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Abstract:
Blockchains have enabled innovation in distributed economic institutions, such as
money (e.g. cryptocurrencies) and markets (e.g. DEXs), but also innovations in
distributed governance, such as DAOs, and new forms of collective choice. Yet we
still lack a general theory of blockchain governance. James Buchanan once
described public choice theory as ‘politics without romance’ and argued instead for
an exchange theory of politics. Following Buchanan, we argue here for an exchange
view of blockchain governance. The ‘romantic’ view of blockchain governance is
collective choice and consensus through community voting. The exchange view,
instead, is focused on entrepreneurial discovery of opportunities for value creation in
governance space through innovation in protocols (e.g. Curve, Convex, Lido,
Metagov, etc) that facilitate exchange of coordination and voting rights, that are
newly made possible through tools that enable pseudonymous, composable and
permissionless governance actions. The exchange lens on web3 governance also
helps illuminate how this emergent polycentric process can generate robustness in
decentralised systems.

1 RMIT Blockchain Innovation Hub. Some of the authors have been advisors to a competitor of Lido,
Swell.
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1.  Toward an economic theory of blockchain governance

Blockchains are an institutional technology at the base of the web3 stack of a digital
economy (Davidson et al 2018). But blockchains, and specifically smart contracts,
digital identity and protocols with governance tokens, also facilitate new innovations
in governance (see Allen et al 2019, Alston et al 2021). Governance in web3 covers
both governance by blockchains and governance of blockchains (de Filippi and
Loveluck 2016, Werbach 2018, de Filippi and Wright 2018, Alston 2020, Lee et al
2020). Both are still poorly understood and mostly an experimental science (de
Filippi et al 2022, Weyl et al 2022). We don’t yet have a full theoretical toolkit. This is
both because the technology and their applications are so new, but also because
blockchains produce complex, emergent, polycentric and competitive orderings, and
so often the best way to learn about them is still just to build them and watch what
happens (Alston et al. 2022).

Economics can potentially contribute to this endeavour but, as we argue here, it
matters which economics. Specifically, we favour the exchange paradigm over the
value paradigm. The challenge is how to think clearly about dynamics of the system,
starting with whether they are externally driven (value paradigm), or emerge from
within an evolving complex system (exchange paradigm). In the exchange view of
governance, entrepreneurial action in pursuit of value creation sets up an emergent
process of permissionless discovery and coordination over voting rights, which
drives institutional innovation and governance evolution. The exchange view of
governance helps us to better understand how new governance technology creates
value.

In this paper, we set out an economic theory of blockchain governance in the
exchange paradigm, emphasising the role of entrepreneurship and innovation. We
proceed as follows. Section two discusses Buchanan’s distinction between the
romantic view of politics and the exchange view of politics as a foundation for
thinking about blockchain governance. Section three unpacks blockchains and
defines ‘governance’. Section four argues that governance is a process of iteration
and evolution – and Web3 opens up new possibilities in this regard. Section five
illustrates our contention with three case studies: Curve (and the so-called ‘Curve
wars’), Lido (a staking protocol), and the Metagovernance Project. Implications are
discussed in section six. In section seven, we conclude that governance innovation
tends the overall ecosystem toward polycentricity and therefore robustness, and is
an instance of a socially valuable spontaneous order.

2.  Blockchains without romance

James Buchanan famously explained public choice theory – the research program
on the economics of politics that he founded with Gordon Tullock (see Buchanan and
Tullock 1962, Buchanan 2003, Mueller 2003) – as ‘politics without romance’. The aim
of the public choice research program was to bring economic incentives (rational
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actor model, methodological individualism, economic and legal institutions) to the
forefront of analysis of politics. Public choice theory was intended as a corrective
against the naive or ‘political romantic’ (Rousseau/collective will-of-people) model
then popular in both political theory and economic policy-making in which political
actors were assumed to operate entirely in the public interest (rather than pursuing
their own private interests) and governments (unlike markets) were omniscient,
benevolent and costless. The economic view of politics is focused on the economic
incentives in collective decision-making, through the lens of contracting and
exchange – i.e. politics as exchange.

