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Abstract

Critiques of the meritocracy have centered on its narrow definition and biased assessment of merit, its
stigmatization of the unsuccessful, and excessive competition. This paper identifies a different mechanism
that could have pernicious social and political consequences. Economic mobility sorts people based on
certain ‘productive’ traits, separating them into classes, and thus alters social externalities. This sort-
ing-separation-externalities mechanism can produce between-class polarization in social outcomes (e.g.
alcoholism and drug abuse) and worsen aggregate outcomes over all classes, consistent with rising ‘deaths
of despair’ in the United States (Case and Deaton, 2020, Deaths of Despair and the Future of Capitalism.
Princeton University Press). When traits are endogenous, transition out of a caste-based society produces
an initial burst of economic mobility which dissipates over time. Thus, a dynamic meritocratic society
devolves into a static class-based society. I set out an alternative model called the ‘experimental society’,
which is less susceptible to these problems.

Keywords: Austrian economics; cultural evolution; meritocracy; social economics; social mobility; time preferences

JEL codes: Z13; P00

1. Introduction

To understand contemporary social problems in the United States, one should start with the transition
to intensive economic growth circa 1,800, beginning with Britain and the Low Countries, followed by
the rest of Western Europe, the United States, Canada, Australia, and New Zealand. The growth take-
off around the Industrial Revolution boosted the emerging economic, military, and political power of
the Western world vis-d-vis other power centers in the Islamic World and Asia (Jones, 2003; Kuran,
2010). The causes of this Great Divergence are much debated (e.g. Hoffman, 2017; McCloskey, 2010),
with the dominant theory today being the institutional view of North (1981, 1990), Acemoglu and
Robinson (2005, 2012), and others. There is consensus, however, that the transition to intensive
growth was real and not a narrow phenomenon of rising real incomes, but a more holistic form of
economic development in which literacy, life expectancy, heights, caloric intake, and much else rose
in lockstep with real GDP (Fogel, 2004a; Weil, 2014). Fogel (2004b) has described this as a technophy-
sio revolution. For example, the poor in the modern period are taller, more literate, and live more than
twice as long as the rich in the pre-modern period (Clark, 2008). There was also major political and
social changes with democratic revolutions (Acemoglu and Robinson, 2005), state formation (Tilly,
1992), growing social tolerance (Johnson and Koyama, 2019), and the ascent of the bourgeoisie at
the expense of traditional hereditary elites (McCloskey, 2010).

The social disruption caused by this Great Transformation did not go unnoticed. The Communist
Manifesto (Marx and Engels, 1992) described the severing of local feudal and patriarchal obligations,
leaving ‘no other nexus between man and man than naked self-interest’, leading to ‘naked, shameless,
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direct, brutal exploitation’ (p. 5), and exposing workers to ‘all the vicissitudes of competition, to all the
fluctuations of the market’ (p. 9). The conversion of human beings to workers in the industrial class
system was thought to produce various social and psychological effects which Marx and Engels (2009)
referred to as ‘alienation’. Emile Durkheim proposed a different theory of alienation in which rapid
social change, especially industrialization and rural-urban migration, brought about a state of norm-
lessness that he called anomie (Durkheim, 2002). This is a concept with wide-ranging explanatory
power. For example, Egyptian jihadists in the 1970s were often rural migrants to the peripheral sub-
urbs of Cairo who had been dislocated from their family and village networks (Ibrahim, 1980). Karl
Polanyi describes the process of modern economic development as a singular event insofar as it tore
apart traditional communities and created a ‘market society’: ‘Instead of the economy being embedded
in social relations, social relations are embedded in the economic system’ (Polanyi, 2001: 60). Over the
20th century, these concerns were the impetus for both socialist revolutions and the development
of social democratic models around the welfare state, mass public education, public healthcare, and
governmental bodies that regulate markets. By the century’s end, it was believed that the modern
economic revolution was politically stable, even Pareto-improving, and spreading globally.

Underpinning the modern transformation of Europe was a new ideological system, so natural to
contemporary readers that its profound effects are hidden in plain sight. Traditional hereditary elites
were not just surpassed financially, but their status and legitimacy were also heavily undermined. The
divine right of kings and aristocratic paternalism, or noblesse oblige, gave way to a radically different
ideology - the meritocracy - that is, the allocation of power, prestige, and privilege based on merit, not
birth. The concept animated Enlightenment thinking, the bourgeois revolution, and many of the social
democratic institutions developed over the 20th century, including the expansion of public education
and public sector employment. It is exemplified by the protagonist’s exclamation to the Spanish Count
in The Marriage of Figaro, written in 1778 by Pierre Beaumarchais:

‘What have you done to deserve such advantages? Put yourself to the trouble of being born -
nothing more. For the rest - a very ordinary man!! Whereas I, lost among the obscure crowd,
have had to deploy more knowledge, more calculation and skill merely to survive than has suf-
ficed to rule all the provinces of Spain for a century!” (Beaumarchais, 1964: Act V, 199)

Based on this monolog, Louis XVI forbade the public performance of the play. But, this could hardly
forestall the Enlightenment and the decline of hereditary rule in Europe. The Enlightenment thinkers
were themselves inspired by the Confucian concept of meritocracy dating from the 6th century BC.
Confucian philosophy, more broadly, shaped state institutions from the Han dynasty (206 BC to 220
AD) until the end of the Qinq Dynasty in 1911, before reemerging in China in the 21st century (Bell,
2016; Jiang, 2018). Confucian meritocracy was embodied in the system of Imperial civil service examina-
tions that every government official had to pass. Success in the exam indicated not only intelligence and
education, but also virtue. That is, the exam required knowledge of Confucian classics, which were thought
to produce gentleman who would serve as incorruptible officials (Jiang, 2018). Thus, from the beginning,
the notion of meritocracy was tied to education and bureaucracy, and imbued with moral significance.
A system based on merit is self-evidently superior to one based on birth, and is an essential com-
ponent of inclusive institutions (Acemoglu and Robinson, 2012). Nevertheless, two fundamental cri-
tiques of the current system have emerged and should be carefully considered. First, the very idea of
meritocracy is being reexamined, as are the institutions through which it is expressed. The term was
originally coined as a pejorative by Michael Young in his prescient (fictionalized) book The Rise of the
Meritocracy in 1958 (Young, 2017). His vision of the transition from caste to class was a dystopian one
in which the new cognitive elite, identified by intelligence tests and education, would demoralize and
oppress the ‘undeserving’. Because the meritocracy created social divisions that could be justified, it
could also exaggerate inequality (see Bénabou and Tirole, 2006). Of course, the old caste system
was also justified, but by custom and religion rather than merit, and hereditary elites would scarcely
have felt any less conceit or vindication, before the rise of meritocratic thinking. Despite its pejorative
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origins, it was a positive interpretation of meritocracy that took hold, beginning with Bell (1972).
Recently, attention has returned to the negative aspects, not of merit per se, but of the current system
of meritocracy (Goodhart, 2020; Markovits, 2020; Sandel, 2020). I identify five main objections:

