
incentive to cooperate in the first place. It turns out, then, that trigger 
strategies are no protection against the possibility that a superior course 
of action than the agreed punishment is negotiated in cases of 
deviation.

Nevertheless, game theorists have developed a solution to this diffi-
culty. The credibility problem in trigger strategies arises from the fact 
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that the one who is meant to be the punishing party is at the same time 
also punished, because the other party ceases cooperation as well. This 
is what introduces the possibility of renegotiation, and makes the threat 
ultimately not binding. To formulate a binding threat, a punishment 
must be specified that, should it become necessary, will undoubtedly be 
carried out by the punishing party. The question, then, is whether there 
is such a punishment.

The answer provided by game theory is: “Yes, under certain circum
stances.”

Suppose a victim of cheating were to adopt the following course of 
action: “Stop cooperating until you have established that the cheater has 
again put in the effort for you.” In other words: a family that cheats over a 
period of time will be exploited in return for a period of time, so as to 
earn a return to mutual cooperation. It must “show remorse,” so to 
speak. If it doesn’t, both families remain in dire conditions (S, S).

In contrast to trigger strategies, this threat is genuinely credible, 
because the punishing party achieves an α-level of wealth, instead of a 
β-level (as in the case of cooperation). The party therefore has a real in-
centive to carry out the punishment, rather than just to “forget” that it 
was cheated by the other party. A social norm that demands that a 
cheater “show remorse” may thus be able to support cooperation within 
a community.

Large Communities

What about the incentive to punish in a system of common ownership 
extending across an entire society—a system that takes in not just two 
but a large number of families? According to the norm just formulated, 
if even a single family in such a system did not deliver its target produc-
tion, all other families would need to stop delivering goods to the 
communal warehouse until that deviator family had “shown remorse” 
and started to deliver the agreed amount of goods again. This is hardly, 
however, a reasonable course of action where the number of families is 
large and the division of labor is advanced to a point where the produc-
tion of one family covers only a tiny fraction of total consumption. The 
situation is similar to the one we came across when criticizing trigger 
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strategies: the families would find that they were better off if they 
turned a blind eye and simply continued cooperating. And in that 
case the deviating party would not be punished, because its level of 
provision would not decrease. If the families anticipate such amnes-
ties, they will no longer have an incentive to make an effort for the 
community.

These considerations yield another important insight: It tends to be 
more difficult in larger schemes of common ownership to solve the co-
operation problem. True, a large community may try to inflict targeted 
punishments by not allowing deviators access to the goods for con-
sumption until they have shown remorse, for instance by working 
overtime for the others. As in the hypothetical case of the two families, 
this threat could be credible and could support cooperation. But 
such targeted punishments create a new problem: Who exercises the 
coercion that guarantees that cheaters do not gain access to the com-
munal warehouses?

Such an exercise of coercion represents yet another problem of social 
cooperation. If the exclusion of the deviators is guaranteed, this helps 
to uphold cooperation throughout the whole community. But it is costly 
to keep the cheaters away from the warehouse, because someone must 
guard the entrance rather than enjoying their leisure time. Each member 
of the community would want someone to take on this task—as long as 
it were someone else.

There are two ways in which we might try to get out of this new di-
lemma. The first one is to deny that the dilemma would actually arise. 
We might argue that, in a technologically highly advanced system of 
common ownership, information technology—even robots—can be 
used to punish freeloaders. Machines might, for instance, check whether 
the agreed amount of goods has been delivered, and at that point con-
firm the validity of a swipe card that enables access to the warehouses.

This first response is not wholly convincing, however, because the in-
formation problem is more difficult than it appears at first glance. It is 
not just a matter of checking whether the agreed amount of goods has 
been delivered, but also of ascertaining whether an insufficient delivery 
was deliberate or not. This is a point that will be discussed in more de-
tail in the following section. Here, let it suffice it to say that today’s lie 
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detectors do not solve the problem, and computers that can read our 
minds are a distant prospect indeed.

The second response would be, in effect, to delegate the power to re-
strict access to the warehouses to a state police, and thus to move away 
somewhat from the ideal of a free system of common ownership. But 
this proposed solution also has its problems. It is not enough to invoke 
coercion by the state to establish cooperation among egoists, because, in 
line with our assumptions, the individuals who would make the state 
function would themselves be egoists. Ultimately, then, the effectiveness 
of the state would rest on nothing but a social norm. The empirical 
evidence regarding the functioning of states and their civil servants 
provides a broad range of possibilities, from a strong rule of law 
(corresponding to high cooperation) right up to rampant corruption 
(corresponding to high shirking). Thus, the possibility of enforcing co-
operation through the state only shifts our problem onto another level; 
it does not solve it.

Asymmetrical Information

As is becoming clear, cooperation within a system of common 
ownership depends on the information that is available for the pur-
poses of mutual control among its members. To illustrate the part 
played by the distribution of information, let us return to our thought 
experiment.

Suppose that deliveries from the Green family have unexpectedly de-
creased in volume through no fault of its own—because of bad weather 
conditions affecting deliveries, or a large number of workers being off 
sick, for instance. Then, despite the Green family’s having taken all rea-
sonable precautions for avoiding such problems, the Smiths would be 
undersupplied at the end of the month. If the Smiths know that the lack 
of agricultural products is not the Greens’ fault, then there should be 
no retribution; otherwise, punishments would in such cases be meted 
out to individuals who had acted in good faith and cooperated to the 
full extent they could. Problems in the supply chain that are no one’s 
fault should therefore not lead to discontinued cooperation. The problem 
is that limited information can make it impossible to distinguish be-
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tween those shortfalls that are no one’s fault and those that result from 
intentional behavior.

If this information deficit were too great, it is possible that cooperation 
would break down. The Green family, in their role as producers, could 
exploit the fact that the Smiths were not able to ascertain the environ-
mental conditions in which the Greens work, in order to save on their 
efforts for the Smiths. The Greens would explain the missing agricul-
tural products for the Smiths with reference to adverse circumstances 
beyond their control. The Smiths would, in turn, have an incentive to 
behave opportunistically: Each time there was a lack of agricultural 
products, they might claim that they believed the Greens to be respon-
sible so as to force them to show remorse—that is, to provide for the 
Smiths for a certain period without being provided for in return. Under 
these conditions, the system of common ownership would not be able 
to pass the cooperation test.

A system of common ownership should therefore try to establish as 
much transparency as possible to remove the asymmetry in the access 
to information, and thus to lower the risk that mutual distrust would 
build up and make individuals cease cooperating. This transparency 
in mutual control is easy to achieve if the community is small and its 
membership stable. In a large community in the twenty-first century, 
new information technologies would need to be developed and used 
for the close surveillance of the productive and consumption activities 
of members (including leisure activities). To be economically fea-
sible, any system of common ownership would require transparency 
among its members. This is another important result of our thought 
experiment.

Let us at this point draw a preliminary conclusion regarding the ex-
tent to which social norms may function to support cooperation within 
a system of common ownership. It can at best be a cautiously opti-
mistic one, because this mechanism can only work under very specific 
conditions—that is, in comparatively small communities in which all 
members know each other well and live together over long periods of 
time. Social norms, however, are not capable of supporting cooperative 
behavior among a large number of egoistic individuals who have little 
information about each other.
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The literature on game theory has clearly demonstrated these conclu-
sions with precision. They are borne out by numerous case studies of 
cooperation problems that resemble common ownership systems, such 
as, for instance, the exploitation of the oceans through overfishing and 
the use of common land and resources in agriculture.

I N T E R N A L I Z E D  V A L U E S :  T H E  A C T  O F  G I V I N G  

O U T  O F  A  S E N S E  O F  D U T Y

Next to charity and social norms, internalized values represent a third 
mechanism that may help an economic system based on common 
ownership pass the cooperation test. When looking at social norms, I 
have assumed not only that human beings are egoists, but also that they 
are materialists who are interested solely in their own material well-
being—or, at the very most, that of their own offspring. The question of 
whether or not their action has value in itself does not influence how 
such human beings behave. These unscrupulous individuals would do 
anything to get rich at the expense of their fellow human beings, and it 
therefore comes as no surprise that a system of common ownership 
does not have much chance of success among such people.

In reality, however, the motivational forces governing human behavior 
are more complicated. The motivation to advance one’s own prosperity is 
only one such force, and within a developed economy probably not even 
the central one. Often the nonmaterial value of actions is more impor
tant for actors than is the prospect of securing their own material well-
being. Such nonmaterial, symbolic value may help to solve the problem 
of cooperation in a twenty-first-century common ownership system.

Human beings attribute value to certain forms of behavior as the 
result of reflection, discussion, education, training, indoctrination, tra-
dition, imitation, and habituation. Values form especially during 
childhood and youth, and slowly take the shape of a relatively fixed in-
dividual system of values. But even at a more advanced age, someone 
might have a change of heart and modify his or her values—for in-
stance, following a traumatic experience.

Value systems ultimately underlie one’s sense of self-respect and the 
social respect one enjoys from others. Thus, the self-respect of individ-
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uals depends crucially on their ability to live in accordance with their 
values and ideals. Respect and acceptance require that one lead one’s life 
in accordance with the values of others.

How might values help to solve the cooperation problem within a 
system of common ownership? Let us first look at the incentive effect of 
internalized values considered by themselves—that is, apart from the 
motivational effects of charity and reciprocity.

Value systems that emphasize honesty and fairness might lead indi-
viduals to act cooperatively. A particular social contract is in force in a 
community of common ownership according to which its members 
agree to work to the best of their ability to satisfy the needs of the 
polity. If they do not abide by it, they break their promise. For indi-
viduals who value honesty, dishonest behavior is bad in itself, and thus 
it gives them pangs of conscience. And fairness is a similar case. It is 
certainly fair to give to society if one is able to do so, and if the others 
who are able to do so give as well. Fairness, or justice, in the sense of 
Kant’s categorical imperative, also dictates that every member of a 
community of common ownership behaves in cooperative fashion. If 
honesty and fairness have been internalized as values, and if self-
respect and social acceptance are more important to the individual 
than any material gain he or she may achieve by abusing the system of 
common ownership, then the individual will abide by its rules and act 
cooperatively.

But note: The fact that individuals pay attention to the symbolic con-
sequences of their actions can be good or bad for a system of common 
ownership, depending on the values. If, for instance, individuals attach 
importance to being considered wealthier than others, then these sym-
bolic values undermine individuals’ preparedness to act cooperatively. 
The question, therefore, is which conditions foster values that help to 
solve the cooperation problem in common ownership.

On the Stability of Successful Value Systems

The differences in ethics and customs across time and between different 
countries, as well as among different individuals living in the same so-
ciety, bear witness to the diversity of possible value systems. Values emerge 
and are passed on; they change as a consequence of environmental 
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influences and are subject to a lengthy process of cultural evolution. 
Whether or not value systems that promote common ownership pre-
vail depends on this process of value transmission.

Values are more likely to become internalized if they can be justi-
fied to others, or if there are people who can and do justify them. 
Thus, public discourse is a central source of values because it serves 
to identify maxims for action that are considered reasonable from the 
perspective of the collective. To communicate honestly and to act fairly 
are precepts that are almost universally affirmed by the public. We may 
therefore expect that the public discourse will promote values that sup-
port cooperation within a system of common ownership.

The effects of public discourse may be limited, however, if words are 
not matched by deeds. Research into cultural evolution, following the 
theory of natural selection, has therefore proposed the hypothesis that 
values establish themselves through the success of those who embody 
them. This idea suggests that values are propagated by groups or indi-
viduals, and that they spread in accordance with the relative success of 
these groups or individuals. Those who are more successful than others 
are imitated, and thus their values are appropriated by others and grad-
ually determine the character of a broader social environment and 
possibly even of society in general.

A crucial point revealed by this evolutionary approach is the signifi-
cance of the level at which the process of cultural selection takes place. 
It makes a substantial difference whether the long-term selection of 
values depends on the relative success of specific individuals or of spe-
cific groups.

In order to recognize this fully, we must return again to the island of 
Utopia. Let us imagine that some of its fifty-four cities—each of which 
is a system of common ownership—are exclusively populated by mor-
alists who attach importance to honesty and no importance to dis-
playing a higher level of consumption than their fellow citizens. In the 
other cities, all inhabitants attach importance to higher levels of per-
sonal consumption than other citizens, and no importance to honesty. 
The latter are the cities of the materialists. The cities of moralists will 
achieve cooperation to a much greater extent than the cities of materi-
alists, and the cities of the moralists will therefore flourish while the 
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cities of the materialists will be poor. Gradually, the materialist cities 
will disappear, because their populations will flee poverty, or because 
these cities will try to adopt the value system of the successful cities of 
the moralists. The moralists’ cities, by comparison, will thrive and have 
resources for expansion.

In this case, it is the comparison between groups that is decisive for 
cultural development, because the values are subject to group selection, 
and group selection promotes the value of honesty that characterizes the 
moralists’ cities. The comparison of performance between the groups 
thus contributes to the dissemination of “good values.”

But let us now look at a case in which the selection of values depends 
on the success of individuals. Imagine a city of moralists in which, at a 
certain point in time, there is perfect cooperation. Then, one day, a 
single family of materialists shows up. Perhaps they have immigrated, 
or perhaps a moralist family has simply changed its mind, for whatever 
reason. In any case, this family has decided to instill in its children a 
materialist attitude. They thus shirk work and get as many consumer 
goods from the public warehouses as they possibly can. In all this, the 
members of this family do not suffer guilty consciences. Quite the op-
posite: they are especially proud of their high standard of living com-
pared to other families. They believe that they act intelligently, and that 
the others are stupid.

If, because of a dearth of information or because of coordination 
problems, these deviators are not punished, they will be materially 
much better off than any other family in the city. According to our se
lection hypothesis, this difference in wealth will, over time, entice other 
families to imitate the deviators. These families will give up their tradi-
tional values and bring up their children as materialists. The perfectly 
good value system will nevertheless begin, slowly but steadily, to crumble. 
The more that families adopt materialism and shirk their responsibilities, 
the less danger there is of being punished by those moralists that remain. 
In the end, the whole city will be materialist, thus noncooperative and 
poor. The attempt on the part of each individual family to be better off 
ultimately leads to the ruin of all families. The result is astonishing: The 
good value system is pushed out by the bad one. The system of common 
ownership collapses.
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I N T E R A C T I O N  B E T W E E N  A L T R U I S M ,  

S O C I A L  N O R M S ,  A N D  V A L U E S

A free common ownership system forgoes policing and money as in-
struments for disciplining producers and consumers. Cooperation is 
meant to be upheld by charity, social norms, and internalized values. 
Upon closer inspection, however, not one of these three driving forces, 
on its own, appears to be able to encourage the members of a community 
to engage in enduring cooperation. Beyond a tight circle of family and 
close friends, charity is too weak a force, social norms are fairly easy to 
circumvent, and moral values tend to be crowded out by material values. 
None of this bodes well for the prospect of society-wide common owner
ship’s passing the cooperation test.

But charity, social norms, and internalized values are not isolated 
motivating forces; rather, there is a mutual influence among them. If we 
look at the effect of their simultaneous operation, we can be much more 
optimistic about the prospects for common ownership in the twenty-
first century.

First, morality helps to support cooperation as a social norm. Someone 
who violates this norm is not only exposed to the risk of social punish-
ment, but also feels morally bad. And a value can be attached to just 
punishments, as experimental game theory has unambiguously shown. 
In numerous laboratory experiments, participants were prepared to 
bear costs to punish the unfair behavior of others, even if they knew 
that this would not result in a higher payoff for them at a later stage.

Second, adherence to a norm of cooperation is likely to strengthen 
altruism in a society. Observing that fellow human beings act coopera-
tively can strengthen altruistic tendencies in the observer. As one ben-
efits from a system of common ownership, a feeling of gratitude toward 
its members develops. One assumes benevolence on the part of others, 
and tends to respond to good intentions with good intentions. Thus, 
sympathy with the givers—that is, with the whole community—can 
grow.

Third, adherence to a social norm may promote the distribution of 
values like honesty and justice, which in turn motivate people to coop-
erate. If the majority attaches importance to honesty, then behaving dis-
honestly causes one to lose social esteem. The fear of such loss may 
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impel materialists to act like moralists. If that happens, it would no 
longer make sense to cultivate a materialist attitude, only to defy it with 
one’s own behavior. Rather, such individuals would have an incentive 
to adapt their value system so that they could be proud of their honest 
behavior. Thus, if materialist values disappear, the incentives to act co-
operatively increase.

I N T E R P E R S O N A L  R E L A T I O N S  A S  

A  D I S C I P L I N A R Y  I N S T R U M E N T

Human beings encounter each other not only as consumers and pro-
ducers, or as citizens and representatives of the state; they also interact 
socially as, for instance, neighbors, friends, fellow club members, and 
congregants in a faith. Such social interaction can also help to solve the 
problem of cooperation in a system of common ownership.

To understand this, consider the distinctive implications of social ex-
change. The members of a community of common ownership cannot 
get all the things they value from the public warehouses. Pleasantries or 
unfriendliness are experienced in the context of social interaction. As 
opposed to the general principles that apply to the collective warehouse, 
it is individuals who decide to whom they will send a Christmas card or 
an invitation to a party, and whom they will ask to join them for some 
activity. Friendships are not professional services that one can use ac-
cording to one’s own whim; they assume the mutual consent of the in-
dividuals involved. Individuals can therefore be excluded from enjoying 
friendship. And the same applies to loving relationships and to the 
founding of families.

Social exchange in a system of common ownership provides us with 
the possibility of social exclusion as a means against free-riding. As long 
as those violating the norm are only a small minority, it is not particu-
larly costly for the other individuals to exclude them from their social 
life. This might even go as far as exerting pressure on individuals to 
avoid any social exchange with norm violators to avoid being excluded 
from the rest of the community themselves. This possibility also in-
creases the chances of a twenty-first-century system of common owner
ship being able to pass the cooperation test.
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T H E  F I N A L  C O N C L U S I O N :  A  D I F F E R E N T I A T E D  P I C T U R E

In capitalism, individuals act according to the maxim: “I give you this, 
if you give me that.” In free common ownership, the maxim governing 
actions is: “I give this to us.” The former affirms individual self-interest, 
the latter brotherhood. Most of us probably would prefer to be surrounded 
by people following the latter maxim. But is this possible, and if so, what 
conditions must be fulfilled to bring it about?

We looked at a hypothetical economy in which the community de-
clares certain norms governing labor and consumption, and the mem-
bers decide autonomously about their individual labor efforts and 
have access to public warehouses where they can freely help themselves 
to goods. In order for such a system to work, the individuals must decide, 
of their own volition, to put appropriate efforts into their labor and 
adequately to limit their consumption. Such behavior can, in principle, 
be brought about by various motivational factors: altruism, social pres-
sure, and a feeling of duty. These driving forces might develop further 
within a system of common ownership compared to capitalism. Whether 
or not this would suffice, in the end, to achieve a lasting solution to the 
problem of cooperation remains an open question.

The pessimistic thought does not seem justified, however, that an 
economy based on common ownership must necessarily perish because 
of the lack of effort and the abuse it would give rise to. We can conceive 
of arrangements that appear to offer solutions to the cooperation 
problem. A promising system of common ownership in this regard may 
be characterized as follows.

It would be decidedly decentralized. Individuals would interact for 
the purposes of production and consumption in relatively small com-
munities that were to a large extent autonomous. Rich communities 
would give away part of their production to poor communities. Every 
individual would spend the majority of his or her life in one and the 
same community. In each community everyone would know everyone 
else. This would create clarity, transparency, farsightedness, and so-
cial control.

The system of common ownership would feature a minimum level 
of public institutions for control and, where necessary, punishment. 
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There would be a computer-based information system to capture the 
productive and consumer activities of individuals in minute detail, with 
its findings accessible to everyone. Large-scale systematic abuse by indi-
viduals or groups would be punished by the public authorities.

The citizens would have deeply internalized the values of honesty and 
fairness, and their actions would be subject to superego governance. 
There would be a strong subjective identification with the polity. These 
values and this sense of identification would be vigorously promoted in 
education and culture.

These three conditions—the local rootedness of the individual, public 
control, and morality—could compensate for each other in different 
measure. A community might, for example, allow for greater geo
graphical mobility by practicing stricter public control or having a 
stricter moral code.

Solving the cooperation problem would require us to strengthen 
conditions along all those three dimensions substantially compared to 
the situation at present. It goes without saying that such strengthening 
would imply significant disadvantages for people. Local rootedness im-
plies sanctions for changing place of residence, and lesser geographical 
mobility means, in a certain respect, narrowing one’s horizons. Social 
pressures often produce simpleminded conformity. Public control of 
labor and consumption means that legal rules, spyware, video cameras, 
searches, and punishment would become even more a part of everyday 
life. A strict morality can lead to intolerance toward oneself and others.

These costs must be compared to the prospective benefits deriving 
from the introduction of common ownership—that is, to material equality 
and security for everyone, less competitive attitudes, a diminished urge 
to acquire possessions, and more companionable relationships between 
people. The weighing of these costs and benefits is obviously highly 
subjective, and depends on one’s value judgments.

Throughout these final reflections, the implicit assumption has been 
that, once the cooperation problem is solved, the level of material pros-
perity in the system of common ownership can become comparable to 
that of today’s capitalism. We do not yet have any reason for making this 
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assumption, however, because the level of prosperity is not only deter-
mined by the willingness to cooperate, but also by the degree of efficiency 
in the use of all economic resources—in other words, the allocation 
problem highlighted in the previous chapter.

We know that capitalism does not guarantee an optimal allocation 
of resources. In the next chapter, we will take a closer look at the kind 
of allocation to be expected in a system of common ownership.



4

L U X U R Y  A N D  A N A R C H I S M

Today’s diversity in technologically sophisticated consumer 
goods goes way beyond anything imagined by science fiction authors of 
the past. Many inventions that just four decades ago astounded those 
following the exploits of the Starship Enterprise crew are now part of 
everyday life. People with average incomes today can afford things that 
fifty years ago were not even options for the rich: short vacations 
abroad, surfing the Internet, fresh strawberries in winter, and fresh 
oranges in the summer. Even the most idiosyncratic of preferences can 
be accommodated because products, however trivial their function, are 
available in innumerable variations. All in all, this seems to be a fabulous 
world of consumption.

Great German social scientists such as Theodor Adorno, Herbert 
Marcuse, and Erich Fromm, all of whom emigrated to the United States 
in the 1930s, wrote eloquent warnings about the consumer fetishism of 
our affluent society. They claimed that the external richness of capi-
talism was a sign of internal poverty. People’s frustration with a lack of 
personal fulfilment in their work and in social interaction, they argued, 
expressed itself in an urge to amass possessions, and led to a frenzy of 
consumption.

Although this critique may in some ways remain persuasive today, 
it should not lead us to downplay the importance of consumption as a 
criterion in our search for an alternative to capitalism. For most people, 
consumption is highly important. It is no secret that the downfall of 
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actually existing socialism in Eastern Europe was largely owing to 
people’s desire for a level of consumption similar to that in the West.

Simply to demonize consumption is too facile. Of course, it is true 
that one may become a slave to one’s impulses to consume; but many 
people learn to control themselves, and thus are able to exert some con-
trol over the bewitching world of consumption. A path of choice and 
self-control is surely superior to one based on the removal of choice. 
Having multiple options from which to choose and declining many of 
the things on offer is a sign of great personal freedom.

In a community of self-determining individuals, access to a broader 
range of products amounts to a greater freedom of choice, and this re
spects the diversity of personal needs and preferences. A broader range 
of options for consumption also creates more space for the develop-
ment of personality. One need only think of the new opportunities that 
medical product improvements bring to those with disabilities and 
illnesses.

An alternative to capitalism should therefore also be able to offer a 
large range of consumer options. This range must include the freedom 
not to make use of whatever goods are on offer, and instead to opt for a 
simple life close to nature. At the same time, if an alternative to capi-
talism is to be taken seriously, it must appeal to people other than just 
the ascetics among us.

In Thomas More’s time, the spectrum of available technologies 
and the range of products were comparatively limited. In his Utopia, 
he could therefore afford to ignore the question of how his allegedly 
exemplary economic system would have provided for a reasonable al-
location of resources given a great variety of products. After the Indus-
trial Revolution, by contrast, the critics of capitalism could no longer 
neglect this question of allocation. In this chapter, we shall begin 
discussing how different economic systems manage the allocation 
of  resources. We will continue the discussion of general common 
ownership. And in our ongoing quest to envision a better world, we 
will scrutinize a design that prioritizes the question of the diversity of 
consumption.
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K R O P O T K I N ’ S  A N A R C H I S T  C O M M U N I S M

A hundred years ago, Pyotr Kropotkin, a Russian geographer born into 
an aristocratic family, was a leading light of anarchism. By nature, he 
was of a gentle and kind disposition. For defenders of a society-wide 
system of common ownership, his collection of writings, published 
towards the end of the nineteenth century under the title The Conquest 
of Bread, offers perhaps the best attempt at solving the allocation problem. 
Kropotkin’s writings here amount to neither a philosophical treatise nor 
a utopian novel. They rather contain practical suggestions for the period 
immediately following a successful revolution.

Like More, Kropotkin wants to replace capitalism with an economic 
system based on common ownership. But his vision differs from More’s 
in two important respects. First, the Russian anarchist does away with 
the state and its institutions altogether (there are, for instance, no 
philarchs) and thus, he also does without any of the regulatory func-
tions commonly performed by a state. (The family does not figure 
centrally in Kropotkin’s thought either.) Second, he describes in great 
detail how the provision of “luxury goods” should be organized in a 
system of common ownership. Such goods include not only extrava-
gances like truffles and jewels, but any good that does not serve to sat-
isfy primary needs such as eating and sleeping.

T H E  S T A T E  A N D  T H E  H U M A N  B E I N G

Like all anarchists, Kropotkin believed that authority, and in particular 
coercion by the state, is the ruination of the human. This thesis is based 
on the idea that a state’s authority is grounded in a ruler’s credible threat 
of violence against subjects. The threat has the purpose of preventing 
people from breaking the law; but anarchists believe threatening people 
has a far more significant effect: it saps their natural virtue as human 
beings, and ultimately destroys it.

This anarchist thesis may well contain a truth at its core. It is alto-
gether possible that, under certain circumstances, coercion by the state 
gradually dissolves the motivation to act cooperatively. A law that 
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prohibits and punishes is always a signal from the legislative authority 
to those subject to that law, and it may communicate several things at 
once. On the one hand, a legal prohibition may communicate some-
thing about the attractiveness of what is prohibited. If a ruler threatens 
punishment, the prohibited actions may become all the more inter
esting to the subjects. They might even suspect that the prohibition has 
no rational basis—because, if the action were so injurious, why would 
coercion be needed to stop it? As we all know, such thoughts occurred 
to Adam and Eve as a result of God’s banning the fruit of a partic
ular tree (and we still suffer the consequences). Thus, the exercise of 
authority may in fact motivate individuals to carry out the forbidden 
actions.

On the other hand, a law may convey a message to subjects about the 
kind of fellow human beings they are dealing with in their country. An 
ordinance of the state instructing subjects to act in a particular way may 
be interpreted as a lack of trust in the population on the part of the 
rulers. It might have the effect, then, of a warning that the population 
consists predominantly of “bad people” whose behavior needs control-
ling. With such a message, the state reduces individuals’ willingness to 
act in cooperation with others, and invites suspicion toward one’s fellow 
human beings. Here there is the possibility of a kind of self-fulfilling 
prophecy.

An experiment carried out in Israel in 1998 provides striking confir-
mation that the punishment of noncooperative behavior can some-
times be counterproductive. The experiment dealt not with serious 
violations of the law, but rather with the contravention of more cus-
tomary rules of politeness—in this case, in day care centers in Haifa. 
Children at these day care centers were sometimes picked up late by 
their parents, which is a common enough occurrence all over the world, 
but which caused problems for the staff, who could not properly control 
their working hours. To solve the problem, some day care centers intro-
duced a financial penalty for parents who were late picking up their 
children. In others, no change was introduced—that is, there was no 
penalty for lateness.

The results surprised even the experts. Lateness increased in the day 
care centers where financial penalties had been introduced, while in the 
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others there was no change in behavior. A possible explanation is that 
the financial penalty eroded parents’ motivation to conform to the rules 
of politeness. Even once the financial penalties were removed, those par-
ents who had experienced the sanctions tended to be late more often 
than those who had not.

Experiments like this hint at the complex structure of human moti-
vation, and show that, under certain conditions, penalties can have 
counterproductive effects. They do not, however, prove the thesis of the 
anarchists, which is that the authority of the state necessarily has dele-
terious effects on human nature.

The anarchist creed emerged and spread at a time when most states 
were nondemocratic, and the anarchists, seeing the faults of these states, 
ascribed them to states in general. In a democracy, however, as opposed 
to an authoritarian regime, legal commands and prohibitions are not 
expressions of the capricious will of a ruler, but are connected to the 
preferences of the citizens; thus, they can generally be justified. The pre-
vious chapter noted, for instance, that a system of common ownership 
would be bound to fail without at least a minimal level of state control 
preventing abuse. It is not clear why such justified legislation should be 
resisted.

In fact, empirical studies have established a positive correlation be-
tween the extent of direct democracy and the sense of citizenship among 
a populace. This is presumably because when the people subject to laws 
have directly consented to them, the laws are easier to justify. This sug-
gests that the authority of the state does not erode empathy with others 
or the feeling of duty toward the polity as long as there is a general 
feeling that the legislation is democratically legitimate and its content is 
appropriate, so that the laws are observed by the majority.

T H E  P R O V I S I O N  O F  L U X U R Y  G O O D S

Kropotkin’s description of a successful postrevolutionary economic 
system involves a distinction between two major sectors of production, 
one producing essential goods and another producing luxury goods. 
This distinction is reminiscent of that between agriculture and the crafts 
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on Utopia, and it corresponds to the division between necessity and 
freedom.

According to Kropotkin, there is a duty to labor only with respect to 
essential goods. This is a moral duty, supported by a social norm. It is 
not a legal duty: the state does not prosecute idlers. Every able-bodied 
individual between twenty and forty-five or fifty should work in this 
sector for four or five hours each day. In all establishments, jobs are dis-
tributed in a balanced way such that all employees must do their share of 
the more unpleasant work. A rotational principle and technical adapta-
tions are meant to overcome the division between manual and intel-
lectual labor. Everyone may freely choose their workplaces, although 
Kropotkin does not give a precise explanation of the mechanism that 
guarantees the production of the required amount of each of the essen-
tial goods. Regarding the distribution of essential goods thus produced, 
it works just as More envisioned for Utopia: everything is shared by all, 
with all individuals helping themselves from the common stores ac-
cording to their needs.

In Kropotkin’s work, the diversity of consumption finds expression 
in the luxury goods sector. Laboring in this sector is entirely voluntary: 
there is no duty to do so. Those who are interested in consuming a par
ticular kind of luxury good may freely agree, on their own initiative, to 
produce the desired good. This is the key respect in which Kropotkin 
goes beyond More. Kropotkin uses books as his example of a luxury 
good. People who like to read or write books will get together to print 
books. Within his system, individuals may join any number of associa-
tions to satisfy, in cooperation with others, their desires for certain 
products.

What is immediately attractive about this suggestion is that it relies 
on the formation of free associations among free people. Production is 
determined by neither profit seeking nor the authority of the state, but 
by the consumer demands of autonomous individuals. This system of 
associations thus offers an approach to the allocation of resources within 
an economy quite unlike anything that has been tried before.

In Kropotkin’s vision, the population is provided with luxury goods 
by numerous independent associations, each formed spontaneously for 
its purpose. The members of each association also have the moral right 
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to exclude other members if they do not cooperate. Exclusions take place 
in such a way that the excluded individual is given to understand the 
justification for his exclusion. If the individual does not come around 
to an acceptance of the judgment, then, according to Kropotkin, “sturdy 
members of the association”—as a kind of substitute for the state which 
Kropotkin does not want—will bring that individual to his senses, and 
will forbid him access.

Initially, each association keeps its products for itself, rather than 
freely giving them to the polity. Such an association can be compared 
to a small, independent system of common ownership in which indi-
viduals voluntarily contribute their labor and make collective decisions 
about the product of their labor, possibly through discussions with other 
associations. This implies that each association is given limited property 
rights over its production, although Kropotkin does not provide any 
precise details regarding these rights. We may expect that the products 
of an association are initially, or perhaps even exclusively, offered to its 
members. Kropotkin does not describe in any further detail how an 
association distributes its goods among its members. The crucial differ-
ence from the sector of essential goods is the following: instead of 
production for the whole of society, here we have production for the 
consumption needs of only those individuals who have come together 
to form a specific association.

T H E  E C O N O M I C  J U S T I F I C A T I O N  F O R  T H E  A S S O C I A T I O N S

Why does Kropotkin introduce these associations, and so deviate from 
the principle of generalized free giving?

One reason may be that the associations mitigate the problem of co-
operation. In the case of luxury goods, compared to that of essential 
goods, there is a strong temptation for individuals in a scheme of 
common ownership not to follow the norms for consumption. Whereas 
the needs of individuals with regard to essential goods can be met with 
relative ease, in the case of luxury goods, the appetite knows no upper 
limit and some individuals would therefore take too many luxury goods 
from the common stores. An association, by contrast, creates a smaller, 
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specialized community of common ownership with a better system of 
incentives; individuals who want to consume a particular luxury good 
must take part in the association that produces that good.

The problem of cooperation becomes easier to solve within an asso-
ciation, because its members share a preference and have come together 
to pursue a common interest. To this extent, they resemble each other. 
There is additionally the threat of “dismissal,” because an association is 
allowed to exclude members who do not cooperate.

Another interpretation of Kropotkin’s free associations is possible. 
They may be a reaction to the undeniable difficulties associated with 
making collective decisions about society-wide allocations of re-
sources. If a scheme of common ownership concerns only essential 
goods, it might be relatively easy for citizens to agree on how the needs 
of individual households will be met by available resources, and rela-
tively straightforward for them to establish norms for consumption. 
But in the case of luxury goods, identifying an appropriate level of 
provision is much more controversial, because tastes concerning 
luxury goods differ so greatly. The fact in itself that a sufficient number 
of people have formed an association for the production of a partic
ular product should prove there is a corresponding social need for this 
product.

The institution of the voluntary association is an attempt by Kro-
potkin to meet the more sophisticated consumer wishes of people in a 
free and fraternal fashion. The members of an association voluntarily 
provide an input in labor to achieve a goal that they formulate together. 
This kind of free, bottom-up economic enterprise does not seem at all 
utopian. Today, the information platform Wikipedia, for instance, op-
erates on such a basis. Indeed, we may observe such forms of self-
organization in many cases where people come together in some joint 
effort. For instance, people take the initiative to decorate their homes 
with the help of a few friends or acquaintances; people pitch in and help 
when others move house. There are no payments for this kind of help. 
Rather, they are cases of “I’ll scratch your back if you’ll scratch mine”; 
one day your house gets decorated, another day mine does.

But is the system of associations really a feasible alternative solution 
to the allocation problem?
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A S S O C I A T I O N S  A N D  T H E  P R O D U C T I V I T Y  O F  L A B O R

Let us now attempt to implement the economic system suggested by 
Kropotkin as a thought experiment, to identify its consequences for the 
allocation of resources.

Imagine that the countries of the European Union suddenly put Kro-
potkin’s ideas into practice. First, a clear line would need to be drawn 
between the goods and services to be produced and consumed by all 
(the essential goods), and those to be produced by associations for their 
respective members (the luxury goods). An obvious criterion for deter-
mining in which category a particular good belonged would be its dis-
tribution among the population. Goods that were used by almost all 
households—let’s say by at least three-quarters of them—could be de-
clared essential. Electricity and water, meat and pasta, detergents and 
toothpaste—all of which are used to satisfy universal basic needs—would 
then all fall into this category. Associations would produce all the 
other goods that are desired by the population. Examples might include 
running shoes, music concerts, computer games, and vacations to ex-
otic places.

Looking more closely, however, at these basic needs for food, accom-
modation, household goods, personal hygiene, and more, it becomes 
clear that there are many different products that can satisfy them, and 
that people have varying preferences among these different products. 
Perhaps, then, just a basic model of the product should be socially pro-
duced, leaving any variations on it to be produced, or not, by voluntary 
associations. For example, a simple white toilet paper would, as an es-
sential good, be provided by society for everyone, while the provision 
of a five-ply, decorated paper would be up to an association. You would 
find a simple toothbrush in the common stores, but to get one with an 
ergonomic handle and multicolored bristles, or an electric one, you 
would need to join an association.

Thus, in this economic system, individuals who wanted running 
shoes, an electric toothbrush, or five-ply toilet paper would need to join 
the corresponding associations and contribute to their production. If an 
adult, or one of his children, wanted to practice a certain sport, he would 
need to join the association set up to produce equipment for it. Perhaps 
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people would also need to join the associations producing goods they 
expected to want in their old age, past the point where it would be rea-
sonable to expect them to still be working.

For the sake of our thought experiment, let us assume a woman 
wanted to consume three hundred such luxury goods a year. If contri-
butions to production had to correspond to levels of consumption, then 
she would need to contribute labor to all three hundred associations 
producing these goods. For each good, she should put in roughly the 
amount of work required to produce the good in the quantity she de-
sired. Naturally, because differently skilled individuals work at different 
levels of productivity, the calculation of labor required of her would also 
need to take that into consideration.

We can see straightaway that this system would not be practical. In 
our thought experiment, any Europeans wanting to maintain their 
current levels of diversity in consumption would need to participate in 
as many production processes as there were luxury goods on their wish 
lists. The expenditure on commuting between home and the numerous 
places of production alone would be enormous. And the associations 
do not seem altogether feasible either. The continual rotation of mem-
bers, some of them working at a particular place for only a day or less, 
would create considerable challenges for the organization of production.

Thinking through what it would mean to implement Kropotkin’s 
design, one realizes that his economic system would have catastrophic 
consequences for the growth of productivity, which is driven by im-
provements in productive technologies. For this, specialists are 
needed—that is, people who have gained deep knowledge of the tech-
nological processes in a specific area of production. In Kropotkin’s 
system, any such specialists would, in practice, consume almost nothing 
but essential goods, because they would not have time to work in 
dozens of different associations. Thus, hardly anyone would want to 
become a specialist. Yet, without experts, many high-quality forms of 
production could not  be conducted at all. Technological progress 
would come to a standstill.
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A  D I S T O R T E D  S T R U C T U R E  O F  P R O D U C T I O N

Let us imagine another situation, this time involving a group of people 
in Kropotkin’s ideal world who want to play tennis. As tennis is not 
essential, rackets, tennis balls, and all other necessary equipment, in-
cluding tennis courts and so forth, belong to the luxury goods sector. 
Thus, the tennis players form an association for their purpose of playing 
tennis. But what is the concrete task of such an association?

Such a tennis association is not to be confused with a tennis club that 
one might join. The task of this association is in the first instance to 
produce the goods necessary for the game, and then to make them 
available to its members. But the labor power of the tennis players is not 
sufficient for the production of tennis balls, because this requires spe-
cial plants, machines, and other input factors. For the production of the 
felt, for instance, sheep wool, nylon, and cotton are needed. For the 
core, natural rubber, clay, quartz, sulphur, zinc oxide, and magnesium 
carbonate are used. If the players want pressurized balls, they also need 
the gas for the inflation of the rubber shell.

The specialized machines for the production of tennis balls, tennis 
rackets, and so forth are themselves not essential goods in Kropotkin’s 
sense. As intermediary goods they do not serve the purpose of final con-
sumption; thus, they are not to be found in the large common stores 
that are available to all. The same can be said of the specific raw mate-
rials and substances that are processed for the tennis industry. They do 
not belong to the essential goods that are produced by, and supplied for, 
all of society. This raises the question, therefore, of how our tennis players 
can get hold of the intermediary goods they need for the production of 
their equipment.

If no one else produces the required machines, then the members of 
the tennis association have no choice but to produce the machines them-
selves. And the same applies to all the other intermediary goods. The 
tennis players need the intermediary goods for the production of the 
machines that produce the tennis balls and other equipment. And so on, 
and so on. Thus, in principle, the tennis association would need to orga
nize the entire vertical chain of production—from the raw materials 
to the end product—to realize its aim of making tennis-playing possible.
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In Kropotkin’s system, such vertical integration is necessary for 
all luxury goods. For any given luxury good—for instance, a smart-
phone—the corresponding association would need to be organized as a 
perfectly integrated production chain. This is a logical consequence of 
the principle that the production of any luxury good is to serve the needs 
of those participating in its production.

In most cases, complete vertical integration is not an efficient mode 
of producing goods. This is because, crucially, the typical intermediary 
good enters as one input factor into the production of multiple final 
products. Because of rising returns to scale in the production of inter-
mediary goods, it is more efficient as a rule to produce them in relatively 
large quantities. Rather than having all the users of an intermediary 
good producing that good, it therefore makes sense to have a smaller 
number of providers satisfying the demand of the many users.

T H E  F U N D A M E N T A L  P R O B L E M :  A N  I N A D E Q U A T E 

D I V I S I O N  O F  L A B O R

The example of the tennis association has more to teach us. The pro-
duction of the tennis ball’s rubber shell makes use of chemical pro
cesses that are designed and controlled by specialists. Trained chemists 
are needed. What if, however, the chemists living in our hypothetical 
society (assuming there are some) do not care to play tennis, and don’t 
want to become members of the tennis association? As chemists are re-
quired to produce the balls, it will not be possible to manufacture 
them—and without tennis balls, no tennis! Unfortunately, if the chem-
ists in Kropotkin’s world are not passionate about the game, then no one 
will be able to play.

This absurd result follows from the rule that so-called luxury goods 
are to be produced exclusively for one’s own enjoyment. This rule means 
that there can be no efficient division of labor.

This fundamental problem with Kropotkin’s system may be illus-
trated with another thought experiment. Imagine that there are only 
two people, with different skills, living in Kropotkin’s world. And let us 
assume that their need for essential goods is already met, and that they 
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have skills necessary for the production of luxury goods. And let us 
further assume that these two individuals do not share the same tastes: 
any luxury good that interests one of them does not interest the other. 
In this situation, each individual would form a one-person association 
and would consume all that he or she produces.

Now, however, imagine that each of the individuals has only the skills 
needed to produce goods that are liked by the other. Under this condi-
tion, no one-person association would be formed at all, and no luxury 
goods would be consumed—and both individuals’ skills would be use-
less, because they would not be used to produce value. This is obviously 
not efficient. It would be better if each individual produced something 
that was useful for the other, and that the goods were exchanged. That 
would make both individuals’ skills valuable, whereas in the context of 
Kropotkin’s system they would be wasted.

As a practical matter, the person who desires a particular thing the 
most is rarely the one who is best at producing it. And the groups who 
especially like to consume a thing are rarely the groups who can most 
efficiently produce it. For these reasons, a polity with a society-wide di-
vision of labor is able to generate more wealth for everyone than a polity 
in which individual groups of consumers cater to their own needs 
through their own production. But in Kropotkin’s system of voluntary 
associations, the latter is just what happens: Production for one’s own 
needs determines the allocation of resources. This is the fundamental 
reason why his system fails the allocation test.

The technical superiority of the division of labor over production for 
one’s own needs is one of the central facts of economic history and 
the decisive factor behind the emergence of economics as a science. 
For the majority of homo sapiens’ two-hundred-thousand-year his-
tory, there was very little improvement in levels of material well-being 
from one generation to the next. During these thousands of years, 
human beings gathered, hunted, and produced for consumption in 
small groups, and any division of labor existed only within these small 
groups. In our part of the world, the most recent period to see a regres-
sion to subsistence production was the early Middle Ages, when the 
European economy was made up of autonomous rural entities. Only with 
the development of larger towns and their markets, and the establishment 
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of a monetary economy, did production for exchange take off once 
again. The exploitation of the advantages of the division of labor, and of 
the specialization that accompanied it, provided the basis for a long 
period of sustained technological progress and exponential economic 
growth from which we still benefit immensely today.

T W O  U N H A P P Y  E N D I N G S

It is doubtful that Kropotkin’s suggestion for the provision of luxury 
goods could ever work. His voluntary associations, should they be able 
to form at all, would have a strong incentive to overcome the inefficiency 
of this system. Presumably, the associations would begin to exchange a 
part of their production for the products of other associations, to 
provide more to their members. Once bilateral exchanges had been es-
tablished, there would soon be attempts at organizing multilateral ex-
changes between several associations, which would allow them to take 
advantage even further of the benefits of the division of labor. Individ-
uals would have similar incentives. Instead of working in dozens of 
associations as unskilled laborers, they would divide tasks among 
themselves in small groups, and subsequently exchange their products. 
As a consequence, both associations and individuals would soon have 
a strong interest in introducing a generally accepted means of payment 
to facilitate multilateral exchanges. And once money and markets have 
been reintroduced, it is but a small step to the resurrection of a capitalist 
economic system.