In economics, there is a useful distinction between the value paradigm and the
exchange paradigm (Buchanan 1969, Kohn 2004). In the value paradigm (i.e. the
Hicks-Samuelson framework) economics is a science of choice, or of trading
equilibrium with given resources, preferences and technologies. In the exchange
paradigm (what Boettke calls ‘mainline economics’) economics is a science of
entrepreneurial action, knowledge, uncertainty, and coordinating institutions of
exchange (see also Loasby 1999).

The beginnings of an economic theory of blockchain governance are in the
exchange paradigm. This is a non-trivial observation because the default view of
governance in blockchain is the mostly implicit and somewhat tacit Rousseauian
model.2 The Rousseauian ‘political romantic’ model first notices the salience of
communities and public voting (e.g. in DAO governance, Hassan and De Filippi
2021) which leads it to interpret and understand governance problems through the
lens of modern collective action institutions. These are for instance the institutions of
political democracy and consensus decision-making in civil society, such as national
elections or local town-hall meetings. These ideas have been closely examined and
found broadly prospective in crypto-democracy. For instance, smart contract voting
mechanisms can be used to empower direct democracy (Allen et al 2019; Allen et al
2020a) and govern blockchain dispute resolution (Allen et al 2020b). Moreover, it is
common for DAO governance analysis (e.g. Buterin et al 2019, Howell and Potgeiter
2021, Buterin 2022) to draw heavily on Ostrom’s (1990) ‘governing the commons’
model of rules, as well as the broader IAD framework (Ostrom 2005).

As such, the political model dominates thinking and discussion in analysis of
blockchain governance, both on the side of governance of blockchain and
governance by blockchains (Werbach 2018). It is less explicitly appreciated that the
‘folk-politic’ model is also squarely within the value-paradigm in economics because
it supposes that the real underlying governance problem maps to a rational choice
problem under allocative scarcity constraints (i.e. budget line, preferences,
uniqueness, aggregation principle). So we want to examine the theory of blockchain
governance as exchange, or from within the exchange paradigm – or what we call
‘blockchains without romance’.

2 Davidson and Potts (2022) argue that blockchain governance is closer to corporate governance
rather than political governance.
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The elements of a public choice theory of crypto can be found in Allen et al (2018),
Berg et al (2018), and Cowen (2019). Frovol (2021) and Alston et al. (2022) explain
why crypto governance is especially difficult due to institutional complexity and the
emergent polycentric and competitive orderings it generates. But in this paper we
want to focus on one particular aspect of the exchange theory of blockchain
governance to get a better understanding of how entrepreneurship and innovation
work, and how different institutional mechanisms affect outcomes (i.e. comparative
institutional economics, or institutional cryptoeconomics, Berg et al 2019).

A new framework for economic analysis of web3 or blockchain governance can be
founded on Buchanan’s distinction between the romantic view of politics and the
exchange view. The romantic view is currently the default analytic framework in
governance in cryptoeconomics. But the exchange view makes clear that
governance is about innovation and discovery too. Specifically, entrepreneurial
discovery of opportunities to create value, both private and public value, through
innovation in ways of coordinating, both cooperative and competitive, using the new
tools of governance that enable pseudonymous, composable and permissionless
governance actions.

3. Blockchains and governance

What are blockchains?

Blockchains are a form of distributed ledger technology – the existence of a shared
ledger or record held over a distributed peer-to-peer network, coordinated through
consensus algorithms. Blockchains are best understood as an institutional
technology (Davidson et al 2018). That is, blockchains enable innovation in the
private order provision of digital economic infrastructure for business and market
administration, including payments, identity, savings and finance, contracting, and
many other aspects of trusted secure record keeping and updating among economic
agents seeking to cooperate for mutual benefit.