(1) Narrow definition: Merit is defined in terms of intelligence and education, devaluing the skill
required in manual and care work (Goodhart, 2020). The emphasis on education and written
examinations may also favor certain types of intelligence and character traits, such as conform-
ity and rule-following, over sometimes more valuable traits such as originality and creativity.

(2) Biased assessment: Gatekeepers may have biases in assessing merit, however defined including
racial, ethnic, religious, and gender biases (e.g. Bordalo et al., 2016; Sarsons et al., 2021).
Individual choice might also be influenced by what is considered ‘normal” or ‘appropriate’
based on an individual’s identity (e.g. gender and race), which could in turn be shaped by his-
torical biases or underrepresentation (Carvalho and Pradelski, 2020).

(3) Uneven playing field One’s success in schooling is determined not only by individual effort and
characteristics, but also by socioeconomic factors such as poverty, school quality, and peer
effects, which are beyond an individual’s control (Arrow et al., 2018; Sandel, 2020). Hence
what is deemed to be merit may be partly inherited socioeconomic advantages.

(4) Stigma: The losers in the contest for high-status positions among the cognitive elite are stig-
matized and demoralized by the perception that their low status is justified (Sandel, 2020).
This is especially pernicious when outcomes are due to factors beyond an individual’s control
(see points 2 and 3 above).

(5) Excessive competition: Even the winners may lose from meritocratic competition through the
costs of excessive competition (Markovits, 2020). This is especially so when the number of elite
positions is close to being fixed and independent of investments in education. We know from
contest theory that it can be more efficient to allocate positions at random, than based on
effort, in such environments (see Skaperdas, 1996). See also Frank (2012) on excessive con-
sumption and status competition.

The second development is that a number of social outcomes are no longer moving in lockstep with
economic growth (Lima de Miranda and Snower, 2020). This is a marked departure from the modern
growth experience. Most notably, in their recent book Deaths of Despair, Case and Deaton (2020)
show that life expectancy in the United States started falling in 2015. This trend was due primarily
to rising mortality rates for middle-aged whites, due to suicides, drug overdoses, and alcoholic liver
disease, the so-called deaths of despair. On closer inspection, this trend is concentrated among
non-Hispanic whites without a college degree. Unlike the college educated, this group experienced
a range of negative economic and social shocks, due to automation, globalization, and changes in
social norms. Between 1979 and 2017, median earnings of white men without a 4-year college degree
fell by 13%. Job security and quality also declined. In addition, marriage rates fell for this sociodemo-
graphic group, and rates of cohabitation and out-of-wedlock births rose. Case and Deaton attribute
this decoupling of GDP growth and social outcomes for those without a college degree to dysfunction
in the US healthcare system and the shift in market and political power from labor to capital through
rent-seeking. They also note the stigma attached to the uneducated in the exaggerated US system of
meritocracy: ‘A four-year degree has become the key marker of social status, as if there were a require-
ment for nongraduates to wear a circular scarlet badge bearing the letters BA crossed through by a
diagonal red line’ (Case and Deaton, 2020: 3).

In this paper, I hypothesize that both the emerging disaffection with meritocracy and the polariza-
tion in social outcomes between the college educated and uneducated in the United States are due to a
common, but hitherto neglected, side-effect of the meritocratic system. Economic mobility - the hall-
mark of meritocracy - sorts people based on certain traits that are conducive to achieving ‘merit’,
socially separates them into sorted groups, and thus alters peer effects and other social externalities
within groups. This sorting-separation-externalities (SSE) mechanism can create a connection
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between economic and social outcomes that has important consequences. The precise sign and mag-
nitude of the correlation depends on the particular economic system and definition of merit in oper-
ation. In the archetypal meritocratic system, based on education and passing examinations over long
periods of time, it could be that the traits conducive to success are non-cognitive ones such as patience,
self-control, conscientiousness, rule-following, and conformity, as proposed by Hopkins (2019).
Hopkins focuses on self-control, using the Gul and Pesendorfer (2001, 2004) representation. I am
agnostic as to the precise set of traits that is selected for by the SSE mechanism. In the model, however,
I focus on present bias. An individual subject to present bias discounts the future more heavily, so
spends more on immediate gratification and less on investment in future rewards.

Consider a model in which individuals are born into of one of two classes H and L. Individuals can
move into (or remain in) the H class by making a costly investment (e.g. college education). Initially,
both classes start out with the same distribution of time preferences. However, only those with low
present bias make the investment, so that the final distribution of present bias in class L first-order
stochastically dominates the final distribution in class H. After this, individuals choose a (continuous)
social behavior which can be more or less unhealthy (e.g. drug abuse and excessive consumption of
alcohol). After social decisions are made, individuals experience negative social externalities based
on the degree of unhealthy behavior in their class. Several important effects on social outcomes emerge
from the initial sorting based on economic investments. First, because individuals with greater present
bias engage in unhealthier behavior, there is polarization in social outcomes between classes. The H
class engages in the lower levels of unhealthy behavior than when there is no sorting, while the L
class engages in more. This is one example of the SSE mechanism at work. That social outcomes
are anticipated when making economic investments can further sharpen selection based on time pre-
ferences. Second, the aggregate level of unhealthy behavior in the population (over both classes) can
rise under certain conditions, which we characterize. Third, the initial burst of economic mobility cre-
ated by the move from a static caste-based society to a meritocratic society dissipates over time due to
sorting based on time preferences combined with intergenerational transmission of traits. Thus, the
meritocratic class system can come to resemble the old caste system. Finally, the polarization in social
outcomes and even the perception of class differences in traits can have important political conse-
quences. Recall the objection to stigmatization of those who lose out in meritocratic competition. A
positive correlation between economic and social outcomes could amplify this stigma and, moreover,
create less empathy for those who do not ‘make it’. If less political weight is placed on their interests or
their interests change dramatically, then populist movements might arise.