Perhaps this final scenario is implicitly biased, however, toward a 
view of human beings as acting and thinking predominantly in an in-
dividualistic fashion. If we suppose a preponderance of more collectiv-
istic motivations in human beings, then Kropotkin’s anarchism might 
wind up in an altogether different scenario. To reduce the inefficiency 
of vertical integration, two associations that require the same interme-
diary good might join forces to produce this good for them both. The 
tennis association and the wool sweater association, for instance, may 
agree to breed sheep together so that they get the wool for both tennis 
balls and sweaters. This cooperation may lead to a desire on the part of 
both associations to merge, and thus to provide access to both consump-
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tion goods for their members, and at the same time to avoid the rotation 
of workers between the two chains of production. As these advantages 
grow with further agreements, the mergers would lead to increasingly 
large associations until, finally, all goods are produced by a single 
massive association. The rational control of such an all-encompassing 
association is what many socialists imagine under the term “planned 
economy.”

T H E  S T U F F  O F  S C I E N C E  F I C T I O N

Despite its original ideas, Kropotkin’s design does not represent an al-
ternative economic system that would allow for the maintenance, let 
alone the further development, of the rich diversity of today’s world of 
consumer goods. On the contrary, a drastic reduction in the division of 
labor would lead to a dramatic decline in wealth. There would probably 
be no luxuries. The only economic sector that might work is the general 
system of common ownership that provides individuals with the most 
essential goods and thus guarantees the minimum necessary for sub-
sistence. There might also be some voluntary associations that did not 
require a pronounced division of labor, such as for staging theater per
formances, for instance, or playing chess.

Given the drastic reduction in the standard of living and in the utili-
zation of technology this implies, people would have a strong incentive 
to reduce the misallocation of resources by way of a purposeful division 
of labor. This incentive might lead to the emergence of markets, or to 
the establishment of a central agency for the coordination of all pro
cesses of production and distribution. One can only imagine the con-
flict that would arise from maintaining such an inefficient scheme of 
common ownership, and defending it against attacks by counter-
revolutionaries or new revolutionaries. The very thought of it is alarming.

Therefore, while Kropotkin’s idea of a system of common ownership 
might be good raw material for a science fiction novel, we must conclude 
that it does not provide a serious alternative to the present system. The 
cooperation problem would not necessarily lead his community based 
on common ownership to fail; it is not ludicrous to suppose that, under 
the right conditions, people could be driven to cooperate economically 
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by more noble motives than mere financial advantage or fear of the state. 
But his system is altogether incapable of providing a solution to the 
allocation problem—that is, a way of making rational use of society’s 
resources for realizing technological possibilities and meeting the 
greater consumption needs of individuals. The demands of this require-
ment far outstrip the capacities of spontaneously self-organized free 
associations.

This conclusion raises the question of whether a centrally coordi-
nated system of common ownership—that is, a planned economy—
would be better able to pass the allocation test. The following chapter is 
dedicated to this question.



5

P L A N N I N G

Might it be possible to replace capitalism with a system in 
which: 1) all means of production are common property; 2) the political 
system is democratic; 3) citizens’ shared right to the ownership of the 
means of production is effectively transferred to the state, which then 
uses those means in the interest of the citizens and ensures a just distri-
bution of the resulting aggregate output; and 4) citizens, through the 
state as their representative, control the allocation of all resources in the 
economy by means of a central plan?

Under capitalism, the coordination of economic processes happens 
mainly through the market system. In the alternative to be discussed in 
this chapter, central planning takes on this responsibility in place of the 
market. This solution was suggested as early as the nineteenth century 
by the followers of so-called “scientific socialism,” who wanted to dis-
tance themselves explicitly from more romantic versions of socialism. 
For these “scientific” socialists, including Karl Marx, planning was the 
path to a more humane society. The central plan was considered to be 
the new institution that would finally allow humanity to become master 
of its own destiny. Instead of the anarchy of capitalism, with its cyclical 
crises and the impoverishment of the masses that went along with them, 
economic life was to be rationally controlled by a plan for the overall 
economy, a plan that would draw on all available knowledge from the 
sciences and technology. Following the victory of man over nature, the 
economy—and thus also most of social life—was to be ruled by man.
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Indeed, the attraction of this promise was so strong that the planned 
economy was—unlike the systems conceived by Plato, More, and 
Kropotkin—put into practice. This experiment, which began with the 
Russian Revolution in 1917, is generally considered to have failed. At 
present, North Korea and Cuba are the only countries with planned 
economies. We can see the results. These economies have for a long time 
been in desperate conditions. Even among left-wing intellectuals, almost 
no one continues to countenance central planning.

And yet we cannot conclude merely from actually existing social-
ism’s failure that a planned economy could not be an attractive eco-
nomic system for our present times. First, the experiment of actually 
existing socialism was not a scientific test but an historical experience. 
And any such experience is sensitive to the technological, cultural, and 
geopolitical conditions under which it is carried out. Because the con-
ditions existing then differ markedly from our own, the failure of that 
experiment does not prove that a planned economy could not function 
properly in the here and now. Second, the planned economy was tested 
in combination with a particular political system—namely, the so-called 
dictatorship of the proletariat. It was a system featuring no democratic 
control: power was in the hands of the ruling clique of a political party. 
By contrast, we want to look at a democratic system in which the level 
of citizen participation exceeds even that of today. Framed within 
democratic institutions, a planned economy might work considerably 
better than it did, for instance, under the rule of the SED in the German 
Democratic Republic. Third, a planned economy can operate on the 
basis of various sets of rules, and the set that was used in the Eastern 
bloc countries was certainly not the best of them. Mathematical econo-
mists have since developed optimized planning procedures which 
promise far better results.

For all these reasons, we should give the idea of a planned economy 
as a possible alternative system our serious consideration. Maybe Marx 
was right after all!

Here we will investigate the scope and feasibility of a planned 
economy in two steps. First, we will consider it in the abstract, focusing 
on the fundamental characteristics of a hypothetical optimally planned 
economy to draw conclusions about its possibilities and limitations. 
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Then, we will combine the insights thus gained with analysis of the ex-
periences of planned economies in Eastern Europe.

P L A N N I N G  A S  A N  A L T E R N A T I V E  T O  T H E  M A R K E T

Let us set aside for now the sorry story of the Eastern bloc and begin at 
the level of theory, by outlining the fundamental characteristics of a 
planned economy. The ideal mode of operation of a pure planned 
economy may be sketched as follows. First, the government gathers ex-
tensive information about the production potential of the economy and 
about society members’ needs. This gathering of information is con-
cerned with not only the present, but also how production potential 
and needs can be expected to develop over several years to come. Then, 
the state makes decisions regarding the volume of production and the 
investment of all enterprises, and the distribution of all goods—both to 
private households for final consumption, and to enterprises for their 
ongoing production and the expansion of productive capacities. All 
those fit to work have a general duty to do so, and there are legal guide-
lines for determining the amount of labor people need to perform 
depending on the workplace and factoring in relevant personal charac-
teristics, such as age and health. The distribution of consumer goods 
is determined by similarly detailed guidelines. Based on criteria such 
as age, sex, and place of residence, the state specifies the bundle of goods 
and services that an individual is to receive. Decisions of the state 
regarding the overall production and distribution of goods are sum-
marized in the form of a coherent plan in which, for each good and 
service, the volume of production matches the volume of consumption. 
All enterprises and all distribution centers are legally bound to follow 
this plan.

The plan incorporates decisions that may or may not be the result of 
some process of democratic will formation. From this point on, let us 
assume a form of central planning that is democratically legitimized, 
since this is certainly desirable. The process might, for example, involve 
competing political parties presenting overall economic plans to voters 
that have different emphases—with some of their plans, perhaps, assigning 
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more resources to the health sector, others favoring the energy sector, 
and still others, the protection of the environment. Whichever party 
wins an election takes on the responsibilities of government, and can 
be expected to put its plans into practice.

At the level of theory, there are three major differences between 
planned and market economies that are useful to keep in mind as we 
try to establish the prospects for a planned economy in the twenty-first 
century. First, an economic plan is a centralized mechanism for the co-
ordination of economic activities, whereas the market is decentralized. 
Second, the allocation of resources under planned economies is done on 
administrative orders, whereas under market conditions it results from 
voluntary transactions; thus, a plan represents a hierarchical, vertical 
form of coordination, whereas the market is a horizontal form. Third, 
central planning aims at explicit coordination in advance, which is to 
say ex ante, whereas coordination in a market system takes place ex post, 
on the basis of the adaptive behavior of economic agents.

Although central planning is likely to appear alien to today’s readers, 
it is a strikingly commonsense idea. It can be thought of as simply the 
economic functioning of a family, transposed onto society as a whole. 
In a sense, a family is a miniature planned economy, with a planned 
division of labor and distribution of the production yield among its 
members. Disregarding the “external trade” of this miniature economy, 
the allocation of resources within the family is rarely ever based on 
market transactions. Rather, an explicit coordination takes place: the 
adults agree on what is to be done for the good of the whole family, and 
on who gets what.

The idea of a planned economy is further made plausible by the ob-
servation that large-scale capitalist corporations, with their strong in-
ternal divisions of labor, often prevail in competition with smaller 
firms—and that resources within such corporations are allocated 
through a hierarchical structure that is similar to a planned economy. 
From this perspective, the idea of organizing the overall economy as if 
it were one gigantic corporation does not appear outlandish at all. One 
might even hope, in this way, to achieve for the overall economy the 
comparatively high efficiency in production that characterizes individual 
capitalist corporations.
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We should be cautious not to overstretch the analogy with corpora-
tions, however, for two reasons. First, the aims of corporations are rela-
tively clearly defined. The capitalists who own a corporation demand 
that its value be maximized; they want the corporation to achieve the 
maximum possible profit. By contrast, the citizens of a state have diverse 
interests. For a planned economy, then, it is much more difficult to reach 
decisions, and later on to evaluate and judge their consequences, than it 
is for a corporation. Second, although corporations are hierarchically 
organized, they make extensive use of financial incentives to achieve their 
goals. Corporations have “profit centers,” profit sharing, performance-
based pay schemes, and so forth. By contrast, money does not play any 
role in a pure planned economy, other than as a unit of account. A 
planned economy should, in principle, be able to do without material 
incentives, because part of its justification is the aim of replacing 
self-interest as individuals’ main economic motivation with a nobler, 
socialist morality.

T H E  T H E S I S  O F  S U P E R I O R I T Y

The cardinal question is: plan or market? Interestingly, there is a log-
ical argument that speaks in favor of a planned economy. Imagine an 
economy in which there are no markets, financial relations, or money, 
but in which all resources are used precisely as in an actually existing 
market economy. In this economy, enterprises produce and supply, 
and individuals work and consume, exactly as they do today. Such an 
economy, mirroring all real aspects of an actual economy, can in theory 
be established by a central plan containing all the necessary instructions 
for the economic behavior of the various enterprises and individuals. 
This only necessitates that the planners correctly assign the economic 
processes to the enterprises and individuals, and that they possess the 
authority to implement the plan. In such a planned economy, the real 
economic processes are not based on market transactions, but on orders. 
But the material consequences are identical.

What this thought experiment shows is that our polity could, in 
principle, fare as well under a planned economy as it does under today’s 



104   I S  C A P I T A L I S M  O B S O L E T E ?

economic system. If the planners were benevolent, and if the existing 
system were suboptimal, they could even achieve an allocation of 
resources for the polity that was superior to that achieved by the cur-
rent system. They might improve on the results of a market economy 
by, for instance, not allowing unemployment, not allowing social in-
equalities to arise, or not allowing stultifying commercials to be shown.

A N  A G N O S T I C  I N T E R L U D E

This logical argument is based on the assumption that a planned 
economy and a market economy should be considered of equal worth if 
they correspond to the same real economy. But is this really the case? 
This perspective on things neglects the psychological dimension of 
economic activity. The motives that lead to a certain service’s being 
rendered or received also play a role in the satisfaction of the people 
involved. And these motives differ strongly between a planned and a 
market economy.

A supporter of market economies may point to the fact that when 
services are provided through market transactions the one who pro-
vides the service receives something in return. The individuals involved 
are doing each other a favor. This mutual advantage makes it easier to 
understand the situation of the other person and promotes everyone’s 
preparedness to adopt a common perspective. This mutuality has a pos-
itive effect on human relations. The provision of services in a planned 
economy, by contrast, is based on carrying out orders from the state. 
The relationship between provider and recipient lacks the sense of mu-
tuality, and they can therefore not share the feeling of pursuing a 
common undertaking. Seen from this perspective, the psychological di-
mension of economic activity is more appealing in the case of a market 
economy.

A supporter of central planning, however, would stress entirely dif
ferent aspects. He might point out that market negotiations mean that 
each side tries to get the better of the other, which leads to mutual dis-
trust. In a planned economy, by contrast, the provision of services takes 
place within the context of a society-wide project in the interest of the 
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common good. This motivates the individuals involved to help each 
other, as any help rendered does not benefit the private advantage of 
someone else. Especially when a central plan is democratically created, 
people feel that they are achieving something together.

As these opposing perspectives show, the attitudes and motivations 
of individuals in a market and a planned economy can differ widely 
even if the results achieved in terms of the real economy are the same. 
The two perspectives remind us, moreover, not to expect any consensus 
on which system should be valued more highly based on the human 
disposition it engenders.

T H E  P R O B L E M  O F  I N F O R M A T I O N  I N  P L A N N E D  E C O N O M I E S

Perhaps it is best to put aside considerations of effects on fellow-feeling. 
We can find a clearer argument for rejecting the thesis that central plan-
ning is superior to a market economy. Specifically, we can note that the 
whole thesis rests on untenable assumptions regarding the planner.

First of all, who or what is the “planner”? The term refers to the insti-
tution that draws up the concrete plan on behalf of the citizens, and 
which makes it operational and controls its execution. Of course, a be-
nevolent, all-powerful, and omniscient planner could bring about the 
best of all possible worlds through its edicts. But for our purposes, it is 
more interesting to find out what a polity may actually get from central 
planning if the planner is not fully benevolent, not all-powerful, and not 
fully knowledgeable of all the aspects important to the decisions to be 
made. This is much more plausible than any assumption of a perfect 
planner in the best of all possible worlds.

To elucidate the fundamental problem of information in a planned 
economy, let’s begin by assuming that the planner is perfectly benevolent—
meaning the planner sincerely acts in the interests of the polity—but 
lacks complete knowledge of the production possibilities of enterprises 
and of the preferences of private households. Without such knowledge, 
the planner cannot determine the optimal allocation of resources. On the 
production side, this lack of information concerns mainly quantitative 
values that represent technological relations. Making a sound plan 
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requires information about the maximum output for a given product 
within a specific time frame, as determined by the technological pos-
sibilities of an assemblage of factors of production. A planner also needs 
to know which alternative assemblages of production factors would 
allow for the manufacture of the same amount of the product (at the 
same level of quality). The planner needs to know all this for multiple 
output levels and for all products in the economy. This information is 
necessary to calculate the point at which it might be beneficial, in order 
to achieve a particular production output, to shift production factors 
from one product, enterprise, or sector to another product, enterprise, 
or sector. On the consumption side, the planner also lacks direct access 
to the preferences of households. Yet any sound plan must recognize 
how households would choose among alternative consumption patterns 
if given the opportunity to do so, as well as how many of one kind of 
good they would be willing to do without to raise the consumption of 
some other good by a specific amount. This vast amount of information 
is necessary to plan optimally for the overall economy and the distribu-
tion of goods.

The information needed for central planning can be collected only at 
the level of individual producers and individual consumers. Ideally, the 
knowledge that producers and consumers acquire is passed on to the 
planner, so that the planner can work out the optimal plan on the basis 
of the information.

This way of proceeding faces two technical problems, however. First, 
the volume of information at the level of producers and consumers that 
is relevant for the construction of the plan is extremely large and com-
plex. It is therefore not clear whether it can be communicated to the 
planner at all. In a distant future, there may be a technology available 
that allows us to read minds, and which can at regular intervals upload 
the totality of producers’ and consumers’ knowledge to the memory of 
a central computer, to which the planner has access. But no such tech-
nology will exist in the near future.

Second, the volume of information outstrips the computational ca-
pacities of the planner. To establish the optimal plan, he or she must 
solve an extremely complex mathematical maximization problem, one 
that is too complicated for today’s computers.
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At least at present, then, the idea of a planner who knows everything 
and commands an infinite computational capacity is a chimera. If we 
want to think seriously about the prospects of central planning, we 
should therefore assume that the planner can absorb and digest only a 
limited amount of information.

T H E  P L A N N I N G  P R O C E D U R E  A C C O R D I N G  T O  

A R R O W  A N D  H U R W I C Z

Mathematical economists have by now developed methods by which a 
planner could establish an optimal plan for the overall economy in 
simple computational steps, even given a limited exchange of informa-
tion between the planner and enterprises and households. All these “sci-
entific utopias” are based on iterative procedures that are repeated in 
virtual form until a coherent and stable plan emerges. Only if such a 
virtual end point is reached do the real economic processes actually 
happen in accordance with the plan.

The most convincing idea for a planning procedure was suggested by 
the American economists Kenneth Arrow and Leonid Hurwicz in the 
1960s. Their basic idea harks back to work the Polish economist Oskar 
Lange did some thirty years before that. Lange had been a big name in 
the international debate about socialism in the 1930s, in which many 
famous economists, such as Ludwig von Mises and Friedrich von Hayek, 
took part. After the Second World War, Lange served in political offices 
at the highest level in the People’s Republic of Poland. Kenneth Arrow 
received the Nobel Memorial Prize in Economics in 1972; Leonid Hur-
wicz received the same in 2007. Arrow was the youngest economist so 
honored, and Hurwicz the oldest. Both exerted an enormous influence 
on the development of economic theory. Some economists say that, 
really, Arrow deserved two of the prizes.

The planning procedure suggested by Arrow and Hurwicz makes use 
of so-called shadow prices. These are fictional prices, whose sole function 
is to measure the relative scarcity of various resources and their social 
value in alternative uses, and not genuine prices, which, within a market 
economy, are one of the factors that determine the purchasing power of 
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economic agents. The procedure begins with the planner’s drawing up a 
complete list of such shadow prices, assigning one price for every good 
and for every type of labor performed. Next, the planner communicates 
to each enterprise the list of shadow prices relevant for it within a certain 
time frame—that is, the prices for its products and production factors, 
including the labor force the enterprise uses in production.

The next stage draws on the enterprises’ own expertise. Each of them 
prepares a hypothetical production plan on the basis of the shadow 
prices. A production plan lists the amounts of the various products an 
enterprise intends to produce within the given time frame, as well as 
the amounts of the various input factors required for that production. 
It is the enterprise’s task to select, out of all the technically possible 
production plans, the one that will lead to the highest hypothetical 
profit, given the shadow prices dictated by the planner. In other words, 
the enterprise identifies the program with the highest difference be-
tween the shadow value of produced goods and the shadow costs of the 
production factors used up in producing them.

Once all enterprises have submitted their production plans, the 
planner can easily calculate the enterprises’ levels of hypothetical supply 
and hypothetical demand for each of the goods and services. The hypo
thetical supply of a particular good equals the sum of the amounts of 
that good that each of its producers has indicated. The hypothetical de-
mand for a good is the sum of the amounts of it submitted by those en-
terprises that use it as a production factor.

It follows that, for those goods produced for final consumption, only 
the hypothetical supply can be calculated. According to the process out-
lined by Arrow and Hurwicz, the hypothetical demand of private 
households is determined by an algorithm. The hypothetical household-
sector demand for a particular good is found by adding or subtracting 
a certain quantity that is proportional to the difference between the so-
cial value of that good and its shadow price, using a given amount (for 
instance, the amount consumed in the previous economic period) as the 
basis for the calculation. The social value of a good is, in turn, mathe-
matically determined by the first derivative of the planner’s objective 
function, which reflects the planner’s view of the effect that the avail-
ability of consumer goods will have on social welfare. This objective 
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function should represent a just balancing of the interests of various 
groups of the population, and possess clear democratic legitimation. If 
the social value of a good exceeds its shadow price, a proportional quan-
tity is added to the assumed level of demand for it, and the hypothetical 
demand is thus greater than the assumed basis amount. If the social 
value is lower than the shadow price, a proportional quantity is sub-
tracted and hypothetical demand is below the assumed basis amount.

This admittedly slightly artificial approach was chosen by Arrow and 
Hurwicz because they did not want to obligate every private household 
to draw up a hypothetical consumption plan, similar to the production 
plans drawn up by the enterprises. There is another alternative, how-
ever: the task could be carried out by means of a poll of households. The 
planner could give each of the households polled the list of shadow 
prices and a fictitious budget. The projected total sum of these budgets 
would have to correspond to the value of the enterprises’ hypothetical 
supply to the household sector. Participants in the poll would then have 
to allocate their budgets to the various consumer goods according to 
their preferences, and they would then report to the planner the re-
sulting hypothetical demands for the various goods. By projecting 
these values, the planner would then be able to calculate the overall hy
pothetical demand in the household sector.

In any case, once the information has been compiled about the re-
sponses of enterprises and households to the initial list of shadow prices, 
the planner is able to establish the hypothetical demand of the household 
sector and the hypothetical supply and demand of the enterprise sector. 
This yields, for each good, a hypothetical supply and demand for the 
overall economy.

It is highly unlikely at this point, however, that supply and demand 
actually match each other. More probable is that for some goods, supply 
exceeds demand, and for others, demand exceeds supply. The planner 
therefore revises the shadow prices according to the following rule: if 
demand for a specific good is greater than supply, raise the shadow price 
for that good slightly; if there is excess supply for a specific good, reduce 
the shadow price slightly. Larger discrepancies between supply and de-
mand call for larger price changes. Similarly, the shadow prices of 
various kinds of labor are adapted by comparing the demand of 
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enterprises and the size of the available labor force given the skills of 
the existing working population.

Now the procedure enters a second round. The revised list of shadow 
prices is again sent to the enterprises, and they use it to generate the new 
production plan that would maximize their shadow profits. Enterprises 
will tend to increase their supply of a product if the price for it has risen, 
and to reduce supply if it has fallen. With demand and input factors, of 
course, the opposite will be the case. The revised production plans are 
handed over to the planner, and become the basis of a revision of the 
hypothetical demand of the household sector.

If discrepancies between supply and demand continue to exist, the 
planning procedure goes into a third round. The planner once again 
changes the shadow prices, according to the same pattern as before, and 
the whole procedure is repeated until, at the end of the cycle, hypothet
ical supply matches hypothetical demand for each good. The production 
and consumption plans that make up this match are therefore coherent—
that is, the economy can actually put them into practice. They are sub-
sequently codified in the central plan and the plan is carried out.

Arrow and Hurwicz were able to prove that, under certain condi-
tions, a central plan that results from their procedure is not only tech-
nically coherent, but also economically efficient—that is, without 
wasting any resources, it realizes the goals the planner set having eval-
uated the various groups’ interests within the population. Thus, this 
planning procedure achieves optimal allocation of resources.

This is an extremely significant result. What it suggests is that a 
planned economy with decentralized information and a limited capacity 
for communicating and processing information can pass the alloca-
tion test.

O P E N  Q U E S T I O N S  R E G A R D I N G  T H E  U T O P I A  O F  

I T E R A T I V E  P L A N N I N G

Unfortunately, Arrow and Hurwicz’s procedure has not been tested so 
far, and nor has any other method for optimal iterative planning. This 
is not because of the mathematical challenge of the approach; some 
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countries that have experimented with a planned economy have had ex-
cellent schools of mathematical economists who could easily have mas-
tered these methods. Perhaps such planning procedures did not appeal to 
the political elites of these countries, who might have sensed a threat to their 
power. Any planning procedure using such a transparent set of rules 
would certainly reduce the scope for interventions by party bigwigs. It 
is also possible that these planning procedures were rejected on ideo-
logical grounds, because they make use of variables—such as profit, 
price, and supply and demand—that are associated with capitalism. Al-
though the Italian economist Enrico Barone showed in 1908 that even 
in a planned economy such concepts are needed to make rational use of 
resources and avoid waste, this line of thought never got much traction 
among socialists. Socialist leaders would have had to explain, for in-
stance, that not all profit was the same. The profit of a monopolist em-
ployer often reflects the exploitation of workers and of those consuming 
the products, while the profits of enterprises who face the challenges of 
highly competitive markets are first and foremost an indication of their 
efficiency.

Today, such ideological objections are of only secondary impor-
tance; most people could accept that the economic concepts associated 
with capitalism could also be useful in the coordination of a planned 
economy. But there are weightier reasons for the fact that procedures for 
optimal planning have not so far been tested. There are further ques-
tions we need to ask of such procedures, and these can be divided into 
three categories. The first category concerns the allocation problem; the 
second category concerns the cooperation problem; and the third cat-
egory concerns both these problems at once. Taken together, these 
questions lead to serious doubts that a theoretically optimal planning 
procedure could work under contemporary conditions. Let us look at 
these problems in more detail.

Complexity

The first problem concerns the actual complexity of the planning pro-
cedure, which is likely to be of such a magnitude that we are unable to 
master it. The individual steps in the procedure are simple, but in the 
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case of a developed economy they have to be applied to an extremely 
large number of goods. The reason for this is that technological pro
gress continually produces new goods and innumerable variations of 
products; standardized products give way to products that are tailored 
to the wishes of diverse consumers. This applies to goods used by en-
terprises as intermediary goods just as much as to consumer goods. As 
a consequence, it is not really possible to determine the number of dif
ferent goods that exist today. Even with state-of-the-art information 
technology, it would be a task of Herculean proportions to take ac-
count of each of these goods individually within the planning 
procedure.

To reduce the required amount of information, the planning proce-
dure could combine a number of different goods into a class of goods. 
But this would produce brands that no one wants to consume, while for 
other brands the supply would be insufficient. It is not possible to say in 
general how detrimental this would be, as this depends on the extent of 
the discrepancy between supply and demand, as well as on the signifi-
cance that people attach to their consumption.

Another approach would be to incorporate a proper market for con-
sumer goods into the planning procedures. Households would receive 
a genuine monetary income for buying consumer goods. The planner 
would dictate prices and observe the available stocks in warehouses to 
see for which goods demand was higher than supply, and for which 
supply was higher than demand. The planner would then raise the price 
in the first case, and lower it in the second case, aiming at balancing out 
supply and demand.

Unfortunately, however, a genuine consumer market for private 
households does not fit in with the iterative planning procedure for en-
terprises. In the case of the latter, we have shadow prices and fictional 
production plans that are not put into practice before the procedure has 
established a correspondence between supply and demand for each 
good. A genuine consumer market, by contrast, operates with proper 
prices and quantities and informs the planner only ex post. To put it dif-
ferently: to establish which goods are in excess, and which goods are 
experiencing shortages, the goods must have entered the market. The 
enterprises must therefore already have begun production—which they 
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were supposed to do only at the conclusion of the iterative planning 
procedure.

Of course, each round of the procedure could immediately be put 
into practice, with enterprises trying to implement their production 
plans even before the planning procedure has come to a conclusion. But 
in this case, the prices being used by enterprises to attempt to maximize 
their profits would not be reliable indicators of the social values of the 
various goods, because supply and demand would differ. Enterprises 
would be left with products for which there was no demand, while not 
all goods for which there was demand would actually be available. These 
discrepancies between supply and consumption mean that the distribu-
tion of productive activities cannot be efficient. As it takes considerable 
time to set up a revised production plan, the allocation of resources 
would, for the most part, be inefficient. And from time to time, some of 
the framework conditions would change, too, so that the adaptation of 
the plan might go in the wrong direction. Additional damage would be 
caused by the fact that some decisions on production are irreversible, as 
for example when intermediary goods are used for building machinery 
that is specifically designed for the production of particular goods. In 
such cases, misplaced allocation on the basis of inaccurate prices would 
have long-term effects, because irreversible decisions—for instance, in-
stallations of new machinery—would influence the supply behavior of 
enterprises in future planning cycles.

It also not clear what an iterative planning procedure would need to 
look like to establish optimal investment and consumption for durable 
goods such as housing and cars. The procedure developed by Arrow and 
Hurwicz makes sense for production and consumption over the rela-
tively short term, meaning perhaps a quarter or a year. But an attempt 
to use it for long-term planning would lead to extreme complexity. 
Strictly speaking, the planner would need to provide the enterprises and 
distribution centers with instructions for each good for each relevant 
point in time (for instance, for each quarter of a ten-year period), and 
for each potential future situation (anticipating, for instance, results in 
the area of research and development, the discovery of natural resources, 
climate change, the occurrence of natural disasters, or the development 
of prices on the global market). With this approach, this would be 
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necessary because the value of a good for producers and consumers 
depends not only on its technical features, but also on the point in time 
at which it is available and on the external conditions at that moment. 
In the case of durable goods, such as machinery, the hypothetical de-
mand can only be established if shadow prices are time-specific as well 
as situation-specific.

Take as an example a pharmaceutical enterprise that has the option 
of building a manufacturing plant specifically designed for production 
of drug X. The profitability of this investment depends on the shadow 
price for X over the period during which the plant produces the drug. 
The price of X will be high if, in the meantime, no better drug is syn-
thesized and prepared for production, but it will be low if a new, better 
drug appears. The planner therefore needs to tell the enterprise the 
shadow prices for X across the various time periods and possible situa-
tions if the enterprise is to be able to maximize its hypothetically ex-
pected profit within a given time horizon.

A pragmatic solution for making central decisions on investments 
might be to distinguish between short-term adaptations of production 
and long-term projects. Decisions could be made about the former on 
the basis of a slightly extended iterative planning procedure, as de-
scribed above. Decisions concerning the latter, by contrast, could be 
made in the context of strategic planning that established the long-term 
structural development of the economy as well as the level of investment 
for the economy as a whole. An example of such strategic planning will 
be presented in the next chapter. Nevertheless, this approach, too, raises 
numerous questions to which planning theorists have so far not been 
able to provide satisfactory answers. It is, for instance, not clear where 
the dividing line between the two types of investment should be drawn. 
And there is also the question of the coherence between short-term and 
long-term planning, given that the effects of the short-term plans need 
to fit with the long-term plan.

The Threat of Manipulation

The second serious criticism leveled at all iterative planning procedures 
concerns the cooperation expected from individual agents.
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Clearly, to begin with, what is needed is the cooperation of individ-
uals in their roles as employees and consumers. A pure planned economy 
has neither a labor market nor a market for consumer goods. The indi-
viduals are supposed to inform the planner truthfully about facts about 
themselves insofar as these are relevant to labor and consumption, so 
that the planner can determine the optimal distribution of tasks and 
goods. Once the plan has been determined, all individuals are supposed 
to stick to it. As there are no financial incentives, the question of moti-
vation arises: Why would individuals cooperate honestly with the 
planner? But this question is more or less the same as the one we came 
across in our discussion of common ownership. And since we discussed 
it in detail there, we do not need to go into it again.

The cooperation problem for iterative planning procedures also con-
cerns the enterprises. Within the framework of the planning procedure 
described above, there is a strong temptation for enterprises not to ad-
here to the rule of profit maximization and to hand over incorrect pro-
duction plans, because in this economic system there is no genuine 
profit for the enterprises—money serves only as a unit of account, and 
does not give anyone a claim to resources. As the enterprises’ profits are 
fictional, they do not provide an incentive. Under these circumstances, 
an enterprise would be tempted to lie to the planner and present a pro-
duction plan that would be particularly easy for their workforce to carry 
out. While the implementation of a production plan is comparatively 
easy to control, it is difficult for the state to check the accuracy of the 
data used for the construction of a profit-maximizing production plan. 
If similar enterprises were to present production plans that differed 
widely, this would indicate that the planner had been lied to. But even if 
the production plans were uniform, the planner could not be certain 
that they were also efficient, because the enterprises might have simply 
colluded in drawing up their plans. And if the enterprises distorted their 
production plans in this way, there could be no efficient central plan.

Because the accuracy of the information cannot be checked, and 
because there is no incentive to be truthful, this system can work only 
if the sense of duty to tell the planner the truth is strong enough to keep 
the enterprises on the straight and narrow. A healthy skepticism is war-
ranted at this point. The situation we want—for everyone to act honestly 
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and provide the correct information—seems a very fragile one. As in 
the case of the value systems we discussed in Chapter 4, there is reason 
to fear that in the long term, individual transgressions will lead to a 
general deterioration of those values that could, in principle, support 
cooperation.

Weak Innovation

The third question about the centrally planned utopia is how such a 
system would produce the innovations that are necessary to increase 
an economy’s long-term productivity and diversity of products. As we 
shall see, this question entails an allocation as well as cooperation 
problem.

One problem is that the planner faces an overwhelming information 
problem when it comes to establishing the overall available resources for 
research and development, as well as their distribution among the 
various enterprises, research institutes, and individual projects. Deci-
sions on research and development resemble those on investments, 
because they bind resources to particular projects over a period of time 
and produce only long-term, and uncertain, gains. As explained above, 
we do not know what a theoretically efficient and practicable planning 
procedure for investments would look like.

Another problem is that in a planned economy enterprises have no 
financial incentives to be innovative. Innovation means structural 
change, and that often comes with inconvenience, such as having to 
learn new ways of working, making changes to the workplace, and in-
structing suppliers and customers. It is also questionable whether the 
workforce’s own motivation would be strong enough to maximize the 
potential for innovation. Perhaps, instead, employees would keep bright 
ideas and innovations to themselves and would never make them known 
to the planner.

This does not mean that central planning is always inferior to 
capitalism when it comes to innovation. Here we should make two dis-
tinctions, one between radical and additional innovation, and another 
between the initial introduction of an innovation and its subsequent 
diffusion throughout the economy.
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Capitalism is probably better suited to small innovations which 
spread across a broad range of enterprises, because under capitalism, 
competition forces enterprises to adapt quickly to the “best practice” in 
their sectors.

In the case of the quick distribution of radical innovations across the 
overall economy, by contrast, we might expect that central planning is 
more efficient, because there are no patents to act as obstacles.

But such radical innovations must first be made. When we look at the 
history of capitalism, we find that the majority of radical innovations 
came about due to the assertiveness of individual entrepreneurs. Private 
property, credit markets, open access to markets, and market testing 
provide an institutional framework for probing the intuitions and idio-
syncratic ideas of innovators. The planning utopia we are considering 
here cannot avail itself of this tried and tested model for generating 
innovation.

Most importantly, what the pure planned economy lacks is the mav-
erick individualist, as there is no space for private enterprise. In a 
planned economy, potential innovators are not allowed to introduce 
innovations on their own initiative and at their own risk. An innovation 
can only be implemented if it is part of the overall plan. And if the plan 
is to be democratically legitimated, this means that an innovator would 
need to seek the democratic approval of his idea. It is difficult to imagine 
that under these conditions innovations would proliferate as they have 
done under capitalism.

P R E L I M I N A R Y  C O N C L U S I O N

We have seen that even the best models of the planned economy raise 
serious questions. Despite the sophisticated design of the planning pro-
cedure, central planning turns out, upon closer scrutiny, to be an ex-
tremely complex task, and thus difficult to implement. It is susceptible 
to problems arising from asymmetric information and would most 
likely engender only a weak dynamic of innovation.

Let us nevertheless ask: What could a planned economy for a future 
United States of Europe look like?
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Maybe like this. The European planning commission would use an 
iterative planning procedure similar to that of Arrow and Hurwicz, but 
limited in scope to a comparatively small number of aggregate goods 
categories. The people would prepare themselves for a markedly reduced 
diversity of products. This disadvantage would be compensated for by 
an emphasis on democratic participation in the planning process, in-
cluding the determination of norms regulating work and consumption. 
All economic processes would be agreed by democratic bodies and 
would be closely monitored by the state, using the most advanced in-
formation technologies. All individuals would be asked to participate 
in multiple democratic committees to work out declarations, resolu-
tions, and statutes. The enterprises would prize, above all else, co-
determination and overcoming the division of intellectual and manual 
labor. The society overall would be characterized by the priority of poli-
tics, and thus would reward those inclined towards politics.

Because the rhythm of innovation would slow down, the level of pros-
perity would lag behind that of the rest of the developed capitalist world. 
Technological progress would follow a different path than under capi-
talism, because it would no longer be guided by the pursuit of profit, but 
by the processes of democratic will formation. The main focus of invest-
ment, for instance, might shift toward environmental technologies.

The majority of European voters would want to see an equalization of 
living standards within the population. But because the overall level of 
prosperity would be lower than in the richest capitalist countries, many 
highly qualified individuals and those with entrepreneurial talent 
would emigrate. The divergence from the economies of China and North 
America would thus only increase. The public mood would turn ever more 
against the egoists turning their backs on the United States of Europe, 
and a national debate would develop about if and how such emigration 
could be stopped. The specter of a new wall is haunting Europe.

C E N T R A L  P L A N N I N G  I N  R E A L I T Y

The planned economy implemented in the Soviet Union and in Eastern 
Europe differed in three important respects from the utopia (or dys-
topia?) of planning described so far. First, the plans did not correspond 
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to a democratic will. They expressed the goals of a government that in 
most cases did not enjoy the support of large parts of the population. 
Second, the plans were created in a top-down fashion through nu-
merous negotiations between different hierarchical levels. At the top of 
this hierarchy stood the governmental cabinet of a communist party. 
Then followed, in descending order, the ministries for the various 
sectors, the production associations, individual enterprises, groups of 
workers, and individual workers. In the process of drawing up the plan, 
individual groups within this hierarchy were clearly seeking to advance 
their own particular interests. The honest communication of informa-
tion to create an efficient central plan was not the priority. Third, as op-
posed to a pure planned economy, labor power was sold for a wage on a 
labor market, and, correspondingly, the people received a part of their 
provisions on a market for consumer goods. The system did not do 
without money as an incentive, and the communist ideal of distribution 
according to need was postponed indefinitely into the future. But in-
come inequality stayed within relatively narrow limits. Of more impor-
tance was the inequality that resulted from the many privileges enjoyed 
by party members and bureaucrats.

The planned economy developed into a functioning economic system 
first under Stalin in the Soviet Union at the end of the 1920s, and then 
shortly after the end of the Second World War in some European coun-
tries that had been occupied by the Red Army. The majority of coun-
tries who introduced central planning had underdeveloped economies 
in which most people worked in agriculture. Their populations were 
poorly educated and trained, and they had little capital. These coun-
tries were also unable to draw on long traditions of democratic self-
government, as those in Western Europe could. Some had not even had 
the experience of being states under the rule of law. Lacking in them was 
a lively civil society, with its clubs, political parties, and multifarious 
associations, which is the fertile ground for a dynamic economy. More-
over, the planned economies of the Eastern bloc used a significant part 
of their resources, including the most qualified individuals, for military 
and “intelligence” purposes in the context of the Cold War—a conflict in 
which they were confronting an obviously better equipped enemy. 
Towards the end of the 1980s and beginning of the 1990s, actually 
existing socialism collapsed.
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What were the fundamental principles underlying the Soviet-type 
economic system? The yearly plan determined economic activity at the 
operational level. After initial negotiations with the ministerial offices, 
and prior to any decisions having been taken, each enterprise received 
hundreds or thousands of indicators—figures the enterprise had to meet 
in the course of the planning period. These included figures for the 
output of products as well as the intermediary goods to be received from 
other enterprises. The plan determined the number of employees and 
their levels of qualification, as well as the total wages to be paid by the 
enterprise. The plan further contained financial figures for costs, profits, 
and borrowings, as well as the volume of investment and selected inno-
vation targets.

Certain planning targets were generally considered to be priorities 
and, under certain circumstances, meeting or exceeding these targets 
was explicitly rewarded by the party hierarchy in the form of material 
or symbolic advantages.

Unlike an ideal planned economy, the central plans were not coherent 
in themselves, were modified several times during their execution, and 
were ultimately never fulfilled. And money and markets did end up 
playing a role in the Soviet economic system. Employees received mon-
etary remuneration for their work, and could use this money to buy 
commodities. The state exercised a monopoly power over the labor 
market (on the demand side), as well as over the market for consumer 
goods (on the supply side). Individuals could only escape these monop-
olies by creating shadow economies or by participating in the few 
sectors of the economy in which limited private initiative was per-
mitted. For the official markets, the planners fixed the wages and the 
prices for consumer goods, guided not just by considerations of relative 
scarcity, but also by political aims. Compared to capitalist economies, 
the wage gap was narrow and everyday consumer goods rather cheap. 
Apart from provision through markets, administrative rationing played 
an important role. Some goods and services were organized for em-
ployees by their enterprises.

While prices and money income were important to private individ-
uals, they were of only secondary interest to most enterprises and min-
istries. As opposed to market economies, money did not play an active 
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role within the enterprise sector. Enterprises’ decisions on production 
were not guided by prices, and prices had scarcely any influence on the 
structure of production. The enterprises were, in fact, not subjected to 
strict budgetary constraints and thus relieved of the responsibility for 
economic accounting, and of the ultimate threat of bankruptcy. The 
only purpose of prices was to represent the flow of resources in a uni-
versal currency. Only in those branches of the economy that engaged in 
foreign trade with capitalist countries (and which thus provided wel-
come foreign currency) were decisions guided by prices. These prices 
were those of the world market.

C O O P E R A T I O N  P R O B L E M S

In this economic system, the problem of cooperation was magnified by 
the political leadership’s lack of democratic legitimacy. Those governing 
the country tried to consolidate their domination by influencing public 
opinion, by means of their monopoly on the media. The population had 
to be convinced that the party alone knew the truth, and was on its way 
to fulfill its historical mission in the service of humanity. Any event of 
importance had to be reported against this backdrop. But this attempt 
at indoctrination failed, and soon the saviors of mankind were un-
masked as narrow-minded liars. The dishonesty of the elite had an im-
pact on people’s attitudes. It damaged trust in general, and thus eroded 
the willingness to cooperate that is so essential to successful planning 
of an economy.

The diverging interests of the various economic actors and the lim-
ited knowledge about subordinate units within the planning structure 
resulted in all sorts of misconduct. Individual actors sought to improve 
their own situation at the expense of those of others. As far as their deal-
ings with the superior ministry were concerned, the enterprises tried to 
receive the maximum level of input factors, along with a production 
target that was as low as possible. As the profitability of the enterprise 
was immaterial, this was a rational strategy for trying successfully to 
implement the plan—and the career of the manager of the enterprise 
depended on implementing it. As a result, an important part of the 
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available human resources was spent on just negotiating the plan, rather 
than on optimizing the production process.

In the course of drawing up and carrying out the plan, enterprises 
were always requesting more natural resources, intermediary products, 
workers, and investment goods. They routinely underestimated their re-
sources to their higher-ups while secretly building up reserves, in case 
planning targets were raised. Even when targets could easily have been 
exceeded, the enterprises did not exceed them, for fear that in the fol-
lowing year the ministry would order them to achieve still higher pro-
duction targets, or assign them fewer resources.

A L L O C A T I O N  P R O B L E M S

As all enterprises tried to extract as many resources from the rest of the 
economy as possible, and at the same time ignore requests from others, 
their demands always exceeded what they received. There was a chronic 
shortage of intermediary goods, especially spare parts, qualified labor, 
and machines. At the same time, these shortages caused the enterprises 
to hoard even more resources—a vicious circle. Thus, this shortage 
economy was accompanied by spare capacity; machines stood idle and 
workers had nothing to do despite the general dearth of goods.

Continual shortages of goods, deliveries that were expected in accor-
dance with the plan but that never arrived, and the absence of a free 
market as an alternative all led enterprises and ministries to try to pro-
tect themselves against these uncertainties by becoming as autonomous 
as possible—that is, by producing for themselves the input factors they 
needed. Unfortunately, this made the organization of production ex-
tremely cumbersome, while inhibiting efficiency gains that could have 
been achieved through the division of labor across the entire economy.

The continuous absorption of labor power by the enterprises did 
put an end to the misery of unemployment. This was certainly a signifi-
cant achievement of the countries of actually existing socialism, and it 
set them apart from capitalist countries. But the removal of the threat 
of redundancy also produced some problematic effects with respect to 
labor discipline. What’s more, the wage gap was small and important 
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consumer goods were rationed. All this weakened the incentive to work. 
As a result, workers were absent for long periods and changed jobs fre-
quently, and there was a good deal of theft from workplaces. Attempts 
at strengthening the motivation of the workers with moral appeals and 
by instilling social norms, as in the case of the Stakhanovite movement, 
ultimately failed. This, however, should not come as a surprise given the 
leadership’s lack of democratic legitimacy. All in all, the working popu-
lation of these countries was characterized by a pronounced passivity.

The intensity of work often varied markedly. Periods of more or less 
enforced idleness due to broken machinery, missing spare parts, or ab-
sent specialist workers, were followed by periods of hectic activity when 
the economic system was suddenly put on a sort of war footing, and 
tasked by the party with mobilizing all its resources to achieve some 
important goal of historical significance.