Blockchain technology, particularly through smart contract based governance tokens
and Decentralised Autonomous Organisations (DAOs), also enable innovation in
distributed governance (Allen et al. 2019). Yet governance of and by blockchains
remains at best partially understood. This is because we are still early working on a
hard problem, a major component of the difficulty being that blockchain systems
exhibit emergent, complex, polycentric orderings (Alston et al. 2022). They are
systems made of institutional technologies that are also continuously evolving. That
means strategic behaviour on these systems is, in part, best-response to both
non-cooperative games and also expected further evolutionary dynamics in the rules
of those games themselves. It also means that governance games are a potentially
significant theatre of entrepreneurial action.

Blockchains are systems of rules generated (and then evolved) through consensus
and agreement. Blockchain romanticism is tied in with the underlying ethos of web3
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governance, including ideals of democracy, community ownership and
decentralisation. Web3 communities have adapted tools to make constitutional-level
decisions about protocol or DAO. But when those rules are to be changed (i.e.
through constitutional developments or exit and forking), there is a strong tendency
towards Ostrom-style town halls and other community-level mechanisms for
consensus decision-making. The characteristic feature of these institutions is that
they are implicitly centralised in terms of communication (i.e. a common channel)
with low cost, high trust communication and clear rules (Ostrom 1990). This is the
‘romantic view’ of web3 governance.

What is governance?

Governance is the need for decision-making in blockchain protocols. Some view
governance as ideally minimised in blockchains (e.g. the bitcoin blockchain), due to
the need and desire to minimise attack surfaces and ensure that ‘code is law’ to the
greatest possible extent (De Filippi and Wright 2018). But as blockchains have
evolved, governance design (or governance surfaces) are a feature of blockchains
(Zargham and Nabban 2022). Governance is necessary because of contractual
incompleteness (in social and smart contracts) and the need to deal with problems
and newly arising issues such as bugs or code upgrades, etc (Allen et al 2020b,
Davidson and Potts 2022).

There is an important distinction between governance of blockchains and
governance by blockchains (Werbach 2018). Governance of blockchains is usually
the concern of blockchain foundations and committees with the power to push code
commits. Governance by blockchains is when a community is governed by smart
contracts (as in a DAO).

Davidson and Potts (2022) argue that the most appropriate framework for
understanding blockchain governance is through the lens of corporate governance
(which is about the agency problem of how weak outsiders, usually suppliers of
finance, control strong insiders (i.e. managers) rather than political governance,
(which is about collective decision-making and collective action in representation, i.e.
ensuring that minorities are safe against majorities, and that minorities don't
tyrannise majorities).

But governance, as a form of institutional coordination, also creates value. And
evolution of governance institutions creates lasting value in the same way that other
technological innovations do. That is why entrepreneurial action (in governance
institutions) to discover and put to use innovations in governance are a form of value
creation through innovation in platforms and protocols (e.g. in Convex, Lido, etc).
This then provides us with a way of understanding: (1) how those platforms create
value; (2) the types of competition that form on them (e.g. Curve wars); (3) the costs
and benefits of regulatory governance that constrains governance entrepreneurship
and innovation.

5



Blockchains without romance

4. Exchange, governance and innovation

In the political romantic view, governance is the set of procedures and constraints
that structure, or govern, collective decision-making of a community. In the Ostrom
(1990) version of private order governance, these institutional rules are developed by
the community itself. In this way a community creates its own rules, and then applies
and enforces those rules across all members of the relevant communities. In the
theory of corporate governance the purpose of governance is to protect (weak)
outsiders from (powerful) insiders, i.e. governance is a control mechanism.3 In both
models private orderings emerge from choices and actions within governance
institutions.

