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ABSTRACT

The Market for Protection and the Origin of the State*

We examine a stark setting in which security or protection can be provided by
self-governing groups of for-profit entrepreneurs: kings, lords, or mafia dons.
Though self-governance is best for the population, it faces problems of long-
term viability. Typically, in providing security the stable market structure
involves competing lords, a condition that leads to a tragedy of coercion: all
the savings from the provision of collective protection are dissipated and
welfare can be as low or lower than in the absence of a state.
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NON-TECHNICAL SUMMARY

Economists agree about the importance of well-defined property rights, about
the protection of property rights being a quintessential collective good and the
close connection between protection of property rights and economic
performance. The need for provision of property rights has often been seen as
a central motivation for the formation of the state in which the power to provide
secure property rights is delegated to some kind of government. However,
protection is not an ordinary good. Agents who control the means for the
provision of protection of property rights can easily use these means to extort
the same persons they are supposed to protect. In Public Economics the
government’s power to extort has been widely recognized by many authors
writing about the Leviathan state, the power to tax and so on, but little
theoretical work has been done to explain which governmental structures are
viable in a fully non-cooperative situation in which agents cannot commit not
to abuse their enforcement powers.

This Paper explores the close connection between the power to provide
protection and the power to extort on those who are to be protected. We ask
which structures of governance are viable and can be obtained as the
equilibrium outcome in a non-cooperative situation in which all agents cannot
commit on not using their power for extortion and we determine the welfare
properties of different structures of governance.

We begin by considering a simple and fragmented economy in which agents
are endowed with some factors of production and must spend part of their
resources for providing their own protection. In this society in which state is
absent, some individuals (‘peasants’) will use their endowments for producing
and for protecting their resources and output, whereas other agents will turn
into bandits, trying to take away from others. The equilibrium outcome is
inefficient, because bandits do not contribute to aggregate output, and
peasants waste part of their time to protect themselves against bandits.

Assuming that protection has some public good characteristics, we next
consider a structure in which peasants form small self-governed groups in
which protection for the whole group is provided by voluntary contributions to
collective protection. Compared to a society without state, welfare is higher
under self-governance, but the free-riding incentives in such self-governed
communities yield underprovision of protection.

We then consider the possibility that a for-profit protection agency (a
Leviathan) enters and monopolizes protection, but also uses the machinery of
protection to keep his subjects in conditions no better-off than in the absence
of a state. Because of the efficiency of collective protection that Leviathan



employs, however, output can be much higher than in the absence of the
state, with all the surplus appropriated by Leviathan. The rents that are thus
created will attract competitors, competing ‘lords’, who attempt to set up their
own protection business. In the long-run, the number of protection agencies is
such that no further entry is profitable, implying that all agents abstaining from
entry obtain the same net income as agents who entered and run a protection
agency. We call this outcome the competing lords regime.

 We compare the different outcomes and conclude that the long-run
equilibrium, with competing lords without further entry, is the most likely
equilibrium. The welfare properties of this equilibrium are not very appealing,
and the outcome to everyone is higher or lower than in the absence of state,
depending on the lords’ power to extract revenue. If their power is similar to
that of bandits in the absence of state then all agents earn the same net
income as in the absence of state. Although the lords’ protection technology is
superior to that in the absence of state, this does not translate in higher
economic welfare. All the savings from the provision of collective protection
are dissipated in lords’ contests, and welfare can be as low or lower than in
the absence of a state.

Although the environment we examine is very stark and is not meant to apply
to the form of political organization of modern industrialized states themselves,
our approach helps illuminate the nature of power in many developing and
transitioning economies and in those areas within modern states with power
vacuums that allow gangs and mafias to develop. We tell a story with
peasants and bandits which also applies to interactions among shopkeepers
and robbers in Moscow, inner-city Los Angeles, or Lagos. In such cases,
gangs come in to fill the gap vacated by the modern state, supplanting it and
creating a near monopoly of force in their area. We help understand why
genuine community policing is difficult and hierarchical gangs and mafias
emerge instead.
























































