The state monopoly on the production and distribution of consumer 
goods, the lack of democratic accountability for the planner, the artifi-
cially low prices, and the fact that considerations of profitability did not 
play any role led to an insufficient level of provision of goods and to 
goods being of a relatively poor quality. Where capitalist countries were 
characterized by buyer markets, the economies of the Eastern Bloc were 
seller markets—the seller always had the upper hand. Thus, households 
would try to improve their living conditions by buying on the black 
market and participating in the shadow economy. These parallel activi-
ties weakened the allocation of resources in the official sector even 
further—for instance, because of workers who stayed home from work 
to decorate their apartments, or who stole tools. These conditions con-
tributed to the fact that even those true believers who had initially acted 
in accordance with all of the official rules gradually became cynical 
and disillusioned, and eventually lost faith in socialism.

E X T E N S I V E  G R O W T H  B U T  N O T  I N T E N S I V E  G R O W T H

Given all these systemic failures and in light of the dismal historic pre
cedent, it is perhaps surprising that, in fact, the planned economies 
managed to grow quickly for several decades—very quickly, actually. In 
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the 1960s, there were still several Western experts who were convinced 
that the Soviet Union was set to overtake the United States in terms of 
per-capita income within a generation. And, indeed, until the mid-1970s 
the annual real rate of growth of gross domestic product (GDP) per 
capita was usually higher in the USSR than it was in the United States. 
Even when looking at the overall period between 1950 and 1989, the 
USSR has a slightly higher average rate of growth than the United States. 
More recent empirical work has shown that the rate of long-term growth 
in the countries of actually existing socialism was not much different from 
the rate of growth in comparable market economies. Among developing 
economies, growth was slightly better in planned economies than in com-
parable market economies; among richer economies, it was slightly worse.

What were the reasons for this? Soviet-type economies were, initially, 
able to produce substantial “extensive growth.” This means that resources 
that had previously lain idle, or had not been used very productively, 
could be mobilized, and with their help, fairly simple production chains 
could be replicated and extended. This strategy allowed planners to 
modernize large parts of the economy. Large numbers of workers were 
shifted from traditionally organized agriculture into modern industry. 
The percentage of women in the workforce was raised substantially. The 
level of education improved dramatically across the whole population. 
With the help of concentrated efforts in a few key sectors and the con-
struction of a comprehensive infrastructure, it was possible to over-
come problems of coordination that often prevent the development of 
modern sectors in developing market economies. The USSR was thus 
able to resist military attack by Nazi fascism and ultimately able to 
defeat Hitler’s Germany, thanks to the rapid creation of a strong heavy 
industry and modern infrastructure.

This rapid growth, however, was bound up with the technological 
conditions of the first decades and the initially backward economic 
structure. In Marx’s terminology, the development of the productive 
forces was eventually fettered by the Soviet-style relations of production, 
which became a rigid obstacle to their further development. This meant 
that once the reserves of mobilization had been exhausted, the phase of 
“extensive growth” came to an end. From this point onwards, the planned 
economies would have had to move on to a phase of “intensive growth,” 
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based on innovations and enduring increases in productivity. But they 
were unable to do this. The economies of the Eastern bloc proved inca-
pable of keeping up with the West in an age of product flexibility and 
customized production. Their central planning mechanism was nei-
ther able to generate the necessary technological progress, nor able to 
assimilate it from outside, to achieve an acceptable level of economic 
development.

T H E  F A I L U R E  O F  R E F O R M

As early as the 1950s, it was clear to some economists and politicians in 
the socialist countries that Soviet-style planned economies were not sus-
tainable in the long term, and that ways to reform them had to be 
found. The most comprehensive attempt in this direction was made by 
Hungary with the introduction of the so-called New Economic Mecha-
nism on January  1, 1968. On that day, Hungary abolished the entire 
system of annual planning. Formally, state-owned enterprises became 
independent and were allowed to determine their short-term produc-
tion program for themselves. The enterprises were supposed to follow 
the dictates of the market rather than those of the planner, motivated 
by the prospect of retaining a share of the profits that were made.

But old habits persisted under the new system. In a relatively small 
economy like Hungary’s, in which production in the state sector is 
strongly concentrated in a small number of large enterprises, the state 
bureaucracy did not need an explicit plan to steer the economy. Thus, 
actual economic processes continued to reflect bureaucratic priorities 
rather than needs expressed in the market. The ministerial bureaucracy 
now negotiated with individual enterprises about prices, taxes, subven-
tions, credits, and investments. And it had a significant hand in deter-
mining the structure of economic sectors by regularly saving existing 
enterprises from bankruptcy and regulating the entry of competitors 
into their industries.

Under the new mechanism, the decisions of the bureaucracy were 
still decisive for how enterprises and their workforces fared. Govern-
mental support was more important than success on the market. It was 
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therefore the enterprises’ main goal to negotiate bureaucratic interven-
tions that were as advantageous as possible. While under the old plan-
ning system the enterprises had demanded more real resources and 
lower production targets from their ministry, they now asked for more 
advantageous price formations, higher subventions, and cheaper credit. 
The disciplinary effect of the market test thus was not felt. State inter-
ventions and the erection of barriers to market entry and exit nipped 
competition in the bud. In slightly different forms, the phenomenon of 
insatiable enterprise demand continued to manifest itself, and buyers’ 
markets remained the exception rather than the rule.

Nevertheless, there were some improvements for consumers under 
this new “goulash socialism.” But they did not result from the abolition 
of the central plan for state-owned enterprises. For one thing, the Hun-
garian reforms allowed the nonstate sector to expand considerably. 
Small private enterprises and cooperatives thus seized the opportunity 
to improve the provision of goods and services for the population. For 
another, under Hungarian Prime Minister Kadar, a new political style 
developed that was more tolerant and attached greater importance to 
the material concerns of the population.

W E  C A N N O T  P L A N  O N  P L A N N I N G

The planned economies of actually existing socialism failed when it 
came to the product differentiation that was made possible by the revo-
lution in microelectronics. While in the West, technological change 
continuously enriched the world of production and consumption, and 
the speed with which new products and production methods were in-
troduced kept accelerating, the East increasingly lagged behind. The 
planned economies of actually existing socialism turned out not to 
be suited either for producing innovation, or for taking up and imple-
menting technological progress originating from elsewhere.

The planned economies of actually existing socialism were not pure 
planned economies, because the workers sold their labor for a wage and 
used the money to buy goods for their subsistence. The procedures used 
in formulating the plan and for monitoring its success were altogether 
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inadequate. The whole economic system ultimately lacked democratic 
legitimacy.

In theory, we could today aim for an entirely different planned 
economy, one that is embedded in democratic institutions and is guided 
by coherent procedures. But even with the best planning procedures 
theoretically available, a planned economy would not be an attractive 
alternative to the present system.

All planning procedures that have been suggested so far are afflicted 
by problems concerning the collection and processing of the informa-
tion that is necessary for an efficient planning of the allocation of re-
sources. First, overwhelming complexity is the problem. The diversity of 
consumer needs and of technological developments represents a huge 
challenge for the creation of an efficient plan. Second, planning proce-
dures suffer from the fact that, at the lower end of the hierarchy, there 
are no incentives for faithfully passing on the requisite information. 
Essentially, such an economic system depends on each individual 
possessing an exceptional sense of duty. But a system that only works 
with exceptional individuals only works in exceptional cases.



6

S E L F - M A N A G E M E N T

We are now at the halfway point of our journey. Let us take a 
short look back at the path we have traveled so far.

We were looking for a promising alternative to capitalism, defined as 
a system that combines market exchanges and private property. What 
we demand of such an alternative is that it passes the cooperation test 
and the allocation test. Along the way, we visited systems of common 
ownership and planned economies, both of which eschew markets and 
private property, but we reached the conclusion that these do not amount 
to promising alternatives to today’s system. We could not rule out that 
they would be incapable of solving the problem of cooperation, and it is 
certain they would fail to solve the allocation problem.

Where do we head next?
One thing appears incontrovertible: We must retain one of the two 

components of capitalism—namely, the market. The market is the only 
institution we have that is able to solve the allocation problem in com-
plex economies. If an alternative to capitalism is to solve the allocation 
problem, then the market is, at present at least, indispensable.

Our onward journey will therefore lead us to economic systems that 
combine the market with noncapitalist institutions. The indispens-
ability of the market does not say anything yet about the role of private 
property within the economic system, and it also leaves open the ques-
tion of how large a share of the resources is to be distributed via mar-
kets. In other words, the concepts of the market and of capitalism are 
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distinct: To concede the indispensability of the market is not to give up 
on our search for a better economic system.

Before moving on, it will be useful to identify the economic advan-
tages of markets explicitly. These advantages are often overlooked, and 
not only by the critics of capitalism.

W H Y  M A R K E T S ?

Markets can encourage economic efficiency and frugality, and they can 
bring about valuable innovations and coherence within complex econ-
omies. They are therefore extremely helpful in solving the cooperation 
and allocation problems that economic systems face. How do markets 
manage to do all this?

Markets reveal what individuals really want, and they motivate indi-
viduals to be careful with their resources. In a market context, prices 
migrate toward the level at which supply and demand are in equilib-
rium. Because prices reflect the overall behavior of all sellers and 
buyers, they are a reliable signal of the social value of the various goods 
and services. They guide the decisions of producers, who try to produce 
more of those goods with rising prices, and hence rising value contri-
butions to society. Producers also try to save on any production factors 
that are becoming more expensive. This is a good thing, because pro-
duction factors become more expensive when demand is high for them 
from other producers; and this high demand, in turn, derives from the 
increase in profits these producers can achieve with the use of these 
factors. At the same time, market prices guide the decisions of con-
sumers. People consume less of what becomes more expensive, which 
means lower consumption of goods which require more resources to 
produce. Conversely, they consume more of a good if its price drops—
that is, if society is able to produce it at a lower cost.

The information on the relative scarcity of resources, which a central 
planner must try to extract from individual producers and consumers, 
flows out all by itself from a market, in the form of prices. This easily 
accessible information guides the production and consumption deci-
sions of all economic agents. The result is that resources are made 
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available to those producers who can make the most productive use of 
them, and to those consumers who are prepared to pay the highest price 
for them. Thus, a relatively efficient allocation of resources emerges from 
innumerable independent decisions.

The market system also serves to promote useful innovation, because 
it provides incentives for individuals and enterprises to earn money by 
innovating. Such innovations always entail costs and their results are 
always unpredictable. The market mainly rewards individuals and en-
terprises whose innovations respond to real needs in society. There is 
thus an incentive to think very carefully about which innovations are 
really worthwhile. This applies just as much to the opening of a snack 
bar as it does to the launch of a revolutionary technological product. A 
supplier can be successful only if it manages to produce something that 
is valuable to others. In effect, buyers collectively select, through the 
things they purchase, who gets to be a producer and who does not. Es-
tablished enterprises can be voted out and new enterprises with better 
ideas can prevail. The market rewards useful innovations and punishes 
useless ones; it thus dispenses with the latter and allows society to ben-
efit from the former.

The beauty of markets—if they function properly—is their pluralism, 
and the fact that they do not involve concentrations of economic 
power. The challenge for the design of a promising economic system in 
the twenty-first century is to find an institutional arrangement that allows 
the full effects of these key advantages to be felt, but that keeps the neg-
ative effects of markets—wastefulness, inequality, the stultifying effects 
on personal development—to a minimum.

T H E  S Y S T E M  O F  S E L F - M A N A G E M E N T

The market can be combined with public ownership of firms, democ-
racy in the workplace, and the central planning of strategic investment. 
Thus, we can imagine a mixed system in which infrastructure and the 
structural development of the economy, education, and the health system 
are subject to national planning, while the majority of goods and ser
vices are provided through self-managed enterprises and cooperatives 
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operating in free markets. Let us call this a system of self-management. 
Such a system promises to combine the advantages of the market when 
it comes to specialization, flexibility, and diversity with the social advan-
tages of planning and collective property. The system of self-management 
is the subject of this chapter.

Since the beginnings of the labor movement in the nineteenth 
century, the idea of producers managing themselves has informed vi-
sions of future socialist societies. The idea of self-management competed 
with the idea of planning, and managed to win over those socialists who 
were skeptical of authority and bureaucracy and had some sympathy for 
moderate versions of anarchism. Today, self-management is still an 
important point of reference for some left-wing intellectuals considering 
alternatives to capitalism. It is also a widespread idea among those who 
are partial to cooperatives. These people are by no means all socialists; 
there is a strong Catholic tradition, for instance, of supporting cooper-
atives. Some grassroots trade union organizations are also sympathetic 
to the idea of self-management.

Economists, especially some working during the 1970s and 1980s, have 
suggested various designs for economic systems based on self-management. 
Rather than focus on the design of one particular economist, however, 
we will consider here a model that integrates the most interesting ele
ments of various designs. This is an economic system consisting of four 
fundamental elements. First, the means of production are, formally, the 
property of the state—but in contrast to planned economies, a consider-
able part of these property rights are transferred to the workforce that 
makes use of the means of production. Second, the decision-making 
process within enterprises is based on self-management by those em-
ployed in them. Third, the supply of goods and services to households 
and enterprises is mainly provided by markets. Fourth, a central plan 
determines the volume of overall investment within the economy, as 
well as the distribution of the overall investment among economic sec-
tors and regions.

Under this economic system, the impact of the central plan is much 
more attenuated than in a planned economy, because at the micro level 
of individuals and single enterprises, the coordination of economic ac-
tivity is fundamentally organized through myriad decentralized market 
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transactions. In the system of self-management, the planner is respon-
sible for only the macroeconomic steering and long-term development 
of the economy. This frees the planner from the nitty-gritty work of de-
termining production processes in detail, and so avoids the complex 
procedures that raised so many problems and questions in the previous 
chapter.

Since the planner is responsible to citizens, the investment rate for 
the overall economy and its structural development is subject to the will 
of the electorate, whereas individuals and enterprises retain control over 
concrete decisions about consumption and production. In this respect, 
this system clearly offers more individual freedom than a planned 
economy. Freedom of work and freedom of consumption are enshrined, 
at least formally, in capitalist democracies; but self-management turns 
out to be superior to capitalism in this regard, insofar as it avoids con-
centrating wealth in the hands of a few and offers workers more oppor-
tunity to make autonomous decisions about their own activities within 
firms.

In short, the system of self-management promises to combine the 
collective rationality of planning with the flexibility of markets and the 
autonomy of works councils. This makes it a potentially attractive al-
ternative to capitalism, including to the social market economy—
arguably the most successful version of capitalism so far.

Self-management is not only a possible economic system for the 
future; it is also an empirical reality of which people have had some ex-
perience. Shortly after the end of the Second World War, the former 
Yugoslavia initially introduced a Soviet-style planned economy. Because 
the desired economic effects of this system failed to materialize, the 
Yugoslavian government under Marshal Tito introduced a new system 
in January 1953 that corresponded in its essential aspects to the eco-
nomic system just sketched. It was based on collective ownership, plan-
ning, markets, and self-management. The fundamental traits of this 
system remained in place relatively unchanged until the early 1960s. The 
results it yielded were disappointing, however. When far-reaching re-
forms became necessary, Yugoslavia continued to experiment with new 
forms of self-management, but never managed to find a satisfactory 
solution.
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The former Yugoslavia was not a democratic country and was seri-
ously handicapped by a history of violent political conflict. With enor-
mous economic and cultural discrepancies between its regions, it was 
not entirely well-suited for experiments with new kinds of economic 
systems. Thus, the fact that self-management failed there and then does 
not mean it could not be successful today. As we did with the idea of a 
planned economy, we will need to identify the fundamental character-
istics of self-management as a system to develop an opinion about its 
capacity to function under today’s conditions.

T H E  C E N T R A L  P L A N N I N G  O F  I N V E S T M E N T S

In a system of self-management, the planner determines the annual 
volume of investment for the whole economy, and decides on the distri-
bution of this investment across all sectors and regions. This plan should 
be the output of a process of democratic will formation. The central 
planning of investments may have three important advantages compared 
to the determination of investment under capitalism. First, the polity 
may be able to get a grip on macroeconomic stability, or at least bring 
about a better management of the general economic cycle. Under capi-
talism, private investment is mainly responsible for cycles of boom and 
bust. Investment behavior is highly volatile because it depends on capi
talists’ profit expectations. Keynes memorably described the psy
chology behind capitalist investments, calling the decisions “the result 
of animal spirits.” If the overall level of investment was instead under 
government control, it might stabilize macroeconomic activity.

Second, central management of investment would allow for a wide 
range of consequences of such investment—beyond the simple expec-
tation of profitability—to be taken into consideration. This is econom
ically warranted especially if the social value of an investment diverges 
significantly from the expected private profit of an investor. Unlike a 
capitalist investor, a central planner might, for instance, take the long-
term effects of investments on the environment and on global climate 
change into account. The planner could also take into consideration that 
large investment projects have an inf luence on the population’s 
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preferences regarding their place of residence, and thus select invest-
ments that support a sustainable geographical distribution of the 
population.

Third, the central planning of investment could avoid the kinds of 
structural impasse that arise from the coordination problems inherent 
in developing two or more business sectors simultaneously. Such struc-
tural impasses are well-known from the history of industrialization. For 
instance, no heavy industry enterprise will invest in a country in which 
the supply of electricity may be insufficient, because such industries de-
pend on large quantities of it. But if there is no heavy industry, then the 
electricity suppliers have no reason to create the required capacities, 
because they have to calculate their investment decisions on the basis 
of a relatively low level of demand. The country becomes stuck in a 
development trap, because the two types of investors are unable to co-
ordinate their actions. Such interdependence between two or more 
business sectors is by no means only a phenomenon of past industrial-
ization. New technologies frequently raise questions of coordination, as 
for instance in the case of personal computers and the provision of 
broadband connections. Central management of investment by a planner 
would take such mutual dependencies into account and avoid structural 
impasses.

A core question for the economic system of self-management 
concerns how, exactly, the central investment plan is to be imple-
mented. How can the common will of the polity embodied in the plan 
be reconciled with the independence of the self-managed firms?

The most convincing suggestion for a solution to this problem comes 
again from the Polish economist Oskar Lange, whom we met in the 
previous chapter as one of the pioneers of iterative planning proce-
dures. According to Lange, the government should regulate the volume 
of investment made by enterprises by granting credit. The overall 
economy is divided up by the planner into S number of sectors and R 
number of regions. Each enterprise belongs only to one sector and one 
region. Thus, there are altogether S × R possible combinations of sec-
tors and regions, and to each such combination belongs a group of en-
terprises. The task of the planner is to make sure that over a particular 
period of time there is a certain democratically decided volume of 
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credit available for each group of enterprises. To achieve this, the 
planner makes use of the connection between the enterprises’ propen-
sity to invest and the rate of interest. Enterprises invest more when the 
cost of financing investment drops—that is, when the interest rate 
decreases.

Lange suggests a setup by which credit can be granted to enterprises 
only by a state bank, or by a number of state banks. For each group of 
enterprises, the planner decides on a specific rate of interest at which 
they may borrow money from the banks to finance investments.

At the micro level, the enterprises devise their own investment proj
ects, while the state banks decide on the credit to be granted and con-
trol the finance that is made available. Leaving aside the unlikely case 
in which the enterprises are financially powerful enough to fund all 
their investments exclusively through retained profits, their investment 
volume will be determined by the credit they are granted.

The rate of interest at which an enterprise borrows money from the 
bank influences its willingness to invest. The lower the rate of interest, 
the more attractive an investment is for the enterprise. The planner al-
ters the rate of interest for each group of enterprises until the overall 
demand for credit from all enterprises in the group corresponds to the 
level at which the planner’s intended volume of investment is likely to 
be realized. As part of this process, the planner has to estimate the pro-
portion of investment that will be financed by the enterprises’ retained 
profits. Given the state’s control over the banking sector, and assuming 
mandatory financial disclosure on the part of the enterprises, this should 
not be difficult to estimate. In this way, the planner can realize its aims 
relatively easily without having to undermine the autonomy of the 
enterprises.

E C O N O M I C  D E M O C R A C Y

After central management of investment, the second characteristic 
element of this economic system is the democratization of the work-
place. Self-management means that authority within enterprises rests 
with the entire workforce. The workers are subordinated neither to a 
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capitalist nor to a bureaucrat, but decide for themselves about the de-
tails of their productive activities and about how the output of their 
production should be used.

The workers of a self-administered enterprise form a long-lasting 
community, with all members enjoying equal rights in directing the en-
terprise. There are different ways in which the workers’ collective might 
make decisions. In smaller enterprises, it could be that many of them 
are made at general meetings and thus according to principles of basic 
democracy. In larger enterprises, perhaps only important strategic ques-
tions would be taken up in general meetings. As a rule, the workforce 
elects a workers’ council and delegates to it far-reaching decision-
making powers.

The election of the workers’ council is of central importance for self-
management because the council possesses powers that are similar to 
those of a capitalist joint-stock company’s supervisory board. However, 
the election of a workers’ council is, for the most part at least, based on the 
principle of “one man, one vote.” (Voters’ rights could be made depen-
dent on level of employment: a part-time worker, for instance, could be 
given one vote, but full-time workers two.) The workers’ council in turn 
elects an executive board whose members are charged with managing 
the enterprise.

A self-administered enterprise makes autonomous decisions on all 
market transactions, including new investments, the use of new pro-
duction methods, and the marketing of new products. It decides on 
redundancies and on new recruitment, on the speed of assembly lines, 
and on the organization of labor. The enterprise determines the level 
of specialization for each job. Its members can either specialize in one 
task to be performed, or decide in favor of a rotational principle that 
has each member alternately performing manual and intellectual 
labor.

A self-managed enterprise autonomously decides how its post-tax in-
come is to be used. In particular, this means it determines the income 
of its members. The income of the enterprise may also be used for 
funding social projects, such as a canteen or childcare facilities for the 
workers and their families. Part of the income is retained by the enter-
prise and used for productive investment.
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How does a self-managed enterprise determine how much to pay its 
members? This is an important question, because the rules for such pay-
ments influence income distribution across the whole society. It is pos
sible to conceive of a wide range of rules. One possibility is for each 
worker of an enterprise to receive the same income. In this case, there 
are no hourly wages and pay does not depend on either the quantity or 
the quality of the work performed. Alternatively, an enterprise might 
measure individual members’ working hours and pay them accordingly. 
Another option is to establish hourly wages corresponding to workers’ 
qualification levels and to the tasks required. It is also conceivable that 
an enterprise might refer to market rates for labor, perhaps in neigh-
boring capitalist countries, to set its hourly wages. This would result in 
payments to workers that combined individual market-based wages 
with shares of profits. The profit shares might be the same for every 
worker. Alternatively, an enterprise might use different criteria for 
distributing profits, perhaps based on the merits and needs of indi-
vidual workers, as established in public discussions at regular general 
meetings.

In any case, payments are an internal affair to be decided collectively 
by the members of an enterprise. Typically, the larger part of an enter-
prise’s workforce is made up of workers with relatively low qualifications. 
Workforces deciding on the basis of majority voting therefore tend to 
be in favor of an equalization of incomes. In effect, this means that 
workers with different qualifications receive roughly the same remu-
neration for working the same hours.

Enterprises are in competition with each other, however, for the 
recruitment of the most productive laborers. A perfectly egalitarian en-
terprise therefore finds it difficult to employ and retain highly qualified 
workers if other enterprises adopt a system of differential payments ac-
cording to workers’ qualifications. Self-administered enterprises in that 
case have to pay unequal incomes to remain competitive.

Because all enterprises’ products ultimately have to be sold in com-
petitive markets, and because more productive workers have stronger 
bargaining positions, it is reasonable to expect that workers’ payments 
will be based on their productivity. The better qualified among them 
will receive higher incomes, which means some income inequality. But 
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compared to income gaps under capitalism, these inequalities are likely 
narrower. Some evidence for this can be drawn from actual experiences 
of cooperatives and firms with some worker representation or strong 
union influence over wage policy. Such institutions undeniably lead to 
flatter wage structures in companies—and presumably the institution 
of self-management only strengthens this tendency. Further, the mem-
bers of a self-managed business enjoy shares of its profits, and these can 
be expected to be distributed in relatively equal fashion. This also 
contributes to a relatively small income gap among members of the 
company.

The value this economic system places on the democratization of the 
workplace stems from a central criticism commonly leveled against cap-
italism. Self-management allows everyone involved in the production 
process to articulate their ideas and suggestions about the organization 
of work, the distribution of profits, and the strategic development of the 
business, and it allows them to influence decision making on equal 
footing with all other workers. Ideally, this framework affords individuals 
a better understanding of their work and leads to more independent 
behavior and a more consciously controlled life.

Nevertheless, the democratization of enterprises also has its down-
sides. There is a trade-off between democratic participation in decision 
making and an enterprise’s capacity to react quickly and flexibly on the 
basis of decisions taken by its board. The more perfectly democratic the 
business, the more difficulty it will have reaching decisions. Too much 
democracy at the workplace can also have negative effects on workers: 
Individuals may become frustrated and weary having to participate in 
frequent, lengthy processes of collective decision making.

To introduce a system of self-management, we would need to answer 
difficult questions: Should the legislator be entitled to impose a certain 
type of democratic decision making on all enterprises? Would having 
such uniformity be a good idea? Should the legislator prescribe a de-
tailed charter for all self-managed firms, perhaps depending on the size 
of their workforce? Or should the firms independently draw up their 
own assignments of participation rights and duties? Allowing the free 
stipulation of those rights and duties, and thus of the extent to which 
the workplace is democratized, has the advantage of allowing experi-
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mentation with different rules for worker involvement, and means that 
individuals can choose their workplace depending on the level of par-
ticipation they desire. The risk, however, is that people who have been 
socialized under capitalism will assign a relatively low value to work-
place democracy, and will forgo worker control—particularly if a hier-
archical decision-making structure in a firm is able to achieve higher 
incomes.

F I R S T  C R I T I C I S M :  U N F A I R  I N C O M E  D I S T R I B U T I O N

The system of self-management appears at first glance to capture the 
best aspects of both planned and market economies. Closer inspection, 
however, reveals a series of faults in the design. While each fault by 
itself may not be particularly serious, they combine to make self-
management significantly less attractive.

One of the defects concerns precisely what critics of capitalism decry 
about the current system—namely, its lack of distributive justice. In a 
system of self-management, the problem is not the distribution between 
capitalists and laborers (for capitalists do not exist within this system), 
but between workers in different enterprises.

An important principle of justice is that like cases should be treated 
alike. Imagine two twins who have so far lived similar lives and now do 
the same job in two different enterprises. If both of them invest the same 
effort, it would seem fair that they receive the same income. Uneven in-
comes would be unfair. A crucial disadvantage of the system of self-
management is that it is extremely susceptible to precisely such violations 
of horizontal justice.

Planned and market economies suffer less from this problem. Both 
probably treat our twins alike. In a pure planned economy, the planner 
determines the consumption norms for all workers in all enterprises. A 
sufficiently well informed planner can take care of horizontal justice 
and make sure the twins receive the same provision. In a market 
economy, meanwhile, wages are determined by the labor market, which 
also tends to establish horizontal justice. Laborers avoid enterprises that 
are paying less than other enterprises for the same jobs. Labor market 
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forces thus tend to equalize the twins’ wages. In a system of self-
management, by contrast, there are three reasons to worry that the in-
come distribution among similar workers in different enterprises will 
be unfair.

The first problem concerns the capital stock of the enterprises. 
Imagine that all capitalist enterprises become self-managing enterprises 
overnight. Naturally, there are huge differences in value between their 
facilities, machines, and administrative buildings. Some workers there-
fore become members of enterprises with a great deal of capital, others 
of enterprises with a great deal less. To avoid a situation where the 
former workers simply pocket their windfalls in the form of higher re-
muneration, the state asks all self-managed enterprises to pay a price for 
their inherited capital goods, as well as for patents and brand names.

In principle, each enterprise makes a payment to the government that 
corresponds to the value of the inherited capital assets. Instead of a one-
off payment, this can also be arranged in the form of annual payments, 
much like interest payments. The problem is that, upon the introduction 
of self-management, it is likely very difficult to determine the value of 
the inherited assets correctly. There are often no market prices for 
equipment, because they are goods that are specific to the enterprise. If 
recent market prices can be identified, it is necessary to take into ac-
count that these were formed under capitalist conditions, and the value 
of the same asset might be dramatically higher or lower in the system 
of self-management. The value of a luxury brand, for instance, might 
turn out to be much lower if, under the new system, luxury is so derided 
that luxury articles have to be sold much more cheaply.

It is likely, then, that the state is not able to identify the initial capital 
value of an enterprise. The price for the inherited capital stock therefore 
has to be determined jointly by a government agency and the workers’ 
council. The result depends on the latter’s negotiation skills and political 
contacts. In the overwhelming majority of cases, therefore, the prices 
paid by enterprises diverge from the real value of their initial capital as-
sets; and this might establish enduring differences in the incomes of 
different enterprises’ members.

The workers of an enterprise whose initial capital stock has been under
valued receive a higher income for the same labor than the workers of 
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an enterprise whose initial capital stock has been overvalued, because 
the former do not pay enough to the government. It is difficult, however, 
to correct for this unfair treatment retrospectively, because the govern-
ment is unable to determine whether differences in income were caused 
by mistakes in the evaluation of the initial assets or by later intervening 
factors, such as differing efforts exerted by the workers to make their 
firm more profitable.

The second factor leading to unequal pay for the same work has to 
do with how investment is managed under this system, as described 
above. Because interest rates are made to vary according to regions and 
economic sectors, the workers of enterprises that can borrow from state 
banks at low interest rates receive a higher net income than workers of 
enterprises that face higher borrowing costs. This follows from the fact 
that workers share in the profits of their own enterprises, and these 
profits rise when the interest on debt falls. In this case, too, a violation 
of horizontal justice is the consequence.

Finally, undeserved differences in income result from random fluc-
tuations in enterprises’ profits. That is, these profits are dependent upon 
uncertain sales and price conditions. While in the case of capitalism the 
owner of an enterprise absorbs most of these fluctuations, in the system 
of self-management the whole workforce bears this risk. Under capi-
talism, the remuneration of the workers takes the form of a fixed wage 
that is agreed ex ante, while the owner’s profit is uncertain. In a system 
of self-management, by contrast, workers’ pay contains an element that 
depends on the profits, which depend in turn on the vicissitudes of the 
market. Workers who happen to be members of enterprises that strike 
it lucky on the market therefore earn more than workers whose enter-
prises lose out through sheer bad luck.

S E C O N D  C R I T I C I S M :  U N C E R T A I N  I N C O M E S

Tying personal income to profits not only leads to inequality. It also 
means that workers bear a great deal of risk, since their disposable in-
come is directly affected by profit fluctuations. This constitutes a further 
deficiency of the system of self-management.
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The allocation of risk in a capitalist market economy is more efficient 
than in a self-management system, because individuals can choose 
whether they want to be self-employed or work as regular employees. If 
they have access to sufficient capital, those more willing to take risks can 
start businesses. Their income will therefore be less certain than those 
more risk-averse individuals who opt for regular employment and fixed 
incomes. Individuals who have accrued some savings can also invest 
their money in portfolios made up of stocks from enterprises across di-
verse economic sectors and regions. If a portfolio is carefully assem-
bled, the investment risk is diminished. In a self-managed economy, by 
contrast, a worker-saver implicitly puts all his money into one “stock”—
namely, the share of the profits generated by the enterprise where he 
works. Thus, far from being well diversified, investment risk is danger-
ously concentrated. An individual who loses her job loses her labor 
income and capital income—that is, her right to a share of the profits. 
Within a self-managed economy, therefore, individuals are subject to 
maximum income risk.

Inevitably, given the dependence of workers’ incomes on all the 
chance factors that affect a company’s profits, there are sometimes calls 
for the government to step in and intervene—especially as the state for-
mally owns all the enterprises. To the extent the government heeds these 
calls, however, it imperils the entire economic system. The threat here 
is the complete erosion of market discipline, as happened in Hungary 
after the reforms of 1968. The prospect of explicit subsidies and hidden 
aid causes enterprises to concentrate their efforts on establishing privi-
leged relationships with politicians and bureaucrats instead of focusing 
on cost-cutting or raising the quality of their products.

T H I R D  C R I T I C I S M :  M I S D I R E C T E D  S T R U C T U R A L 

T R A N S F O R M A T I O N S

A capitalist enterprise has an incentive to produce more if the market 
price for the good it supplies goes up, because by doing so it can increase 
its profits. And if the enterprise expects the price rise to continue for 
some time, it recruits additional employees. The opposite is the case if 
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the price sinks over a certain period of time: it is then no longer profit-
able to maintain the previous level of employment. The redistribution 
of the workforce within the economy that results from overall product 
price changes corresponds to the changing needs of society. If the 
market price of a product rises, this is a sign that this product has be-
come more valuable for society. Consumers are willing to pay more 
money for it. A falling price, by contrast, indicates that the need for a 
product is diminishing. In sum, this means that the redistribution of 
labor from products with falling prices to products with rising prices 
corresponds to the changing desires of consumers.

Under conditions of self-management, by contrast, price changes 
may be followed by paradoxical reactions from the enterprises: price 
rises may lead a self-managed enterprise to reduce the level of employ-
ment, while price drops may lead it to increase employment! In 1958, the 
U.S. economist Ben Ward was the first to point out this surprising flaw 
in self-management, having discovered it through mathematical simu-
lations. The clear implication is that a market consisting exclusively of 
self-managed enterprises does not respond in the right way to changes 
in social needs. This defect essentially results from the rational self-
interest of the self-managed enterprise’s workforce.

The core of Ward’s analysis can be stated simply. A self-managed 
enterprise acts in the interest of the individuals who are its members 
at a certain point in time. Its decisions, including decisions about hiring, 
are therefore guided mainly by expectations about how alternative 
moves would affect members’ incomes. New members are recruited 
only if their joining will improve the incumbent members’ financial 
position.

If the enterprise is able to sell its products at higher prices, its existing 
members stand to profit; assuming their number is held constant, their 
per-capita income will rise. Taking the same logic a step further, mem-
bers’ incomes also grow if their numbers are reduced, so that each has 
a bigger slice of the extra profits from rising prices. Thus, there may be 
an inclination towards reducing the membership, perhaps by opting not 
to replace workers who leave the enterprise for age-related or other rea-
sons. Rising prices could in this way be followed by a reduction of the 
employment level in the enterprise.
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If prices fall, however, there is less profit to distribute, and the disin-
centive to recruit new members therefore loses force. Given the lower 
amounts involved, existing members are less reluctant to share profits 
with new colleagues. In a situation of falling prices, it is more important 
to have new colleagues helping to bear the fixed costs of the enterprise. 
Each enterprise must cover the costs of the capital goods it uses, such as 
interest on credit and payments to the state for inherited capital equip-
ment. These costs are the same regardless of the number of members in 
the enterprise. If the number of members rises, the costs are distributed 
more widely and, other things being equal, the old members’ per-capita 
income rises. A fall in prices can thus lead to recruitment of additional 
members.

Ward’s discovery revealed a remarkable defect in the system of self-
management—namely, a behavioral pattern that is rational from the 
perspective of an individual firm’s workforce, but absurd when viewed 
from the perspective of the overall economy. In the system of self-
management, if the social value of a good drops (as indicated by its 
price), the level of employment in that sector and the volume of pro-
duction of that good rises—and if there is an increase in social value, 
by contrast, production drops. This is paradoxical and, as a conse-
quence, the distribution of resources in such an economy would be 
inefficient.

Interestingly, symptoms of the very kind of group egoism Ward 
highlights can be detected in successful cooperatives in our own 
economic system. Instead of raising the number of members, they show 
a tendency to bring additional workers on as wage laborers. Further 
growth often precipitates a legal transformation from a cooperative 
into a corporation, and thus an abandonment of the principles of 
self-management.

The Basque conglomerate Mondragón, which comprises several 
cooperatives, some of which date back to the 1950s, provides a good 
example of the uneasy relationship cooperatives have with market suc-
cess. Its cooperatives’ market success led to a remarkable expansion in 
the mid-1990s, but the new branches were, at the base of things, barely 
distinguishable from capitalist enterprises. Recent figures show that 
less than half the workers at Mondragón are actually members of a co-
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operative. The majority are regular wage laborers without significant 
chances ever to become cooperative members.

F O U R T H  C R I T I C I S M :  I N S T A B I L I T Y  A N D  U N E M P L O Y M E N T

These peculiar reactions to price changes can lead to instability in mar-
kets and increased unemployment—phenomena which were, indeed, 
typical of the Yugoslavian economy.

As an illustration of this problem, imagine an economy with only 
two economic sectors, and made up wholly of self-managed enterprises. 
Each enterprise is active in just one of the sectors. Now imagine that 
demand for one sector’s products is decreasing, while demand for the 
other sector’s products is increasing.

The enterprises in the sector with sinking prices try to increase their 
membership, to shift part of their fixed costs onto the new members. 
Although they offer lower incomes than the enterprises in the other 
sector, they are able to recruit new members, because people without a 
job prefer employment to unemployment. As the volume of manpower 
expands in all the enterprises in this sector, the sector’s output rises. For 
this increased output to be sold, the price of the product has to fall 
further.

There is thus a cumulative reduction of the price and an expansion 
of employment that, ultimately, some enterprises are not able to survive. 
With falling prices, enterprise members also see their per-capita in-
come fall, and beyond a certain point they no longer see a reason to con-
tinue working there. Some enterprises therefore close, and the whole 
sector abruptly shrinks. This adaptive process plays out through unnec-
essarily costly fluctuations: first, employment rises, then it suddenly 
falls.

Meanwhile, in the other economic sector, which is experiencing 
growing demand, the adaptive process is also unnecessarily costly. Here, 
enterprise members have no incentive to take on people looking for 
work and let them profit from rising prices. To the contrary, members 
even try, wherever possible, to do without replacing any workers who 
happen to depart. These enterprises have an interest in increasing their 
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output only if this can be done with the existing workforce—perhaps 
by having people put in overtime, or by replacing old machines with 
new ones to increase labor productivity. The enterprises of this sector 
have no incentive to create new production facilities, even if these could 
produce a surplus, since the surplus would need to be shared with the 
new members. Say, for example, an enterprise with a hundred members 
has optimized its facility and generates a financial surplus. It could rep-
licate that facility elsewhere and take on a hundred new members to 
operate it. While the enterprise’s surplus would double, the per-capita 
income of the old members would remain unchanged. For the members 
of the already existing enterprise, the investments would therefore not 
be worth the effort.

The behavior of these individual enterprises raises the question of 
how a high rate of unemployment could be avoided under a system of 
self-management. One obvious notion is to declare a right to labor, so 
that enterprises were forced to accept anyone who wanted to become a 
member. This idea finds expression in works by Eugen Dühring and 
Theodor Hertzka, two nineteenth-century intellectuals who demanded 
a universal right to free access to the means of production. Their 
thinking was that, if self-managed enterprises were not allowed to ex-
clude anyone who wanted to become a member, there would be no in-
voluntary unemployment. Workers’ freedom of movement would also 
lead to the abolition of income differences between enterprises, as 
workers would flow to those that were doing well, participate in their 
profits, and thus bring about an equalization of incomes across all 
enterprises.

Unfortunately, such a right to labor would have catastrophic conse-
quences for productivity. Enterprises would have no incentive to be-
come more profitable, because each improvement in income level 
would be absorbed by the arrival of new members. Further, the perma-
nently changing workforce would make the daily organization of the 
production process much more difficult, a problem similar to that facing 
Kropotkin’s associations for the production of luxury goods.

A promising strategy might be the creation of new self-managed enter-
prises by citizens, civil society organizations and—most importantly—the 
government. There could be a public office for the statistical identifica-
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tion of sectors in which incomes were high and rising, which would then 
lead to the foundation of new enterprises in these sectors (while taking 
into account variations in the supply of workers’ qualifications and re-
gional specificities). The government could, in this way, promote struc-
tural developments that fit better the evolution of social needs. This 
selective creation of new enterprises would reduce unemployment and 
income inequality. If the government were at the same time to imple-
ment active employment policies that supported the professional and 
regional mobility of the people, the problem of unemployment could be 
moderated even further.

On paper, this looks promising. In practice, the project of the tar-
geted creation of new enterprises would probably ask too much of the 
state and other actors involved. To decide what exactly these new enter-
prises are meant to produce, they would need to have precise knowledge 
of market conditions and of the available production factors. It is un-
likely that government officials and normal citizens would possess such 
knowledge. Civil servants would, at the very least, need to work very 
closely with the banks, which are in a privileged position to oversee the 
evolution of economic conditions. And, indeed, it is the banks that, 
upon closer scrutiny, turn out to be the hidden protagonists in the 
system of self-management. They would end up exerting far more power 
than one might expect at first. The next—and final!—criticism will 
highlight the central role played by banks within this economic system.

F I F T H  C R I T I C I S M :  M I S G U I D E D  I N V E S T M E N T  D E C I S I O N S

In this economic system, efficient investments are expected to result 
when central planning of the investment structure is combined with 
enterprise-level determination of investment projects. A closer look at 
this system, however, reveals various problems that could be tackled 
only by exceptional regulatory efforts and with the help of banks that 
were loyal to the state.

The central plan is supposed to be executed by setting different in-
terest rates for different enterprises’ borrowing, according to their 
varying economic sectors and regions. Note, however, that different 
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interest rates create possibilities for arbitrage. Two enterprises facing 
different interest rates have the incentive to devise an arrangement 
whereby the enterprise whose rate is lower takes out a loan with a state 
bank that covers the credit needs of both. By providing cheaper credit 
to the enterprise whose rate is higher, the two enterprises undermine the 
central planning of investment. Lending between enterprises must there-
fore be categorically prohibited, or must only be permissible to the 
extent that it is necessary for trade between suppliers and their 
customers.

To avoid other possibilities for arbitrage that would undermine the 
central plan, any loan from an enterprise to a private person, espe-
cially to a member of the enterprise, must also be prohibited. Robust 
state control of self-managed enterprises would be necessary to en-
force these prohibitions. This control function could be delegated to 
the banks that lend money to enterprises, but this raises the question 
of whether the banks would actually perform this function, or whether 
they in turn would rather collaborate furtively with the self-managed 
enterprises.

This same mechanism of using different interest rates to direct in-
vestment also threatens to pervert selection principles within a group 
of enterprises—meaning, among enterprises that fall into the same cat-
egory based on their economic branch and geographical region. Imagine 
such a group that, according to the planner, intends to invest too much. 
The planner raises the interest rate for this group. This reduces its 
demand for credit, and credit is eventually granted at a higher interest 
rate that would achieve the planning target. The increase of the interest 
rate, in fact, brings about a self-selection among the investment proj
ects. Some are shelved because they are no longer worthwhile from the 
viewpoint of their proposer. Unfortunately, though, it may happen that 
the projects that make it through are not the ones with highest eco-
nomic returns, but those with the highest risk. Given a high rate of in-
terest, enterprises may embark on projects that present high likelihood 
of incurring losses and low likelihood of making very large profits. In 
the unlikely event of success, the enterprise repays the credit and its 
members earn a lot of money. If, however, the project fails, the mem-
bers of the enterprise can expect that the government will bail it out or 
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that they will be able to join another enterprise, keeping their personal 
situation more or less as it is. Thus, the interest rate mechanism may 
lead to the selection of the wrong investment projects: Comparatively 
safe projects promising an average profit are not financed, while resources 
flow toward high-risk ventures that produce, on average, meager returns. 
Avoiding such selections would, again, imply banks’ strict control over 
investment projects.

Self-management may contain an even greater danger for enterprises’ 
investment behavior. The members of an enterprise profit from an in-
vestment only as long as they work there. Investments that mostly raise 
profits in the distant future are of little interest to them, because they 
may no longer be members of the enterprise when such profits materi-
alize. Enterprises therefore have a strong inclination toward short-term 
investments—and the older the workforce, the stronger this inclination 
is. If members close to retirement constitute a large proportion and 
dominate the workers’ council, the incentive for investment is particu-
larly weak. The workers’ council may decide to cut expenditures for 
servicing facilities and machinery. It might even sell off part of the en-
terprise’s equipment, to achieve higher payouts for members before 
they leave. Such decisions can spell the collapse of otherwise healthy 
enterprises.

The state therefore needs to introduce special regulations to try to 
prevent these developments. But this is easier said than done. Enterprises 
might, for instance, be obligated to maintain a balanced age structure 
within their workforce. If an enterprise is in decline, however, it makes 
little sense to compel it to take on new, young members. The age struc-
ture of enterprises further depends on general demographic develop-
ments. And if the population overall is aging, then the proportion of 
older employees will generally grow in all enterprises.

Another stipulation of the state might be that enterprises must main-
tain reserves that can be used only for investment. But how large should 
these reserves be? Surely the answer must take into account the finan-
cial situation of the particular enterprise, as it cannot build up reserves 
if it makes losses. Yet it is also true that an enterprise can misrepresent 
its financial situation. The state could also prohibit any part of an enter-
prise’s physical capital from being sold without explicit authorization. 
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But this is costly and probably ineffectual, because the authority lacks 
the knowledge to make well-founded decisions.