Governance can also be a mechanism for entrepreneurial discovery of new ways to
create value through institutional innovations that enable more complex forms of
coordination and exchange. This is a relatively rare phenomena in most types of
economy, including industrial economies in which much governance is supplied
centrally through general codes of corporate regulation and national level legislation,
including over property rights, legal systems and political processes. In such
economies, governance is not really a site of entrepreneurship and innovation, and
where it does exist it is often expected to be destructive (Baumol 1990) or a process
of rent seeking (Tullock 1967).

But in web3, governance is additionally, and newly, an opportunity and site for
entrepreneurship and discovery of value due to the capabilities and affordances of a
range of new platform and protocol tools and institutions (we elaborate some case
studies on these in the next section). Here governance is a discovery process – a
process of coordination and competition under inevitable uncertainty. The new
governance tools in web3 protocols brings into view the ways that collective choice
infrastructure reveals and coordinates knowledge (including through coalition
formation and vote delegation, buying and selling, which is to say just as in markets)
while protecting against opportunistic behaviour. This is the exchange vision of web3
governance.

The standard economic model of private order governance (e.g. Buchanan and
Tullock 1962, Williamson 1985, Ostrom 1990, North 1990) is a game-theoretic
analytic universe of two-phase governance: in the first phase, the rules of the game
are determined (constitutions written,4 legislation enacted, town-hall meetings start);
and in the second phase, the game is played (strategically). From the player
perspective, governance rules are mostly ex ante.

4 “The ‘constitutional way of thinking’ shifts attention to the framework rules of political order—the rules that
secure consensus among members of the body politic. It is at this level that individuals calculate their terms of
exchange with the state or with political authority. They may well calculate that they are better off for their
membership in the constitutional order, even while assessing the impact of ordinary political actions to be
contrary to their interests.” (Buchanan 2003: 15)

3 The theory of corporate governance was developed in part by Oliver Williamson, whom Ostrom shared the 2009
Nobel Prize with for work on the economic theory of governance (see Earl and Potts 2011).
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Web3 governance opens new possibilities for ex post iteration and evolution of
governance rules through an entrepreneurial process of Popperian conjecture and
refutation (Loasby 1999). This is sometimes called a ‘design space’ but our point
here is to focus instead on how governance solutions and opportunities are
collectively discovered through entrepreneurial processes and systems adaptation in
something like an innovation commons (Potts 2019). Evidence of this process is the
prevalence of failures. Indeed, we’re already seeing many web3 governance failures,
such as very poor engagement in community voting, the emergence of huge voting
blocs or concentrations (i.e. ‘governance whales’), and as DAOs over-reach in their
capacity to make efficient decisions (and thus re-centralization). But these failures
are the outcomes of experiments and from which agents learn and adapt. And the
more powerful the tools to do so, the larger the consequence of ex post adaptation
and institutional evolution.

Consider several features of innovation in DeFi governance in web3 digital
infrastructure:

● Composability of governance rights

● Pseudonymity of identities (including widening scope of sybil attacks)

● Capacity to code new decision and aggregation rules into voting rights

● Permissionless boundaries of ecosystems

These features also expand through the development of more infrastructure that
further expand the scope for governance innovation. An example of this is bridges, a
new and growing infrastructure that enables tokens on one blockchain to operate on
a different blockchain, and consequently allows governance tools on one blockchain
to interact with governance systems on another blockchain. Bridging infrastructure
therefore creates new possibilities for exchange, and potentially new sources of
value.

5. Case studies in entrepreneurship and innovation in web3 governance

5.1 The Curve Wars

Curve Finance5 is a type of DeFi protocol known as an automated market maker (or
AMM) that uses smart contracts to facilitate buy and sell orders on a decentralised
exchange (or DEX), which is a peer-to-peer marketplace of cryptocurrency liquidity
pools. At its peak in January 2022, the Curve AMM liquidity pools had over USD $24
billion of total value locked, and today hold TVL of USD $6 billion (representing 10
blockchains and 28 tokens).6 Curve’s many deep liquidity pools means that users
can be confident they will be able to make the exchanges they desire and helps to
avoid price slippage. Further, the fact that users can swap cryptocurrencies in pools

6 https://defillama.com/protocol/curve
5 https://curve.fi/

7



Blockchains without romance

involving multiple tokens across multiple blockchains means that Curve (and other
AMMs) facilitates composability, which is the ability to combine existing components
(tokens, smart contracts, protocols) and reassemble them to create new products.

Composability and the permissionless nature of DeFi protocols has led to DeFi being
described as a kind of ‘money legos’ that can be stacked together like a lego set.
Furthermore, when combined with DAO tooling ‘governance legos’ (mostly voting
protocols), powerful and often unintended institutional innovations can be unlocked.
It was this governance composability that set off the Curve Wars, a process in which
new fora of governance were created and stacked together to successively control
each other – ultimately in order to control decision-making over the value created by
Curve Finance.7

Curve Finance was created in January 2020. Later that year in August, Curve
launched Curve DAO for decentralised decision-making over the parameters of the
DeFi protocol and associated financial products and incentives. In doing so, Curve
introduced CRV, a governance token for Curve DAO and by extension for all of
Curve Finance. Decisions made in Curve DAO are applied to the operations of
Curve Finance through automatic execution of a nexus of smart contracts linking its
DAO to its DeFi products. CRV is primarily used to incentivise liquidity into the
protocol – it can be used for voting, staking and boosting rewards8 but in order to
access these functionalities token holders must lock their CRV so that it can be used
to back Curve’s DeFi products. This also aligns incentives of CRV holders with
longer-term prospects of the protocol. In return, users receive vote-escrowed CRV
(veCRV) and the longer that CRV is locked (between 1 week and 4 years), the more
veCRV is generated and the more voting power and rewards go to the holder (as
such veCRV is in effect the protocol’s governance token).

The ‘vote escrow token’ and DAO governance innovation of Curve introduced a new
means of value creation to their ecosystem by instantiating a new form of property
rights or ‘governance rights’. As an AMM, Curve’s ultimate source of value is the
product-market fit of its liquidity pools, both in terms of the combination of
cryptocurrencies in a pool and its associated fees and rewards. Curve DAO
governance meant that stakeholders had input into those decisions that affected
product-market fit, by purchasing CRV, locking and holding veCRV tokens and
participating in voting. This innovation in itself facilitated an exchange of governance
rights (vis-à-vis a core team or board of directors) and created space for value
creation through potentially better decisions.

Curve Finance quickly became a dominant DEX and important source of liquidity for
many cryptocurrency and DeFi projects. It attracted a large number of stakeholders

8 Voting = participation in official DAO votes. Staking = receiving a share of AMM trading fees.
Boosting = up to 2.5x more rewards for liquidity provision.

7 See Eliason (2022) and this podcast by Darcy Allen and Tulley Kearney:
https://player.whooshkaa.com/episode?id=970307
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from across the crypto economy, including project foundations who wanted to
support their own liquidity and financial entrepreneurs who simply wanted to earn
liquidity provider rewards. This meant that veCRV became much demanded since,
for instance, it could be used to vote to boost LP rewards, which would raise revenue
for liquidity providers and incentivise more locking of value into a preferred pool
(hence more liquidity for the DeFi tokens in it).

However, the composable and permissionless properties of DeFi and DAO ‘legos’
opened up further possibilities for governance innovation. While CRV are
transferable tokens, veCRV are non-transferable and hence illiquid – so the locking
of CRV for veCRV significantly reduces the circulating supply of Curve governance
tokens. From this sprung the layering of vote coordination infrastructure, in what has
been termed the ‘Curve Wars’. Many different platforms – including Convex9,
Votium10, [REDACTED]11, Bribe.crv12, and Llama Airforce Union13 – entered the fight
for veCRV voting tokens, and the rewards and liquidity that flowed from them. We
have seen layers upon layers, each with different coordination strategies (Allen
2022).