This concentration of negative social outcomes among the uneducated is not natural or immutable;
it is the product of the particular system of meritocracy that has emerged in the United States in par-
ticular, based around education and examinations. I shall discuss an alternative narrative called the
‘experimental society’ in which success is still based on one’s own actions, not birth, but in which fail-
ure does not hold the same moral significance. This conception of society is rooted in the work of the
Austrian school of economics (Hayek, 1960, 1988; Kirzner, 2015; Menger, 1892; Mises, 1996/1949), as
well as modern cultural evolutionary theory (Boyd and Richerson, 1985; Henrich, 2017) and evolu-
tionary economics (Nelson and Winter, 1982; Simon, 1997; Young, 1998). In an experimental society,
there is radical uncertainty and it might be that no individual possesses special insight or ability.
Instead, knowledge accumulates at the population level through experimentation (trial-and-error indi-
vidual learning) and social learning. Individual success is based on risk taking and a large measure of
luck. Selection into the elite on the basis of risk preferences, which are not associated with healthy
social decisions, could break the positive correlation between economic and social outcomes, and
the double disadvantage of the less successful. This is likely to attenuate the stigma they face. Such
a model may not be simply an alternative story we can tell about our society today, but could be closer
to materializing due to developments in communications technology and artificial intelligence and the
reliance on innovation for economic growth.

Before proceeding, let us mention the following related work. Although the paper’s application is
restricted to Case and Deaton’s findings about non-Hispanic whites in the United States, the
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hypothesis I propose bears some resemblance to William Julius Wilson’s thesis that poverty in US
inner cities rose not only through urban deindustrialization in the 1970s, but also the relocation of
community leaders to the suburbs following desegregation (Wilson, 2011). Relatedly, Fryer (2007) pre-
sents a model in which economic mobility can undermine cooperation in low-income neighborhoods.
To be trustworthy, an individual in a low-income neighborhood might reduce investment in educa-
tion, so that potential partners in social interactions know they are not economically mobile and
the probability of continuing interaction with them is high. The consequent polarization between edu-
cation in low- and high-income communities increases with social mobility. Fryer applies his model to
explain deteriorating outcomes in black neighborhoods in the 1970s, among other things. Other work
on the social costs of economic development and mobility includes Putnam (2000), Skaperdas (2003),
and Rajan (2019). Skaperdas (2003) demonstrates how rising real wages can reduce welfare by lower-
ing voluntary contributions to public goods, including social interaction and communal rituals.

This paper is more broadly related to the literature on ideas and institutions. That institutions are not
physical facts, but depend on social attitudes and expectations, has been established by Searle (2005), Aoki
(2007), Boettke and Fink (2011), and Greif and Mokyr (2017). In fact, ideas are sometimes seen as creative
forces selecting between alternative self-enforcing institutional equilibria. Tabellini (2016) argues that ideas
have had a major impact on long-term economic development. The prime example is the rising status of
the bourgeoisie in Europe following the Enlightenment (McCloskey, 2010), and its close connection to the
meritocracy. Another idea that is bound up with meritocracy is individualism. In a meritocracy, one is
judged based on one’s own achievements and not the identity and status of one’s family, social circle,
or ethnic group. This individualistic orientation can contribute to the atomization of society and the ero-
sion of institutions that limit negative social externalities. It is thus critical to the operation of the SSE
mechanism analyzed in this paper. Institutions can also shape ideology (Bisin and Verdier, 2017).
Accordingly, the concept of meritocracy begins with an idea that one’s status should depend on merit,
not birth. But, meritocracy is more than that; it is a complex of ideas and institutions for selecting elites
based on a particular conception of merit. Such an ideological-institutional complex can emerge in
response to inefficiencies in the institutional status quo ante. The ideology and institutions may be mutu-
ally reinforcing for some time. But ultimately, they could set in motion forces that undermine their exist-
ence (Greif and Laitin, 2004). Accordingly, I will present a model of meritocracy that produces economic
mobility for some time, with upward mobility associated with certain ‘productive’ traits, but which quickly
becomes ossified and hence self-undermining.

I shall now set out my model of the SSE mechanism, working through time preferences, followed
by a discussion of the results and their implications. I then briefly describe an alternative model, the
experimental society, before concluding.

2. The SSE mechanism

As Akerlof (2020) has rightly pointed out, economic models have tended to focus on narrow and
‘hard’ problems over important but ‘softer’ ones. Yet, parsimonious models can be used to contribute
to large and complex subjects such as the meritocracy and its consequences. In this section, I develop a
model of the SSE mechanism which identifies a hitherto neglected (negative) consequence of merito-
cratic institutions.

Consider an economy consisting of a continuum of agents with unit mass divided at birth into two
classes indexed by k € {L, H}. Mass my is born into the high-income class H and mass my, into the
low-income class L. Economic mobility is possible through an investment (e.g. education) in entering
(or remaining in) the H class. Once an agent’s final class status is determined, she makes a social deci-
sion, choosing a degree of healthy or unhealthy behavior and being subject to externalities from the
behavior of others in her class.

In an example of the SSE mechanism described above, working through time preferences, I show
that greater economic mobility (between classes) can generate a more complete sorting of individuals
based on this trait. As each agent’s economic and social decisions are connected by her time
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preferences, this sorting can also lead to greater inequality of social outcomes and raise aggregate levels
of unhealthy behavior. In particular, I assume time preferences take the 8, § form (Laibson, 1997;
Phelps and Pollak, 1968; Pollak, 1968). Future payoffs are discounted by the per-period factor & in
the standard exponential manner, with an additional discount factor § applied to all future payoffs.
That is, when making a decision at time T, payoffs received at any time ¢ > T are each multiplied
by the factor B, which is called the degree of present bias. This makes preferences time-inconsistent.
To limit notation, we set & = 1 and focus on the degree of present bias 3, which we assume varies
across agents.

The initial distribution of § in each class k is identical and given by the c.d.f. F, which is continuous
and strictly increasing on (8, 1], where 8 € (0, 1) and F (§) = 0. Any difference in present bias across
classes will emerge endogenously through mobility between classes.

2.1 Timing
Interactions take place as follows:

Date 1. Each agent makes an investment x = 1 (e.g. college education), or chooses not to do so x = 0.
The cost of investment is ¢ > 0 for those born into the H class and ¢ + d for those born into the L class,
where d > 0 is the disadvantage faced by L class members. The cost of investment is paid immediately.

Date 2. If x = 1, the agent ends up in the H class and receives an economic payoff of w > ¢. If x =
0, she ends up in the L class and receives a payoff normalized to zero.

Date 3. Each agent chooses a social action s € R", where higher values of s denote more unhealthy
choices. Unhealthy choices yield immediate gratification, but at a deferred cost (e.g. overconsumption
of alcohol or drugs). The immediate payoff from social action s is bs, where b > 0.

Date 4. A member of class k who chooses social action s, bears a cost of (1/2)s> + sy where s7 is the
mean social action among k members and o is a positive constant. Hence individuals not only bear the
costs of their own choices, but also negative externalities are generated by the unhealthy choices of
others in their class.

There are many ways to micro-found this externality. One example is through social influence as
follows. At date 3, each agent chooses a social action s as described, at cost (1/2)s%. At date 4, social
action occurs again, except now under social influence. Specifically, each individual takes the average
social decision chosen in her class k at date 3, at cost si (ie o = 2).

2.2 Social and economic decisions

Economic decisions are made at date 1 and social decisions at date 3. Working backward from date 3,
an individual who ends up in class k chooses s as follows:

1
max,cp+ bs — 3(252 + 5,‘(’) (1)

The maximizer is
sS=0b/B (2)

which is independent of k.
Now at date 1, an agent who starts out in class H receives the following payoff from investing x = 1:

u(l; H) = B|:w+ bs*—%(s*)2 - s}_’l] —c

:B[W+ b2<%> — sg] —c.
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An agent who starts out in class H receives the following payoff from not investing x = 0:
—-1/2
U(0; H) = B[bz (%) - sg]. 4)

Hence such an agent chooses to invest if
Blw+ (s — sl = c. (©)

This defines a cutoff Sy such that an agent who starts out in class H invests if and only if

B> — = p, 6)

w4 (s7 — s%) -

Hence only agents with low present bias (high f) invest. As we shall see, this sorting has an effect
on social outcomes. In particular, s; > sy. This means the assumption that w > ¢ is sufficient to

guarantee that S < 1, so that a positive mass of agents ends up in the H class.
The equivalent payoffs for agents who start out in class L are:

u(l; L) = B[w—l— bz(%> - s,i';] — (c+4d)

u(0; L) = B|:b2 (B_le/z> — s‘LT:|

Hence such an agent chooses to invest if
Blw+ (s{ —si)] = c+d. @)

An agent who starts out in class L invests if and only if

c+d

> —. 8
Bz ®)
Again, this defines a cutoff
c+d
=min \——————, 1. 9
p=mn {24 1] ©)

We assume d is such that §; > f, so that a positive mass of agents ends up in the L class. Hence,
once again, there is sorting based on present bias.

2.3 Equilibrium

As evident from equations (6) and (9), agents choosing whether to invest at date 1 must form a con-
jecture about the composition of each class at date 2, in order to compute the social externalities s; and
sy at date 4. In equilibrium, their investment decisions must fulfill the conjectures on which they were
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based. Specifically, the equilibrium is given by the following system:

M (5, (1/B) dF +my [, (1/P) dF 0
= (L= FBy) + (1 — F(B) (10)

SH

my [5" (1/B) dF +my [} (1/B) dF
muF(By) + mF(B)

Sp =

noting that f; and By are functions of s; and sg.

Proposition 1. There exists a subgame perfect equilibrium (SPE) in terms of investment cutoffs B and
By and social decisions s*(B) = blB.

All proofs are relegated to the Appendix.

There can be multiplier effects as follows. As high j agents invest in entering the H class, the social
externalities in the L class worsen. This can induce a larger mass of agents to invest in order to avoid
these externalities. Hence, anticipation of social outcomes when making economic investments can
sharpen selection based on time preferences.

2.4 Social outcomes

Economic mobility produces sorting based on time preferences. To examine the social impact of this,
compare equilibrium social outcomes to the counterfactual case in which there is no sorting and the dis-
tribution of f in each class is the initial distribution F. The mean social decision in the no-sorting case is

S=b r 1 dF. (12)
B B
Thus sorting produces the following effect:
Proposition 2. In every SPE:

sL> S > sy

Hence economic mobility produces more healthy social decisions among the H class and less
healthy social decisions among the L class, compared to the counterfactual no-sorting case.

The question remains of whether aggregate social outcomes across the two classes are better than
those in the no-sorting case. Although the average social decision in the population is the same regard-
less of sorting, the aggregate social externality depends on how the population is divided into classes.
In equilibrium, the aggregate social externality is

s(0) = [muF(By) + mF(BYlsy; + [mu(1 — F(By)) + my(1 — F(BL))ls]. (13)

In the counterfactual no-sorting case, it is simply S’. This yields the following result:

Proposition 3. In every SPE, the aggregate social externality is larger in equilibrium than that in the
no-sorting case, that is

s(o) > 87,

if and only if o > 1.
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Hence the sorting produced by economic mobility can worsen aggregate social outcomes when
externalities are convex, that is, when extremely unhealthy decisions have a greater effect on others.
In this case, the social gain from mobility in terms of producing healthier behavior in the H class
is outweighed by the loss in terms of less healthy behavior in the L class. Recall that the condition
o > 1 is satisfied in the social influence example mentioned above, in which o = 2. Another mech-
anism that can lead to convexity is the greater social visibility of extreme actions. For example, drink-
ing behavior by an alcoholic could be more visible than that of a moderate drinker and may thus have
greater social influence. The only empirical evidence I am aware of on this subject is presented by
Hammond and Ornstein (2014). They show that individuals with extremely high body mass index
(BMI) can raise the perception of mean BMI and thereby increase actual BMI through social influence.

