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PREFACE

This book grew out of my interest in organizational forms and
institutional arrangements and their impact on economic out-
comes. Price theory or microeconomics, in its conventional form,
treats organizations and institutions the same way as it treats the
law of gravity: These factors are implicitly assumed to exist but
appear neither as independent nor as dependent variables in the
models. Such economy in model making can be eminently rea-
sonable. It enables us to isolate critical relationships and simplifies
the use of mathematical tools in the analysis. However, unlike the
law of gravity, organizations and institutions are not invariant; they
vary with time and location, with political arrangements and struc-
tures of property rights, with technologies employed, and with
physical qualities of resources, commodities, and services that are
exchanged. In fact, production involves not only the physical trans-
formation of inputs into outputs but also the transfer of property
rights between the owners of resources, commodities, and labor
services. In the transfer of rights, whether within firms or across
markets, agents maximize their objective functions subject to the
constraints of organizations and institutions.

Once our research questions involve variable organizations and
institutions, either as exogenous or endogenous variables, con-
ventional microeconomic analysis becomes a rather blunt instru-
ment. Our traditional tools are not well suited for examining the

xi



Xii Preface

nature of the firm, the variation in industrial organization, insti-
tutional change in economic history, the organization of exchange
in formal markets and nonmarket settings, or comparative eco-
nomic systems. It was a logical development, which we have ob-
served in recent years, that economics departments at various
major universities gradually would give relatively low priority to
fields of study that deal with organizations and institutions — fields
such as economic history, comparative economic studies, the eco-
nomics of growth and development, and various economic policy
areas. This trend in priorities was also reflected in leading journals
of economics. One could say that the structure of the economic
system itself and of its parts was no longer a central focus of inquiry.

In 1984, I set out to investigate whether my demand for insti-
tutional analysis had created its own supply, whether the thesis of
institution-free economics had created its antithesis. My working
rule was to limit the study to contributions that did not alter the
core of the economic approach, particularly the rational-choice
model, and to seek a new synthesis of neoclassical and institutional
economics. Neoinstitutional Economics is the term I use.

The renewal of a scientific discipline usually does not originate
at the center, and I found what I was looking for in various outlying
branches of economics. Tremendously interesting ideas were being
developed and discussed in subfields within economic history, the
theory of the firm, and industrial organization; in the new field of
law and economics; and by political scientists who employed the
rational-choice model. These contributions had in common the
introduction of transaction costs to the analysis. The modern use
of the concept of transaction costs originates in two articles by
Ronald H. Coase, “The Nature of the Firm” (1937) and ‘‘The
Problem of Social Cost” (1960).' In looking back on these classic
articles, Coase (1988) has summarized his contribution in these
words:

1. Coase, Ronald H. (1937). “The Nature of the Firm.” Economica, New Series
16 (No. 4): 386-405; idem (1960). “The Problem of Social Cost.” Journal of
Law and Economics 3 (No. 1, October): 1-44.
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Transaction costs were used in the one case to show
that if they are not included in the analysis, the firm has
no purpose, while in the other I showed, as I thought,
that if transaction costs were not introduced into the
analysis, for the range of problems considered, the law
had no purpose.’

The economic approach suggests that, in the absence of trans-
action costs, their self-interest would always guide the members
of society to contract for the establishment of political structures
and systems of property rights that maximize the national wealth.
In this instance, the study of political processes is of little interest
for the student of economic systems. However, this generalization
is not valid if we introduce transaction costs into the analysis of
political exchange. The rational-choice model is now consistent
with structures of property rights that fail to maximize the national
wealth and may even bring economic decline, which we can in-
terpret as organizational failures due to transaction costs.

As I see it, there are several levels of analysis in Neoinstitutional
Economics, depending on which variables are treated as endoge-
nous. At the first level, the structure of property rights and forms
of organization are explicitly modeled but are treated as exoge-
nous, and the emphasis is on their impact on economic outcomes.
At the second level, the organization of exchange is endogenized,
but the fundamental structure of property rights remains exoge-
nous. Exchange within firms, across formal markets, and in non-
market situations is organized by means of contracts that constrain
economic agents. For instance, the firm is defined as a network of
contracts. At the third level, attempts are made to endogenize
both social and political rules and the structure of political insti-
tutions by introducing the concept of transaction costs.

My book is organized on the basis of these three levels of anal-
ysis. Its intended contribution is to bring together heterogeneous
work by scholars in various fields in order to suggest a new research

2. P. 34in Coase, Ronald H. (1988). “The Nature of the Firm: Influence.” Journal
of Law, Economics, and Organization 4 (No. 1, Spring): 33-47.
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program, a new approach to the study of economics systems, which
at the same time is essentially a generalization or extension of
microeconomics. Most of the work I discuss is new; Neoinstitu-
tional Economics as a unified research program took shape in the
1980s. I hope the book will convey a sense of the tremendous
potential I see in the new approach that I predict will one day be
referred to as economics.

The main contributors to neoinstitutional analysis usually
operate at only one of the three levels of analysis that I have
described, except for Douglass North. North’s vision that the eco-
nomic approach, augmented by transaction costs and property
rights, is a general tool for the study of society at all levels has
inspired this book. In fact, the turning point in my thinking was
the chance discovery of one of his articles. He responded swiftly
and generously to a letter from me and invited me to join his
political economy group at Washington University in St. Louis for
one semester. The one visit became three, lasting four semesters,
and North’s continuing support literally made it possible for me
to write this book. My debt to Washington University is great. I
have been a visiting professor in the Economics Department, a
visiting fellow of the Center in Political Economy, and a research
associate of the Center for the Study of American Business. Of
numerous friends at Washington University I would especially like
to thank Wilhelm Neuefeind, Murray Weidenbaum, and my
friends and benefactors Lee and Alexandra Benham, who followed
my work closely with sound advice, critique, and encouragement
and helped me establish important contacts with leading contrib-
utors to Neoinstitutional Economics, which included a memorable
evening with Ronald Coase in Chicago.

Many of the scholars cited in this book have provided me with
unpublished papers and manuscripts and read chapters relating to
their work. I would especially like to mention Armen A. Alchian,
Yoram Barzel, Robert Bates, Louis De Alessi, Arthur Denzau,
Stefano Fenoaltea, Barry C. Field, Eirik Furubotn, and Jack Hirsh-
leifer in the United States; Anthony Scott in Canada; and Bruno
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Frey in Switzerland. I thank the Norwegian School of Economics
and Business Administration, which provided me with an office
one summer, and Régnvaldur Hannesson, who read several chap-
ters of my manuscript. I also thank Bo Gustafsson in Uppsala for
commenting on my manuscript, and Johan Myhrman at the Stock-
holm School of Economics for both reading my manuscript and
using it in one of his courses. At the University of Iceland I have
received useful suggestions from Thorvaldur Gylfason and from
Thérdlfur Matthiasson, who carefully read the manuscript at one
stage in its development. Gudmundur Olafsson gave valuable help
with the indexes. The participants in the Economics Workshop of
the University of Iceland made useful suggestions. None of these
people is responsible for my mistakes.

I thank the University of Iceland for financial support, including
a grant from the University Research Fund. My thanks go also to
three anonymous referees who were employed by my publisher,
and to the excellent staff of Cambridge University Press in the
United States. I mention especially Colin Day, who was editorial
director at Cambridge when I made my initial contact with CUP
and who supported my project from the beginning.

Reykjavik, June 1989
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Introduction to the theory






Generalizing Neoclassical Economics:
new tools and concepts

1.1. Neoinstitutional Economics and the theory of production
and exchange
We are concerned in this book with recent attempts to
extend and generalize the theory of price and apply it to economic
and political institutions. Our focus is on a certain propensity in
human nature, which Adam Smith pointed out — “the propensity
to truck, barter, and exchange one thing for another” — and on
the consequences of these activities for the use of scarce resources
and the creation of wealth.’
The economic outcomes of production depend in an important
way on the social and political rules that govern economic activity

1. Adam Smith, in Chapter 2 of The Wealth of Nations (1776), argues that it is
this human propensity to exchange that gives rise to the division of labor. Smith,
Adam (1776). An Inquiry into the Nature and Cause of the Wealth of Nations.
[Reprint ed. R. H. Campbell and A. S. Skinner. Oxford: Oxford University
Press, 1976.] Buchanan (1964) takes up this point from Smith and suggests that
economists should place the theory of markets and not the theory of resource
allocation at center stage. “Economists ‘should’ concentrate their attention on
a particular form of human activity, and upon the various institutional arrange-
ments that arise as a result of this form of activity. Man’s behavior in the market
relationship, reflecting the propensity to truck and to barter, and the manifold
variations in structure that this relationship can take; these are the proper
subjects for the economist’s study.” Pp. 313-314 in Buchanan, James M. (1964).
“What Should Economists Do?” Southern Economic Journal 30 (No. 3, Jan-
vary): 213-22.

3



4 Introduction to the theory

and society in general. In his pioneering contribution to economics,
Adam Smith sought to demonstrate how one specific set of rules
contributes more to the wealth of nations than any other. The
structure that Adam Smith recommended was one whereby indi-
viduals have exclusive private rights to economic assets.

In the more than 200 years following Adam Smith’s contribution,
the mainstream of research in economics has involved primarily
an examination of a single set of idealized rules governing market
exchange. In spite of this simplification, the approach has been
fruitful: In terms of both analytical power and empirical relevance
it overshadows all other theoretical systems in economics and the
social sciences. The theory of price (microeconomic theory) has
provided valuable insights into the fundamental nature of exchange
and resource allocation in decentralized markets and also tools
that enable us to predict how equilibrium outcomes are affected
by changes in the constraints that individual decision makers face.”

However, the rate of return on traditional microeconomic anal-
ysis has diminished in recent decades. For some time now, the
major implications of the basic model have been well understood,
whereas the theory, without significant modifications, is unsuitable
for examining a variety of important questions. Even when the-
oretical tools were available, the traditional model and the cu-
mulative research tradition did not encourage certain lines of
investigation. We can point to three areas of inquiry that until
recently have been largely neglected by economists of the neo-
classical school:

1. How do alternative sets of social rules (property rights)
and economic organizations affect behavior, allocation
of resources, and equilibrium outcomes?

2. Why does the form of economic organization differ
from one type of economic activity to another, even
within the same legal framework? In general, what is

2. For an introduction to the theory of price, see, for example, Hirshleifer, Jack
(1988). Price Theory and Applications, 4th ed. Englewood Cliffs: Prentice-Hall.
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the economic logic of various contractual agreements,
such as the firm, that are used for organizing production
and exchange?

3. What is the economic logic behind the fundamental
social and political rules that govern production and
exchange, and how do these rules change?

Although it must be admitted that neoclassical economists at
various times have touched on all three issues, usually the exam-
ination has been ephemeral, neither contributing new theoretical
concepts nor generating sustained research programs. Since the
late 1960s, however, a good number of neoclassical economists
have become interested in the structure of economic organization.
A new research program has evolved that is aimed at generalizing
microeconomic theory while retaining all the essential elements of
the economic approach — stable preferences, the rational-choice
model, and equilibria.

Lakatos (1970) divides a research program into two components:
the program’s invariable hard core and its variable protective belt.’
A maodification of a research program takes the form of readjusting
the protective belt, but an alteration of elements in the core rep-
resents a switch over to a new research program (paradigm). Stable
preference, rational choice, and equilibrium structures of inter-
action constitute the hard core of the microeconomic paradigm,
which all this century has been the dominating research program
in economics. Knudsen (1986) identifies the following three ele-
ments of the protective belt of neoclassical economics:*

1. Specification of the type of situational constraint the
agent faces;

3. See, Lakatos, Imre (1970). “Falsification and the Methodology of Scientific
Research Programs.” In Lakatos and Musgrave, eds. Criticism and the Growth
of Knowledge. Cambridge: Cambridge University Press.

4. Knudsen, Christian (1986). ‘““Normal Science as a Process of Creative Destruc-
tion: From a Microeconomic to a Neo-institutional Research Program.” Paper
presented at the International Symposium on Property Rights, Organizational
Forms and Economic Behavior. Lund: The Swedish Collegium for Advanced
Study in the Social Sciences.
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2. Specification of the type of information the agents have
about their situation;
3. Specification of the type of interaction that is studied.’

The new approach constitutes a modification of the protective
belt of neoclassical economics, primarily, as we shall see, by in-
troducing information and transaction costs and the constraints of
property rights. This line of inquiry has no generally accepted
name, although such labels as the Property Rights School, Trans-
action Costs Economics, the New Economic History, the New
Industrial Organization, the New Comparative Economic Systems,
or Law and Economics are often used to refer to various contri-
butions in this area. We shall refer to the new approach as Neo-
institutional Economics in order to emphasize the link with tra-
ditional microeconomics and separate our approach from recent
contributions by institutional economists who reject elements of
the hard core of neoclassical economics, such as the rational-choice
model. We refer to this alternative paradigm as the New Institu-
tional Economics. There have been outstanding contributions to
the New Institutional Economics, especially by Oliver Williamson,
whose work, which lies close to the neoclassical tradition, will be
discussed in later chapters.®

Neoinstitutional Economics (NIE) is still at an exploratory stage:
Definitions and terminology are not fully agreed on, and the use
of mathematical models is less pronounced than in recent work in
microeconomic theory, but there is stronger emphasis on empirical
testing. Yet, in spite of certain differences in approach, common
strands can be found in the work of contributors to the NIE.

First, the authors tend to make explicit attempts to model the
constraints of rules and contracts that govern exchange, and the
idealized structure of property rights in the neoclassical model is
used primarily as a benchmark.

5. Knudsen (1986), p. 10.

6. See, for example, Williamson, Oliver E. (1974). Markets and Hierarchies. New
York: Free Press; idem (1985a). The Economic Institutions of Capitalism: Firms,
Markets, Relational Contracting. New York: Free Press.
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Second, the neoclassical assumptions of full information and
costless exchange have been relaxed, and the consequences of
positive transaction costs are examined.

Third, the usual assumption that valuable commodities have only
two dimensions — price and quantity — has been eased, and the
implications for economic outcomes and economic organization of
qualitative variations in goods and services are investigated.

Finally, it should be noted that NIE has benefited greatly from
the work of economists who, although usually not considered as
belonging to this school, have strived to generalize economic the-
ory. For example, this is true of the pioneering contributions of
George J. Stigler to the economics of information, regulation, and
industrial organization; Kelvin Lancaster’s work on the quality
dimension of commodities; and Gary S. Becker’s prolific contri-
butions to the theory of human capital and to the allocation of
time, and his applications of the economic approach to exchange
outside price-making markets, such as his economics of the family.
Most of this work will get only indirect mention here.

1.2. Neoinstitutional Economics and the rational-choice model
The rational-choice model, with its emphasis on individual
agents who maximize an objective function subject to constraints,
is central to the NIE. The task of the theorist is seen as specifying
both the decision maker’s objective function and his or her op-
portunity set. However, the NIE has done away with the old di-
chotomy in neoclassical theory of assuming utility maximization
by households and profit maximization by firms.”

The neoclassical simplification of personifying the firm and as-
suming that it maximizes profits made sense in the context
of unrestricted market exchange, full information, and fully de-
fined private property rights. In this environment, selfish utility-
maximization by agents within the firm is constrained by survival

7. P. 66 in De Alessi, Louis (1983a). “Property Rights, Transaction Costs, and X-
Efficiency: An Essay in Economic Theory.” American Economic Review 73,
(No. 1, March): 64-81.
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considerations, as competition eliminates inefficient firms and
forces survivors to operate on their least-cost curves and maximize
profits. Admittedly, owners of competitive firms may prefer to
trade consumption on the job for monetary profits, but the im-
plications of such behavior for equilibrium outcomes are of limited
interest, given the strict assumptions of the model.

Furthermore, full information and zero transaction costs elim-
inate all forms of shirking. For example, a monopolistic firm that
is run by hired agents is not constrained by competition in the
same way as a competitive firm, but, if we assume that the owners
of a monopolistic firm contract with hired agents to maximize
profits, the agents have no choice but to honor their contracts
because the full enforcement of contracts is costless to the owners.
These constraints on behavior are eased when positive transaction
costs are introduced, and attention is now drawn to the discretion
of all parties to a contract — workers, managers, owners, buyers,
and sellers.®

The theoretical tools of neoclassical economics, particularly the
assumption of rational choice, have always been the subject of
much debate. Critics have argued that individuals tend to have
unstable preferences, that they do not observe the principle of
transitivity in their choices, and that people are not calculators
who work at lightning speed through the complete set of data
relevant to their decisions.’

8. In an early contribution to the neoinstitutional theory of the firm, Alchian and
Demsetz emphasized that the key to survival for a business organization was
how well it overcame the problem of shirking in team production. See Alchian,
A., and Demsetz, Harold (1972). “Production, Information Costs, and Eco-
nomic Organization.” American Economic Review 62 (December): 777-795.

9. The critics include both the new and the old institutionalists. Thorstein Veblen,
writing in 1898, ridiculed the theoretical concept of economic man: “The he-
donistic conception of man is that of a lightning calculator of pleasures and
pains, who oscillates like a homogeneous globule of desire of happiness under
the impulse of stimuli that shift him about the area, but leave him intact. . ..
Self-imposed in elemental space, he spins symmetrically about his own spiritual
axis until the parallelogram of forces bears down upon him, whereupon he
follows the line of the resultant. When the force of the impact is spent, he comes
to rest, a self-contained globule of desire as before.”” Pp. 73-74 in Veblen,
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A school of thought, which we refer to as the New Institution-
alists, has rejected the postulate of optimization and replaced it
with Herbert Simon’s concept of satisficing or other behavioral
axioms.'® According to Simon, man’s rationality is bounded, and
individuals use a satisficing strategy — that is, they seek to attain
an aspiration level. The satisficing model describes a process lead-
ing to a decision: People initiate a search when they fall short of
their aspirations, and they also revise their targets. One implication
of Simon’s theory is that the behavior of a rational individual
cannot be deducted from the objective environment; a knowledge
of his or her mental processes is needed.

The satisficing model represents a rejection of the “‘hard core”
of the neoclassical research program, to use the terminology of
Imre Lakatos. De Alessi (1983) argues that the addition of the
constraints of property rights and transaction costs to the neo-
classical framework offers a richer, more powerful set of testable
implications than does the replacement of maximization with sa-
tisficing behavior. Although the satisficing model may offer a more
realistically descriptive set of axioms, it yields fewer, less clearly
specified implications."!

Only time can tell which research program will be more fruitful,

Thorstein (1919). “Why Is Economics Not an Evolutionary Science?” In his
The Place of Science in Modern Civilization. New York: B. W. Huebsch, pp.
56-81.

10. Simon, Herbert (1957). Models of Man. New York: Wiley. A recent compar-
ison of psychological and economic models of man by a psychologist and an
economist is found in Stoebe, Wolfgang, and Frey, Bruno S. (1980). “In De-
fense of Economic Man: Towards an Integration of Economics and Psychol-
ogy.” Schweizerische Zeitschrift fiir Volksvirtschaft und Statistik 116 (No. 2,
June): 119-148. The authors argue that the underlying models of human be-
havior in economics and psychology, although developed in isolation, are very
similar. However, psychology makes an effort to consider the subjectively
perceived benefits and costs of alternative activities, whereas economics stresses
the role of constraints.

11. De Alessi (1983a) [op. cit., note 7], p. 72. De Alessi’s criticism was directed
particularly at the work of Leibenstein, who responded to the criticism. See
Leibenstein, Harvey (1983). “Property Rights and X-Efficiency: Comment.”
American Economic Review 73 (No. 4, September): 831-842, and a rejoinder
by De Alessi (1983b). “Reply.” Ibid.: 843-845.
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Neoinstitutional Economics or the New Institutional Economics;
or, perhaps, both approaches will be productive but in separate
lines of inquiry. The critical issue for institutional economics is to
rise above methodological criticism and advance a workable re-
search agenda. This is where the old American institutionalists,
led by John R. Commons, failed. According to Ronald Coase
(1984), the work of American institutionalists ‘‘led to nothing. . . .
Without a theory, they had nothing to pass on except a mass of
descriptive material waiting for a theory. ... So if modern insti-
tutionalists have antecedents, it is not what went immediately
before.”"

1.3. Wealth maximization and positive economics: a search

for criteria

A fair segment of the NIE literature is normative in nature
and reflects a search for socially optimal structures of exchange.
Many economists have attempted to derive the optimal structure
of rules or property rights in the context of externality problems
(spillover effects) such as pollution. For example, Buchanan and
Stubblebine (1962), in their famous paper on externalities, state
as their basic ethical axiom that the individual has an inviolable
right to the status quo." No changes in property rights are justi-
fiable unless they result from voluntary exchange, and those who
lose valuable rights should receive full compensation for their
losses. Therefore, owners of a factory that emits pollutants should

12. See p. 230 in Coase, Ronald H. (1984). ‘“The New Institutional Economics.”
Journal of Theoretical and Institutional Economics 140 (No. 1): 229-231. This
viewpoint is generally accepted by modern institutionalists. For example, see
Williamson, O. E. (1985b). “Reflection on the New Institutional Economics,”
Journal for Theoretical and Institutional Economics 141 (No. 1): 187-195. In-
cidentally, Williamson (1985b) provides a concise summary of the field which
we refer to as the New Institutional Economics, and a comparable, lucid ac-
count of Neoinstitutional Economics is found in North, Douglass C. (1986).
“The New Institutional Economics.” Journal of Institutional and Theoretical
Economics 142 (No. 1): 230-237. Note that North and Williamson use the
same name to refer to two distinct paradigms.

13. Buchanan, J. M., and Stubblebine, W. Craig (1962). “Externality.”” Economica
29 (November): 371-384.
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be compensated for all costs imposed on them by a new “Clean
Air Act.”"

Other economists have set the maximization of utility or the
maximization of wealth as their norm, but both approaches involve
severe measurement problems. Utility is inherently unmeasurable.
Wealth can be measured relatively easily in a well-functioning
market system, and, theoretically, we can conceive of an omni-
scient economist selecting, from the set of all possible rules struc-
tures, the structure that maximizes wealth. The optimal set of rules,
then, is the one that directs resources into uses generating the most
wealth; alternatively, when the rules are optimal, resources are in
their most highly valued use.

It is important to realize in this context — that is, the context of
neoclassical economics — that value is defined in terms of ability
and willingness to pay for a marginal unit of a commodity, and
depends indirectly on the ownership of rights and wealth distri-
bution." The value of a miracle drug to a patient dying of cancer
is fifty dollars, if that is all she is able and willing to pay for it. If
this same person wins a million dollars in a lottery and is willing
to allocate that amount to saving her life, she now values the drug
at one million dollars. In general, the market value of a commodity
is equal to the value of the marginal unit to the marginal buyer.

14. Buchanan (1959) tries to reconcile this approach and positive economics, but
his success is limited. “The political economist is concerned with discovering
‘what people want.” The content of his efforts may be reduced to very simple
terms. This may be summed up in the familiar statement: There exist mutual
gains from trade. His task is that of locating possible flaws in the existing social
structure and in presenting possible ‘improvements.” His specific hypothesis is
that mutual gains do, in fact, exist as a result of possible changes (trades). This
hypothesis is tested by the behavior of private people in response to the sug-
gested alternatives.” (p. 137) Buchanan’s advocacy of the unanimity test, ““ap-
propriately modified,” does indeed represent a value judgment. This is not
denying his important point that “the economist can never say that one social
situation is more ‘efficient’ than another. This judgment is beyond his range
of competence.” (pp. 137-138) Buchanan, James M. (1959). “Positive Eco-
nomics, Welfare Economics, and Political Economy.” Journal of Law and
Economics 2 (October): 124-138.

15. See Demsetz, Harold (1972). “Wealth Distribution and the Ownership of
Rights.” Journal of Legal Studies 1 (No. 2, June): 13-28.
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Our treatise is not concerned with a search for optimal institu-
tions, organizations, and rules. We limit ourselves to studies in pos-
itive economics and focus on the economic effects associated with
alternative structures. Having said this, we still need a criterion
for comparing economic outcomes, and, for comparing the con-
sequences of alternative sets of property rights, we usually have
to resort to the neoclassical concepts of value and wealth. Out-
comes are measured in terms of a monetary unit and may involve
comparisons of labor productivity, capital intensity of production
techniques, output prices, the extent of wealth-maximizing price
discrimination, expenditures on research and development, op-
erating expenses, and the proportion of current income devoted
to wages rather than investments. However, under certain circum-
stances, physical measures of inputs, outputs, and natural re-
sources can be used to compare economic outcomes. For example,
when comparing the consequences of different ownership struc-
tures, we can measure the timing and extent of exploitation of
pasturelands, fisheries, hunting grounds, or forests; the extent of
managerial discretion (e.g., nepotism in hiring); the quality of ser-
vices and variety of output; the extent of internal monitoring rules;
and the ratio of administrative to other personnel.'

Ultimately, we are interested in the impact of various structures
of property rights on the wealth of nations. It is recognized that
a whole range of rule structures is consistent with each general
type of economic system — for example, with private property and
market exchange or state property and central management. Ra-
tional individuals will compete not only to maximize their utility
within a given set of rules, but also to seek to change the rules
and achieve more favorable outcomes than was possible under the
old regime. In equilibrium, the marginal yield on a unit of ex-
penditure and effort in each area is equal. A reduction in the cost

16. See De Alessi, Louis (1983¢). “The Role of Property Rights and Transaction
Costs: A New Perspective in Economic Theory.” Social Science Journal 20
(No. 3, July): 59-70; idem (1980). ‘“The Economics of Property Rights: A
Review of the Evidence.” Research in Law and Economics 2: 1-47.
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of seeking changes in the structure of property rights will upset an
existing equilibrium and lead to a new set of rules and a new
distribution of wealth.

Theoretically, only one set of rules will maximize the wealth of
anation. It can be argued that, in the absence of transaction costs,
eventually such a set of rules will evolve. Although a shift from a
relatively inefficient structure of rights to a more efficient set will
involve losers as well as winners, the gains are greater than the
losses. Therefore, the winners will compensate the losers and still
be better off than before. Yet in the real world, high costs of
negotiating and enforcing such agreements prohibit them: Seldom
do winners voluntarily compensate losers.

North and Thomas (1973), in their pioneering attempt to explain
economic growth in terms of property rights structures, used the
following words to explain the nature of the dilemma:

Economic growth will occur if property rights make it
worthwhile to undertake socially productive activity.
The creating, specifying and enacting of such property
rights are costly. . .. As the potential grows for private
gains to exceed transaction costs, efforts will be made to
establish such property rights. Governments take over
the protection and enforcement of property rights
because they can do it at a lower cost than private
volunteer groups. However, the fiscal needs of govern-
ment may induce the protection of certain property
rights which hinder rather than promote growth;
therefore we have no guarantee that productive
institutional arrangements will emerge."

1.4. The cost of transacting and the allocation of resources
The emphasis in the NIE on the costs of transacting derives
from Ronald H. Coase’s articles on the firm and on social cost.'®

17. P. 8 in North, Douglass C., and Thomas, Robert Paul (1973). The Rise of the
Western World: A New Economic History. Cambridge: Cambridge University
Press.

18. Coase, Ronald H. (1937). “The Nature of the Firm.” Economica 4 (Novem-
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The transaction-costs approach was also inspired by the contri-
butions of Stigler and others to the economics of information."
Recent research suggests that the cost of contracting and other
transaction costs have profound implications for the allocation of
resources and the structure of economic organization. It is pri-
marily the addition to the neoclassical framework of positive costs
of transacting that distinguishes Neoinstitutional Economics from
traditional microeconomics and changes the agenda for research:
The cost of transacting makes the assignment of ownership rights
paramount, introduces the question of economic organization, and
makes the structure of political institutions a key to the under-
standing of economic growth.

What, then, are transaction costs? In general terms, transaction
costs are the costs that arise when individuals exchange ownership
rights to economic assets and enforce their exclusive rights. A clear-
cut definition of transaction costs does not exist, but neither are
the costs of production in the neoclassical model well defined.
Matthews (1986) offers the following definition: ‘“The fundamental
idea of transaction costs is that they consist of the cost of arranging
a contract ex ante and monitoring and enforcing it ex post, as
opposed to production costs, which are the costs of executing a
contract.”? Transaction costs are opportunity costs, just like other
costs in economic theory, and there are both fixed and variable
transaction costs.”'

The tardy introduction of transaction costs into economic theory

ber): 386-405; idem (1960). “The Problem of Social Cost.” Journal of Law
and Economics 3 (No. 1): 1-44.

19. Stigler, George J. (1961). “The Economics of Information.” Journal of Political
Economy 69 (June): 213-215. Also of importance are Hayek’s early contri-
butions where he emphasizes that, compared to centrally managed systems, a
major advantage of the market system is how effectively it economizes on the
cost of information. Hayek, Friedrich A. (1937). “Economics and Knowledge.”
Economica (February): 33-54; and Hayek, Friedrich A. (1945). “The Use of
Knowledge in Society.” American Economic Review (September): 519-530.

20. P. 906 in Matthews, R. C. O. (1986). ‘““The Economics of Institutions and the
Sources of Growth.” Economic Journal 96 (December): 903-910.

21. For various definitions of transaction costs, see Dahlman, Carl J. (1979). “The
Problem of Externality.” Journal of Legal Studies 22 (No. 1): 141-162.
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is related to the fact that, until recently, most economic theories
and models assumed full information, and transaction costs are in
one way or another associated with the cost of acquiring infor-
mation about exchange. But the concepts of information costs and
transaction costs are not identical. A lonely person on a desert
island will encounter information costs as he goes about his ‘‘home
production,” but an isolated individual does not engage in ex-
change and therefore will have no transaction costs. When infor-
mation is costly, various activities related to the exchange of
property rights between individuals give rise to transaction costs.
These activities include:

1. The search for information about the distribution of
price and quality of commodities and labor inputs, and
the search for potential buyers and sellers and for
relevant information about their behavior and
circumstances

2. The bargaining that is needed to find the true position

of buyers and sellers when prices are endogenous
The making of contracts

4. The monitoring of contractual partners to see whether
they abide by the terms of the contract

5. The enforcement of a contract and the collection of
damages when partners fail to observe their contractual
obligations

6. The protection of property rights against third-party
encroachment — for example, protection against pirates
or even against the government in the case of
illegitimate trade

It is difficult to imagine a state of full information, a world of
costless information, but the activities listed above would be either
unnecessary or costless in such an environment. Consider the en-
forcement of contracts: Rational individuals in a full-information
environment would not allocate resources to the enforcement of
contractual rights. Potential opportunistic behavior by one’s part-
ners in exchange would be known in advance along with potential
reactions by the state, outcomes of the judicial process, all possible

w
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coalitions of the interested parties, and so on. All individuals would
be able to trace out the consequences of cheating and stealing,
and outcomes of transactions would be certain.

Let us return to the world of costly information and see how
various factors can bring about changes in the costs of transacting.
Note first that high transaction costs can limit or prevent otherwise
advantageous exchange, such as when trade is threatened by a
third party (a band of pirates).” When a state introduces and
enforces the rule of law in a lawless area, it thereby lowers trans-
action costs and stimulates trade. When it prohibits trade in certain
commodities — for example, heroin or antigovernment literature —
it raises the cost of exchanging the restricted goods, perhaps to a
point where trade is sharply reduced or abandoned altogether.
Historically, the state has lowered transaction costs by establishing
and maintaining standards of measurement and by introducing and
maintaining stable money, because rapid inflation, particularly var-
iable and unpredictable inflation, increases the cost of transacting.

The impact of technical change on transaction costs is ambigu-
ous. On the one hand, technical change can help to lower trans-
action costs by introducing, for example, new and effective
methods of measurement, but, on the other hand, technical change
is associated with more complex commodities, and hence higher
transaction costs. Technical change provides an opportunity to
design new structures of economic organization that lower the costs
of contracting, but the little systematic empirical evidence that
exists suggests that the net effect of technical change has been to
increase the cost of transacting in advanced industrial economies.

North and Wallis (1986) attempt to measure the changing size
of the transaction sector in the U.S. economy between 1870 and
1970. The authors provide estimates for “the total amount of re-

22. North (1968) documents how reduced piracy increased productivity in ocean
shipping. North, Douglass C. (1968). ““Sources of Productivity Change in Ocean
Shipping, 1600-1850.” Journal of Political Economy 76 (September/October):
953-970.
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sources used by firms that sell transaction services in the market,
as well as measuring the resources devoted to transacting within
firms that produce other goods and services.” In the private sector,
industries that provide transaction services include wholesale and
retail trade (but not transportation), finance, insurance, and real
estate. Those occupations outside government, which are related
primarily to the facilitation, coordination, or monitoring of ex-
change, are owners, managers, and proprietors (coordination);
clerical workers (processing of information); foremen and inspec-
tors (coordination and monitoring of labor inputs); and police and
guards (protection of property). The authors find that the resource
use of the private and public transaction sectors, measured as a
share of GNP, grew from roughly one quarter of GNP in 1870 to
over one half of GNP in 1970. Note that their measure includes
only specialized transaction resources that are bought or hired and
excludes various transaction costs borne by individuals — for ex-
ample, waiting in lines or investing in search in the factor or com-
modity markets.”

In Chapter 7, Section 7.5, we present arguments to the effect
that money is essentially a device designed to lower transaction
costs. If these arguments are correct, it is not surprising that no
role for money has been found in Walrasian general equilibrium
models, because they are based on the assumption of zero trans-
action costs. When information is costless, individuals are able to
trace in their minds all economic outcomes, both present and fu-
ture. In a model with a finite time horizon, trade patterns and
outcomes for all n periods are anticipated in period 0 and final

23. North, Douglass C., and Wallis, John J. (1986). “Measuring the Transaction
Sector in the American Economy, 1870-1970.” In Long-Term Factors in Amer-
ican Economic Growth, Vol. 51 of The Income and Wealth Series, Stanley L.
Engerman and Robert E. Gallman, eds. Chicago: University of Chicago Press.
North and Wallis are not able to conclude from their study that the fotal output
of transaction services has either grown or shrunk. Further, even if the level
of transaction costs, measured as a share of GNP, were to increase, transaction
costs per unit of commodities could fall with rising productivity of inputs.
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settlements can be made at the outset; therefore, the transfer of
commodities does not require a two-way flow of money and
commodities.

The status of monopolies would be much different in a full-
information world than in the world we know, although this is
generally not recognized in models that ignore transaction costs.
In fact, the distortive effects of monopolies on the allocation of
resources would disappear.”

One of the well-known outcomes of neoclassical economics is
that the introduction of monopolistic practices in a competitive
market involves greater losses for buyers than gains for sellers. If
the cost of collective action were zero, rational buyers would com-
bine and bribe monopolists to follow the pricing policies of compet-
itive firms. Alternatively, the monopolist might on her own accord
select the same output as a competitive industry, but also appropri-
ate the entire consumers’ surplus by following a policy of perfect
price discrimination, using the demand line to charge different
prices for each unit of output. Price discrimination would be easy
because the monopolist could, at no cost, establish the true mar-
ginal values of her commodity for each customer and also detect at-
tempts by customers to buy for the purpose of reselling. But the cost
to the buyers of combining and refusing to deal with the monopolist
also would be zero. Finally, the role assumed by the state would in-
fluence the outcome. Is it legal to combine against a monopolist?
Does the monopolist have the right to act as a perfect discriminator?

The celebrated welfare properties of a free-market system are
derived from general equilibrium models assuming full informa-

24. P. 3 in Goodhart, C. A. E. (1975). Money, Information and Uncertainty. Lon-
don: Macmillan.

25. This point has been made by Demsetz. See pp. 43-47 in Demsetz, Harold
(1980). Economic, Political, and Legal Dimensions of Competition. Amster-
dam: North-Holland. Demsetz concludes that the deadweight allocation loss,
which is associated with monopoly, reappears when we introduce positive
transaction costs. But he protests the habit of economists to evaluate real
outcomes in terms of models with zero transaction costs as if the costs of
exchange were some avoidable, unnecessary evil. The question of transaction
costs and efficiency is examined in Section 1.5.
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tion. These models show that an unfettered market system tends
to gravitate toward an equilibrium where all opportunities for mu-
tually advantageous exchanges between individuals have been
used. In equilibrium, no exchange can take place that makes some-
one better off without at the same time making at least one in-
dividual worse off: Given the initial distribution of wealth, the
allocation of resources is shown to be (Pareto) optimal.

Critics, going back to Arthur C. Pigou, have argued that there
are significant exceptions to this optimal outcome, which are
caused by the problem of externalities or spillovers.”® Production
and exchange often confer benefits and impose costs upon indi-
viduals without involving them in voluntary exchange, and this fact
makes social costs and benefits diverge from private costs and
benefits. If such spillover costs and benefits are ignored, the al-
location of resources is suboptimal by the neoclassical criterion.
But Ronald Coase (1960), in his article on “The Problem of Social
Cost,” demonstrated that, given the usual neoclassical assumptions
of zero transaction costs, the critics were wrong. No matter how
the rights to the various resources are distributed initially, the
resources will always end up in their highest valued use, and ra-
tional agents will always take spillover costs and benefits into ac-
count. The problem of social cost disappears.”’

Coase’s theorem is best illustrated with the help of an example.
When the cost of collective action and other transaction costs are
zero, people living in the neighborhood of a factory that is free to
pollute the atmosphere will combine to offer a bribe to the entrepre-
neur for reducing the emission of pollutants. The maximum bribe

26. Pigou, A. C. (1932). The Economics of Welfare, 4th ed. London: Macmillan.

27. In Chapter 4, Section 4.4, we discuss how the allocation of resources may
change with the legal position, when the price system works without cost, even
though the assignment of rights will not affect the Pareto efficiency of the
economy. A continuing debate surrounds Coase’s 1960 article. “No year passes
without several articles appearing in the most respected journals refuting the
[Coase] theorem and a corresponding number reaffirming it.” P. 53 in Vel-
janovski, Cento G. (1982). “The Coase Theorems and the Economic Theory
of Markets and Law.” Kyklos 35 (No. 1): 53-74. This article provides a good
summary of arguments by Coase’s critics.
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offered by the neighborhood will equal the sum of the value of clean
air to all the individuals who are affected by the pollution. The offer
increases the entrepreneur’s opportunity cost of polluting, and his
or her decision whether to limit or stop the emission depends on the
loss of net revenue from doing so relative to the proposed bribe.
This assumes, of course, that under the existing system of property
rights the factory is not liable for the pollution it causes.

Alternatively, if the residents have a right to clean air in the
neighborhood, the factory could offer them payments for the right
to pollute. If we again assume that the transaction cost of making
such agreements is zero, the outcome will once more depend on
the relative valuations of air as a resource by the households and
by the factory, and the problem of social cost as usually defined
in the literature will not arise.

The reader should be clear about the meaning of the terms
“social cost” or “inefficient spillovers” in the literature. Consider
the case of a Western chemical firm that locates a factory in a poor
Third World country in order to take advantage of the low op-
portunity cost of polluting in that area. The factory emits poisonous
fumes that every month kill several individuals in a neighboring
village. Assume that the highly profitable output is sold on inter-
national markets and that the annual income of the local families
is only a few hundred dollars a year. It is conceivable that the total
wealth of the families around the factory is only a small fraction
of the cost to the firm of limiting the pollution. If that were the
case, we would say that the resources had found their highest
valued use and that the problem of social cost was not present.”®

1.5 Transaction costs and efficiency
As was stated in the previous section, there is a theoretical
tradition in economics dating back to Arthur C. Pigou, early in
the century, which examines inefficiencies in the allocation of re-

28. But note that unrestricted exchange and zero transactions costs would turn the
world into a single market and equalize the price or opportunity cost of
polluting.
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sources for various areas of economic life. It is a central charac-
teristic of welfare economics that economic outcomes derived from
the basic neoclassical model are used as a criterion of efficiency.
Outcomes that deviate from outcomes in models based on fully
defined exclusive rights and costless transactions are called ““in-
efficient.”

This practice of comparing the ideal and the actual has drawn
protests from several economists, including Harold Demsetz
(1969):

The view that now pervades much public policy
economics implicitly presents the relevant choice as
between an ideal norm and an existing “‘imperfect”
institutional arrangement. This nirvana approach differs
considerably from a comparative institution approach in
which the relevant choice is between alternative real
institutional arrangements.”

According to Demsetz (1969), words like “nonoptimal,” *‘in-
efficient,” and “over-”’ or “underutilization” are misleading and
ambiguous unless the outcome that they describe can be improved
upon. “A relevant notion of efficiency must refer to scarcity and
people as they are, not as they could be.” Demsetz provides the
following quotation from Arrow (1962) to demonstrate how even
the most distinguished economists sometimes make careless use
of the terminology of welfare economics:

In an ideal socialist economy, the reward for invention
would be completely separated from any charge to the
users of information. In a free enterprise economy,
inventive activity is supported by using the invention to
create property rights; precisely to the extent that it is
successful, there is an underutilization of the
information.>

29. P. 1 in Demsetz, Harold (1969). “Information and Efficiency: Another View-
point.” Journal of Law and Economics 12 (No. 1): 1-22.

30. Ibid., p. 11. See pp. 614615 in Arrow, Kenneth J. (1962). “Economic Welfare
and the Allocation of Resources for Invention.” In Universities-National Bu-
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Demsetz concludes that “modern analysis has yet to describe
inefficiency in a world where indivisibilities are present and knowl-
edge is costly to produce.”” We can add a further point. In the
basic neoclassical model, which assumes zero transaction costs,
there is no logical rationale for contractual arrangements such as
various types of firms or even money. The logic of such arrange-
ments becomes apparent when transaction costs are added to the
model. We will argue in later chapters that, ceteris paribus, various
contractual arrangements are designed to economize on transac-
tion costs, and transaction costs reflect the scarcity of information.
If this basic insight of the NIE is correct, it is not clear how eco-
nomic outcomes in a world of full information can be used as a
yardstick of efficiency in real-world situations.

Staten and Umbeck (1986) take this line of argument a step
further in a provocative essay.* If efficiency is defined as Pareto
efficiency, they argue, then it is logically impossible to derive in-
efficient solutions from microeconomic models that use the be-
havioral postulate of constrained maximization. According to the
traditional definition of efficiency in neoclassical economics, a re-
source is used efficiently when it has been allocated to the user
who has the highest value for it as measured by the user’s willing-
ness and ability to pay. Efficient outcomes result logically from
the assumptions of microeconomic models whereby individuals are
seen as maximizing utility functions subject to constraints. Pareto
efficiency is reached when all transactions that are mutually ad-
vantageous have been completed, and when, by definition, agents
complete all advantageous transactions, given the model’s con-
straints.

The point is illustrated in Figure 1.1, which shows the marginal

reau Committee for Economic Research. The Rate and Direction of Inventive
Activity. Princeton: Princeton University Press.

31. Demsetz (1969) [op. cit., note 29], p. 19.

32. Staten, Mike, and Umbeck, John (1986). “Economic Inefficiency of Law: A
Logical and Empirical Impossibility.”” Working paper, Department of Eco-
nomics, University of Delaware, and Department of Economics, Purdue Uni-
versity. The remainder of the section draws on this paper.
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Figure 1.1. Efficiency and pollution abatement.

value to the owners of a factory of the right to pollute (the value
of not having to clean up), and the aggregate marginal cost of
pollution to the members of a neighboring community. When the
factory is free to pollute, the owners make no effort to limit pol-
lution and emit pollutants until point g, is reached, where the
marginal value of pollution to producers is zero, the aggregate
marginal cost of pollution to the community is BC, and the ex-
cessive social cost of pollution equals the area ABC. The outcome
is said to be inefficient according to the Pareto criterion: The
equality between social benefits and costs at the margin does not
hold, and the air around the factory is not allocated to uses of
highest value.

Staten and Umbeck (1986) emphasize that it is logically impos-
sible to derive a gap comparable to BC in a microeconomic model.
Figure 1.1 shows that, in the range of q; to g,, pollution causes
more harm to the community than it costs the factory to clean up.
Why then don’t those who suffer from pollution pay (bribe) the
factory to limit the pollution to ¢,? The answer must be that one
or more constraints are missing from the model, for example, a
transaction cost such as the cost of collective action or a legal
restraint: The model is misspecified. The equilibrium outcome in
a microeconomic model is Pareto efficient by definition.

Cheung (1974), in his important article, “A Theory of Price
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Control,” makes the same point but in passing and without de-

veloping it further:
The lack of a theory to explain legislative action must
be my chief defense for using the term ‘‘dissipation,”
which implies economic waste. Yet in a world where
each and every individual is asserted to behave
consistently with the postulate of constrained maxi-
mization, economic inefficiency presents a contradic-
tion in terms. Even outright mistakes are traceable to
constraints of some type. The world is efficient, if the
model describing it sufficiently specifies the gains and
costs of making it so. Such specification, however, is not
always essential for the derivation of refutable
implications.*

Where do we stand, then, with respect to efficiency? First, a
comparison of two models both yielding Pareto-efficient outcomes
(e.g., when one of the models assumes zero transaction costs) tells
us primarily that different constraints yield different equilibrium
outcomes, but the exercise does not represent a theoretical dem-
onstration of the existence of a Pareto-type inefficiency. Second,
attempts to measure empirically whether Pareto’s marginal con-
ditions hold are impractical. The concept of value, defined as the
maximum amount of one good that an individual is willing and
able to give up for another good, is a theoretical construct that is
not observable. And even if measurement were possible, which it
is not, a measured discrepancy between social and private benefits
and costs at the margin would simply suggest that the assumption
of constrained optimization is an unrealistic way to characterize
human behavior.

Third, microeconomic models can be used to derive testable
propositions about human behavior under alternative sets of con-
straints. For example, the model in Figure 1.1 can be used to
predict the effects of a government tax of OT on each unit of

33. P. 71 in Cheung, Steven N. S. (1974). “A Theory of Price Control.” Journal
of Law and Economics (April): 53-71.
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pollution. If the tax is introduced by the government, then the
predictions of the model can also be tested. Similarly, we can
theorize about the effects of changes in the laws and regulations,
for example, governing the West German trade sector. A predic-
tion that the market price to consumers of certain products will
fall, if restrictions on direct exchange between factories and house-
holds are removed, can be tested once such changes have been
introduced. However, microeconomic theory cannot be used to
prove that changes in the constraints facing economic agents will
bring benefits net of costs to society.

The question of welfare effects is taken up again (but from a
different viewpoint) in Chapter 4, Section 4.3. There we discuss
whether the introduction of private property into a sector of
an economy where exclusive rights did not exist before will un-
ambiguously increase social welfare if the new arrangement results
in an outward move of the economy’s frontier of production
possibilities.

1.6. The quality dimensions of goods and the cost

of measurement

One of the consequences of relaxing the full-information
assumption of the basic micro model is to draw attention to the mul-
tiple qualitative dimensions of most goods. In a full-information
world, all margins of a commodity can be measured and priced with-
out cost, and it is therefore understandable that standard economic
theory has, until recently, ignored multiple qualitative dimensions.

In his text on microeconomic theory, Edmond Malinvaud rec-

ognizes that nearly all goods possess a number of qualitative mar-
gins. Malinvaud suggests that this problem may be bypassed by
treating as different goods all versions of the same product that
have different qualitative margins:

In actual fact, many products show a more or less

immense range of qualities. . . . However, the concept of

a commodity can be adapted to this diversity among

products of the same kind. Two different qualities of

the same product or service may in fact be represented
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by two different commodities. Of course the number of
goods then becomes much greater than that of products
and services. But there is no reason why / [the number
of commodities] should not be very large.*

This solution is in many ways analogous to the treatment of
uncertainty by Arrow, Debreu, and others who assume that in-
dividuals know all conceivable states of the world and associate a
probability with each element in the set of all possible states.® It
has been demonstrated that once these assumptions are made,
uncertainty can be incorporated into the neoclassical model with-
out substantially affecting the traditional equilibrium outcomes.
However, because these models do not take into account trans-
action costs, the introduction, in this fashion, of uncertainty (and
quality variations) does not suggest any role for contractual ar-
rangements, such as the firm. But NIE is concerned with the ways
in which uncertainty about qualitative dimensions of goods and,
more generally, about the behavior of agents affects the organi-
zation of production and exchange.

The problem of measurement is a pervasive phenomenon. The
cost of measuring a valuable dimension of a good can be so high that
the cost of measurement exceeds the benefits. In many instances,
such a margin carries a zero price if the composite good is traded. It
is also possible that the cost of measurement is lower to one party of
an exchange than to the other, and that the differential creates an
incentive to design market practices whereby measurement is as-
signed to the party who has a special advantage in measurement.>

The qualitative attributes of commodities tend to grow more
complex with specialization in production and technical change.

34. P. 6, Malinvaud, Edmond (1972). Lectures on Microeconomic Theory. Am-
sterdam: North-Holland Publishing.

35. The introduction of uncertainty complicates the definition of a commodity in
modern microeconomic theory even more than the recognition of quality var-
iations. “The complete characterization of a commodity must specify the states
in which it is available. In other words, the commodities we shall now be
discussing must be ‘contingent,’ that is, their existence must be related to the
realization of certain events.” Ibid., p. 275.

36. The relationship between market practices and the cost of measurement is
discussed in various parts of this book, particularly in Chapter 7, Section 7.2.
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Consider the purchase of an automobile with its hundreds of qual-
itative margins. The measurement problem involves finding out
both the potential dimensions of various makes of cars and the
exact condition of a particular (perhaps used) vehicle. Or, take
the example of word processing on a personal computer. You are
told by a friend that this technique could save you much time, but
you really don’t know what attributes good word processing pro-
grams have or should have, and you know even less about personal
computers and their qualitative margins. How does all this affect
the organization of exchange and the allocation of resources?

One of the major propositions of NIE is that measurement costs
systematically influence the structure of contracts and the orga-
nization of markets and of economic institutions in general: When
measurement costs rise, economic forces (competition) are likely
to work toward new arrangements that lower the cost of mea-
surement (transaction costs).

High measurement costs often invite regulation by the state — for
example, the regulation of weights and measures and, in the United
States, the requirement by some state governments that dealers in
used cars provide all buyers with “free”” warranties, which is com-
parable to selling compulsory insurance to all buyers. Many econo-
mists suspect that regulation by the state is often motivated by
considerations of redistribution rather than a desire to lower costs,
and they also argue that when the state genuinely seeks to lower
measurement costs, the effects can be quite the opposite because
new types of transaction costs and self-serving agents get in the way.
All this may be true in some instances and not in others. Few would
doubt that governmental efforts to supply universal standards of
weights and measures have often sharply lowered measurement
costs. Yet it is probably true that in providing this service the state
has at times been motivated by a desire to increase the tax base of
the economy by lowering the cost of measuring assets, outputs, and
inputs for tax purposes. Redistribution and an increase in net out-
put need not always be mutually exclusive!”’

37. See North (1981). Chapter 3, “A Neoclassical Theory of the State.” In his
Structure and Change in Economic History. New York: W. W. Norton; idem
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In sum, our interest in qualitative margins of goods and in the
cost of measuring them does not reflect an irrational impulse to
confound neat economic models that bypass these issues. Rather,
we see the cost of establishing qualitative differences in goods and
services as a key to a better understanding of the variety of eco-
nomic organization, ranging from the organization of markets for
used cars in America to the arrangements that govern exchange
between the Soviet central planner and his plant manager.

1.7. Transaction costs and equilibrium outcomes

According to the rational-choice model, individuals opti-
mize, given their fixed preferences, various constraints, and a
choice set. A rational individual optimizes by selecting from the
choice set those elements that maximize his or her welfare (or
objective function). The investigator secks to model how an op-
timizing individual reacts to a change in one or more constraints
and how such reactions by many individuals lead to new equilib-
rium outcomes of the competitive process. We should note that in
real life the restrictions (the constraints) on the choice set are
almost infinite and include, for example, the pull of gravity. In
order to keep formal models manageable, it is customary whenever
possible to specify only constraints that are of theoretical interest
to the investigator.

The distinction between optimization and equilibrium outcomes
in economic models can be illustrated with an example taken from
the theory of the firm. In standard price theory, the firm or its
owner is treated as an agent who maximizes profits. If the firm
operates in a competitive market, its choices are constrained by
the price of inputs and outputs and the available production tech-
nology. In this environment, optimization involves the choice of
a technology, a combination of inputs that minimizes the cost of
production, and finally the selection of a level of output that max-
imizes profits — namely a level at which marginal cost equals the

(1984). “Government and the Cost of Exchange in History.” Journal of Eco-
nomic History 44 (No. 2, June): 255-264.
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exogenous price of the output. It is a fundamental characteristic
of the neoclassical model of competition that individual firms do
not compete directly but adjust to changes in exogenous param-
eters. For example, a change in the price of the output leads each
firm to revise its optimization decision — that is, readjust the use
of inputs and the level of output — and consider whether to enter
or leave an industry.

The system of interaction between agents in the Walrasian gen-
eral equilibrium model has been labeled parametric interaction.
Parametric interaction is found in formal models with both com-
plete and incomplete information. However, strategic interaction
is also consistent with the rational-choice model. Strategic inter-
action is said to be indirect when the agents cannot contact each
other and make contracts. This process leads to the Nash type of
equilibrium. Strategic interaction can also be direct. Then individ-
uals can contact each other and form coalitions, and the sequence
of their optimizing decisions typically leads to equilibrium out-
comes referred to as the core.”®

An equilibrium outcome is reached when the process of read-
justment is completed and there are no further changes in the
constraints. The system is then in a state of rest where no individual
wishes or is able to make further adjustments. It is important to
realize that the well-known long-run equilibrium outcome of a
competitive industry — where each firm operates on the lowest
point of the average cost curve for a factory of an optimum size,
where each firm receives only the normal rate of return on its
capital, where returns are equalized across all industries — is not
explicitly sought by individual firms. It is rather an unintended
outcome of a sequence of decisions by firms that adjust to changes
in their constraints.

The NIE attempts to generalize the economic approach and
apply it to new areas. These extensions include the following: First,
new constraints have been explicitly added, the most important

38. See Johansen, Leif (1981). “Interaction in Economic Theory.” Economie Ap-
pliquée 34 (Nos. 2-3): 229-267.
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being the structure of property rights and transaction costs. Thus
fortified, the economic approach has been used to analyze tradi-
tional market exchange; exchange within organizations, such as
firms, bureaucracies, and legislative assemblies; and exchange in
alternative economic systems. Already this work hasled to a better
understanding of how even relatively small changes in the assign-
ment of private property rights can significantly affect human be-
havior. In terms of formal theories, the focus is here on the effects
of changes in constraints on equilibrium outcomes.

Second, attempts have also been made to explain or endogenize
the organization of markets and the structure of contracts. Eco-
nomic organizations, such as the firm, are modeled as a network
of contracts. Competition among organizational forms leads to
equilibrium contracts.

Finally, social and political institutions are also seen as the out-
come of exchange between individual agents. Competition for
survival among institutions leads to equilibrium institutions.
Neoinstitutional economists have just begun to model social and
political institutions and attempt to derive testable propositions.
This area represents the frontier of research in the field.”

Adding transaction costs and variations in the structure of prop-
erty rights to the neoclassical model enriches it but at the cost of
making the analysis more complex. In general, once we step out-
side the simple micro model with its two dimensions of price and
quantity and seek to model adjustments at several margins, it may
literally become impossible to make a priori positive statements
about human behavior in specific situations. A suburban super-
market may find it profitable to offer a “free” parking lot and let
the marginal cost of the parking lot be reflected in the price of the
commodities at the store, whereas a comparable store in a down-
town area may prefer to expend resources to limit parking to

39. North (1981) argues that a successful theory of institutional change will require
not only a theory of the state and a theory of demographic change but also a
theory of ideological behavior and a theory of technical change. So far there
has been limited success in endogenizing some of these factors. See North
(1981) [op. cit., note 37], Chapter 6.
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customers only or to charge for parking space by the hour. Cheung

(1974) has emphasized the same point in the context of price

controls:
If certain outcomes are to be attributed to the control,
the constraints specified must conform essentially to
those in real practice. Given the usual complexity of any
effective price control, and that one control usually
differs from another, it is highly unlikely that the actual
constraints can be guessed correctly. Furthermore, the
use of imaginary constraints will easily lead to ad hoc
theorizing. . . . The central problem in interpreting the
effects of price control is therefore the one common to
all empirical economic inquiry. On the one hand the
specification of constraints requires an investigation of
the real-world situation; on the other the investigation
itself must be guided or restricted by some theoretical
framework.*

There is little doubt that the success of Neoinstitutional Eco-
nomics will depend on finding the appropriate blend of theorizing
and empirical work. The current state of affairs is well summarized
by R. C. O. Matthews (1986) in his Presidential Address to the
Royal Economic Society:

Theory has made an indispensable contribution in
recent times to advances of understanding in this area.
But it seems to me that in the economics of institutions
theory is now outstripping empirical research to an
excessive extent. No doubt the same could be said of
other fields in economics, but there is a particular point
about this one. Theoretical modelling may or may not
be more difficult in this field than in others, but
empirical work is confronted by a special difficulty.
Because economic institutions are complex, they do not
lend themselves easily to quantitative measurement.
Even in the respects in which they do, the data very

40. Cheung (1974) [op. cit., note 33], pp. 55-56.
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41. Matthews, R. C. O. (1986) [op. cit., note 20], p. 917. To Matthews’s list of
important empirical work, we might add studies of institutions and contractual
arrangements in the areas of industrial organization, natural resources, and
agriculture.
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often are not routinely collected by national statistical
offices. As a result, the statistical approach which has
become the bread and butter of applied economics is
not straightforwardly applicable. Examples of it do
exist, the literature on the economics of slavery being
perhaps the most fully developed — not surprisingly
because slavery is an institution that is sharply defined.
But to a large extent the empirical literature has
consisted of case-studies which are interesting but not
necessarily representative, together with a certain
amount on legal court cases, which are almost certainly

not representative. Is this the best we can do? There is a

challenge here on the empirical side to economists to
see what is the best way forward.*!



Property rights, agency, and
economic organization

2.1. Property rights and their dimensions

Most goods can be useful, or otherwise give satisfaction
to individuals, in several ways. A walking stick can be used for
support when walking or to beat an unpleasant neighbor. Potatoes
can be eaten baked or used for making alcohol in a basement
distillery. A gun can be used for hunting or holding up banks. A
site can be used for the construction of a home or a small factory.
We refer to the rights of individuals to use resources as property
rights. A system of property rights is ““a method of assigning to
particular individuals the ‘authority’ to select, for specific goods,
any use from an unprohibited class of uses.”' The concept of

1. Alchian, Armen A. (1965) “Some Economics of Property Rights.”” Il Politico
30 (No. 4): 816-829. (Originally published in 1961 by the Rand Corporation.)
Reprinted in idem (1977). Economic Forces at Work (see p. 130 for the quote).
Indianapolis: Liberty Press. The revival of the property rights approach is as-
sociated with Alchian’s article, and also with Coase’s article on social cost (see
Chapter 1, this volume), and a paper by Guido Calabresi. “Some Thoughts on
Risk Distribution and the Law of Torts.” Yale Law Journal 70 (No. 4, March):
499~553. Important early contributions were also made by Harold Demsetz.
See, for example, Demsetz, Harold (1964). “The Exchange and Enforcement
of Property Rights.” Journal of Law and Economics 3 (October): 1-44. It is
generally accepted that Karl Marx was the first social scientist to have a theory
of property rights. “While it is true that many social scientists, including Adam
Smith, appreciated the importance of property rights, Marx was the first to
assert that the specification of property rights can be explained as responses to
social problems that find their source in scarcity, and that property rights struc-
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property rights, as used in NIE, is a broad concept.? In terms of

law, it is wider than the legal concept of property rights, and it

also includes social norms, as Alchian (1977) has emphasized:
The rights of individuals to the use of resources (i.e.,
property rights) in any society are to be construed as
supported by the force of etiquette, social custom,
ostracism, and formal legally enacted laws supported by
the states’ power of violence of punishment. Many of
the constraints on the use of what we call private
property involve the force of etiquette and social
ostracism. The level of noise, the kind of clothes we
wear, our intrusion on other people’s privacy are
restricted not merely by laws backed by police force,
but by social acceptance, reciprocity, and voluntary
social ostracism for violators of accepted codes of
conduct.?

It is common to distinguish three categories of property rights:
First, there are the rights to use an asset — user rights — which
define the potential uses of an asset that are legitimate for an
individual, including the right to transform physically or even de-
stroy an asset. We should note that restrictions of rights that shrink
the set of permissible uses will lower the economic value of an
asset if highly valued uses are excluded. Second, there is the right
to earn income from an asset and contract over the terms with
other individuals. Third, there is the right to transfer permanently

tures affect economic behavior in specific and predictable ways.” Pp. 383-384
in Pejovich, Steve (1982). “Karl Marx, Property Rights School and the Process
of Social Change.” Kyklos 35 (No. 3): 383-397.

2. Furubotn and Pejovich (1972) survey the state of the new property rights ap-
proach as of the early 1970s. Their well-known survey contains almost no ref-
erences prior to 1960, and it makes clear that the property rights research
program took off in the early 1960s. De Alessi (1980) provides an excellent
update with a special emphasis on empirical results. See Furubotn, Eirik G.,
and Pejovich, Svetozar (1972). “Property Rights and Economic Theory: A
Survey of Recent Literature.” Journal of Economic Literature 10 (December):
1137-1162; and De Alessi, Louis (1980). “The Economics of Property Rights:
A Review of the Evidence.” Research in Law and Economics: 1-47.

3. Alchian (1977) [op. cit., note 1], pp. 129-130.
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to another party ownership rights over an asset — that is, to alienate
or sell an asset.

The set of rights facing Yugoslav workers in the socialist self-
management sector is a good example of the many ways in which
the three types of rights can blend. The rights structure in Yu-
goslavia has changed frequently, but the essential feature of the
Yugoslav model is that the workers in an enterprise have a re-
stricted right to use its capital assets to generate income but are
required to maintain the value of the assets. Usually the allocation
of the firm’s net income has been regulated by the government.
The economic consequences of this arrangement have given rise
to a thriving subbranch within economics.*

The enforcement of property rights involves excluding others
from the use of scarce resources. Exclusive ownership calls for
costly measurement and delineation of assets and enforcement of
ownership rights. The value of exclusive ownership rights depends,
ceteris paribus, on the cost of enforcing those rights — that is, the
cost of excluding others, which ultimately depends on coercion.
The enforcement of exclusive rights is usually undertaken by both
individual owners and the state. Enforcement by the state of own-
ership rights increases the value of privately owned assets and
constitutes one of the cornerstones of market exchange. In areas
where the state does not help to enforce contracts or even outright
prohibits possession and exchange (e.g., of heroin), high trans-
action costs usually limit or even prevent exchange.’

The cost of enforcing exclusive rights is reduced when the public
generally entertains social norms that coincide with the basic struc-
ture of rights that the state seeks to uphold. The disintegration of
social norms can have important economic consequences. For ex-

4. For example, see Furubotn, Eirik G., and Pejovich, Svetozar (1970). “Property
Rights and the Behavior of the Firm in a Socialist State: The Example of
Yugoslavia.” Zeitschrift fir Nationalokonomie 30 (Nos. 3—-4): 431-454.

S. Note that outright prohibition by the state of certain forms of exchange may
either lower or raise prices, depending on how demand is affected, how well
the ban is enforced, how law-abiding suppliers are, etc. However, economic
theory predicts that the quantity traded will fall.
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ample, owners of buildings in high crime areas have been known
to abandon them when high enforcement costs have reduced the
net value of their property to zero.

In general, high transaction costs can limit the enforcement of
exclusive property rights even by powerful states. When appro-
priate social norms are missing, individuals may establish structures
of property rights that rival those of the state, particularly in ac-
tivities where the enforcement of state rules is relatively costly.
The Mafia in Italy and the United States is a notorious example
of this. From an economic viewpoint, illegitimate property rights
are just as consequential as legitimate ones, and the behavior of
gangs such as the Mafia resembles the behavior of the state in
many ways. The gangs seek to monopolize legitimate and illegit-
imate industries, such as the disposal of toxic waste or the trade
in narcotics, and even tax their “subjects* — for example, by asking
owners of restaurants and nightclubs for protection fees. These
antistate structures usually hide in the shadow of high transaction
costs (sometimes with the help of corrupt or frightened agents of
the state) and invite civil war when they come out into the open,
unless the state capitulates without a fight. When antistate elements
take over the state itself, former criminals become political leaders
and their organization becomes a legitimate state.

Exclusive rights can be held by individuals, which is private
ownership, or by the state (i.e., by those who control it), which is
state ownership. Related to state ownership is communal owner-
ship, whereby a community controls access to a resource by ex-
cluding outsiders and regulating its use by insiders. Finally, when
ownership is common, no one holds exclusive rights. Common
ownership or open access can be due to prohibitive transaction
costs of establishing and enforcing exclusive rights over a resource
relative to its value or to a refusal by the state to legitimize and
enforce contracts in a particular area. Although this elementary
classification of ownership rights has generated a number of in-
teresting hypotheses — for example, regarding the utilization of
common resources — the study of comparative economic institu-
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tions usually requires more detailed specification of rights. Several
basic ownership forms coexist in all economies: For example, in a
Western industrial state, we can find common fishing grounds,
private pharmaceutical companies, and state-run railways. Fur-
thermore, property rights are nearly always restricted or parti-
tioned in some sense, for instance, by means of regulations
governing fishing seasons and fishing gear or the marketing of
medicinal drugs.

The concept of state ownership is particularly ambiguous. In a
democratic society, state property may have some of the charac-
teristics of common property; for instance, the citizens usually do
not have the right to sell their individual titles to public property,
whereas under dictatorship, state ownership can approach the sys-
tem of private property with the economy resembling a huge
corporation.

Some forms of communal property are often found in primitive
societies, and the high seas are usually common property. The
Russian Revolution of 1917 made the question of state property
an important issue in the modern world, although the phenomenon
is well known in history. Under a Soviet-type system of state own-
ership, the transaction costs of valuing productive assets is rela-
tively high, particularly if they are to be valued in terms of
the preferences of millions of households. In practice, the alloca-
tion of resources in such systems is in part based on planners’
preferences.

The existence of markets for productive assets is the most im-
portant feature of a market exchange system based on private
property, capitalism. The market price of a productive asset signals
the opportunity cost of using the resource in production, also taking
into account potential future uses. Relative to other arrangements,
the market provides this critical information at low cost. The mar-
ket value of a means of production is derived from the demand
for goods and services by final users, but its value depends also
on the distribution of wealth and the detailed structure of private
property rights.
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2.2. Attenuation and partitioning of property rights
When the state imposes some limits on exclusive rights, it
is customary to refer to these restrictions as the attenuation of
property rights. Property rights are said to be unattenuated when
restrictions on individual rights to use, to earn income from, and
to exchange assets are absent, except that the individual does not
have the right to cause physical damage to the resources of others.
According to this definition, a limit on how fast you can drive your
car attenuates your user rights, but a ban on using your car to
drive over people or drive into shop windows does not. However,
the state does not protect the market value of property rights in
an unattenuated world: Although you have no right to put fire to
the factory of a competitor, you have the full right to bankrupt

him by importing a substitute product from Singapore.

The concept of attenuation is somewhat more ambiguous than
it appears at first glance, because of spillover effects which often
arise when an individual exercises his or her rights. Consider the
case of a factory that uses a dirty production process and spoils
the air for a neighboring community. It can be argued that a reg-
ulation that prohibits the use of this particular technology atten-
uates owners’ rights at the factory, but a regulation that permits
use of the technology with impunity attenuates the rights of in-
dividuals in the neighboring community. May it be, then, that the
concept of unattenuated private rights is logically untenable? Con-
ceptually, our problem arises because property rights over a val-
uable resource — the rights to the air over the factory and the
neighborhood — have not been delineated. In fact, the dispute
between the factory and the community involves a struggle over
access to a common property resource. Once ownership over the
atmosphere is established, the problem disappears.

Implicit in the basic neoclassical model are two assumptions:
that all valuable rights, including the right to airwaves, the space
around us, and sunrays, are privately held; and also that these
rights are unattenuated by the state.® If we add the assumption of

6. Note that this assumption leaves no role for the state except that of a voluntary
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full information, valuable rights will always find their highest val-
ued use as Coase (1960) demonstrated.

In the real world, we often find that rights to valuable resources
are not fully delineated. There are several reasons for this, which
include a weak state, high measurement costs relative to the value
of an asset, rapid economic change, and struggle over the distri-
bution of wealth. For example, the introduction of new mechanical
devices, such as the automobile, copy machines, computers, or
videotapes, often causes uncertainty as to property rights and
leaves valuable rights in the public domain. Considerable time may
pass, often involving costly disputes, before the state firmly estab-
lishes property rights in these areas.

Property rights to a resource are often partitioned. Taking the
example of land, Alchian describes the partitioning of property
rights in these terms:

By this I refer to the fact that at the same time several
people may each possess some portion of the rights to
use the land. A may possess the right to grow wheat on
it. B may possess the right to walk across it. C may pos-
sess the right to dump ashes and smoke on it. D may
possess the right to fly an airplane over it. E may have
the right to subject it to vibrations consequent to the
use of some neighboring equipment. And each of these
rights may be transferable. In sum, private property
rights to various partitioned uses of land are “owned”
by different persons.’

According to Coase’s theorem, the initial partitioning of prop-
erty rights does not matter for the allocation of resources (ignoring
wealth effects) when all rights are freely transferable and the cost
of transacting is zero: After the initial partitioning of rights by the

organization that enforces property rights. Its taxes do not attenuate the right
to income but constitute a voluntary payment for protective services.

7. Alchian (1977) [op. cit., note 1], pp. 132-133. Note that taxes are often invol-
untary and represent a partitioning of rights. Very high taxes can remove any
value to the formal owner from a set of rights, with the result that a rational
person no longer asserts any claim to those rights.
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state, the rights are reaggregated through voluntary transactions
by individual owners into clusters that maximize the total value of
the resources. But when transaction costs are introduced, the role
of the state can have a crucial effect on resource allocation. Ne-
gotiation costs and other transaction costs may block the reassign-
ment of rights, and the initial partitioning of property rights by
the state may have important consequences for the output of an
economy as conventionally measured (GNP). The state has also
been known to prohibit certain clusters of property rights (some
rights are not marketable).

The property rights approach draws attention to the fact that
subtle changes in the content of property rights can change the
macroperformance of an economic system and lead to economic
growth or stagnation. Any redefinition of the structure of property
rights by the state has wealth effects involving both winners and
losers, and the property rights approach is not complete without
a theory of the state. We discuss the role of the state in Chapter
3 and in the last section of the book, which deals with endogenous
property rights.

2.3. The theory of agency and its applications
The theory of agency is a branch of the economics of
transaction costs.® Although the theory is most commonly used to
analyze hierarchial relationships, it has a general application to all
forms of exchange. An agency relationship is established when a
principal delegates some rights — for example, user rights over a
resource — to an agent who is bound by a (formal or informal)

8. The Jensen and Meckling (1976) article is already a classic reference on agency
costs. See Jensen, Michael C., and Meckling, William H. (1976). “Theory of
the Firm: Managerial Behavior, Agency Costs and Ownership Structure.” Jour-
nal of Financial Economics 3 (No. 4, October): 305-360. Pioneering contribu-
tions were made by Spence, Michael, and Zeckhauser, R. (1971). “Insurance,
Information and Individual Action.” American Economic Review 61 (No. 2,
May): 380-387; and Ross, Stephen A. (1973). “The Economic Theory of
Agency: The Principal’s Problem.” American Economic Review 62 (May): 134—
139. This section also draws on Moe, Terry M. (1984). “The New Economics
of Organization.” American Journal of Political Science 28 (No. 4): 739-777.
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contract to represent the principal’s interests in return for payment
of some kind. There are countless examples of agency relation-
ships: For example, landlords and tenants, shareholders and man-
agers of corporations, workers and managers of worker-managed
firms, patients and physicians, voters and elected representatives
in a democracy, administrators in a Soviet-type economy and plant
managers.

Note that each individual in a hierarchical structure, except at
the ultimate levels, is simultaneously a principal and an agent when
rights are transferred down the organizational ladder. As the in-
terests (utility functions) of principals and agents do not coincide,
agents are likely to make suboptimal decisions from the principal’s
viewpoint unless they are effectively constrained.

In an agency relationship, the agent usually has more infor-
mation than the principal (because it costs him relatively less to
acquire) about the details of individual tasks assigned to him and,
of course, about his own actions, abilities, and preferences. In-
formation is distributed asymmetrically between the two. Agents
often take advantage of the high costs of measuring their char-
acteristics and performance and of enforcing a contract and engage
in shirking or opportunistic behavior.

Jensen (1983) makes the point that there exist two valuable but
almost separate agency literatures. He refers to one as the prin-
cipal—agent literature (generally mathematical and nonempirically
oriented) and the other as the positive theory of agency (less math-
ematical and more empirically oriented):

The principal-agent literature has generally
concentrated on modeling the effects of three factors on
contracts between parties interacting in the hierarchical
fashion suggested by the term principal-agent: (1) the
structure of the preferences of the parties to the
contracts, (2) the nature of uncertainty, and (3) the
information structure in the environment. Attention is
generally focused on risk sharing and the form of the
optimal contract between principal and agent, and on
welfare comparisons of the equilibrium contracting
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solutions in the presence of information costs vis-a-vis
the solutions in the absence of such costs.

The positive agency literature has generally
concentrated on modeling the effects of additional
aspects of the contracting environment and the
technology of monitoring and bonding on the form of
the contracts and organizations that survive. Capital
intensity, degree of specialization of assets, information
costs, capital markets, and internal and external labor
markets are examples of factors in the contracting
environment that interact with the costs of various
monitoring and bonding practices to determine the
contractual forms.’

Neoinstitutional Economics is primarily concerned with the pos-
itive agency literature, which “‘proceeds on the implicit assumption
that the variables emphasized in the principal-agent literature are
relatively unimportant in understanding the observed phenomenon
when compared with richer specifications of information costs,
other aspects of the environment, and the monitoring and bonding
technology.'’

Opportunistic behavior imposes costs on the principal who finds
it in his or her interest to monitor an agent and structure the
contract in a way that reduces the agency cost. A net reduction in
agency costs can sometimes be achieved by designing contracts
where the interests of principal and agent overlap ~ for example,
by sharing profits — or by the introduction of accounting systems
to monitor agents. Contracts often include terms that delineate
permissible behavior by agents (which risks tying the agents” hands
when some contingency arises). Also, agents may find it to their
advantage to offer the principal some collateral as a security against
opportunistic behavior by them (referred to as bonding).

The marginal rate of return on resources invested to constrain

9. Pp. 334-335 in Jensen, Michael C. (1983). “Organization Theory and Meth-
odology.” Accounting Review 58 (No. 2, April): 319-339.
10. Ibid., p. 335.
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agents falls after a point, and in most cases it does not pay to try
to eliminate all opportunistic behavior. Therefore, the perfor-
mance of an agent is seldom measured in its entirety, and mea-
surement takes place only at margins where measurement costs
are relatively low. For example, in Soviet-type systems there is
reliance on relatively unsophisticated “success indicators.”

Nove (1977) provides an excellent discussion of the success in-
dicator problem in the Soviet Union." The problem arises because
of the cost to Soviet planners of defining and measuring the output
supplied by their production units:

There is. . . the question of expressing the desired total
output target in some way: tons, square meters, length,
thousands of units, or pairs, kilowatt-hours, etc. ... The
difficulty arises from the fact that no measure is
adequate, whenever there is any sort of product mix. . ..
The literature on distortions due to plans being
expressed in tons goes back at least twenty years. . . .
Long ago Krokodil published a cartoon showing an
enormous nail hanging in a large workshop: “‘the
month’s plan fulfilled,” said the director, pointing to the
nail. In tons, of course. It is notorious that Soviet sheet
steel has been heavy and thick, for this sort of reason.
Sheet glass was too heavy when it was planned in tons,
and paper too thick."”

Why cling to tons? Nove suggests two reasons. First, it makes
the planning of outputs relatively cheap. Second, in many cases
there is no obvious alternative which reduces the costs of agency:

Take the two examples of sheet steel and plate glass. If
the measure were not in tons but in square metres, i.e.
in terms of area, the temptation would be to make them
thin even if they ought to be heavier. . . . Of course,
ideally the plan should specify the “right quantities,”

11. See pp. 87-99 in Nove, Alec (1977). The Soviet Economy. London: George
Allen & Unwin.
12. Tbid., pp. 93-94.
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weights and sizes of all glass, metal goods, sheet steel,
nails, etc.. . .. But the problem arises precisely from the
impossibility of doing this. This is just what is meant by
saying that the center does not and cannot know in
detail what needs doing."

Some opportunistic behavior by agents is presumably present in
equilibrium contracts of most hierarchical relationships, a residual
that remains after the principal has taken advantage of all profitable
opportunities to limit shirking. The total cost of agency to the
principal is the sum of the investments made in limiting shirking
plus the costs associated with remaining or residual shirking." In
this context, it is important to note that the net income foregone
by the principal due to agency costs is defined in terms of costless
enforcement of contracts, a hypothetical state.

The high cost of directly measuring behavior and attributes and
the necessary reliance on measurement by proxy (years of school-
ing, reputation, persuasive rhetoric, letters of recommendation,
“success indicators”) can give rise to moral hazard and adverse
selection.

The concept of adverse selection can be illustrated by consid-
ering the case of employers who hire only workers with college
degrees but measure no other correlates of productivity. New ap-
plicants are selected at random from applicants with college de-
grees and paid the average salary for all college graduates in the
labor force. Assume further that other employers in the same labor
market measure several correlates of productivity (education, age,
work habits, work experience, reputation) when they hire workers.
In this environment, employers who limit their measurement of
the quality of applicants to years of formal education will expe-
rience adverse selection because, predictably, their firms will be
sought out by individuals from the lower half of the productivity
distribution of college graduates.

Moral hazard arises in the enforcement of contracts when the

13. Ibid., p. 95.
14. Jensen and Meckling (1976) [op. cit., note 8], p. 308.
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performance of an agent (or any party to a contract) is too costly
to be observed as a whole and is measured at only one or a few
margins. This may induce an agent to neglect various aspects of
his or her assignments and concentrate on performing well in the
measured dimensions — for example, by coming to work on time,
writing good reports, or filling a weight or volume quota with little
regard for product quality.

Competition can in various ways reduce the agency costs of
principals and raise the cost to agents of opportunistic behavior.
The case of the modern corporation is a classic example of this
phenomenon. Berle and Means (1932), in their influential work,
The Modern Corporation and Private Property, drew attention to
the high cost to shareholders of monitoring corporate managers,
and for decades their viewpoint dominated the discussion. But
recently, economists have emphasized how competition in various
markets can lower the agency costs of the modern corporation:
for example, competition in the market for managers and also com-
petition for investment funds, which, in turn, causes the relative
value of shares in poorly managed firms to fall on the stock market.
Managers of inefficient corporations also face threats of attempted
takeover by other firms and the possibility of being expelled. These
issues are discussed in Chapters 5 and 6.

Finally, we note that, even when agents are loyal and do not
shirk, principals are still faced with the task of coordinating their
activities, which is yet another cost of transacting.

2.4. Property rights and contracting

The transfer of property rights over consumer goods and
services or productive assets, either temporarily or permanently,
is accomplished by means of a contract which stipulates the terms
of the exchange. The concept of a contract is central to Neoinsti-
tutional Economics. The contractual terms specify what rights are
being transferred and on what terms. When the transfer of rights
is temporary (renting or leasing), it is customary (e.g., in labor
contracts) to state how the resource is to be treated. In the case
of a permanent transfer of rights, it is customary to define certain
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qualitative dimensions and assign liabilities for substandard qual-
ity. If payments are spread over a long period of time, the appro-
priate actions in case of default are implicitly or explicitly part of
the contract.

Therefore, contracts have a number of dimensions — that is, a
structure — as Steven Cheung, a founder of the new contractual
approach has emphasized:

Combining resources of several owners for production
involves partial or outright transfers of property rights
through a contract. A contract for the partial transfer of
rights, such as leasing or hiring, embodies a structure.
The stipulations, or terms, which constitute the
structure of the contract are, as a rule, designed to
specify (a) the distribution of income among the
participants, and (b) the conditions of resource use.
Under transferable rights, these stipulations are
consistent with, or determined by, competition in the
market place. . . . The choice of contracts is determined
by transaction costs, natural (economic) risks, and legal
(political) arrangements. However, the familiar market
prices are but one among many of the contractual terms
(indeed, in share contracts, prices are not explicitly
specified)."

The structure of a contract depends on the legal system, social
customs, and the technical attributes of the assets involved in the
exchange. The more detailed the legal framework and the stronger
the ties of custom and social control, the less specific are the written
contracts. The state, by using its police power and the courts, assists
private individuals in enforcing legitimate contracts and thus lowers
the costs of exchange, particularly when the state uses its power
to enforce contracts in a systematic and predictable manner. The

15. P. 50, Cheung, Steven, N. S. (1970). “The Structure of a Contract and the
Theory of a Non-exclusive Resource.” Journal of Law and Economics 13 (No.
1, April): 49-70. See also idem (1969b). “Transaction Costs, Risk Aversion,
and the Choice of Contractual Arrangements.” Journal of Law and Economics
12 (No. 1, April): 23-42.
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state also lowers the costs of contracting when it provides a system
of standard weights and measures."®

The extent to which a contract stipulates the various dimensions,
when the rights to an asset are exchanged, depends on costs and
benefits at the margin, as does all individual behavior according
to the rational-choice model. When the costs of contracting are
high, several dimensions may not be included in the contract and
can later become a source of dispute. This is likely to happen when
unexpected developments raise the value of an asset at an unstip-
ulated margin — for example, when copper reserves are discovered
in the earth below agricultural land.

It is important to note that mutually beneficial exchange and
contracting are not necessarily excluded when the choice set of
individuals is exceedingly restricted, such as in the case of slaves.
For example, in a society that legitimizes slavery, both slaves and
their masters could conceivably improve their position by entering
into a contract that stipulated less shirking by the slaves in return
for better treatment by the master. Contracting for manumission
is another example.

Economic agents are innovative and seek new contractual forms
that lower the cost of exchange. The introduction of new contrac-
tual forms may be compared to technical innovations in produc-
tion: The impact in both instances is often to expand the frontier
of an economy’s production possibilities. However, the set of le-
gitimate contractual arrangements is defined by the state, which
defines the fundamental rules of the game.

In the previous chapter, we introduced the concept of equilib-
rium outcomes. In the analysis of equilibrium outcomes resulting
from individual optimizing decisions, the structure of economic
organization was taken as given. The next step is to endogenize
the structure of economic organization or the logic of contractual
arrangements. In Part III of this book, we discuss attempts to

16. Douglass North has paid particular attention to the role of the state in affecting
the costs of contracting. For example, see North, Douglass C. (1981). Structure
and Change in Economic History. New York: W. W. Norton.
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model the logic of contractual arrangements. According to our
paradigm, we visualize a competition among all known (and per-
missible) contractual forms in which the arrangements that mini-
mize all costs survive. Changes in exogenous variables, such as the
legal structure, measurement technology, or production processes,
can affect the equilibrium structure of contracts, and changes in
economic organization affect equilibrium outcomes in both pro-
duction and distribution.

2.5. Competition and the costs of alternative
economic organizations
In society, goods and services are usually not produced in
isolation because owners of assets find it profitable to join with
other owners and share their resources in production. For example,
landlords join with laborers in the use of land and labor services
for producing agricultural commodities. Such cooperation involves
formal or informal contracts.'” In one type of contracting, owners
of inputs delegate to a central agent, for some period of time,
specific rights to direct their assets in production in return for a
payment. The economic organization which results is the classic
entrepreneurial firm.'®
In Neoinstitutional Economics, the firm is defined as a web or
nexus of contracts."” Within the firm, the continuous pricing of
outputs has been suspended and the inputs are managed by the
central agent. Contracts are also used in exchange across markets
where outputs are measured and priced. But these two forms of
contracting overlap frequently, as we discuss below, which suggests
that the definition of the firm in NIE is not clear-cut. In fact, the

17. Cheung, Steven N. S. (1968). “Private Property Rights and Sharecropping.”
Journal of Political Economy 76 (No. 6, December): 1107-1122; idem (1969a).
The Theory of Share Tenancy. Chicago: University of Chicago Press.

18. Alchian and Demsetz (1972) modeled the organization of various types of firms
in terms of contractual relationships. Their pioneering contribution is already
somewhat dated. Alchian, Armen A., and Demsetz, Harold (1972). “Produc-
tion, Information Costs, and Economic Organization.” American Economic
Review 62 (December): 777-795.

19. This definition was first used by Jensen and Meckling (1976).
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dichotomy of the firm versus the market is unlikely to be a helpful
instrument in our search for better understanding of exchange.
Rather than attempting some final definition of what constitutes a
firm, we could more fruitfully analyze the various contractual forms
and seek to discover both their determining factors and their con-
sequences for equilibrium outcomes.

In the classic entrepreneurial firm, a central agent makes a series
of bilateral rental contracts with owners of cooperating inputs. The
central agent also makes bilateral contracts with the buyers of the
firm’s output. Contracts with input owners are set in the factor
market and contracts with buyers in the product market. As the
firm expands, three related developments are noted: Factor mar-
kets replace product markets; the allocative role of price signals
diminishes relative to administrative decisions; and measurement
by proxy becomes more common.” This process has been carried
furthest in the classic Soviet-type economy which can be charac-
terized as a huge firm where most of the product markets have
been internalized, except the market for consumer goods. This
point has been made, for example, by Wiles (1977):

The single enterprise is identified with the state. Its
Board of Directors is the Cabinet (or maybe the
Politbureau). Its treasurer is the Minister of Finance.
The profits of its branches, rather misleadingly called
enterprises, go automatically to this Minister; they are
decentrally retained by grace and favor only. . . . There
is not even any distinction between managers and civil
servants. There is only one career structure, with total
transferability of pension rights, seniority, etc.”!

20. Cheung, Steven N. S. (1983). “The Contractual Nature of the Firm.” Journal
of Law Economics 26 (April): 1-21.

21. P. 39 in Wiles, Peter J. D. (1977). Economic Institutions Compared. Oxford:
Basil Blackwell. Eggertsson (1984) discusses the logic of the Soviet National
Firm in terms of Neoinstitutional Economics. Eggertsson, Thrdinn (1984). “A
Neoinstitutional Model of the Soviet Political and Economic System.” Pho-
tocopy. St. Louis: Department of Economics, Washington University.
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This approach to analyzing the organization of the firm suggests
interesting questions, which were stated by Ronald Coase (1937)
in his seminal article, “The Nature of the Firm.”** For example:
Why doesn’t the firm, when subjected to the forces of competition,
break up into its elements, the individual owners of resources? Or
alternatively, why doesn’t the firm grow until it has swallowed the
market or perhaps the whole economy? What factors determine
the size of the firm? These and other questions regarding the nature
of the firm are examined in Chapter 6. Let us now examine two
contractual alternatives to the classic firm.”

One alternative to the firm is for the consumer of a product to
negotiate across markets separately with several owners of inputs
and price each of their contributions to the final commodity. The
factor market has now been eliminated, and price signals dominate.
In most cases the transaction costs of direct contracting between
consumers and input owners are likely to be relatively high, if the
product and the production technology are at all complex. To
measure and price components of final products such as cameras,
radios, and alarm clocks requires a great deal of knowledge, which
is costly to acquire for the typical consumer. Even in the case of
relatively simply products (Adam Smith’s pins), the consumer is
required to be familiar with the relevant production technology,
and the transaction costs of dealing with several input owners are
likely to be high. So also are the costs of enforcing a multitude of
contracts and ensuring that input owners supply the designated
quality of each component.

In lines of production where the division of labor brings sub-
stantial gains in productivity, contracts of this type tend to be
relatively costly and not competitive with other arrangements.
However, in limited cases specialist buyers may still negotiate with
input owners for components. This is known, for example, in the
automotive industry, where the purchase of components from very

22. Coase, Ronald C. (1937). “The Nature of the Firm.” Economica 4 (November):
386—-405.
23. The following discussion draws on Cheung (1983), op. cit., note 20.
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small producers, including unitary firms, has been used to relieve
bottlenecks at times when the output demand peaks and strains
plant capacity.
As a second alternative to the classical firm, contracting could
take the form that input owners bypass a central agent, negotiate
among themselves, and price each other’s outputs, while one input
owner contracts with the consumer over the final product. This
structure is relatively ineffective when it is costly to measure in-
dividual contributions, such as in the following illuminating ex-
ample, from Cheung (1983), of making flashlights in Hong Kong:
When the flashlights are being electroplated or
anodized, one worker monitors the tank of chemicals,
another rotates the article in the solution, and a third
rinses them as they are handed to him on a hanger. The
relative contribution of each worker is thus difficult to
separate.™

Therefore they are paid wages, says Professor Cheung, whereas

workers who insert switches are paid by the piece because their

contributions are relatively easy to isolate and measure.

Contracts that eliminate the central agent and arrange to
measure and price directly the contribution of individual inputs
are not uncommon. Cheung (1983), again drawing on the econ-
omy of Hong Kong, gives an example of this arrangement
from the market for hardwood floors: A consumer who is in-
terested in hardwood floors for his home negotiates with a gen-
eral contractor who subcontracts with a hardwood-floor
contractor who, in turn, finds a subcontractor and provides him
with wood; and finally the sub-subcontractor contracts with
workers who lay the floor, and pays them by the square-foot
laid. Why do arrangements of this kind come about, and why
do they survive? In the case of the hardwood-floor business,
Cheung (1983) has several suggestions: Output quantity and
quality are easily measured, the productivity of the workers
who lay the floors is very variable (hence a wage system would

24. Ibid., p. 15.
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have relatively high measurement costs), and the place of work
is not at fixed locations (making monitoring by a central agent
more costly).”

Finally, in the context of the cost of alternative economic or-
ganizations, note that organizations are designed not only to
reduce shirking and opportunistic behavior, but also to facili-
tate coordination, and coordination is yet another costly activ-
ity that is required because information is scarce.

We are now ready to summarize the argument: Cooperative
production involves various contractual structures. Some contracts
correspond to the traditional definition of the firm, but in other
instances the web of contracts among input owners does not match
conventional conceptions of the firm.

For instance, Cheung (1983) wonders why usually a big depart-
ment store is considered to be one firm, whereas a shopping center
is seen as a constellation of many firms:

Consider . . . the case of a big department store bearing
only one name but consisting in fact of separate sellers,
each leasing a space under one roof, paying a rent to
one central agent, and governed by a set of rules on the
line of products each can sell and his hours of
operations. That would seem to represent a single firm.
However, exactly the same arrangements are found in
most shopping centers, except that the shops bear
various names. Why should that matter in determining
firm size? Of course, some names are worth more than
others, as is evident in the case of franchises, but it is
also true that a single corporation may establish a
number of subsidiaries, each bearing a different name
for a different business.

The truth is that according to one’s view a “firm”’
may be as small as a contractual relationship between
two input owners or, if the chain of contracts is allowed

25. Ibid., p. 11.
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to spread, as big as the whole economy. . . . Thus it is
futile to press the issue of what is or is not a firm.*

NIE is concerned primarily with the economic logic of contrac-
tual arrangements, why one contractual form dominates another.
In an important way, the answer seems to depend on transaction
costs, as we shall discuss in Chapters 6 and 7.

In a full-information economy — where there are no transaction
costs, where economic outcomes are known in advance, and where
all contracts are fully enforced — the structure of contracts is in-
determinate. However, in a world of uncertainty, costly measure-
ment, and incomplete enforcement, economic outcomes may vary,
depending on which type of contract is chosen to organize pro-
duction or exchange. Consider the choice of contractual form by
landlords and the owners of labor services. Let us assume that the
choice is between several contractual forms, such as lump-sum
rental agreements (with or without stipulations designed to pre-
serve the quality of the land), various forms of output sharing,
piece-rate contracts, and wage contracts. When transaction costs
are positive, each contract structure is associated with different
allocation of resources, different distribution of wealth, and dif-
ferent rates of depreciation of the physical asset. If several types
of contracts coexist in a competitive market that is in equilibrium,
we expect that the various contracts are associated with equivalent
net gains for equivalent inputs, but not necessarily with equivalent
outcomes in terms of allocation and depreciation of the assets.
Note that in this context ‘“‘net gains” are measured subjectively
and depend, in part, on the resource owner’s taste for risk and on
the risk associated with different types of contracts.”’

Central to Neoinstitutional Economics is the concept of com-
petition among contractual arrangements. Let us explain this notion
by continuing the above example of contracting in agriculture. Qur

26. Ibid., pp. 17-18.
27. The question of transaction costs and contractual arrangements in agriculture
is addressed in Chapter 7, Section 7.4.
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landlords all produce crop A on their land. The plant they grow
requires little care; it is planted and harvested once a year, and
thus negligence and maltreatment of the plant affect only this year’s
crop. The landlords have made wage contracts with the workers
who attend the fields, plant, and harvest. The net rate of return
on the capital supplied by the landlords is 5 percent per annum.

Assume now there is a strong increase in the market demand
for an alternative crop, B. Crop B is the yield of a plant that bears
fruit four years after the fields are sown and then annually for the
next ten years. The plant is delicate and requires constant care.
By switching to crop B but keeping the wage system, the landlords
can raise the rate of return on their investments from 5 to 8 percent.
However, if they also introduce a particular form of an output-
sharing contract, the annual rate of return will be 15 percent.

The landlords gradually switch from crop A to crop B as they
become convinced that the price increase is not a temporary phe-
nomenon, but for a while they continue wage contracts as they are
not familiar with the advantages of output sharing. As the supply
of B increases, its price and the rate of return on land in this use
begin to fall and the yield differential between crop B and crop A
gradually disappears. Rather than watching the yield on B fall, a
landlord who has a taste for risky ventures begins to experiment
with output sharing contracts that give good results. She is able to
overcome an initial aversion to a new system and attract the re-
quired labor by offering higher net pay than other landlords, while
earning more herself. The landlord’s demonstration of the advan-
tages of output sharing is a public good which her competitors
eventually take advantage of, and soon several of them have in-
troduced the new system.

However, the high rate of return on output sharing is a tem-
porary phenomenon. As more landlords introduce the arrange-
ment, output expands, and the price of B continues to fall. Those
producers of B who still use the wage system find now that the
yield on their land is no longer competitive. Soon they are losing
money, and the forces of competition compel them to introduce
output sharing or find alternative uses for their land.
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This hypothetical example suggests that changes in contractual
form may often be a long process, particularly when there is a lack
of experience with arrangements that would be best suited to a
new situation. Once a successful experiment has been made, the
forces of competition establish new equilibrium contracts. It is also
reasonable to expect that a community that has a very long ex-
perience with stable technology and a stable range of relative prices
has settled on contractual forms that minimize costs for each branch
of production, given the state of knowledge about contractual ar-
rangements and the basic structure of property rights.

2.6. The filter of competition

We have just sketched, with the help of a hypothetical
example, how changes in the environment (exogenous changes)
can lead to the selection of a new contractual form and the demise
of previous arrangements. In a competitive market, contractual
forms that give rise to positive profits survive, and other forms of
organization go under. This notion of an ‘‘environmental adaption
by the economic system” comes from Armen Alchian’s (1950)
seminal article, ‘‘Uncertainty, Evolution and Economic Theory.”*

Alchian suggested, as an alternative approach to modeling eco-
nomic processes, that we begin by assuming complete uncertainty
and irrational behavior and then add elements of foresight and
motivation — exactly the reverse of the traditional approach. In
this way, he sought to show that even given extreme assumptions
about uncertainty and unmotivated behavior, “chance does not
imply undirected, random allocation of resources” in a market
system.”

By stating the minimal conditions in a competitive process for
the selection of the most cost-effective of all known organizational
forms, Alchian appealed equally to those who accept and those
who reject the rational-choice model. His article is regarded highly

28. Alchian, Armen A. (1950). “Uncertainty, Evolution and Economic Theory.”
Journal of Political Economy 58 (No. 3, June): 211-221. It is reprinted in idem
(1977). Economic Forces at Work. Indianapolis: Liberty Press.

29. Alchian (1977) [op. cit., note 28], p. 23.
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by economists of both the New Institutional and Neoinstitutional
schools, as Moe (1984) has pointed out:

In a fundamental sense, Alchian’s theory of economic
organizations is different from those of Coase or Simon.
He disavows an explicit model of individual choice . . .
and . .. offers a system-level explanation of
organizational emergence, structure, and survival that is
largely independent of decision making at the micro
level. ... Yet it is precisely this independence of a
distinct model of choice that ultimately renders it
compatible with the individualistic theories of both
Coase and Simon. . . .

Whether individuals optimize under uncertainty or
satisfice under the more limiting conditions of bounded
rationality . . ., Alchian’s logic of natural selection,
when grafted onto either approach, provides a powerful
means of deriving and integrating expectations about
individuals, organizations and systems. The result in
either case is an approach that gains in scope and
coherence, and that does so by remaining true to its
underlying model of individual choice.>

Systematic knowledge of human behavior in a world of uncer-
tainty and incomplete information is fragmentary. Alchian sug-
gested that in this context, rational behavior may call for modes
of behavior rather than adjustments in terms of the marginal con-
ditions of optimization in traditional economics. The individual is
often hampered by imperfect foresight and, even when optimality
is definable, he or she may be unable to ‘“‘solve complex problems
containing a host of variables.””' The rational individual may react
to uncertainty by adhering strictly to custom and conventional
behavior that in the past had been associated with success. A trial-

30. Moe (1984) [op. cit., note 8], pp. 746-747. We add to this the fact that Alchian

31.

himself relies on the rational-choice model and the generalized neoclassical
approach in his other work. See, for example, the volume of his selected works
(Alchian, 1977, op. cit., note 28).

Alchian (1977), p. 17.



Property rights, agency, and economic organization 57

and-error approach may also be sought, although trial and error
can often turn into a life-or-death experiment. The point is, how-
ever, that a competitive market selects those contracts that gen-
erate positive profits, whatever the individual’s approach, although
not necessarily maximum profits as defined in a full-information
model.

Thus, in a world of uncertainty and high transaction costs, it is
likely that most people replace the marginal conditions of eco-
nomics by modes of behavior, except for risk-seeking entrepre-
neurial individuals who are prone to make bold experiments in
spite of limited information. Such entrepreneurial types are often
labeled reckless adventurers when they fail, but are admired and
imitated when they succeed. Imitative behavior is quite common,
and incompetent imitators may even stumble on a new formula
that works better than any prior arrangements.

In many instances, particularly when the cost of information is
low, people adjust to changes in the environment by using cost—
benefit calculations that represent marginal costs and benefits fairly
well. Alchian argued that “the greater the uncertainties of the
world, the greater is the possibility that profits would go to ven-
turesome and lucky rather than logical, careful, fact-gathering in-
dividuals.”* However, Alchian’s basic point is that even when
adjustment to the environment is some random process, “‘chance
does not imply undirected, random allocation of resources” in a
market economy because of a selection process that uses realized
profits as a criterion.

This important insight is sometimes misunderstood. For exam-
ple, the notion of a filter of competition is not a normative concept.
It does not imply that the winners in economic life are necessarily
stronger, more intelligent, morally superior, or more deserving
than the losers. The filter-of-competition concept is a positive state-
ment, although Alchian did not formulate it as a testable hy-
pothesis.

Also note that the ability to adjust successfully to changes in the

32. Ibid., p. 20.
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environment is not distributed evenly among individuals. We can
list several reasons why this is so: Physical and mental prowess
vary; not all individuals face the same supply curve of information
or the same budget constraint; and some individuals have the
power to alter the existing structure of property rights in order to
minimize their personal cost of unexpected exogenous changes:
Imports can be restricted, the sale of new products banned, and
new contractual forms declared illegal.

Economic theorists sometimes like to play God and model op-
timal contracts in a world of full information. Alchian has made
the point that such optimal organization may not be introduced
even when it is profitable to do so. “What really counts is the
various actions actually tried, for it is from these that ‘success’ is
selected, not from some set of perfect actions.”” But the econo-
mist’s tools of analysis are still useful, if not to predict actual
contracts, then to suggest the direction of change in contractual
arrangements in response to exogenous changes. Alchian’s fun-
damental insight remains profound.

33. Ibid., p. 33.
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3.1. Positive theories of the state
Positive theories of the state hold a central role in Neoin-
stitutional Economics because the state sets and enforces the fun-
damental rules that govern exchange. The enforcement of property
rights depends on power, and economies of scale in the use of
violence frequently give a single agent — the state — a monopoly
over the legitimate use of violence. But the relationship between
property rights and political structures is complex, and exclusive
property rights are consistent with a range of alternative power
structures. Consider the following three arrangements:
1. A community where there are no legislative or judicial
bodies, no enforcement agencies, and no common rules
2. A society where there are common rules that specify
exclusive rights, a law-making body, courts of law, but
no police force or army and hence private enforcement
of law
3. A community where the state sets the rules, arbitrates
in disputes, and enforces exclusive rights
We would be surprised to find case 1, the private enforcement
of private rules, in communities where productive assets such as
land are scarce, where people live together in groups, practice the
division of labor, and trade among themselves. In order to protect
private property under case 1, a large share of the resources of

59
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each household would have to be allocated to the private protection
of life, limb, and nonhuman assets and to efforts at forming coa-
litions with other individuals. It is difficult to visualize political
equilibrium in this setting. Such communities are likely to drift
either toward chaos and disintegration, or toward the concentra-
tion of power and the formation of a state.

Case 2, the private enforcement of public rules, is known in
history and is found, for example, in Iceland during the Com-
monwealth, which lasted from 930 to 1262." The political system
of Iceland during this period included a constitution, a legislative
assembly, and a system of courts, but the government was without
an executive branch, and there was no police force or military.

The private enforcement of property rights can be costly for
individuals who need to defend their rights against a powerful and
ruthless adversary. In the Icelandic Commonwealth, individuals
sought support to help enforce their rights (or to violate the rights
of others) not only from their extended family and friends but also
from powerful opponents of the adversaries.

In case 3, the state defines the basic structure of property rights,
arbitrates in disputes, and enforces the rules. By providing order
at a relatively low cost, the state expands the community’s frontier
of production possibilities. In its earlier or more primitive versions,
the state is often associated with a single individual or a family
who supplies public order, defense, and various amenities in return
for the right to tax. The relationship between the ruler and his or
her subjects can be thought of in terms of a contract, and the
concepts of transaction costs and agency can be used to analyze
the structure of the contract.

1. David Friedman has made the case that the structure of property rights in the
Icelandic Commonwealth was relatively effective even when compared with
public enforcement of law in other societies. See Friedman, David (1979). “Pri-
vate Creation and Enforcement of Law: A Historical Case.” Journal of Legal
Studies 8 (No. 2): 399-415. The case of the Icelandic Commonwealth is taken
up in some detail in Chapter 9 (this volume): Property Rights in Stateless
Societies.
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The power of the sovereign is limited by agency costs and con-
strained by competition.” If the sovereign supplies public order
and other services at exorbitant prices, his or her behavior is likely
to draw offers of more favorable terms of taxation from power
brokers inside or outside the state. The capacity to tax is also
limited by the problems of agency and measurement costs. In order
to collect revenue, the tax base must be identified and measured,
and taxes levied and collected. The sovereign must rely on a large
number of agents to accomplish this task, and a rational ruler will
seck arrangements that minimize agency costs.

If rulers did not face positive transaction costs in the collection
of taxes, they would prefer a structure of property rights that
maximizes the tax base. When transaction costs are high, as North
(1981) has emphasized, it is frequently in the interest of rulers to
design structures of property rights that are inconsistent with rapid
economic growth. The agency problems of the Soviet leaders may
be a recent example of this dilemma. For years it has been observed
in the Soviet Union and abroad that various adjustments in the
structure of the country’s property rights could bring substantial
gains in the net output of the Soviet economy. This is apparently
recognized by the leaders of the Communist Party, the country’s
power elite, but no substantial changes in the structure of property
rights have been made. One explanation of this apparent paradox
is that the rulers are trapped in an agency problem.> Most of the
suggested changes in property rights involve decentralization of
economic power — that is, more power to the agents of the state
— which the rulers fear will lead to rising agency costs and loss of
control.

2. See North, Douglass C. (1981). Structure and Change in Economic History.
New York: W. W. Norton. Especially Chapter 3: “A Neoclassical Theory of
the State.”

3. For example, this point is made in Moore, John H. (1981). “Agency Costs,
Technological Change, and Soviet Central Planning.” Journal of Law and Eco-
nomics 24 (October): 189-214. These issues are discussed in Chapter 10 (this
volume): The State in Neoinstitutional Economics.
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3.2. Information costs and political processes

In political theory or welfare economics, modern democ-
racy is often analyzed in terms of contractual relations among
equals. The social contract is designed to provide efficient property
rights, ensure adequate supply of public goods, which the free
market cannot supply, and arrange for the provision of merit goods
such as aid to the sick, elderly, and indigent.* The formula, one
man—one vote, is supposed to protect the majority of citizens from
being subjugated by a minority. A “bill of rights” defining “‘in-
violable human rights” and constitutional stipulations that make
it costly for the majority to change such rules are intended to
protect minorities against the tyranny of a majority. The vision
follows logically from full-information models of political processes
in democracies.

In recent years, the evolution of the cost-of-information per-
spective in economics has inspired economists and political sci-
entists to examine the implications of information costs for political
exchange in democracies. We now understand better than before
how small groups can wield power in excess of their relative voting
strength and thus change the structure of property rights to their
advantage, perhaps at the expense of the majority of voters.

How can small groups in a democracy abuse the majority? One
explanation hinges both on the unequal distribution of costs and
benefits that can result from marginal changes in the structure of
property rights, and on the asymmetrical distribution of infor-
mation between the gainers and losers from such changes.’

4. A discussion of the allocative and distribution functions of governments is found,
for example, in Musgrave, Richard A., and Musgrave, Peggy M. (1976). Public
Finance in Theory and Practice. New York: McGraw Hill. See Chapter 1, “Fiscal
Functions: An Overview.” These authors identify three fiscal functions: Along
with allocation and distribution, the state is responsible for economic stability.

5. This insight is associated with Stigler’s work on the economics of information
and the economics of regulation. See Stigler, George J. (1961). “The Economics
of Information.” Journal of Political Economy 69 (June, No. 3): 213-225. Stigler,
George 1., and Friedland, Claire (1962). “What Can Regulators Regulate? The
Case of Electricity.” Journal of Law and Economics 5 (No. 1): 1-16; and Stigler,
George J. (1971). “The Economic Theory of Regulation.” Bell Journal of Eco-
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This line of reasoning is perhaps best understood with the help
of a hypothetical example. Imagine that shoemakers in the country
of Pedestria feel threatened by the imports of inexpensive, high-
quality shoes from Southern Europe and Asia. At risk are sub-
stantial capital losses by the owners of noncompetitive shoe
factories and costly depreciation of human capital for workers who
have invested in training that is specific to the domestic shoe in-
dustry. Large amounts, ranging from thousands to millions of dol-
lars, are at stake for many of the individuals concerned. These
losses can be prevented by changing the property rights of im-
porters and consumers — for example, by levying high tariffs on
imported shoes, imposing strict quotas on them, or forbidding shoe
imports altogether. Measures to limit the availability of inexpen-
sive imported shoes are at the expense of consumers as a whole,
but the burden is divided relatively evenly among a large number
of people — say, 60 million households.

Assume that the present value of the loss to consumers from
the restrictions on imports is on average fifty dollars per household,
if the measures are permanent. The rational household would then
be willing to invest a maximum of fifty dollars to ensure a free
flow of imported shoes, but the typical household may not even
know how much is at stake, and the information costs of finding
out can be high. Before it decides to act, the household must try
to establish what the real plans of the Pedestrian shoe industry
are, evaluate arguments put forward, and then calculate costs and
benefits. If the industry claims that imported shoes are defective
or dangerous or that foreign producers constitute a political threat
to Pedestria (e.g., because a devastated domestic shoe industry
would be unable to produce boots for the country’s armed forces
if a large-scale war broke out, closing all foreign trade channels),
such claims must be evaluated. The evaluation of arguments for

nomics and Management Science 2 (No. 3): 3-21. Stigler’s approach changed
the way in which economists thought about regulation, and it also had general
application for the analysis of political processes in a democracy. We return to
a discussion and evaluation of models involving endogenous property rights in
the fourth section of this book.
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trade restrictions can be costly, not to mention if the products in
question are not footwear but more complex commodities such as
pharmaceuticals, cars, or electronic equipment. A compassionate
consumer might want to consider whether predictions of dire con-
sequences of free trade for the workers in the shoe industry are
accurate, and ideally, the rational household must evaluate how,
in the long run, import restrictions are likely to affect pricing
policies and efficiency in the domestic industry.

To continue the example, assume that the consumer discovers,
after investing in information, that import restrictions are unde-
sirable and will cost her about fifty dollars. If the search costs have
already been incurred, they are sunk at this point, and the con-
sumer is ready to contribute a maximum of fifty dollars toward a
lobbying campaign to prevent import restrictions. If all households
are informed and pool the funds, and are willing to invest in this
endeavor, fifty dollars on the average, then the 60 million house-
holds have 3 billion dollars at their disposal — a handsome sum.
However, not all households would be aware of the potential dam-
age of restrictions. Therefore, the initial sum would be less than
3 billion dollars, and some of the funds would be used to inform
other consumers of the problem. Finally, it would pay the con-
sumers to pool their resources in a joint effort if there were sub-
stantial economies of scale in collecting information and lobbying
bureaucrats and elected representatives.

3.3. The logic of collective action and the free-rider problem
The potential economic and political might of (nearly) all
consumers of shoes in a democracy is obviously enormous if they
pool their resources, but there is an obvious obstacle to such a
cooperative effort: the cost of collective action and particularly the
free-rider problem.®
Consider what is likely to happen if an enterprising individual
sought to take advantage of economies of scale in information

6. The classic reference for the free-rider problem is Olson, Mancur (1965). The
Logic of Collective Action. Cambridge, Mass.: Harvard University Press.
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gathering and lobbying and offered, at a price well below fifty
dollars, to sell consumers protection against restrictions on the
import of inexpensive foreign shoes. The manager of such an op-
eration would soon realize that the services of free trade are a
public good and that the costs of dividing up public goods and
selling them to the public are prohibitive. Any consumer who
refuses to pay for the services of our entrepreneur stands to gain
from free trade in imported shoes just as much as those who paid
to uphold it. Individuals cannot be singled out and restricted to
buy only domestic shoes because such discrimination conflicts with
constitutional rights in most democracies, and, more importantly,
the cost of enforcing the discrimination would be unacceptably
high. The rational consumer will realize that her contribution has
no perceptible impact on a nationwide lobbying effort, and also,
if the lobbying is successful, she will stand to gain, whether she
contributes or not. But, if all consumers think like this, no one
will mount a campaign against the protectionists.” In simple terms,

7. The problem of free riding is related to the prisoners’ dilemma in game theory.
The prisoners’ dilemma arises when two conditions are present: (1) The actions
and welfare of individuals are interdependent; and (2) the individuals cannot
communicate with each other, or, more precisely, cannot make binding agree-
ments. The dilemma can be illustrated with the example of two prisoners who
are accused of plotting together against the government and are kept in separate
cells. The evidence against them is limited, and each is offered freedom if he
or she testifies against the other prisoner, who will then get the death sentence.
If both prisoners testify against each other, both will receive a heavy sentence,
and if neither talks they will get away with a light fine. Each prisoner will
contemplate the actions of the other. If the other prisoner talks, the outcome
for oneself’s not talking is the death sentence whereas talking brings a heavy
sentence. If the other prisoner refuses to cooperate with the state, then not
talking brings a light fine whereas betrayal is rewarded with freedom. In this
situation it appears rational for each prisoner to testify against his or her former
colleague. When both testify, both receive heavy sentences. The two maximize
their joint welfare by not testifying, and that is what the model predicts would
happen if the prisoners could discuss their plans (and make enforceable
agreements).

Consumers who contemplate whether or not to support an antiprotectionism
campaign are in a similar situation as the prisoners in the example above. Each
consumer may find that lack of information about the behavior of other con-
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this is the nature of the free-rider problem, the great scourge of
collective action.

In sum, three factors combine to limit political actions by our
consumers in defense of the free flow of shoes across national
borders: the high costs of obtaining reliable information about the
relevant facts, the free-rider problem, and the relatively small sum
that is at stake for the average individual. Turning to the domestic
shoe industry, we find that, in contrast to the situation for con-
sumers, the relevant information is available to each firm at a
relatively low cost; there is more at stake on average for each
individual; and fewer individuals are involved, thus lowering the
cost of overcoming the free-rider problem.

We will return to the free-rider problem later in this book,
particularly in Chapter 9, but note here that one way around the
free-rider problem is to let the state raise the cost to individuals
who refuse to join groups, pay membership dues, and, generally,
refuse to participate in collective action. For example, the right to
work in certain professions, industries, or factories can be tied to
membership in a union or professional association. Business groups
that have lobbying as a primary aim are common, and sometimes
a refusal to join may involve direct costs for the uncooperative
parties. Furthermore, it is possible that a firm that has a large share
of the market may have incentives to act alone and invest in re-
strictive legislation.®

As we have noted, there are many reasons why the struggle
between the general public and small, well-organized pressure
groups tends to be one-sided. In fact, one might be inclined to
conclude from the arguments presented above that the impossi-
bility of free international trade is a foregone conclusion. But
various factors work against special interest groups and limit their
effectiveness, including laws against bribery, rules regulating the
behavior of lobbyists, and public spiritedness of civil servants and

sumers, and the high costs of finding out and making binding agreements make
not donating to the campaign the rational choice.
8. See Olson (1965) [op. cit., note 6] for an elaboration of these points.
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legislators. Conflict of interest among well-organized pressure
groups can also reduce their influence — in our hypothetical ex-
ample, conflict between domestic manufacturers and importers of
shoes.

3.4. The concept of equilibrium political institutions
Exchange and production in modern societies take place
within a framework of rules that are socially and politically deter-
mined and enforced. Therefore, the allocation of resources is af-
fected by changes in the rules structure (by the reassignment of
property rights) and, at one remove, by changes in social and
political institutions.

In democratic societies, fundamental changes in property rights
are usually brought about through some voting procedure, either
directly through a popular vote or indirectly through the voting by
elected representatives. In either case, the outcome of voting is
usually governed by the so-called majority rule. In the postwar
period, the nature of outcomes that flow from majority-rule voting
has been given exhaustive examination by economists and political
scientists. The pioneering contribution was made by Arrow (1951),
who contributed the “impossibility theorem” and defined the re-
search program in this area for the next twenty-five years.’

The literature on voting soon came to the following conclusion:
Assume we have a body of agents with predetermined and stable
preferences who are faced with a choice between the elements in
a set of alternatives. The choice is made on the basis of majority-
rule voting. Then it can be demonstrated that the outcome depends
not on preferences but on the sequence of votes: how and in what
order the elements are compared. Almost any outcome is possible,
depending on the sequence of votes; in other words, there is no
equilibrium outcome of the electoral system if the agents are free

9. Arrow, Kenneth J. (1951). Social Choice and Individual Values. New York:
Wiley. The discussion below is based on Shepsle, Kenneth A., and Weingast,
Barry (1983). “Rational Choice Explanations of Social Facts.” Working paper.
St. Louis: Washington University.
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to manipulate the sequence of votes.'® Formal political theory also
led to the conclusion that voting coalitions tend to be unstable
solutions to vote-trading and logrolling."'

These findings of formal political theory were at odds with em-
pirical and descriptive studies that did not reveal evidence of the
disequilibrium that the theory associated with majority rule. It is
interesting to note that formal political theory was strongly influ-
enced by contemporary microeconomics and its emphasis on ra-
tional choice and equilibrium. Furthermore, the behavioral
revolution in political science, just like the field of economics, paid
almost no attention to the structure of institutions and their re-
straining influence on behavior. This is now changing. In recent
years, the influence of the property rights approach in economics
has extended also to political science and given rise to what some
call the new institutionalism or the new political economy, an area
in which politics and economics overlap. We consider the new
approach to be an integral part of the NIE.

Recently critics have argued that the “pure majority-rule model”
is without an empirical counterpart in legislative assemblies or
other rule-making bodies. They claim that, in fact, voting and
decision making are controlled by elaborate procedures that yield

10. Equilibrium outcomes are possible if someone is given monopoly power over
the agenda, that is to say, the power to control the sequence of votes. Voters
could influence the outcomes by bribing the person who controls the agenda.
If transaction costs are zero, the final outcome is independent of the person
given control over the agenda, but this need not be so when transaction costs
are positive. The genesis of the agenda control literature is usually identified
as Romer, Thomas, and Rosenthal, Howard (1979). “Bureaucrats Versus Vot-
ers: On the Political Economy of Resource Allocation by Direct Democracy.”
Quarterly Journal of Economics 93 (No. 4, November): 563-587.

11. These findings are presented in Shepsle, Kenneth A. (1983). “Institutional
Equilibrium and Equilibrium Institutions.” Working Paper No. 82. St. Louis:
Center for the Study of American Business, Washington University. For formal
proofs, see, for instance, McKelvey, R. D. (1976). “Intransitivities in Multi-
dimensional Voting Models and Some Implications for Agenda Control.” Jour-
nal of Economic Theory 12 (No. 3): 472-482; and Cohen, Linda, and Matthews,
Steven (1980). “Constrained Plot Equilibria, Directional Equilibria and Global
Cycling Sets.” Review of Economic Studies 47 (No. 5, October): 975-986.
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equilibrium outcomes. For example, Shepsle (1983) points to the
600-plus pages of Deschler’s Procedures of the U.S. House of Rep-
resentatives. The new institutionalists agree that there may be no
equilibrium outcomes associated with unrestricted voting among
alternatives in an institution-free environment, but they maintain
that in the real world there are institutional arrangements that tend
to yield stable outcomes.

What are these institutional arrangements? Shepsle and Wein-
gast (1981) refer to structure-induced equilibrium."” Essentially the
argument is as follows: The institutional structure of rule-making
bodies contains various building blocks that constrain behavior to
result in stable outcomes. The choice process does not involve all
agents voting among all possible alternatives. Rather, the set of
decision makers is partitioned, for example, into committees, and
the set of alternatives is divided into jurisdictions. Some mecha-
nism assigns agents to committees — for example, self-selection
(the method used in the U.S. Congress) — and committees are
given exclusive property rights over specific jurisdictions. In the
U.S. Congress, committees often can close the door on changes
in their jurisdiction by not proposing any bill. Their ex post power
in conference committees enables them to enforce this restriction
and also gives them substantially a monopoly of agenda control
for making changes. At the least, the support of all committees
for changes in matters under their jurisdiction is almost always
required for a bill to have a chance of passage through each house."

12. Shepsle, Kenneth A., and Weingast Barry, R. (1981). “Structure-Induced
Equilibrium and Legislative Choice.” Public Choice 37 (No. 3): 503-519.

13. In their 1981 paper, Shepsle and Weingast (1981) explain the power of com-
mittees primarily in terms of their role as “gatekeepers” or agenda setters in
their respective jurisdictions. In a recent paper, Shepsle and Weingast (1987)
modify their position by emphasizing the ex post sources of committee power:
“Committees, as agency setters in their respective jurisdictions, are able to
enforce many of their policy wishes not only because they originate bills but
also because they get a second chance after their chamber has worked its will.
This occurs at the conference stage in which the two chambers of a bicameral
legislature resolve differences between versions of a bill.” P. 85 in Shepsle,
Kenneth A., and Weingast, Barry R. (1987). “The Institutional Foundations
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According to this arrangement, agents have given up consid-
erable power in many areas in return for disproportionate power
in jurisdictions of special interest. The delegation of authority to
committees suggests the existence of an agency relationship and a
need for a system of monitoring by the parent body. In fact, the
monitoring of committees takes many forms. Institutional leaders
may have confidants on each committee and also monitor reactions
of legislators, lobbyists, constituents, and presidents to the work
of the committees. Moreover, the output of committees, bills
passed onto the floor for deliberations and voting, must survive
the amendment process. Procedural rules are designed to control
outcomes when bills are handled by the whole legislative body or
one of its chambers. These are rules, for instance, relating to the
types of amendments that are allowed and the sequence in which
alternatives are compared. Furthermore, strong reactions by con-
stituents of legislators who are not on a committee provide credible
evidence that something needs to be done about the committee’s
work. If enough legislators have such complaints, one would expect
action to be possible or anticipatory reaction by the committee to
avoid the control measures that might be taken.

Institutional arrangements, such as the division of decision mak-
ers into committees and the assignment of property rights over
specific jurisdictions to members of committees, modify the tra-
ditional conclusions of the public-choice literature. Public choices
over social preferences are no longer cyclical, and no longer is
almost any outcome possible depending on the sequence of votes.

But this line of reasoning raises another problem.'* Let us define
institutions as sets of rules governing interpersonal relations, noting
that we are talking about formal political and organizational prac-
tices. Assume that agents have certain expectations ex ante about
the link between institutional structure and outcomes of social

of Committee Power.” American Political Science Review 81 (No. 1, March):
85-104.
14. The following discussion is based on Shepsle (1983) [op. cit., note 11], p. 9.
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choices. Then given the agents’ preferences for outcomes, there
is derived demand for institutions. If institutions are somehow
chosen as we want to argue, then we are back to the disequilibrium
outcomes of majority-rule voting, and the choice among institu-
tions will not lead to stable or equilibrium institutions. And it does
not help to argue that the choice of institutions is prescribed by
higher rules, written or unwritten constitutions, because this only
pushes the argument one step back, requiring us to predict unstable
constitutions.

Just as in the case of voting outcomes, empirical observations
tell us that the institutional structures in democratic countries are
relatively stable, that they tend to be equilibrium institutions.
Shepsle (1983) has tried to solve this dilemma and explain in terms
of the rational-choice model why institutional structures tend to
be stable.

Shepsle’s first point is that the structure of political institutions
and the outcomes associated with them reflect the interests of those
in power: Economic power breeds political power. Individuals who
try to enhance their power by altering political institutions may
expect costly retaliations if their efforts are unsuccessful. Ex ante
it is often uncertain whether attempts to change political institu-
tions will succeed, for example, because agents may find strategic
advantage in not revealing their preferences before the final vote.
These uncertainties may in part account for institutional stability.

Second, political institutions are designed to facilitate cooper-
ation among decision makers, or that is one of their functions. In
exchanges between politicians, transaction costs tend to be high,
as are the costs of exchange among criminals or sovereign nations,
because there is no powerful third party that helps to enforce
contracts in these areas, unlike the situation in the marketplace.
Therefore, self-enforcement of contracts is relatively important in
political exchanges. In repeat-play dealings, a good reputation is
valuable to a dealer, and a reputation for reneging on promises
can be costly. But self-enforcement of contracts is an ineffectual
arrangement in many situations, particularly in multilateral ex-
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changes where it is costly to discover who is cheating whom, where
there is room for free riding, and where it is not clear who should
bear the cost of punishing agents for opportunistic behavior.

With all this in mind, Shepsle (1983) argues that political insti-
tutions are ex ante agreements about cooperation among politi-
cians. According to this view, institutions can be seen as a capital
structure designed to produce a flow of stable policy outcomes,
and institutional change is a form of investment. One of the costs
of institutional change is the uncertainty about which outcomes
the new regime will produce. Uncertainty implies that a given
structure may ex ante be associated with a set of structure-induced
equilibrium points. Ex post this uncertainty is gradually reduced
as the operational qualities of a new institutional structure become
known.

Finally, Shepsle (1983) argues that this uncertainty about the
impact of structural change on equilibrium outcomes is enough
reason to stabilize institutions and prevent continuous institutional
change. He maintains, thus, that the calculations of agents in de-
cisions involving policy choices are qualitatively different from
calculations regarding institutional change.

The new approach to political organizations is analogous to the
studies of the nature of economic organizations which we intro-
duced in the previous chapter. For example, the committee system
in the U.S. Congress and agenda control are seen as a rational
structure just like the modern corporation. In a similar vein, Wein-
gast (1984) has argued that a priori it is unreasonable to assume
that the employees of the U.S. federal bureaucracy are agents out
of control because it is in the interest of their immediate principals,
the members of Congress, and of course their ultimate principals,
the voters, to develop an institutional structure that limits agency
costs.'” Weingast concludes that such a system is indeed in place:

15. Weingast, Barry R. (1984). “The Congressional-Bureaucratic System: A Prin-
cipal-Agent Perspective.” Public Choice 44 (No. 1): 147-192. See also idem
(1983). “Bureaucratic Discretion or Congressional Control? Regulating Poli-
cymaking by the Federal Trade Commission.” Journal of Political Economy
91 (October, No. 5): 766~-800.
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It is an equilibrium political institution, which the players either
cannot change or do not seek to change.

This system involves specialized Congressional committees, pub-
lic hearings, and monitoring of bureaucratic behavior by members
of the public who report back to their representatives. In terms of
the Weingast model, this system of control is more cost-effective
than direct monitoring of the bureaucracy by members of Congress
and their staff, which used to be the traditional view of how bu-
reaucrats were controlled.

McCubbins and Schwartz (1984) come to the same conclusion
as Weingast (1984).'® They refer to direct, centralized monitoring
of the executive branch by the legislature as police-patrol oversight,
and argue that scholars, who complain that the U.S. Congress has
neglected its oversight responsibilities, fail to recognize another
decentralized, incentive-based control mechanism, which they re-
fer to as fire-alarm oversight.

The application of the economics of property rights, transaction
costs, and agency to political institutions is on the verge of trans-
forming our understanding of American political institutions.
There is reason to believe that the new approach will also provide
valuable insights, theorems, hypotheses, and empirical findings,
not only for modern American institutions but also for institutions
across time and space.

3.5. Ideology and the rational-choice model
In our discussion of the logic of collective action and the
free-rider problem, it was mentioned that the economic approach
has not been successful in explaining certain group actions. Gordon
Tullock’s (1971) economic theory of revolution is a good illustra-
tion of the limits of the purely economic approach when applied
to group behavior in situations where there are incentives for free

16. McCubbins, Mathew D., and Schwartz, Thomas (1984). “Congressional Over-
sight Overlooked: Police Patrols Versus Fire Alarms.” American Journal of
Political Science 2 (No. 1, February): 165-179.
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riding."” Tullock bases his theory on rational-choice assumptions
and comes up with essentially a theory of nonrevolution which is
well suited to explain why revolutions are relatively infrequent,
even in states ruled by tyrants.

Economic man is unlikely to take part in popular uprisings where
his marginal contribution to the success of the revolution is tech-
nically zero, where his personal economic gains are nil or negative,
but where his chances of being killed or wounded are substantial.
If we leave out situations where society imposes severe costs on
those who refuse to take part, participation under such circum-
stances can be explained only in terms of a commitment to moral
values, to an ideology.

Tastes have traditionally been exogenous variables in economic
theories, and little is known in the other social sciences about the
formation of ideologies and why they change. Nonetheless, ide-
ologically motivated behavior is formally consistent with the
rational-choice model and the economic approach. Individuals are
then seen as having a taste for ideology, and a trait such as honesty
is assumed to be substitutable at the margin for other goods, except
when a moral value is given infinite weight in the preference
function.®

Experiments, for example, where wallets are left in public places
for passers-by to find, suggest that “honest behavior’” is more fre-
quent when small values are at stake, which indicates a downward-
sloping demand curve for rectitude. But this is not the whole story,
because a serious problem arises in the analysis of institutional
change when ideological beliefs appear to be unstable — when
individuals at one time point support a given structure of property
rights and at another point risk their lives tearing it down.

North (1981) has argued that modifications of social values —
that is, changing ideologies — are a major factor in institutional

17. Tullock, Gordon (1971). “The Paradox of Revolution.” Public Choice 9 (Fall):
89-99.

18. The discussion of ideology below draws on Chapter 5, “Ideology and the Free
Rider Problem,” in North, Douglass C. (1981). Structure and Change in Eco-
nomic History. New York: W. W. Norton.
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change, and the NIE is incomplete without a theory of ideology.
In the long run, widespread respect for the law, for the rights of
fellow citizens, for the state, and for the authority of the ruler is
essential for the preservation of any society. The stock of social
values is a form of capital which the rulers can augment by investing
in propaganda, for example, through the school system. Without
a supportive ideology, the cost to the power elite of monitoring
the citizens, and the cost to the citizens of monitoring each other,
would approach infinity. A society where everybody behaves solely
in an egotistical and cold-blooded fashion is not viable.

When social change is related to changes in ideological behavior,
we are concerned whether the behavioral change is due only to a
change in the opportunity cost of respecting law and order (a move
along the demand curve) or whether it reflects new values (a shift
in the demand curve). There is no doubt that institutional change
in general, and ideological behavior in particular, represent one
of the most important, and most difficult, frontiers of research in
the NIE.

3.6. Can we explain the rules?

Several scholars have raised doubts about the validity of
the economic approach for analyzing the fundamental rules that
govern exchange in society. We end this chapter by considering
briefly some of these objections.

First, it is often argued that economic analysis has little to offer
in terms of testable hypotheses, except when behavior is con-
strained by competition and represents adjustments to exogenous
parameters. Social rules are determined in the political arena, and
political behavior typically involves strategic interactions and in-
terdependence rather than adjustments to fixed parameters. The
simplifying assumptions of the economic approach yield useful
hypotheses when applied to big groups, because the law of large
numbers cancels out erratic individual behavior; but the economic
analysis of politics often involves small groups, and economists
have had limited success in developing empirically relevant models
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of the behavior of oligopolists, in spite of theoretical advances in
game theory.

There is certainly truth to this argument, and we do not want
to minimize the theoretical difficulties of dealing with strategic
behavior. Yet, in the past, there has been a tendency to under-
estimate the constraints on behavior that competitive forces im-
pose. To take an extreme example, even Joseph Stalin must have
been constrained by competition and agency considerations, as
indicated by the dictator’s survival for a large number of years."
The NIE looks for competitive constraints in unexpected places.
For example, in the theory of the firm it is now understood that
heads of large corporations are constrained by competition in the
market for managers, the market for loanable funds, and the mar-
ket for corporate takeovers, even though they are not directly
controlled by diffuse shareholders. Similarly, various constraints
on behavior in the political arena have been brought to our atten-
tion. It was mentioned above how the behavior of federal bu-
reaucrats is constrained by the committee system in Congress and
monitored by the public. Other scholars have, for example, studied
electoral control of incumbent performance in office, and so on.

Another criticism, which is related to our previous section, is
that the economic approach is said to fail to take account of non-
economic motivation, a particularly serious omission when ana-
lyzing political institutions. This criticism is partly based on a mis-
understanding. It has already been stated that the choice of
arguments for individual preference functions is primarily a prac-
tical issue of selecting the terms that yield the greatest theoretical
insights and predictive power. A problem arises when social values
change, because the NIE does not have a workable theory of
ideology. This deficiency is recognized by many scholars of the
NIE, such as North (1981).

Still another criticism of the NIE is that wealth or utility max-

19. Incidentally, we are not aware of attempts to analyze formally the dynamics
of Stalin’s grip of power and control over his agents for more than a quarter
century.
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imization is not a general law of behavior, but rather behavior
sanctioned by rules only for special occasions — competitive mar-
kets.*® We are not sure whether this will be a serious stumbling
block for the NIE. Observations that seem to suggest that indi-
vidual behavior in certain areas is inconsistent with the rational-
choice model are often mistaken because the evaluation is made
in terms of full information. What appears as a casual approach
to decision making - for example, consistent with Simon’s principle
of “satisficing” - can be explained in terms of maximization and
rational choice when transaction costs are taken into account.”' In
situations pervaded by uncertainty, optimization as defined in the
full-information model is probably not carried out by the typical
individual.” But we believe that such situations can often be mod-
eled in terms of rational choice and competitive constraints to
derive useful insights and hypotheses, at least compared to other
available theoretical paradigms.

It is important to note in this context that the economic approach
is essentially tautological and accommodates all sets of values we
care to include and all possible constraints. It breaks down only
when tastes fluctuate at random or when people make regularly
inconsistent choices. Furthermore, the rational-choice model is not
a useful scientific tool unless the specification of the preference
function is explicit enough to enable the theorist to derive falsifiable
propositions.

20. Field, Alexander J. (1979). “On the Explanation of Rules Using Rational
Choice Models.” Journal of Economic Issues 13 (No. 1): 49-72.

21. A presentation of the satisficing approach is found in Simon, Herbert A. (1957).
Models of Man. New York: Wiley; idem (1978). “Rationality as Process and
as Product of Thought.” American Economic Review 68 (May): 1-16. A defense
of the rational-choice model and the economic approach is found in De Alessi,
Louis (1983a). “Property Rights, Transaction Costs, and X-Efficiency: An
Essay in Economic Theory.” American Economic Review 73 (March, No. 1):
64-81. See also a response by Leibenstein, Harvey (1983). “Property Rights
and X-Efficiency: Comment.” American Economic Review 73 (September, No.
4): 831-842, and a rejoinder by De Alessi (1983b). “Reply,” Ibid.: 843-845.

22. This point is discussed in Alchian, Armen A. (1950). “Uncertainty, Evolution,
and Economic Theory.” Journal of Political Economy 58 (No. 3, June): 211-
221. See our Chapter 2, Section 2.6.
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The final criticism of the NIE, which we report here, is the
argument that it is unreasonable to seek to explain social rules in
terms of relative prices.” Rules are designed to reduce uncertainty,
and much of their usefulness is minimized or lost if they fluctuate
freely with changes in prices. Also, such extreme institutional insta-
bility is inconsistent with the empirical evidence. There is no reason
to believe that two countries with similar endowments and tech-
nologies will have similar structures of property rights. Politi-
cal authorities do not change the rules each time relative prices
change in an attempt to maximize wealth net of enforcement costs,
because frequent changes in the rules would cause chaos and be
counterproductive.

Here several points are in order. First, the NIE does not say
that the structure of property rights depends only on technologies
and endowments. The nature of the state, the governmental struc-
ture of a country, is a critical determinant of the rules structure,
and, in turn, the political system of a country is a complex phe-
nomenon that depends on a country’s proximity to neighboring
powers, its history of invasions and foreign occupations, the evo-
lution of religious and cultural ideas, and a host of other variables.
The detailed nature of the causal relationships among these factors
is well beyond our understanding. For example, it is not likely tha:
the NIE, using the economic approach, will in the near future give
a detailed explanation of why the Soviet Union developed its cur-
rent political and economic system. But the economic approach
can be useful in modeling the choice set of Soviet rulers, and how
it is constrained by technologies, endowments, agency costs, and
competition. Furthermore, the approach may enable us to predict
how rational rulers adjust property rights to changes in these con-
straints, or at least forecast the direction of change.

Second, not all price changes make it efficient from a purely

23. See Field (1979) [op. cit., note 20], and also Field, Alexander J. (1981). “The
Problem with Neoclassical Institutional Economics: A Critique with Special
Reference to the North/Thomas Model of Pre-1500 Europe.” Explorations in
Economic History 18 (No. 2): 174-198.
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economic viewpoint to change the structure of property rights when
transaction costs are positive. A change in the rules that govern
exchange is an investment, and often it is worth changing the rules
only when there is to be a lasting change in relative prices — for
example, when technological change permanently lowers the cost
of information.

In sum, the basic structure of property rights is determined by
the state and reflects the preferences and constraints of those who
control the state. All choices made by individuals and groups who
control the state are constrained by the requirement to maintain
power, but the ultimate impact of institutional change on power
relationships is often shrouded in uncertainty. Therefore, institu-
tional changes that in traditional neoclassical models appear to be
consistent with wealth maximization are often seen as disadvan-
tageous by the power elite because the changes are likely to raise
the cost of agency or even threaten an outright loss of control.

In other words, there are various ways of explaining the relative
stability of the structure of property rights without discarding the
rational-choice model. Indeed, property rights, far from being dan-
gerously flexible, often lag behind changes in the environment and
act as brakes on economic development and growth. It is the anal-
ysis of such crippling infiexibility that perhaps constitutes the most
interesting task ahead for the NIE.






Part 11

Property rights and economic outcomes






The economics of exclusive rights

4.1. Introduction

In this chapter we contrast the economics of exclusive and
nonexclusive ownership of resources and examine the conse-
quences of alternative sets of social rules. Section 4.2 introduces
the economics of the common pool, and explains how competition
among users of common property can result in a dissipation of the
potential rental income from the common asset.’ Examples from
U.S. economic history are used to explain the concept of de facto
common property.

In Section 4.3, we examine the costs of assigning and enforcing
exclusive rights. In fact, the establishment of exclusive rights uses
up resources just as does competition for a nonexclusive asset. The
transfer of public timberland to private ownership in the Pacific
Northwest during the late 1800s and early 1900s is taken as an
example of a relatively costly privatization process. The section
ends with a demonstration (in terms of a general equilibrium
model) of our inability to make positive statements about the im-
pact on aggregate welfare of the establishment of exclusive prop-
erty rights, even when the change leads to an increase in net output.
The reason is that the impact depends on the true nature of

1. The term common property (or open access) should not be confused with com-
munal property. See our discussion in Chapter 2, Section 2.1.
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individual utility functions which we do not know and cannot
measure.

Section 4.4 takes the discussion beyond the dichotomy of exclu-
sive or nonexclusive rights and examines, in light of Coase’s theo-
rem, the interplay between transaction costs and conflicting uses
of resources. A verbal discussion and a simple general equilibrium
model (an Edgeworth box) is used to illustrate Coase’s theorem,
the implications of high transaction costs, and the economic con-
sequences of alternative legal rules. Changes in the law governing
liability for work-related accidents in nineteenth-century Britain,
and other examples, are used to explain how economic outcomes
can vary with alternative assignments of property rights. We em-
phasize that it is not self-evident that rules and rulings by the state
will be designed to maximize the aggregate utility or wealth of a
community.

In the final section, 4.5, we examine how restrictions imposed
by the state on the terms of contracts between individuals — for
example, price ceilings or price floors — affect economic outcomes.
It is argued that such measures can place real income in the public
domain (as common property) and lead to costly competition and
to new forms of organizing production and exchange. Rationing
by waiting is discussed as an alternative to the price mechanism.
However, buyers and sellers have an incentive, given the new
constraints, to minimize the dissipation of nonexclusive income.
The extraordinary history of rent controls in Hong Kong is used
to illustrate these issues.

4.2. Common property
With the exception of the perfectly defined and enforced
private property rights of the basic neoclassical model, economists
have paid more attention to common property and its conse-
quences for the allocation of resources than to any other structure
of rights. For example, the economics of the “common pool” are
at the center of fisheries economics, which is an important branch
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of applied microeconomics.” There exists, therefore, a well-
developed corpus of theory dealing with the consequences of
nonexclusive ownership.

The economic consequences of using common inputs in pro-
duction can be illustrated with a simple graphic model. In the
model of Figure 4.1, which originates with Gordon (1954), exclu-
sively owned input and common inputs are used in combination:
for example, common fishing grounds and private fishing boats,
gear, and labor; or privately owned cattle and common pasture
land. It is assumed that there are only two factors of production,
homogeneous labor and a common natural resource in fixed supply,
such as a piece of land or a fishery. The opportunity cost of applying
labor to the natural resource is determined by the (exogenous)
market wage in alternative activities, W°. The diagram shows how
the values of the average and marginal products of labor fall as
more units of labor are applied to the fixed natural resource, R°.’

Let us examine more carefully what happens when one more
unit of labor is added to R°. The contribution to total output by
the new labor unit, L;, can be viewed as twofold. As all the labor
units are of the same quality, unit L; produces Q/Ly, where Q is
the value of total output and Ly the total number of homogeneous
labor units. Second, the addition of L, has the effect of reducing
the average product of existing (intramarginal) labor units — as
indicated by the slope of the VAP curve. The value-of-marginal-

2. The pioneering contribution to the economics of common resources in the fishery
was made by the Danish economist Jens Warming. Warming’s insights were
independently discovered some forty years later by the Canadian economist
H. Scott Gordon. Warming, Jens (1911). “Om ‘Grundrente’ af Fiskegrunde.”
Nationalékonomisk Tidsskrift: 495-506; Warming, Jens (1931). “Aalgaardsret-
ten.” Nationalokonomisk Tidsskrift. 151-162. See also Andersen, P. (1983).
“ ‘On Rent of Fishing Grounds’: A Translation of Jens Warming’s 1911 Atrticle,
with an Introduction.” History of Political Economy 15 (Fall, No. 3): 391-396;
and Gordon, H. S. (1954). “The Economic Theory of a Common Property
Resource: The Fishery.” Journal of Political Economy 62 (April): 124-142.

3. The discussion that follows draws on Cheung’s important 1970 article. Cheung,
Steven N. S. (1970). “The Structure of a Contract and the Theory of a Non-
exclusive Resource.” Journal of Law and Economics 13 (April): 49-70.
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Figure 4.1. The dissipation of rent.

product curve, VMP, summarizes the two effects just mentioned,
and gives the net addition to total output that results when a
marginal unit of labor, L;, is added to R°, the fixed natural resource.

If R® is privately owned, the two effects of adding labor to the
fixed resource are both taken into account. For example, if R%is
owned by a private firm that hires labor at the fixed wage rate,
W?, the firm will employ Ly, units of labor because this level of
operations maximizes the rental income from R°, represented by
the triangle B in Figure 4.1. Note that the rent-maximizing outcome
can prevail even when R® is common property, provided the re-
source is used by only one decision unit and there is no threat of
entry by others.

The equilibrium outcome is different when there are no exclusive
rights to R® and the resource is utilized by more than one inde-
pendent decision unit. Under these circumstances, each unit, L,
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takes account only of its own output, Q/Ly, and pays no attention
to the cost it imposes on the other units.* These external costs can
be illustrated with the help of Figure 4.1. Imagine that there is an
infinitesimal increase in the labor input at Ly,. The output of the
marginal unit is shown by L,Y, the fall in productivity of the
intramarginal units is equal to XY, and the net increase in output
is LY — XY = Ly X.

If each decision unit ignores the costs it imposes on others, new
labor units will enter until VAP =W°and L = L,,. At this point
the remuneration of each decision unit (VAP) is equal to its mar-
ginal opportunity cost, W°, and crowding reduces the rent from
the common natural resource, R°, to zero: The net income from
the resource is dissipated through the interplay of competitive
forces. In Figure 4.1, the level of dissipation in equilibrium is
measured by the triangle A (XZT), which is equal to the maximum
rent that R® can yield, the triangle B (XVW?). It is clear from the
diagram that the net addition to output by labor units (Ly, - Ln;)
is less than their potential contribution in alternative activities,
which is measured by the market wage, W°. In Figure 4.1 the last
labor units that are added to R® contribute a negative marginal
product. This outcome can be found, for example, in a fishery
where the entry of fishermen continues after the total catch has
started to fall. However, a negative marginal product is a possible
but not a necessary outcome of this model.

Note that the model shows only the equilibrium outcome as-
sociated with nonexclusive ownership in R’ (an outcome where-
by average product equals marginal opportunity cost for the private

4. This assumes that high transaction costs prevent the decision units from making
contractual agreements to maximize the joint rental income from the resource.
Cheung (1970) [op. cit., note 2] argues that the contracting approach to the
problem of social cost leads to new and fruitful questions: “Why do market
contracts not exist for certain effects of actions? Because of the absence of
exclusive rights, or because transaction costs are prohibitive? Why do exclusive
rights not exist for certain actions? Because of the legal institutions or because
policing costs are prohibitive? Why do some conceivably more efficient stipu-
lations not exist in the structure of a contract? And what implications for resource
allocation and income distribution can we deduce from all this?” (p. 58)
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inputs), but it does not analyze the process of adjustment by the
labor units in terms of the usual marginal conditions of optimi-
zation. Cheung (1970) has modeled this process, using a diagram
comparable to Figure 4.1. In Cheung’s model, the decision units
enter in sequence. The first firm, F,, maximizes the rent from R’
by extending its use of labor (the owner’s labor and/or hired labor)
until the value of the marginal product of labor, VMP, and the
exogenous market wage, W°, are equal.

The second firm, F,, maximizes its share of the remaining rent
by equating the value of the marginal product of its labor units,
VMP,, with W°. However, when the second firm enters, VMP,
shifts to the left, and F, readjusts its level of operations and reduces
the use of labor. Firms F, and F, share the rent equally, but the
total rent is now smaller than when F; was the only user of R’.
The process of entry continues until the equilibrium outcome of
Figure 4.1 is reached at a level of utilization where VAP = W° -
although the individual firms make adjustments in terms of their
VMP and not VAP.®

Cheung’s model, which is analogous to Cournot’s duopoly so-
lution, implies that in equilibrium the number of entrants (decision
units, firms) will approach infinity. Cheung (1970) emphasizes that
this unrealistic outcome of his model depends on its simplifying
assumptions: If the private inputs are not homogeneous and their
comparative advantage in using R’ varies, if there are economies
of scale (e.g., in boat or gear size or distance of travel to the
fishery) or if there are cost barriers to entry, then the number of
entrants is finite.

The simple model of Figure 4.1 provides a striking indication of
how the definition and enforcement of property rights, or the lack
thereof, can affect economic outcomes. The model suggests that
the rent from resource, R°, is fully dissipated when R’ is common
property, and that the output of the economy is reduced by an
amount equal to the rent, and, further, compared to exclusive

5. Cheung (1970) provides graphic and algebraic versions of this model. See pp.
61-63.
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ownership, that more units of the privately owned input are em-
ployed, with the net contribution of the last units being less than
their opportunity cost. We defer to later chapters the interesting
question why the state or the individuals directly concerned tol-
erate these outcomes.

The discussion above was concerned solely with how intensively
R is used under alternative structures of property rights, but in
reality optimal resource use involves adjustments at several mar-
gins: the choice of product, technology, input investments, time
shape of the output flow, and so on. The choice at these various
margins depends in part on the cost of defining and policing ex-
clusivity and the costs of negotiating and enforcing contracts, a
process that in turn depends on the physical attributes of the re-
sources and the institutional environment. Therefore, rent dissi-
pation may set in even before active competition begins among
the users of common property. For example, in the absence of
exclusive rights farmers may prefer to use a piece of land for grazing
cattle rather than planting fruit trees if the costs of policing in-
vestment in fruit trees is relatively high, even though orchards are
more profitable than cattle if the policing costs are not counted.®

When exclusive rights are not fully defined - for example, be-
cause regulation by government is incomplete — resources can be-
come de facto common property, but this need not be immediately
obvious. Libecap and Johnson (1980) argue that *‘the chronic over-
grazing on the Navajo Reservation is the result of the policies of
the Interior Department and the Navajo Tribal Council.””” Ac-
cording to Libecap and Johnson, rules laid down by these bodies
have led to the preponderance of small herds of sheep and have
restricted the consolidation of grazing lands, which in turn have
increased the cost of negotiating and maintaining property rights
(e.g., the cost of enforcing the authorized stocking levels) and

6. Ibid., pp. 52-54.

7. P. 69 in Libecap, Gary D., and Johnson, Ronald N. (1980). “Legislating Com-
mons: The Navajo Tribal Council and the Navajo Range.” Economic Inquiry
18 (January): 69-86.
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have prevented gains from economies of scale. Individual property
rights are limited in various ways. Each family is given user rights
to a small plot of land which is informally specified, and unanimous
agreement from neighboring users is required for fencing. In short,
“the cumulative effect of the Tribal Council’s policies has been
essentially to legislate a common property condition for the
range.”® The economic outcome of this arrangement has been to
erode the land, lower net income per sheep (or parcel of land),
and force many Navajo to leave their traditional employment of
sheep raising and accept wage work or welfare. And the property
rights structure that has produced this outcome was, according to
Libecap and Johnson, initially designed to preserve the pastoral
culture of the Navajo.

Examples of de facto common property abound. When fisher-
men are given exclusive rights to patches of the ocean, they do
not obtain control over migratory stocks of fish that migrate be-
tween the territorial waters of sovereign states. The fish stocks are
still de facto common property. The structure of property rights
to federal oil land in the United States during the early years of
the twentieth century is another example.” Although subsurface
oil formations are often thousands of acres in size, individuals could
acquire only up to twenty acres of land for oil explorations.'® This
arrangement meant that property rights to oil were in fact assigned
only upon extraction, and the outcome that resulted was rent dis-
sipation on a large scale — reflecting choices of input investments,
time profiles of production, and other factors:

Excessive wells were dug along property lines to drain
oil from neighboring acres; extracted oil was placed
in surface storage (open reservoirs as well as steel tanks),

8. Ibid., p. 83.

9. Libecap, Gary D. (1984). “The Political Allocation of Mineral Rights: a Re-
evaluation of Teapot Dome.” Journal of Economic History 44 (June): 381-
391.

10. “Prior to 1909 property rights to federal oil land were assigned under the placer
mining law. Under this law individuals could claim 20 acres of land for oil
exploration, and upon discovery of oil could secure title at $2.50 per acre.”
Ibid., p. 383.
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where it was subject to evaporation, fire, and spoilage;
and rapid extraction rates reduced total oil recovery as
subsurface pressures, necessary for naturally expelling
subsurface oil, were prematurely depleted."’

These adjustments at various margins were associated with the
dissipation of rental values, and Libecap (1984) suggests that large
figures were involved:

In 1910 in California estimates of oil losses from fire
and evaporation ranged from . . .5 to 11 percent of the
state’s production. In 1914 the Director of the Bureau
of Mines estimated losses from excessive drilling at
$50,000,000 when the value of total U.S. production
was $214,000,000. The FOCB [Federal Oil Conservation
Board] in 1926 estimated recovery rates of only 20 to 25
percent with competitive extraction, while 85 to 90
percent was possible under certain circumstances with
controlled extraction.'?

In modern societies it is unusual to find valuable assets as pure
common property. Typically we find only elements of common
property and various forms of government regulation. The tradi-
tional neoclassical analysis of common resources suggests that dis-
sipation can be controlled by regulating one or a few margins, for
example, through a tax on effort or output. However, Neoinsti-
tutional Economics emphasizes that dissipation usually can take
place at any of several margins, and control at one margin is un-
likely to produce the desired results. Cheung (1970) points out
that, in situations where the right to contract exists, it is usual that
private contracts for the use of natural resources contain a large
number of stipulations that are intended to control behavior at
several margins." Similarly, effective regulation will usually re-
quire a complex structure of rules. We return to this point in
Section 4.5.

11. Ibid., p. 383.
12. Ibid., pp. 383-384.
13. Cheung (1970), op. cit., note 3.
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4.3. The cost of producing property rights

In the model of resource utilization of the previous section,
the gains from establishing exclusive rights to a valuable resource,
R’, were measured by the triangle B (in Fig. 4.1). This elementary
presentation ignores the costs both to the state and to private
individuals of establishing exclusive rights. It is important to realize
that the costs of the resources that are diverted to the “production”
of property rights are often substantial.™* “The worth of perfectly
defined and enforced rights is represented by the net present value
of the rents and individuals would be willing to spend up to that
amount to obtain these rights. If the rents can be obtained for less
than this amount, net rents will be positive and society’s output
will be greater.”"’

For example, consider the process whereby the state transfers
ownership of land to private holders. A massive exit by government
from land ownership took place in North America in the previous
century, and “the nineteenth-century disposal into private hands
of the entire American public domain from the Ohio to the Pacific
was surely the most breathtaking of these events. And the alien-
ation of Canadian lands in all the colonies and the North-west
Territory was almost as dramatic.”'® The rules for disposing of
federal land varied. Land was “‘awarded to squatters, sold, granted
to encourage production of certain goods and services or given to
those willing to make certain investments in the land.”"’

The policies followed by the U.S. government in assigning pri-
vate ownership to public land often limited the allowable size of

14. “Establishing and producing property rights is very much a productive activity
towards which resources can be devoted.” P. 165 in Anderson, Terry L., and
Hill, Peter J. (1975). “The Evolution of Property Rights: A Study of the
American West.” Journal of Law and Economics 18 (No. 1, April): 163-179.

15. P. 440 in Anderson, Terry L., and Hill, Peter J. (1983). “Privatizing the Com-
mons: An Improvement?”’ Southern Economic Journal 50 (No. 2, October):
438-450.

16. P. 559 in Scott, Anthony (1983). “Property Rights and Property Wrongs.”
Canadian Journal of Economics 16 (No. 4): 555-573.

17. Anderson and Hill (1983) [op. cit., note 15], p. 447.
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holdings and required the investment of unnecessary resources in
the land in order to claim it. The process for qualifying for own-
ership under such rules can dissipate the potential rent from the
land. Anderson and Hill (1983) point out that, in certain game-
theoretic situations (e.g., the prisoners’ dilemma), the expenditure
of resources on the qualifying process may even exceed the rent.'
However, it is important to note that investment in privatization
can also take the form of an exchange of wealth that does not use
up the resources of the economy. This is the case when the rights
are acquired in return for existing assets, for example, at an auction
or by bribing.

Libecap and Johnson (1979) provide interesting estimates of the
costs of the privatization process in the case of U.S. federal policies
for the transfer of public timberland to private ownership in the
Pacific Northwest during the late 1800s and early 1900s."” By the
mid-nineteenth century there were extensive economies of scale
in lumbering, but the government, wanting to give property rights
only to small farmers, insisted on disposing only of small plots
limited to 160 acres per claimant.” “Plots could be obtained only
by bona fide settlers for domestic use under Preemption, Home-

18. The triangles A and B in Figure 4.1 represent two types of potential waste.
Triangle A represents the waste associated with overutilization of the resources
when it is common property, whereas triangle B represents the maximum
amount of resources individuals are willing to spend for acquiring exclusive
rights to the resource. Note that the equality of triangles A and B in Figure
4.1 depends on the linearity of the VAP line. If the VAP curve is nonlinear,
A can be smaller or larger than B. If A (the measure of dissipation associated
with common property) is smaller than B (the maximum potential rent), com-
petition for exclusive rights to the rent may be more costly in resources than
the inefficiencies of the common pool. Ibid., p. 441.

19. Libecap, Gary D., and Johnson, Ronald N. (1979). “Property Rights,
Nineteenth-Century Federal Timber Policy, and the Conservation Movement.”
Journal of Economic History 39 (No. 1, March): 129-142.

20. “Logging operations were highly capital intensive, requiring spur railroad lines
and other equipment to handle the huge logs of the virgin forests. Because
there were economies of scale in the cutting of timber, efficient logging op-
erations required large tracts of land in excess of that allowed by law.” Ibid.,
p. 130.
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stead, and Timber and Stone Laws, and there was no way for
lumber companies directly to procure large sections of forested
land from the government.”?'

But the lumber companies circumvented federal restrictions on
ownership and acquired timberland at high transaction costs. Libe-
cap and Johnson (1979) drew up a simple cost-of-acquisition func-
tion for the timber companies:

Pr(g)[P-C-q]-[1-Pr(@) ] [C + 4],

Expected gains
which becomes
Expected gains

Pr(q)P - [C + q]

Here P is the market price of an acre of land with secure property
rights; C is the government price of land; g the expenditure on
evasion of federal restrictions; and Pr(q) the probability of suc-
cessfully obtaining ownership rights with expenditure g on eva-
sion.” If it is assumed that competition for valuable forest tracts
reduces expected gains to zero, we can write:

P{Pr(g)] = (C + q)

namely, in equilibrium the cost of claiming each acre of land will
equal its expected value.” During the period under consideration,
P, the market value of forest tracts with secure property rights
increased over time, and the expected gains from claiming land,
the term P{Pr(q) ], also increased.* The logic of the model sug-
gests that land was claimed by the lumber companies as soon as
the expected gains had risen to match the costs, C + ¢q, and that

21. Ibid., p. 130.

22. “Pis primarily determined by changes in stumpage prices (the value of standing
timber) which were rising throughout the period from 1880 to 1915. C. . . the
government price of land was either $2.50 or $1.25 depending on the law used,
and it did not change.” Ibid., p. 132. Note that it is assumed here that the cost
of failure does not include imprisonment or a fine.

23. The authors assume diminishing returns to investment in evading the law, which
yields, in the equation P = (C + q)/Pr(q), a U-shaped functional relationship
between P and g. Libecap and Johnson (1979), p. 133.

24. This need not have been the case if the emphasis on law enforcement and
penalties for violating the law had also increased over time.
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the tracts were claimed sequentially with the most valuable land
claimed first.”®

The restrictions on the lumber companies’ ability to acquire
timberland resulted in an elaborate system of evasions. The com-
panies employed agents who located and secured the land by con-
tracting with cruisers who secured desirable plots and with
entrymen who staked the claims under federal law and lied as to
their intent. Libecap and Johnson (1979) provide empirical esti-
mates of g, the cost of attempts to evade federal restrictions. They
estimate that ‘‘as many as half of the claims made under all three
laws for timberland in the Northwest were illegal.”*® The direct
resource cost of fraudulent transfers ranged from about 60 percent
of P, the market price of land (under the Timber and Stone laws)
to nearly 80 percent of P (under the Preemption law). Excluded
from these calculations are outright bribes to Land Office officials
(transfers) and payments to timber cruisers (also required for le-
gitimate transfers).”” Libecap and Johnson estimate that the re-
source cost (rent dissipation) of illegal transfers of timberland in
the Northwest in the period from 1881 to 1907 amounted to some
$17 million, which is about one third more than the government
received for the sale of the land.”

Anderson and Hill (1983) contrast federal land policy in the
nineteenth century with arrangements prevailing on the American
frontier where extralegal institutions evolved for defining and en-
forcing property rights to land, water, timber, minerals, livestock,
and personal property. These improvised structures of rights came

25. The most valuable land, of course, having the highest P. One might expect
that much timberland would have been claimed within the law by private
individuals (who did not need to invest in fraudulent activities and risk pun-
ishment) and then legitimately sold to lumber companies. The evidence sug-
gests that such transactions were insignificant until the 1900s. The authors
suggest several explanations for this which are related to the high cost for the
companies of dealing with a large number of individuals acting independently
and holding land of variable quality at varying locations.

26. Libecap and Johnson (1979) [op. cit., note 19], p. 137.

27. Ibid., p. 136.

28. Ibid., p. 138.
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about through the interaction of the users of the resources, the
residual claimants, rather than being imposed from the outside by
the agents of the state.”” Anderson and Hill argue that the fron-
tiersmen designed less wasteful processes for assigning property
rights to natural resources than the federal government did at a
later date. For example, unnecessary investments on the land to
determine ownership were usually not required.

Modern examples of rent dissipation associated with the assign-
ment by the state of exclusive rights are numerous. ‘“Just as the
Homestead Act generated too many cabins on the American Fron-
tier, exploration requirements on the continental shelf generate
an excessive amount of drilling activity. This is particularly true
under British and Norwegian rules for drilling in the North Sea.”*

Expenditures associated with the assignment of property rights
are sunk costs and do not affect decisions regarding output once
the transfer of rights has taken place, but enforcement costs are
variable, repeated in each time period, and incurred by both in-
dividual owners and the state. High costs of enforcing rights may
render exclusive ownership of a resource economically inviable.
For example, consider the costs of enforcing property rights in the
resources of the ocean.

After World War 11, there was a gradual retreat from the com-
mon property doctrine that had prevailed for most of the resources
in the oceans.” By the end of 1977, a majority of coastal nations
had declared exclusive jurisdiction over resources in the ocean,
typically extending 200 nautical miles from shore. Enforcement of
property rights in these large zones is executed by the individual
states and, in the case of fisheries resources, takes the form of
excluding or controlling foreign fishermen and regulating domestic
ones. For example:

29. Anderson and Hill (1983) [op. cit., note 15], p. 414.

30. Ibid., pp. 448-449.

31. Clarkson (1974) provides an account of the historical development of the law
of the seas. Clarkson, Kenneth W. (1974). “International Law, U.S. Seabeds
Policy and Ocean Resource Development.” Journal of Law and Economics
17 (No. 1): 117-142.
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The United States government spent approximately
$100 million annually on fisheries law enforcement alone
following its extension of jurisdiction over marine
fisheries. Additional transaction costs (which include the
costs of administration, data collection and research)
may approach $200 million annually. Potential benefits
from fisheries, in the form of economic rent, may range
from $200 million to $500 million annually.™
The enclosure of the ocean may reduce the waste of the common
pool but at the price of high enforcement costs. The costs of en-
forcement can be lowered not only by new technologies (radar and
the airplane) but also by new and more effective forms of regu-
lations and assignments of rights. Typically, fisheries economists
have ignored enforcement costs, at least until recently, in their
analysis of the consequences of various forms of regulations, such
as simple aggregate quotas, gear restrictions, and area and seasonal
closures.” Anderson and Sutinen (1984) argue that gear restric-
tions, which usually are thought of as ineffective methods of reg-
ulations (since they can increase the cost of production), ‘“may be
less costly to enforce than other measures . . . [and] could turn out
to be the most efficient method of regulation when enforcement
is taken into account.”**
Can it be claimed that the ‘“‘production” of private property
rights will always increase social welfare, if the resources devoted
to the definition and enforcement of exclusive rights have less value

32. See p. 3 in Andersen, Peder, and Sutinen, Jon G. (1984). “The Economics of
Fisheries Law Enforcement.” In Skog, Goran, ed. Papers Presented at the First
Meeting of the European Association for Law and Economics. Department of
Economics, University of Lund.

33. Scott (1979) discusses these issues and concludes: “A survey of the economic
literature of fisheries regulation shows that little of analytical value for the
comparison of alternative regulatory techniques has emerged.” P. 725 in Scott,
Anthony (1979). “Development of Economic Theory on Fisheries Regulation.”
Journal of the Fisheries Research Board of Canada 36: 725-741.

34. Anderson and Sutinen (1984) [op. cit., note 32], p. 9. The case against gear
restrictions was made by Crutchfield, J. A. (1961). “An Economic Evaluation
of Alternative Methods of Fishery Regulation.” Journal of Law and Economics
4 (No. 1): 131-141.
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than the additional output associated with private ownership? Fu-
rubotn (1985) examines this question with the help of a general
equilibrium model and comparative statics and finds that no pos-
itive statements of a general nature can be made about the social
welfare effects of privatization.® Let us consider these issues in
some detail.

A large-scale transfer of common resources to private owners
cannot properly be analyzed with the help of a partial equilibrium
model, such as the one in Figure 4.1, because the transfer affects
not only output but also the distribution of wealth and relative
prices. The process of privatization will have several effects: Out-
put per unit of inputs is likely to increase, but factor supplies in
direct commodity production are reduced as inputs are diverted
to the production of property rights (the definition, acquisition,
and enforcement of rights). Let us examine these developments
in a simple model of general equilibrium for a market exchange
economy with two commodities (Figure 4.2).> Our first consid-
eration is whether a change from common ownership to private
ownership in some important sector of the economy will cause the
production possibilities locus of the economy to shift outward.”
In Figure 4.2 we assume that output losses due to the use of inputs
for the enforcement of exclusive rights are less than the output
gains associated with exclusive ownership of the resource, and,
therefore, the production possibilities (PP) frontier shifts outward
(to the northeast).®®

35. The discussion that follows is based on Furubotn, Eirik G. (1985). “The Gains
from Privatization. A General Equilibrium Perspective.” Working paper. Uni-
versity of Texas at Arlington, Department of Economics. Also see Furubotn,
Eirik G. (1987). “Privatizing the Commons. Comment and Note.” Southern
Economic Journal 54 (No. 1): 219-224.

36. See Furubotn (1985), op. cit., note 35.

37. Note that the costs to individuals of acquiring a common resource are sunk
costs which disappear in later periods. In other words, in a multiperiod analysis
of the privatization process the output gains from privatization will be greater
in later periods than in the initial period when resources are used up in a
competition for private rights to the resource.

38. As the production possibilities frontier moves out in consequence of the pri-
vatization of some resource, the frontier may change its shape, and it is also
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Figure 4.2. The gains from privatization and social welfare.

What general statements can be made about the impact on social
welfare when the PP frontier shifts outward following a change in
the structure of property rights? If we restrict ourselves to positive
economics, the social welfare functions that reflect ethical norms
are ruled out, and we are left with the Pareto criterion and the
traditional concept of individual indifference curves and their ag-
gregates, community indifference curves (Scitovsky contours).

Let us assume that the resource to be privatized is land. In Figure
4.2, initially, when land is in part common property, the relevant
production possibilities contour is PP, and the economy is in equi-
librium at point A. When this position is given, the existing dis-
tribution of individual welfare can be used to derive a consistent

possible (but not shown in Figure 4.2) that the new locus intersects the old
locus.
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set of community indifference curves, set 1. A move from a lower
to a higher indifference curve within set 1 is seen as Pareto im-
provement for the community. It is now assumed that the granting
of exclusive rights to the commons shifts the PP locus outward,
and the new equilibrium position is at point B on PP,. But point
B is associated with a new distribution of individual welfare and
a new set of community indifference curves, set 2.

Does point B represent a higher level of social welfare than
point A? Furubotn (1985) argues that there is no way, within the
confines of positive economics, to give a general answer to this
question. If we make the value judgment of using the distribution
of welfare prior to privatization (set 1 of the indifference curves)
to evaluate the move from A to B, then, in terms of Figure 4.2,
social welfare has been reduced. Point B lies on indifference curve
I, which represents a lower level of welfare than indifference curve
II, where point A is located. Privatization has increased the econ-
omy’s productive capacity but has reduced social welfare.

But the outcome in Figure 4.2 is only one of many possible
outcomes. For example, the constellation of points A and B and
the two sets of indifference curves could be such that a move from
A to B represents an unambiguous increase in social welfare. Fur-
thermore, there exists a point on the new PP locus, point C, which
is on indifference curve I11;. Point C, therefore, represents a higher
level of community welfare than either point A or point B (C is
Pareto superior to positions A and B). If the members of the
community could both agree to assign exclusive rights to the com-
mons and arrange that gainers compensate losers, the economy
could, technically, move from A to C and bypass position B. Yet,
in practice, high transaction costs are likely to prevent extensive
contracting between gainers and losers. It is also possible that the
government could intervene, using taxes and bounties, to move
the economy to position C, but such measures require a political
consensus, and extensive intervention could affect incentives and
shift PP, inward.

In sum, a large-scale transfer of common-property resources to
private ownership, or even a relatively modest change in the struc-
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ture of rights, such as the reassignment of liability in a world of
exclusive rights, affects both the productive capacity of the econ-
omy and the distribution of wealth, and creates, in a market econ-
omy, a new basis for the valuation of commodities. Therefore,
from the viewpoint of positive economics, it is impossible to eval-
uate the impact of changes in property rights on social welfare.

The point is that utility functions are unobservable theoretical
constructs that are useful primarily as a basis for predicting em-
pirical regularities in behavior. For measuring and comparing lev-
els of social welfare, it is required that our assumptions about the
nature of utility functions be empirically correct, and that there
exists some common unit for measuring and aggregating the utility
of individuals. For example, if it were empirically true that utility
functions were interdependent to the extreme degree that an in-
dividual’s welfare depended entirely on his or her wealth relative
to others, the question of whether privatization moved the PP
frontier inward or outward would be of no interest, as it is only
the distribution of wealth that matters.” In short, the impact of
changes in property rights on aggregate social welfare depends on
the true nature of individual utility functions, which we do not
know and cannot measure.

4.4. Conflicting uses and the cost of transacting

In a previous section (4.2), we discussed how the dissi-
pation of rental income is caused by a failure to take account of
costly interactions when several decision units apply private inputs
to a common resource. In this section, we examine whether costly
(or beneficial) spillover effects disappear when exclusive rights
replace common ownership. It is concluded that, even under a
regime of exclusive ownership, decision makers may fail to allow
for costly or beneficial interactions — fail to internalize them — when
the costs of transacting are high.

Below we make the following points:

39. Furubotn (1985), p. 13.
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. In a model of fully defined and enforced private

property rights and zero transaction costs, resources will
find their highest valued use no matter how the state
assigns property rights and liabilities.

. When the costs of transacting are positive, as they are

in the real world, resources need not find their highest
valued use as measured by the market rule.*’ Economic
outcomes depend on the details of the social and legal
systems, and the rule of liability matters.*!

. The firm, the market, and the legal system are all costly

social arrangements. The social and economic
organization affects both the allocation of resources and
the costs involved in the allocation process. Certain
social arrangements are associated with a greater net
output than other arrangements. New legal instruments
can affect productivity just as strongly as new
techniques of production.

. The assignment of property rights and liabilities affects

the distribution of wealth in society. The structure of
property rights reflects the interests, values, and
constraints of those who control the state.

Consider the case of a realty firm that unexpectedly discovers
that an airport is being planned close to a complex of rental apart-
ments owned by the firm. It is foreseeable that noise from airplanes
flying at low altitudes will reduce the market value of the apart-
ments, if such flights are allowed. But according to Coase’s theo-
rem, the initial assignment of property rights in the airspace above
the apartments, to either the airline or the realty firm, will not

40. We avoid here using the word efficiency. See our discussion, in Chapter 1,
Section 1.5, of the meaning of efficiency once transaction costs are introduced
into economic theory. Efficiency is an unmeasurable characteristic of models.
If we assume that agents are rational maximizers, all models yield efficient
outcomes — regardless of whether transaction costs are zero or positive. Effi-
ciency is a logical consequence of the assumptions in models assuming maxi-
mizing behavior.

41.

See Demsetz, Harold (1972). “When Does the Rule of Liability Matter?”

Journal of Legal Studies 1 (No. 1, February): 13-28.
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influence the use of that airspace, provided that the costs of trans-
acting are zero (or low) and that the parties are free to transfer
their rights if they wish.*

Coase’s reasoning is now familiar. Let us look at the calculations
of costs and benefits by the airline that owns and operates the
airport. If all rights to the airspace above the apartments rest with
the realty firm, the airline must purchase the right to fly over the
apartments, and the decision whether to buy this right depends on
the usual calculations of marginal costs and benefits. On the other
hand, if the airline has an exclusive right to the airspace, the realty
firm will offer to pay the airline for not flying over the apartments.
The offer of such payments is seen as an implicit cost of making
the flights and figures in the decisions of the airline. In other words,
the assignment to either party of the rights to the airspace deter-
mines only whether the opportunity cost of using the air for flying
is an explicit or implicit cost. Parallel reasoning applies to the cost—
benefit calculations of the realty firm.

According to Coase (1960), it is useful to think of inputs as
bundles of rights rather than physical entities. The right to use the
airspace is an input, and its use in any particular activity has an
opportunity cost. If this input is used by the airline, the opportunity
cost reflects less peace and quiet at the apartments; if it is used by
the realty firm, the opportunity cost takes the form of inconven-
ience for the airline. The assignment of ownership rights over the
airspace to either firm does not eliminate costly interactions. But

42. The theory is implied in Coase (1960) but not stated explicitly. The idea ap-
peared first in Coase’s 1959 article about the economics of broadcasting. In a
sense, Coase’s theorem is a restatement of “Adam Smith’s theorem”™ about
the invisible hand, and the “true” Coase’s theorem should read: The location
of liability matters when the costs of transacting are high. See p. 336 in
McCloskey, Donald N. (1985). The Applied Theory of Price, 2nd ed. New
York: Macmillan; Coase, Ronald N. (1960). “The Problem of Social Cost.”
Journal of Law and Economics 3 (No. 1, October): 1-44 [reprinted in Breit,
William, and Hochman, Harold, eds. (1968). Readings in Microeconomics.
New York: Holt, Rinehart & Winston}; and Coase, Ronald N. (1959). “The
Federal Communications Commission.’’ Journal of Law and Economics 2 (No.
1, October): 1-40.
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when the costs of transacting are low these costly interactions are
internalized: The opportunity cost of the airspace is included in
the calculations of both parties, and the airspace will find its use
of highest value, provided there are no legal restrictions on the
transfer of these rights.* The equilibrium solution may involve
noisy flights, but the costs arising from the noise are no different
from the costs of other inputs used in producing flights, such as
the cost of fuel. The noise is not a spillover in the sense of welfare
economics, and the joint market value of the assets of the realty
firm and the airline are maximized. Finally, we note that equilib-
rium can be reached through adjustments at a number of margins
— for example, by adjusting the number of flights, the time of
flights, type of aircraft, and use of noise-abatement equipment or
through the soundproofing of housing units and alternative uses
of the subadjacent land.

Several authors have argued that examples of the type presented
by Coase (1960) in his seminal article correspond to situations of bi-
lateral monopoly rather than competitive markets where prices are
exogenously given to traders.* The critics would argue that the air-
line and the realty firm in our example have no good alternatives to
trading with each other and cannot rely on any exogenous rules for
dividing their joint rent from the airspace. In the jargon of game
theory, they are involved in a bargaining game, and the final out-
come can be a stalemate with the airspace not being assigned to its
use of highest value. Whether we agree or not with the critics de-
pends on our definition of the concept zero transaction costs. If we
take it to mean that all information is available at no cost, then bar-
gaining games cannot exist and all prices are indeed exogenous.
However, we believe that scholarly debates over exact definitions of
zero transaction costs are not fruitful as they draw attention from

43. The input will be put to a use whereby its opportunity cost is minimized.

44. For example, see Cooter, Robert (1982). “The Cost of Coase.” Journal of
Legal Studies 11 (No. 1, January): 1-34; and Veljanovski, Cento G. (1982).
“The Coase Theorems, and the Economic Theory of Markets and Law.” Kyk-
los 35 (No. 1): 66-81.
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Coase’s main contribution which was to arouse our awareness of
the implications of positive transaction costs.

When transaction costs are high, the allocation of resources in
a market economy can be strongly affected by the assignment of
legal rights and the criteria used by the state for settling competing
claims. In real life the cost of negotiating with a large number of
individuals over the rights to use their airspace - say, for trans-
continental flights — is probably greater than the benefits from such
agreements. This was recognized by the U.S. Supreme Court in
United States v. Causby, a case involving a dispute over the use of
airspace. The Court first acknowledged: It is an ancient doctrine
that a common-law ownership of land extended to the periphery
of the universe: Cujus est solum ejus est usque ad coelum.”

Using phrases which concealed the fact that private ownership
rights assigned under an ““‘ancient doctrine” were being taken away,
the Court went on to say:

That doctrine has no place in the modern world. The
air is a public highway as Congress has declared. Were
that not true, every transcontinental flight would subject
the operator to countless trespass suits. Common sense
revolts at the idea. To recognize such private claims to
the airspace would clog these highways, seriously
interfere with their control and development in the
public interest, and transfer into private ownership that
to which only the public has just claim.*

Coase’s theorem, the implications of high transaction costs, and
the economic consequences of legal instruments can be illustrated
with the help of a general equilibrium model. This has been done
by Haddock and Spiegel (1984), using an Edgeworth box.* The
following discussion is based on their work.

45. United States v. Causby, 328 U.S. 256, 261 (1946). Cited on p. 446 in Samuels,
Warren J. (1971). “Interrelations Between Legal and Economic Processes.”
Journal of Law and Economics 14 (October, No. 2): 435-450.

46. Haddock, David, and Spiegel, Menahem (1984). “Property Rules, Liability
Rules, and Inalienability: One View of the Edgeworth Box.” In Skog, Géran,
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Figure 4.3. The assignment of property rights and economic out-
comes in an Edgeworth box.

Figure 4.3 represents a world inhabited by two individuals, A
and B, who consume the composite commodity, X. Individual A
also consumes cigarette smoke, whereas cigarette smoke is a source
of disutility for B. The Edgeworth box in Figure 4.3 is unusual in
that it does not have a lid, which is due to our assumption that
cigarettes are a free good (imagine that A smokes leaves or herbs,
which are found in abundant quantities in nature and need no
processing). A’s pleasure from additional smoking diminishes after
a point and his marginal utility of smoking eventually drops to
zero and then becomes negative.

In Figure 4.3, the original entitlements of the composite com-
modity, X, are X, and X3. I, and I; are representative indifference
curves from the utility functions of each man. For A, a move in
a northeasterly direction is a move toward higher levels of utility,
but B reaches higher levels of utility by traveling southwest. The

ed. Papers Presented at the First Meeting of the European Association for Law
and Economics. University of Lund, Department of Economics.



The economics of exclusive rights 107

line running through the box horizontally is the contract curve,
which connects all points of tangency between the indifference
curves of A and B. If the two parties trade their original entitle-
ments until all opportunities for gains from trade have been ex-
hausted, and assuming zero transaction costs, the final, equilibrium
outcome must lie on the contract curve.

Let us begin by assuming that B has acquired the right to a
smokeless environment and A cannot smoke unless he uses some
of his X to purchase from B the right to smoke. If the transaction
costs of arranging trade between A and B are very high, these
costs can outweigh potential gains from trading. If that is the case,
the equilibrium outcome is represented by point F in the diagram,
which corresponds to the original entitlements — and there will be
no smoke. The outcome will also be at F, even when A and B are
ready to trade, if the state rules that the right to clean air is in-
alienable and enforces that rule.

When the costs of transacting are low, the parties may find it
advantageous to trade. If the price of smoke in terms of X is
exogenously given (and represented by the straight lines with neg-
ative slopes in Figure 4.3), then A and B use trade to move from
F to F*, which is a point on the contract curve. Outcome F*
represents a higher level of utility for both A and B than outcome
F: Both A and B move to higher indifference curves (and higher
levels of satisfaction).

Next consider what happens when A is given an unlimited right
to smoke. In order to maximize his utility, A will increase his
smoking until the marginal utility of an additional cigarette falls
to zero. In terms of the diagram, A will travel up the vertical line
from point F until he reaches point S where a marginal increase
in smoking adds nothing to his utility. When transaction costs are
high, point S will be the equilibrium outcome, but when trade is
possible and prices are exogenous, A and B will trade to point $*
on the contract curve.

47. In the terms of neoclassical welfare theory, only points lying on the contract
curve are Pareto efficient.
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Several important issues can be illustrated with this simple dia-
gram. If the costs of transacting are so high that they prevent
trading, the economic outcome will not be on the contract curve.
In other words, the outcome is inefficient according to the tradi-
tional neoclassical model which abstracts from transaction costs.
At either point, S or F, the two individuals, A and B, can gain
from trading and could increase their welfare by moving to points
on the contract curve — or so the story goes. But why do we find
equilibrium solutions at points such as S or F? If our model assumes
rational choice and maximizing behavior, there are two possible
answers: Either we have made a logical error in deriving the equi-
librium solution, or the model is misspecified and some important
variables have been omitted — for example, the costs of transacting.
In the latter case, the inclusion of transaction costs will reveal that,
given the current institutional structure, points F and § are indeed
Pareto efficient. If the transaction costs are higher than the gains
from trade, it is indeed inefficient to move from F to F* or S to
S* through interpersonal exchange. We emphasize that the insti-
tutional structure is taken as given in the neoclassical model of
exchange. For instance, our individuals might reach point F* or
S*, if transaction costs were lowered enough through institutional
change. Taken in isolation, lower costs would be associated with
superior equilibrium outcomes. However, institutional change is
usually not without costs that also must be taken into account.
Therefore, the gains associated with new outcomes must be related
to the costs of institutional change.

As we have seen, A and B will not reach the contract curve
through trade when the costs of transacting are high enough. But
they can reach the contract curve nonetheless, if the state redefines
the bundles of initial rights (or endowments), placing A and B
directly on the curve — for example, at Z.** A reassignment of
property rights by the state which moves A and B onto the contract
curve, for example, from F to Z, can bring net social gains, but

48. Note that extreme positions, such as unlimited smoking or no smoking, are
unlikely to be on the contract curve.
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the additional costs to the state of assigning and maintaining the
new structure of rights must be taken into account.*

According to the strongest version of Coase’s theorem, alter-
native assignments of rights do not affect the allocation of re-
sources, provided that the costs of transacting are zero. But this
is strictly true only of profit-maximizing firms that are not bound
by financial constraints and are too small to influence relative
prices. The assignment of property rights to an individual has a
wealth effect that influences his or her valuations. This is obvious
from Figure 4.3. When the costs of transacting are zero, the out-
come is §* if A has an unlimited right to smoke, and F* if B has
the right to live in a smokeless world.

Finally, consider the case of bilateral monopoly where the price
of smoke in terms of commodity X is not given but the parties
must try to establish the price by entering into a bargaining game.
The outcome of such games is indeterminate. For example, if the
initial entitlement is F, and trade is potentially advantageous, we
can say only that the outcome will be to the left of the vertical FS
line and somewhere inside the lens formed by 1, and Ig,. Similarly,
if the initial entitlement is S, then the settlement will be to the
right of the FS line and inside the lens formed by I,, and Ig,. In
either case, the outcome can be off the contract curve, owing to
unskillful bargaining, although such outcomes are less likely when
the parties deal repeatedly with each other.”

In the smoke problem above, an equilibrium solution involves
some constellation of X,, X, and smoke. In a more realistic
model, the equilibrium solution may involve adjustment at several

49. Note that if we extend rational behavior and optimization to the state in a
theoretical analysis, then the logic of our model requires that the state make
all adjustments in the structure of property rights that yield net benefits. Net
benefits must be defined in terms of the utility function and constraints of those
who control the state.

50. One possible outcome is a stalemate with no trade at all. Also note that the
model of Figure 4.3 is, in fact, not appropriate when transaction costs are
positive and transactions use up resources. If the Edgeworth box represents
all available assets and resources, the effect of trade that involves positive
transaction costs is to shrink the box.
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margins, and in real life it is not easy to second-guess the adjust-
ments made in a well-functioning market where the cost of trans-
acting is low. Let us imagine that the state is concerned to establish,
through regulation and legal remedies, a solution to noise nuisance
from low-flying aircraft, which will maximize the joint market value
of all the assets involved. For this purpose the airline is given a
qualified right to make noisy flights, but there are to be no night
flights, and each aircraft is required to use specific noise-abatement
equipment, and these rights and duties are inalienable. But equi-
librium outcomes in markets where exchange is costless may in-
volve far subtler adjustments than those described above. For
example, the outcome might include permission for certain valu-
able night flights, the insulation against sound of houses near the
airport, new uses of the land, and so on.

Yet for practical purposes the comparison of real-world situa-
tions with outcomes in models assuming costless exchange can be
misleading. The appropriate approach is to compare economic
outcomes associated with practicable social arrangements and con-
sider whole systems rather than single margins. Coase (1960) il-
lustrates this point with the example of an individual who decides
to drive through a red traffic light at a deserted intersection late
at night and gets fined for doing so. As our driver did not harm
anyone and must pay a fine, her punishment represents a situation
in which the private product is less than the social product - if the
case is viewed in isolation. Does this imply that we should then
leave it to the judgment of each individual whether to stop at a
red light? Coase’s answer is that ““the problem is to devise practical
arrangements which will correct defects in one part of the system
without causing more serious harm in other parts.”’

The evaluation of alternative social arrangements is a complex
task. For example, consider how the assignment of liability for
work-related accidents affects the rate of accidents. Veljanovski
(1984) has examined the impact of the Employers’ Liability Act

51. Coase (1960); reprint in Breit and Hochman, eds. (1968) [op. cit., note 42],
p. 449.
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of 1880 on the rate of industrial injuries in nineteenth-century
Britain.>* Before the 1880 act, employers were not liable for work-
ers’ injuries that resulted from negligent behavior by foremen and
supervisors, but the new law made the employers responsible for
their agents.

How did the 1880 act affect the rate of industrial accidents in
Britain? Theoretically, it is possible to think of several answers.
For example, if work injuries are exogenous random events, the
assignment of liability does not affect the frequency and nature of
accidents. If the rate of injuries is a function of investments in
safer technologies, the assignment of liability does not affect the
rate of accidents or the workers’ net pay if the costs of transacting
are low. The reasoning is as follows: When the cost of injuries is
carried by the workers, they will offer to work for less at workplaces
that have invested in safety. When the cost of accidents falls on
the employer, he or she has an incentive to lower the total wage
bill by investing in safety. Also, the workers’ pay, net of injury
costs, is the same whether they or the employer is legally respon-
sible for the accidents.

The rate of injuries also depends on the willingness of individuals
to show care and follow safety regulations, and the assignment of
liability may affect their incentive to do so. The workers in a firm
could contract with each other and with foremen and supervisors
over the “production of safety.” But, because of free riding, the
enforcement of multilateral contracts specifying care and attention
to the safety of others is likely to be costly.” The enforcement
problems must be seen in the context of the contractual nature of
the firm (which we discuss in Chapter 7).

52. Veljanovski, Cento G. (1984). “The Impact of the Employers’ Liability Act
1880.” In Skog, Goran, ed. (1984). Papers Presented at the First Meeting of
the European Association for Law and Economics. University of Lund, De-
partment of Economics.

53. The situation is a classic case of the prisoners’ dilemma. When enforcement
costs are high, each worker may find that his or her best option is to avoid the
costs of showing care, regardless of whether other workers are careless or
cautious.
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In Neoinstitutional Economics the classical firm is defined as a
nexus of contracts where several input owners make bilateral con-
tracts with a central agent, rather than with each other, in order
to minimize transaction costs and maximize the joint value of their
assets. It is quite possible that cost minimization also demands that
the workers contract with the central monitor, rather than with
each other, to enforce a certain level of caution in the workplace.
If that is the case, the next question is whether the cost of enforcing
such safety contracts is strongly dependent on the assignment of
liability for work-related accidents. If the employer is not liable in
court for his or her agents, can the safety contract be enforced at
relatively low costs through competition in the marketplace? When
enforcement is through competition, the cost to an employer of
not living up to his or her part of the contract is a bad reputation
and a high wage bill because a special premium on wages would
be required to entice employees to work for a firm that does not
offer an effective safety contract.

How did the Employers’ Liability Act of 1880 affect the rate of
industrial accidents in the United Kingdom? Veljanovski (1984)
has examined the rates of fatal and nonfatal injuries in British coal
mines before and after the 1880 act. He found (1) that in the second
half of the nineteenth century there was a secular downward trend
in the rate of accidents per 1000 workers, and (2) that a regression
analysis associated a slight increase both in fatal and nonfatal in-
juries with the 1880 act. The regression findings are not conclusive,
but they suggest the complexity of the situation.*

Finally, this leads us to a theme that is common in the literature
on law and economics: How efficient or inefficient is the legal
system? We have already discussed various difficulties associated
with the concept of efficiency, particularly in models that include
transaction costs. In the law-and-economics literature, a law is
efficient if it guides resources to their most valuable uses, and value
is determined by the consumers’ willingness to pay.* This discus-

54. Veljanovski (1984) [op. cit., note 52], pp. 139144,
55. “The terms ‘value’ and ‘efficiency’ are technical terms. ‘Efficiency’ means ex-
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sion usually ignores the cost to the state of changing the structure
of property rights and also the possibility that the state maximizes
some other variable than the value variable of neoclassical eco-
nomics. The analysis usually takes the form of comparing the value
of an asset (or the joint value of a set of assets) under alternative
legal structures.

A number of economists, mainly in the United States, have
argued that the structure of Anglo-Saxon Common Law is consis-
tent with economic efficiency as defined above. Posner (1977) is
the classic reference and provides an excellent survey of this work.
Posner, citing numerous examples, argues that in Common Law
the assignment of rights over resources is left to the market when
the costs of transacting are low, whereas the assignment is handled
by state intervention when transaction costs are high. In this way,
it is assured that resources find their most productive use. For
example:

The landowner’s right to repel a physical intrusion in
the form of engine sparks is only a qualified right. The
intruder can defeat it by showing that his land use,
which is incompatible with the injured landowner’s, is
more valuable. But if my neighbor parks his car in my
garage, I have a right to eject him as a trespasser no
matter how convincingly he can demonstrate to a court
that the use of my garage to park his car is more
valuable than my use of it.

The different treatment of the cases has an economic
justification. The market is a more efficient method of
determining the optimum use of land than legal pro-
ceedings. If my neighbor thinks his use of my garage
would be more productive than mine, he should have

ploiting economic resources in such a way that ‘value’ — human satisfaction as
measured by aggregate consumer willingness to pay for goods and services — is
maximized. Willingness to pay, the basis of the efficiency and value concepts,
is a function of many things, including the distribution of income and wealth.”
P. 10in Posner, Richard A. (1977). Economic Analysis of Law, 2nd ed. Boston:
Little, Brown.
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no trouble persuading me to rent it to him. But if he
merely claims that he can use my garage more
productively, he thrusts on the courts a difficult
evidentiary question: which of us would really be willing
to pay more for the use of the garage? In the spark
case, negotiations in advance may be infeasible because
of the number of landowners potentially affected, so if
the courts want to encourage the most productive use of
land, they cannot avoid comparing the values of the
competing uses.*®
When high transaction costs make allocation through the market
a costly solution, the state can choose among several forms of
intervention to guide resources to their highest valued uses.”” One
approach is to allocate exclusive rights directly. This solution may
require partitioning among individual owners the rights to a re-
source and placing restrictions on the later transfer of these rights.>®
In other circumstances, it may be more appropriate to alter the
structure of property rights in a way that lowers transaction costs
and encourages market exchange — for example, by enforcing ex-
clusive rights to the commons or introducing individual marketable
quotas in ocean fisheries.

56. Ibid., pp. 39-40.

57. “It is time that we inquired more closely into the sources of high transaction
costs. The factor usually stressed by economists is a large number of parties
to a transaction. . . . [But it should not] be assumed that fewness of parties to
a transaction is a sufficient condition of low transaction costs. If there are
significant elements of bilateral monopoly in a two-party transaction - i.e., if
neither party has good alternatives to dealing with the other - the transaction
costs may be quite high. . . . The costs of transacting are highest where elements
of bilateral monopoly coincide with a large number of parties to the transaction
— a quite possible conjunction. For example, if homeowners have a right to be
free from pollution the factory that wishes to acquire the right to pollute must
acquire it from every homeowner.” Ibid., p. 45. To this we add that transaction
costs also vary with characteristics of assets and resources and with types of
contracts.

58. For this approach to work, the legal system must be flexible enough to reassign
rights and liabilities swiftly when circumstances change, for example, because
of technological innovations.
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Figure 4.4. Compensation through the legal system and welfare.

When rights are not traded in the market but transferred by the
state, their price is set by the courts and other agents of the state.
Technically this price can be negative, zero, comparable to the
price that would prevail if voluntary exchange were possible, and
so on. When rights are taken involuntarily from an owner, either
by the state or by another individual, the courts often seek to
determine a rate of compensation for the victim that makes him
“whole.” Theoretically, this is equivalent to putting the victim back
on his indifference curve. Haddock and Spiegel (1984) make it
clear that in this form of exchange the “seller” (i.e., the victim)
is deprived of all gains from trade.”

Their point is illustrated in Figure 4.4. Assume that the state
has given individual B the right to clean air, and the initial en-
titlement is F. Let A partly appropriate B’s entitlement by
smoking and establish outcome S. If the penalty that the state
imposes on A for depriving B of his right to a smokeless envi-

59. Haddock and Spiegel (1984) [op. cit., note 46], p. 61.
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ronment is only to restore B to his original indifference curve,
Ig,, by compensating him with commodity X, then A will re-
duce smoking and compensate with X until point L is reached.
Note that outcome L is on the contract curve. Alternatively,
the state could make A pay a price for smoking that corre-
sponds to the hypothetical market price of smoke in terms of
X. The outcome for A is now point F*. Both solutions, L and
F*, are Pareto efficient, but they lead to different levels of sat-
isfaction for A and B. In this simple example, the state can fa-
vor B without sacrificing efficiency in the Pareto sense.

It is clear that the state can profoundly affect the allocation of
resources. The individuals who control the state, whether it is a
democratic state or not, have their own utility functions and sep-
arate interests from the subjects or constituents at large. Therefore,
it is not self-evident that rules and rulings by the state are designed
to maximize the aggregate utility or wealth of the community. This
question is taken up in the book’s last section.

4.5. Restrictions on the right to contract and dissipation of
nonexclusive income
In this section, we discuss how restrictions imposed by the
state on the terms of contracts, for example, through price ceilings
or price floors, affect economic outcomes. We make the following
points:

1. Effective limits on contractual terms, such as price
restrictions, do not cause a disequilibrium but lead to a
new equilibrium.

2. Controls often give rise to new forms of organizing
exchange that supplement or replace the price
mechanism.

3. The new arrangements are likely to result in higher
transaction costs than those incurred under allocation by
price because they are chosen only when the price
mechanism is suppressed.
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Figure 4.5. Price ceiling in a competitive market.

4. Controls may lead to adjustments in the form of using
or producing goods.

5. When limits are imposed on contracts, buyers and
sellers have an incentive to make those adjustments that
minimize the potential loss in value that the controls can
cause, or, in the words of Cheung (1974), minimize the
dissipation of nonexclusive income.”

Restrictions imposed by the state on the terms of contract can
take many forms. We begin by examining the implications of price
ceilings. Figure 4.5 gives a conventional presentation of the impact
of a price ceiling, P, on the economic outcome in a competitive
market. At P, which is below the equilibrium price, P, there is
excess demand for commodity X equal to (Q. — Q,), but note that

60. The discussion in this section is based on pioneering contributions to Neoin-
stitutional Economics by Yoram Barzel and Steven Cheung. Barzel, Yoram
(1974). “A Theory of Rationing by Waiting.” Journal of Law and Economics
17 (No. 1, April): 73-95; and Cheung, Steven N. S. (1974). “A Theory of
Price Control.” Journal of Law and Economics 17 (No. 1, April): 53-71.
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the diagram gives no indication of how a new equilibrium is es-
tablished.®’ The new rationing mechanism may be based on, for
example, physical strength, rationing by friendship, skin color,
coupons, or waiting.*”

But the diagram tells us that the quantity supplied is reduced
from Q. to Q. when price to sellers is lowered from P, to P,, and
that P,, the value of X to the marginal buyer, is greater than P,
the money price he pays for the marginal unit. The introduction
of a price ceiling, unsupported by other measures (such as rationing
by coupons), has, in part, put commodity X in the public domain
- as indicated by the differential (P, — P.) - and has given rise to
a new exchange mechanism. The way in which property rights are
reestablished will, other things being equal, depend on the costs
of transacting.

Rationing by waiting is frequently used to restore equilibrium,
particularly in consumer markets. It is an exchange mechanism
based on the first-come—first-served principle. Each buyer can typ-
ically purchase only a limited amount of the commodity and is
sometimes forbidden to reenter the queue in a given time period
or resell the commodity. Provided P, > 0, each buyer pays a
twofold price: a money price, P,; and a waiting price, (P, — P.).
It is clear from Figure 4.5 that the new arrangement has resulted
in a higher (total) price to the buyer than the old equilibrium price:
P.+ (P, - P)>P.°%

61. “Demand and supply schedules are conceptual tools which restrict the maxi-
mum quantities of a good {that] individuals are willing to buy or sell at varying
prices. With all the underlying qualifications, we are able to arrive at situations
where the observed prices and quantities are said to be determined and where
these in turn determine income distribution and resource allocation. As a
corollary, specified changes in demand and supply conditions will lead to im-
plied changes in the transacted prices and quantities. But as they stand, these
conceptual tools are not equipped to handle a situation where the price they
are designed to determine is controlled.” Cheung (1974) [op., cit., note 60],
p. 54.

62. Ibid., p. 54.

63. This conclusion must be qualified. The old market curve is strictly no longer
valid because not all individuals transfer waiting prices into money prices at
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Let us assume that commodity X is distributed free of charge
by the government (P, = 0), and each buyer can only have & units
of the commodity and is fully informed about the required waiting
time. Barzel (1974) has demonstrated that demand is still finite
under these circumstances, the equilibrium waiting time per unit
of X is a negative function of the size of individual quotas, k, and,
given k, that the equilibrium waiting time is inversely related to
the total supply of X. And there are other striking parallels with
the price system: When the money price is zero, the value of X
to the marginal buyer is equal to his waiting cost, and, at the
margin, the consumers’ surplus is zero. Also, the waiting time is
determined by the marginal buyer and is equal for all buyers in
the queue.

It is sometimes argued that rationing by waiting, rather than by
price, benefits the poor because their cost of waiting (the oppor-
tunity cost of their time) is lower than for the rich. Barzel (1974)
explores this issue by examining who will stand in line when
P, > P_. Tosimplify, he assumes that utility functions are identical,
that time costs (wages) are proportional to total income (the sum
of wages and unearned income), and that there is an effective ban
on resale. Barzel shows that the composition of the queue depends
on the ratio of the income elasticity to the price elasticity for the
commodity. Namely, the higher the income elasticity relative to
the price elasticity, the larger is the proportion of rich people in
the queue.*

For example, if the income elasticity of demand for tickets to
the opera is high and the price elasticity of demand low (as there
are only imperfect substitutes available), then, according to Bar-
zel’s model, subsidizing opera tickets is likely to benefit the rich
more than the poor. But if we relax the assumptions of identical
utility functions and fixed proportions between time costs and total
income, then the subsidies will favor individuals with strong tastes

the same rate. However, this refinement can be ignored for our purposes.
Barzel (1974) [op. cit., note 60}, p. 84.
64. Ibid., p. 88.
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for opera and, in a given income group, people with a low ratio
of wage income to total income.

And finally, a word about the queue as a social institution.
Queuing is a method of establishing property rights to a commodity
by waiting. The control of this process is usually in the hands of
buyers and sellers and requires a high degree of voluntary com-
pliance by the competing individuals with the rules of the queue.
When the stakes are high, the temptation to jump the queue may
become so strong that rationing by waiting is no longer a viable
mechanism of exchange. For example, a price floor, P;, which
makes it possible for producers to sell their commodity at a price
above the old equilibrium price (P; > P.), usually involves large
stakes for each firm. As the quantity supplied at P; exceeds the
quantity demanded, the right to sell at P; must be assigned some-
how, but usually this is not done by queuing. Barzel (1974) argues
that high costs of enforcing the rules of the queue is the reason
why waiting is uncommon when commercial sellers are involved —
for example, when import quotas are allocated among firms.®

Rationing by waiting is only one of many possible adjustments
when the state puts limits on the terms of a contract. For example,
when the government of Iceland forbids the purchase of new fishing
vessels in order to protect the country’s fishing grounds, owners
have existing vessels sawed in half and lengthened in order to
substitute a bigger boat for an additional boat. Cheung (1974)
generalizes this tendency in the following proposition:

When the right to receive income is partly or fully
taken away from a contracting party, the diverted
income will tend to dissipate unless the right to it is
exclusively assigned to another individual. The
dissipation of non-exclusive income will occur either
through a change in the form of using or producing the
good, or through a change in contractual behavior,
resulting in a rise in the cost of forming and enforcing
contracts, or through a combination of the two.*

65. Ibid., p. 92.
66. Cheung (1974) [op. cit., note 60], p. 58.
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In his 1974 article, Cheung applies this proposition to price and
rent controls. Individuals who are constrained by price regulations
often resort to illicit payments (rather than waiting) to restore
equilibrium. Illicit transactions are relatively costly, but they are
often nearly impossible to prevent. For example, in the case of
rent controls, a tenant can offer to buy a broken chair from a
landlord at an exorbitant price, where the excess price margin on
the chair is roughly equal to the present value of the difference
between market clearing price, P., and the controlled price, P..

Price controls can also lead to adjustments in production and
the reallocation of existing assets. When faced with effective price
ceilings, producers can alter qualitative dimensions of their prod-
ucts by using inferior inputs or by economizing at various margins
in the case of composite commodities. For example, in the case
of housing, rent controls often result in the withdrawal of main-
tenance services or separate prices for services that formerly were
included in the rent.

Cheung (1974, 1975, 1976) has analyzed the extraordinary his-
tory of rent controls in Hong Kong, which at times have had side
effects strong enough to rock the colony’s economy, and he dem-
onstrates how a regime of rent controls can create perverse incen-
tives for urban renewal.®® The history of rent control shows that
it is not enough to control only the price terms of the rental contract
if the state wants to provide tenants with housing at a price below
the equilibrium market price. For one, landlords who are subject
to controls have a strong incentive to evict tenants and seek new
ones who are willing to pay the market-clearing price through an
illegal lump-sum entrance fee. In order to neutralize these incen-
tives, rent control laws and regulations usually strictly limit the
landlords’ right to vacate their property, but such strictures can
seriously conflict with urban renewal. Landlords are therefore

67. Ibid., p. 63.

68. Cheung, Steven N. S. (1975). “Roofs or Stars: The Stated Intents and Actual
Effects of Rent Ordinance.” Economic Inquiry 13 (March): 1-21; (1976).
“Rent Control and Housing Reconstruction: The Postwar Experience of Pre-
war Premises in Hong Kong.” Journal of Law and Economics 19 (No. 1):
27-53.
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often allowed to vacate their buildings for the purposes of dem-
olition and reconstruction. However, if landlords are always free
to evict tenants when they plan to renew their property, they have
under rent control a perverse incentive to tear down relatively new
structures and rebuild them, if there is a wide gap between the
free-market price and the controlled price. The reason is that the
new tenants will pay an illegal lump sum equal to the present value
of the difference between the market price and the control price,
a side payment that is now a part of the expected return on in-
vestment in reconstruction.”

Cheung (1976) reports how in 1967 several factors coincided in
the Hong Kong housing market to make for an economic disaster:
Inflation had widened the gap between the regulated rent and the
free market rent; a new building code had been introduced that
allowed taller residential structures than before; and a license to
evict and rebuild could be obtained relatively easily if applications
were filed before a certain time limit. The landlords responded to
all these incentives, and, according to Cheung, filed in the following
two-year period applications to demolish about one third of all
residential buildings in Hong Kong. A colossal building boom was
set in motion which, before long, ended with an economic collapse
involving the colony’s whole economy. In fact, the effects of rent
controls can be as devastating as aerial bombardment.

In an earlier paper, Cheung (1974) theorizes that adjustments
made by buyers and sellers in response to controls will tend to

69. Tenants could counter the landlord’s incentive to reconstruct by offering him
bribes high enough to make demolition and reconstruction financially unat-
tractive. Therefore, if the costs of negotiating and enforcing such agreements
were zero, rent controls would not affect the rate of reconstruction. Cheung
gives several reasons why these transaction costs were high in the Hong Kong
housing market. For example, as most tenements had a large number of apart-
ments and the subletting by tenants of rooms within an apartment was common,
the problem of free riding by individual tenants, who refused to pay their share
of the bribe, hoping to enjoy the benefits anyway, was likely to arise. Such
problems of collective action do not arise when a prospective tenant attempts
to bribe his way into an apartment. Cheung (1975) [op. cit., note 68], pp.
12-14.
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minimize the potential net loss of value that can follow when the
state limits the terms of contracts, or in his words, minimize the
dissipation of nonexclusive income. Cheung offers the following
proposition:

Given the existence of non-exclusive income and its
tendency to dissipate, each and every party involved will
seek to minimize the dissipation subject to constraints.
This will be done either through seeking alternatives in
using or producing the good so that the decline in
resource value is the lowest, or through forming
alternative contractual arrangements to govern the use
of production of the good with the least rise in trans-
action costs, or through the least costly combi-
nation of the two procedures.”

Cheung’s argument runs as follows: When the state fixes a price,
P, below the market-clearing level, P, real income is left in the
public domain (as common property), unless the authorities also
assign exclusive rights to it, perhaps, through a system of ration
coupons.” Competition for nonexclusive income leads to its dis-
sipation — for example, through the time costs of waiting — unless
individuals seek alternative arrangements to minimize this loss of
value. In the case of rent controls of residential housing, the land-
lord’s alternatives may include the following: (1) the use of the
rental unit for his or her own family; (2) various forms of ille-
gal side payments; (3) demolition and reconstruction; and (4) the
conversion of the tenement into, for example, an (unregulated)
warchouse.

Optimizing landlords will select arrangements that minimize
their losses from the rent control and maximize the return on their
assets, given the new constraints. Potential users of the housing
services will compete, and, subject to the new constraints, the
resource will go to the highest bidder. Finally, other things being

70. Cheung (1974) [op. cit., note 60], p. 61.
71. In the long run, the state must also guarantee the continued supply of the
commodity at P..
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equal, those contractual arrangements will be preferred that in-
volve the lowest costs of transacting. It follows that the final eco-
nomic outcome is one that minimizes the dissipation of unassigned
income, subject to the relevant constraints. The concept of con-
strained minimization of the dissipation of nonexclusive income
is, in spite of its cumbersome name, an important addition to
economics and has general applications in models assuming posi-
tive transaction costs.



5

The ownership structure of firms and
economic outcomes

5.1. Introduction

In Chapter 5 we study how the ownership structure of the
firm affects economic outcomes. Continuing the discussion begun
in Chapter 2, we see the firm as a nexus of contracts involving in
various ways the owners of inputs and the buyers of commodities.
An examination of the economic logic of these contractual ar-
rangements and their relation to the costs of transacting is reserved
for Chapter 6.

We begin this chapter with a digression on property rights and
production functions and go on to look at some major types of
firms that are found in modern market economies. These include
not only privately owned firms, which often are subject to various
forms of government regulations and restrictions on the right to
contract, but also ‘“‘political firms,” that is, firms owned by the
state.

5.2. Rights, incentives, and production functions
Why do we expect that the economic outcomes of pro-
ductive activities organized within firms depend on the internal
rules of the firms and, more generally, on the external structure
of property rights? In answer to this question, Jensen and Meckling
(1979) have argued that production functions depend on the struc-
ture of property rights just as they depend on the state of tech-

125
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nology."' They define the firm as a network of contracts specifying
the rewards and costs that arise out of the cooperation of individ-
uals in production. The prevailing set of penalties and rewards
affects the behavior of rational agents and hence the output of the
firm.

More formally this can be summarized as:

Q = Fo(L,K, M, C: T)

where Q, output, is a function of labor, capital services, and ma-
terial inputs (L, K, and M, respectively).” T is a vector representing
technology and the state of knowledge relevant to production. F
is the set of all production functions that can be partitioned ac-
cording to systems of property rights. Fy is a production function
that corresponds to property rights structure R. Jensen and Mec-
kling refer to R as defining the external rules of the game for the
firm, spelling out what contractual arrangements are legal or il-
legal, what the penalties are for illegitimate behavior, and when
and to what extent the state uses its police power to enforce con-
tractual arrangements. The definition of R also involves social
mores.

The external rules of the game delimit, C, the internal rules of
the game available for the firm to choose from, given the state of
knowledge. In other words, the term C represents a generalized
index describing the choice set of organizational form (comparable
to the technological choice set of neoclassical production theory),
and it can include “such parameters as partnership or corporate
form, . ..the degree of decentralization, . ..whether to own or
lease equipment, . . . the nature of compensation plans.”>

Jensen and Meckling attempt to show by their reformation of

1. Jensen, Michael C., and Meckling, William H. (1979). “Rights and Production
Functions: An Application to Labor-Managed Firms and Codetermination.”
Journal of Business 52 (No. 4): 469-506. In neoclassical economics, a production
function describes the outer boundaries of the set of outputs available to a firm
(or maximum output) for given quantities of inputs and a given technology of
production.

. Ibid., p. 471.

. Ibid., p. 471.

W N
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the production function how the structure of property rights affects
individual behavior and output by influencing the range of internal
rules of the game available to the firm — or rather by affecting the
costs of using alternative contractual arrangements. For example,
when a contractual arrangement is illegal, the costs of using it are
usually very high, but even when an arrangement is legal, it may
be of little advantage if the state chooses not to use its police power
to help enforce such contracts or lacks the power to do so. Let us
look closer at the Jensen—Meckling model using as an illustration
the case of Ethiopian farmers as reported in the New York Times.*

The Ethiopian revolution of 1975 and the Marxist—Leninist gov-
ernment of Mengistu Maile Mariam radically changed R, the struc-
ture of property rights in the country’s agriculture. Farmland,
formerly largely owned by feudal overlords, was divided into plots
and allocated to farmers, with the government in effect becoming
the landlord. The new structure of property rights leaves Ethiopian
farmers with a rather small set of legitimate contractual arrange-
ments, C, to choose from. For example, they are not allowed to
own the land or contract long-term leases, nor can they, when
things go well, expand the size of their plots beyond narrow limits
set by the state. The farmers are not permitted to contract to sell
their output at market-clearing prices but are forced to sell at lower
prices fixed by the state. Also, the state has discouraged the storing
of grain as a hedge against hard times (“‘speculation’”) and the
hiring of farm laborers.

How has this property rights structure, R, affected productivity
in Ethiopian agriculture? Economic theory suggests, for example,
that the restrictions on private property rights listed above are
likely to dull the farmers’ incentives to invest in the long-term
improvement of the land they cultivate. When exclusive ownership
rights by individual farmers are restricted and long-term leases not
allowed, the farmers are unlikely to allocate resources to various
potentially lucrative investment projects because their rights to
yields accruing in future periods are uncertain.

4. May 23, 1985.
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Other aspects of the property rights structure in Ethiopia can
also affect the productivity of agricultural land. For example, fixing
prices of agricultural products below the equilibrium level makes
forms of economic activity other than farming (at state prices)
more attractive. The cost of leisure has also fallen, and farmers
may reduce their work effort if the substitution effect is stronger
than the income effect.

In short, the new structure of property rights does not seem to
support output expansion in the agricultural sector. In fact, the
New York Times quotes development specialists as saying that the
new structure of property rights, along with drought and a civil
war, explains why millions of people were dying of starvation in
Ethiopia in 1985.

Note that there are two sets of effects involved in our Ethiopian
example. First, the new (external) structure of property rights rules
out certain (internal) forms of agricultural organizations, such as
large-scale capitalistic farms, which, in turn, puts technology and
production functions associated with such organizational forms off
limits to the farmers. Second, the new rules have changed relative
prices and have altered the allocative decisions of the farmers that
can be interpreted as adjustments in terms of a given production
function. Both factors affect economic outcomes. This suggests
that the Jensen—Meckling modification of the production function
concept does fully capture the interaction between property rights
structures and economic outcomes.

Consider another example. Some retail distribution chains, such
as vendors of fast food, have found it more profitable to use fran-
chise arrangements rather than hire managers to run local outlets.
It has been argued that this arrangement is advantageous because
it lowers monitoring costs and helps to protect the value of spe-
cialized investment in brand names.’ Holders of franchises are

5. See p. 16 in De Alessi, Louis (1980). “The Economics of Property Rights: A
Review of the Evidence.” Research in Law and Economics 2: 1-47. De Alessi’s
paper is the best available survey of empirical work relating to the economic
consequences of alternative structures of property rights. However, with few
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expected to monitor output quality carefully because they are re-
sidual claimants (i.e., have a right to the net income of the op-
eration), but in addition the parent firm often provides most of
the nonlabor inputs and makes periodic inspections of local prem-
ises in order to further enforce quality and protect the brand-name
capital of the chain.

Shelton (1967) has compared the accounts of retail outlets where
a hired manager replaced a franchise arrangement or vice versa,
thus holding constant most of the relevant variables except the
management contract. He found that outlets operated by managers
who are residual claimants are more profitable than outlets run by
hired managers, even when the latter receive bonuses for profitable
operations of up to 30 percent of their salaries.®

What does this finding tell us about the production function for
fast food? Imagine that franchise arrangements were made illegal
and effectively removed from the C set (because an illegal ar-
rangement would become too costly to operate), and let us assume
that we would observe a fall in productivity in firms affected by
the law. What does such a drop in productivity imply? Does it
mean that the firms now operate on a new production function for
fast food? Let us follow the argument above, and say that pro-
ductivity has fallen because the managers have fewer incentives
than before to monitor carefully the quality of nonlabor and labor
inputs. If statistical tests of production functions measured the
quantity and quality of inputs directly, instead of measuring them
by proxies (hours of work, years of education, pounds of meat),
no change would be registered in the production functions them-
selves. But the quality of inputs is seldom measured directly, es-
pecially in the case of labor services, because of high measurement
costs. Hence the banishment of franchising would be registered as
a shift in the statistical production functions of the affected firms.

exceptions, De Alessi’s survey covers only structures of rights and contractual
arrangements found in North America.

6. Shelton, John (1967). “Allocative Efficiency v. ‘X-Efficiency’: Comment.”
American Economic Review 57 (No. 5): 1252-1258.
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We might try to get around this dilemma by modeling the mon-
itoring of quality and, more generally, the enforcement of contracts
as a production process. If franchise arrangements are made illegal,
it is then equivalent to banishing an efficient technology of mon-
itoring and shifting the firm over to a new production function for
monitoring. But note that the problem with production functions,
which Jensen and Meckling (1979) are trying to solve, arises from
the fact that the quality of inputs varies with the incentives offered
to their owners; for instance, the quality of the labor factor varies
with relative prices. The production functions of neoclassical eco-
nomics are better suited to handle chemical and engineering pro-
cesses than human interaction, such as agency relationships.

Consider next a change in R, which involves an increase in the
cost of enforcing property rights — for example, because of a grow-
ing climate of violence or less police protection by the state. If
fast-food outlets now require the services of two armed guards,
then it would represent a new production function for making and
distributing hamburgers — independent of all problems of meas-
uring quality.

Finally, consider changes in the external rules, R, that outlaw
certain types of information systems and thus raise the cost of
information and coordination - for example, if decentralized pro-
ducers were deprived of the price signals of unrestricted market
exchange and instead had to depend on information from a regional
planning board. In this instance, we would also register a shift in
production functions even if we somehow could measure all quan-
titative and qualitative dimensions of labor, capital, and material
inputs.

5.3. The open corporation and agency costs
Demsetz (1980) refers to the hypothetical economic system
of neoclassical economics as the decentralized model. According
to the usual implicit and explicit assumptions of the decentralized
model, the cost of information is zero; private property rights are
fully defined and enforced at zero cost; and the state stays in the
background, upholding the institutions of market exchange. Eco-
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nomic outcomes derived from this model are found in the standard
textbook: For any underlying distribution of resources, wealth is
maximized; output is valued by consumers who take indirectly into
account the value of leisure and other extra-market activities; in-
come distribution depends on wages and the prices of nonhuman
inputs which equal the value of marginal products; and economic
resources always find their highest-valued uses.’

When transaction costs are added to the decentralized model,
we have, according to Demsetz, a laissez-faire economy, a term
we shall use below. The laissez-faire model is used to analyze the
implications of competition when the cost of transacting is positive.

In a laissez-faire economy, the state does not restrict private
ownership rights, but because of information costs, ownership
rights are often less than fully defined or enforced. Laissez-faire
competition, reacting to these costs, reveals itself in ways not read-
ily understood in terms of the decentralized model.®* Demsetz
(1980) assumes that in the laissez-faire model ““the use of payments
to influence the behavior of others is neither prohibited nor
frowned upon.”® Also, “‘the laissez-faire filtering process, using
the profit test, selects some of these business organizations for
survival and rejects others.”"

The laissez-faire model can be used not only to analyze the
structure of economic organizations and their associated outcomes,
but also to explain various market phenomena. For example,
search costs imply that in equilibrium the price of a homogeneous
good may vary in the same market. If search costs are given, the
theory implies also that the standard deviation of prices will be
smaller for high-priced goods than low-priced goods (the benefits
are greater and the search lasts longer when we are collecting
information about prices in the market for high-priced goods)."!

7. Demsetz, Harold (1980). Economic, Political, and Legal Dimensions of Com-
petition. Amsterdam: North-Holland.

8. Ibid., p. 22.

9. Ibid., p. 21.

10. Ibid., p. 25.

11. Ibid., p. 49.
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Let us now look at the open corporation in terms of the laissez-
faire model.

The corporate form dominates industrial production in con-
temporary capitalistic market economies and stands in sharp
contrast to the traditional owner-managed firm which often is
implicit in economic theories. The modern corporation is associ-
ated with a number of contractual arrangements, such as limited
liability, specialization in ownership and management, and orga-
nized stock exchanges. These arrangements seem to have
evolved in order to take advantage of modern technology,
which often requires capital-intensive operations on a large
scale. The economic logic of the corporate form is discussed in
the next chapter, but at present we are concerned with the
agency costs that result from the separation of ownership and
management in the corporation.

Berle and Means (1932), in The Modern Corporation and Pri-
vate Property, initiated the modern debate about the problems
of agency costs, which the corporate form seems to invite."
Restated in modern terminology, the argument advanced by
Berle and Means was that the transaction costs to shareholders
of monitoring management tend to be high relative to the bene-
fits, particularly when ownership is dispersed and the cost of
collective action high. They concluded, on theoretical rather
than empirical grounds, that professional corporate managers
tend to be agents out of control.

The Berle—Means thesis had a profound impact on economists
and social philosophers. Corporate managers were seen as being
their own masters and, as they did not bear the full wealth con-
sequences of their actions, likely to allocate resources to uses that
were not aimed at maximizing the firm’s present value. Economic
outcomes of production organized in corporations would reflect

12. Berle, Adolf A., and Means, Gardner C. (1932). The Modern Corporation
and Private Property. New York: Macmillan. Berle and Means did not use the
term “‘agency costs.”
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excessive consumption on the job, shirking, corporate goals other
than profit maximization, and limited incentives to introduce and
adapt new technologies unless the new technique satisfied some
personal goals of the managerial class.

Since the early 1960s, economists of the property rights school
have given the Berle-Means thesis a thorough examination. Pi-
oneering contributions were made by Manne in articles such as
“Mergers and the Market for Corporate Control” (1965)." The
agency problem of the corporation was formalized in a paper by
Jensen and Meckling, “Theory of the Firm: Managerial Behavior,
Agency Costs and Ownership Structure” (1976), one of the most
cited articles in the economics and social science literature.'* The
authors describe the “motivation” of their paper in the following
words:

In this paper we draw on recent progress in the theory
of (1) property rights, (2) agency, and (3) finance to
develop a theory of ownership structure for the firm. In
addition to tying together elements of the theory of
each of these three areas, our analysis casts new light on
and has implications for a variety of issues in the
professional and popular literature such as the definition
of the firm, the “‘separation of ownership and control,”
the “‘social responsibility” of business, the definition of
a “corporate objective function,” the determination of
an optimal capital structure, the specification of the
content of credit agreements, the theory of organi-
zations, and the supply side of the completeness of
markets problem.”

13. Manne, H. G. (1965). ‘‘Mergers and the Market for Corporate Control.”” Jour-
nal of Political Economy 73 (April): 110-120; see also idem (1962). “The
‘Higher Criticism’ of the Modern Corporation.” Columbia Law Review 62
(March): 399-432.

14. Jensen, Michael C., and Meckling, William H. (1976). “Theory of the Firm:
Managerial Behavior, Agency Costs and Ownership Structure.” Journal of
Financial Economics 3 (No. 4, October): 305-360.

15. Ibid., pp. 305-306.
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A good overview of the new economics of the corporation is
found in a special issue of the Journal of Law and Economics,'®
but a complete economic theory of the corporate form along with
corroborating empirical evidence has yet to emerge. In more recent
theoretical applications of Neoinstitutional Economics to the cor-
poration, it is usually assumed that the firm operates in a laissez-
faire economy as defined above.This implies that in the long run,
compensation for the same quality of managerial services is roughly
equal in all firms. Similarly, the rate of return on invested funds
is roughly the same in long-run equilibrium after allowing for var-
iations in risk, uncertainty, and the cost of monitoring investments.

Jensen and Meckling (1976) have demonstrated theoretically
that an owner-manager, who shares the ownership of a firm with
nonmanaging stockholders, does not run the firm with an intent
to maximize its value, compared either to the manager’s decisions
if he or she were the sole owner of the firm, or to a hypothetical
world where the monitoring costs of outside owners are zero. Hy-
pothetical worlds are not relevant alternatives, but this finding
raises the question how firms with nonmanaging owners can com-
pete with owner-managed firms with no outside owners —a question
that is deferred to the next chapter. At this point, we are concerned
with the extent of serious agency problems in firms with outside
owners. But note that agency costs are real costs, and, theoreti-
cally, opportunistic behavior and noncompliance with contracts
will persist in equilibrium, if the marginal cost of monitoring agents
falls short of marginal benefits before full enforcement of con-
tractual agreements has been reached.

It is a central point of the new approach to the corporation that
there are forces in a laissez-faire economy that constrain oppor-
tunistic behavior by managers and limit the agency problem: com-
petition in capital markets tends to equalize in the long run the
expected net rates of return on investments (after taking into ac-
count all the nonpecuniary factors that may be involved). The

16. Vol. 26, No. 2 (June 1983).
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performance of an open corporation is continuously evaluated in
capital markets, and an abnormal fall or rise in the stock prices of
a particular firm is a relatively reliable and inexpensive signal to
dispersed stockholders that reveals information about the quality
of management and the commercial success of their corporation.
Competition in the market for managers tends to equalize total pay
(including fringe benefits and on-the-job consumption) for man-
agers of the same quality, but the mix of on-the-job consumption
and financial rewards may vary. Demsetz (1983) argues that there
will be more on-the-job consumption in firms where the owners’
monitoring costs are high, and people with strong tastes for on-
the-job-consumption will seek out such firms. Finally, competition
among management teams in the market for corporate take-overs
weeds out inefficient management by means of mergers or tender
bids, and the threat of such actions constrains others.

Along with the forces of competition, various contractual devices
work to constrain opportunistic behavior. Jensen and Meckling
(1976) mention several monitoring and other control activities.
These include auditing by the auditing committee of the board of
directors, formal control systems, budget restrictions, and incen-
tive compensation systems whereby managers are, for example,
paid partly with common stocks in their corporation, linking the
managers’ total pay directly to the performance of the firm."” Jen-
sen and Meckling (1976) also point out that the owner-manager
could expend resources to guarantee to the outside equity holders
that he will limit his shirking:

We call these expenditures “bonding costs,” and they
would take such forms as contractual guarantees to have
the financial accounts audited by a public accountant,
explicit bonding against malfeasance on the part of the
manager, and contractual limitations on the manager’s
decision making power (which impose costs on the firm
because they limit his ability to take full advantage of

17. Jensen and Meckling (1976) [op. cit., note 14], p. 323.
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some profitable opportunities as well as limiting his
ability to harm the stockholders while making himself
better off)."

So far no one has thought of a direct test or measure of the
agency costs of corporate organizations relative to other business
organizations. But there exists a substantial body of empirical evi-
dence, mostly studies since 1975, dealing with the market for cor-
porate managers and the market for corporate control. The
findings suggest that competition in these markets effectively low-
ers agency costs and raises the value of the firm as measured by
its share prices.

One line of research has investigated the relationship between
the various forms of management compensation and the market
value of the corporation, as measured by its stock prices. The
evidence suggests that various compensation programs have low-
ered agency costs and have raised the value of the firm. For in-
stance, eleven empirical studies dealing with “Management
Compensation and the Managerial Labor Market” are found in a
special issue of the Journal of Accounting and Economics [vol. 7,
(Nos. 1-3), 1985]. As an example of the findings presented there,
Murphy, and Coughlan and Schmidt, report a positive relationship
between the annual compensation of executives and current year
stock prices. Coughlan and Schmidt, in their article, and Benston,
in his article, report a negative correlation between stock prices
and subsequent turnover of executives — which suggests that the
job tenure of managers depends on their performance. Also, Teh-
ranian and Waegelein report (1) that the announcement of exec-
utive compensation plans that reward managers for performance
raises stock prices at the time of announcement, and (2) that cor-
porations that reward their executives for performance based on
the current year have unexpectedly high earnings in the eleven-
month period after adopting the plan.

We should note that statistical relationships between compen-
sation programs and the value of the firm are often consistent with

18. Ibid., p. 325.
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more than one hypothesis. For example, compensation systems
that link the pay of managers directly to the performance of their
firm can be associated with higher stock prices and higher annual
earnings for two reasons: either because these pay systems create
new incentives for the managers or because such plans are typically
introduced when managers expect favorable developments on the
basis of information that the stock market does not have until the
plans signal it. But on balance, the statistical evidence seems to sup-
port the notion that various contractual arrangements and market
forces work to align the interests of shareholders and professional
managers.

Jensen and Ruback (1983) review empirical studies that examine
the effects of competition in the market for corporate control.'
The important question here is whether competition for the control
of corporations, which is manifested in mergers, tender offers,
leveraged buy-outs, proxy offerings, and other complex phenom-
ena, works to reduce agency costs and increase the value of the
firm. Jensen and Ruback find ample evidence that the shareholders
of firms that are taken over gain substantially through abnormal
increases in stock prices (defined as deviations from a regression
line) which follow take-overs, and this gain is on top of the purchase
premia received by those stockholders who surrender their shares
in a take-over. The “abnormal” increase in stock prices averaged
from 8 to 30 percent, depending on the form of take-over. Jensen
and Ruback (1983) also conclude from their survey of the empirical
evidence that (1) in take-overs the shares of bidding companies
gain little or nothing in value; (2) the gains in share prices that
resuit from mergers are not due to the creation of monopoly power
in product markets; and (3) in the case of unsuccessful take-overs
there is an abnormal decline in the stock prices of both bidders
and targets — except in the case of proxy fights when stock prices
increase.” Jensen and Ruback regard the value of shares in finan-

19. Jensen, Michael C., and Ruback, Richard S. (1983). “The Market for Cor-
porate Control: The Scientific Evidence.” Journal of Financial Economics 11
(Nos. 1-4): 5-50.

20. By the word “bidders” Jensen and Rubeck are referring to companies trying
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cial markets as an unbiased estimate of the present value of the
firm. They recognize that take-overs involve substantial transaction
costs — fees of managers, lawyers, economists, and financial con-
sultants — but conclude that the costs are small relative to the gains,
and that take-overs seem to weed out inefficient management and
add to society’s net wealth.

The reader must be warned that a recent rush of studies, fol-
lowing Jensen and Ruback (1983), has provided mixed evidence
on the economic consequences of take-overs. The bidding for the
shares of a target firm constitutes an increase in demand and should
raise the price of the target’s shares. The controversy centers on
whether take-overs increase the joint value of the shares of bidders
and targets. Note also that there is no reason to believe that all
take-overs increase net wealth.”!

5.4. Various forms of business organization: corporations,
partnerships, proprietorships, financial mutuals, and
nonprofit organizations
Although the open corporation plays a dominant role in

the nonfinancial sector of modern industrial economies, other
forms of business organization, such as the closed corporation, the
partnership, the proprietorship, the financial mutual, and the non-
profit organization, also thrive in the same general economic en-
vironment. In order to survive in a laissez-faire economy, a
business organization must supply goods at prices comparable to
or lower than those of other forms of organization and still cover
costs. The question of why different forms of business organization
survive side by side in a laissez-faire economy is postponed until

to purchase another company, the “target.” Proxy contests involve the pooling
of voting rights of shareholders in an attempt to gain controlling seats on the
board of directors. The other forms of takeovers are mergers, which involve
direct negotiations between managers of bidding and targeted firms, and tender
offers, where shareholders are approached directly and offered a higher price
for their shares than their value on the stock exchange.

21. See Cook, Richard E. (1987). “What the Economics Literature Has To Say
About Takeovers.” Working Paper No. 106. St. Louis: Center for the Study
of American Business, Washington University.
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the next chapter. In this section we briefly examine economic out-
comes associated with these various organizational forms.

In the property-rights literature, firms are usually classified in
terms of contractual arrangements that govern the ownership of
their residual income. A firm’s residual income is the sum that
remains when those with fixed-payoff contracts have been paid.
The basic rationale for classifying firms in terms of the structure
of residual claims is to focus attention on the extent to which chief
decision makers in the firm bear the wealth consequences of their
actions. Also, the rules governing the structure and transferability
of residual claims can give rise to a conflict between output max-
imization by the firm and utility maximization by the owners, as
we shall see.

We have already noted that in the open corporation, residual
claims can be owned by outsiders who have no managerial duties
but ultimately control the firm, at least formally. This arrangement
has given rise to various agency problems as well as arrangements
to reduce the cost of agency. A very important aspect of the open
corporation is the ability of each individual owner to trade his or
her residual claims — that is, the shares — freely and at low trans-
action costs.

Fama and Jensen (1985) have analyzed how the ability to trade
shares at low costs affects investment decisions.” The following
example illustrates their viewpoint: Let us assume that the man-
agers of an open corporation have decided to invest in a project
with payoffs far in the future. It has been calculated correctly that
this project is one that will maximize the present (market) value
of the firm, when the market rate of interest is used to calculate
net worth. A shareholder who strongly values current consumption
relative to future consumption, one whose marginal rate of time
preferences is high relative to the market rate of interest, may find
that the stream of payoffs associated with the project in question
does not match her preferred pattern of consumption. But in the

22. Fama, Eugene F., and Jensen, Michael C. (1985). “Organizational Forms and
Investment Decisions.” Journal of Financial Economics 14 (No. 1): 101-119.



140 Property rights and economic outcomes

case of an open corporation, this shareholder has no incentive to
block the proposed project, since it maximizes the market value
of her shares, and, furthermore, she can trade the shares at low
transaction costs and substitute them for other financial assets of
equal value but with a more satisfactory payoff pattern.> In other
words, there is no conflict between the owner’s self-interest and
investments that maximize the market value of the firm.

The shareholders of a closed corporation are usually the firm’s
leading decision makers or individuals favored by those who man-
age the firm (relatives, acquaintances, etc.). With owners managing
the company, agency costs are reduced from what they are when
professional managers are employed. Agency costs are further
reduced in partnerships and proprietorships, where usually all re-
sidual claimants are also chief decision makers in the firm and bear
the wealth consequences of their actions. But as agency costs go
down when the extent of outside ownership is reduced, other prob-
lems may appear. Fama and Jensen (1985) argue that in closed
corporations, partnerships, and proprietorships, conflict may arise
between utility maximization by the owners and the maximization
of the market value of their firms. For example, assume that the
owners of a partnership invest all their investable funds in the firm,
and there is no outside financing available because of agency prob-
lems. An investment option that would maximize the present value
of the firm (using the market rate of interest) might provide owners
who value current consumption highly with an unsatisfactory earn-
ings stream. One option, which the impatient owners of our part-
nership might have, is to sell the firm (sell the rights to the
particular production function that they possess) to other individ-
uals whose marginal rate of time preferences is relatively low (e.g.,
this could be true of younger entrepreneurs). However, even if
potential buyers could be found, which is not self-evident, high
transaction costs might block the sale of the firm. If the owners

23. The discussion assumes the existence of freely functioning capital markets,
including a stock market, which can be found only in a handful of countries
around the world.
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are not able to sell (or borrow against) their residual claims (except
by incurring very high transaction costs), investment options that
maximize the market value of the partnership are foregone.

The analysis of Fama and Jensen (1985) suggests then that in
the absence of effective markets for the residual claims of closed
corporations, partnerships, and proprietorships, there is a ten-
dency to “underinvest” according to the ‘“market-value decision
rule.” In other words, the relative advantage of these forms of
business organization does not lie in long-term risky investments
on a large scale. Although Fama and Jensen (1985) examine only
optimal investment rules for different types of business organiza-
tions, they assert that other management decisions — for example,
financial, dividend, insurance, accounting, and market policies —
also depend on the nature of a firm’s residual claims. But the work
on endogenizing these variables has just begun, and the empirical
evidence is limited.

Mutuals are organizations found primarily in financial activities.
For example, there are mutual investment funds, savings and loan
associations, and insurance mutuals. The striking characteristic of
the mutuals is that their customers are also residual claimants —
for example, depositors in savings and loan associations, and pol-
icyholders in mutual insurance companies. The residual claims of
mutuals are usually issued in direct proportion to the amounts of
deposits or policies, up to a limit. The residual claims are redeem-
able when the customer withdraws his business, but they cannot
be bought and sold.**

Mutuals are not managed by their owners, nor are their profes-
sional managers constrained by a competitive market for residual
claims. Therefore, economic outcomes should involve relatively
extensive shirking and opportunistic behavior by management. Ni-
cols (1967, 1972) has provided evidence that supports this conten-
tion. Nicols compared stock and mutual savings and loan
associations, and found that the mutuals had higher cost functions,
slower growth rates (and, hence, were losing their market share),

24. De Alessi, Louis (1980) [op. cit., note 5], pp. 17-18.
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less risky portfolios, less activity in marketing, managers who
served longer in office, a larger staff, and chief executive officers
who had a greater tendency to employ relatives.” With the evi-
dence against the mutuals being so negative, one may ask how do
they survive at all. This question comes up in Chapter 6, but, in
the meantime, we suggest three possible answers: (1) that this form
of organization indeed will not survive; (2) that government reg-
ulation gives it an effective protection; or (3) that high agency costs
of a certain type are more than matched by relative advantages in
other areas.

The problem of shirking should be greatest in private nonprofit
organizations where there are no residual claimants. Donations
are a major source of finance for these organizations, and man-
agement is constrained primarily by the need to preserve the good-
will of current and future donors. Donors do not seek a financial
return on their contributions, but they usually want to support only
a certain type of activity and can be expected to withdraw their
support on receiving evidence of fraud or serious inefficiency by
management.”®

Frech (1976) has compared three types of organization — stock
companies, mutuals, and nonprofits — which are all engaged in the
same task, that of processing Medicare claims for the U.S. Social
Security Administration, in order to determine whether charges
are allowable, and that of paying the claimants.?’” Frech found that
he could rank these three types of firms according to their level
of productivity as measured by costs per processed claim (with the
claims measured in dollar units), average processing time, and
errors per $1000 of claims processed. Processing costs were highest

25. Nicols, Alfred (1967). “‘Stocks Versus Mutual Savings and Loan Associations:
Some Evidence of Differences in Behavior.” American Economic Review 57
(May): 337-347; idem (1972). Management and Control in the Mutual Savings
and Loan Association. Lexington, Mass.: Lexington Books.

26. