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I argue that human agency and ideas, incorporated in the notion of mental models (good or 
bad, false, or correct) play an important role in both maintaining and changing institutions 
as we know them. Institutional stability and change can’t be simply understood in terms of 
so-called objective factors such as prices and income and exogenous institutional parameters, 
inclusive of transaction costs. Ideas play an independent role in these processes, mediated 
by power relationships, and need to be modelled as such. The same would the case with 
decision-making, more generally speaking.

Institutions not only impact on the behavior of individuals, but institutions are 
affected by the behavior of individuals and the mental models or practical theories (explicit 
or implicit theories) that drive human action. Building on the work of Max Weber ([1930] 
1958), John R. Commons (1911), John Maynard Keynes ([1936] 2007), Lane (1958), Deirdre 
N. McCloskey (2006), Douglass North (1994), and Herbert A. Simon (1978 and 1987) (see 
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also Robert Shiller 2019), I argue that it is important to better incorporate mental models 
and competing mental models into a modelling of institutional change (see, also, Lakoff 
and Johnson 2003 and McCloskey [1985] 1998). Of fundamental importance, this needs to 
be coupled with integrating the role of power relationships (such as differential bargaining 
power) to generate better explanations for institutional change and related to this, economic 
development (Altman 2005; Commons 1911 and 1923; Kapp 1968; Rothschild 2002; 
Stanfield 1999). Power is a critical omitted variable in much of the contemporary discussion, 
but it is critical to the “old” institutional economics as well as to the behavioral economics 
modelling narrative articulated by Simon (1978 and 1987).

Power relationships affect not only the development of mental models, which ones 
are developed and articulated, they also influence which ones receive public approbation 
or disapprobation, and which are used to drive or justify institutional design and public 
policy. The same would be the case with respect individual choice decisions. Of critical 
importance to the development and evolution of analytically salient mental models is the 
extent of open competition and informed discourse of such models as well as social norms 
and path dependency. 

I argue that given the particular bundle of power relationships and mental models one 
can predict an array of institutional designs consistent with an array of levels of economic 
development and wellbeing, ranging from highly efficient and dynamic to inefficient and 
laggard. In contrast with traditional economics, no unique set of institutions are inevitable 
and efficient regimes need not and often do not drive out the inefficient ones. And, in contrast 
with transaction cost institutional modelling (pioneered by North 1994; see, also, Commons 
1931), transaction costs’ role is outranking here by the importance of bargaining power, 
model availability, model literacy as well as norms and path dependencies. All outcomes 
are consistent with boundedly rationality (Simon 1978 and 1987), where decision making 
is affected by the decision making capabilities of decision makers and their decision making 
environment. Mental models are a component of an individual’s decision-making capability 
set, wherein decisions are also affected by the often competing and conflicting preferences 
amongst decision-makers, their preferred mental model, and the power relationship between 
decision-makers. 

I also argue that mental models are key to understanding generic choice behavior, albeit 
in the context of prices and income as well as in the context of institutional, sociological, and 
psychological variables. Moreover, mental models are critical in determining the analytical 
toolbox used by experts to engage in critical analysis and policy recommendation. 

Mental Models: Two Narratives

Choice behavior is affected by the mental models one chooses either explicitly or implicitly 
and the related multi-faceted costs and benefits of choosing one model over another. The 
mental models that one adopts might be true of false. But a critical determinant of model 
choice is whether or not one perceives that a model is true and the relative costs and benefits 
(these can be both economic and non-economic in nature) of choosing a true over a false 
model. Another key factor in model choice, given one perceives a model to be true, is the 
power to choose a particular model and operationalize it. Overall, introducing mental 
models into the analytical toolbox enriches the choice narrative.

A useful starting point for this discourse is quotes from Keynes and from Denzau 
and North, pioneers in the integration of mental models into the theoretical discourse in 
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economics. For Keynes, of fundamental importance is that mental models used in policy 
decision-making are largely embedded unwittingly in the mind of the decision-maker. In 
contemporary terminology, this represents a form of status quo bias (use what you’re familiar 
with), perhaps herding as well (follow the leaders who you trust),1 and peer pressure (avoiding 
the “disutility” or discomfort of breaking with peer groups).2 Basically, many decision-makers 
tend to adopt mental models that they believe to be correct because these models dominate 
the market of ideas (this is a form of herding). But these models need not be correct. They 
might be quite incorrect, from a scientific perspective. But these mental models can still 
dominate at any given point in time. And these relatively inefficient, sub-optimal, and 
inaccurate mental models need not be driven out by the more accurate models. 

For Keynes, this is particularly the case, when decision-makers are not aware of or 
understand alternative more scientifically robust mental models. And, these decision-makers, 
given their highly imperfect (or noisy) information environment, can be nudged by “experts” 
into supporting and highly regarding the prevailing seriously sub-optimal mental models.3

The mental models adopted by policy makers affect institutional change, such as macro 
policy during recessionary times. This thinking assumes that decision-makers have the power 
to choose once they perceive that a particular model is correct. 

As Keynes wrote in The General Theory ([1936] 2007, 383–384): 

the ideas of economists and political philosophers, both when they are 
right and when they are wrong, are more powerful than is commonly 
understood. Indeed the world is ruled by little else. Practical men, who 
believe themselves to be quite exempt from intellectual influences, are 
usually the slave of some defunct economist. Madmen in authority, who 
hear voices in the air, are distilling their frenzy from some academic 
scribbler of a few years back. I am sure that the power of vested interests 
is vastly exaggerated compared with the gradual encroachment of ideas ... 
sooner or later, it is ideas, not vested interests, which are dangerous for 
good or evil.