Case and Deaton (2020) attribute declining longevity and rising deaths of despair among
non-Hispanic white Americans without a college degree to exogenous changes that have made life
harder for the less educated and less successful. In particular, they point to automation and globaliza-
tion combined with dysfunction in the US healthcare system and the shift in market and political
power from labor to capital through rent-seeking. My analysis suggests that rising deaths of despair
may also be the unintended result of the particular meritocracy that has emerged in the United
States, with the massive expansion of education and educational mobility between 1900 and 1980
(Goldin and Katz, 2008), and the role of higher education in selecting the American elite. This has
reshaped society through SSE, with negative social consequences.

2.5 Policy

The adverse social outcomes in our model of meritocracy are not easily overcome through standard
policy instruments. It is difficult to find a policy that allows for economic mobility without worsening
social outcomes for the least well off. Consider the following policy interventions:

(i) Reducing the (common) cost of education c. Educational subsidies increase the share of both
classes who choose education, lowering the thresholds 8; and Sg. This can be verified by
the inspection of equations (6) and (9). Hence, the L class ends up being composed of indi-
viduals with even higher present bias (lower ). Overall, it could be that social outcomes
improve as fewer individuals end up in the L class, but social outcomes do get worse for
the least well off (i.e. the L class) due to negative social externalities.

There is a further problem: contemporary meritocracies use education to screen individuals
for entry into the elite. If ¢ is reduced so far that everyone gets educated, then a new screening
instrument would be sought which could be even less accessible and inclusive.

(i) Reducing educational disadvantage d. Similarly, an educational subsidy for individuals starting out
in the L class (equivalent to a reduction in d) would lower the threshold for choosing education f;.
This can be verified by the inspection of equation (14). Again, the L class ends up being composed
of individuals with even higher present bias. Hence their social outcomes worsen.

(iii) Taxation and redistribution. If part of the return to education w was taxed and re- distributed
to those who did not get educated, rates of education would decline. The effect would be the
same as if one raised the cost of education c. The thresholds §; and By would rise and social
outcomes would get better for those who end up in the L class. However, the overall effect on
social outcomes is ambiguous as a larger share of the population ends up in the L class.

2.6 Intergenerational mobility

Let us now examine intergenerational mobility by embedding the one-shot game described so far in an
infinite-horizon model. Time is discrete and indexed by ¢t = 0, 1, 2, ... Each period is a new
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generation. For simplicity, we assume each agent cares only about her own payoffs and not about her
offspring’s, although the model could certainly be extended to include such concerns. Parameters are
fixed for all time, only the distribution of traits in the population is endogenously determined. At time
t = 0, the game just analyzed is played with symmetric type distributions F in each class. At the end of
each period, the old generation dies and is replaced by a new generation. I assume the type distribution
of the new generation ¢ > 1 born into class k, denoted by F', is simply the final type distribution in
class k in the previous period. This is consistent with vertical transmission of traits from parent to
child (Bisin and Verdier, 2000; Cavalli-Sforza and Feldman, 1981) and/or social transmission of traits
within groups (Carvalho, 2016).

Define upward mobility U” as the share of agents born into the L class in period  that ends up in
the H class. Downward mobility D’ is the share of agents born into the H class in period ¢ that ends up
in the L class. From the one-shot game, we know that U’ > 0 and D° > 0, in the initial period. For all
subsequent periods, we can state the following result:

Proposition 4. There exists a subgame perfect equilibrium of the infinite-horizon game in which
upward and downward mobility stall completely: U' = D' = 0 for all t > 0.

Consider a caste-based society in which there is no upward or downward mobility. Because there is no
selection, the distribution of traits in each caste could be more or less the same. Moving to a meritocratic
society (period 0) produces a burst of economic mobility, with low present bias types entering or remain-
ing in the H class, through investments in college education for example. But, mobility is only temporary.
Sorting combined with intergenerational transmission of traits completely eliminates both upward and
downward mobility in all subsequent periods. Hence the meritocratic class-based society comes to resem-
ble the old caste-based society, only with worse social outcomes for the worst off and possibly overall.

2.7 Discussion
I shall now provide some guidance on interpreting the model and its implications.

2.7.1 Interpretation

I have illustrated the SSE mechanism through an example based on time preferences, and in particular
present bias 3, because it is the simplest possible case. This is consistent with Hopkin’s (2019) hypoth-
esis that college education today serves mainly to signal non-cognitive traits such as self-control. My
point, however, is more general: under certain conditions the SSE mechanism creates a connection
between economic and social outcomes. I am agnostic as to precisely which traits form the basis
for sorting. For example, in a slightly more complicated analysis one could examine sorting based
on patience, as measured by the standard exponential discount factor d. Beyond time preferences,
there is substantial evidence, surveyed by Almlund et al. (2011), that the Big Five personality traits
predict educational attainment and achievement. In fact, they have just as much explanatory power
as cognitive measures. Most notably, high conscientiousness is associated with higher levels of educa-
tional attainment and achievement. It also predicts lower levels of risky behavior, including alcohol
and nicotine consumption, gambling, and unprotected sex (Dash et al, 2019; Hagger-Johnson
et al., 2011). The SSE mechanism may also operate through traits such as rule-following and conform-
ity, which have received less attention. Such traits may be valued by large organizations that require
cooperation, teamwork, and loyalty, but are not necessarily conducive to creativity and innovation.

