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Policy debates typically center around the role of mar-
ketsversusthe roleof governments. But thisisa misleading
distinction. Human society always hasgovernance. Private
organizations such as corporationsand clubshave manage-
ment, rules, and financial administration similar in func-
tion to those of government. The difference is that private
governance is voluntary, while state-based government is
coercively imposed on the people within some jurisdiction. So
a central question is not whether the market or the govern-
ment can best accomplish some task, but whether the
governance shall be veluntary or coercive.

Most economists woult agree that we don't live in the |

bestofall possibleworlds. Butthedoctrineof market failure |

found in most economics textbooks fails to .disting‘}xish
between consensual and coercive governance ascorrectives.

The prevailing theory asserts that while markets might |

provide private goods efficiently in a competitive economy,
markets fail to provide the collective goods thepeople want.

There are two basic reasonsoffered as towhy marketsarenot -

sufficient. Markets can easily determine the demand for
privategoods, but how canwe tell how mucheach individual
wants of a collective good? We could ask people how miuch
they are willing to pay, but how dowe getatruthful answer?
Free riders also are a problem. Once the collective good is
provided, folks can use it whether they pay or pot, % why

ay" : .
d y‘,Tl'xe market-failure argument doeshaveonevalid point:
governance isrequired for the provision oftypicalcollective
goods. Butthisargumentfailsto recognize that governance
canbe consensualand contractual. Compounding theflaw in

the argumentisthe confusing use oftheterms“private” and

“public’. These have completely different meanings v_vhen
referring to goodsand to the sectorsof an economy. Aprivate

good isindividually consumed in quantity, whether provided

by governmentorby a market. A“public” good iscollectivefls!r
used, whether provided by the “private” or the “public”
(government) sector. But in typical gconomics texts, the
public sector and public goods get sewn together, mingled

and mangled into one cloth, Perhaps Leviticus 19:19is a :

symbolic injunction against such insalubrious combining:

uthou shalt not sow thy field with mingled seed; neither sh?ll

a garment mingled of linen and woolen come upon thee.’
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" Economists who study institutions recognize the impor-

tanceof private governance. Forexample, Oliver Williamson's

work onindustrial organizationconcludes that whenassets

are specific to certain uses, when opportunism is possible, |

when transactions recurfrequently, and whgn tmnsacﬁons
costs would be large with many small units, governance

within an institution is more effective than transactions .

among firms.
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An important industry in which these elements make
governance play a keyrole isthe development 2and operation
of real estate. Spencer Heath in Citade], Market and Altar
and Spencer MacCallum in The Art of Community both
recognized the similarities in functions between hotel and

city governance. A botel provides management, a town
_square(the lobby), streets (balways), transportation (eleva-
tors and escalators), fire protection, recreation, and many
other services. The collective goods are paid for from the
rental that the gueets pay, while user fees pay for the more
individually consumed items such as room service and
telophonecalls. A

Other real estate complexes operate by the same prin-
ciples. Many developers now build not just homes but also
community facilities, which are then operated by an
association. Just as cities have councils, associations are
governed by elected boards. Akeydifferenceisthatproperty
owners have a voice, though tenants in some communities
also havea voteand arewelcomed on the committeesthatdo
miuch of the work and decision-making. -

.. Condominiums, housing cooperatives, residential
asociations, and Jand trusts are among the forms such
private-sector governance can take. For example, in a
typical condominium, a unit such as an apartment is
individually controlled, while the “common elements” such

- as the grounds, some utilities, security, and exteriors are

operated by theassociation. Each unitownerpaysanannual
assessment, just asa hotel guest paysa rental. Inboth cases,
the collective goods increase the market rental value of the
site, so the collective goods become self-financing. They are
paid foroutoftheincreased rent they generate. Proprietary
communities, such as shopping centers, marinas, and in-
dustrial parks, operate with such economic principles as
well; the governancein these cases usually isprovided by the
owner. . -

The complexity of real estaterelationships, especially for

' more permanent residency, requires contractual gover-

nance with a constitution (master deed and bylaws) and
ongoing administration. Theseassociationsarevoluntary at
the constitutionallevel—when you join, youagreeto follow
the constitutional rules. Unlike imposed government, the
‘association is a property relationship bound by an explicit
contract by legally equal parties.

- When the “free-rider” argument would suggest that
voluntary serviceswill be deficient, in practice this depends
much on the culture of a community and on social entrepre-
neurs. The condominium community in Virginia where 1
oncelived was managed professionally, butthe board and all
the comimittees were served by voluntesrs. Most residents

‘did ride free, but there were sufficient volunteers to do the

job. Occasional parties provided social glue forthe activists;

‘the minor cost was money well spent, reaping dividends in

community spirit and volunteer work. _
continued on page 9
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Territory and Rent
The market-failure doctrine, besides not recognizing the

possibility and fact of contractual governance, omits a
critical component of real-world collective goods: space.
Typical community services such as streets, parks, policing,
fire protection. and tra ngportationare territorial, impacting
a particular area. The services make the territory more
desirable. therefore increasing what economists call rents.
These rents providethe meanstopay forthecivicgoods. The
concept of rent sufficiently paying for collective goods has

been termed the “Henry George Theory” by some econo- .

mists. after Henry Gleorge, who theorized that rent could
fund all government.

But while thisconcept hasbeen recognized, most public-
finance economists have not drawn the logical conclusion.
The result is not. just that the taxation oflabor, entexprise,
anitgoodsisnot economicallyrequired, but thatrentcan also
be collected by private, contractual, consensual means, to
provide collective goodsvia the market process. Theneed to
pay rentinorderto use territorial goods (eitherby buying or
renting land) further topples the free-rider argument. The
need to pay rent implies that there are no free riders for
community services.

Tn contractual communities, rent seyves another func-
tion besides financing the collective services. Rentisalsoa
measure of whether the services are profitable, and of
whether the community is being run efficiently. Wasteful
and ineffective management will cause rent.1o decline. Soa
profit-making proprietary governance will attempt to keep
the rental income high by serving their customers well, and
democratically run associations will attempt to keep their

market-failure doctrine onits head: notonly doesthe market
workwell, but it shows how government canbe ma detowork
better, both more efficiently and less coercively. We can
reform government — both by making it smaller and by
bringing government closer to voluntary governance.
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property values high with good management and efficient
gervices. '
. Contrast this withthe blight ef our cities and the waste
intypical governments. Justas firmsproviding individually
consumed goods compete, so too do private communities
compete for customers and users. . Not just hotels and
shopping centers, but also residential associationsand devel-
opments compete, as recognized by the “Tiebout’ model of
public economics. The Austrian economistsF. A. Hayek and
Ludwig von Mises recognized the importance of market
competition and decentralization. Hayek emphasized the
decentalized nature of knowledge and Misesexpounded the
need for capital markets in the efficient allocation of goods.
Both ofthese elementsare important partsofthe competitive
contractual provision of community services.

Janwe use these Austrianinsights for the reformofthe
public finances of government? We can, by moving govern-
mentand its servicescloserto how contractual communities
operate. Consensual communitiesthus offera modelfortax
reform and the reform of government itself Among the
principles for reform are the decentralization and
demonopolization of operations, making government more
contractual, and the use of market-based rentals and fees
rather than arbitrarily imposed taxation. We can turn the