Denzau and North make the critical point that introducing mental models into 
the theoretical narrative forces us to interrogate the black box of decision-making which 
is embedded in the black box of neoclassical rationality.  It raises the question 
of how decisions are made and does not presume that the decision-making process and 
outcomes are generated in a machine-like fashion in the neoclassical black box of rationality. 
They (Denzau and North 1994, 5; for a more recent rendering of their perspective, see Roy 
and Denzau 2020 and Shughart, Thomas, and Thomas 2020) argue:

The mental models that the mind creates and the institutions that 
individuals create are both essential to the way human beings structure 
their environment in their interactions with it. An understanding of how 
such models evolve and the relationship between them is the single most 

1 Herding is a decision-making heuristic or shortcut given costly and asymmetric information. Individuals 
follow the leader in the hope that the leader (especially if this person has a strong reputation) knows the true mental 
model.

2 Culture can contribute to status quo bias in the sense that certain mental models, such as macroeconomic 
policy, can be culturally embedded. Hence culture can serve to maintain particular worldviews and, therefore, 
policy regimes, and the extent of institutional change (Altman 2001; see also Klimina 2016).

3 Intelligent people can be convinced that what is false is true, especially given status quo bias, when 
information is costly and asymmetric (see also Akerlof (1970); Shiller and Akerlof (2015); Altman, H. (2020)).
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important step that research in the social sciences can make to replace the 
black box of the ‘rationality’ assumption used in economics and rational 
choice models. 

North also argues that standard economic models work, have predictive power at least, 
when transaction costs are zero. And these conventional models assume that economic agents 
only choose mental models that yield economically efficient results. With zero transaction 
costs, North argues, individuals make economically efficient decisions, irrespective of 
institutions—institutions do not matter in this context. But the real world is one where 
transaction costs do exist, hence institutions affect which mental models are chosen. And 
these mental models need not result in economically efficient outcomes, often yielding 
socially sub-optimal result, according to North and the New Institutional Economics, more 
generally. 

But North assumes that more competition would force sub-optimal social choices into 
a socially optimal space (a shift in mental models) as the sub-optimal social choices yield 
uncompetitive economic outcomes that require protection of one sort or another to be 
sustainable. This goes well beyond a discussion of the relationship between mental models 
and institutional change. North (1993, 3) argues: 

The neoclassical result of efficient markets only obtains when it is costless 
to transact. When it is costly to transact, institutions matter. And because 
a large part of our national income is devoted to transacting, institutions 
and specifically property rights are crucial determinants of the efficiency of 
markets . . . How does this approach modify or extend neo-classical theory? 
In addition to modifying the rationality postulate, it adds institutions 
as a critical constraint and analyses the role of transaction costs as the 
connection between institutions and costs of production. It extends 
economic theory by incorporating ideas and ideologies into the analysis, 
modeling the political process as a critical factor in the performance of 
economies, as the source of the diverse performance of economies, and as 
the explanation for “inefficient” markets.

North (1993, 3) also writes: 

Institutions are not necessarily or even usually created to be socially 
efficient; rather they, or at least the formal rules, are created to serve the 
interests of those with the bargaining power to create new rules. In a zero 
transaction cost world, bargaining strength does not affect the efficiency 
of outcomes; but in a world of positive transaction costs it does—and it 
thus shapes the direction of long run economic change . . . Institutional 
path dependence exists because of the network externalities, economies of 
scope, and complementarities that exist with a given institutional matrix. 
In everyday language the individuals and organizations with bargaining 
power as a result of the institutional framework have a crucial stake in 
perpetuating the system. 

To reiterate, a critical assumption made by North and very much embedded in the New 
Institutional Economics is that bargaining power differentials yield inefficiency only when 
transaction costs are positive. With zero transaction costs, bargaining power differentials 
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would have no efficiency effect whatsoever. Power is not an important determinant of 
decision-making when transaction costs are zero.

In the case of positive transaction costs, what becomes of critical importance, I argue, is 
the mental model adopted by the decision-makers and the objective functions or preferences 
that characterize the decision-makers. The dominant mental model could be a product 
of bargaining power and differential preferences across decision makers. However, even 
with zero transaction costs (a completely unrealistic assumption), I argue that bargaining 
power differentials can yield socially inefficient outcomes, even whilst these outcomes could 
be utility or welfare maximizing from the decision-maker’s perspective. It is not positive 
transaction costs that are ultimately responsible for socially inefficient outcomes. They are 
neither a necessary nor sufficient condition for socially inefficient outcomes to prevail. Zero 
transaction costs would not preclude agents from making decisions that have negative social 
consequences if they are utility maximizing from the agent’s perspective. I further argue 
that competitive markets need not force socially optimal choices upon decision-makers. In 
other words, policy focusing on making markets more competitive need not incentivize the 
adoption of mental models consistent with a more efficient economy, and one that is both 
more efficient and fairer (one representation of which is a higher wage-higher productivity 
economy). This argument builds upon general x-efficiency theory, with its origins in the work 
of Harvey Leibenstein (1966). 