These competitive dynamics are still ongoing, with projects endeavouring to build
their own governance tools in order to coordinate purchase of nested tokens and
control voting on other protocols they have successively integrated with, ultimately in
order to control Curve Finance decision-making. This process has been termed
‘metagovernance’ – holding one DAO or protocol’s token in order to influence
decisions in another – somewhat resembling the practice of investment stewardship
in TradFi.141516

5.2 Lido

Lido is a liquid staking (Scharnowski and Jahanshahloo 2022) protocol built first for
the Ethereum blockchain.17 Under the Ethereum proof-of-stake model, users wanting
to stake their tokens to provide security to the network and earn a staking reward
need a minimum of 32 ETH in order to do so. Furthermore, once ETH has been
staked, they are subject to a withdrawal period. Ethereum is undergoing the
transition to proof of stake, and withdrawals are currently unavailable (they are
expected to be turned on in either 2023 or 2024). Lido allows ETH holders to
delegate any amount of ETH to stakers, who stake the ETH on their behalf. In return,

17 Lido has expanded its product to a number of other proof-of-stake chains like Polygon, Polkadot,
and Solana.

16 https://indexcoop.com/blog/early-2022-survey-of-metagovernance
15 https://newsletter.banklesshq.com/p/ultimate-guide-to-metagovernance?s=r
14 https://kydo.substack.com/p/metagovernance-in-crypto?s=r
13 https://llama.airforce/#/union/member
12 https://bribe.crv.finance/
11 https://www.redactedcartel.xyz/
10 https://votium.app/
9 https://www.convexfinance.com/
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they are provided with a token (stETH) which represents their share of the ETH
staked through Lido, that can be immediately exchanged in liquid markets.

The significance of Lido for Ethereum governance comes from the Lido’s size
relative to individual stakers, institutional staking providers and other liquid staking
protocols. At time of writing (just before the merge to proof-of-stake) Lido currently
has a 30% share of all ETH staked on Ethereum’s Beacon chain. Lido is governed
as a DAO with holders of a governance token (LDO) able to vote on decisions within
the DAO. The Ethereum network, by contrast, has no formally specified governance
mechanism, and is not formally structured as a DAO. Governance in Ethereum is
controlled by a complex mix of stakeholders with heterogeneous bargaining power
over the network (Allen and Berg 2020), that includes miners, ETH holders,
quasi-formal leadership bodies such as the Ethereum Foundation, and even large
fiat-backed stablecoin providers (Qureshi and Lee 2019).  As the dominant liquid
staking provider, the Lido DAO has become a significant stakeholder in Ethereum
governance. Thus, even as the Ethereum network itself is not a DAO, to the extent
that Lido dominants Ethereum staking then the Lido DAO plays a role as a de facto
DAO for Ethereum itself (for an alternative view see Core Lido and Hasu 2022). A
number of potential scenarios have been hypothesised whereby this might harm the
economic security of the Ethereum blockchain itself (Kozin 2022, Shapovalov 2022),
and lead to the cartelisation of

The role Lido plays in Ethereum has been widely debated within and outside the Lido
DAO. In part to reduce the impact that the DAO has on Ethereum itself, Lido has
tried to implement a “governance minimization” (BlockScience 2022) approach,
which seeks to reduce the amount of decision-making subject to voting and
maximise automated processes through smart contracts (for a discussion see
Ehresam and Robinson 2020). The DAO has additionally debated placing a
maximum limit on the share of ETH staked (Shapovalov 2022), which when LDO
token holders were polled in July 2022 received a 99.81 per cent vote against. An
alternative model for limiting the DAO’s influence over Ethereum has been to adopt a
‘dual governance’ model, where LDO token holders would share voting power with
holders of the stETH token (Kozin 2022). Proponents of this approach argue that it
would better reflect the interest that stETH holders have in Lido governance as a
result of the influence Lido has over Ethereum itself.