2.7.2 Empirical studies of economic/social mobility

An important literature examines the determinants of economic/social mobility. Chetty et al. (2014)
find that mobility is decreasing in segregation and inequality, and increasing in social capital, family
stability, and school quality. In Italy, Giiell et al. (2018) similarly find that mobility is increasing in
education and social capital, and decreasing in inequality. In addition, they find no association
between mobility and other socio-political variables, such as life expectancy, crime rates, and suicide
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rates. Based on the analysis in this paper, two remarks can be made. First, the SSE mechanism makes
social capital, inequality, life expectancy, crime rates and suicide rates a consequence of economic
mobility, as much as a cause. In fact, when social externalities are convex (¢ > 1), the true causal effect
of these variables on economic mobility is underestimated. For example, a rise in social mobility
caused by declining crime rates can lead to a subsequent rise in crime rates via the SSE mechanism
when ¢ > 1 (Proposition 3). Thus, cross-sectional analyses would underestimate the causal effect
of low crime rates on social mobility. Given this endogeneity problem, the lack of association between
mobility and life expectancy, crime, and suicide rates in Italy is not surprising. In contrast, when social
externalities are concave (0 < o < 1), economic/social mobility can improve overall social outcomes
and the causal effect of social conditions on mobility will be amplified. Second, the intergenerational
analysis in Section 2.6 suggests that the relationship between mobility and the variables considered by
these studies depends on where the economy is in its life-cycle. Once sorting takes hold and economic
mobility dissipates, the causal effect of these variables could attenuate.

2.7.3 Positive externalities from education

There are many positive externalities from education that are ignored by my model. Inter alia, edu-
cation is associated with higher rates of economic growth (Mankiw et al. 1992), positive human capital
spillovers (Bénabou, 1993), greater support for democracy (Glaeser et al., 2007), and lower rates of
smoking (De Walque, 2007) and illicit drug use (Carpenter et al., 2017). When it comes to social out-
comes, it is useful to distinguish between three types of effects of education. First, education can pro-
duce positive outcomes at the individual level. In the model, this would mean that an individual’s
education x = 1 lowers her own present bias (raises f5). Second, education can produce positive out-
comes at the class level. This would mean that an individual’s education x = 1 lowers the present bias
of all others who choose education (and end up in the H class). Third, education can produce positive
outcomes at the population level. This would mean that an individual’s education x = 1 lowers the
present bias of all other individuals regardless of their class status. The third type of effect would offset
the negative social externalities analyzed in this paper. If the effect is strong enough, it could even over-
whelm the negative effects of education through the SSE mechanism. On the other hand, the first and
second types of effect exacerbate the social inequality caused by the SSE mechanism. Not only would
the educated be sorted according to time preferences, but there would also be a positive treatment
effect of education, with any spillovers confined to the educated. To know more, we need further
empirical work identifying the precise nature of educational spillovers.

2.7.4 Internalizing negative social externalities

Why do institutions not emerge to internalize the negative social externalities analyzed in this paper
(see Coase, 1960; Demsetz, 1967)? There are institutions that have performed such a function, includ-
ing the following:

(i) ‘Sin’ taxes and prohibitions. Past societies developed a wide range of prohibitions to regulate social
externalities, such as usury laws (Koyama, 2010), sumptuary laws (Desierto and Koyama, 2020),
inheritance laws (Kuran, 2010), restrictions on disposal of property (entails), and most relevantly
bans on alcohol and drugs (Miron and Zwiebel, 1991). More recently, so-called ‘sin taxes’ (i.e.
excise taxes) have been imposed on cigarettes and have been proposed for sugar and fast food.

(if) Social norms and religious prohibitions. Social externalities have also been regulated through
informal institutions, often at the group level. For example, most societies have social and reli-
gious norms against extramarital sex (Francesconi et al., 2016). Religious groups also monitor
and regulate excessive drinking, drug use, and other forms of antisocial behavior by members
(TIannaccone, 1992; McBride, 2007). For example, the prohibition on alcohol consumption in
the United States from 1920 to 1933 was partly driven by the religious temperance movement.
Perhaps as a consequence of religious prohibitions, religiosity is associated with better mental
and physical health, and educational and marital outcomes (e.g. Stark, 2002).
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Such formal and informal institutions could mitigate the negative social externalities that are part of
the SSE mechanism. However, they clearly have not prevented the adverse social outcomes and deaths
of despair documented by Case and Deaton (2020). Why not? A crucial factor is ideology. Both ‘sin
taxes” and religious prohibitions are increasingly resisted as a violation of individual freedom. This
concept of individualism is part of the complex of ideas that gave birth to meritocratic institutions.
The meritocracy eschews traditional collectivist notions of identity: one is not judged by the status
of one’s family, social circle, or ethnic group, but rather on one’s own achievements. This emphasis
on individual freedom and agency limits support for (coercive) institutions that regulate social
externalities.

2.7.5 Political implications

The results of Sections 2.4 and 2.6 also hold a number of political implications. First, by stigmatizing
those who do not ‘make it’, the meritocracy is said to reduce political empathy for the less educated. A
positive correlation between economic and social outcomes induced by the SSE mechanism can add to
this, further reducing the weight placed on their interests in policymaking. A more subtle point is that
even an erroneous perception that the SSE mechanism works through traits such as self-control (as we
have shown is possible) can exaggerate the decline in political empathy. This may not only be undesir-
able in and of itself, but could also spur populist movements. Second, independent of trends in racial
and economic segregation, there has been a large increase in geographic segregation based on educa-
tion in the United States since the 1940s (Domina, 2006). The sorting effect of education in terms of
personality and other traits adds to the effect of geographic segregation on electoral outcomes, given
the structure of the electoral college. Finally, the dynamic results suggest that meritocracy may be self-
undermining. Unfortunately, it could even be that those without a college degree come to support pol-
icies that reduce educational access and economic mobility. That is, regrettably, if a new model is not
found, the old caste-system may not be entirely behind us.

3. An alternative model: the experimental society

A single economic (and moral) hierarchy defined in terms of education is not the only alternative to
the various social systems in which one’s status is inherited. We do not know what will replace the
current meritocracy, if anything does, nor do we know what should. Nevertheless, we can speculate
on alternative conceptions of society that may not suffer from the problems of meritocracy described
above. In particular, I will briefly set out what I call ‘the experimental society’, which is rooted in
Austrian economics, especially the work of Friedrich Hayek (see Boettke, 2018). It is no coincidence
that Hayek (1960: 94-99, 387-388) prefigured some of the objections to meritocracy, stating: “This
means an official ranking of people into a hierarchy, with the certified genius on top and the certified
moron at the bottom, a hierarchy made worse by the fact that it is presumed to express “merit” and
will determine access to the opportunities in which value can show itself (p. 387).