The Role of Mental Models in Choice Determination: True and False Models

Mental models are important because they play an independent role in determining the 
choices we make. They process the information that we receive, acting as an intermediary 
in the decision-making process, generating outputs, which are the decisions that we make. 
This process need not be a deliberative one. It might be part of a heuristic process (fast and 
frugal, fast thinking, intuitive) with the mental model being deeply embedded in our mind, 
based on past experiences (Gigerenzer 2007; see also Kahneman 2011). When one has a 
question or issue that requires a decision and we have information related to that decision, 
the question or issue is processed through a mental model, yielding a decision. If we all 
have the same mental models, which we all understand in the same way, then we can easily 
predict the decisions that we would make given specific inputs. And these decisions would 
be identical across all individuals because we would all have the same mental models that we 
all understand in the same fashion. In this case we assume that all agents (decision-makers) 
have:

• The same mental model (which may or may not be the true mental model)
• The same capabilities to understand the mental model (what I refer to as model 

literacy).
• The same understanding of given mental models.
• The same preferences with regards to outcomes.
This argument could be taken even further. Assume that the common mental model 

that we share about the economy, for example, is oriented towards achieving economic 
efficiency. In this case, we would all orient our behavior towards economic efficiency—
given that we hold the same preferences with regards to efficiency. In a similar sense, if our 
mental models only factored in relative prices and income in the context of general decision-
making, our decisions could easily be predicted by basic price theory even if individuals hold 
different preferences with regards to outcomes. However, in all cases simply using different 
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mental models yields different decision-making outcomes. Therefore, it is important that we 
recognize the importance of mental models in this context; that the use of different mental 
models invariably results in different decisions across individuals and, therefore, different 
economic outcomes across individuals.4

Using different mental models across decision-makers can be a product of a variety of 
variables. One key such variable is differences across individuals in understanding which 
mental model is the correct one given the issues that these individuals wish to address. 
Given a world of bounded rationality (imperfect, costly, and asymmetric information, and 
imperfect processing capabilities) an individual need not choose the mental that is most 
appropriate given her objectives. She might even choose a flawed mental model. This will 
result in choices that are inconsistent with the preferences of the decision makers. The 
mental model that is being used might be embedded in the subconscious, based on the past 
experience and the behavior of peers and respected leaders, for example. 

This is a key point made by Keynes in his discussion of macroeconomic policy 
determination in the pre-World War Two period. Keynes’ narrative is all about decision-
makers adopting false mental models, models that inadequately explained how an economy 
can dip into a deep recession or depression and how an economy can move out of a 
recessionary state. This impacts upon the type institutions that are developed to deal with 
macroeconomic challenges. Keynes does not discuss why false mental models are adopted, 
but he does infer that they are adopted because decision-makers are not aware of viable 
alternative models. Keynes assumed that if decision-makers were not imbued with false 
mental models about the economy they would have made better decisions that would be 
more aligned with their preferences, and which would have improved the welfare or wellbeing 
of the population which they served. But these better alternative mental models were not 
available, unknown, or known but not understood by the relevant decision-makers.

Providing improved information on alternative mental models (for Keynes, correct 
mental models) could shift choices towards these superior mental models yielding choices 
more consistent with the preferences of decision makers and improved welfare outcomes. 
But this information would require the ability to understand the differences across available 
mental models—what I refer to model literacy. From this perspective improved decision-
making requires knowledge and understanding of alternative mental models, where the 
latter includes the true mental models. Keynes’ focus was on the availability of true mental 
models, which he implicitly assumed would be adopted by decision-makers. 

From a causal perspective, I would argue that model availability is a necessary but 
not sufficient condition for decision-makers to adopt the true mental model. Another 
necessary condition should be model literacy—one has to understand the true model and a 
precondition for this is the skill set to understand the model. Alternatively, or simultaneously, 
there should be individuals available who can translate the mental model into a language 
understandable to the decision-maker. However, adopting the true mental model should also 
be “utility maximizing” to decision-makers relative to the inferior mental model, otherwise 
they would not be adopted. Keynes implicitly assumes utility maximization when adopting 

4 Our focus is on the mental models preferred and used by decision-makers. This is what drives decision-
making when individuals with such preferences have the power to actualize their preferred mental models. 
Individuals, however, might lie about their preferred mental models, especially when they don’t have the power to 
articulate their views or influence the preferences of others. This negatively affects mental model literacy and the 
extent to which preferences for particular models change which, in turn, can affect institutional change (Kuran 
1997).



1247Mental Models, Decision-Making, Bargaining Power, and Institutional Change

the true mental model. In Keynes’ narrative this would specifically refer to how to most 
effectively pull an economy out of a recessionary state. Also assumed is that the latter would 
be the preference of all pertinent decision-makers, which need not be the case.

Mental Models and Institutional Changes: Preferences and Power Relationships

North’s point of focus is related to the choice of mental models without any concern about 
whether or not they are true mental models. It appears that North, unlike Keynes, assumes 
that all chosen models are true models and model literacy prevails across decision-makers. 
What is critical to North is the choice of particular true mental models across “rational” 
decision-makers. This is related, for North, to the type of institutions (related to transaction 
costs) that parameterize decisions which, in turn, affect socio-economic development. Such 
rational choices could lead to socially irrational or sub-optimal economic or even socio-
economic outcomes. What is implicitly assumed in the North narrative is that individual 
maximizing choices, given the best (true) available mental models, could very well yield sub-
optimal social outcomes. Mental models remain important here, but it is the preferences of 
decision-makers, that dominate, given that one is controlling for the quality of the mental 
models. This is in contrast to the Keynes narrative which assumes pro-social preferences 
consistent with the utility maximizing preferences of the decision-makers—they are one 
and the same. Once information become more perfect and model literacy prevails socially 
optimal choices would be made.