All of these suggestions imply drastic interferences in the autonomy of 
enterprises, are associated with substantial bureaucratic efforts, and 
offer little hope of dealing justly with every individual case. It seems 
obvious that a government would opt for the simplest solution—namely, 
delegating control to the state banks.

State-owned banks would therefore play a central role in this alter-
native economic system. It is likely that the polity would ultimately 
allow for an exception to the principle of self-management and install 
representatives of the banks, endowed with special authority, on every 
workers’ council, to control the use of publicly owned productive cap-
ital. The number of enterprises would be kept relatively low so as to 
render control easier. This, however, would increase the danger of mono
polies and intensify the problem of unemployment, leading in turn to 
yet more need for regulation.

The representatives of the state-owned banks would thus participate 
in the strategic management of the production enterprises, but would—
in contravention of the spirit of self-management—not be fully demo
cratically controlled. And as a part of the state, they would be burdened 
with tasks that go far beyond the usual business of a bank. The vague 
definition of the scope of their responsibility, the lack of transparency 
in their dealings, and most importantly their power to distribute cash 
on a large scale would quickly pique the interest of politicians. The up-
shot would surely be the formation of personal ties between politicians 
and the directors of the state-owned banks whom they appoint, and 
therefore a great concentration of power in the hands of a small elite. 
Examples of corruption in publicly owned banks in our own capitalist 
economies give us little reason for optimism in this regard.

M O V I N G  O N  F R O M  S E L F - M A N A G E M E N T

The economic system of self-management is characterized by four ele
ments: public ownership of the means of production, central planning 
of investments, markets for goods, and self-management by workers. 
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We embarked on this chapter hoping that this system would avoid the 
defects of capitalism and of Soviet-style planned economies. But self-
management turns out to have its own serious defects. It entails an 
unfair distribution of workers’ income, and makes income subject to 
large, unpredictable fluctuations. Involuntary unemployment cannot 
be avoided. The allocation of production factors is not responsive to 
changing social needs, and the investments made by enterprises are in-
efficient. There are simply too many defects here for us to hope that a 
self-managed economy can function smoothly.

It seems clear that it would not take long before a government over-
seeing such a malfunctioning system would be forced to intervene with 
ad hoc measures to counteract the consequences of these defects. There 
is therefore a serious risk that the system of self-management would ul-
timately degenerate into a kind of cronyism, in which the personal rela-
tionships among politicians, bankers, and the leaders of a few large-scale 
firms’ works councils become decisive in the workings of the economy.

Yet surely we do not want to abolish the social market economy only 
to end up with a new kind of feudal system. In the following two chap-
ters, our search for an alternative economic system will therefore do 
away with two elements: the central planning of investment and the self-
management of enterprises. These institutions are, after all, only means 
to achieving greater ends. The central planning of investment aims at 
macroeconomic stabilization and the management of structural devel-
opments. The self-management of enterprises is intended to allow 
workers to control their own activity. Both are important ends, but they 
can also be achieved by different means—the first, by monetary and 
fiscal policy and industrial and regional policy, and the second, by in-
stituting codetermination and the manifold legislation that protects 
workers against employer abuses.

All these instruments are at the disposal of market socialism as an 
alternative economic system.



7

M A R K E T S  A N D  S O C I A L I S M

Market socialism is a market economy without capitalists. The 
state owns the means of production. Enterprises are directed by man
agers and participate autonomously in markets. The profits they generate 
contribute to the state’s revenues, and they can be used in any way the 
polity desires. An obvious way of using them is as a social dividend for 
all citizens—a transfer payment from the government made regularly 
to everyone.

The proponents of market socialism are socialists with a liberal 
streak, who are convinced that socialist aims are easier to achieve by 
means of markets than they are by central planning. Part of their lib-
eral vision of socialism involves a strengthening of democracy in the 
workplace in the form of codetermination rights for the workforce. 
Unlike in the system of self-management, however, the managers of en-
terprises in market socialism are in the first instance responsible to the 
state.

In the history of the socialist movement, the ideas of market socialists 
have so far not exactly enjoyed universal acclaim. They were scathingly 
criticized by Marxists, especially in Germany. The dissemination of 
market socialist ideas in Germany was not helped by the fact that this 
economic system was associated with the name of Eugen Dühring, a 
man briefly mentioned in the previous chapter. Dühring became fa-
mous because of a popular text by Friedrich Engels, the title of which 
speaks for itself: “Anti-Dühring.” After that, the ideas of market so-
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cialism retreated into the background. Nevertheless, they influenced 
some important liberal thinkers—those who were generally attracted to 
the pluralism and individual freedom provided by markets, but who 
were dismayed by capitalism’s lack of equal opportunities and tendency 
to form monopolies.

When the Eastern bloc collapsed at the end of the 1980s, the ideas of 
market socialism experienced a short-lived revival. When it came to the 
question of how to organize society following the fall of the planned 
economy, the supporters of market socialism saw a chance to put their 
ideas to the test. The fact that enterprises were already in public hands 
helped; the ownership structure would not need to be changed. In aca-
demic circles, there was even support from renowned economists in the 
neoclassical “mainstream.” But those who would have been directly af-
fected by such a system did not want any further experiments. They 
only wanted—at last—the economic model already tested in the West. 
No experiments took place.

The transformation of the planned economy in China took a dif
ferent course, and it led to the emergence of a new industrial super-
power. The shift in economic policies, which started as early as 1978, 
did not aim to bring about any predetermined economic model, but 
rather to achieve some concrete results. The main goals were the mod-
ernization of the economy and the alleviation of poverty. To this end, 
individuals and organizations were given relatively free rein to seek 
better ways to satisfy the needs of the population outside the con-
straints of the planned economy. This led to a great deal of experimen-
tation with markets, which actually initiated rapid economic growth. It 
would be wrong, however, to claim that the Chinese were thereby ex-
perimenting with market socialism. In the first phase of the reforms, 
up until the beginning of the 1990s, they had a two-tier economic 
system in which central planning existed alongside markets. At that 
point, the planning system was abolished and a “socialist market 
economy” was declared. But this was not market socialism. Rather, 
publicly owned enterprises, most of which were the property of local 
authorities and institutions, were privatized, and this gradually led to 
the formation of a new class of Chinese capitalists. The existence of a 
financial elite, and the dictatorship of a political party whose leadership 
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partly overlaps with this elite speak of an economic system that pro-
foundly differs from the one market socialists aim at.

W H Y  M A R K E T  S O C I A L I S M ?

The market socialism we are interested in is a market economy without 
capitalists, which is accompanied by a democratic process based on the 
broadest possible political participation. The first question, then, is this: 
Why should we get rid of the capitalists only to leave the rest of the eco-
nomic system fundamentally unchanged? The proponents of market 
socialism emphasize four reasons.

A More Equal Distribution of Economic Wealth

Market socialism leads to a more equal distribution of income, because 
corporate profits are used to benefit all citizens rather than simply con-
tribute to the wealth of a small minority of rich people.

The redistribution of corporate profits also has effects on the labor 
market that further increase equality. Because of the social dividend, all 
employees have an income at their disposal that does not depend on 
their selling their labor power. This especially improves the situation of 
those on low incomes. It becomes easier for less qualified workers to re-
ject work that would exhaust them physically or psychologically. Thus, 
their position in pay negotiations improves, and the dispersion of wages 
becomes narrower than it is today.

The high earnings of top-flight lawyers, notaries, medical doctors, art-
ists, and architects, as well as other self-employed individuals, di-
minish. Today, the most well-off members of these professions often 
work in the service of wealthy firm owners. They earn exceptional in-
comes because their clients are rich enough to foot astronomical bills. 
Under market socialism, they continue to work for those clients with the 
most money, but these clients have less money at their disposal com-
pared to today. Thus, the gap narrows between the top flight and those 
with average incomes.
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Fewer Resources Wasted in Battles over Distribution

The reduction in inequality may free up resources that are wasted in 
conflicts over distribution for use in different areas. An example here is 
the conflict between the wealthy and the tax authorities, and everything 
that goes along with it: the training and salaries of tax advisors and tax 
investigators; the creation and maintenance of securities accounts, shell 
companies, and foundations in tax havens; the acquisition of CDs with 
secret tax information by governments; and all the computers, admin-
istrative buildings, and personnel involved in this conflict. Some of 
these resources are freed up under market socialism, because there are 
fewer superrich seeking to conceal their income from the taxman. A 
similar point can be made for those human and material resources that 
are today used by the financial elite for costly divorce proceedings or for 
protecting themselves against thieves and kidnappers. Instead of being 
wasted in battles over distribution, these resources can be used in ways 
that benefit all of society.

Better Political Decisions

Under conditions of market socialism, money has less influence on pol-
itics. Without the capitalist concentration of wealth, it is easier to avoid 
a situation where large parts of the media landscape are controlled by a 
few individuals. There is no powerful class making substantial profits 
through neocolonial wars. And there are no billionaires buying their 
way into leading political offices as part of their own personal “reality 
shows.” The quality of political decisions improves, as they are no longer 
driven by special interests.

Meaningful Work and Consumption

Under market socialism, there is far more democratization of production. 
Employees receive more rights to codetermination, and there are no capi
talists trying to undermine the rights of employees or to sabotage unions.

Thanks to the social dividend, there is less of a need for individ-
uals to base their choice of profession and workplace on financial 
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considerations. Other factors, such as the quality of the work itself, the 
degree of self-determination, the existence of democratic structures at 
the workplace, and relationships among colleagues play a more promi-
nent role.

Without the spectacle of the conspicuous consumption of those at the 
top, people attach less importance to their own consumption. They are 
less interested in appearances and develop a more sober and less im-
pulsive attitude toward consumption. In both their values and their 
behavior, the simple goal of “having money” or “making money”—
without consideration being given to the “how”—plays a much dimin-
ished role.

T H E  A I M  O F  M A R K E T  S O C I A L I S T  E N T E R P R I S E S

But to provide us with these supposed advantages, market socialism 
must be adequate as an economic system—that is, it must pass the co-
operation and allocation tests. As a standard of measurement for these 
tests we take the performance of our economic system today. We have 
already performed these tests for other alternative economic systems; it 
is easier to perform them for market socialism. This is because the 
“only” difference from the current system relates to the ownership of 
enterprises: the social market economy has private property, whereas 
market socialism has public property.

The behavior of its publicly owned enterprises is therefore crucial to 
the economic viability of market socialism. Which criteria do they 
apply in making their decisions? And do the enterprises behave as 
desired? We will take some time to discuss these questions in this 
chapter.

Recall one of the central conclusions from the previous chapter, on 
self-management: the market system will not produce an efficient allo-
cation of resources if each enterprise tries to maximize the income of 
its own employees. But if they are left to their own devices, without any 
legal constraints being put in place, enterprises under market socialism 
will also surely aim to maximize the income of their own employees. 
Although market socialist enterprises are managed by directors, rather 
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than by workers’ councils, they are still under pressure from their work-
forces to promote workers’ personal interests—assuming the state has 
not prescribed some other target for the enterprise. The managers there-
fore set the wages and salaries at such a level that the state cannot make 
any return on the invested capital. We thus end up with the same self-
interested enterprises we found in the system of self-management, and 
thus with the same problems of short-term investment and mass 
unemployment.

The state should therefore set clear targets for enterprises. The en-
terprises should maximize the difference between the value of goods 
produced and the value of the production factors used—that is, their 
profit—to make sure that they act efficiently. That is how economic 
surplus will also be maximized. Therefore the polity should charge 
market socialist enterprises with achieving the highest possible 
profit.

The target should not simply be the profits for the next quarter, how-
ever, because this tempts them to make shortsighted decisions. Rather, 
in this context the aim of profit maximization entails maximizing the 
present value of earned profits across the entire life of the enterprise. 
This present value is the right criterion not only because in the long run 
it provides the state with the highest possible income (which, in turn, 
gets passed on to the citizens). More importantly, it promises to help the 
economic system as a whole solve the allocation problem.

It may sound like a paradox to say that, to achieve a socially desir-
able result, each enterprise should think only of its own profits. But as 
Adam Smith, the founding figure of economics, explained as early as 
the eighteenth century, in the context of competitive markets, the aim 
of maximizing individual profit can lead to benefits for society as a 
whole. As his famous metaphor has it, the greed of the producers is re-
strained and put in the service of the consumer by the “invisible hand” 
of market competition. To increase their profits, enterprises must either 
produce more cheaply or improve the quality of their products. And in 
the final analysis, it is consumers who benefit from these efforts, in the 
form of lower prices for better quality products.

Under conditions of market socialism one cannot speak of greedy 
producers, because their profits are passed on to the state, and so to 
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everyone. Nevertheless, Smith may be basically right about the conse-
quences of the pursuit of profit in market socialism.

E F F I C I E N C Y  A N D  T H E  P U R S U I T  O F  P R O F I T

Over the last one hundred and fifty years, economists have given the 
metaphor of the invisible hand a more precise formulation and analyzed 
it in almost every possible detail. Their research has led to a funda-
mental confirmation of the efficiency of markets as a mechanism for 
coordinating complex economies. Still, the limits of the invisible hand 
have also been charted and systematically presented as a theory of 
market failures. This theory thus identifies economic situations in which 
a polity cannot simply rely on the pursuit of profit by enterprises to pro-
duce the desired result.

According to the theory of market failures, the pursuit of maximum 
profit does not lead to an efficient working of the market if there is an 
absence of competition among suppliers, if externalities are significant, 
or if information is asymmetrical.

The first case concerns the intensity of competition. Under a mono
poly, or when there are agreements between enterprises forming a cartel, 
the disciplining effect of competition is absent, and the pursuit of 
maximum profit by producers leads to an inefficient result. Monopo-
lists bring about an artificial scarcity of their products through exorbi-
tant prices. Instead of thinking about innovation, they use outdated 
methods and delay the renewal of their product range. Thus, without 
vigorous competition, the enterprises’ maximization of profit takes place 
at the expense of the rest of society.

For example, in the utility sector (providing gas, water, refuse col-
lection, and so forth), where the coexistence of competing suppliers 
would be expensive or even impossible, the government should there-
fore intervene and not rely on suppliers driven by the profit motive. In 
industries where barriers to entry are high and the market is domi-
nated by just a handful of enterprises, the government should en-
courage competition through policies such as the prohibition of price 
fixing.
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The second case in which the pursuit of profit leads to an inefficient 
allocation of resources concerns the so-called externalities of produc-
tion and consumption. A classic example is the emission of pollutants 
during the production process. From the perspective of economics, an 
efficient use of environmental goods requires the balancing of the ad-
vantages of a better environment and the costs of reducing the emis-
sions. As a profit-maximizing enterprise has little incentive to bring 
about reductions in the pollutant emissions, the result of the operation 
of the market is inefficient.

The government has various tools at its disposal to make profit-
maximizing enterprises pay for the consequences of such externali-
ties, and so to remove the inefficiency. In the case of environmental 
pollution, for example, a tax on the emitted pollutants can motivate 
enterprises to make their production more environment-friendly.

The third category of market failure arises when profit-maximization 
occurs in situations where the quality of the traded goods and services 
is insufficiently transparent. The mechanism of the invisible hand can 
function only if buyers know what they are actually buying. Otherwise, 
sellers will try to exploit the ignorance of the buyers to sell them bad 
quality products, or products they do not actually need. Think, for in-
stance, of the lack of transparency in many financial products, such as 
private pension schemes, that are bought by households with little fi-
nancial knowledge.

Such an informational asymmetry between buyer and seller may un-
dermine trust and cause massive misallocations. The danger is probably 
greatest in the case of medical treatments, where the asymmetry is so 
vast that the suppliers (medical doctors) may determine the demand (of 
the patients) more or less by themselves. It is no surprise, then, that we 
rarely find a completely laissez-faire provision of health care.

The potential for problematic uses of information advantages by 
greedy suppliers can provide an economic justification for state inter-
vention in other areas, too—for instance, in the educational, insurance, 
and credit sectors. The possibility of such uses is, further, the reason we 
need workers’ and consumer protection.

Monopolies, externalities, and asymmetric information would also 
occur in the system of market socialism. They justify not only regulatory 
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state intervention in the form of the prohibition of cartels, environ-
mental taxation, and so forth, but also the existence of public and pri-
vate nonprofit organizations that supply various goods and services. 
In the case of asymmetrical information, for instance, the fact that the 
supplier is not animated by the profit motive may instill confidence in 
customers, because it means that the supplier has less incentive to cheat 
or defraud. The resulting credibility explains why nonprofit organ
izations are often to be found providing, for instance, health care and 
childcare.

A plurality of suppliers is advantageous not only from the point of 
view of the consumer, but also from that of the employee. A profit-
maximizing enterprise tends to subordinate its internal organization 
and customer relations to this aim. Many people do not like to work for 
such enterprises, and nonprofit organizations can offer jobs in which 
the needs of customers, rather than the returns to the enterprise, take 
center stage.

M A R K E T  S O C I A L I S M  V E R S U S  S O C I A L  M A R K E T  E C O N O M Y

If the enterprises in a market socialist economy would indeed maximize 
their profits, they would be as efficient as their counterparts in a capi
talist economy. We would therefore have an attractive alternative to a 
social market economy, because market socialism, by comparison, has 
the advantage of eliminating the diverse negative consequences of in-
come concentration in the hands of a few.

It is far from certain, however, that the assumption made above is 
correct. Capitalists pocket the profits of their enterprises, and it is 
therefore clear that they have a reason to want to maximize them. 
But the management of a market socialist enterprise does not gain 
anything from high profits, because these are transferred to the state. 
Of course, the state could ask the management to make a sworn dec-
laration that it would try to maximize the enterprise’s profits, but it 
would be impossible to ascertain whether the management actually 
did so or not. This is essentially the same information problem that 
we came across in the enterprises in Arrow and Hurwicz’s iterative 
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planning procedure. Whether market socialism is a viable alterna-
tive or not ultimately depends on whether there is a solution to this 
problem.

The fundamental question of profit maximization in a market so-
cialist economy cannot simply be answered by pointing to the sense of 
duty felt by the managers cum civil servants in charge of the enterprises. 
We cannot rely on a sense of duty alone. Given the nature of human be-
ings, we need suitable incentives to motivate the managers in a market 
socialist economy to maximize profits.

At this point, one may object that actually existing capitalist econo-
mies face the same difficulty, because many large private enterprises are 
not managed by their owners, but by paid executives. Would it not 
be possible, then, to deploy the incentives that capitalists use to motivate 
their managers under market socialism, as well?

O W N E R S H I P  A N D  C O N T R O L  I N  A  C A P I T A L I S T  E C O N O M Y

These incentives will be described in more detail in a moment. But first, 
it is important to emphasize that even in contemporary capitalism many 
enterprises are still managed by their owners, who thus have an imme-
diate personal interest in profit maximization. Manager-led enterprises 
compete with owner-led enterprises, and this competition has a disci-
plining effect on the former. If competition is sufficiently intense, a 
manager-led enterprise cannot afford to ask for higher prices, or to offer 
less quality products, than its owner-led competitors. Such an enterprise 
is soon driven out of the market, as it loses customers. Thus, competi-
tion ultimately forces enterprises that are not led by their owners either 
to go bankrupt or to seek to maximize their profits as avidly as the 
owner-led enterprises.

In some sectors, however, there are no owner-led enterprises to put 
pressure on the managers of other enterprises. One reason may be that 
firms need to be of a certain size to be able to exploit technically feasible 
economies of scale. Or there may be barriers to entry in markets because 
of patents. But despite there being relatively few external pressures, 
managers usually do what they are charged to do by owners—namely, 
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try to achieve the highest possible profit for their enterprise. The ques-
tion is: Why?

H O W  M A N A G E R S  A R E  D I S C I P L I N E D

Capitalists who do not manage their enterprises themselves use four 
main tools to motivate managers to maximize profits. The first is the 
labor market for executives. Senior managers who abuse their executive 
power to enrich themselves and their allies at the expense of the enter-
prise run the risk of being found out and having to leave their posts with 
tarnished reputations. The labor market provides an important reason 
to act loyally towards the owners, especially for younger executives.

A second tool is performance-based pay. Instead of a fixed salary, 
managers receive remuneration that is dependent on some measure of 
success. Thus, they may be paid bonuses for reaching agreed targets. 
Carefully selected performance criteria can act as effective incentives.

Third, monitoring by creditors, especially by an enterprise’s main 
bank, plays an important role. If a bank has made a large loan to an 
enterprise, it wants to keep track of managers’ performance so that it 
may intervene in good time if they act in ways that jeopardize re-
payment. Although the creditor’s aim is not the same as the owner’s, 
this monitoring can be helpful in avoiding any abuse of power by 
management.

The fourth mechanism for disciplining management is the stock 
market. In general, share prices mirror stock market investors’ expec-
tations regarding companies’ returns. Under ideal conditions, share 
prices correspond to market expectations concerning the present value 
of future payments resulting from the corresponding part ownership of 
a company. If a company’s managers embark upon business projects 
that increase its expected future profits, its share price will rise, because 
stock market participants will expect higher returns and will thus be 
eager to buy more share. If, however, the price of a share declines rela-
tive to the market, this is a signal that the management has opted for 
unprofitable projects and is thus running an inadequate business model. 
The owners of the firm can then hold the managers to account.
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Thus, the stock market helps to discipline managers by providing up-
to-the-minute signals about their performance. This informational 
content of stock prices explains why the payment of managers is often 
tied to the stock market’s valuation of their firm. Companies often offer 
stock-option plans that allow managers to earn substantial amounts of 
money if their shares rise.

If management performs weakly, it may also risk a hostile takeover 
in the stock market. This means that external investors, or “corporate 
raiders,” buy shares of the company until they hold a majority at share-
holder meetings. As the new owners are in control of the firm, they can 
then fire the old managers and hire new ones who will increase the 
firm’s profitability. Although such hostile takeovers are rare, a fear of 
them may lead executives to be more determined in their efforts at max-
imizing the value of their company, since a higher value is reflected in 
higher share prices, making the execution of a hostile takeover more 
difficult.

T H E  S T O C K  M A R K E T ’ S  C E N T R A L  R O L E

Are the incentives provided by capitalists in a social market economy 
also available to the state under a system of market socialism? Although 
there is only one employer—the state—a labor market for executives nev-
ertheless also exists under market socialism. Performance-based pay can 
also be offered to the managers of market socialist enterprises. And cred-
itors can likewise perform monitoring functions. Thus, it seems the only 
one of the four incentives not available in a market socialist economy is 
the stock market. Three out of four isn’t bad—but is it enough?

Unfortunately, no. The missing incentive, the stock market, is ur-
gently needed for the other three to function well. This is one of the 
central insights produced by the field of “corporate governance” re-
search in recent years.

It may not seem immediately obvious that the stock market should 
have such a crucial role. Certainly, critics of capitalism usually take a 
pretty dim view of the stock market. This thesis therefore requires a 
convincing justification.
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To begin with, one might think it is relatively easy to monitor man-
agement. All owners need to do is to check the level of profits. Owners 
who are not involved in the daily running of their businesses, such as, 
for instance, the state under market socialism, could therefore make 
the payment of managers dependent on the financial success of an 
enterprise.

Yet this is highly problematic. Current profits depend crucially on 
investment decisions that were taken by management a long time ago. 
Thus, today’s profits depend on whether in the past the management 
adopted the right business model, employed the right personnel, and 
made the right investments in, for example, research and development. 
These managerial decisions are reflected in an enterprise’s profits with 
a delay of several years. Current profits also depend on accidental 
factors, such as the global economic cycle. It follows that annual profits 
are not a good indicator of the quality of management in that same year, 
but rather a noisy signal indicating the quality of management in 
the past.

If an owner measured the quality of his managers in terms of cur-
rent profits, the managers would have an incentive to develop strategies 
for raising short-term profits at the expense of long-term profits. They 
would, for instance, fail to make reasonable investments whose benefits 
would only become apparent after a long delay. Of course, one might in 
principle continue to pay managers dependent on the profits of the en-
terprise even after they left the enterprise. Managers would then take 
the long-term effects of their leadership into account. But some of them 
might die in the meantime, or might perhaps reason that having a lot of 
money in old age is not that important, as consumption opportunities 
diminish. The enterprise might also go bankrupt, or even snub former 
managers by intentionally reporting lower profits for some time after 
they have left.

Similar shortcomings attach to other indicators, such as, for instance, 
market share or increases in turnover. They also do not reliably reflect 
the quality of the existing management, and are therefore not suitable 
for producing the desired incentives.

Thus, without a well-functioning stock market, it is almost impos-
sible that owners could readily evaluate the quality of management. 



M ar  k ets    A n d  S ocialism           165

And this means that, without such a stock market, it is not possible to 
develop models for remuneration that create optimal incentives. The 
same applies to reputation as an incentive. Even with a functioning 
stock market, this is a rather vague standard. But without a func-
tioning stock market, reputations build up only slowly and therefore 
tend to have little influence on managers’ behavior.

The monitoring of managers by creditors might, in principle, help to 
promote the long-term performance of manager-led firms. In countries 
like Japan and Germany, the control of enterprises by their main banks 
played a central role until roughly the early 1990s. A main bank orga-
nizes the majority of the financing needed by an enterprise, and accom-
panies it for the long term, ideally for its entire existence. In such a 
setup, the bank has an interest in monitoring management to reduce the 
risk of a credit default. If there are signs of such a risk, it can intervene. 
If it sees grave mistakes being made, it may even convince the owners 
of the enterprise to replace top management, to allow the enterprise to 
be brought back on course.

But this mechanism of control is also fragile, because banks have 
their own serious problems with governance. There are various rea-
sons why the executives of a bank might turn a blind eye and grant 
the loans demanded by an enterprise without paying close enough 
attention to risks. At best, in such cases, enterprise managers intend 
to use the credit to expand the business, which improves their per-
sonal prestige but diminishes the profitability of the business. At 
worst, bad investments lead to heavy losses, which ultimately also af-
fect the bank.

Japan provides a cautionary example of the insufficiency of the con-
trol offered by main banks. The overgenerous financing of enterprises 
in the second half of the 1980s caused a major banking crisis in the 
1990s, which affects Japan’s economy to the present day. In economic 
circles, these are referred to as Japan’s two lost decades.

We thus arrive at the key role played by the stock market, not only 
because of the signaling function of stock prices and the threat of hos-
tile takeovers, but also because it increases the effectiveness of the other 
three mechanisms—that is, incentive pay, labor markets for managers, 
and the role of creditor banks. The remuneration of managers can be 
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tied to stock prices, and their developments inform the markets and the 
creditors about the quality of their work.

The stock market is not a perfect source of information, however. It 
is susceptible to speculative bubbles and can be manipulated with the 
help of insider knowledge. The scandals in which managers of publicly-
quoted companies are regularly involved bear witness to this. The 
neoliberal claim that stock prices always and everywhere reflect the 
fundamental value of a firm is therefore more an article of faith than a 
scientific truth.

The signals the market sends regarding the quality of management 
are imprecise and difficult to read. If the price of a share changes, it is 
necessary to isolate what part of the change is caused by the manage-
ment, rather than by sector-specific or stock-market-specific factors. In 
general, the reliability of the stock market grows with its size and li-
quidity. But even then, the market should be subject to regulations that 
increase its transparency and ensure that misconduct is penalized. 
Given sufficient liquidity and proper regulation, a stock market can 
contribute substantially to management discipline in large-scale enter-
prises, and thus to the creation of wealth.

I M P L I C A T I O N S  F O R  M A R K E T  S O C I A L I S M

It would certainly not suffice if the managers of market socialist enter-
prises had to swear an oath of profit maximization, and then relied on 
their consciences. There would have to be suitable material incentives, 
as well. But to let managers have a share of current profits would be 
counterproductive. It would lead to shortsighted behavior and “creative 
accounting.” The labor market for executives is also not very promising 
as a remedy, because in a market socialist economy executives would be 
employed by other managers or by government civil servants—that is, 
by individuals who have no genuine interest in the profit maximization 
of enterprises either. What remains as a solution is control by state banks; 
but here, too, we should be skeptical. The susceptibility of this approach 
to the emergence of corruption involving politicians and banks was 
already mentioned in the previous chapter.
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For all these reasons, our concluding judgment on the traditional 
model of market socialism must be pessimistic. The risk is too high that 
such an economic system would produce the cronyism and stagnation 
we know too well from the hybrid systems in Hungary and Yugoslavia 
before the turning point of 1989.



8

S H A R E H O L D E R  S O C I A L I S M

As we have seen, the traditional model of market socialism lacks 
actors who could successfully encourage managers of firms to achieve 
economic efficiency—that is, actors who could perform the task that in 
the current system is performed by capitalists. This is a grave defect that 
makes it significantly less attractive. But the traditional design is not the 
last word on market socialism. There are other models, and they were 
designed specifically to solve this problem of incentives. They are all 
based on the counterintuitive idea that a stock market can exist along-
side public ownership of firms and, by encouraging managers in market 
socialist economies to maximize the profits of their firms, can con-
tribute to the reduction of overall economic waste.

On the next leg of our journey, we shall therefore visit three economic 
systems that belong to the species of shareholder socialism. In each of 
these systems, the market socialist firms are listed companies to which 
the general norms of stock corporation law apply. In the first of these 
systems, the state merely owns a majority of the capital of each firm—for 
example, 75 percent. In the second system, private ownership of shares 
is abolished altogether, and numerous municipalities and communities 
who trade on the stock market are entrusted with the share capital. In 
the third system, all shares are ultimately owned by individuals, but the 
corresponding property rights are restricted on the basis of egalitarian 
principles that make the emergence of capitalist dynasties impossible.

If a “socialized stock market” works well, then the other tools for dis-
ciplining state managers—reputation, incentive pay, and monitoring by 
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creditors—also work well, because, as we may conclude from our reflec-
tions so far, an intelligently regulated stock market generates valuable 
signals indicating the quality of the current management of enterprises. 
Ultimately, enterprises then base their decisions on “shareholder 
value”—with, in the case of market socialism, the whole polity’s being a 
“shareholder”—and they thus produce efficiently.

Shareholder socialism possesses yet another advantage over both tra-
ditional market socialism and the system of self-management—namely, 
that it allows firms to spread their business risk. A firm bears less risk if 
it is financed through issuing shares, because equity owners participate 
not only in the firm’s profits but also in its losses. Should a firm find itself 
temporarily in difficulties, it need not pay dividends to shareholders. 
Contrast this with loans, which demand fixed repayments regardless of 
a firm’s situation. It is thus possible to avoid cases in which, from one 
day to the next, wages need to be cut and working hours extended to 
cover payments to creditors.

The three versions of shareholder socialism outlined in this chapter 
also allow for small private enterprises, but these will be discussed only 
in the last part of the chapter. First, we shall concentrate on the actual 
market socialist sector of these economic systems.

F I R S T  V E R S I O N :  X %  M A R K E T  S O C I A L I S M

The simplest method for generating useful stock market signals in a 
market socialist economy is the partial privatization of the firms in the 
state-owned sector. Thus, we may imagine a version of shareholder so-
cialism in which x percent of the capital stock of each enterprise is 
owned by the state. The shares corresponding to this percentage are not 
traded on the market, but are held by the government. The remaining 
shares are traded on a free market. The figure for x—that is, the propor-
tion of the capital stock that is state-owned—lies somewhere between 
51 and 99, so that the state retains the majority of votes at the share-
holder meetings of each enterprise, and exerts control.

The proportion of shares held by the state should remain the same 
across time and for all enterprises. It therefore makes sense to fix the 
figure for x explicitly in the constitution. The constitution may, for 



170   I S  C A P I T A L I S M  O B S O L E T E ?

instance, stipulate that 75  percent of the capital stock of each listed 
company must be publicly owned. Actors in the stock market then own 
the remaining 25 percent.

The investors trading at the stock market consist of individuals, 
firms, banks, foundations, and pension funds. As in contemporary capi-
talism, they buy and sell shares to achieve the highest possible expected 
return. The evolution of the various stock prices therefore mirrors the 
market expectations regarding the future profits of the various firms. 
This information can be used by the state as the main shareholder to dis-
cipline the behavior of the firms’ managers—for example, through the 
mechanism of stock option plans.

This version of market socialism deviates from the traditional model 
insofar as part of the enterprises’ profits end up with private investors. 
This is the price to be paid for being able to guarantee the efficiency of 
the production sector. However, the private investors are barred from 
exerting control over the enterprises, because the state retains the ma-
jority of votes at shareholder meetings. It is therefore unlikely that a cap
italist class will form that could, through its economic power, dominate 
the political decision-making process.

When an enterprise issues new shares for the purpose of financing 
investment, it must adhere to the x percent rule to make sure that the 
proportion of state property remains the same. Thus, if a hundred new 
shares are issued to increase capital, only twenty-five of these are offered 
on the free market, while seventy-five are bought by the state at market 
value. As this way of proceeding puts pressure on the public budget, the 
issuing of larger amounts of shares must be subject to prior approval by 
a state authority. The x percent rule should also apply when the capital 
stock is reduced by the repurchase of shares by firms.

In this economic system, new enterprises can be established by the 
state and by existing market socialist enterprises. Enterprises founded 
by the state are listed on the stock market within a certain period of 
time. At that point, the state must sell 100 minus x percent of the shares 
to comply with the constitutionally embedded rule. If an enterprise is 
founded by another market socialist enterprise, the x percent condition 
is already met, insofar as the parent company is x percent owned by the 
state. In that case, it is not necessary that the new enterprise be listed.
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State Ownership and Political Interventionism

Having the state own part of the capital stock of enterprises is not really 
a new phenomenon. Think of the German companies Volkswagen and 
Deutsche Telekom, to name just two. The truth is that sometimes state 
involvement has worked, and sometimes it has not. Typically it has not 
when governments imposed business decisions on management and 
misused enterprises under their control for party-political ends.

A striking example of the dangers of state involvement in firms’ man-
agement is the former industrial holding IRI in Italy. This huge state-
owned conglomerate positively contributed to the development of the 
nation’s heavy industry and helped to reconstruct Italy after the war. But 
subsequently, IRI was abused by the political parties in government to 
please their clients, on the pretext of pursuing developmental policies 
for the southern regions of Italy. Bad investments accumulated, and fi-
nancial losses and state subsidies rose astronomically. The Italian tax-
payer had to foot the bill for IRI over a long period of time, until the 
state holding gradually dissolved as a consequence of pressure from the 
European Commission.

Finland, by contrast, provides an interesting counterexample. In 
the same period of time in which IRI gradually disappeared, the Finnish 
state successfully controlled about a fifth of the country’s manufacturing 
sector. State-owned enterprises made profits and contributed to the 
technological modernization of the country. Some Finnish industries to 
the present day are world leaders when it comes to innovation and 
productivity. The reasons behind the privatization of most Finnish state-
owned enterprises over the past twenty years have been political rather 
than economic.

Examples such as IRI suggest that the x percent version of stock 
market socialism entails significant risk of political interventionism, 
because in this economic system the government is the main shareholder 
of all big firms. Governments would be the source of plausible-sounding 
entreaties to their firms—“Please, do something about unemployment,” or 
for the environment, for equal opportunities, for technological develop-
ment, or for any number of other concerns—that would lead them to de-
viate from their business goals.
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Political interventions in the affairs of firms are problematic not only 
because such noble words are often cloaks for politicians’ selfish mo-
tives. Even when interventions are based on the purest of intentions, 
the polity often does not benefit because politicians, as a rule, do not 
really know how a particular firm can best serve society.

If political interventions are not prevented in this economic system, 
the result is confused chains of mutual commitment between individual 
politicians and managers, and these ultimately suffocate the workings 
of the market. Managers no longer feel responsible for proper economic 
accounting, and they subordinate business decisions to the aim of main-
taining good relationships with politicians.

An Independent Institution as Collective Shareholder

The x percent version of market socialism should therefore have a public 
institution in the form of a collective investor who represents the inter-
ests of the polity and protects enterprises against the government’s con-
stant temptation to intervene in their business. Let’s call this institution 
a federal shareholder. The federal shareholder acts as a trustee for the 
public capital invested in enterprises. The central task of this institution, 
carried out by its employees in accordance with its shareholder rights, 
is to make sure that the capital invested by the state achieves the highest 
possible returns over the long term. Thus, the sole purpose of this public 
agency (which is the main shareholder of all big firms), is to seek the 
maximization of the collective “shareholder value.” This clearly formu-
lated aim is its mission.

Sitting as they do on the boards of directors, representatives of the 
federal shareholder are in position to hire and fire the top managers of 
enterprises, to be involved in the design of their compensation packages, 
to give advice to them about the strategic orientation of the enterprise, 
and generally to make sure that firms in public ownership are managed 
so as best to maximize profits.

The success of this institution is measured in terms of the contribu-
tion that market socialist enterprises make to the government budget, 
because the more profitable the enterprises are, the greater the amount 
of money that flows from them into public coffers. The whole polity bene-
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fits from this, as it means that taxes can be lowered, while public transfer 
payments (as well as the quality of infrastructure, education, and health 
provision) can be raised.

The federal shareholder should take long-term profit from the in-
vested capital as the benchmark. This institution is therefore kept free 
of short-term political motives, and its independence is guaranteed by 
the constitution. Its management is not recruited from political parties, 
but made up of independent experts who are committed to the public 
good. Like Germany’s central bank or federal audit court, this institu-
tion is essentially independent from the government; like them, it has a 
clearly defined task. The mission of the German central bank upon its 
inception was to guarantee the stability of the general price level. (Today, 
this is the responsibility of the European Central Bank.) In the case of 
the federal shareholder, the task is the maximization of collective “share-
holder value.” One can also conceive of this task in terms of a target 
return that can be newly established every few years by parliament or 
through a referendum.

As this institution acts in the name of the broad collective interest, it 
maintains a high level of transparency. Every interested citizen has access 
to the information that is necessary to judge its performance. The com-
petition authorities, consumer organizations, and trade unions are all 
able to keep a very close eye on the work of the representatives of the fed-
eral shareholder to prevent a situation in which the maximization of 
profits is achieved at the expense of consumers and employees. Hence, 
they are granted far-reaching information rights.

How large an institution is the federal shareholder? In a country such as 
Germany, there are today about 750 listed enterprises. But many large-
scale enterprises are at present not joint-stock companies. Thus, assuming 
the number of listed enterprises doubles under market socialism, the 
institution needs enough personnel to be represented on 1,500 super-
visory boards. If the federal shareholder is represented on each board 
with three members, and each of them is a member of three different 
boards, then the federal shareholder needs 1,500 employees to cover all 
supervisory boards of listed enterprises.

Such an institution also requires sufficiently qualified personnel for 
finding independent solutions to the problems it encounters. It therefore 
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needs a center of excellence for all important questions of corporate 
governance, investment decision making, financing, and risk analysis. 
It must be able to offer its employees a professional perspective and in-
still a sense of belonging and of the importance of the common good in 
them. The recruitment of staff must be transparent and follow criteria 
that are clear and, as far as possible, objective.

Another question concerns the constitution of the institution’s exec-
utive board. The board members must be independent not only of the 
government, but also of the enterprises. One possibility is to apply rules 
similar to the ones used in the case of central banks. However, the ex-
perience of recent years shows that they need to be very strict to make 
revolving doors—that is, personnel movements between the public au-
thority and private business—more difficult, by imposing sufficiently 
long interim periods between holding different posts. The government 
appoints the president of the institution, but he or she remains in office 
for a relatively long period of time. A removal from office is only pos
sible in extreme cases, and must be confirmed by parliament. The par-
liament has the right to nominate, for instance, half of the institution’s 
board members.

Critical Appraisal

As private ownership of shares is permitted within certain limits, 
x percent market socialism features a stock market that can be used to 
steer the behavior of managers towards profit maximization. Neverthe-
less, the majority of shares are in the possession of a single institution. 
This has two problematic consequences.

The first is that there can be no hostile takeovers of badly managed 
enterprises, because the federal shareholder is always the majority 
shareholder. As we saw in the previous chapter, just the threat of a hostile 
takeover, with the likely subsequent replacement of top-tier management, 
can be an efficient way of encouraging management discipline. In this 
system, this tool does not exist, because the replacement of bad man
agers can only be initiated by the state institution.

The second problem—the real Achilles’ heel of this system—is the 
concentration of power in the government that may follow if politicians 
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gain control over the federal shareholder, the institution in charge of the 
state-owned firms. As the resulting power is vast, so is the temptation 
to capture this institution. A government may therefore try to abolish 
the law guaranteeing the independence of the federal shareholder, or it 
may try to undermine it in practice.

This risk highlights the necessity of strengthening the position of pri-
vate investors. These investors have an immediate interest in the profit-
ability of those enterprises in which they hold shares, but due to their 
diversified share portfolio they have only a weak incentive to perform 
the necessary monitoring role. It is therefore exceedingly important that 
the polity supports organizations that help private shareholders articu-
late their interests and, if necessary, fight for them.

The suitability of this version of market socialism depends on 
country-specific factors that make political abuse more or less likely. A 
strong civil society, free and independent media, and intense competi-
tion between political parties can help to make it less so. An established 
tradition of the rule of law is also helpful. If the top positions of state 
institutions are filled with competent individuals who have integrity, 
they are less likely to come under the sway of intellectual fashions and 
political mantras being invoked by government members trying to 
subordinate the federal shareholder and its companies to their aims.

Although the presence or absence of these beneficial factors is not 
immutable, they can be changed only relatively slowly. In some coun-
tries, there may be only very weak expressions of them, and it may 
therefore be too politically risky to introduce this first version of share-
holder socialism. In these countries, the power that results from public 
ownership of the means of production must be decentralized. One op-
tion is to return to the venerable tradition of local self-management—
an option we will explore next.

S E C O N D  V E R S I O N :  M U N I C I P A L  M A R K E T  S O C I A L I S M

The design of municipal market socialism can be found in the work of 
U.S. political scientist and economist Leland Stauber. The core of the eco-
nomic system he suggests is a stock market in which the shares of all 
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large-scale firms operating in competitive product markets are traded. 
As opposed to the first version of shareholder socialism, however, the 
public institutions in charge of those firms are the local jurisdictions. 
Individual ownership of shares is not permitted in this system. People 
who want to save must do so with savings accounts, government bonds, 
and the like.

In the system of municipal market socialism, every local jurisdiction is 
the sole owner of an investment trust that administers the share capital 
of the municipality. Several smaller communities may join together for 
this purpose. The local investment trusts trade with shares and dis-
tribute the associated returns to the jurisdictions to which they belong. 
Enterprises are set up as joint-stock companies whose shares are mainly 
held by the local investment trusts in the form of their own investment 
funds. Enterprises and banks (who are also joint-stock companies) can 
also own the shares of other enterprises and banks, as is the case today. 
But ultimately all enterprises are owned by the local jurisdictions 
through their investment trusts.

It is worth noting that, in this economic system, the local investment 
trusts are not instruments for regional planning. Rather, their sole task 
is the generation of capital income from firm ownership. This corre-
sponds to the brief of the federal shareholder in the first version of 
shareholder socialism.

Having a large number of profit-maximizing investment trusts cre-
ates a competitive stock market in which stock prices signal the effi-
ciency of the corresponding enterprises. The local investment trusts 
exercise the control rights associated with their ownership of shares, 
and receive their dividends. This is meant to provide the investment 
trusts with the incentives and the instruments they need to encourage 
the managers of enterprises to maximize profits.

The fund managers of the local investment trusts are recruited on the 
job market and may receive pay tied to the performance of their funds. 
The fundamental rules they must follow are laid down in law. This law 
ensures the necessary independence of the investment trusts from local 
government. All investment trusts are controlled by external auditors, 
appointed by a national regulatory body. The auditors certify that the 
activities of the local investment trusts conform to the formal rules dic-
tated by national legislation.
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Mandatory disclosure forces the local investment trusts to be trans-
parent, so that the residents of a municipality get as precise as possible 
a picture of how their investment trust works. An independent na-
tional regulatory body records the performance of all local investment 
trusts, conducts comparative studies, and publishes the collected data, 
as well as the results of its analyses. This helps each municipality’s 
residents judge the quality of the management of funds in their own 
trust. It may be that municipalities remunerate their funds managers 
using the method of yardstick competition. That is, managers receive 
bonuses for above-average fund performance; if performance is below 
average, their salaries are reduced. The regulatory body produces a 
guide for the regulation of local investment funds and advises the 
municipalities.

All dividends and, where applicable, income from interest received 
by a local investment trust is passed on to the community. Trusts receive 
income from interest if they are allowed to buy bonds issued by enter-
prises. They are prohibited, however, from purchasing bonds issued by 
regional authorities; otherwise, the temptation might be too great for 
those authorities to misuse their investment trusts to help them pursue 
unsustainable fiscal policies.

