Some important concepts

LOGIC OF COLLECTIVE ACTION
· if all individuals refrained from doing X ( every individual as a member of the community would derive a certain advantage. 

· if all individuals less one continue doing X ( community loss is slight, while the one individual would make a personal gain far greater than the loss that he incurs as a member of the community.

If a person is narrowly self-interested, he would not refrain from doing A. He would refrain from doing A ONLY if his doing A would aversely affect the behavior of enough others to reduce his advantage from communal refraining more than his cost of refraining.

    assumption ( individuals are motivated by self-interest (narrow rationality)

OLSON’S LOGIC OF COLLECTIVE ACTION




Two characteristics of public goods:

1. jointness of supply: one person’s consumption of the good does not reduce the amount available to anyone else

2. impossibility of exclusion: it is impossible to prevent relevant people from consuming it.

Private goods: total consumption = sum of individual consumptions
Public goods: consumption = same for every individual

* Olson’s analysis of collective action depends on impossibility of exclusion, not on jointness. 

* public goods in the problem of collective action? The costliness (impossibility of exclusion) from consumption of a collectively provided good commonly eliminates any incentive for individual consumers to pay for the good.
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PRISONER’S DILEMMA




· dominant strategy is defection.
· outcome is individually rational  but collectively deficient !

PARETO – OPTIMALITY
Pareto efficiency (optimality): central concept in game theory - a change that can make at least one individual better off, without making any other individual worse off is called a Pareto improvement: an allocation of resources is Pareto efficient when no further Pareto improvements can be made. 

· if an economic system is not Pareto efficient, then it is the case that some individual can be made better off without anyone being made worse off.  (this is an inefficient outcome)

· not every Pareto efficient outcome will be regarded as desirable (e.g. dictatorship)

· there is often more than one Pareto efficient outcome for a given amount of resources

ARROWS (IMPOSSIBILITY) THEOREM

· demonstrates the impossibility of designing rules for social decision-making that obey a number of 'reasonable' criteria.

· a society needs to agree on a preference order among several different options. Each individual in the society has his or her own personal preference order. The problem is to find a general mechanism, called a social choice function, which transforms the set of preference orders, one for each individual, into a global societal preference order.

· this social choice function should have several five ("fair") properties: unrestricted domain or universality, non-imposition or citizen sovereignty, non-dictatorship, positive association of social and individual values, independence of irrelevant alternatives.

· if the decision-making body has at least two members and at least three options to decide among, then it is impossible to design a social choice function that satisfies all these conditions at once.
NASH EQUILIBRIUM

· Nash equilibrium (named after John Nash) – in game theory: a kind of optimal strategy for games involving two or more players. If there is a set of strategies for a game with the property that no player can benefit by changing his strategy while the other players keep their strategies unchanged, then that set of strategies and the corresponding payoffs constitute a Nash equilibrium.
· a game may have many Nash equilibria, or none. Nash equilibrium shows that if we allow mixed strategies (players choose strategies randomly according to preassigned probabilities), then every n-player game in which every player can choose from finitely many strategies admits at least one Nash equilibrium of mixed strategies. 

· if a game has a unique Nash equilibrium and is played among completely rational players, then the players will choose the strategies that form the equilibrium. 

RATIONAL CHOICE THEORY
Rational choice theory - a way of looking at deliberations between a number of potential courses of action, in which "rationality" of one form or another is used either to decide which course of action would be the best to take, or to predict which course of action actually will be taken. 

Assumptions:
· individuals are purposive and goal oriented. 

· individuals have sets of hierarchically ordered preferences, or utilities. 

· in choosing lines of behavior, individuals make rational calculations with respect to: 

· the utility of alternative lines of conduct with reference to the preference hierarchy 

· the costs of each alternative in terms of utilities foregone 

· the best way to maximize utility. – UTILITY MAXIMIZATION
· emergent social phenomena -- social structures, institutions, collective decisions, and collective behavior -- are ultimately the result of rational choices made by utility-maximizing individuals.
BOUNDED RATIONALITY 

· in response to assumption of rational choice that all individuals are rational, and will not violate their preferences.

· Simon - most people are only partly rational, and are in fact emotional/irrational in the remaining part of their actions. "boundedly rational agents experience limits in formulating and solving complex problems and in processing (receiving, storing, retrieving, transmitting) information" 

· which "classical" models of rationality can be made somewhat more realistic, while sticking within the vein of fairly rigorous formalization: by limiting what sorts of utility functions there might be; by recognizing the costs of gathering and processing information; and the possibility of having a "vector" or "multi-valued" utility function. 
SATISFICING - behavior which attempts to achieve at least some minimum level of a particular variable, but which does not strive to achieve its maximum possible value. Coined by Simon in 1957. People are only 'rational enough', and in fact relax their rationality when it is no longer required. (see bounded rationality above).
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 if both defect ( payoff of 0 each





 if one  cooperates and one defects ( cooperator -1, defector +3





(all players choose dominant strategy)





(isn't pareto-optimal: there is at least one other outcome where all players would be better-off.)

