North focuses on mental models that relate to maximizing the income or wealth and 
utility or wellbeing of a particular decision-makers in a most efficient manner, which often 
takes the form of rent seeking behavior. There is no attention paid here by the decision-
makers on increasing the size of the economic pie to increase their wellbeing or increasing 
the wellbeing or utility of other members of society. The application of individualized wealth 
maximizing mental models can have negative consequences for society at large, in North’s 
narrative.

In this scenario, mental models are chosen based on the preferences of selected 
individuals. There might be alternative true models in a universe of true models, but these 
other mental models would not be consistent with the preferences of these decision-makers. 
The focus of North is on the transaction costs involved in choices and the importance of 
other costs resulting from protected (non-competitive) economies as the key determinants of 
decision-making. These costs impede or even preclude changes in mental models. 

I argue that power relationships, with different true and preferred mental models 
across decision-makers, are actually the key determinants of mental model choice. Those 
with relatively more power can impose their preferences on others, giving dominance to their 
preferred mental models, controlling for transaction costs. But why would anyone choose 
to be a rent-seeker if other options are available to be or remain wealthy? This point is not 
addressed in either the North or Keynes narrative. 

How one can approach this issue is clarified in the following simple modelling scenario 
(see also Lane 1958). There are two true mental models with regards to wealth creation 
and income maximization. One focuses on rent seeking behavior and the other on wealth 
creation and relatedly to entrepreneurship. The latter model is socially efficient and welfare 
maximizing whereas the former is not. 

Assume that there are two groups of decision-makers: (1) Rent-seekers (RS) and (2) 
Wealth-creators (WC). Assume both groups understand that they can earn the same level 
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of income under both regimes. They both understand that the RS regime does not grow 
the economic pie whereas WC does or alternatively that the WC regime generates a “much” 
greater rate of growth. Alternatively, one can assume that the RS regime generates more 
income to the RS group than could be generated (with certainty) if they flipped into becoming 
WC. Both groups are interested in maximizing the “present value” of their income. The two 
groups can be treated as owners of enterprise or “masters” as Adam Smith would refer to 
them. So, they would be concerned over the economic viability of their enterprises. Rent 
seekers can be considered as RS entrepreneurs who monopolize power to transfer income 
from other enterprises to maximize their income. The rent seekers enterprise comprises of 
rent seeking activity.

Assuming that all mental models here are true and known to be true by all decision-
makers, why would the RS model dominate? Under the assumption that both approaches 
yield the same income, and all economic entities are equally cost competitive, the RS model 
can be expected to dominate if it is the current dominant model given that fixed costs are 
involved in model switching. This is a critical point made by North—the costs involved in 
changing one’s mental model can prevent or impede change to a socially superior model. 
However, one point not addressed by North is that RS might prefer the RS regime. This 
could be the case even if transactions costs are low or zero. Preferences can determine which 
regime to adhere to if, in this case, the RS have the power to realize their preferences. Power 
would play a determining role here.

But if the pool of rent seeking opportunities is restricted, outsiders would not have 
significant opportunities for entry and there would be a queue for rent-seeking opportunities. 
This unsatisfied demand could incentivize the outsiders to demand WC opportunities. 
This could result in overturning the dominance of the RS regime, especially in a relatively 
democratic governance structure. Absent such a governing structure, the RS regime could 
persist over time. If the RS regime generated greater returns than the WC regime to individual 
rent-seekers, the above argument still holds, but with a greater incentive for the persistence of 
the RS regime, especially in a non-democratic governance structure. Power relationships are 
critically important here. Democratic governance structures provide more opportunities for 
power relationships to change, especially when the outsiders dominate in numbers and are 
now provided with voice (Hirschman 1970). Democratic governance also reduces the costs 
(psychological and material) of regime change. 

An important related point here could be exemplified by peasant/farmers who are 
aware of market related modes of wealth creation (private property rights guaranteed and 
control over a significant portion of marginal increases to income). The true mental model 
is known but these cannot be actualized under a communist-type of political regime (as in 
China in the 1950s and 1960s and in the USSR). Preferences for a market oriented WC 
regime, which would benefit farmers and society alike, would not be actualized when the 
farmers do not have the power to realize their preferences. Farmers/peasants prefer the WC 
model, but a governance structure related to power relationships determines which mental 
model dominates. 

Absent democratic governance, regime change is unlikely unless where there is a 
“revolutionary” change overturning the dominant RS regime, which is quite costly from a 
variety of dimensions, inclusive of human lives. Once again, relative power relationships are 
critical. But so are the mental models applied by decision-makers. If both the WC and RS 
seeking regimes are expected to generate the same level of income (mental model), the WC 
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regime can be acceptable to the regime changers (from an economic point of view, decision-
makers should be indifferent between the two). In this case, the choice of economic regime 
would be a function of the preferences of the decision-makers. To the extent that the WC 
regime is tied to democratic governance, preferences can be affected by the decision-makers 
preference for democratic versus undemocratic governance. 

