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What is Rationality?What is Rationality?

Minimal Criterion: Transitivity of PreferencesMinimal Criterion: Transitivity of Preferences
If A>B, and B>C, then A>CIf A>B, and B>C, then A>C
If preferences were intransitive, then A>B, B>C, If preferences were intransitive, then A>B, B>C, 
but C>Abut C>A
Such intransitivity leads to infinite choice loops: Such intransitivity leads to infinite choice loops: 
given a choice between C and A, the agent given a choice between C and A, the agent 
chooses C; between  C and B, the agent chooses C; between  C and B, the agent 
chooses B; between A and B, the agent chooses chooses B; between A and B, the agent chooses 
A, thus returning to the starting pointA, thus returning to the starting point



Incentives and Institutions MatterIncentives and Institutions Matter

�� Incentives give Incentives give 
signals to rational signals to rational 
actors about what will actors about what will 
advance their advance their 
purposespurposes

�� Institutions give form Institutions give form 
to incentivesto incentives

�� What incentives do What incentives do 
different people have different people have 
to create light?to create light?



The World Is Not Ruled by Magic

It is ruled by cause and effect;
In the world of human interactions, 
the scientific method asks about 
incentives;
Incentives are given form by 
Institutions



Long Term Economic Growth is a Long Term Economic Growth is a 
Function of Not Only of Capital Function of Not Only of Capital 

Accumulation, but of Innovation …. Accumulation, but of Innovation …. 
and of Institutionsand of Institutions
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There There ISIS Good NewsGood News
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Complex Orders Require Simple Rules

� Clear Property Titles and Security of 
Ownership

� Simple Rules to Transfer Property or Make 
Agreements

� A Minimum of Bureaucratic Control
� Rules that Are Too Complex Create 

Opportunities for Corruption



The Size of Government Matters, The Size of Government Matters, 
TooToo
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Smaller Government Leads to Smaller Government Leads to 
Greater WealthGreater Wealth
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Natural Resources Alone Will Not Natural Resources Alone Will Not 
Make Iraqis Prosperous, but Good Make Iraqis Prosperous, but Good 

Institutions CanInstitutions Can
The Constitution The Constitution 

Creates the Creates the 
Basic RulesBasic Rules

The Rules Create The Rules Create 
the Incentives for the Incentives for 
Freedom, Peace, Freedom, Peace, 
and Prosperityand Prosperity