5.3 The Metagovernance Project

The Metagovernance Project (Metagov)18 is an interdisciplinary research collective
(law, political science, economics, communications theory, sociology, anthropology,
systems science, game theory) formed in 2019 to build ‘standards and infrastructure
for digital self-governance.’ Metagov’s motivation is that a ‘new generation of online
communities is changing the rules of online governance. In these worlds, users have

18 https://metagov.org/

10



Blockchains without romance

the right to self-governance—the right to come together and organize their own
social and political institutions’ (Metagov 2022). Drawing inspiration from Lessig
(1999), Metagov noted that “the right to self-governance is not a natural right; it is
enabled and circumscribed by the architecture of the platform on which people
interact” (Metagov 2022). That is, developers need access to governance tools to be
able to facilitate self-governance.

Metagov’s activities are organised through a range of project-based working groups.
One project is ‘Metagov Gateway’ – an open-source API gateway connecting
decision-making tools to teams to embed into their communication platforms (such
as Slack, Discord, Discourse and Github) incorporating ‘PolicyKit’ – developed in
partnership with researchers at the University of Washington and Stanford.19 Policykit
allows ‘online community members to concisely author a wide range of governance
procedures and automatically carry out those procedures on their home platforms’
(Zhang et al. 2020). Similarly, ‘Community Rule’ project – developed in partnership
with researchers at the University of Colorado Boulder – is a toolkit that provides
communities with guidance on describing and forming governance rules of practice.20

Of course, there is no single type of governance practice but ‘Community Rule’
provides eight templates (benevolent dictator, circles, consensus, do-ocracy, elected
board, jury, petition, and self-appointed board) and working examples of each that
can be used by communities as a starting point for discussion. The Community Rule
website contains a library of rules and tools for users to browse and create their own
community rules. As open-source libraries, PolicyKit and Community Rule
significantly lowers the transaction costs of community governance compared with if
each community had to ‘make or buy’ its own governance policies and rules. Further,
communities can use the tools on an ‘as is’ basis or modify the policy scripts to suit
their own requirements.21

Another Metagov project is ‘MetagovDAO’ whose purpose is to fund qualitative
‘governance research in participatory, digital communities’ relevant to Metagov and
providing up to $10,000 in funding support to proposals.22 MetagovDAO itself
received an initial grant from Gitcoin.23 The research support – including
opportunities for dissemination through seminars and other channels – provides the
Metagov community with an avenue to push the boundaries of innovation in
governance through collaboration between industry and academia. An instance of
the recognition of the broader social value of such governance innovation is reflected
in recent endeavours to form Validator political parties, a project that was instigated
by Metagov at the Consensus 2022 conference in Austin, Texas.24

24 https://ellierennie.medium.com/how-to-start-a-crypto-political-party-a6324cb53f35
23 https://gitcoin.co/grants/2900/metagov-dao-governance-research-group.
22 https://metagov.org/metagovdao-call-for-proposals-research-community/.
21 For recent theoretical work on web3 toolkits see Allen and Potts 2022.
20 https://communityrule.info/.
19 https://gateway.metagov.org/.
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6. Robust governance innovation

Governance scepticism is widespread in crypto, particularly among the venture
capital community (e.g. Ersham 2020). Yet governance innovation can be a major
source of value creation when it enables people to make new types of mutually
beneficial exchanges. But it is also an evolutionary process of knowledge discovery
and creation, acting under differential selection pressure in an open system.

Blockchains add a further layer of governance, but because it is a relatively open
and flexible design space, it can adapt to, and develop within, other governance
systems. In this way blockchains are a new institutional technology that enables
innovation in governance, but crucially with innovation within nested arrangements of
other governance systems. That means that blockchains will generally push in the
direction of increasing polycentricity of governance. In other words, they also
contribute to decentralising decision-making. There is of course legitimate concern
with the various ways governance can concentrate in blockchains, due to massive
inequalities or dominating coalitions (e.g. premines, mining pools, whales, etc) or
weak incentives to vote, indifference, or complexity. However, the growth of
governance through innovation generally adds new centres of governance into an
already complex and nested structure. This pushes in the direction of further
polycentricity and robustness (Pennington 2011, Aligica and Tarko 2012) and
entangled political economy (Koppl and Horwitz 2014, Wagner 2014, Novak 2018).