If the RS regime is believed to generate less income than the WC regime than this 
raises the possibility that decision-makers would flip into a preference for a WC regime. 
This critically depends on current RS decision-makers mental models. Knowing that the 
wealth creation model is superior in generating more income can flip decision-makers into 
shifting their preferences towards the WC model. This is Keynes’ point with regards to 
mental models and policy. Mental models can play a key role in regime change if knowledge 
of alternative mental models is known and understood. This is most likely in a society with 
democratic governance. 

A General Theory of Mental Model Choice

Building on Keynes and North, the choice of mental models depends on the knowledge of 
mental models, the preferences of decision makers, and the costs and benefits (net benefits) 
of changing mental models. This relates to the notion of bounded rationality which is a 
function of imperfect and asymmetric information and the imperfect processing capabilities 
of decision makers with regards to the information at hand. To this, one should add the 
concept of mental model literacy. If a particular mental model is not understood, it may not 
be adopted even though it is “utility maximizing” to do so. Model illiteracy could also result 
in retaining a mental model that is not “utility maximizing”—one that would not be chosen 
if one had a better understanding of the mental model in hand.

A useful assumption made by Keynes and North, adopted here, is that decision-makers 
are boundedly rational and, therefore, smart given the constraints that they face. Rational 
individuals will adhere to models which they believe to be correct given their preferences as 
decision-makers. So, decision-makers are assumed to be attempting to do the best they can to 
maximize or satisfice their wellbeing relative to their preferences. But I argue that this choice 
could be a product their lack knowledge of better mental models or of not understanding 
the available model—“model illiteracy.” Increased “model literacy,” for example, can shift 
preferences to different models which would be the decision-makers’ objectively preferred 
mental models. 

But power relationships are also critically important to the choice of mental models—
not of key importance in the Keynes and North narratives. The power to adopt alternative 
mental models must exist for model change to occur more readily. If one does not have 
the power to adopt different mental models with regards to making choices, model change 
can’t take place, even if one believes in alternative models. Therefore, incorporating power 
relationships (differential bargaining power) in a model of mental model choice can help 
generate better explanations for model choice and relatedly for institutional change. An agent, 
with weak bargaining power, might have full knowledge of her ideal “utility maximizing” 
mental model, but he or she might not have the power to adopt this model—the right to 
work, the right to form unions, the right to a return on investment (private property rights), 
gender equity, for example. Those in power (with relatively more bargaining power), however, 
might have a preference for other models which maximize their own utility or wellbeing, even 
whilst they reduce the utility of others. Hence, these are the models that will be adopted. 
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Knowledge of true mental models and model literacy are not sufficient to the realization of 
model preferences. The power to do so is an additional and core necessary condition. 

Power relationships also affect the development of mental models and which of these are 
articulated and propagated. Moreover, they influence which ones receive public approbation 
or disapprobation, and which ones are used to drive or justify institutional design and 
change public policy. The extent to which current models are articulated or new models are 
developed is a function of the form of governance within a country or organization. This 
affects the extent to which agents have voice in the domain of mental model determination 
and development. 

Even within democratic forms of governance there can be different levels of voice. And 
organizations within democracies need not be democratic, they can indeed be autocratic. 
One can have democracy at the macro levels and limited or no democracy at the micro level, 
which can be expected to generate differential impacts on mental model development and 
choice at the macro and micro level. You might have a right to choose a party that represents 
your views on the economy at the macro level whereas you might risk being fired or subject to 
severe reprimand if you articulate your perspective on which mental model to operationalize 
in your place of employment (micro level).

At a macro-level, in terms of public policy, those in power choose which mental model 
will be used to determine policy. This is related to the preferences of those in power and 
their knowledge of current and “best practice” mental models (and relatedly the extent of 
their model literacy). Model choice can, therefore, be affected by who have the power to 
make decisions and the extent to which these decisions can be influenced by others, given 
the preferences of the decision makers. This is affected by the voice afforded to agents other 
than the decision makers (such bureaucrat-advisers and analysts) and hence by the type of 
governance at the macro level.

Of critical importance to the development and evolution of analytically salient 
mental models, which affects model choice, is the open competition and discourse of such 
models as well as by institutional design. Hence, the importance of an environment that 
encourages open discussion and the competition of ideas: a free market of ideas. Also of 
critical importance is social norms and path dependency. Social norms affect which mental 
models should be approved, developed, and debated. Deviating from prevailing social norms 
typically incurs material and psychological costs, like those incurred by engaging in “deviant” 
behavior. This helps generate path dependencies in the realm of ideas. This is also related 
to the so-called status quo bias, where individuals’ default choice is what they are most 
familiar with, especially given the uncertainty of the implications of changing one’s mental 
model. Relatedly, path dependency here refers to the persistence of prevailing mental models 
irrespective of how well they work to understand relevant issues and problems. This speaks 
to North’s focus on transaction costs as a determinant of changes to mental models and 
relatedly to institutional change. Here, institutional parameters (transaction costs) affect the 
profitability of exploiting different mental models. This relates to North’s argument that the 
mental models employed can be a function of relative prices and other strictly economic 
variables.