The experimental society has different criteria for allocating resources, and a different conception
of itself. It is in the first instance a ‘narrative’, that is, a conceptual model of the economy and society in
which we live that has at least a grain of truth (Akerlof et al, 2020; Mullainathan et al, 2008).
Moreover, if widely adopted as a working model, the narrative can bring about changes in institutions
that make it a better descriptor of society. We describe some potential institutional changes below.
This self-fulfilling property of the ‘experimental society’ narrative is consistent with institutions as
‘social facts’ that depend on social attitudes and expectations (Aoki, 2007; Boettke and Fink, 2011;
Greif and Mokyr, 2017; Searle, 2005). For reasons I shall discuss, such a society might avoid a positive
correlation between economic and social outcomes, and its attendant problems. It could also be better
suited to the emerging technological environment.

Continued economic growth and development in advanced countries such as the United States
depend on innovation, that is, new forms and means of utilizing knowledge. The meritocratic system,
originally bound to bureaucracy and the expansion of state capacity, is not ideally suited to this.
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Widespread public education was introduced in 19th century Europe as part of nation-building pro-
grams. The goal was not to foster innovation and disseminate knowledge, but rather to replace trad-
itional regional, class, and ethnic identities with a national identity spearheaded by a new bureaucratic
elite (Weber, 1976). The new elites received rents that motivated them to properly perform the
expanding executive functions of the state. For this new political system to be stable, rents enjoyed
by members of the new bureaucratic elite had to be considered legitimate by the citizenry at large.
For example, Hoffman et al. (1994) show that individuals are willing to tolerate greater inequality
in experimental games when the decisive position is allocated based on performance in a test, rather
than at random. This notion of dessert runs counter to philosophical notions of luck egalitarianism
(Schmidtz, 2006) and might be hard-wired components of human psychology (Carvalho and
Koyama, 2010). Hence the need for legitimization of the political and bureaucratic rents that hold
the modern state together might be the impetus behind the narrative of meritocracy in its current
form (see also Bowles and Gintis, 1976).

Meritocratic ideology supposes there is a set of individuals in society who are capable of possessing
superior knowledge and character, and who can be identified based on education and examinations.
This happens to gel with standard economics with its focus on closed systems in which all unknowns
are known unknowns. For example, it is usually assumed that individuals know their own strategy set,
the strategy set of all other individuals, and the mapping from strategy profiles to their own payoffs. In
addition, the probability distribution over states and player types is common knowledge. Innovation,
however, takes place in a radically different environment of ignorance and Knightian uncertainty
(Knight, 1921). It is difficult to identify who will make the largest contributions beforehand and
knowledge is only partially generated through rational, deliberative procedures. More often, it is
discovered through experimentation and social learning. This idea is most famously expressed
by Hayek:

If we possess all the relevant information, if we can start out from a given system of preferences
and if we command complete knowledge of available means, the problem which remains is
purely one of logic. [...] This, however, is emphatically not the economic problem which society
faces. And the economic calculus which we have developed to solve this logical problem, though
an important step toward the solution of the economic problem of society, does not yet provide
an answer to it. The reason for this is that the ‘data’ from which the economic calculus starts are
never for the whole society ‘given’ to a single mind which could work out the implications, and
can never be so given. Hayek (1945: 519-520, emphasis in original)

An alternative approach which accounts for the incomplete, fragmented, and distributed nature
of knowledge is the evolutionary approach, which is consonant with early classical economics. It
was more fully developed by the Austrian school, beginning with the evolutionary theory of fiat
money by Menger (1892), followed by the work of Mises (1996/1949), Hayek (1960, 1988),
Kirzner (2015), and others. The evolutionary approach has been formalized and extended further
by modern evolutionary economics (Nelson and Winter, 1982; Simon, 1997) and evolutionary
game theory (Sandholm, 2010; Young, 1998). These fields do not assume individual agents under-
stand the system in which they interact, nor can they guide it in any meaningful way. Rather:
‘Agents adapt - they are not devoid of rationality — but they are not hyper-rational. They look
around them, they gather information, and they act fairly sensibly on the basis of their information
most of the time’ (Young, 1998: 5). The evolutionary process this generates is a form of distributed
computation. Thus, rationality and knowledge are not properties of the individual, but can be
thought of as emerging at the population level.

With regard to innovation, the appropriate starting point is cultural evolutionary theory (e.g.
Boyd and Richerson, 1985; McElreath and Boyd, 2008). Hayek anticipates modern cultural evolu-
tionary theory by identifying the key to progress as ‘selection by imitation of successful institutions
and habits’, from which emerges ‘ideas and skills - in short, the whole cultural inheritance which is
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passed on by learning and imitation’ (Hayek, 1960: 591). This is the current conception of culture
as cumulative intergenerational learning, and the distinguishing characteristic of humans (Henrich,
2017). Knowledge circulates through the population through imitation and other forms of social
learning, combined with the codification, storage, and intergenerational transmission of new
ideas and skills. But, this would count for little without new knowledge being injected into the sys-
tem through trial-and-error learning and random experimentation (Giuliano and Nunn, forthcom-
ing; Rogers, 1988). This notion is extended to networked technologies by evolutionary game theory,
in which idiosyncratic choice and experimentation is critical to the social adoption of new tech-
nologies (Kreindler and Young, 2014; Young, 2011). As Hayek points out repeatedly, individual
learning and experimentation has often occurred not out of commercial interest, but plain curiosity
(Hayek, 1960: 392). Hence for cultural evolution to proceed there must be incentives for risk taking
and experimentation, as well as a tolerance of eccentricity (Harper, 2018; Witt, 2008). This
approach to innovation is developed into a theory of entrepreneurial discovery and market dynam-
ics by Israel Kirzner (2015).