The municipalities have fundamental decision-making authority 
over the use of the interest income and dividends they receive from the 
investment trusts, and they make their decisions democratically. Such 
income may, for instance, be used to reduce local taxation or to improve 
local infrastructure, it may be passed on to the residents as a local social 
dividend, or it may be used to increase the capital assets of the invest-
ment trust. As one possible scenario for the introduction of this economic 
system, perhaps all municipalities receive from the federal government 
the same amount of money for each resident to buy shares. At regular 
intervals, the federal government may decide to increase the invest-
ment funds of the municipalities to satisfy the rising demand for equity 
capital from the firm sector. This increase is financed through federal 
taxation, and the grant to each municipality is proportional to the size 
of its population. The individual communities may also decide to improve 
the financial endowment of their investment trust by means of additional 
revenues derived from higher local taxes or lower local expenditures. 
This may be desirable if shares are seen as particularly lucrative forms 
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of investment. A further possibility to satisfy the rising demand for 
equity capital from the firm sector is to allow the investment trusts to 
borrow money for the purchase of shares from commercial banks and 
other investors.

Due to the decentralization of public ownership, this version of 
market socialism is better suited for implementation at the European 
level, or even at the global level. Note, for example, that it avoids dis-
putes between nations over the filling of posts in a central authority.

Regulation of the Municipal Investment Trusts

In this economic system, the local municipalities bear a great responsi-
bility for the allocation of resources. Two questions arise at this point: 
What we should make of this increased importance of the communities? 
And are they actually able to fulfill this function?

On the one hand, this system can draw on traditions of local self-
management and local-level democratic involvement that are still very 
much alive in some countries. In Europe, where this tradition is strong, 
the introduction of municipal market socialism could lead to a renais
sance of citizens’ initiatives and local democracy.

On the other hand, the communities’ desire to shape things implies 
the danger of political interference in the participant enterprises’ deci-
sions. A local government might, for instance, order an enterprise con-
trolled by its investment trust to buy machines from a local producer, even 
though their quality is bad or they are overpriced. A local government 
might also force an enterprise it controls to invest in the community, even 
though an investment outside the community promises significantly 
higher returns. It is therefore anything but certain that the municipal 
investment trusts would perform the capitalist class function of encour-
aging enterprises to maximize their value. The danger of undue political 
influence appears even greater if we remind ourselves that, among local 
politicians, there are frequently individuals who have private economic 
interests in the municipality’s decisions—perhaps because they are in-
volved in the real estate market, for example. Such entanglements, to-
gether with the possibility of administering a considerable amount of 
money, could lead to cronyism.
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If it is to work, municipal market socialism therefore needs rules to 
put up barriers to the exertion of political influence and to induce the 
local investment trusts to strive for the maximization of their financial 
performance over the long term.

Past experience with so-called sovereign wealth funds suggest the 
kinds of rules needed. Today, many states of the world have sovereign 
wealth funds that oversee the short-term administration of enormous 
volumes of financial assets. Some of these funds have achieved consid-
erable returns over the past decades—Singapore’s is a good example. 
And some of them have been not only financially successful but also 
transparent, and therefore amenable to democratic control. This is par-
ticularly true of Norway’s. Sovereign wealth funds in today’s states are 
comparable to the local investment trusts we are imagining in the mu-
nicipalities of the market socialism. The shape of the rights and duties 
of local investment trusts in municipal market socialism can there-
fore be based on the regulation of the sovereign wealth funds under 
capitalism.

Further rules, more specific to municipal market socialism, are also 
needed. What if, for example, local enterprises that are inefficiently 
managed exert pressure on local government to receive financial aid 
from the municipal investment trust? The prohibition of direct subsi-
dies is not enough, because such help can be covert. An unprofitable 
enterprise might, for instance, repeatedly get its municipality to buy 
new shares in it. Such an enterprise could operate at a loss without ever 
officially receiving subsidies.

The risk of local politicians’ abusing their authority could be miti-
gated, however, by various generally binding rules. Stauber, the in-
ventor of this economic system, suggests three such rules. The first is 
that none of the municipal investment trusts may own shares of local 
enterprises—that is, of enterprises whose activities have a focal point in 
the trust’s municipality. Note that this rule does not apply to local utili-
ties providing essential services, because (as discussed in the previous 
chapter) these are regulated by different means, due to their lack of 
competition.

Under this rule, an enterprise might count as “local” if it employs 
more than a certain proportion of the population or contributes more 
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than a certain percentage to overall value-added in the municipality. The 
prohibition on owning shares of local enterprises should also apply to 
bonds issued by these enterprises.

This rule requires a further specification, however. As in the other 
versions of shareholder socialism, in this model, too, enterprises may be 
active in the stock market. This leads to ownership chains that create 
indirect relations between local investment trusts and enterprises. To 
avoid a situation in which enterprises circumvent the above-mentioned 
rule by taking indirect ownership of local enterprises, mutual stockhold-
ings between enterprises must be taken into consideration. Otherwise, 
a local government can buy the majority of shares of an enterprise from 
another municipality, which, in turn, buys shares of an enterprise from its 
own municipality. With the help of today’s information technology, it 
is possible to monitor such cross-shareholdings. Share transactions can’t 
be allowed to remain anonymous, however, and therefore a centralized 
stock market is needed in which the shares held by each market partici-
pant are visible at every point in time. For the bonds issued by enter-
prises, similar arrangements must be made if they are to be part of the 
investment trusts’ portfolios. And it is particularly important to take 
the effects of the combination of share and bond ownership into ac-
count. This makes it possible to prevent, for example, municipality A’s 
owning an enterprise located in municipality B, which in turn buys 
bonds of an enterprise located in municipality A that would not other
wise be able to finance itself on the capital market.

If the regulator takes the municipalities’ indirect ownership into ac-
count, a complete prohibition of the ownership of local enterprises may 
turn out to be a substantial drag on the stock market’s workings. Given 
widely dispersed shareholdings and cross-shareholdings, a local enter-
prise may find it hard to buy any shares at all without its municipality’s 
becoming an owner via some chain or other. It therefore makes sense 
to limit the ownership of local enterprises, without prohibiting it 
altogether.

There must also be limitations on the ownership of nonlocal enter-
prises, because even if the investment trusts do not provide equity cap-
ital, there is still potential for political abuse to the advantage of local 
enterprises. Imagine, for example, that municipality A’s investment 
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trust gains control of an enterprise in municipality B which engages in 
trade relations with a municipality A enterprise. Municipality A’s in-
vestment trust could use its power of control to gain an advantage for 
its own municipality’s enterprise; it might, for example, compel the 
management of the municipality B enterprise to buy from the munici-
pality A enterprise at too high a price, or sell to it at too low a price.

For all these reasons, it is economically unwarranted for single mu-
nicipalities to have exclusive control over market socialist enterprises. 
To rule out this possibility, a municipality’s maximum ownership of an 
enterprise’s capital equity should be legally restricted. This brings us to 
Stauber’s second rule: No municipality may directly or indirectly own 
more than six or seven percent of an enterprise. The corollary is that 
every enterprise has at least fifteen owners. Since no single owner holds 
an absolute majority of the capital, the other shareholders can be relied 
upon to protest any abuse of power aimed at benefiting a specific 
municipality.

This prohibition also makes sense because it helps to avoid another 
kind of hidden subsidy for local enterprises. According to the first rule, 
an investment trust may not purchase shares in local enterprises. This 
rule can be circumvented, however, if two municipalities, each with one 
unprofitable enterprise in its district, agree to buy the shares of each 
other’s unprofitable enterprises. Doing so allows them to give both local 
enterprises hidden subsidies. Although this kind of agreement is illegal, 
it is probably difficult to provide legally watertight proof that the law has 
been violated. But if a municipality’s ownership of shares is restricted 
to six or seven percent of an enterprise’s capital, then the volume of a 
possible subsidy is limited and such agreements become less lucrative. 
Of course, agreements between three or four municipalities could result 
in larger financial injections for the enterprises, but it is much more dif-
ficult to keep such agreements secret. Municipalities may still agree to 
subsidize their enterprises through the mutual purchase of bonds (if it 
is permitted for local investment trusts to invest in bonds). The restric-
tions on ownership should therefore be extended to include bonds is-
sued by enterprises.

Another problem results if municipalities try to use up their assets 
held in shares without due consideration for the next generation of the 
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population. If local governments are allowed to turn a municipality’s 
assets into liquidity, they can very quickly have a lot of money at their 
disposal. It may be tempting for local politicians to develop strategies 
for directing this money into their own pockets and the pockets of those 
under their patronage. A municipality with a relatively small popula-
tion might also think about dividing up the windfall among the resi-
dents and then vacating the impoverished municipality to move to a 
more prosperous one.

To avoid such forms of opportunistic behavior, the investment trusts, 
as a matter of principle, may not pass on the proceeds from the sale of 
shares to the budget of the municipality. This is the third rule suggested 
by Stauber: The investment trusts must reinvest the proceeds from the sale 
of shares in the stock market. The proceeds from sales of bonds and other 
financial securities must also promptly be reinvested.

This third prohibition, however, can be circumvented if a municipality 
invests its wealth in the shares of an enterprise that turns all its assets into 
liquidity within a short space of time, and thus distributes artificially high 
dividends. With a nod to the old Grimm’s fairy tale about the “Gold-
Ass”—the donkey that turns what it eats into gold droppings—let’s give 
this kind of enterprise a name. It is a short-lived gold-ass. While its market 
value continuously declines, its shareholders receive huge dividends. 
Thus, a municipality that owns only short-lived gold-asses reduces its 
share assets to zero within a short space of time, but up to that point 
receives a lot of money. If the municipality keeps this strategy well 
hidden, it may even successfully insist that the central government bail 
it out—something the central government will do if it erroneously as-
cribes the loss of capital to stock market volatility, failing to see that the 
local government had a hand in it.

We will return to the subject of gold-ass enterprises in detail when 
we come to the third version of shareholder socialism, because the 
problems they create are more acute in that context. Here, it suffices to 
mention three simple measures that help defuse the dangers under 
municipal market socialism.

First, gold-ass strategies can be explicitly prohibited by laws spelling 
out penalties to deter them. Second, the federal government can reso-
lutely commit itself to a policy of not bailing out municipalities who 
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have been economically imprudent with their assets. This requires an 
insolvency law for local jurisdictions. Third, the government can intro-
duce progressive taxation for per-capita dividends within the munici-
palities, placing higher tax burdens on very high payouts. This has the 
effect of markedly reducing the payoff of a gold-ass strategy.

The problem of short-lived gold-asses can be immediately defused if 
each investment trust represents a group of individuals with different 
interests. As a rule, some residents will be strictly in favor of keeping 
assets within the municipality and using them for long-term profitable 
investment in the stock market. These are the individuals who expect 
their families to remain permanent residents of the municipality and 
are therefore interested in its long-term prosperity. Such people are 
often politically active at the local level, and they are therefore well in-
formed about the investment strategies of the trusts. If the investment 
trust attempts to buy a gold-ass enterprise, they ask the national regula-
tory body to investigate the investment trust.

The rule that dictates that no municipality may be the sole owner of 
an enterprise is also helpful here. To transform an enterprise into a gold-
ass, the investment trust of a municipality needs to reach an agreement 
not only with the managers of the enterprise but also with the other 
shareholders. Given a maximum of six percent share ownership, there 
are at least seventeen shareholders. Keeping such an agreement secret is 
very difficult.

Inequality of Social Dividends

In a system of municipal market socialism, the dividend incomes en-
joyed by populations of different municipalities often diverge. Some 
investment trusts are more successful in their stock market decisions 
than others, and their local governments are able to provide higher 
social dividends. This inequality represents a thoroughly desirable in-
centive for municipalities to invest their share capital as profitably as 
possible. Compared to the traditional model of market socialism, how-
ever, the income distribution is less equal. Although this is a disadvan-
tage, it is not really a serious objection to the model. There are at least 
three reasons for this.
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First, the traditional model of market socialism is not an attractive 
model for more general reasons. The municipal version of shareholder 
socialism must rather be compared to the version of x percent market 
socialism, where 100 minus x represents the proportion of share capital 
that is privately owned, and where the distribution of dividends is there-
fore also unequal. It is not possible to tell in general which version of 
market socialism results in the more unequal distribution of dividends.

Second, we must take into consideration that the income from div-
idends represents only a part of the income from capital, which, in 
turn, represents about a third of national income. In addition to a social 
dividend, individuals receive income from labor, and income from in-
terest, that results from market transactions and is usually unequally 
distributed. There are also public transfer payments, such as old-age pen-
sions and unemployment benefits, which may also differ from indi-
vidual to individual. A small inequality in the distribution of dividends 
therefore has an even smaller effect on overall income inequality.

Third, the fact that individuals may freely choose their places of resi-
dence further weakens the influence that inequality among municipali-
ties has on inequality among individuals. When the per-capita income 
in two municipalities seriously diverges, some individuals leave the poor 
municipality and move to the richer one, to raise their standard of 
living. As a result, the richer municipality’s social dividend goes down 
and the poorer municipality’s social dividend goes up. Thus, freedom 
of movement counteracts income disparities among regions.

T H I R D  V E R S I O N :  C O U P O N  M A R K E T  S O C I A L I S M

Yale University economist John Roemer has suggested an alternative 
form of market socialism that includes individual ownership of shares. 
Compared to the first two versions of shareholder socialism, this form 
significantly reduces the risk that the state will exert political influence 
over enterprises’ decisions. It also allows citizens to choose share port-
folios that suit their individual needs. Because the functioning of this 
ingenious system is conditional on the introduction of a parallel cur-
rency for stock markets—coupons—this is coupon market socialism.
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Once again, we see here an economic system with a core of listed en-
terprises that have the legal form of joint-stock companies. There are 
additionally numerous investment trusts created and controlled by the 
state. These own the shares of the listed enterprises and offer them to 
the citizens in the form of mutual funds. The shares of the mutual funds 
are owned by individuals and traded in coupons on an official market 
for securities. The ownership rights of individuals are restricted in such 
a way that the emergence of capitalist dynasties is prevented.

Coupons as the Currency of the Capital Market

In this version of shareholder socialism, each citizen receives an iden-
tical sum from the government once he or she reaches a certain age—
perhaps eighteen. This sum is denominated in coupons, not in euros or 
dollars—that is, not in the currency used for all other market trans-
actions. The individuals may not change these coupons into other cur-
rencies. They represent an initial capital endowment with which each 
individual buys shares in mutual funds. As there are hundreds of invest-
ment trusts, each of which administers several mutual funds, each person 
can choose among numerous investment opportunities. If someone 
buys shares in a fund, he or she is then entitled to a proportional share 
of the dividends paid out by that fund. While the shares are priced in 
coupons, their owners receive their share of the dividends as ordi-
nary money—that is, dollars or euros. They can then spend this money 
freely.

Coupons can be used only for the purchase of shares. And the shares, 
in turn, can be sold only for coupons. Shares of the various funds are 
traded on a state-regulated financial market in accordance with their 
market prices. Individuals invest in coupons, and so can enterprises, 
banks, foundations, and pension funds. Individuals can stockpile cou-
pons in accounts, but they can neither exchange them against another 
currency nor give them away to other individuals or organizations. The 
fact that these assets are fixed in coupons means that each individual has 
a lifelong investment income, the value of which depends on the ac-
quired shares’ performance. Individuals therefore have an incentive to 
look out for the mutual funds that offer the best combination of returns 
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and risks. Adventurous investors try to gather and analyze information 
to play the market, while risk-averse investors just invest their assets in 
funds that experience market-average performance.

The investment trusts that administer the mutual funds buy shares 
in enterprises using the coupons they have received from individuals in 
exchange for shares in the mutual funds. These shares, in turn, entitle 
their owners (that is, the mutual funds) to the dividends paid out by the 
enterprises (in euros, or whatever currency). The investment trusts, as 
the holders of shares, also exercise the control rights laid down by law 
for joint-stock companies.

For the enterprises, the coupon stock market is a source of finance—
just like today’s stock market. They turn to the stock market and try to 
convince investors of the soundness of the business projects they want 
to undertake. Coupons acquired through stock sales are exchanged by 
enterprises for ordinary currency at the central bank using an official 
exchange rate, and this money can then be spent on their investment 
projects—for example, building new production plants or investing in 
research and development. Enterprises are also permitted to exchange 
ordinary money for coupons at the central bank—for example, if they 
wish to buy back their shares.

Thus, coupons as a parallel currency are used on two securities mar-
kets. They are used on the market for trading shares of mutual funds, 
where the actors are state-owned investment trusts (to begin with, as 
sellers) and individuals (to begin with, as buyers). They are also used to 
carry out transactions on the stock market. On the latter market, enter-
prises, investment trusts, banks, and other institutional investors are 
the traders.

Because all individuals initially receive the same amount of coupons, 
everyone in principle has the same entitlement to the profits of market 
socialist enterprises. Across the years of their lives, however, their shares 
of profits become unequal, because they all invest their initial capital 
in whatever ways they like. In the end, some individuals make more 
out of it, and others less, despite the fact that they set out from the same 
position.

For this form of equal opportunity to be realized, it must be true that 
coupons or shares cannot be passed on to heirs or freely given away. 
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Upon someone’s death, all shares and noninvested coupons of the de-
ceased become the property of the state. The state then sells these shares 
and uses the revenue in coupons to finance the initial coupon endow-
ments of individuals turning eighteen in that particular year.

The fundamental idea of this economic system is therefore easy 
to summarize. The polity, in the last instance, entrusts the administra-
tion of the capital stock to the entire citizenry. The individuals have 
a personal interest in administering the capital entrusted to them as 
profitably as possible, because they receive the returns from their invest-
ments. At the end of their lives, individuals return the potentially in-
creased capital to the polity, and a new generation is entrusted with its 
administration.

Regulation of the Investment Trusts

The investment trusts form a central part of this system. They are set up 
by the state, but they are legally independent bodies and they compete 
over the administration of individuals’ coupon assets. As they are major 
shareholders, they have representatives on the supervisory boards of 
market socialist enterprises. Like the corresponding institutions in 
the two other versions of shareholder socialism, the investment trusts 
are also embedded in an institutional framework that provides sensible 
incentives.

A well-respected, independent regulatory agency is tasked with mon-
itoring the activities of the investment trusts. It creates the transpar-
ency in the coupon-denominated financial markets that is necessary for 
an efficient management of assets. The performance of the mutual funds 
is communicated to investors perspicuously, enabling them to make in-
formed decisions. Bad funds are not selected and go to the wall; good 
funds grow. The regulatory agency in particular supervises the selection 
and pay of the fund managers, and sees to it that they are given the right 
kinds of incentives. Fund managers participate in the success of their 
funds. This provides them with incentives to make use of their control 
rights as shareholders—that is, to ensure the enterprises in which they 
hold shares are as profitable as possible. The regulatory agency stipulates 
mechanisms for the remuneration of fund managers that encourage 
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them to maximize the overall market values of the mutual funds they 
work for.

How to Deal with the Gold-Asses

Let us imagine an older man with children who has accrued substantial 
assets in coupons through successful investments. If it is permissible, 
he likes to give those coupons as presents to his children; and even 
more, he likes to exchange them for money and bequeath the money to 
the children. The polity has good reasons for not allowing this. The man 
originally received the coupons as a gift from the state and thereby im-
plicitly entered into a generational contract that stipulates that he, toward 
the end of his life, must return the coupons to the state. Alternatively, 
let us imagine a woman who wants to make a major purchase, perhaps 
of a new house. She also, of course, has a strong interest in exchanging her 
coupon assets for, say, euros. Perhaps that would mean she could buy a 
more beautiful house. In these and similar situations, we can expect 
some individuals to try to find strategies for turning coupon assets into 
money without breaking the law. One such strategy makes use of enter-
prises that offer themselves for use as “short-lived gold-asses.”

The individual applying this strategy invests his coupon assets in a 
mutual fund made up of shares of enterprises that pay out dispropor-
tionately high dividends within short periods of time. These enterprises 
raise a lot of cash—perhaps by issuing new shares or by selling produc-
tive assets—and then report artificially high profits in their accounts, 
which they pass on to shareholders as dividends. In the most extreme 
form, this strategy is pursued to the point that the market value of the 
enterprise is zero, or even negative. By investing in such a fund of gold-
ass enterprises, the individual has, in fact, found a way to exchange cou-
pons for money. Thus, at the end of his life, he leaves to the polity shares 
in funds that are worthless. In essence, he raises his personal consump-
tion, or that of his heirs, at the expense of fellow citizens.

Several measures might be put in place to keep people from pursuing 
this strategy. One of them is a law making the transformation of an enter-
prise into a short-lived gold-ass a punishable offense, and making the 
managers responsible for it personally liable. Stock corporation law and 
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accounting rules can be adapted to make it difficult to hide gold-ass strat-
egies. There can be strict limitations on payouts of capital reserves as 
dividends, for instance.

There can also be rules forbidding investment trusts to fill mutual 
funds intentionally with the shares of gold-ass enterprises. The moni-
toring of this prohibition becomes the remit of the national regulatory 
agency. This authority can recognize early whether a fund has become 
specialized in gold-ass enterprises by monitoring dividends paid out 
and share prices. High payouts happening in periods of low capitaliza-
tion levels are indicators that an attempt at liquidation is being made. 
Investment trusts that want to offer the shares of gold-ass enterprises 
are compelled to communicate to potential customers that a particular 
investment fund consists of such enterprises. The information con-
tained in these communications must be conveyed to a regulator that 
really deserves the name. Where there is justified suspicion of a secret 
liquidation attempt, the regulatory body immediately orders an investi-
gation. Investment trusts that provide gold-ass funds lose their business 
licenses, and their managers, as well as the managers of gold-ass enter-
prises, are subject to criminal prosecution, as is the case with tax 
evasion.

If these measures are not sufficient, a prohibition can be placed—as in 
the case of municipal market socialism—on exclusive control of enter-
prises. The legislature may, for instance, prohibit a single investment 
trust—directly, or through ownership chains and cross-shareholdings—
from owning more than twenty percent of an enterprise’s capital. If an 
investment trust is the sole owner of an enterprise, it is relatively easy for it 
to persuade the executives of that enterprise (perhaps by offering them 
substantial pay raises) to transform it into a gold-ass. But where the 
owners number five or more, such a strategy is considerably more diffi-
cult to pursue. More parties involved make it more likely that one of 
them will not agree with the strategy, or that, even if all parties agree, 
someone will make a mistake that leads to the strategy’s being detected.

Finally, the allure of gold-ass enterprises can be diminished through 
tax policy. Prohibitively high tax rates can be applied to any payouts of 
dividends that are very high in relation to the market value of the shares. 
At the same time, the threshold for tax-free dividends can be made high 
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enough that investors have incentives to look out for lucrative mutual 
funds.

S H A R E H O L D E R  S O C I A L I S M  A N D  

T H E  G L O B A L  C A P I T A L  M A R K E T

Finding ways to discipline the behavior of managers is one necessity 
to support the economic viability of these three versions of share-
holder socialism—but not the only challenge. Assuming the system is 
not introduced on a global scale, there is also the question of its com-
patibility with a global capitalist market. Can the international divi-
sion of labor we witness today be continued under it?

If, for instance, the European Union (EU) introduces shareholder 
socialism, and all other countries remain capitalist, the economic rela-
tionships between the EU and the rest of the world might remain more 
or less unchanged after the transitional period. This applies in partic
ular to foreign trade. The consequences for migration will be slightly 
more complicated, because the entitlement to social dividends for 
people who emigrate or immigrate needs to be addressed. But that 
does not pose any fundamental problems. The only area in which the 
coexistence of different economic systems raises very difficult ques-
tions is in international capital movements.

Today, international capital movements are largely unrestricted. This 
freedom, however, carries with it the risk that capitalists will regain con-
trol over large-scale enterprises under conditions of market socialism. A 
rich resident of a market socialist country—the chair of a market so-
cialist enterprise, for example—could transfer financial assets abroad, 
and then use them on the international capital market to gain control 
of a home-country enterprise, and perhaps the very enterprise of which 
that person is chair. Or a foreign investor could take control of a market-
socialist enterprise. After enough such moves, the old capitalist order 
could become reestablished. To prevent this, the government at home 
can cut the country off from all international capital flows. But this way 
of responding has its own problems. First, it means that some private 
individuals and enterprises in the country are no longer able to buy the 
portfolios that are optimal for them, because such optimal portfolios 
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contain foreign financial securities. Second, portfolio investments from 
the rest of the world could actually intensify the competition on the do-
mestic stock market, thus improving its usefulness as a steering mech-
anism. And third, foreign direct investment is often associated with the 
spread of new technologies that, in turn, promote the growth of do-
mestic productivity.

A better option than blocking access to the international capital 
market is allowing capital flows in both directions, but setting an upper 
limit to foreign ownership of domestic enterprises. A relatively low 
limit—perhaps ten percent, including indirect holdings—can guarantee 
that individual large-scale enterprises in the market socialist country 
are not dominated by capitalists. This measure is relatively easy to 
implement in all three versions of shareholder socialism.

In the system we’re calling x percent market socialism, foreign in-
vestors are allowed on the domestic market without any specific restric-
tions. The shares acquired by them are added to the 100 minus x percent 
of shares traded on the market, and thus the share of an enterprise’s 
capital that is controlled from abroad is never more than 100 minus 
x percent.

In the system of municipal market socialism, this rule can be applied 
on the basis of the information about the portfolios of the local invest-
ment trusts, especially since direct and indirect ownership is already 
monitored for other reasons. This monitoring provides sufficient data 
to quantify how much of a specific enterprise is owned by the munici-
palities overall. If foreign investors are allowed free access to the do-
mestic stock market, the proportion of foreign ownership is equal to 
the proportion not owned by the totality of municipalities. Thus, this 
informational system tells us how much of each enterprise is in foreign 
hands. The national regulatory body can then establish whether the for-
eign ownership of a given enterprise exceeds the limit set by the legis-
lator. Wherever the proportion of foreign ownership is too high, the last 
foreign buyers are compelled to sell their shares to domestic municipali-
ties within a certain period of time, so that the relationship between 
domestic and foreign ownership remains within legal limits.

The system of coupon market socialism probably requires stricter 
controls on capital movements. Perhaps an authority issues licenses, 
after an examination, to foreign investors, giving them the right to buy 



192   I S  C A P I T A L I S M  O B S O L E T E ?

stipulated amounts of coupons from the domestic central bank, and to 
exchange them for money, so they can be active on the domestic stock 
market. These foreign investors commit themselves not to execute 
orders for resident individuals. For each enterprise, the proportion of its 
shares owned by foreigners is not allowed to exceed a certain amount. 
The regulatory agency can use its information system on shares held 
directly and indirectly by domestic shareholders to audit this.

In all three versions, the limit on foreign ownership should be sub-
stantially less than 50 percent. This restriction has an impact on for-
eign direct investment—that is, it affects the decisions made by foreign 
multinational corporations regarding the creation of production facili-
ties in the market socialist country. There are two reasons for this. 
First, the minority interest means that the foreign investor cannot ex-
ercise exclusive control. Thus there is a risk that the enterprise will be 
managed against his or her interests, perhaps competing with the in-
vesting multinational in other foreign markets, for example. Second, 
the foreign corporation does not receive even half the profits generated 
by an investment project. If the market socialist country is in competi-
tion with capitalist countries, a profit-oriented investor will consider 
choosing another location. Capitalist foreign countries can also retal-
iate and introduce similar rules, prohibiting majority positions of their 
enterprises from being held by the enterprises of the market socialist 
country.

I N N O V A T I O N  A N D  M A R K E T  S O C I A L I S M

This brings us to the last topic of this chapter: the capacity of share-
holder socialism to generate enough innovation. This capacity plays a 
central role in economic growth, because growth comes from the con-
tinual qualitative improvement of products and production methods, as 
well as from the introduction of novel offerings. Growth is driven by a 
cumulative process of innumerable successful innovations. Over time, 
economic growth can truly transform people’s living conditions. During 
the past sixty years, for example, real per-capita income in the Federal 
Republic of Germany has risen by a factor of five. Is market socialism 
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able to retain capitalism’s innovative dynamism, while also achieving 
more growth?

Shareholder socialism creates structural incentives that promise to 
encourage managers of public enterprises to pursue profit maximiza-
tion. We may therefore expect large-scale enterprises under shareholder 
socialism to be no less inclined toward innovation than their counter
parts under capitalism. And, as in contemporary capitalist societies, there 
are also research centers and universities contributing to innovation, es-
pecially in the area of basic or “blue-sky” research.

Nevertheless, one actor who is central to the process of innovation is 
missing from the traditional design of market socialism: the individual 
entrepreneur.

In the history of capitalism, a kind of division of labor exists between 
small-scale and large-scale enterprises as far as innovation is concerned. 
Individual entrepreneurs are more likely to be the protagonists in the 
introductions of radically new innovations, while large-scale enterprises 
specialize in extending these innovations to broader sets of industries 
and in generating smaller innovations that improve upon them.

It is easy to understand why there is such a division of labor. Large-
scale enterprises, whether public or private, are hierarchically struc-
tured organizations that work according to bureaucratic rules. This 
also holds true for their large research-and-development units. Cre-
ativity, vision, adventurousness, and appetite for risk are not neces-
sarily among their strengths. But these are precisely the qualities needed 
to create and introduce entirely new customer solutions and better ways 
of delivering them. Certain propensities to try crazy things and to be 
willing to take risks are required for this, and, as a rule, these attitudes 
show up in individuals or small groups of like-minded people. The man
agers of large-scale enterprises, by contrast, look after the money of 
other people, and have a difficult time investing this money in mad in-
novation projects whose chances of success are hard to predict—and 
even harder to explain to those who are paying for them. Individual en-
trepreneurs have the freedom to bet their money on high-risk projects. 
Their enthusiasm and the prospects of fame and wealth can lead them to 
doggedly pursue projects even when they have only minimal chances of 
success. The history of enterprise innovation, from early industrialization 
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to the newest information technologies, is full of examples of the obses-
sion and stubbornness we have to thank for a whole host of ground-
breaking innovations.

While small-scale entrepreneurs hold the advantage in pursuing 
major innovations, large-scale enterprises have the advantage when it 
comes to minor innovations. The latter flourish within well-equipped 
research and development units and when there is a profound under-
standing of what is going on in the global market. This requires com-
prehensive investment and complex organization.

The main argument in favor of market socialism is that society should 
not end up being effectively dominated by a capitalist financial elite. But is 
there a place for individual entrepreneurs within this system at all? In a 
market economy, entrepreneurs may become rich, but as long as their en-
terprises are small, the wealth of the entrepreneurs has limits. There is 
thus no danger of a plutocratic degeneration of the polity as a conse-
quence of the rising influence of small-scale entrepreneurs. As small 
and middle-sized enterprises contribute significantly to the flexibility 
and dynamism of the overall economy, they are still very valuable under 
market socialist conditions.

An obvious approach is accordingly to pass a law defining for each 
sector the conditions under which private enterprises are allowed. One 
might take the number of employees and their turnover as criteria and 
establish sector-specific limits for them. But this is not a good idea. 
Quite apart from the necessarily arbitrary nature of these limits, they 
elicit expensive attempts at circumventing them, such as bogus enter-
prises registered under the names of relatives or friends. Even more 
serious is the absence of incentives. If an entrepreneurial enterprise is 
not allowed to expand beyond a certain point, its founders have no in-
centive to keep improving it. And without the prospect of dramatic 
success, really major innovations do not happen.

A  M E C H A N I S M  F O R  T A K I N G  O V E R  P R I V A T E  E N T E R P R I S E S

Market socialism apparently requires an institutional framework that 
promotes private entrepreneurial activities and, at the same time, pre-
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vents the formation of large-scale private firms. But in our present-day 
capitalism, new and successful enterprises often end up being sold to 
older, larger enterprises that develop their ideas further and implement 
them on a larger scale. It is quite possible to take up this practice within 
market socialism, as well, although difficulties might result if a private 
owner of an enterprise simply refuses to sell it. This possibility raises the 
question of whether the sales could be based on an entirely voluntary 
arrangement, in which case an owner might simply not sell, and might 
try instead to create an economic empire and a capitalist dynasty. A new 
financial aristocracy would slowly emerge.

Thus, a mechanism must be designed to maintain the investment in-
centives for private enterprises while preventing the emergence of capi
talist dynasties. This section describes such a mechanism, based on the 
idea that the foundation of enterprises should be voluntary and free, 
and that private enterprises should freely participate in market compe-
tition. It also, however, involves a commitment by entrepreneurs to put 
their enterprises up for sale regularly; through the setting of minimum 
prices they could be guaranteed to receive at least the value of the enter-
prises if they were sold. Let’s assume such a mechanism is in place. How 
does it work?

Once a year, every private enterprise is required to name an amount 
of money it is prepared to pay to the government. We will call this the 
“enterprise contribution.” It replaces all other existing taxation of profit 
for the private enterprise.

Soon thereafter, a list is published of all private enterprises showing 
their respective enterprise contributions. Payments are due after a spec-
ified period of time—let’s assume in one month’s time. During that 
month, all market socialist firms are eligible to place bids to acquire 
these private enterprises. Any bids are communicated confidentially to 
the authority overseeing the auction process.

For every auction a minimum price is set, below which an offer will 
not be accepted. This minimum is derived from the enterprise contri-
bution announced by the owner. Thus, if a private enterprise announces 
a payment of B, only bids that exceed B by a given multiple are valid. 
This multiple, which we can represent as m, is set down in advance by 
law and is valid for all enterprises. For an enterprise that has announced 
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a payment of B, any valid bid would then have to be higher than m × B. 
To illustrate with real numbers, let’s assume an enterprise announces 
an enterprise contribution (B) of one million euros, and that the law 
stipulates a multiplier (m) of 100. Only bids higher than one hundred 
million euros are accepted.

After the month has elapsed, all offers are examined by the authority. 
If there are no offers in excess of m × B, the enterprise pays the treasury 
the contribution B, and ownership of the enterprise remains in the same 
hands. If, however, at least one acceptable bid has come in, the highest 
bid wins. The bidder who made it receives the private enterprise for the 
price that was offered by the second highest bidder, or at a price of m × B 
if there is no other valid bid. (This is, in other words, a second-price, 
sealed-bid auction.) The enterprise contribution of B is then paid to 
the treasury by the successful bidder rather than by the original pri-
vate owner.

Thus, the private owner receives a sum of at least m × B as compensa-
tion for the takeover of the enterprise by a market socialist firm. The 
owner can always set the enterprise contribution B at such a level 
that, should there be a takeover, the sale will yield at least the sum cor-
responding to the value of the enterprise to him or her. If, for instance, 
m = 100, the owner could name an enterprise contribution of one 
percent of the value he or she personally attaches to the enterprise—
taking into consideration not only business expectations, but also any 
other factors that affect a personal valuation, such as the level of emo-
tional involvement the founder has with the enterprise. If all relevant 
aspects are taken into consideration, the owner can only be content with 
the remuneration in case of a takeover by a market socialist firm.

There is a good reason, by the way, for the rule obliging the highest 
bidder to pay only the amount bid by the second highest bidder. This 
has the effect that the best option for each bidder is to offer the max-
imum sum he or she is willing to pay for the enterprise. The maximum 
sum a bidder is willing to pay results from the present value of future 
profits that bidder expects from the enterprise. Thus, the enterprise goes 
to the bidder best placed to profit from it.

This mechanism retains the investment incentives for private enter-
prises, and ensures that takeovers in the market socialist sector are ef-
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ficient in terms of timing and the selection of the buyer. The investment 
incentives for the private sector are retained because entrepreneurs reap 
the benefits of their investments even if they are forced to sell. If an 
owner invested well, there are good prospects for profits. And in that 
case, the owner is also prepared to pay a high enterprise contribution. If 
the owner is nevertheless caught out by a bidder, the enterprise is sold, 
but at least the owner receives a satisfactory price for it.

Through this mechanism, a market socialist system allows firms to 
acquire dynamic private enterprises without damaging incentives to 
private initiative. The market socialist firm that is in position to make 
the most of a private enterprise makes the highest bid and incorpo-
rates the enterprise. If no public firm can be found that is prepared to 
pay the required price, but nationalization nevertheless makes sense 
from the perspective of the community, the government makes an ap-
propriate bid, perhaps through its ministry of finance.

The size of the private sector within a market socialist economy can 
be regulated through the determination of the multiplier m. If the polity 
is of the opinion that private enterprises should play a more minor role, 
its parliament can lower m, thus lowering the required minimum for 
bids and making takeovers easier. If, by contrast, the hope is to stimu-
late the private sector, this can be achieved by raising m.

A nontrivial advantage of this mechanism is that it makes the cur-
rent practice of taxing profits superfluous for private sector enterprises.



9

U N I V E R S A L  B A S I C  I N C O M E  

A N D  B A S I C  C A P I T A L

All the stops so far on our tour of alternative economic systems 
have had one crucial feature in common: public ownership of the means 
of production. But we have also seen that collective use of the means of 
production leads to significant difficulties. In the best possible case, 
shareholder socialism, these alternative economic systems turn out 
to require a complex new institutional structure; and even then, it is 
still not clear that they can to solve the cooperation and allocation 
problems.

We now set off to the last two destinations on our trip. In contrast 
to the economic systems we have looked at so far, these do not meddle 
with private ownership of the means of production. Still, they promise 
great things. One of the systems is based on a universally granted and un-
conditional basic income, and the other on universally granted and 
unconditional basic capital.

These two economic systems are related to each other, and both are 
simple to describe. In the first case, the state pays each individual the 
same monthly transfer, a sum that allows for a comfortable standard of 
living. Thus, everyone has a right to an income that may be spent as they 
please. In the second case, all people upon reaching a certain age receive 
the same one-time capital payment which they can use as they see fit.

Neither system seeks to abolish the market or private property, and 
so they remain, by definition, capitalist. Yet the ardent supporters of 
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these, whether they favor basic income or basic capital, expect their in-
novation to create a truly free and egalitarian society, and thus to effect 
a kind of systemic change.

Public ownership of the means of production, as for instance in 
market socialism, socializes the profits of the enterprises, with the in-
tention of limiting the concentration of income in a few hands and 
avoiding a degeneration of democracy into plutocracy. The aim is to 
curb the power of those who are at the top of the income scale. By con-
trast, basic income and basic capital aim to increase the power of those 
at the bottom. If everyone is granted the unconditional right to a suf-
ficient income, then no one is forced to sell their labor for a wage. It 
follows that no one is subject to coercion by employers or by the market. 
The same emancipatory effect is claimed for the provision of basic 
capital.

A  S H A R E D  P H I L O S O P H Y

Basic income and basic capital are transfer payments from the public 
purse to individual citizens. In today’s capitalism, public transfers, such 
as unemployment benefits or state pensions, are usually justified as in-
struments to achieve distinct social-policy goals: only individuals who 
are in situations of economic or social plight, or who have paid the rel-
evant social contributions, are entitled to such transfer payments. Basic 
income and basic capital are different in this respect. Their ethical jus-
tification goes back to Thomas Paine and the intellectual climate around 
the time of the American and French revolutions. According to this 
ethos, each human being, as a child of the earth, has a natural right to 
enjoy its fruits, because what the uncultivated earth produces is not 
the result of anyone’s labor and therefore should be the property of all. 
But today, the use of the earth’s resources is subject to property laws 
that exclude those without titles to ownership from accessing them. 
Thus, individuals cannot exercise their natural rights, and as a com-
pensation for the fact that they cannot immediately enjoy the fruits of 
the earth, the state should make an equivalent transfer payment to 
each of them.
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This is the reason that basic income and basic capital are not condi-
tional. Most strikingly, they are granted regardless of a recipient’s level 
of need. An individual’s income or accumulated wealth is irrelevant; a 
millionaire and a homeless person have exactly the same claim on these 
payments. Family situations do not matter either. It is of no conse-
quence whether someone has children or not—or if there are children, 
what ages they are. Basic income and basic capital do not depend on 
contributions having been paid, and so there are no entitlements that 
first need to be earned. No willingness to work, or to take part in 
training schemes, need be demonstrated. Basic income and basic capital 
are simply universal transfers to which every person has a fundamental 
and inalienable right.

Although basic income and basic capital are not mutually exclu-
sive, as a rule they are not advocated as a package but separately and 
by different groups of supporters. For that reason, we will consider 
them in turn as two different schemes. And, indeed, we will see that 
the proponents of these two approaches actually have different aims 
in mind.

U N C O N D I T I O N A L  B A S I C  I N C O M E

Another, shorter expression for an unconditional basic income is to call 
it a citizen’s income. In the economic system that its proponents have in 
mind, the state grants all individuals who reside mainly within its 
boundaries an equivalent income. The state provides that income in in-
crements, usually portrayed as monthly transfers, and the usual goal is 
for the income to cover the minimum sociocultural subsistence level—
that is, this income should allow an individual to take part in the social 
life of a society, and therefore should not fall too much below the av-
erage total income of a citizen. If we really want to finally overcome the 
flaws of capitalism, the citizen’s income needs to be generous.

Most proponents of unconditional basic income expect it to produce 
three main advantages over today’s system: more individual autonomy, 
less greed, and the complete abolition of poverty. Let us take a closer 
look at these three supposed advantages.
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More Autonomy

Having such incomes largely liberates people from the imperatives of the 
market, and especially of the labor market. Labor ceases to be primarily 
a means of securing a livelihood for oneself or one’s family; instead, the 
intrinsic qualities of labor become more important to people. Individ-
uals without much wealth no longer depend on employers who may or 
may not deem them worthy of a job. Rather, the employers are forced to 
create more attractive workplaces to retain employees or recruit new 
ones.

A basic income not only strengthens the position of employees in 
their relations with employers. It also provides more autonomy for 
individuals in general in their relations with bureaucrats, credit lenders, 
spouses, parents, and so forth. This shift in power relations may be wel-
comed for several reasons.

First, the newly gained autonomy can be a boon to creativity and the 
production of new ideas. Artists, authors, scientists, and inventors can 
all dedicate themselves to the pursuit of their ideas, regardless of whether 
these ideas attract a buyer, a financing institution, or a sponsor. History 
is replete with examples of ingenious products of the human intellect 
that came about quite in spite of the market or actions of the state or 
church. We need only remind ourselves of Socrates, Galileo, or van 
Gogh, and the exceptional perseverance demanded of them to pursue 
their paths.

Granting a citizen’s income allows modern-day mavericks in the arts 
and sciences no longer to worry about how to finance their subsistence. 
It means they no longer have to adapt to the wishes of sponsors or 
backers. Instead of “networking” and formulating grant applications, 
they can concentrate on their ideas and their creative activity. Indi-
vidual creativity is unleashed, and ultimately all of society profits from 
the diversity of ideas this yields.

Second, individuals, and especially young people, allow themselves 
longer periods for experimentation. They can afford to study for more 
advanced degrees or undertake new courses of vocational training if 
they are not happy with their first ones. Everyone has opportunities 
to dip into various professions as low-paid apprentices until they find 
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what is right for them. Adults can take time out to prepare for en-
tering a new profession. People are much more likely to find their true 
vocation.

Today, such experiments are possible only to a limited extent, 
because so few individuals have capital reserves at their disposal suf-
ficient to support them over long periods. This is especially true of 
young people. If they apply for loans from banks, they must meet 
very strict conditions because of the high risk of default. In the end, 
only a few are adventurous enough to quit their jobs and try new 
things.

More experimentation can be beneficial, because a better knowl-
edge of oneself means a more precise understanding of one’s talents 
and preferences. This reduces both the likelihood of making the wrong 
decisions and their margin of error. It is possible, moreover, to learn 
from mistakes made by others. While the costs of experimentation are 
borne solely by the individual doing the experimenting, others also 
benefit from some of the insights thus gained; there is therefore poten-
tially less experimentation by individuals than is optimal from the 
perspective of society overall. A citizen’s income counterbalances this 
tendency.

Third, more independence improves social relations. Bolstering the 
positions of those who have been subject to coercion makes them less 
vulnerable to domination by others. In day-to-day life, superiors and 
their staff are more and more on equal footing. This promotes coop-
eration and a belief that authority must be grounded in competence. 
Conversely, individuals who strive to occupy positions of authority have 
a strong incentive to acquire “know-how” to succeed on that basis, 
rather than because of their sharp elbows or connections to old boys’ 
networks.

Less Greed

Proponents of a citizen’s income hope that it will lead to a sea change in 
people’s values. Everyone is less focused on earning money, because they 
are entitled to their basic incomes. They pay more attention to the things 
that make life worth living, such as love, spending time with family and 
friends, helping those in need, and creative work in all its forms. More 
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people do volunteer work, because there is no longer a need to pursue 
gainful employment.

This shift in priorities most likely leads to less conspicuous consump-
tion and to more solidarity. Those out of work and those earning little 
are no longer stigmatized, since they might, after all, be geniuses who 
are concentrating their energies on great projects rather than earning 
filthy lucre. Thus, social status depends less on an individual’s financial 
position, and fewer resources are wasted on ostentatious displays of 
wealth. There is less envy of the rich.

Fighting Poverty

The third advantage of having a basic income has to do with combating 
poverty. If the basic income covers the minimum required for sociocul-
tural subsistence, the polity can abolish the social benefits that today 
seek to protect the population from poverty. Proponents of the citizen’s 
income point to several merits in this regard.