Significant also is the relative positioning in terms of wealth and/or power that a 
particular mental model is expected to generate. Overall, one can expect that individuals will 
attempt to adopt mental models which will generate a higher rate of turn in terms of profit 
and utility or wellbeing. One needs to incorporate possible trade-offs that decision-makers 
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might make with regards to profit and non-material arguments such status, where such trade-
offs are consistent with “rational” utility maximization (Duesenberry 1949; Frank 2005; 
Veblen 1899). A profitable model might be rejected if it inconsistent with increasing or at 
least maintaining an agent’s relative positioning and status. For example, a mental model 
that recommends increasing real wages as being economically sustainable might be rejected if 
this reduces the relative status of employers or managers, given a preference for maintaining 
their status or relative positioning. A necessary condition for model choice, however, even 
given the above determinants, is the relative power of decision-makers and those can who 
potentially influence pertinent decision-makers.

Given the above, model choice is determined by: 
• the available set of mental models, 
• model literacy, 
• the preferences of decision-makers, 
• the relative power of decision-makers, given by the governance structure of society 

at the macro level and within organizations, at the micro level,
• the relative costs and benefits of choosing a particular mental model (incorporates 

North’s transaction costs narrative),
• the utility or wellbeing derived by decision-makers from their relative socio-

economic standing in society and/or their organization,
• and the extent to which decision-makers have moral sentiments for other individuals 

in their society—the extent to which one is both empathetic (understanding) and 
sympathetic (caring) for the reality of other individuals.

This being said and assumed, I argue that given the particular bundle of power 
relationships and mental models, one can predict an array of institutional designs 
consistent with an array of levels of economic development and wellbeing, ranging from 
highly efficiently dynamic to inefficient and laggard. In contrast to the North rendering of 
model choice, transaction costs need not be the determining factor. Power relationships, model 
availability, and model literacy may dominate the decision-making process. Moreover, reducing 
transaction costs or increasing competitive pressures need not shift model choice to a more 
socially optimal choice set as it would in the New Institutional Economics. The importance 
of power to decision-making is fundamental to the narrative presented in this article and to 
the foundational institutional economics pioneered by Commons (1911; 1923; 1931) and 
underlined by Simon (1987).

In contrast with traditional economics, no unique set of institutions (determined 
by mental model choice) are inevitable and inefficient regimes need not and often do not 
drive out the efficient ones. One can have a multiple equilibrium with regards sustainable 
mental models and the institutions they help given rise to, foster, and develop. Preferred 
mental models can be persistently consistent with and contribute to economically inefficient 
outcomes. If these models are preferred and fully understood by decision-makers, these 
mental models represent a “utility maximizing” equilibrium for decision-makers, even if they 
might be socially sub-optimal. And, in contrast with transaction cost institutional modelling, 
transaction costs’ role (North) is outranked in importance by bargaining power (related to 
Commons) as a causal variable.

Aspects of this modelling perspective are illustrated in figures 1 and 2 below. In figure 
1, one notes the importance of choosing, unwittingly, false mental models and this yielding 
sub-optimal choices. This should have a negative impact on economic outcomes. Ultimately, 
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the choice of mental models impacts on policy and institutional change and thereby on 
economic outcomes. The impact on the economy is contingent upon the mental models 
adopted by decision-makers. Ultimately, mental models are at the apex the decision-making 
pyramid.

Figure 1. Effects of Mental Models

Figure 2. Choice of Mental Models with Bounded Rationality

More specifically, in figure 2, of vital importance to the decision-making process of 
power relationships is underlined. Power is what actualizes individuals’ preferences, which 
serve to increase their perceived utility or wellbeing. These preferences are affected by the 
voice of others which, in turn, is impacted by the extent to which democratic governance 
exits. Given power relationships and preferences, mental model choice comes into play. 
Here, one has the significance of which mental models are available and the decision-makers 
awareness of the available mental models. Given this, model literacy becomes critical. Even 
if one is aware of all true models, mental model choice will be sub-optimal if decision-makers 
have a poor understanding of the available models. Part of the decision-making process 
relates to the costs and benefits of model choice; this being related to the transaction costs 
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involved. Estimates of net benefits are a function of the considered mental models and 
one’s understanding of these models. But a prior to adopting any mental model and related 
governance regimes are the preferences of decision makers and their power to adopt and 
implement their preferred mental models.

Model Choice and Multiple Equilibrium

My narrative of multiple equilibrium in institutional choice is based, in part, on research 
in x-efficiency theory (first developed by Leibenstein 1966) and builds upon general theory 
of x-efficiency and a x-efficiency related theory of multiple equilibrium (Altman 2005 and 
2017). X-inefficiency exists when output is less than it can be given current traditional 
inputs. Unlike in the conventional economics modelling the quantity and quality of effort 
input are variables in the production function. One has effort discretion. Effort variability 
is moreover related to the work environment and can also be related to the social conditions 
that impact upon on how hard and smart agents work. Improving these conditions would 
increase output (productivity), ceteris paribus, and reduce the level of x-inefficiency. Also, in 
a general x-efficiency framework, technological change can be affected by those same factors 
that affect the level of x-inefficiency in the firm, such as improving working conditions. 
Hence, technological change is partially endogenized (Altman 2009).

