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Schizophrenic Economics:
battling over the soul of market economies

Richard Freeman

Standard economic analysis stresses the positive and normative virtues of self-interested
behavior in competitive markets in the absence of externalities. With no transactions costs, self-
interested behavior can resolve the problems created by externalities through efficient bargaining
per the Coase Theorem.

But generosity, cooperative behavior, bounded rationality decisions and out of
equilibrium adjustments are also important in market economies, producing anomalies even in
financial markets. Analyzes of prisoner’s dilemma games, ultimatum games, public goods
games, and measures of brain activity during decisions show that more is involved in many
economic decisions and market outcomes than pure rational self-interest.

These lectures present on-going debates in economics as a battle between the vision of
rational self-interested behavior in competitive market settings and the vision of other forms of
behavior in those settings and in prisoner’s dilemma games. | examine the theory and evidence
behind the conflicting visions of economic behavior at the level of the individual decision-
maker; within-firm management of labor; the role of institutions in markets, and at the debate
over the relative merits of the US’s relatively unfettered market capitalism and the EU’s social
dialogue welfare state version. | show that the different views underlie attitudes toward fairness
and inequality, and toward trade unions; regulations, and the welfare state.

The scientific question that the lectures address is: which of these competing views —
self-interested greed in competitive markets or cooperative behavior in a prisoner’s dilemma
world — best categorizes modern capitalist economies? The normative question is whether firms
and capitalist economies perform better when people act as “greedy economic man” in unfettered
matters or as “behavioral man” in institutional settings? The schizophrenia in the title reflects
the problem in answering these questions.

Lecture—part 1): Rational Optimizer vs Imperfect Human: uses standard maximizing
calculus to show how different maximands produce sometimes surprising predictions about the
optimizing behavior of individuals and firms and reviews evidence that individual concern over
fairness and altruistic behavior affect outcomes and are biologically based.
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Lecture — part 2): Managing labor examines incentives in tournament models and contrasts
optimal inequality for productivity with socially desirable levels of inequality. It documents the
use of team work and group incentives and analyses the role of worker monitoring of coworkers
in reducing free rider behavior in these forms of production.
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Lecture — part 3): Markets and Institutions contrasts the monopoly and collective voice faces
of unionism. It shows that workers in diverse countries have similar desires for institutions to
represent their economic interests and compares the differences in unionization and collective
bargaining between the Anglo-American countries and the bulk of EU countries.
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Lecture — part 4) Economic Systems examines the “war of the models” debate over the optimal
way to organize a capitalist labor market and the strength of evidence on the OECD Jobs
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Lecture — part 5: Analyzing the Schizophrenia counterposes artificial agent models in which
zero intelligent agents give competitive market solutions when budget and profit constraints are
binding against evolutionary game theory models that demonstrate the greater robustness of Tit
for Tat style strategies — nice and retaliatory — over other strategies in games where cooperation
pays off.
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