Thanks to a citizen’s income, avoiding poverty no longer involves po-
tentially embarrassing visits to social security offices or humiliating 
means-testing. The problem of poverty is solved completely. When in-
dividuals who are entitled to state support do not claim it, either out of 
shame or out of ignorance regarding the complex laws governing ben-
efits, there exists some level of hidden poverty. This does not happen 
with a citizen’s income.

The administrative expense of fighting poverty is reduced, because 
the citizen’s income is not dependent on any conditions that the state 
has to assess. The administrative costs of social security offices and of 
dealing with disputes over entitlements, which tend to be very high, are 
greatly reduced.

For people who are currently unemployed and in receipt of unemploy-
ment benefits, incentives to work increase. Today, these people usually 
gain little from taking on low-paid jobs, because any income earned 
is deducted from their benefits entitlement, almost in its entirety. The 
entitlement to a citizen’s income, by contrast, remains intact even if a re-
cipient gains additional income.

As opposed to today’s benefits, the citizen’s income does not have any 
undesirable impacts on the family life of the recipient. At present, en-



204   I S  C A P I T A L I S M  O B S O L E T E ?

titlement is often tied in various ways to facts about the home life of the 
recipient; for instance, a woman with children to support may be better 
off living separately from the father of her children, as she can then cash 
in on a benefit for single mothers. There are no such incentives created 
by universal transfers such as the citizen’s income. In particular, living 
together and with others in general is attractive because of the savings 
in accommodation costs it allows, without having any effect on the level 
of transfers received.

W H A T ’ S  T H E  C A T C H ?

For many critics of capitalism, the idea of an unconditional basic in-
come is like Columbus’s famous solution for standing an egg on its tip—
something unimagined before, but once it is glimpsed, suddenly simple 
and obvious. Let us see whether it stands up to closer scrutiny.

The term “citizen’s income” emphasizes the recipient of this payment: 
the citizens receive the money. It is the government’s duty to provide this 
financial payment to the citizens. The entitlement to a citizen’s income 
therefore is accompanied by corresponding expenses for the state that 
ultimately must be financed by additional revenue from taxation or 
from the reduction of other public expenditures.

Thus, behind the citizen’s income lurks a “citizen’s sacrifice” that 
must be made to cover the fiscal burden caused by the introduction of 
the citizen’s income. The appeal of an economic system based on a citi-
zen’s income depends crucially on what kind of sacrifice the citizens are 
asked to make.

The direct fiscal costs of a citizen’s income depend on the level of the 
payment, and are easy to establish. The simplest case is that of a uni-
form citizen’s income that every citizen receives regardless of age. To 
determine the associated public expenditure, all we have to do is mul-
tiply the amount of the citizen’s income by the size of the population. 
The expenditure can also be expressed in terms of the proportion of the 
gross domestic product (GDP) it represents. If we want to have a citi-
zen’s income that corresponds to x percent of GDP per capita, the ex-
penditure required would be x percent of GDP, assuming all citizens 
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receive the citizen’s income. Imagine we are in a hypothetical country, 
only marginally poorer than Germany, which has an annual GDP per 
capita of 30,000 euros. If we want a (tax-free) citizen’s income of 1,000 
euros per month—that is, 12,000 euros per year—the citizen’s income 
represents 40  percent of the GDP per capita, and the corresponding 
overall expenditure represents 40 percent of the total GDP. If, however, 
we are content with a citizen’s income of 750 euros per month, the 
expenditure represents 30 percent of GDP.

We can look at an actual transfer payment that is provided in Germany 
to the long-term unemployed, Unemployment Benefit II (UB II), as a con-
trast case here. It is paid to individuals out of work who are not entitled to 
the higher Unemployment Benefit I (UB I), and who have no other sources 
of income. In the case of a single person without a family, UB II assumes a 
monthly subsistence minimum of roughly 700 euros, a bit more in mu-
nicipalities with high housing costs, a bit less in those with low housing 
costs. Thus, if the citizen’s income is intended as an attractive alternative 
to the social market economy, it must certainly not fall below UB II.

To better comprehend the dimensions of the additional public expen-
diture associated with a citizen’s income, we may compare them to 
some recent figures from Germany’s public finances. The overall annual 
public expenditure for UB II does not equal even 1.5 percent of GDP. The 
overall annual public expenditure on education roughly corresponds to 
5 percent of GDP. On the revenue side, the overall annual income from 
taxes corresponds to a good 20 percent of GDP.

Thus, the additional expenditures incurred directly by the state to 
provide an attractive citizen’s income (as we saw, some 30 to 40 percent of 
GDP) would be exceptionally high. Even if the full citizen’s income were 
to be granted only to the adult population, this would change very little. 
In a country like Germany, people under the age of eighteen make up 
only about 16 percent of the population. Were Germany to pay individ-
uals under eighteen only half the citizen’s income, the reduction in the 
state’s expenditure would be 8 percent. For the possibility noted above of 
a citizen’s income of only 750 euros per month, the associated costs would 
still be equal to around 27 percent of GDP, even if the state paid people 
under eighteen years of age only 375 euros instead of the full 750 euros. 
This is still an enormous burden for the public finances to shoulder.
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Possible Savings to the Welfare Bill

The introduction of a basic income thus cannot be financed through ad-
ditional taxation alone, as this will more than double the tax burden (in 
a country like Germany) and force the state to cut spending in other 
areas. But as the citizen’s income provides all citizens with purchasing 
power, there is an obvious way forward: Can we not do without the 
other payments made to individuals by the state?

In the case of Germany, one might think of abolishing child benefits, 
or child allowances, upon the introduction of the citizen’s income. As 
children are entitled to the citizen’s income, and that income is more 
generous than the existing payments, this is unproblematic.

Removing other benefits, however, might make some people worse 
off despite the introduction of a citizen’s income. These might include, 
in Germany, parental leave benefits, support for pupils and students 
under the Federal Training Assistance Act (BAföG), Unemployment 
Benefit II, housing benefits, basic security in old age, and some basic 
welfare benefits.

The removal of UB I in particular seems problematic. The level of 
this benefit depends on the wage the employee received prior to be-
coming unemployed. As opposed to UB II, it does not take need as a 
benchmark. It serves the purpose of an insurance against a decrease 
in standard of living in the case of temporary unemployment. Because 
the citizen’s income is the same for everyone, it cannot fulfill this 
function.

The removal of UB I therefore means that the social need for pro-
tecting the standard of living of workers goes unsatisfied. We should 
note, moreover, that the market is ill equipped to provide solutions for 
insurance against unemployment risk. Due to substantial information 
barriers, many employed persons will not be offered insurance at all, and 
many of those who are offered insurance will be presented with unfavor-
able terms and conditions, because the private provision of unemploy-
ment insurance carries all sorts of increased administrative costs.

Further, the removal of UB I does not save the state much money at 
all, because the contributions to the unemployment insurance scheme 
must at the same time be removed. The only savings come from the tax-
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financed subsidy from the federal budget that covers the difference be-
tween the expenditures and the contributions of the unemployment in-
surance scheme.

One possibility for increasing the amount saved in connection with 
a removal of UB I is to abolish the contributions from employers and 
employees, while at the same time raising the wage tax to such a degree 
that the state receives more or less the same as before. Two disadvan-
tages, however, come with this option. First, it would result in discrimi-
nation against wage laborers, as opposed to the recipients of other types 
of income, with regard to the personal income tax, as the former would 
pay higher taxes on the same level of income. Second, we know that 
taxes are economically more damaging than contributions, because of 
their more deleterious effects on incentives to work. The reason for this 
is that the payment of contributions entitles the employee to a claim, 
and the amount that can be claimed rises with the contributions to be 
paid. By contrast, an employee does not gain any entitlement in return 
for paying taxes.

If we’re looking for places to seek savings to cover the citizen’s in-
come, perhaps we should look at the largest item in the welfare budgets 
of European countries, which is the provision for old-age pensions. In 
Germany, this amounts to roughly 9 percent of GDP. Certainly, if so-
cial security serves only the purpose of fighting old-age poverty—as is 
practically the case in some Anglo-Saxon countries—then the removal 
of public pensions is relatively unproblematic. Unfortunately, this is not 
always the situation; in Germany, for example, payments under the stat-
utory pension scheme usually far exceed the subsistence minimum, 
and the amounts involved depend on contributions made by the insured 
across their entire lives.

In countries that are similar to Germany in this regard, the accumu-
lated entitlements to a public old-age pension enjoy legal protections 
similar to those of property. Withdrawing old-age pensions upon the 
introduction of the citizen’s income would do serious financial harm to 
many senior citizens—and also constitute a severe case of discrimina-
tion against those who depend on state pensions versus those who are 
privately insured. Cancelling statutory pension schemes is therefore not 
a realistic option in these countries.
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It might nevertheless be possible to embark on a gradual reduction in 
public expenditures for old-age pensions so that, in the long term, the stat-
utory pension scheme disappears. This means honoring existing pension 
entitlements, but not allowing further entitlements to accrue. Hence-
forth, generations entering the labor market receive no state pensions 
when they leave it, and in the long term the state reduces its expenditures 
on old-age pensions.

There are problems with this proposal, however, both in the transi-
tional period and in its final aims. The catch of the transitional period 
is the fact that old-age pensions are administered through a pay-as-
you-go system, whereby the old-age pensions paid out in any given year 
are financed by the contributions made by employees and employers in 
that same year. This is not a system in which accumulated capital yields 
returns, but a generational contract by which each generation is sup-
ported by the following one. Thus, if today’s generation of employees, who 
have already made contributions, retain their entitlement to old-age 
pensions, these must be financed by a new generation of taxpayers. If 
the statutory pension scheme is discontinued, the majority of the next 
generation has to carry twice the burden of all previous generations; 
to maintain their standard of living in old age, its members have to 
pay into private pension schemes in addition to fulfilling their role as 
taxpayers and financing the pensions of the previous generation. The 
next generation of employees is thus clearly worse off than under the 
present system.

This brings us to the second catch. Even the aim of having each se
nior’s income be a mix of a citizen’s income plus an additional private 
pension scheme is not necessarily desirable—neither from an economic 
perspective nor from the perspective of those critical of capitalism. 
Economists have pointed out the various information problems that 
plague insurance markets, and especially regarding old-age pensions 
they disagree on whether the advantages of market competition out-
weigh its costs. Germany’s sobering experience with its government-
subsidized private pension scheme, called the Riester pension, comes to 
mind.

From the perspective of those critical of capitalism, at least two ar-
guments speak against the privatization of social security. First, it 
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forces people to concentrate on money even more. They need to spend 
a great deal of time thinking about how best to save for old age and where 
their savings should be invested. They need to track their capital re-
turns constantly, and compare the cost of their insurer with that of other 
insurers.

Second, with private pension schemes, there is less solidarity among 
generations. Under the current pay-as-you-go system, a general rise 
in wages also benefits pensioners, because their state pensions rise in 
accordance with the level of wages. By contrast, in a system where the 
elderly ultimately depend on returns on capital to finance their liveli-
hoods, it is rational for them to support cuts in wages—because any 
cost reduction that increases enterprise profits helps to boost their cap-
ital returns.

Imagine that, despite all this, the statutory pension schemes never-
theless wither away. The resulting savings are substantially less than the 
old-age pensions no longer paid out. The reason for this is the same as 
with cancelling UB I—namely, that abolishing insurance benefits also 
implies the loss of contribution payments. The only savings achieved 
would therefore come from eliminating the governmental subsidy to the 
pension scheme.

A Rough Calculation for Germany

A few years ago, the renowned social-policy expert Richard Hauser 
produced a study in which he estimated the fiscal cost of an unconditional 
citizen’s income for Germany, taking into consideration the potential 
welfare savings. The savings he assumed included the complete removal of 
UB I, although he did not assume a cancellation of the corresponding 
social insurance contributions—a measure that would very likely be 
controversial for the reasons given above. His calculations also did not 
include the withdrawal of the statutory pension scheme.

Hauser’s estimated overall savings from the cancellation of various 
social benefits, using 2005 data, came to 233 billion euros per year. It 
should be borne in mind, however, that 2005 saw record levels of unem-
ployment in Germany, and overall payments to the unemployed were 
therefore especially high.



210   I S  C A P I T A L I S M  O B S O L E T E ?

Hauser emphasized that additional savings could also follow from 
the reduction of the bureaucracy needed for administering the with-
drawn benefits. It is difficult, however, to put a figure on such savings. 
In 2005, the overall costs of administering Germany’s social insurance 
system were estimated at about 22 billion euros. But this rather impres-
sive figure represents the very upper limit for all potential savings. Some 
part of that bureaucracy pertains to the statutory pension scheme, which 
is not withdrawn under this proposal; and administering a citizen’s in-
come also entails costs, which are difficult to estimate. Consider, too, 
that there is very likely a rise in costs associated with personal income 
tax collection. We can expect that legislators will probably lower the 
basic tax allowance upon the introduction of a citizen’s income, or 
abolish it altogether; we know the government will be in dire need of 
additional tax revenues and, after all, a subsistence income is guaran-
teed by the citizen’s income. Thus there will be an increase in the number 
of tax returns needing to be processed, as income tax must be calculated 
even for those on very low incomes.

Now let us turn to the direct costs of granting a citizen’s income. They 
depend on the amount to be paid and on any possible differentiation 
according to age groups. The following two versions can give us an im-
pression of the magnitude of these costs. In the first version, the citizen’s 
income is set for an adult at 1,000 euros per month, and for a minor (under 
age eighteen) at 500 euros per month. In the case of Germany, this version 
implies public expenditures to the tune of about 900 billion euros per 
year. The second version grants each adult 750 euros per month, and 
each minor 375 euros per month. In this case, public expenditure for the 
citizen’s income is reduced to about 670 billion euros per year.

If we subtract the savings in the state’s welfare bill from the direct 
cost of the citizen’s income, we arrive at the additional net expenditure 
required. Hauser’s calculations show the total volume of savings from 
cutting benefits and administrative costs coming to 240 billion euros 
per year (in 2005), which translates to roughly 260 billion in 2013 euros. 
In our first version of a citizen’s income—1,000 euros for adults and 500 
euros for minors—this results in a net additional expenditure of 640 bil-
lion euros. In the second version—750 euros for adults and 375 euros for 
minors—the figure is 410 billion euros.
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These are rough estimates of the revenue needed to finance an attrac-
tive citizen’s income in Germany. Keeping other public expenditures 
fixed, and assuming that cuts in the region of the hundreds of billions 
would have catastrophic social consequences for the population, most 
of this must be generated through increases in taxation. Given that Ger-
many’s total revenue from taxation for the year 2013 is about 600 billion 
euros, this means tax revenue needs to be roughly doubled to finance 
an attractive citizen’s income. Assuming a fixed tax base, this necessi-
tates a doubling of tax rates.

Citizen’s Income and Migration

The rough calculation presented above makes no assumptions about 
households’ and firms’ possible responses as a citizen’s income is intro-
duced, some benefits are removed, and tax rates are raised. But such re-
forms would of course change the behavior of economic agents, and 
these changes would, in turn, affect both the government’s revenue and 
its expenditure.

In what follows, we will look at two central impacts of a citizen’s in-
come on economic behavior, one having to do with the labor market 
and the other with migration flows. Some assumptions are required 
here; let us assume that Germany is the only country to introduce the 
citizen’s income, and that it is financed mainly by raising the rates of 
personal income tax and VAT (sales tax), the two taxes with by far the 
highest yields in Germany. Insights we gain here should also carry over 
to a scenario in which several European countries coordinate to intro-
duce a common citizen’s income.

We can expect an attractive citizen’s income to encourage the immi-
gration of individuals into Germany who are able to work, but do not 
wish to enter employment. Some Germans, for instance, who have been 
living abroad and would like to stop working for a few years, or even for 
good, will return to Germany. Small groups of people can be expected 
to economize by getting together, perhaps on the basis of their similar 
hobbies such as painting or gardening. With just their citizen’s incomes 
they could afford to rent houses in nice but not too expensive areas and 
lead decent lives there.
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Such effects on migration do, of course, raise the amount needed to 
finance the citizen’s income. To mitigate this problem, perhaps it 
makes sense to pay a citizen’s income only in proportion to how much 
of the recipient’s life has been spent in Germany. This, however, im-
plies some documentation as a requirement for receiving the citizen’s 
income and thus takes away some of the simplicity that is one of its 
attractions.

Sooner or later, Germany’s citizen’s income also attracts other Euro
pean citizens who wish to “drop out,” especially if they speak the 
German language or already have contacts in Germany. Indeed, they 
would not necessarily have to give up their employment with the move 
to Germany, as the Internet makes remote work so possible.

To stem this flow of immigration, perhaps the citizen’s income can 
be limited to individuals who either have German citizenship, or fulfill 
the current requirements for obtaining it. This idea has to be examined 
regarding its compatibility with EU law, though, as discrimination on 
the basis of citizenship is likely to contravene it. The social implica-
tions of such a regulation must also be considered. Many people already 
live and work in Germany who are not German citizens and are not 
entitled to citizenship. If the citizen’s income is introduced for German 
citizens only, and current benefits are removed, these people cease to 
receive support from the government in the case of unemployment, 
and have greater risk of falling into poverty. It follows that Germany 
needs a system providing basic social security for those not entitled 
to the citizen’s income. This, in turn, reduces the savings in the area of 
administration.

While, on the one hand, some people who want to drop out or top 
up their income will come to Germany, on the other hand, some so-
called high flyers will emigrate to avoid the heavy tax burden, or choose 
not to immigrate to Germany from other countries. As a rule, small 
changes in taxation have only small effects on taxpayers’ decisions 
about where to live. But a doubling of the tax rates makes the net in-
comes of high earners here versus abroad differ massively. Young 
and highly qualified employees in particular have strong financial in-
centives to turn their backs on Germany. The emigration of any high 
earners is bad news for the citizen’s income, because these individuals, 
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given the relatively large amounts of tax they pay, are crucial to fi-
nancing it.

All in all, we may therefore expect the introduction of a citizen’s in-
come to invite and encourage new trends in cross-border mobility that 
further complicate the task of financing it.

Citizen’s Income and the Willingness to Work

Let us now turn to the labor market. How does the population’s willing-
ness to work change in a country like Germany when a citizen’s income 
is introduced? From a fiscal point of view, this is a crucial question, 
because in the end, income from work generates the most significant 
part of the tax base, and its level depends on the population’s willingness 
to work for pay.

It is not possible to give a general answer to this question. Individ-
uals’ responses to such a reform in terms of their willingness to work 
are likely to differ widely, in large part depending on their household 
types. We must at least distinguish among three categories of people who 
are able to work: the unemployed, average earners, and high earners. And 
among the unemployed, we can further identify four different types of 
people.

First, there are the temporary recipients of unemployment benefits 
who find their way into the labor market fairly quickly. These people 
may be added to the category of average earners. Second, there are indi-
viduals who are voluntarily unemployed and exploit the welfare state. 
They do not take advantage of acceptable job offers and they successfully 
avoid sanctions the job center tries to impose. Among this group of 
people, the introduction of a citizen’s income leads to an increase in will-
ingness to work. Under current conditions, their potential regular in-
come from work is subject to high implicit marginal taxation. This means 
that their disposable income increases by only a few cents for each ad-
ditional euro earned, because their social benefits are correspondingly 
reduced. With a citizen’s income, by contrast, the additional euro is taxed 
at the relevant income tax rate, which is lower than the current rate of 
transfer reduction. For this group of people, then, willingness to work 
rises when social benefits are replaced by a citizen’s income.
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Third, there are recipients of social transfers who have been given a 
low-paid job by the job center and do this job only to avoid sanctions. 
With the introduction of the citizen’s income, some of these people who 
currently top up their benefits give up jobs that pay poorly or are other
wise unrewarding, simply because they can; the citizen’s income is 
granted whether they work or not. Therefore, the overall volume of work 
done by this group most likely decreases.

Fourth, there are unemployed people for whom it is simply not pos
sible to find jobs, independent of their willingness to work. They are in-
voluntarily out of any paid work. The volume of work done by this 
group neither grows nor diminishes with the introduction of a citizen’s 
income.

Let us now turn to the second category of household, the large group 
of average earners.

The introduction of a citizen’s income brings about a reduction in the 
labor supply of this group. To begin with, the introduction of a citizen’s 
income, together with a simultaneous increase in taxation, means that 
these households are roughly as well off as they were before. Their mar-
ginal tax rate rises, however, and that means that a small reduction in 
labor performed results in less of a loss in purchasing power than in the 
past. These households therefore have more incentive to reduce their 
working hours. Among those who are self-employed, the tax hikes may 
lead to expansions of undeclared work—although the opposite could 
also occur if, in connection with raising tax rates, the state also intro-
duces more severe punishments for tax evasion.

Based on prior labor market research, we can expect the reduction of 
labor performed by households with average earners to take place 
mainly among married women who also have responsibilities caring for 
children or elderly family members. Some of these women change from 
full-time to part-time work, or leave the labor market altogether, to de-
vote more time to those care duties.

How average earners respond to an opportunity to say goodbye to 
the labor market altogether—that is, simply to drop out of the work-
force for the rest of their lives—is more difficult to predict. A citizen’s 
income that offers people this option has so far never been introduced, 
and there are therefore no empirical studies on which to draw. Singles 
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and couples without family to look after may, for instance, choose to 
travel the world. Others may move to the countryside and lead simple 
lives close to nature. Like-minded people who are not interested in 
paid work may gravitate to specific parts of a city and organize their 
neighborhoods to support their ideas of the good life that doesn’t re-
quire a lot of money. Just how many people will take up these sorts of 
options is a crucial question. If it is just a handful, then the impact on 
the overall tax base is fairly irrelevant. But the larger the numbers of 
dropouts, the more difficult the financing of the citizen’s income 
becomes.

The third category of employees we need to consider are the high 
earners. As noted above, some of them can be expected to emi-
grate because of the high tax rates. But let us look at those who stay in 
the country. Like the average earners, they see their marginal tax rate 
rise, meaning that their willingness to work potentially diminishes. For 
these individuals, however, the introduction of the citizen’s income is 
associated with a clear reduction in disposable income. The additional 
taxes they must pay to finance the citizen’s income are higher than the 
citizen’s income they receive. If the high earners want to retain their old 
standard of living, they need to work more than before. Thus, there are 
two opposing effects, and the net change in the labor performance of 
this group is hard to gauge.

It needs to be stressed, though, that the positive effect on willingness 
to work is the result of a loss in earnings caused by raising taxes. The 
greater this loss, the greater will be the urge to compensate it through 
additional work. But one thing is clear: Those households who suffer the 
largest loss of income are also the most likely to decide to emigrate. We 
should expect, therefore, that the introduction of a citizen’s income will 
have an overall negative effect on domestic high earners’ willingness to 
work.

We are now in a position to combine the expected changes in will-
ingness to work of all the various groups of households. It becomes 
abundantly clear that we should not expect an introduction of a citizen’s 
income to bring about a rise in the total volume of work performed. 
If it creates a positive incentive at all, it is for just a subgroup of the 
people who have been unemployed—a subgroup characterized by low 
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productivity and whose members pay the lowest taxes. For the large 
group of average earners, we may expect a reduction in the amount of 
labor they supply, and if dropping out establishes itself as a socially ac-
ceptable form of behavior, this reduction may happen on a large scale. 
Among high earners, there are no great changes to be expected, unless 
tax rates rise so much vis-à-vis other countries that many of them 
emigrate—a scenario that is not unlikely.

What does all this mean for the possibilities of financing an attrac-
tive citizen’s income? The rough calculation for Germany presented at the 
outset of this discussion did not take into account likely changes in the 
behavior of economic agents. It suggested that the additional fiscal in-
come required would require roughly a doubling of average tax rates. 
This assessment now looks overly optimistic, because a doubling of tax 
rates does not double income from taxation if overall income from labor 
goes down. As labor power becomes scarcer and thus naturally more 
expensive, capital income also decreases. Thus, the overall tax base de-
clines, and a doubling of the tax rates does not suffice to generate the 
additional fiscal revenue needed. Can the citizen’s income then be fi-
nanced with an even more significant increase in tax rates? Unfortu-
nately, from today’s perspective it is not possible to give a reasonably 
certain answer to this question. If the tax rates are very high, a further 
increase does not necessarily lead to an increase in tax revenues, because 
behavioral responses are such that taxable income is greatly reduced by 
further increases in tax rates. It is therefore possible that an attractive 
citizen’s income, whether or not it is politically viable, cannot be intro-
duced because there is no tax system capable of financing it—at least as 
long as the polity does not introduce a duty to work and does not pro-
hibit emigration.

This pessimistic evaluation does not change much if we take into 
consideration that the introduction of the citizen’s income might have 
an influence on labor productivity, and hence on hourly wages and re-
sulting tax revenues. On the one hand, productivity may benefit from 
the increase in autonomy, as people have more original ideas and choose 
professions that are better suited to their talents than is now the case. On 
the other hand, productivity may suffer because, when choosing careers 
or jobs, individuals pay less attention to levels of remuneration and more 
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to the joys promised by certain work or training environments—and 
therefore end up working more often in places characterized by lower 
productivity. All in all, it is unlikely that a citizen’s income leads to a 
noticeable increase in labor productivity.

Caution! Thin Ice!

To be an attractive alternative to today’s economic system, an uncondi-
tional basic income needs to make possible the freedom its proponents 
desire. But if a sufficiently high citizen’s income is introduced, it leads 
to enormous public expenditures. The additional fiscal income required 
for a country like Germany is on par with the current total tax revenue—
that is, about 20 percent of GDP. At present, it is altogether unclear 
whether additional revenues of such a magnitude can be achieved at 
all. From the combination of a citizen’s income and much higher tax 
rates we must expect a clear reduction in economic performance. The 
economy either finds a new balance then between the lower level of 
consumption and the greater amount of free time, or it collapses 
altogether.

This evaluation assumes that, alongside the payment of an attractive 
citizen’s income, there are simultaneous (cautious) cuts to various ben-
efits. An entirely different evaluation results if the citizen’s income is set 
at a level below today’s welfare benefits for the poor, alongside a pro-
gram of savage cuts to social expenditure. An approach of this type is 
advocated by those proponents of a citizen’s income who see in it a 
powerful political tool for rolling back the welfare state, restoring a sort 
of laissez-faire capitalism, and paving the way to a market society.

Conservative intellectuals, particularly in the United States (such as 
Charles Murray), made proposals in this vein in the years before the 
financial crisis, and these have been eagerly echoed by European ex-
perts. This neoliberal version sets the citizen’s income at a low level, 
often assumes proportional income taxation to finance it, and demands 
the abolition of the welfare state, including the public statutory pension 
scheme and health insurance.

Because it stipulates the removal of most of the benefits provided by 
the welfare state, this neoliberal version of the citizen’s income can be 
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financed without a massive increase in taxation. If one is critical of cap-
italism, then, the danger for the project of a citizen’s income is that it 
will start out being promoted and implemented with an emancipatory 
intent only to end up being reduced to something like this neoliberal 
version when financing it becomes difficult.

Concluding Thoughts on the Basic Income

One fundamental problem with the idea of a basic income has so far not 
been mentioned. For sake of argument, let us pretend that people have 
suddenly become twice as productive—maybe by swallowing a magic 
potion like the one in the Asterix and Obelix stories—and their income 
has doubled overnight as a result. Now it is easy to finance a generous 
basic income with the resulting increased tax revenues. Is it possible, 
however, that most people do not even want a basic income? What if it 
strikes them as fundamentally unfair, and they suspect it will disrupt 
the social ties of mutuality?

Behind this suspicion is the following line of thought. The citizen’s 
income is financed through taxation. Because income from work con-
stitutes the larger part of the national income, and because the scope for 
increasing capital taxes is limited due to the international mobility of 
capital, the citizen’s income is mostly financed through personal income 
tax and through the withdrawal of other benefits. It is therefore mostly 
those who receive salaries or wages who are footing the bill. If there is 
no obligation to work, which would undermine the freedom that is so 
prized by proponents of a citizen’s income, then people decide freely 
whether they will work or live off their citizen’s income. If all people 
have the same preferences, then they all choose to spend the same 
amounts of time out of work and in work. But if people’s preferences 
differ, there will be some who never work, others who work all the time, 
and others who oscillate between work and not working. At one end of 
the spectrum are idlers and at the other, hard workers. Assuming there 
is something like this split between idlers and hard workers, a citizen’s 
income can hardly be justified: It boils down to the hard workers being 
exploited by the idlers. There can be no talk of solidarity here, and soli-
darity is a crucial aspect of any attractive social model.
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The citizen’s income thus allows for the emergence of a class of per-
fectly healthy loafers, who live only for themselves and are supported 
by the rest of society. The right of someone fit for work to live well off 
the work of others, without ever contributing anything, is a feature that 
distinguishes this economic system from all the other alternatives we 
have come across in the course of our journey.

From an economic perspective, this state of affairs is problematic 
because it threatens the system’s capacity to pass the cooperation test, to 
which we have subjected all the other alternative economic systems. But 
what really pricks our conscience here is the violation of deeply rooted 
ideas about social justice. The rebellion of peasants and bourgeois citi-
zens against the aristocracy and the clergy in medieval times, and the 
later rebellions of workers against industrial magnates, were uprisings 
by those who slaved away and toiled against those who lived off the fruits 
of other people’s labor.

In today’s world, similar tensions can be seen, for instance, in Israeli 
society. Israel offers ultraorthodox Jews the possibility of living off the 
state without performing any work themselves, an option that is chosen 
by an increasing proportion of the population. The rift between modern 
Israelis, who are solidly integrated into the world of work, and the ul-
traorthodox Jews supported by the state could hardly be deeper. The 
possibility that, in a multiethnic Europe, a citizen’s income could lead 
to a comparable segmentation of society—that is, between those who 
contribute and those who profit—should give us pause.

All told, this potential for social conflict, the formidable financial and 
economic problems, and the political risk of a citizen’s income degener-
ating into a neoliberal form combine to rob the citizen’s income of al-
most all the appeal it seemed to have at the outset.

B A S I C  C A P I T A L

The sister idea to unconditional basic income is the idea of basic cap-
ital. Here, the notion is for every citizen to receive a lump sum of 
money from the government without any restrictions on how it is to 
be used. As with a citizen’s income, basic capital is a universal transfer 
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payment that is not subject to means testing. In contrast to the citizen’s 
income, however, basic capital is only paid once, upon reaching the age 
of maturity.

The proposals for basic capital currently on the table are less radical 
than those for a basic income. The amount of the transfer payment is 
far less than one would receive over a lifetime drawing a basic income, 
and therefore the provision of basic capital places a significantly lower 
burden on the public finances.

This two-hundred-year-old idea captured some attention in the 
United States in 1999, when two professors, Bruce Ackerman and Anne 
Alstott, suggested a basic capital transfer of $80,000. A little later, a sum 
of 60,000 euros was discussed for Germany. At today’s prices, this rep-
resents about 65,000 to 70,000 euros, and would require an additional 
public expenditure of about 55 billion euros per year, or a solid 2 percent 
of GDP, assuming that the measure did not lead to any significant rise 
in the immigration of large families.

Basic capital has never been introduced, although there are several 
countries that could afford it. Governments that achieve significant rev-
enues through natural resources, such as oil or gas, could allow their 
populations to participate directly in these by way of basic capital. There 
are, however, smaller programs that are modeled on the idea. The United 
Kingdom has its Child Trust Fund, a program that provides every new-
born with a long-term savings account, into which the government pays 
a small amount of money. The child may use the money only after 
reaching the age of eighteen. In the meantime, the parents may make 
additional payments into the account, and the returns from the account 
are tax-free.

Seventy thousand euros is not enough to fund a life of idleness; in a 
system featuring a basic capital provision, most people still have to sell 
their labor to get by. Thus, in contrast to basic income advocates, the 
proponents of basic capital rather emphasize the importance of equal 
opportunities. This system has positive effects in that regard because it 
means that children of parents without means get the benefits that come 
with inherited capital, and at a time in their lives when many doors are 
still open to them. Thanks to this chunk of basic capital, an individual 
can choose to make investments such as enrolling in university or 
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starting a small enterprise—projects that they cannot otherwise finance 
out of their own pockets and for which they would have to take out 
loans.

Basic capital gives young people more independence from their par-
ents and, also, from social welfare and from lenders. While this sounds 
good from the perspective of the young person, it is not clear whether 
society overall stands to gain anything from it. On the one hand, the 
independence that is gained is in principle positive, because it creates 
more opportunities. And the fewer the options a young person has 
without basic capital, the more valuable the gained independence is. On 
the other hand, this independence may come at too young an age, when 
young people are not equipped to make good use of it. They no longer 
need to seek their parents’ approval before laying down their money—
to begin a degree course, enter a profession, start an enterprise, or, pos-
sibly, just buy a flashy sports car. They need not listen to the advice of 
banks or social services staff either. Therefore, more frequently, they 
make poor decisions and waste valuable resources. Proponents of basic 
capital typically counter this worry with the claim that the prospect of 
receiving it endows adolescent young people with greater sense of re-
sponsibility, which leads them to live their lives more cautiously and 
with more forward planning.

Financing Basic Capital

The gross sum required to provide basic capital in the amount mentioned 
above represents, again, a good two percent of GDP. As opposed to the 
citizen’s income, the introduction of basic capital is not accompanied 
by the removal of other benefits for those threatened by poverty. The 
belief persists that one should help people in need—even if they have 
simply frittered away their basic capital. Probably there are fewer needy 
people, but nevertheless the savings from social benefits cover only a 
small part of the expenditure on basic capital. Some obvious thoughts 
are to abolish support for education and training (BAföG in the case of 
Germany), to raise university fees, and to discontinue programs sup-
porting new business launches. It is likely, however, that basic capital 
needs to be financed mostly with money from taxes.
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For a country like Germany, we can expect that the tax burden needs 
to rise by almost 10 percent (that is, about 2 percent of GDP) to finance 
basic capital. This is a significant increase, but not one that should have 
devastating effects on economic performance.

The proponents of basic capital usually demand that it be financed 
through inheritance taxes. But this alone is certainly not enough, espe-
cially in a country like Germany, where the revenue from inheritance 
tax amounts to not quite a tenth of the sum needed for financing basic 
capital.

A further problem is posed by the introductory phase of basic cap-
ital. An abrupt introduction on, let’s say, January 1, 2018, means that 
anyone born on December 31, 1999, or before receives not a single cent 
from the state, while everyone born the next day receives seventy thou-
sand euros. If that is not a lack of equal opportunity, then what is? To 
mitigate this problem, perhaps there is a transitional phase during 
which the amount of basic capital slowly increases and compensa-
tory mechanisms are introduced to create a fair balance between the 
generations.

Criticism of Basic Capital

The proposal for basic capital is often justified with reference to the 
value of individual responsibility and the principle of equal opportuni-
ties. With respect to individual responsibility, the proponents of basic 
capital stress that its introduction makes it crystal clear to young people 
just how important the decisions they make are. It thus counteracts 
carelessness and lethargy.

It is plausible, to be sure, that a basic capital has such an effect. The 
need for this effect is not so obvious; there are no empirical findings that 
indicate that, in Germany, for example, young people tend to live for the 
moment or simply vegetate. To the contrary, they seem to begin wor-
rying about their futures fairly early on and trying to prepare for them 
in good time. It is therefore not at all clear why a measure to strengthen 
the sense of individual responsibility deserves to be prioritized.

We should also not deny that a one-sided emphasis on individual re-
sponsibility has its drawbacks. If basic capital is granted, might we see 
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a serves-them-right attitude taking hold? After all, if someone ends up 
poor despite having received their basic capital, it is his or her own fault. 
The basic tenor is clear: the person had his chance, but wasted it. This 
weakens solidarity and altruism within society.

As far as equal opportunities are concerned, the progress that can be 
made through the introduction of a basic capital scheme is limited and 
ideas about it are easily exaggerated. There is a risk, therefore, that other, 
more meaningful, measures for fostering equal opportunities are not 
pursued.

It is true that under capitalism, the distribution of inheritance and 
inter vivos gifts is extremely unequal. The majority of people receive no 
significant inheritance, while a very small minority of individuals in-
herit vast fortunes. But basic capital reduces this imbalance only mar-
ginally. It is much more effective to reform how inheritance is taxed. In 
most countries there is a tax on inheritance, but it is subject to so many 
loopholes and exemptions that it hardly fulfills its purpose.

Those who profit most directly from basic capital are the children of 
poor families. Nevertheless, the starting conditions are still much worse 
for these children than for children of the same age from wealthier 
backgrounds. Numerous empirical studies show that inherited wealth 
is only one of a number of factors that play a role in determining some-
one’s life chances and, for most individuals, it is not even the most 
important one.

Individuals in a basic capital system receive their money at age eigh
teen. But by this time, so much has already happened that their life 
chances are not significantly affected by it. One’s upbringing as a child 
and young adolescent are far more important. Any substantial disadvan-
tages experienced in childhood can hardly be compensated for by the 
payment of basic capital.

The research in this area suggests that equal opportunities can be 
promoted in a more targeted way with different measures, such as high-
quality education in early childhood, a school system that extends the 
phase of comprehensive schooling, and careful personal support from 
social workers for children with learning difficulties.

If the fiscal resources required for the payment of basic capital are in-
stead invested in these areas, we can achieve far more in the way of equal 
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opportunities. If in Germany, for instance, just fifteen billion of the es-
timated fifty-five billion euros per year were used for improving day care 
for children, we could roughly double the amount spent on early child-
hood education, and could thus expect an extraordinary improvement 
in the outcomes of disadvantaged youth.



1 0

M A R K E T  E C O N O M Y  P L U S  W E L F A R E  S T A T E

The previous chapter marked the end of our tour of alterna-
tive economic systems. There is, at present, not really much else on 
offer. Anything else I might be able to suggest could only be either 
a closely related version of one of the systems already discussed, or 
a  much more modest innovation that would not produce radical 
change.

Our trip has confirmed that it is not enough to state that capitalism 
is inefficient, unjust, and alienating. The true challenge is to raise the 
convincing prospect of a superior alternative to today’s system. And no 
small amount of humility is called for in this quest, because while there 
is certainly no shortage of alternative designs, none stands out as clearly 
feasible and clearly superior to today’s capitalism. In the end, we are 
unable to name such an alternative.

And yet, we should not resign ourselves to inaction. If we want to 
improve the world, we can take a pragmatic stance, and start with what 
we have. The economic system that exists today—and I am thinking 
here mainly of Germany’s social market economy—is at least no longer 
a predatory form of capitalism. The question is how we might best har-
ness its strong motivational forces to turn it into a more efficient, just, 
and humane form. This is the topic of the present chapter.
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C A P I T A L I S M  W I T H  A  H U M A N  F A C E

It is useful to take a short look at the roots and essential features of our 
present economic system, to be better placed to capture its potential.

The evolution beyond so-called Manchester capitalism, the capi-
talism of Marx’s time, actually began in Berlin. At that time, bitter so-
cial unrest shook the industrial centers of Germany’s burgeoning 
economy at the heart of Europe. As the carrot to go along with the stick 
that was the Anti-Socialist Law of 1878, Chancellor Bismarck introduced 
social insurance for ill and old workers. This turned out to be a political 
decision with extraordinarily far-reaching consequences. In retrospect, 
we might even say that this was the decisive moment that, together with 
the legal institutionalization of collective wage bargaining, ultimately 
reconciled the workers to capitalism, and thus pulled the rug out from 
under the proletarian revolution.

The German social insurance system was soon recognized around the 
world as a success, and increasingly copied in other places. In the United 
States, Roosevelt’s New Deal led to a substantial expansion of welfare-
state institutions. In western Europe, the Great War triggered strong de-
sires for social reform. But the golden age of social reform began only 
after the end of the Second World War, and it lasted deep into the 1970s. 
Those decades gave western Europeans a hitherto unknown degree of 
formal and real freedom, an enormous increase in productivity, low in-
come inequality, and a long-awaited modernization of social customs.

The ideal toward which this century of social reform was moving can 
be described as a model combining a market economy and a welfare 
state. The logic of this model lies in the division of labor between its two 
fundamental elements. The market economy, with its competitive mar-
kets and private initiative, sees to it that economic resources are used 
efficiently, and that products and production processes are constantly 
brought up to date and improved. It accomplishes this within a context 
of state regulations designed to ensure that monopolies and cartels 
cannot dominate markets and to prevent information asymmetries of 
various kinds from suffocating trade. And it accommodates, apart from 
capitalist enterprises, other kinds of goods and service suppliers such 
as municipal firms, cooperatives, and other nonprofit organizations.
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Meanwhile, the welfare state does the work of advancing distributive 
justice and building buffers against the income uncertainty that comes 
with market processes. Its central instruments are a progressive tax-
transfer system, social insurance for provision in old age and in case of 
unemployment, and free social services including health care, educa-
tion, childcare, and care for the elderly. This welfare provision from 
cradle to grave liberates people from many worries and anxieties, and 
thus frees energies that they can better apply to finding personal fulfill-
ment and enriching their social lives.

The market economy and the welfare state support each other and 
flourish on the foundation of a lively civil society that infuses both 
spheres with the vital resource of social trust. All in all, this model does 
relatively well with respect to all the evaluative criteria that we have 
stressed—efficiency, justice, and humaneness.

Although the potential of the market-economy-plus-welfare-state 
model has not yet been fully realized, it already has substantially changed 
the lives of millions of people for the better. The transfers and taxes of 
the welfare state, for instance, make a large contribution to the reduction 
of income inequality. Without them, the latter would be about seventy 
percent greater in a country like Germany.

B U D D I N G  V I R T U E S

What is often not recognized is the potential for the betterment of the 
human character that is inherent in the combination of market economy 
and welfare state. In the long term, a polity based on this model could 
get close to achieving a society in which financial self-interest has 
stopped being the main driving force behind people’s economic deci-
sions. Its place could be taken by motivations like those driving the 
mutual giving described earlier as we explored the system of common 
ownership.

To appreciate this claim, consider how the generosity of the welfare 
state might very well strengthen human inclinations toward reci-
procity. One receives support from the state (which is to say, from one’s 
fellow citizens) if one’s needs clearly exceed one’s earning capacity; and 
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conversely, one supports the state (all other citizens) if one is able to 
work more than is necessary to make a living. Participating in such a 
system may cause nobler motives for economic endeavor to take root. 
One might, for instance, develop an authentic sense of obligation to the 
polity to perform the work that one is able to do, in the expectation that 
others will do the same. If the state helps an individual discover his or 
her talents, then the individual may in turn believe those talents should 
be used in service of the common good.

An intrinsic motivation to do the work one does could also become 
significantly more important over longer periods of time. The welfare 
state helps to keep various groups from being excluded from social par-
ticipation; thanks to social inclusion, many workers have gained the 
ability to carry out more sophisticated work. And increasing numbers 
of people also expect to be offered more demanding jobs. Market 
mechanisms tend to match these resources and needs by gradually 
raising the quality of jobs. In future, a genuine passion for one’s work 
may therefore become the most important motivational factor for all 
those who are economically active.

In turn, a stronger sense of duty toward the polity and a stronger per-
sonal motivation to work could lead to more income equality, without 
any negative impact on economic growth. If the economic performance 
of individuals is based on internalized values and genuine interest, it will 
be of only secondary importance to them that such-and-such a proportion 
of their income is redistributed via taxes and public expenditure. Two gen-
erations from now, a situation might exist in which incomes are subject to 
very high levels of taxation, but people work happily because they like their 
jobs and view the payment of high taxes as nothing short of a moral duty.

T H E  C U R R E N T  R E T R E A T  O F  T H E  W E L F A R E  S T A T E

The evolution of the welfare state after the Second World War can roughly 
be divided into three phases. The period up to the mid-1970s saw a sub-
stantial expansion of the welfare state. This was followed by a time of 
stabilization, without significant changes, which lasted until the begin-
ning of the 1990s. Since then, the trend has reversed.
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In Germany today, compared to twenty years ago, there are lower 
rates of taxation on high incomes and on company profits; old-age pen-
sions and unemployment benefits are less generous; the government now 
subsidizes those on low wages and subsidizes private pension schemes; 
the private school sector has expanded; and there are numerous private-
public partnerships providing public goods such as highways. The last 
two decades have also seen massive job cuts in the civil service, advancing 
privatization, a retreat of traditional trade unions, significant erosion 
of the proportion of employees covered by collective wage agreements, 
deregulation of the market for financial derivatives, growth in stock 
markets, and stronger orientation of large companies toward maximizing 
shareholder value.

The countermovement of the last two decades has even affected 
Sweden, a country recognized around the world as a strong market 
economy with an extensive welfare state, and therefore a model that is 
a thorn in the side of many a neoliberal. Following a severe recession 
in the early 1990s, the Swedish government began scaling back the 
welfare state. Benefits for the unemployed, sick people, and the elderly 
became less generous. The tax system was made less progressive, and 
capital income was taxed at a flat rate instead of progressively. In-
heritance taxes and taxes on personal wealth were abolished alto-
gether. The proportion of pupils attending private schools increased 
dramatically.