All agents can be assumed to be smart (and in this sense rational—boundedly rational) 
and they can be further assumed to be satisficing (doing the best they can, given their 
capabilities and their overall decision-making environment). In this scenario, if the preferred 
utility maximizing (satisficing) mental model of decision-makers is a low wage one, this need 
not lower unit costs (which this general x-efficiency model would predict), which would have 
made the firm more competitive. If this were the case, low wage firms would drive out of 
the system other preferred economic regimes and associated mental models. Likewise, if 
the preferred utility maximizing (satisficing) mental model is a high wage one this need not 
yield higher unit costs, which would make the firm less competitive. This is the case, since 
the higher wage firms can compensate for their higher costs through increasing productivity. 
Increasing productivity can neutralize the positive impact that higher wages would otherwise 
have on unit costs. In this x-efficiency inspired modelling framework, the traditional 
economic model’s prediction that improving employment conditions will increase unit costs 
and that reducing wages or worsening working conditions, would reduce unit costs, making 
firms more competitive, need not hold. In this multiple equilibrium environment, what 
determines which regime is chosen by decision makers critically depends on their preferences 
(low wage versus high wage), their awareness and knowledge of current mental models (the 
implications of lowering or increasing wages on unit costs), and the power to action their 
preferences, given their awareness and knowledge of current mental models.

To elaborate, in a simple model where labor is the only input in the production process, 
unit cost is given by:

( )
AC w

L
Q= ,

where AC is average cost, w is the wage rate, Q is output, and L is labor input in terms 
of time. Any increase in w in the traditional economic model yields increases to average 
costs and any decrease in w results in reductions in average cost. This assumes that (Q/L), 
labor productivity, is constant. This point is illustrated in figure 3a, with a positive sloped 
average cost curve, linking labor and related costs (could be the overall costs of the incentive 
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environment) and average cost. This is given by curve AC. But this assumes that effort input 
is fixed. If effort is responsive to the incentive environment, the conventional prediction 
would be incorrect. If effort increases or decreases yield changes in productivity sufficient 
to offset increasing or decreasing costs, the average cost curve would be horizontal over a 
given domain, such as BAC (behavioral average cost) in figure 3a. At point D, the “law” of 
diminishing returns kicks in and, as in the traditional model, increased labor costs yield 
higher average costs. If technical change is incentivized (induced) by increasing costs, this 
would have the effect of shifting the behavioral average costs curve to BACT, effectively 
neutralizing additional production costs. 

In figure 3, The horizontal portion of figure 3’s behavioral average cost curve is given 
in terms of a range of governance regimes from a hypothetical lower cost rent seeking to a 
relatively higher cost wealth creating regime (BAC’). Average costs are constant across the 
range of governance regimes along BAC’ as changes in costs are neutralized by changes 
in productivity. An array of governance regimes is equally competitive here, even under 
extreme competitive circumstances. But, as given by FG, there are mental models and related 
governance regimes that generate higher costs and are unstable given that their survival is 
contingent upon being protected from competitive market forces.

Figure 3. Multiple-Equilibria in Mental Models

Figure 3a. Induced Technical Change in Mental Models
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This “general equilibria” mental model opens analytical space to scenarios where 
changes to labor and other costs are cost neutral. We have the possibility of imagining a 
multiple equilibrium in institutional choice. This is possible only if one makes the reasonable 
assumption that effort is a variable in the production function. With this type of mental 
model decision-makers would understand that their firms can be economically sustainable 
under different forms of firm governance. They are not constrained to one unique choice. If 
one believes that there is only one viable option, say lower wages-poor working conditions, 
this will be chosen by decision-makers, even if they prefer a different option, which would 
ultimately have resulted in them achieving a higher level of utility or wellbeing for themselves 
and others. Mental model availability and an understanding of alternative models make a 
difference for those with preferences that differ from the conventional economics unique 
equilibrium.

One can also posit a highly efficient (x-efficient/productive) rent seeking regime based 
on a true and well understood mental model. But by its nature it is not wealth creating, but 
rather redistributive (Altman 2008; Lane 1958). It might even have the effect of reducing 
the size of the economic pie. But an x-efficient rent seeking regime can be utility maximizing 
to those with decision-making power (Altman 2008; Lane 1958). It is privately utility 
maximizing, but socially sub-optimal. As discussed above, when the RS and WC regimes 
are equally economically beneficial to decision makers and the RS regime is already in place, 
there is no good reason to predict that the socially beneficial regime would be chosen by 
those in power, even if transaction costs are zero. This would not be the case, however, if 
the rent seekers possessed a “moral sentiment” (empathy and sympathy) towards those being 
negatively impacted by the RS regime. In this case (rent seekers with “moral sentiments”) 
the benefits accruing to the other agents would positively enter into the preference or utility 
function of the decision-makers who are currently rent seekers, effectively internalizing the 
externalities given by the social benefits accruing to society by a wealth creating regime. 

Absent sufficient moral sentiment, efficient RS regimes can persist over time even 
when decision-makers who are rent-seekers have full knowledge and understanding of 
alternative and efficient WC mental models. Rent seeking regimes can be challenged when 
democratic governance exists or if popular pressure, informed by WC mental models, forces 
rent seekers to shift their mental models towards wealth creation. For example, this was 
famously the case in China in the late 1970s under the leadership of Deng Xiaoping when 
he and other reformers took control (gained power) of the Communist party and introduced 
and operationalized the concept of a socialist market economy (Naughton 1993).

Relative power with regards to decision-making is critically important here. Relative 
power trumps transaction costs, which are of primary concern in the North narrative. 