The experimental society suggests some modifications to current meritocratic institutions. Under
the current system, college education is the predominant screening device for entry into the elite
and the university system is at the center of the organization of innovation. For some time in the
United States, professional positions have required a 4-year college degree. Doctoral programs require
candidates to have performed well in an undergraduate program, and increasingly in a prior
Masters-level program. Even in Silicon Valley, investors place some importance on the founders’ edu-
cational background when deciding whether to fund a startup. The most peculiar convention is for
professional sporting teams in the United States to recruit almost exclusively from college teams, so
that aspiring professional athletes must go through the university system. There are of course good
reasons for the prominent role played by universities. Modern economic growth has been driven by
the interplay between science and technology, beginning with the scientific and industrial revolutions
(Mokyr, 2002; Moykr, 1990). In addition, the universities perform a useful role in screening indivi-
duals at scale and directing opportunities toward those who have the talent and temperament to
make the most of them. However, to make it through the university system and qualify for such oppor-
tunities today requires over 16 years of education, of sitting patiently and learning how to pass exam-
inations. This strongly selects for individuals with non-cognitive traits such as patience and
self-control, and may screen out highly talented and creative individuals without these traits. In the
current meritocracy, the individuals who are screened out are more or less invisible. Only those
who have distinguished themselves in the education system are qualified for elite positions. In the
experimental society, however, where knowledge is distributed and originality key, the demotivation
and loss of such individuals through the education process would be recognized. New channels for
gaining access to capital and positions of influence would be opened up. This is the difference between
a bureaucratic and commercial meritocracy.

To get to the experimental society requires a change in perspective and norms. In fact, we are already
seeing changes along these lines. France recently closed the Ecole Nationale d’Administration which
has educated the country’s political and bureaucratic elite since 1945. Technology companies such
as Tesla, Google, and Apple no longer require employees to have a 4-year college degree and are
hiring based on performance in coding platforms and competitions. In addition, NBA teams
increasingly recruit basketball players directly from high school. Indeed, developments in commu-
nications technology and artificial intelligence are pushing society in the direction of the experi-
mental society. Through big data and machine learning, artificial intelligence has already
surpassed humans in many routine cognitive tasks (more so than in some manual tasks), for
which higher education used to prepare individuals. Although it is difficult to predict which
areas will be immune from competition with machines even in the short term, as the advantage
of artificial intelligence expands, educational institutions will have to focus on preparing students
for new non-routine and creative tasks (Acemoglu and Restrepo, 2019). In addition, the internet
makes possible free communication among large numbers of geographically dislocated individuals,
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as well as the transmission of up-to-date knowledge at low cost to people who lack access to elite
education. Although such technological developments were and are feared as enablers of authori-
tarian regimes (Guriev and Treisman, 2019; Hayek, 1960), they might also produce less gated, less
bureaucratic, more creative and experimental forms of organization.

Such an experimental society would be less prone to the problems of the archetypal meritocracy.
First and foremost, economic success would be based more on luck, risk-taking, and curiosity than
traits such as patience and self-control which are associated with healthy social decisions. This
would weaken the connection between economic and social outcomes. The experimental society is
also less likely to ossify into a static class-based society, because it exposes individuals to fluctuations
in the economic and technological environment and the inherent randomness of success based on
experimentation. Second, the emphasis on experimentation in the face of radical uncertainty and
knowledge emerging at the population level would remove some of the stigma faced by the less edu-
cated. They would no longer be in the shadow of an elite with superior and esoteric knowledge. Rather,
it would be recognized that everyone has the capacity to produce new ideas and refine ways of doing
things. Third, it could be that socioeconomic disadvantages are less relevant to innovation through
experimentation than to formal education, which requires extensive knowledge of social codes.
Fourth, the experimental society would be less gated, so the definition and assessment of merit are
less of a concern. Of course, there is no way to solve all of these problems and the differences are a
matter of degree. Increasing specialization and technological sophistication means that at least some
education is required for innovation in a modern society. Many fields in the hard sciences will con-
tinue to require years of university education to master. The days of self-taught geniuses and poly-
maths working by themselves may be behind us. Also, innovation often depends on mastering and
recombining existing knowledge, which may select for similar non-cognitive skills as patience and self-
control. Thus, it may not be possible to completely neutralize the SSE mechanism, but it may be pos-
sible to weaken it by moving toward a more experimental society.

4. Conclusion

The United States today is sharply divided on the basis of college education, with the college educated
experiencing significantly better economic and social outcomes. I propose that this polarization is due,
in part, to the current system of meritocracy, based on education and examinations. In particular, mer-
itocratic competition sorts individuals according to traits such as patience, self-control, conscientious-
ness, and rule-following, socially separates them into classes, and thus regulates social externalities.
This SSE mechanism not only polarizes, but can also worsen aggregate social outcomes over all classes.
The connection between bad economic and social outcomes can further reduce political empathy for
those who lose out in meritocratic competition. In addition, the meritocratic system tends to be self-
undermining, with economic mobility dissipating over time due to sorting and intergenerational
transmission of traits. Thus, changes to the meritocratic system are required to avoid both populist
movements and regressive moves toward a caste-based society. Based on Austrian economics and cul-
tural evolutionary theory, I have proposed an alternative conception of society — the experimental
society — which is less susceptible to these problems.
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Appendix

Proof of Proposition 1. By observation of equations (6) and (9), S and 3, are continuous in (sz, sy). In addition, the systems
(10) and (11) define a mapping from the compact subspace S = {(s;, sy ) : 0 < sy, sp < b/} to itself. Hence, by Brouwer’s
fixed point theorem, there exists at least one equilibrium. []

Proof of Proposition 2. The proposition follows from the inspection of equations (10)-(12), and in particular comparing
the limits of integration. []
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Proof of Proposition 3. Note that

5(1) = [muF(By) + m F(By)Isu + [mu(1 — F(By)) + m(1 — F(B))]st

1 Bu By
=b mHjldF-i-ij dF—I—mHj F+mLI dF
ﬁuﬁ B B 7B
r 1 1
=b mﬂjl dF—}—ijl dF
B BB

m \

i -

Hence 5(1)7 = §°. Moreover, 5(o) > 5(1)7 if and only if o > 1 by Jensen’s inequality. This establishes the proposition. []

Proof of Proposition 4. In period ¢ = 0, play takes place as in the one-shot game with investment cutoffs 8% and 8? given
by equations (6) and (9). In period 1 then, each class is sorted and the distributions of § have the following properties:
FL(BY) =1 and F4(B%) = 0. Consider a putative equilibrium in which B} = 8% and B; = B). Then s} =s}, and
si =57, so the cutoffs are the same as in period 0, as supposed. Hence this is an equilibrium. In this equilibrium,
Ul =1— F{BY) =0 and D' = F4(BY,) = 0. Iterating this argument yields the proposition. []
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