Compared to where it was in the 1980s, income inequality in Sweden 
has risen significantly in the last two decades. Income in the highest 
bracket, especially income from investments, has risen much faster than 
average incomes. Meanwhile, the risk of poverty has substantially in-
creased. Recent empirical studies have also affixed a question mark to 
the claim that Sweden is a country of equal opportunity. Although they 
confirm that, as compared to the United States or most other countries, 
Sweden’s income mobility between generations is higher—that is, the 
children of poor parents are more likely to break out of their income 
stratum by earning more—they also show that the economic elite in 
Sweden is pretty impenetrable. Despite having a strong welfare state, 
Sweden is a country with capitalist dynasties whose members form 
the very top of the income pyramid generation after generation. 
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Nevertheless, we should note that Sweden, together with other Scandi-
navian countries, internationally remains the most successful example of 
a market economy with an extensive welfare system.

If we look at the emerging economies, we see entirely different dy-
namics at work. In contrast to Western Europe, the countries of East 
Asia in particular have rapidly pushed forward with the construction 
of welfare systems. They set out from a low baseline, however, and the 
welfare benefits provided are still less generous than those of most Eu
ropean countries.

T H E  R O O T  O F  T H E  P R O B L E M

Why did the last twenty years see a retreat of the welfare state? One 
answer to this question tends to dominate public opinion. It argues 
that this retreat was a necessary adaptation to changing circum-
stances. The reforms were the result of a painful learning process that 
showed that the societies of western European countries were living 
beyond their means; there was no way around making welfare cuts. 
According to this received wisdom, the welfare state in Europe has not 
only passed its peak, but it also faces further decline in the immediate 
future, as further budget cuts will be necessary to manage the conse-
quences of the financial and economic crisis. The German welfare 
state ten years hence will look less like the Sweden of today, and more 
like Canada.

This dominant view is, however, quite one-sided. It is too simplistic 
to cast the retreat of the welfare state as just an accommodation to a less 
favorable set of circumstances. If that were the case, surely politicians, 
before beginning to dismantle the welfare state, would have attempted 
at least to draw on the substantial existing financial reserves they had to 
prop it up. The existence of these reserves cannot be denied. One need 
only think of the vast amount of public money wasted on misguided 
projects, of the potential sources for additional public revenues that are 
untapped, and of the numerous counterproductive regulations and 
privileges the state has introduced even though they reduce the tax base. 
If it had been the hope of rational and benevolent politicians to protect 
the social achievements of the welfare state against deteriorating frame-
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work conditions, they would have drawn on these reserves before de-
claring defeat.

A different story about the retreat of the welfare state may have more 
plausibility. This is the hypothesis that capitalism (the market system 
plus private ownership of the means of production) has the tendency to 
repel the welfare state as something foreign to it. The emergence of the 
welfare state was brought about by the unique historical circumstance 
of the threatening prospect of rebellion by industrial workers. And its 
expansion was helped along by further unique historical circumstances: 
the First and Second World Wars, the Great Depression, and the Cold 
War. During recent decades, no such uniquely favorable conditions for 
the development of the welfare state have prevailed. And thus, the struc-
tural mechanisms that tend toward eroding the welfare state gained 
ground again.

This interpretation of the current situation suggests that the deterio-
ration of the welfare state will continue unless the polity seizes the ini-
tiative and confronts these mechanisms. If it fails to do so, capitalism’s 
friendly mask will keep slipping, revealing its original face. It will return 
to its default operating mode—as a system in which most people are 
abandoned to their fates and exposed to the vicissitudes of the market 
without any protection, and in which there are no limits to economic 
and social inequality.

Implied by this line of thought is a need for constant work to defend 
the value of the welfare state. As the structural mechanisms of capi-
talism reassert themselves, it will not just spontaneously emerge, but 
will need to be fought for again and again in the political arena. To de-
tect these mechanisms, we need to recall that the welfare state was and 
still is the result of political decision making. Like any other decision-
making process, its results depend on the preferences of those making 
the decisions and on the options at their disposal. If under capitalism 
there are structural reasons why a generous welfare state has only a 
minimal chance of being a stable outcome of political decision making, 
then the reasons for this must lie in the political preferences of the polity 
and in the economic conditions that provide the framework for the activi-
ties of the state. Before we can outline a strategy for further developing 
the model of a market economy plus welfare state, we should gain a 
better understanding of both of these aspects.
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Shaky Political Support

Measures aiming at a consolidation of the institutions of the welfare 
state need to prevail in the democratic process. Because these institu-
tions directly represent the material interests of the working class, they 
were historically fought for by the social democratic and socialist parties, 
as well as by the labor wing of the Christian democratic parties. Today, 
in most countries, the responsibility for strengthening the welfare state 
still rests mainly with the social democratic parties. The term is not meant 
to refer specifically to parties who carry the words “social democratic” 
in their name, but to any party that sees itself as continuing the tradition 
of progressive reform. In most European countries, these social demo
cratic parties constitute one of the strongest political forces, and they 
claim to represent the majority of the working population that, in turn, 
profits most from a well-functioning and generous welfare state.

Thus, the political stability of the welfare state depends essentially on 
the effectiveness with which social democratic parties represent the inter-
ests of the working population. This condition, in turn, contains two sep-
arate requirements. First, social democratic parties must have sufficient 
political influence on the legislature. Second, they must genuinely rep-
resent the interests of the majority of the working population. As we 
have already seen in our discussion of government failures in the con-
text of Plato’s work, it is anything but a foregone conclusion that these 
two requirements will be met.

Less Than Loyal Leaders

Let us first consider the attachment of social democratic parties to the 
working population. By “working population,” we mean the vast ma-
jority who play by the rules and whose work and effort are what keep 
the great ship of society afloat. They are also those who would like to 
contribute but are not able to do so due to illness, or because they cannot 
find work, or because they have to care for family members. By contrast, 
those who do not want to make contributions to society, or who do so 
from an exceptionally strong position that they occupy perhaps by dint 
of getting a place at an elite American university, or because they 
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inherited a flourishing business from their parents, are not part of this 
group.

Note that this “working population” is not the same as the traditional 
working class. Traditional working-class families have actually become 
ever more rare; the traditional sociological distinctions between manual 
and intellectual labor, dependent and independent work, and working 
class and middle class appear increasingly arbitrary, and have been 
rendered progressively less useful by changes to the world of work. It 
makes more sense to define groups by the economic sources and levels 
of their incomes. The term “working population,” then, refers to people 
whose subsistence is overwhelmingly based on their own labor, as op-
posed to inherited wealth, and whose income does not diverge signifi-
cantly from the median income that is typical for their generation. Also 
included in this category are people who are unable to work.

The working population thus defined is the natural core vote for the 
social democratic parties. But the relationship between politicians and 
their constituencies is much more complicated in the case of social 
democratic parties than in liberal or conservative parties. This difficulty 
affects the recruitment and motivation of their political leadership.

Politicians with successful careers become parliamentarians, party 
leaders, or ministers, or take on other important offices, such as heading 
regulatory authorities. This makes them part of a professional group 
that earns multiple times the median income. These individuals come 
into contact mainly with members of the upper class, both profession-
ally and in their private lives. Thus, the brief of social democratic politi-
cians in positions of leadership is to represent the interests of voters the 
likes of which they rarely encounter in their professional and social en-
vironments. In some cases, they have no direct experience of the needs 
of this reference group at all, and often, the interests of this group con-
tradict their own material interests. Social democratic leaders should, 
for instance, be committed to heavy taxation of very large incomes, but 
they and their friends belong to the group that is hardest hit by progres-
sive taxation.

This conflict of interests is further aggravated by revolving-door 
politics—that is, the movement of individuals from political offices to 
related, lucrative posts in the private sector. In Germany, several members 
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of the supposedly left-wing Red–Green coalition government have 
changed sides and taken up well-paid positions in the world of finance 
and in the pharmaceutical and energy industries.

This divergence of interests has plagued the labor movement from its 
very beginnings, and is reflected in the divided loyalties of rebellious 
popular leaders in the present day. There is a general tendency for a 
small elite to maintain its position by winning over individual popular 
leaders who threaten its power—often by simply absorbing them into 
the elite—and social democratic parties are by no means immune from 
this tendency. When the same party figures, more or less, remain in 
place over many years, the loyalty problem can be even further exacer-
bated. Through the kind of evolutionary processes described in Chapter 4, 
once a party tolerates a few turncoats betraying the base, social norms 
of loyalty begin gradually withering away. Mutual backscratching and 
political patronage follow, eventually producing a corrupt network that 
cooperates with the financial elite, provides individual party leaders 
and their coteries with privileges, and finally eliminates the representa
tion of the interests of the working population.

This can happen, but it does not have to happen, because the loyalty 
problem can be averted if political leaders retain their sense of duty and 
if the party base exercises sufficient control. Both these mechanisms, 
however, have snags. The first implies that faithfulness to principles 
and personal dedication should be the decisive criteria in selecting 
leaders—but if they are, professional expertise and political ability 
might be underemphasized. The second calls for stricter control by the 
party base, yet that might hinder decision making and deprive the party 
leadership of its necessary flexibility. There is a tightrope to be walked 
here, something social democratic parties have not always managed in 
their turbulent histories.

The loyalty problem also has an intergenerational dimension that 
should not be underestimated. As is true in many other professions, 
there is a tendency in politics for the children of politicians to pick up the 
skills of their parents and to follow in their footsteps. Here again, there 
are dangers for social democratic parties more than for parties who 
represent the interests of the upper class. As the children of successful 
politicians grow up among the upper class, the connection for them to 
the work of a social democratic party may be less obvious. If they never-
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theless seek to do that work, it is reasonable to expect the tension they feel 
between their loyalties to be especially acute, having been socialized in a 
different environment than the children of the working population.

Less Than Fully Competent Voters

The second structural challenge that bears on political support for the 
welfare state is the maintenance of a broad constituency in the electorate 
that votes for the party that represents the interests of the working pop-
ulation. “Broad” here means a sufficient proportion of the electorate to 
give the party the parliamentary majority needed to form a government 
under social democratic leadership.

The part of the population that profits from a well-functioning wel-
fare state includes the core voters of social democratic parties, and as a 
rule this part amounts to well over half of those with a right to vote. But, 
for several reasons we can name, it is perfectly possible for people to 
make misguided political judgments.

First, the areas in which political decisions are necessary mostly lie 
outside the expertise of individual voters (the expertise, for example, that 
they might have gained working in their own professions). Therefore, 
voters often find their particular knowledge strengths to be of little help 
as they try to form political judgments. Second, voters cannot learn very 
much from policies that are actually implemented, because the world is 
subject to rapid change, and a policy that was successful in one country 
will not necessarily be effective in another. Third, individual voters have 
barely any incentive to invest efforts into understanding which policies 
best serve their interests, because their votes, considered singly, make such 
a small contribution to the collective decision-making process. When po
litical scientists speak of “rational ignorance,” they are referring to this 
problem.

These insufficiencies provide a raison d’être for professional politicians, 
and especially for specialists with expert knowledge within the parties. 
If citizens were always able independently and instantly to recognize 
which policies were best for them, then clearly it would be best to have a 
pure system of direct democracy. That would save the polity all the costs 
of maintaining political parties and a parliament. Every question of col-
lective interest could be answered by voters deciding with the click of a 
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mouse. But in a world where knowledge and time are scarce, a certain 
division of labor is helpful. In principle, politicians help voters identify 
those policy options that are the best for them given their interests.

The fact that voters have limited powers of judgment has important 
consequences for the political support the welfare state receives. It has 
the effect that some portion of the electorate thinks about political 
matters mainly in an associative and affective fashion, and this makes 
them susceptible to influence through the kinds of methods deployed 
in consumer products marketing. Presidential elections in the United 
States are a prime example of how political advertising plays a role in a 
democracy. This is another structural reason that, under capitalism, 
political support for the welfare state is a fragile achievement.

The tabloid press and television can reach large sections of society 
that would fundamentally benefit from the maintenance and further 
development of the welfare state. But their political behavior can be in-
fluenced in such a way that either they do not cast their votes at all or 
they vote against welfare state agendas. By now, empirical research on 
voting behavior has been able to demonstrate the effectiveness of the 
media’s political influence with concrete figures. A recent study of 
Berlusconi’s electoral victories in Italy was even able to demonstrate that 
the kind of shows and feature films broadcast on television can have a 
significant influence on voting behavior.

National Policies and the Global Economy

We can find further explanation for the instability of the welfare state 
under capitalism in the economic conditions that constitute the frame-
work for the activities of the state. Modern economies must all deal with a 
fundamental contradiction between trade’s becoming ever more global-
ized and political power’s remaining tied to the national level. The gradual 
decline of the welfare state is in part the result of this contradiction. On 
the one hand, a market economy made up of profit-maximizing enter-
prises encourages transnational developments that push, to the greatest 
possible extent, the advantages that can be gained by division of labor. 
There is nothing new in this tendency; it was manifest in the trade cap-
italism of antiquity in the Mediterranean. Today, however, globalization 
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takes the intensity of foreign trade, the international transfer of tech-
nologies, investments abroad, and migration to unprecedented levels. 
On the other hand, the power to legislate remains with national states, 
and transnational agreements are mostly limited to the purposes of cre-
ating uniform global markets for goods and capital.

Globalization undermines the welfare state mainly by diminishing 
its capacity for redistribution. In a welfare state, an essential aspect of 
redistribution is relatively heavy taxation of large incomes, which con-
sist in significant measure of capital income. But we are seeing dramatic 
increases in the transnational mobility of those who receive large in-
comes, of investments made by enterprises, and of financial capital. 
When a single state decides to hike taxes, the response is often simply a 
migration of individuals or assets to other states. No state surrounded 
by low-tax jurisdictions can therefore expect to finance ambitious re
distribution programs simply through high taxation.

Meanwhile, some countries (particularly those with relatively small 
domestic tax bases) have an opportunity to raise their revenues signifi-
cantly by engaging in the aggressive tax cutting that attracts multina-
tional investments and rich taxpayers from other countries. This fiscal 
incentive has launched governments all over the world into a global race 
to lower their taxes, with each country effectively trying to gobble up 
elements of the others’ tax bases. For the world as a whole, this is a zero-
sum game in which only the wealthy and those who receive high in-
comes ultimately win. Even a cursory study of the development of tax 
systems over the last three decades reveals widespread and substantial 
tax-relief measures for capital incomes, coincident with rising taxation 
of income from work and on consumer spending. At the same time, 
governments have drastically reduced the tax rates they apply to very 
high incomes. In the aftermath of the financial crisis, despite needs for 
large amounts of additional revenue, the tax burden on high incomes 
and capital returns has only increased marginally in the last few years.

In tandem with this downward tax competition, globalization has also 
opened up new possibilities for the economic elite to lower their effective 
tax rates through illegal or semilegal means. So-called tax havens—
that is, states that are prepared to engage in such practices—offer nu-
merous services to multinational corporations and wealthy individuals, 
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often through banks that operate internationally. Thus, it is not un-
common for banks that have been saved directly or indirectly with 
taxpayer money in the countries where they are headquartered to at the 
same time undermine the public finances of those countries by helping 
their domestic residents engage in international tax evasion.

Worldwide, the private wealth hidden in tax havens is estimated 
currently to be in the region of twenty trillion U.S. dollars. Recent 
studies show that the high-profile initiative launched by the G20 coun-
tries in 2009 to combat this phenomenon, which led to much bilateral 
information sharing between tax havens and other countries, has not 
managed to bring about a reduction in the amount of wealth stored 
in tax havens. It is estimated that, globally, the annual loss in revenue 
runs to the hundreds of billions. By way of comparison, the United 
Nations World Food Program has an annual budget of only four billion 
U.S. dollars.

Further, these losses in revenue represent only a portion of the fiscal 
damage caused by tax havens. To understand the full scale, we would 
need to add to them the revenue from multinational corporations that 
is lost due to their use of offshore companies based in tax havens. These 
losses also involve astronomical sums of money.

If this tax competition is not stemmed, things will reach a point 
where the only redistribution possible for a welfare state to bring about 
will be neutral reshuffling or, at best, shifts from average earners to 
poorer parts of the population. And we will see more of the result which 
has been evident in most welfare states for some time now, in the wid-
ening gap between rich and poor.

A  M E T A - R E F O R M

We have thus found that, for a variety of solid political and economic 
reasons, the model of a market economy plus welfare state may not be a 
stable configuration. Its structural problems essentially concern the loy-
alty of politicians, the mobilization of the electorate, and the effective-
ness of redistributive policies in times of economic globalization. Any 
strategy that aims to further develop this European model must give 
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priority to tackling these problems. The slow-motion crisis of the wel-
fare state that has unfolded over the last two decades has left us with a 
strategy challenge that is actually quite urgent.

We should therefore think about “meta-reform” to create an institu-
tional framework within which a well-functioning welfare state may 
flourish in the long term. In what follows, we will explore some concrete 
activities to accomplish such meta-reform. Each of the three problems 
mentioned above—loyalty of politicians, mobilization of the electorate, 
limits to redistributive policies posed by global competition—corresponds 
to an area of activity. We are not concerned here with country-specific 
details, but with the core of these political problems.

Transparency and Direct Democracy

The loyalty shown by political decision makers to the working popu-
lation is undermined by three factors: influential lobbies, the informa-
tion deficit of the citizens regarding their representatives, and the large 
volume of decisions that are delegated. Thus, three corresponding 
measures for rectifying these suggest themselves. Relationships and 
deals between politicians and political lobbyists should be made more 
difficult. The actions of politicians should be more transparent to the 
citizens. And the citizens should have the opportunity to take more 
political decisions themselves. Each of these measures deserves some 
discussion.

Politicians’ Additional Incomes and Interim Periods
To make deals between politicians and lobbyists more difficult, politi-
cians’ second jobs should be subject to scrutiny, and the revolving door 
between politics and the corporate sector should be regulated in the case 
of the holders of public offices. Similar rules should apply to the leading 
group of politicians in all political parties. “Transparency International,” 
for instance, has presented promising proposals for the effective design 
of such regulations. Work that politicians do on the side, such as consul-
tancy or lectures, should be disclosed. In the case of possible conflicts 
of interest, there should be interim periods of several years after someone 
has left political office. Taking up any professional activity immediately 
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after a time as an elected politician or a period in office should generally 
be subject to a process of approval by an authority, and the new profes-
sional activity should be publicly announced.

Transparency of Political Decisions
The transparency of political decisions is meant to make politicians 
accountable to the electorate. Who bears the responsibility for a partic
ular political decision? On the basis of what evidence was it taken? What 
were its consequences? Given today’s information technologies, it is for 
the first time possible to produce this transparency at almost no cost. The 
Internet may be used for providing citizens with the information they 
need to understand how well their representatives are working. There 
are already steps being taken in this direction, but these measures can 
be substantially expanded.

More transparency does not mean, however, that everything should go 
online. There is still a need for a sphere of privacy, and too much infor-
mation can end up being confusing. The information must be selected and 
understood before it can be used for meaningful evaluation. What citi-
zens need is useful information.

To understand the quality of a political decision, people need to be 
informed both about the situation at the time of a policy measure’s for-
mulation and about the situation after its implementation. Information 
serving the former need would include any expert reports that were 
drawn up for the political decision makers. In most countries, for ex-
ample, a cost-benefit analysis is required for any large infrastructure 
project, to establish whether it is in the public interest and how best to 
carry it out from an economic point of view. These analyses, which are 
publicly funded, should be made immediately available to everyone on 
the Internet. We also need transparency regarding whether the mea
sures that end up actually being taken achieve their aims. Whenever a 
policy measure is introduced, provisions should at the same time be 
made to collect the data required to evaluate the measure’s effectiveness. 
This information should, as a matter of principle, be made available 
to the general public. Anyone should be able to use it to understand the 
consequences of policy measures, and the quality of the political decision 
making that informed them.
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Direct Political Participation of Citizens
To provide more possibilities for citizens to participate directly in poli-
tics, the process of holding a referendum should be made easier. One 
indirect benefit of having more referenda would be a general improve-
ment in parliamentary decisions—because the members of parliament 
would learn to anticipate that any ill-conceived law might later be re-
pealed by the people. Reforms that would make referenda more frequent 
would include changes to reduce the number of signatures necessary 
to trigger a referendum, to reduce the proportion of votes cast required 
to make a petition quorate, and to expand the legislative scope of 
referenda.

Referenda motivate citizens to become better informed. On this front, 
too, much better use can be made of modern information technologies. 
Ahead of every referendum, an independent regulatory body should 
use the Internet to publish impartial content relevant to the decision to 
be made.

It should also be possible to dismiss the head of a government or a 
mayor by referendum—Thomas More, you may remember, already sug-
gested this. Likewise, political parties should offer similar mechanisms 
to their members with regard to their leaders.

Direct and indirect democracy should be integrated by promoting 
the involvement of citizens in the parliamentary legislature. Draft pro-
posals for new laws should be put online early enough for civil society to 
comment upon them, and the resulting suggestions for changes should 
be taken into consideration in parliamentary discussions.

Infrastructure and Public Services

The stabilization of the political basis for the welfare state requires the 
lasting and comprehensive support of the middle class. The foolproof 
recipe for achieving this support is to provide high-quality services by 
the state, especially in the areas of education and health, and to mini-
mize the wasting of taxpayers’ money. If a government efficiently spends 
money on high-quality services, then middle-class voters will respond 
with skepticism to any rival political parties trying to garner votes with 
promises of tax reductions. These voters will fear that their standard of 
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living will suffer from the cuts to public spending that would eventu-
ally result. When the quality of governmental spending improves, there 
can also be a reciprocal effect on citizens’ behavior, by which they become 
more willing to cooperate with the government by, for instance, honestly 
paying their taxes.

Advice, Auditing, Evaluation
In many countries, local jurisdictions who are all affected by some 
public project, or share a common need, can get more value from 
their public expenditure by working cooperatively. Regional authorities 
should work to foster such cooperation, and also be prepared to dele-
gate their authority to central bodies when this would be prudent. An 
example in Germany would be transferring tax auditing responsi-
bility from the states to the federal authorities to make coordination 
easier and create stronger incentives for tax inspections and tax 
investigations.

Cost-benefit analyses, transparency, and the ex-post evaluation of 
policies should be given higher priority. Audit offices should continue 
to support regional authorities in their decision making and should ex-
amine whether budgeted resources were used prudently and the best 
possible results achieved. But no audit office should act as both advisor 
and examiner for a given project—there must be sufficient incentive for 
the office to be thorough in its examination. As opposed to current 
practice, when there is a case of a responsible authority embarking on a 
public project without due consideration of economic feasibility, the 
contravention should be called out, and the consequences for that au-
thority should be serious.

To promote accountability and a prudent use of public money in 
public schools, hospitals, and other public institutions, each institution 
could be assigned a controlling body with close ties to the local com-
munity. This body would consist of experts recruited from civil society 
who would oversee the use of public funds by these institutions on a 
voluntary basis and give support and advice.

Transparent comparisons of performance and benchmarking can be 
crucial in identifying weak points in the public sector and in creating 
effective incentives to follow best practice. The public administration 
should, as a matter of principle, be obligated to make all data relevant 
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to the evaluation of the processes it carries out available to citizens on-
line. The higher authority should coordinate the provision of informa-
tion on the Internet and give advice about how it can be meaningfully 
used for comparing performances. Schools, public order and security, 
water services, regional public transport, railways, and postal services 
all constitute sectors where the publication of performance indicators 
could lead to substantial efficiency improvements. (In the case of rail-
ways and postal services, a comparison of performance at the European 
level may also be helpful.)

This culture of openness should include any nonstate organizations 
providing services of public interest. The resulting informed comparisons 
can help set process improvements in motion that make the provision 
of services by the sectors in question more efficient.

Access to information regarding the quality of public service pro-
viders will make citizens more capable of responsible and independent 
judgment. Citizens will then be able to make realistic demands and 
exert effective pressure to make sure these demands are actually met.

Civil Servants
In some countries, especially in Germany, there have been massive cuts 
to the public sector workforce over the past two decades. At the same 
time, the salaries of highly qualified public sector employees have sub-
stantially declined relative to those of employees with similar qualifica-
tions in the private sector. While the private sector, and especially the 
financial services sector, has comprehensively expanded and strength-
ened its workforce in terms of intellectual skills, the government has 
failed to recruit enough young, well-qualified employees. As a result, the 
know-how of employees in the public sector tends to be out of date. 
Making matters worse, some of the most proficient employees in the 
public sector have been headhunted by private employers. It seems ob-
vious that the government is becoming less and less able to provide 
high-class services and to resist encroachments by the private sector.

Human capital is by far the most important production factor in the 
public sector, and the optimal use of talent is therefore of the utmost 
importance. A politically independent research center should therefore 
investigate the optimal employment structure and reward structure for 
the civil service.
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In terms of professional development, one goal regarding state officials 
who are likely to take up leading positions is to deepen their knowledge 
of economics and finance. There should be prestigious institutions of-
fering relevant Masters and PhD programs. Renowned schools in France 
and the United States, which run such training programs, can provide 
blueprints for this task. Given that national governments negotiate deals 
worth billions at international government conferences, it will pay to 
have representatives with first-class educations in one’s own delegation.

Whenever there is an important deficit of in-house know-how, a gov-
ernment should try to find flexible solutions drawing on external advice. 
It could, for instance, temporarily employ a handful of cutting-edge 
researchers to work on a specific question. Take, for example, the ques-
tions raised about megabanks in the aftermath of the financial crisis: 
How should the “too-big-to-fail” problem be solved? Does it make sense 
to break up large financial intermediaries? Should banks be prohibited 
from operating both investment and commercial arms at the same 
time? Would a tax on the short-term debt of financial institutions be 
useful to reduce systemic risk? For each of these and other related 
questions, the government could pick three specialists who are consid-
ered to be independent and outstanding experts by their colleagues. 
These three individuals would then be employed by the government for 
a limited period of time and under competitive conditions. The agree-
ment would be that, during that time, they would exclusively dedicate 
themselves to the specific question they were asked to address. And at 
the end of the stipulated period, they would present a solution. Using 
such specialist task forces, the state could cease to be the repeat victim 
of the monopolization of knowledge by experts who work for private 
interests.

Catching the Internationally Mobile Tax Base

The third area for a promising meta-reform to revitalize the welfare 
state is the international coordination of tax policy. The pronounced 
cross-border mobility of firms, financial capital, and people at the top 
of the income distribution severely limits the possible progressivity of 
national tax regimes. The solution is not to constrain this mobility, 
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because mobility fulfills useful economic functions and represents an 
important element of personal freedom. Rather, individual countries 
need well-focused coordination in their tax policies. Larger countries 
especially have a duty to take the lead and make significant efforts toward 
effective coordination.

The Fight against Tax Havens
The taxation of capital income and inheritance becomes increasingly 
important thanks to two interconnected trends. First, the total net 
wealth of private households is growing faster than their total income. 
Whereas in the early 1970s, private wealth in western European coun-
tries was roughly two or three times the annual aggregate income, today 
it is about four to six times the aggregate income. And this trend is 
bound to continue. It follows from this that asset-based taxation has an 
increasing potential to raise revenue, and will become ever more impor
tant for financing the activities of the state. Second, inequalities in the 
amount of inherited wealth are becoming a key driver of the distribu-
tion of the life chances of individuals, because lifetime wages grow more 
slowly compared to inherited wealth. This means that asset-based taxa-
tion, and especially inheritance tax, has to play a decisive role if we want 
to establish distributive justice in our society.

These developments highlight the urgency of finding effective ways 
to combat the tax evasion by very wealthy individuals that is made pos
sible by tax havens. This fight requires broad-based international coor-
dination, which should include at least all OECD countries. The aim of 
an international agreement with countries that operate as tax havens 
should be to begin a process for the transnational exchange of informa-
tion on the basis of automatic notifications from banks to the relevant 
national tax authorities. This is the only way to collect information on 
capital income and financial assets on an individual level, to be able to 
subject them to progressive taxation.

Such an agreement should be the outcome of an international confer-
ence at which all states concerned commit themselves to participate in the 
automatic exchange of information. The current practice of bilateral 
agreements, by contrast, should be rejected, because it creates possibilities 
for further evasion through the relocation of undisclosed assets from 
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one tax haven to another. The G20 initiative of 2009 also suffers from 
this defect.

Those countries that sign up to the international treaty should agree 
on sanctions for nonparticipants. Financial transfers between partici-
pating and nonparticipating countries, for instance, could be made 
subject to taxation. Such an initiative’s chance of being successful will 
be higher if those tax havens that immediately join it are rewarded—for 
instance, by being allowed to participate in the tax revenues made pos
sible by their cooperation.

A Minimum Top Rate of Tax
Over the last two or three decades, the concentration of income has rap-
idly increased in Europe and the United States, while the tax burden on 
very high incomes has been reduced. This tax relief flies in the face of the 
increased need for distributive justice, and can partially be explained as 
the result of international tax competition. Governments fear that 
those who receive very high incomes will emigrate if they have to pay 
high taxes. A clear indication of the importance of this problem is the 
number of countries introducing tax relief for foreign individuals with 
high qualifications. Among them are Belgium, Denmark, Finland, the 
Netherlands, Portugal, Spain, Sweden, and Switzerland.

To stop this race to the bottom, the OECD countries should agree on 
a uniform minimum top marginal tax rate, meaning that, in each of 
the signatory states, personal income above a particular threshold is taxed 
at no less than some internationally agreed rate. The agreement could, 
for example, stipulate that all annual incomes above 250,000 euros are 
subject to a tax rate of at least 48 percent. This minimum rate would 
decrease the incentive for individuals with large incomes to relocate 
for tax purposes. And the managers of multinational corporations 
would have less incentive to select headquarters locations based on 
tax considerations.

Ideally, all signatories should use the same methods for calculating 
their national income tax. As far as very high incomes are concerned, 
the most significant deviation from this ideal occurs in the treatment of 
capital income, which some countries exclude in part or in whole from 
personal income tax. To slow down the increasing concentration of in-
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come, all signatories should include capital income in the definition of 
income that is subject to personal income tax.

To take into account the differences in overall levels of income in the 
various OECD countries, one could determine the income threshold be-
yond which the minimum top tax rate applies in relation to the average 
income in each country. The income threshold could also be lowered for 
countries that do not tax income from capital, since they are subjecting 
only a part of personal income to taxation.

Corporate Taxation in Europe
The most pronounced effect of tax competition in Europe is on levels of 
corporate tax rates—that is, taxes on the profits of incorporated firms. 
In Germany, for example, the corporate tax rate has plunged from 
56 percent in the 1980s to 15 percent today.

As firms enjoy complete freedom of cross-border movement within 
the EU, a common European policy for their taxation is urgently re-
quired. It is puzzling that we face a collective problem (the mutual under
cutting of tax rates) and that an appropriate means for solving it is 
available (the EU), and yet no use of this means has been made. Espe-
cially today, when many people are doubting the European project, the 
introduction of a European-wide corporate tax would be an opportunity 
to show citizens that the political construction of the European Union 
has very concrete advantages for them. They could easily recognize 
how increased revenue from taxing corporations could translate to 
lower labor and consumption taxes and provide the financing for better 
public services.

This step would require relinquishing national legislative authority 
on this matter to a European institution such as the European parlia-
ment. Ideally, this would take place within the framework of a broad 
political process that gradually introduced the structures of a demo
cratic federal system in Europe.

The uniform taxation of corporate profits across Europe would not 
only generate additional revenue but also improve the performance of 
our economic system in terms of the allocation test. Note that, under 
the current system, the business-location decisions that are motivated 
by tax considerations do not direct resources to the places promising the 
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highest productivity; rather they direct them to the places where the 
fiscal burden is the lowest. Also consider the highly talented individuals 
currently trained to tackle the complex task of international tax opti-
mization, whose skills could surely be used far more productively.

T H R E E  P R I O R I T I E S  F O R  M E T A - R E F O R M

A pluralist market economy with an effective and generous welfare state 
represents the best economic system that is immediately available to us. 
But over the last two decades, we have moved away from it. The scaling-
back of the welfare state was not always necessary, and certainly the 
thoroughgoing dismantling of it was not warranted. A long-lasting, re-
vitalized welfare state requires a political program that is specifically 
committed to bringing about a certain kind of meta-reform. The pur-
pose of such meta-reform should be to create a justified trust in the state 
and to stop the mechanisms that lead to the instability of the welfare 
state under capitalism. There are three crucial areas of activity in this 
regard: more transparency and direct democracy, higher quality of 
public spending, and the international coordination of tax policies. 
These should be priorities for all progressive political forces.



E P I L O G U E :  

A  F A T H E R  A N D  D A U G H T E R  C O M E  T O  T E R M S

Quite some time has passed since the father sent his daughter the 
last attachment, on the market economy and the welfare state. The two 
now meet up at a university. In a seminar room that has just been vacated 
by a group of students, they pick up their conversation where they left off.

Daughter:  Did I mention that, in the copious spare time I’ve had be-
tween reading all your very long postcards from your alternative 
states, I have also been reading The Divine Comedy? I can’t resist 
mentioning that after Odysseus returns to Ithaca, Dante sends him 
on a final journey—beyond the Pillars of Hercules. It seems like 
you don’t share any of Odysseus’s longing to be off again. Here you 
are, at the end of our trip, comfortably settled between your two 
certainties. First, you’re certain now that there’s no clearly superior 
alternative to capitalism. Second, you’re certain that our best bet is 
a strategy that breathes new life into social democratic reform with 
some basic democratic principles and some new help from the In-
ternet. The problem is, I’m still not convinced—and I’ll tell you 
why.

I’ll start with your second certainty. You’re trying to sell me on 
this model of a “market economy plus welfare state” by claiming 
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it holds out the prospect of a qualitative change in our way of life. 
Despite markets and private property, you expect the next genera-
tion of Europeans to develop an entirely different mind-set 
compared to today’s generation. Thanks to the welfare state, Euro
peans will be good, committed Kantians who take pride in their 
work and are happy to pay their high taxes. And that will make it 
possible, using the state’s budget, to reverse the whole income 
disparity trend, yet still have a flourishing economy.

I just can’t see things playing out that way. You’re talking about 
a spontaneous spread of solidarity and trust that realistically can’t 
happen if there are still some number of mega-rich tycoons around. 
These people occupy an entirely different world! They don’t know 
anything about the worries and needs of ordinary people, and 
will never identify with the polity. And in the meantime, leading 
their splashy lives, they only encourage others to try to be like them 
and separate themselves in the same way from the rest of society. 
So how can this improvement in human nature you describe ever 
come about? Kant’s categorical imperative can only flourish in a 
society where all citizens are equals.

And then there’s your first claim. Based on what you yourself 
have written to me, I don’t see how you arrive at the conclusion 
that there is no superior alternative to capitalism. On our journey 
beyond the social market economy, we did come across an eco-
nomic system that passed both the cooperation test and the allo-
cation test: shareholder socialism. It promises a level of prosperity 
comparable to the social market economy, but doesn’t lead to an 
oligarchy. It empowers people in their workplaces. And it achieves 
more egalitarian income distribution. Surely that constitutes a 
better system, doesn’t it?

So I continue to stand by my original call for the overthrow of 
capitalism. It should be replaced by one of the three versions of 
shareholder socialism.

Father (with mild irritation):  Steady on. You cannot simply pick an 
economic system off the shelf like a product in a supermarket. 
Maybe on purely theoretical grounds shareholder socialism isn’t 
inferior to the present economic system—I grant you that. But in 
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practical reality, we don’t know that because it does not exist. You 
need to consider that implementing market socialism would re-
quire the creation of entirely new institutions—and we just have 
no idea whether they will eventually work. And on top of that un-
certainty, introducing market socialism would have high transi-
tional costs. It is highly likely that, once you factored in those costs, 
people would not actually profit from it at all. So do me a favor: stop 
indulging in fiction. Let’s deal with facts.

Daughter:  Hey! Ever heard of domination-free discourse?! Just listen 
to me for a minute. We have to consider the matter without any 
prejudices. Progress always involves change and therefore never 
comes without a certain risk—we have to accept that if we want to 
make the world a better place. And I am not prepared to accept 
transitional costs as a counterargument, because, by definition, so-
ciety would have to bear them only in the short term, while society 
would profit from market socialism over the very long term. Don’t 
you care at all about your grandchildren?

Father:  Of course I do. But I think you massively overrate the advan-
tages of market socialism compared to a social market economy. 
Market socialism would only marginally reduce today’s economic 
inequalities, because its effects would depend on the compensa-
tion that today’s shareholders would receive when their enterprises 
were taken into public ownership. If that compensation corre-
sponded to the current market value, there would be no effect on the 
distribution of wealth at all. And even if we made an unrealistic as-
sumption that nationalization would take place without any com-
pensation, we still could not expect any substantial reduction of 
inequality.

Daughter:  Wait, I’m not following you. Capital income represents a 
significant part of the national income overall, and these assets 
grow faster than income—you said it yourself. Doesn’t that suggest 
that socializing the means of production would have far-reaching 
distributive effects?

Father:  Look, the annual national income for Germany amounts to 
roughly 2,000 billion euros, and wages make up about two-thirds of 
that. So the income from capital amounts to about 650 billion euros. 
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But today’s capital income consists mainly of returns from assets 
that would not be socialized under a system of market socialism, 
such as savings accounts, government bonds, company pensions, 
and rental apartments. Currently, private households in Germany 
receive around 300 billion euros every year in the form of divi-
dends and withdrawals from the enterprise sector. But even this 
figure overestimates market socialism’s potential for redistribution, 
because it contains incomes from many small enterprises that 
would remain in private hands even in a market socialist system.

So we have to deduct the dividends paid by small and medium-
sized enterprises, and the compensation to be paid to shareholders, 
from that annual figure of 300 billion euros. And we also have to 
deduct the costs involved in creating the new state institutions that 
will administer the public property. Now, how much do you think 
will remain for paying a social dividend? If you were being opti-
mistic, you might say 100 billion per year. That would allow the 
state to pay everyone a social dividend of about 100 euros per 
month. But is it really worth all the pain of turning an entire eco-
nomic system—one that functions, after all—upside down for 100 
euros a month?

Daughter:  OK, you might have a point. But reducing income in
equality is not, in my opinion, the primary reason why market 
socialism is a desirable system. The crucial argument, in my mind, 
is getting rid of the social and political distortions that are caused 
by the capitalist elite, and that ultimately corrupt all of society. I’m 
talking about money fetishism and the emphasis on material pos-
sessions. The exploitation of the weak. The corruption of politi-
cians and the erosion of democracy. And I am talking about the 
unacceptable consequences all this has, like states getting involved 
in murderous wars.

Father:  Regarding money fetishism, a certain degree of that is going to 
be inherent in any monetary economy, because most goods and 
services will be measured in terms of money. Market socialism 
would merely reduce this effect, as economic power would be less a 
measure of success if there were no longer any billionaires.

I am also less confident about how well democracy turns out 
to function under conditions of market socialism. Wouldn’t we 
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see dangers arising from the top managers of market socialist en-
terprises that are very similar to the ones created by capitalists? 
Shareholder socialism also dangles incentives for managers to 
get payments tied to the profitability of their firms. This means 
they personally profit if the government treats their firm prefer-
entially. It’s possible they would engage in even more lobbying 
than capitalists do. After all, capitalists spread their assets across 
several investments, but under market socialism, the greater 
part of a top manager’s income would be the incentive payments 
resulting from the financial performance of the firm that hired 
him.

Daughter:  True enough. But under market socialism, measures will 
be taken against this danger. These might be similar to the ones 
you referred to as meta-reform: making deals between politicians 
and lobbyists more difficult, creating more transparency, and 
strengthening direct democracy.

Look at it in a broad historical context. The introduction of 
shareholder socialism would mean a unique expansion of eco-
nomic and political rights. This would make it one of Europe’s 
biggest contributions to the development of civilization—one of 
those things that makes this continent distinct from the rest of the 
world, like Athenian democracy, the Enlightenment, and the wel-
fare state. The creation of a functioning system of shareholder so-
cialism would be the next achievement in that grand history of 
inventions.

You know better than me that the European model of society 
has, by now, lost a lot of its appeal. Europe is in steady decline com-
pared to China, or, to a certain extent, the United States, whether 
we are talking in political or economic terms or about research 
and culture. If we don’t want to see European values and the 
European understanding of democracy lose relevance, we need a 
renaissance based on these values. And shareholder socialism 
could be the beginning of such a renaissance.

Father:  But a generous and efficient welfare state would also accom-
plish that. And maybe we could agree on assigning a key role to 
shareholder socialism—as a credible threat.

Daughter:  What do you mean, a key role as a threat?
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Father:  You might know that it was only after the Second World War 
that the creation of the welfare state really gathered momentum. 
But back then, a lot of people in Europe actually wanted to see a 
transition to a socialist economy, and quite a few experts thought 
it very likely that socialism would win the day. The prospect of that 
happening led to an alliance being formed of the major popular 
parties, the trade unions, and some enlightened captains of in-
dustry, and it was because of that alliance that the social programs, 
public education, health care, and progressive taxation of the 
modern welfare state ultimately emerged.

I’m thinking, therefore, as we’re seeing the welfare state fading 
away today, that maybe if there were a credible alternative to capi-
talism, that would help to stabilize the welfare state, just as socialism 
did after 1945. It seems plausible that shareholder socialism could 
be such an alternative system.

In other words, given the high transitional costs, the introduc-
tion of market socialism does not look to most people like a ra-
tional strategy as long as the social achievements of the European 
model still exist. But if the dissolution of the welfare state con-
tinues—and if, as a consequence, more and more Europeans have to 
deal with precarious working conditions, low wages, poverty, bad 
public schooling, insufficient medical care, weak social cohesion, 
and a mediocre cultural life—well, then it won’t seem so unrea-
sonable to a lot of folks to shoulder the high transitional costs of 
introducing market socialism. That would be a threat the elites 
would have to take seriously, and I think we’d see them making 
efforts to put a stop to the erosion of the welfare state.

Daughter:  That sounds very much like the wishful thinking of old-
fashioned social democrats to me! I’d say the social reforms of the 
postwar years came about not because of elites worrying about an 
alternative approach, but thanks to pressures exerted by a well-
organized labor movement and the bourgeoisie’s fear of a mili-
tarily successful Soviet Union.

Father:  Yet the labor movement and the Soviets were inspired by 
ideas in a pamphlet, published around 1847 to 1848 by two young 
German intellectuals . . . ​
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Daughter:  Fair enough. But don’t you think market socialism would 
only be an effective threat today if there were concrete examples of 
cases demonstrating it could actually work? And the government 
would need to be viewed as a skillful economic agent. But the exact 
opposite is the case today. If you brought up the competence of the 
state with anyone who reads the newspapers in Germany today, for 
instance, their thoughts would likely go to those regional state 
banks who bought up toxic assets all over the world, and funneled 
taxpayer money into the pockets of Wall Street bankers. Not to 
mention the financial disasters that are Stuttgart 21 and the new 
Berlin airport. With stuff like that going on, it’s hard to imagine 
getting people excited about the introduction of market socialism.

Father:  Then let’s leave that aside. I just told you that . . . ​
Daughter:  No, wait, I have another idea! At the moment, of course, 

there is no broad political support for market socialism. But maybe 
we could persuade citizens to give it a fair hearing if we adopted 
an open-ended approach. Here’s what I’m thinking.

First, we introduce those measures for increasing transparency 
and citizens’ direct political participation we’ve already been 
talking about. They would serve the purpose of providing more 
solid foundations for the democratic infrastructure we need for 
the program to be successful.

Second, we create an independent institution, like the one you 
described in your “x percent” version of market socialism. That 
kind of institution—you called it the “federal shareholder”—
would represent the public interest as a collective investor.

Finally, we nationalize a certain percentage—let’s say 51 percent—
of the capital of some of the large-scale enterprises and banks. 
You’re following me, right? The idea is for these share assets to be 
transferred to the federal shareholder. The experts of this insti-
tution then represent the polity on the supervisory boards of the 
enterprises under their control.

With these three steps, we set in motion an evolutionary 
process—and then we can wait and see whether the collective 
management of capital turns out to be superior to its capitalist 
management.
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(She stops and thinks for a moment, then continues.)

And, you know what: it will be superior! Because, if you think 
about it, capitalists also use their economic empires to pursue their 
personal dreams of power, and they often have incompetent heirs 
who take over their businesses despite having no qualifications to 
do so. Or they enjoy the easy life and ignore the fact that, all the 
while, their enterprises are being plundered by greedy managers. 
The point is, the capitalist class is really nowhere near as efficient 
as you and your colleagues assume in your economic theories. If 
the federal shareholder did a good job, and I assume that would 
be the case, and thus maximized the collective “shareholder value,” 
then the market socialist sector of the economy would be the more 
profitable one, and its share of the overall economy would gradu-
ally increase.

And there would be another crucial factor. Thanks to the in-
creased transparency of the state, it would become more and more 
difficult for capitalist corporations to buy into the political class 
to increase their profits by circumventing the market. Cartels, mo-
nopolies, and various kinds of hidden subsidies would therefore 
gradually disappear. The artificially high returns of capitalist cor-
porations would therefore be drastically reduced. And that means 
capitalist cliques will die out, and over time we get closer and 
closer to the full version of x percent shareholder socialism!

(She leans back and looks triumphantly at her father.)

Father (after taking a long look at her and pausing to think): You 
know, I really think you are on to something here. I especially like 
it because it combines an evolutionary process of discovery with 
social engineering. If the independent institution—that is, the fed-
eral shareholder—failed to deliver normal market returns, the polity 
could always close it down again without much effort. The govern-
ment would simply sell off its shares again. If, however, it achieved 
better returns than the capitalist firms, this would show the polity 
that, in economic terms, the capitalists were superfluous. And so 
our economic system would slowly be transformed, and would 
become more humane, more just, and more efficient.
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Daughter:  Exactly . . . ​but don’t stop there. What does the financial 
aspect of this excellent program look like? I am not really clear about 
this. I read a while ago that an enterprise like BMW has a total 
market cap of about 40 billion euros. To bring it under the control 
of the federal shareholder would have to cost more than 20 billion 
euros. If you wanted to take over a dozen of such enterprises, it 
would be a pretty expensive undertaking, especially if not all EU 
countries joined in.

This is expenditure for investment, so surely the government 
should finance these nationalizations through borrowing. But in 
these times of financial crises, this sounds pretty problematic, and 
I am really no expert . . . ​

Father:  Actually it’s not a problem. If the firms to be nationalized are 
well chosen, then economically speaking it is not objectionable to 
finance their purchase with new borrowing. Capital costs are rela-
tively low in the case of solvent states such as Germany. While in 
the long term the government refinances its debt at an annual rate 
of about 3 or 4 percent, the firms produce annual returns of roughly 
8 percent. This means the government is in a position to borrow to 
buy shares, and then ensure that the dividends that are achieved 
are sufficient to cover the interest that accrues on the debt.

Of course, this only works if the federal shareholder manages 
the firms at least as well as they are managed under the present 
ownership structure. It would therefore make sense to begin by 
nationalizing just those sectors of the economy where the state al-
ready has some experience of ownership and management. That 
would reduce the risk of the returns falling below the capital costs.

Daughter:  And what about the famous—or should I say infamous—
debt brake?

Father:  The German debt brake relates to the annual budget deficit of 
the public sector. As long as the returns achieved by the market 
socialist firms remain above the costs for refinancing the public 
debt, we’ll have no problem at all. Quite the opposite. Each year, 
the budgetary situation of the public sector would improve by the 
difference between the returns from the capital invested in the firms 
and the cost of refinancing it, multiplied by the value of capital 
held by the federal shareholder.
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Daughter:  And what about the Maastricht criteria?
Father:  That’s a good question, and a delicate issue. Let me put it this 

way: A bit of creative accounting might be necessary. This is 
because, at the European level, it is gross debt and not the net debt 
of the country that matters, and the gross debt would of course rise 
due to the nationalizations. A popular method used by local and 
national jurisdictions that want to conceal their additional bor-
rowing for investment projects is to enter into so-called public–
private partnerships. Something similar could also be used in the 
context of nationalization. However, public–private partnerships 
are not an ideal solution, because they burden the state with un-
necessary and high transaction costs that benefit bankers and con
sultants. It would therefore be better to negotiate an agreement 
with the EU that excludes the costs for the purchase of enterprises 
from the gross debt concept that is employed by the European bud
getary rules.

Daughter:  Well, let’s assume this will wash: the EU agrees to this ex-
emption, and the government raises the money for the purchase of 
companies on the financial market. Wouldn’t it then be financially 
dangerous if the volume of government-issued bonds circulating 
on the market increased dramatically? Wouldn’t the financial mar-
kets respond by panicking and forcing Germany to pay horren-
dously high interest rates?

Father:  I think such a response would be unlikely. The government’s 
additional borrowing, under the scenario we are considering, would 
go hand in hand with an increase in the stocks held by the public 
sector. These stocks function like securities that can be sold off, 
should this ever turn out to be necessary. But to repeat: what is 
absolutely crucial is that the government not let the firms go to the 
wall. The structure of incentives around the federal shareholder is 
therefore extremely important.

Daughter:  What I still worry about is whether we would find enough 
investors willing to buy all these additional government bonds.

Father:  No, that will be all right; there will be an excess of liquidity in 
the markets due to the takeover of the firms by the state. This li-
quidity could ultimately be invested in the government bonds. 
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And there are more and more small savers who are desperately 
looking for investment opportunities to secure their old age. Long-
term bonds issued by a solvent state that are indexed to inflation 
are exactly what they need.

Daughter:  Right. So, you’re happy with this idea?
Father:  Yes, I am. It really could be the start of a better world. And I’d 

also call it a good day’s work on our part—so honestly, I could go for 
a coffee about now. Care to join me?
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A  T W O - S T E P  P R O P O S A L  T O  

E N H A N C E  T H E  R O L E  O F  P U B L I C  C A P I T A L  

I N  M A R K E T  E C O N O M I E S

The case for enhancing the role of public ownership of capital in cur-
rent advanced economies can best be made by referring to the recent 
evolution of the wealth distribution. The central importance of this 
trend is suggested by a number of empirical findings—in particular, the 
increase of top-wealth fractiles and aggregate wealth-income ratios over 
the last decades in several countries. In the United States, for instance, the 
share of overall wealth commanded by just the top 0.1 percent wealthiest 
people has grown from 8 percent in the mid-1970s to 22 percent in 2012, 
according to Emmanuel Saez and Gabriel Zucman.1 During the same 
period, the aggregate wealth-income ratio grew by almost one-third, 
according to Thomas Piketty and Gabriel Zucman.2 Such findings have 
aroused various concerns, chief among them the following ones:

(1)	 The effect of wealth inequality on income inequality is magnified 
by unequal access to financial returns: large portfolios have access 
to substantially higher returns than smaller ones. Similar to the 

This appendix draws on my Policy Paper “Inequality, Public Wealth, and the Fed-
eral Shareholder” for the Forschungsinstitut zur Zukunft der Arbeit (Institute for the 
Study of Labor), published in October 2016 and accessible at http://ftp​.iza​.org​/pp115​
.pdf. I repeat here my gratitude to Leonardo Becchetti, Angela Cummine, Massimo 
Florio, Volker Grossmann, Thorsten Hens, Olivier Jeanne, Katharina Jenderny, John 
Roemer, and Paolo Vanin for their helpful comments and suggestions on that work.

http://ftp.iza.org/pp115.pdf
http://ftp.iza.org/pp115.pdf
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labor market, there is an insider / outsider divide in financial mar-
kets which makes the dollar of an ordinary saver earn less than 
the dollar of a billionaire.3

(2)	A large and increasing fraction of household net wealth is inher-
ited rather than self-made. In turn, inheritances are very un-
equally distributed.4

(3)	The rise of wealth concentration increases the incentive and the 
ability of the wealthy to buy political influence, which in turn is 
used to further increase the concentration of economic power.5

Point (1) suggests that the bulk of the population faces restricted access 
to financial markets and foregoes efficiency gains from pooling wealth 
together so as to reduce the sunk costs of financial investment and share 
its risk. Point (2) suggests that the birth lottery is gaining importance 
relative to individual merit as a determinant of the distribution of eco-
nomic welfare in society. Point (3) suggests that incomes at the top of 
the distribution often result from rent-seeking activities rather than 
from creating value for society. Taken together, those points cast serious 
doubts on the benign view of capitalism that has long been popularized 
by classical liberalism.

Both the details about (1)–(3) and their interpretation are 
controversial—which is unsurprising given limited data and the uncer-
tainty about the right models to use to interpret them. There is, how-
ever, relatively wide consensus that they deserve appropriate policy 
responses and that such responses should not wait until all scientific 
controversies are resolved. The subsequent policy debate has mainly fo-
cused on Thomas Piketty’s proposal to dramatically increase capital 
taxes. As cautioned by many economists, capital taxes pose a number of 
subtle issues in terms of incentives and shifting via general-equilibrium 
effects. It seems fair to say that we currently cannot predict with confi-
dence the consequences of a large increase of capital taxes. Careful 
empirical simulations of the Laffer curve of capital taxation by Mathias 
Trabandt and Harald Uhlig suggest that unintended consequences of 
raising capital taxes are likely unless the tax increase is moderate.6

The problems associated with the rise of wealth inequality can better 
be tackled by enhancing the role played in our economies by the public 



A ppen    d i x    263

ownership of capital. Public capital can be used, namely, to reduce in
equality in the distribution of primary capital incomes and therefore 
make high capital taxes superfluous. As argued below, provided a sound 
governance structure is put in place, public ownership of capital of a 
certain kind has the potential to solve the problems raised by (1)–(3) 
above. It can break the vicious circle of increasing wealth concentration 
and political capture, contribute to more equality of opportunity, and 
reduce the transaction costs of financial investment.

My proposal borrows ideas from the literature on shareholder so-
cialism discussed above and blends them with insights from republi-
canism and the civil-economy tradition.7 Public capital in this proposal 
does not refer to infrastructure and utilities. It refers to forms of collec-
tive property grounded in democratic participation and designed to 
limit inequality among members of the community.8 The management of 
such public capital requires suitable institutions that differ from existing 
ones and from those used for related purposes in the past. Admittedly, 
the institutions I sketch in this proposal require an environment char-
acterized by sufficiently high-quality government and a sufficiently 
high level of social capital. These certainly do not exist everywhere, but 
several countries are currently endowed with such environments, making 
this blueprint relevant for them.

I propose that the public capital to be used as a tool for redistribution 
mainly take the form of stocks of publicly-quoted companies. Those 
stocks should be acquired by the government by means of market trans-
actions to make up a diversified, international portfolio. Initially, such 
public capital should entirely be managed by a sovereign wealth fund. 
The next section describes the qualifying features of its governance struc-
ture, which include rules to prevent unethical investment. The sovereign 
wealth fund would help reduce inequality by distributing its returns to 
citizens equally through a social dividend. While a sovereign wealth 
fund would merely act as a collective rentier, concerns for democracy 
call for some activation of public ownership inside firms. Here is where 
the novel public institution referred to as the “federal shareholder” in 
Chapter 8 of this book enters the picture. That institution would replace 
private corporate control in some large firms, enable civil society to 
monitor those firms, and promote worker participation in their man-
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agement. Its scope in the overall economy would not be determined in 
advance; rather, it should be the outcome of a collective learning pro
cess about the costs and benefits of such a public-democratic control of 
companies in contrast to private-capitalistic control. Of course, before 
public capital can be used as a tool to reduce inequality and foster par-
ticipation, it must be accumulated. The final part of this appendix de-
scribes how a relatively large amount of public capital can be built at small 
costs—using proceeds from privatizations, government bonds, and an 
inheritance tax.

A  S O C I A L L Y  R E S P O N S I B L E  S O V E R E I G N  

W E A L T H  F U N D

Suppose that a polity owns, through its government, a large and diversi-
fied portfolio of stocks of publicly-quoted companies. Initially, the re-
sponsibility for managing such public capital should rest entirely with a 
novel sovereign wealth fund (SWF) explicitly created for that purpose.9 
SWFs have been around for more than sixty years now; at present, there 
are more than fifty SWFs worldwide, including those in Australia, New 
Zealand, Norway, and Alaska. SWFs are state-owned financial vehicles 
that manage public funds. Generally speaking, they operate like passive 
investors seeking to secure high rates of return by making appropriate 
portfolio decisions, without assuming control of business enterprises.

The main goal of the SWF I propose is to allow every citizen to share 
in the high rates of return generated by the stock market. This should 
occur in a direct and transparent way, by earmarking the income of the 
SWF to finance a social dividend—that is, a monthly or quarterly uni-
versal transfer payment received by every citizen, which all are free to 
use as they see fit.10 This social dividend, as a novel redistributive tool to 
be employed by the polity, would be tax-exempted and would not be 
credited against benefits to which people are otherwise entitled by so-
cial legislation. The income of the fund would consist of its returns after 
subtracting administration costs and a reinvestment quota to stabilize 
the ratio of fund size to GDP in the long run. The SWF can be expected, 
given its opportunities for diversification and the fact that it would not 
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pay taxes, to yield above-average returns on capital for citizens over the 
long term. This means that even those who have no private means of 
their own would benefit from the high returns generated by the stock 
market, since every citizen would be an equal shareholder, through the 
state, in the investments of the SWF.11

The social dividend would make a significant contribution to 
reducing inequalities both of outcomes and opportunities. It is not re-
alistic, however, to expect that it would be as large as a basic income. 
Assume, for example, that over a time lapse of twenty years, the polity 
builds up a SWF that gradually amounts to 50 percent of GDP and that 
such a level is maintained forever.12 If the rate of return delivered to the 
public budget is 7 percent, total expenditures for the social dividend will 
equal three and a half percentage points of GDP. For the United States 
this would imply today a social dividend of about two thousand dollars 
per person per year.13 This is far from sufficient to cover the cost of 
living but, especially for earners at the bottom of the distribution and 
large families, it would substantially contribute to improving living 
conditions. The poverty rate would mechanically decrease by about 
one-third. Using household data from the PSID and the NBER’s tax-
simulation model (called TAXSIM), we see that in 2012 the share of the 
U.S. population living below the U.S. Census Bureau’s officially defined 
poverty lines was about 9 percent—and that a social dividend equal to 
three and a half percentage points of per-capita GDP would have re-
duced this to 6 percent.

In addition to directly affecting income distribution, the social divi-
dend would reduce inequality by strengthening low-skilled workers’ bar-
gaining power vis-à-vis employers. Since the social dividend especially 
improves the fallback option of the working poor, they can be expected 
to strike better pay bargains. This would empower vulnerable groups 
that are often left behind both economically and politically.

Setting up this SWF would require an institutional framework that 
ensures both efficiency and democratic accountability.14 I propose that 
the SWF display the following three distinctive features. First, it should 
be so transparent that the citizens can easily monitor its investment 
strategy and its performance relative to that of other funds. Second, the 
SWF should be a faithful expression of the aspirations of the citizenry. 
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Those aspirations are not limited to increasing the purchasing power of 
individuals. They also mirror deep concerns about the quality of human 
relationships in society and of humanity’s relationship to nature. This 
broader view of the common good should be acknowledged by subjecting 
the fund’s investment decisions to ethical requirements determined by 
a democratic process. This means the SWF would be prohibited from 
investing in companies that violate those ethical standards.15 This would 
entail a recurring debate on endorsed values and social goals that would 
counteract political apathy and strengthen feelings of communality. As 
far as its portfolio management is concerned, the SWF would be sim-
ilar to the socially responsible investment funds that have proliferated 
worldwide over the last two decades. While this may come at some cost 
in terms of financial returns, that cost would be minimized by a suffi-
ciently large universe of investable stocks.16 The large size of its portfolio 
would make this ethical SWF a prominent financial investor. Thus, its 
ethical criteria would not merely be the expression of a collective identity. 
They would also powerfully influence companies to pay more attention 
to the impact of their decisions on things like peacekeeping, environ-
mental sustainability, and respect for human rights. Third, the SWF 
should be shielded from interference by both the government and the 
corporate sector; the necessity to avoid capture is obvious. I will discuss 
the need for independence from the government more fully below, 
since it arises even more acutely with regard to a second institution I will 
propose.17 In terms of the prospect of capture by the corporate sector, 
the danger is that large enterprises and the financial industry will see 
opportunities to profit by manipulating the SWF’s investment deci-
sions. This suggests that the SWF’s staff should include civil servants and 
that strict rules must be designed to minimize the risk of capture through 
revolving doors. Depending on country-specific conditions, it might 
make sense to put a relatively low cap on the investment of the SWF in 
domestic firms or, at least, in domestic firms that are large relative to the 
domestic economy. This raises issues of definition and measurement—for 
example, of ownership chains—that are not new to existing SWFs and 
can be tackled.18

The social dividend received by citizens would originate in the un-
certain returns earned by the stock portfolio managed by the SWF. 
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While stock returns are volatile, introducing a social dividend need not 
increase the income risk carried by citizens. For one thing, the SWF 
would distribute its income to the government, and the government’s 
budget could be used to smooth the payments to citizens. For example, 
in times of supernormal returns these could be used by the government 
to buy back the country’s public debt and build a reserve to ensure the 
payments of stable social dividends in times of subnormal returns.19 For 
another, a parliament could instruct the SWF to maximize its risk-
adjusted return, assessed from the viewpoint of a representative pri-
vate household. To the extent that the SWF was able to invest in stocks 
whose returns were negatively correlated with the country’s national 
income, the social dividend would actually reduce volatility in private 
households’ total incomes.

I recommend granting citizens the option to reinvest their social div-
idends in the SWF through personal accounts instead of having them 
paid out on a regular basis. In this way, one could finance sabbatical 
years during the middle part of one’s life and an annuity in old age.

Setting up a sabbatical account could be a choice offered to every cit-
izen upon reaching adulthood, which would entail allowing social divi-
dends to accumulate for some specified number of time—perhaps nine 
years. During that period, the social dividends that would otherwise be 
paid out are instead reinvested in the SWF.20 At the end, the holder of 
the account would receive the capitalized social dividends, a sum that 
would roughly suffice to finance a sabbatical year. This could be spent 
volunteering in the social economy, engaging in politics, or gaining new 
knowledge as part of a commitment to lifelong learning. As a result, 
pursuits such as these might become more usual in most people’s lives 
and generate far-reaching positive externalities. Protections could be 
put in place to ensure that employees could return to prior jobs after 
taking unpaid leaves to engage in such sabbatical activities.

Starting at a later age—say, forty—citizens might choose to reinvest 
their social dividends in old-age-provision accounts instead of sabbatical 
accounts. The SWF could offer accounts with different lock-in periods; 
options might include twenty, twenty-five, and thirty years. Countries 
especially determined to fight old-age poverty might even decide to 
make such old-age-provision accounts compulsory. At the end of the 
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stipulated period, the accumulated amount would be transformed into 
an annuity, yielding income the citizen would receive along with the 
social dividend; both would be tax-exempted and not to be credited 
against social benefits. In countries severely hit by demographic aging, 
this form of saving would complement existing pay-as-you-go pension 
systems and avoid the high asset-management fees typically demanded 
by private insurance companies. Furthermore, as this method of pro-
viding retirement income would not be linked to employment and the 
payment of social security contributions, it would not suffer from lim-
ited coverage. It would be available to everyone.21

Establishing such an ethical SWF and distributing a social dividend 
would thus not only help reduce inequality but also rejuvenate public spir-
itedness, foster social freedom, and support universal old-age provision. 
At the same time, it would inaugurate a collective learning process about 
the management of public wealth. The institution of the SWF suits this 
learning process well because its task is relatively well-understood. More-
over, international experiences already exist upon which the polity can 
draw as it sets up the institution and learns to manage public wealth 
efficiently. I mentioned above the passive role that public capital plays in 
firms the SWF chooses for its investment portfolio. Once the polity has 
learned to properly manage the SWF, public capital should start playing 
an active role. A novel institution should be created that challenges cap
italists on their own terrain, by contending with them for the control of 
large firms.

F E D E R A L  S H A R E H O L D E R

A well-managed SWF can effectively counteract the developments (1) 
and (2) mentioned at the outset of this blueprint. But changes would not 
necessarily follow with respect to (3). That is, it would not be a safeguard 
against the gradual subversion of democracy by a wealthy oligarchy. 
Large corporations and banks, and the lobbies that represent them, are 
also the main devices employed by the members of the moneyed elite to 
coordinate their endeavors and foster their interests in the public de-
bate and the political arena. If the polity were only to own a few shares 
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but not to exercise any control in those corporations, the moneyed 
elite would still be able to translate its wealth into political power, thus 
fundamentally undermining the democratic ideals of equality and 
participation.22

Therefore, the second stage of the strategy I propose entails the acti-
vation of public ownership in selected domestic companies. The begin-
ning of that stage would be determined by a law setting up a novel public 
institution explicitly designed to control business enterprises. I have 
coined the term federal shareholder to refer to such an institution.

The federal shareholder’s initial financial endowment would stem 
from the SWF, from which it would likely also inherit some of its staff. 
The federal shareholder would use its endowment in order to acquire a 
majority stake in selected companies. Its first task would thus be to iden-
tify the companies that were amenable to public control. These would 
mainly be publicly-quoted companies that were under scrutiny by the 
SWF for some time, were found to be relatively badly managed, and be-
came targets of hostile takeovers by the federal shareholder. Badly 
managed corporations often survive thanks to lobbying and political 
protection, and usually have plenty of technically competent employees 
who are dissatisfied with the current management and thus lack proper 
motivation. Hence, these are corporations where there is high potential 
to raise economic value, curb rent-seeking activities, and combat plu-
tocracy. The process of activating public ownership in the economy 
should be based on efficiency considerations and occur gradually. There-
fore, the parliament should cap the initial capital endowment made 
available to the federal shareholder for taking control of the firms. In its 
first years, only a tiny fraction of the sector of large firms would come 
under the control of the federal shareholder.

The federal shareholder could also acquire firms that were not pub-
licly quoted and could also create new firms—for instance, in oligopoly-
dominated industries. For reasons to be explained shortly, all firms of 
the federal shareholder should, however, go public within a certain time 
frame. After some time, the federal shareholder’s ownership stakes in 
those firms should equal 51 percent of their capital and that level should be 
maintained as long as the firm is under public control. The corresponding 
shares would be frozen in state ownership while the remaining ones 
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would be freely traded in the stock market. This is similar to the 
“x  percent” version of market socialism; the firms of the federal share-
holder would display a mixed ownership structure and the federal 
shareholder would be their majority shareholder. Under the terms of 
the law governing stock corporations, the federal shareholder would 
exercise leadership in the boards of directors or supervisory boards 
through its own personnel. The federal shareholder would require well-
trained specialist staff: it should be a center of excellence for issues of 
corporate governance, investment analysis, financing, and risk man-
agement. It should offer its staff interesting long-term career prospects 
and foster a sense of belonging and mission.

The mission of the federal shareholder should be clearly stated: profit 
maximization. Its firms are not utilities operating under natural mono
poly but players competing in global markets. Hence, profit maximiza-
tion is called for on efficiency grounds. The dividends from shares 
owned by the federal shareholder would accrue to the government’s 
budget and be earmarked for the social dividend—along with the in-
come generated by the SWF.

It might seem strange that the federal shareholder should retain the 
same profit goal that capitalists have—although its profits benefit the 
whole citizenry via the social dividend—and not pursue any other so-
cial goal. But the experience of public firms in several countries shows 
that charging them with social goals usually means confronting their 
managers with vaguely defined and ever-changing objectives. This 
erodes managers’ accountability, makes it almost impossible to evaluate 
their performance, and deprives them of a sense of responsibility. In 
competitive markets, insisting that public firms be controlled by politi-
cians is a proven recipe for financial and economic disaster. It is much 
better to incorporate social and environmental desiderata in the general 
legal frameworks—the regulatory and tax systems—that apply to all 
firms, regardless of their ownership. Furthermore, it is advisable to 
cultivate a pluralistic economic environment that supports widespread 
entrepreneurship, small firms, and not-for-profit entities and that is 
responsive to people’s varying demands for socially responsible forms 
of work, consumption, and investment. Crucially, while the objective of 
the firms under the federal shareholder’s control should be the same 
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as the alleged objective of capitalist firms, the firms’ behavior would 
be systematically different in the two sectors. I will take up this point 
shortly.

The firms of the federal shareholder would be quoted on the stock 
market and the federal shareholder should retain only 51 percent of their 
shares. Private ownership of the remaining 49 percent has a key role to 
play in creating an incentive structure that leads those public firms to 
maximize profits. Since private investors would be free to buy and sell 
shares in the companies of the federal shareholder, the share price would 
reflect the market view of how well these enterprises’ managers were 
performing. Hence, the information contained in the movement of share 
prices could be used to encourage the managers of the public firms to 
pursue profit maximization. The novel stake of the polity in this matter 
implies that much more attention than today would be devoted to a 
careful regulation of the stock market and the design of appropriate 
incentive schemes for managers. That is, the reliance of the polity on the 
stock market for managing its capital would foster regulatory attempts 
to fully exploit the stock market’s potential to act as a discovery and 
information-generating device.

The second reason for having private minority ownership of the fed-
eral shareholder’s firms relates to the need that any pluralistic society 
has for an array of checks and balances. Private shareholders could form 
associations, and those associations would constitute influential interest 
groups putting pressure on the management of the federal sharehold-
er’s firms to operate as profitably as possible.

If the federal shareholder is to fulfill its mission of maximizing long-
run profits, it must be insulated from political pressures exerted by the 
government of the day. For instance, if a public firm were making losses 
and mass layoffs were necessary to restore its ability to compete, the federal 
shareholder should be free to restructure the firm even if the government 
opposed it.23 Granting the federal shareholder this type of autonomy 
would require a set of constitutional norms concerning the appoint-
ment and removal of its trustees and staff as well as their duties and 
prerogatives. I suggest that the federal shareholder be endowed with a 
degree of political independence similar to the one enjoyed by some 
central banks—for example, the Bundesbank in Germany. This would 
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ensure that public firms under the federal shareholder’s control could 
not be abused by the government to accommodate special interests in 
view of the next election. This combination of clear mission and political 
independence is a necessary precondition for successful management 
of the public capital invested through the federal shareholder.

Since the federal shareholder contributes to finance the social divi-
dend, every citizen is a stakeholder of that institution. Hence, it would 
be in the public interest to scrutinize the federal shareholder’s perfor
mance, implying a duty of transparency on the federal shareholder’s 
part. Supporting its monitoring by the media and general public 
there should be an institutional supervision by an already existing 
authority—for example, the central bank or the ministry of finance. In 
particular, that monitoring agency would publish the financial results 
of the companies under federal shareholder control along with the 
results achieved by relevant benchmark groups of companies. Further-
more, a portion of the remuneration paid to the federal shareholder’s 
staff would be performance-related—that is, dependent on the relative 
performance of the controlled companies.

All arrangements described so far aim at enforcing profit maximiza-
tion by this novel public institution in charge of controlling firms. But 
for profit maximization to be good for society as a whole, it should not 
be pursued at the expense of employees or consumers or to the detri-
ment of the natural environment; it should be the result of increased 
production efficiency and successful innovations. Regulations designed to 
internalize externalities and enforce fair-market competition (and thereby 
protect employees, consumers, and the natural environment) should 
be enforced with respect to both public and private firms. But firms 
under the federal shareholder’s control should be subject to additional 
checks by trade unions, consumer protection agencies, and environmental 
associations—all acting as watchdogs on behalf of civil society. This 
would help to avoid instances of political protection in favor of public 
firms. By way of example, more intense monitoring by consumer pro-
tection agencies would counteract a government’s temptation to increase 
public firms’ profits by adopting a lax attitude toward anticompetitive 
behavior; more intense monitoring by environmental associations would 
make it harder for a government to neglect the manipulation of emis-
sion tests by a state-owned car producer.
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The additional information rights of civil society would be defined 
by a law granting its organizations easier ways to monitor the federal 
shareholder’s firms and assess their compliance with regulatory norms. 
For that monitoring purpose, trade unions could enter a labor syndicate, 
consumer protection agencies a consumer syndicate, and environmental 
associations a natural-environment syndicate. Each syndicate would au-
tonomously elect representatives to be sent as watchdogs to the various 
firms of the federal shareholder. The task of those representatives would 
be to inform their syndicate about firm behavior in possible violation of 
existing regulatory norms—so that the syndicate’s members could ini-
tiate opposition to that behavior. Those watchdogs would also have the 
right to transmit to their syndicates information on firm behavior that, 
while not technically illegal, might be objectionable from a civil society 
point of view. For instance, they might reveal that a federal shareholder 
firm operates utterly unsafe production plants in a foreign country that 
lacks proper security standards. They would be prohibited, however, 
from revealing any business secrets gleaned by their monitoring activi-
ties that could be used by a firm’s competitors. In such a case, the syndicate 
that sent the watchdog at fault would also be held responsible and could 
be sued by the damaged firm.

I now come to another key behavioral difference between the firms 
under the control of the federal shareholder and the capitalist firms, 
which explains why the firms of the federal shareholder may reasonably 
be described as public-democratic firms. Recall that the federal share-
holder’s instruction to its firms to maximize their profits is the same 
instruction capitalists give to their firms. The behavior of the public 
firms would differ, however, in the extent to which they involved and 
empowered their employees in firm governance. The federal shareholder 
staff representatives on supervisory boards would seek to revive the role 
of worker participation and to foster employees’ sense of identification 
with their firms and the federal shareholder—the public institution em-
bodying the polity’s endeavor to rid itself of capitalist dominance. This 
participation by workers in the management of public firms, through 
works councils and other agencies of codetermination, would be a major 
difference between public and private firms.

It is often true that a capitalist firm tries to increase its employees’ 
identification with the firm. But, as a rule, firms make no deep appeals to 
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the common good or to a project of social transformation. The em-
ployees of publicly-owned firms can thus be expected to exhibit more 
altruism than the employees of private firms towards their employers.24 
That is, the employees of a federal shareholder’s firm would be espe-
cially willing to exert extra efforts to help their firm thrive. High levels 
of identification with a firm can in turn mitigate the problems so often 
associated with mechanisms to engage workforces by giving them more 
voice. Typically, capitalists give worker institutions within firms less 
power than is socially optimal because of this desire not to be “held up” 
by them. At the margin, granting more codetermination to workers in 
a capitalist firm is likely to increase labor productivity by improving 
communication flows inside the firm. But codetermination also im-
proves the ability of workers to self-organize for bargaining purposes 
and, ex post, it allows them to reap a larger share of the surplus gener-
ated by the firm. Therefore, capitalists fail to set up institutions of 
worker participation that maximize production efficiency, and even in 
this narrow sense they empower workers too little.25

Enhanced altruism toward employers, in the case of the federal 
shareholder’s firms, works as a commitment device that lessens the 
hold-up problem by reducing the share of the pie demanded ex post by 
the workers. Since the extent of worker participation in capitalist firms 
is inefficiently low, once one of them is acquired by the federal share-
holder, productivity can be increased by setting up institutions that gen-
erate greater worker involvement. At the same time, public ownership 
makes employees identify more closely with the company they work for. 
Since this reduces the share of the surplus demanded by employees in 
wage negotiations, establishing more codetermination also ultimately 
pushes up firm profits. Therefore, the requirement that the federal share-
holder put special emphasis on promoting worker participation is not 
an additional, competing goal of that institution but rather a distinctive 
channel through which it should pursue the primary goal of profit max-
imization—and a means by which the federal shareholder’s public-
democratic firms might well be able to outperform capitalist firms.26

The capitalists thus deprived of corporate control would no longer be 
in a position to exert major influence on political decision making. This 
would help to break the vicious circle of increasing wealth concentra-
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tion and political capture. However, the economic power formerly en-
joyed by capitalists and their managers does not dissolve once control 
is transferred to the federal shareholder. That power simply takes a new 
form. Private controlling shareholders are replaced by representatives 
of the federal shareholder; the firms’ managers now cooperate with 
works councils; and trade unions, consumer protection agencies, and 
environmental associations have supplementary information rights.

Despite these changes, one might be concerned that the federal share-
holder’s firms would be large organizations instructed to maximize 
profits, and that such organizations might be tempted to use their eco-
nomic power to distort the political process in much the same way cap
italist firms do. Large firms under the control of the federal shareholder 
would indeed be likely to exert some special influence on the political 
process, but it would markedly differ from the power exerted by today’s 
corporations. Capitalist firms, coordinated by their associations and 
lobbies, devote considerable resources to advancing the interests of the 
capitalist class in the political arena. An example is the generous con-
tributions they make to politicians and think-tanks that actively pro-
mote the repeal of estate taxes. The federal shareholder staff who replace 
the capitalists in firm supervision would expend virtually no effort on 
such an objective. Given their different social backgrounds and personal 
economic situations, the federal shareholder’s representatives would 
not disproportionately gain from estate tax repeal. More generally, it is 
not only the owners of capitalist firms who hail from the wealthiest 
fractiles of the population; the CEOs these owners recruit also tend to 
be similar to them, drawn also from the upper class. In public firms 
and public institutions the social backgrounds of board members tend 
to be much more diverse.27 We can expect therefore that the endorsed 
values and political ideals of those in control of public-democratic firms 
would be more progressive than those of capitalists and the managers 
they hire. Their impact on the political process would thus also be more 
progressive in nature.

Nowadays, corporations often buy political influence to secure 
policy measures that increase their profits. Examples include polluting 
industries demanding to be exempted from ecological taxes, banks 
demanding light capital regulations, agricultural conglomerates 
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demanding protection through tariffs, oil companies demanding mil-
itary interventions in oil-rich countries, and car producers demanding 
no reductions of highway speed limits. The increase in profits comes with 
an increased amount of some public bad. The lobbying firms get the 
profits, and society at large carries the costs associated with the public 
bad. Would firms under the federal shareholder’s control lobby less for 
policies that would increase their own profits at the public’s expense? 
I think so. The federal shareholder would be a public institution with a 
raison d’être that transcended profit maximization; it would exist to 
help create a society where equal democratic participation was not 
thwarted by the overwhelming economic power of the wealthy. Thus, 
one might expect the federal shareholder staff on the boards of firms to 
have internalized the value of democracy and therefore to experience 
feelings of guilt if and when they tried to subvert democracy to boost firm 
profits. They would also condemn such behavior in others, including 
their colleagues. This implies that the firms of the federal shareholder 
would be less prone than their capitalist counterparts to buy political 
favors that would do no favor to the majority of the population.

One might argue that the public-democratic firms’ reduced propen-
sity to lobby would backfire by negatively affecting their competitive 
edge relative to the capitalist firms. This need not be the case for two 
reasons. First, socially responsible consumers would likely recognize 
lobbying as socially harmful and therefore decide to vote with their wal-
lets in favor of public-democratic firms—knowing those firms would 
be unlikely to lobby for a public bad. The same individuals, as investors, 
might similarly discriminate in favor of public-democratic firms’ stocks 
when making portfolio decisions. By the same token, their voting with 
their wallets might more than cover the costs for public-democratic firms 
to provide extra information to trade unions, consumer protection organ
izations, and environmental groups. Second, lobbying typically triggers 
an increase of profits at the level of an entire industry rather than for a 
single firm, and firms cannot be excluded from industry profits on the 
basis of their lobbying efforts. For instance, the lack of general speed 
limits on Germany’s highways benefits all producers of relatively fast 
cars, independent of their connections to the German government. 
This means that the federal shareholder’s firms refraining from lob-
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bying would still free-ride on the lobbying efforts of their capitalist 
competitors.

A priori, it is unclear how well the public-democratic firms would 
perform in comparison with capitalistic corporations. The establish-
ment of the federal shareholder should therefore be viewed as an open-
ended challenge to determine the polity’s ability to replace capitalist 
control of large firms with public-democratic control. Conventional 
wisdom takes for granted the superiority of private control of firms, but 
this belief is grounded in the perceived behavior of owner-entrepreneurs 
in small and medium-sized businesses. As far as large firms are con-
cerned, claims of such superiority are far-fetched.28 Capitalistic corpo-
rations are often plagued by governance problems. They are sometimes 
run by incompetent heirs who love to exert power on other people, oc-
casionally they are preyed upon by their own managers, and in general 
they fail to reap the full gains they could by empowering their employees 
and giving them voice. It is by no means obvious that large firms under 
active public ownership and governed by well-designed incentive struc-
tures could not beat capitalists on their own ground—that is, in terms 
of rates of return.

The final partition of the corporate sector between private-capitalist 
and public-democratic control should not be set in advance. Rather, it 
should be the outcome of a collective learning process. Once the federal 
shareholder was established and the first few corporations placed under 
its control, a market-driven selection process would follow that would 
lead in time to an optimized partition. Given a level playing field where 
both forms of governance could compete fairly on even terms, and ex-
ternalities were internalized, their relative profitability would mirror 
their relative efficiency. The more profitable governance form would ex-
pand and the other would shrink, until the efficient partition was ar-
rived at. In the course of this process, the more efficient companies would 
be more profitable, and the higher returns they offer would mean that 
their shares were more in demand; consequently more capital would 
flow into the more efficient companies, and their market share would 
grow. If these were the public-democratic firms, this would help pre-
vent democracy from turning into plutocracy and promote worker par-
ticipation in the management of firms.
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Should the federal shareholder eventually turn out to be too 
successful—that is, if a large fraction of the corporate sector became public-
democratic—the polity might want to reform the institutional frame-
work of public ownership so as to dilute the economic power embodied in 
the federal shareholder and foster pluralism in corporate control. At that 
stage, various routes could be taken. One possibility would be to distribute 
the stocks of the federal shareholder to myriad municipally-owned in-
vestment funds, as proposed by Leland Stauber. Those locally-owned funds 
would then act independently in a competitive market for corporate con-
trol. Another possibility would be to distribute the stocks of the federal 
shareholder directly to the individual citizens—however, in a way that 
prevents the resurgence of capitalistic dominance. John Roemer figured 
out how to accomplish this by redenominating the stocks in a special cur-
rency used only in the stock market, distributing that currency equally 
among the individuals when they enter adulthood, and socializing their 
stock portfolios when the individuals pass away.

B U I L D I N G  A  S T O C K  O F  P U B L I C  C A P I T A L

Readers who think that the evolutionary approach sketched above could 
contribute to solve problems (1)–(3) may want to step back and consider 
the problem of putting in place the initial level of public capital. The 
novel SWF should be endowed with a stocks portfolio amounting to 
some thirty to fifty points of GDP. How might the government finance 
the corresponding public expenditures? Assuming no windfalls from 
natural resources, I propose that the government turn to three main 
sources of financing: privatizations, government bonds, and an inheri-
tance tax. As argued below, this would allow the government to gradu-
ally build the required capital stock at small social costs.

The first source of financing would be proceeds from privatizations—
which might include sales of emission rights, licences for the use of air-
waves, and gold reserves. Its relevance would be highly country-specific 
and dependent on circumstances. In some countries, various assets are 
in public ownership because of historical reasons that are no longer 
compelling. As an example, seeing strong trends in urbanization, sev-
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eral countries built large public capital stocks in the form of flats to be 
rented at special conditions to the needy. Today, that kind of public 
ownership may be no longer warranted to the same extent and the size 
of the stock may be considerably reduced. Other countries still have sig-
nificant public ownership in manufacturing and infrastructure indus-
tries. To the extent that the strategic reasons that motivated it are no 
longer valid, some of that property may be used to endow the SWF.

As a second source of financing, the government should consider is-
suing new public debt. Globally, the real interest rate has declined over 
the last three decades and in triple-A countries the long-run real interest 
rate on government bonds is now close to zero.29 This makes govern-
ment debt a valuable option to finance the SWF. As long as the interest 
rate paid by the government remained lower than the growth rate of 
GDP, the debt incurred to endow the SWF would keep decreasing rela-
tive to GDP; it would eventually vanish in relative terms if that situa-
tion persisted indefinitely. In this case, the issuing of new public debt 
would raise no concerns of debt sustainability.

If the current low level of interest rates proved temporary, the interest 
rate on government bonds would likely be higher than the growth rate 
in the future. But even in that case, countries with a high financial 
standing might increase their gross public debt to endow the SWF 
without affecting debt sustainability. Why? Because the interest rate on 
government debt could be expected to be considerably lower than the 
rate of return earned by the SWF on its stocks. Then, the government 
could announce that the income of the SWF would be prioritized to 
cover its interest payments. If, for example, the stocks in public owner
ship yielded over the long term a rate of return of 8 percent and the in-
terest paid on government bonds was 2 percent, one-fourth of that rate 
of return would suffice to cover the government’s refinancing costs. 
With some GDP growth, this implies again that the incurred debt would 
asymptotically vanish in relation to GDP. Since the difference between 
the rate of return on the stocks and the interest rate on government debt 
would be used for the social dividend, this strategy is tantamount to 
socializing the equity risk premium. According to Rajnish Mehra, 
the equity risk premium in the past century used to be in the range 
of 7–9 percent.30
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If this were not enough to maintain a country’s financial reputa-
tion, the government could announce that the obtained net financial 
return would be prioritized for paying down the debt incurred to set 
up the SWF. After a period of fifteen to twenty years, the new bor-
rowing to purchase the stocks would almost certainly have been repaid 
and the gross public debt of the country would then have returned to 
its initial level. Only then would citizens begin receiving the social 
dividend.

The three scenarios depicted above entail no increase of the debt-
to-GDP ratio in the long run. Alternatively, the formation of public 
capital could come along with a permanent increase of that ratio. In sev-
eral countries, demographic change brings about long-lasting increases 
in private households’ demand for safe assets to finance consump-
tion during retirement. It is plausible that this rise of savings could 
not be matched by an equal increase of economically meaningful real 
investments and should be accommodated by means of a higher 
public debt.31 Liquid, inflation-indexed long-term government bonds 
would offer households a reliable instrument to smooth their con-
sumption over time, while being a cheap form of debt financing for the 
government.32

In the case of a large country, such an issuance of new public debt 
could have a first-order effect on the worldwide supply of fixed-income 
securities, causing the equilibrium level of the risk-free interest rate to 
increase.33 Under present conditions, this effect would likely be mod-
erate. The risk-free interest rate is close to zero and at that level the de-
mand for risk-free assets is almost flat. By continuity, this suggests that 
a first-order addition to the offer of risk-free financial assets would likely 
produce a small effect on the interest rate.34 In turn, a moderate increase 
of interest rates would likely generate positive macroeconomic effects by 
reducing the risk that monetary policymakers would be constrained by 
the zero lower bound on the nominal interest rate, and by decreasing 
the risk of financial instability.35

A progressive inheritance tax is the third source of financing I sug-
gest. Its yearly revenues could be earmarked to endow the SWF until it 
reached the desired size. Especially because of demographic change, the 
revenue potential of the inheritance tax is predicted to increase faster 
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than GDP in many advanced economies over the next few decades.36 In 
that time span, even a moderate average tax rate would allow the polity to 
build a relatively large SWF.

A highly progressive inheritance tax would directly reduce the con-
centration of wealth. Since an inheritance tax hits wealth that is inherited 
rather than self-made, it expresses the meritocratic values that underpin 
modern democracies and that are endorsed by most people across the 
entire political spectrum. Instead of accruing just to a minority of lucky 
heirs, a share of each of the largest estates would thus be used to form 
public capital for the benefit of all.

The proposed tax would have a generous exemption threshold 
shielding the vast majority of small inheritors from taxation, and would 
feature a rising marginal tax rate, depending on relatedness, that might 
get close to fifty percent for the top bracket. Empirical investigations 
suggest that such an inheritance tax could be designed such that it 
scarcely affected the accumulation decisions of individuals. This would 
be due in part to the fact that most superrich do not keep accumulating 
wealth in order to allow their heirs to lead more comfortable lives. 
Their primary driver is rather a desire to excel in comparison to other 
superrich. This drive to accumulate wealth would barely be affected 
by such an inheritance tax.37

Finally, a highly progressive inheritance tax would play a useful role 
as a stabilizer of the stock market. Especially in the case of a large 
country, stock purchases on the order of some GDP points could gen-
erate a stock-market bubble. Moreover, by reducing the returns on the 
purchased stock, a rise of stock prices would reduce the government’s 
net financial gain from issuing debt to acquire stocks. A highly progres-
sive inheritance tax would counteract this effect by increasing the net 
supply of stocks in the market. Stock ownership at death is highly con-
centrated in the largest estates. Hitting them with a high tax rate would 
prompt inheritors to sell a part of the inherited stock to pay their taxes, 
which would negatively affect the price of stocks and diminish the risk 
of a stock-market bubble.

Summing up, putting in place a SWF would not need to strain public 
finances. A mix of privatizations, new government debt, and a progres-
sive inheritance tax could be used to gradually build a substantial amount 
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of public capital at negligible social costs. Needless to say, different 
countries might want to choose different combinations of those fi-
nancing sources, depending on country-specific circumstances.

A high level of wealth inequality is a threat to both shared prosperity 
and democracy. Public capital can play a crucial role in counteracting 
that threat. It can generate a social dividend for every citizen and it can 
spur individuals’ participation in their workplaces and the political 
arena. By doing these things, public capital can break the vicious circle 
of increasing wealth concentration and political capture, contribute 
to more equality of opportunity, and reduce the transaction costs of 
financial investment. The role of public capital should be enhanced 
through a carefully designed evolutionary process of institution-building. 
That process should start with the creation of a socially responsible SWF 
that acts as a collective rentier, investing worldwide in stocks so that 
every citizen shares in the high returns generated by the stock market. 
If this institution proved successful, a second one should be introduced 
that activates public ownership by contesting capitalists’ control over 
some large firms. I have called that institution the federal shareholder. 
It would empower the employees of the firms it controls, enhance their 
transparency, and inject a more progressive mood in the political dis-
course. Together, the socially responsible SWF and the federal share-
holder would considerably rebalance people’s access to material goods, 
social recognition, and autonomy and lead to a more pluralistic market 
economy—one more attuned to the democratic values of a truly open 
society.
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