Some of these points are illustrated in figure 4, where there is a range of mental models 
and related governance regimes that are sustainable. Hence, given multiple equilibria, any 
mental model/governance regime along the spectrum of sustainable regimes can be chosen 
(such as ab or cd). All points along ab or cd are equally financially viable as per figure 3a. 
The range of regimes can each be consistent with the differential preferences of decision 
makers (consistent with different decision-makers “maximizing” their utility or wellbeing). 
Utility is maximized at U**(Umax), if the decision-makers can choose and implement their 
preferred governance regime along cd = ab. For some decision-makers this would be closer 
to the wealth creation regime (point a), for others this would be closer to the rent seeking 
regime (point b). But the wealth creation regime is most consistent with higher levels of 
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GDP per person, such as at point g. Ultimately, which regime is chosen is determined by the 
preferences of those in power. And their level of wellbeing will be greater than those whose 
preferred governance regime is not implemented and celebrated. U**(Umax) is achieved 
only by those whose regime preferences are realized. Others can be well below the level of 
wellbeing that could be realized under their preferred governance regime. Some decision-
makers’ utility is maximized under the wealth creation regime; others under the rent seeking 
regime. But the former can only be chosen if decision-makers understand that this option 
is financially or economically sustainable. Hence, the importance of the decision-makers’ 
mental model.

Figure 4. Mental Model Preferences and Wealth Creation
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Inequality in power relationships and, related to this, limits to information availability, 
and the lack of understanding of mental models, biases choice towards the mental models 
preferred by those with more power. All outcomes are consistent with boundedly rational 
economic agents, often with competing and conflicting preferences amongst economic 
agents.

One would expect that decision-makers and their coalitions would do their outmost to 
maintain the status quo ante, given that the latter is consistent with their preferences. One 
would also expect that such decision-makers would endeavor to develop arguments that their 
mental models are not only correct but have universal application. One would expect that 
decision-makers and their coalitions to protect institutions and economic outcomes that 
are consistent with their utility maximizing mental models, even if this is at the expense of 
productivity and overall social benefits. This overlaps with arguments put forth by North 
in terms of transaction cost analysis and Leibenstein in terms of x-efficiency theory (see 
also Olson 2000). Protection can take the form of limiting democratic discourse; related 
to this, limiting information that can challenge dominant mental models; imposing tariffs 
and subsidies and other forms of market interventions that protect inefficient economic 
organizations—this could include restrictions on unions, minimum wages, on the press and 
social media, and turning a blind to eye to cheap (often non-unionized) labor.
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Conclusion

Better integrating mental models into modelling institutional change opens the door to 
thinking about and developing alternative mental models to better understand the evolution 
of institutions and, therefore, economic outcomes. But I also argue that alternative theories 
(mental models) available to and understood by decision makers can affect institutional 
change and individual choice behavior. In addition, false mental models and the artificial 
absence of alternative mental models can result in sub-optimal choices from the individual’s 
and society’s perspective. Model literacy, understanding the different available mental 
models, and open and transparent debates about alternative mental models are critical to 
the direction of institutional change. This is apart from the transaction costs incurred in the 
decision-making process. 

Power is a core independent variable in the approach taken in this article. The power 
to choose which mental model to engage in and to celebrate ultimately determines which 
mental model dominates at any given point in time, ceteris paribus. This is in part the case 
because inefficient governance regimes derived from particular mental models can persist 
over time even under competitive pressures, especially when protected by the state and when 
government serves to enhance the wellbeing of those in power. Changes in relative decision-
making power, model availability, model literacy, the extent of democratic governance 
and voice, can result in a shift in the demand for the application of mental models which 
individuals were at one time oblivious to or were once believed to be ineffective or incorrect. 
The adaptation different mental models can also be affected by economic pressures or 
shocks that can’t be addressed or accommodated within the current institutional framework 
informed by prevailing mental models. This can incentivize changes in mental models given 
the available and understood alternatives. 

For example, during the Great Financial Crisis of 2008–2009 there was a wholesale 
shift to the Keynesian mental model in face of an impending implosion of the advanced 
market economies, led by the United States (Acemoglu 2009; Willett 2012). Those with 
power to make decisions, facilitated this shift. One had a significant shock to the economic 
system that caused this mental model shift amongst key decision-makers. In China (Guiheux
2008; Zhou and Xiao 2018), the continued depressed economic conditions, social pressures, 
and national pride amongst Communist party leaders spurred a shift, in the late 1970s, to 
a more market oriented and democratic system of governance (albeit under the “guidance” 
and monitoring of the Communist Party). This shift took place in the context of the long 
available and increasingly better understood alternative mental models to more extreme 
communist-type forms of governance. This involved a dramatic shift in who controlled 
the reins of power within the Communist party. However, this process has undergone a 
significant process of reversal under the leadership of Xi Jinping.

Overall, having the power to decide is fundamentally important. This is in the context 
of the preferences of decision-makers, the preferences of those who can influence decision-
makers, available and understood mental models, and the net costs and benefits of shifting 
from one mental model to another and from one governance regime to another. Given the 
available and understood mental models, power plays a critical causal role in determining 
which mental model and its attendant governance regime dominates at any given point 
in time. Power is a necessary condition for translating a particular mental model into 
institutional change. Both power and ideas matter for institutional change.
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