Governance innovations, as in the case studies in the previous section, are often
viewed as potential attack vectors. Sometimes this can be true, owing to both the
newly larger governance space, with therefore more potential moves and as yet
undiscovered strategies (both to attack and defend). And they are also vulnerable
due to the need for careful engineering and systems testing, some of which will
invariably occur in production, due to cost or timeliness, or just low levels of
knowledge about the way in which a new system works and its design flaws or
errors. Even then, the development and use of these innovations is only an attack
vector from a perspective of complete consensus, with no value placed on discovery
and learning of new strategies with valuable outcomes. This is the ‘Nirvana fallacy’
(Demsetz 1967) applied to blockchain governance.

Technologies that facilitate more pseudonymous interaction reduce social distance
between potentially interacting agents and thereby create more favourable
conditions for beneficial self-enforcing exchange (Leeson 2008). Blockchains
achieve this both by abstracting away socially heterogeneous identifiers and
maintaining reputational signals through shared records of past interactions.
Moreover, pseudonymous interactions in increasingly permissionless blockchain
ecosystems (in large part due to more composable governance rights) are valuable
precisely because an increased complexity of governance space also increases the
opportunities for exchange (in the Adam Smith sense). This is perhaps a surprising
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conclusion from the romantic perspective, from which such factors would be
predicted to lead to chaos. But it makes sense from the exchange perspective.

The exchange vision of economics enables us to clearly see the value of robust
polycentric increase in governance complexity that blockchain technologies can
bring. This emphasises that economic evolution with new institutional technologies
such as blockchain, will be messy on an entrepreneurial front, but also on a
governance front. We can expect a Schumpeterian process of creative destruction to
also work through the innovations of new market tools and protocols (such as played
out in the Curve wars).

This same argument also implies limits to ex ante design of governance, or the risks
in locking governance down completely behind a hard constitution. Instead, key
events in the evolution of governance in DeFi, such as the emergence of Convex as
a platform to enable the realisation of economic rights in CRV tokens, imply a
Demsetz (1969) style perspective on governance property rights. These new
property rights emerged from an innovation in governance rights, and the market
uptake of that new institutional technology.

6. Conclusion

Governance in web3 is still a nascent field, as much an experimental art as a
theoretical science. We lack a good theoretical toolkit. This paper has sought to
contribute to that toolkit by distinguishing between two high-level views of
governance: (1) the romantic vision of web3 governance through consensus and
collective action; and (2) the exchange vision of governance as an emergent process
of permissionless discovery and coordination over voting rights. We argued that the
exchange view is particularly useful for understanding innovation in web3
governance. In this view, governance is part of a discovery process of rules for
coordination and competition under uncertainty, in order to create value.

The institutional economics and public choice literature has previously analysed the
benefits arising from distributed and overlapping governance through the theory of
polycentricity. Many of the characteristic robustness and efficiency features of
blockchain ecosystems are due to designed and evolved polycentricity.

The main implications of this theory are:

1. Design for governance innovation and evolution.
2. Make use of the concept of a governance surface, and the way it continually

grows in scale, scope and complexity (like markets).
3. Understand that governance innovation can be a source of value creation,

and therefore attempts to minimise governance innovation by locking it down
or raising its cost will likely have negative consequences, i.e. be sceptical of
efforts to plan or freeze governance through top down imposition of
regulation.
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4. A variation of this same point is to caution against overly-optimised
governance structures, due to the knowledge problem. Governance should
be complex, not complicated.

5. More research is needed.
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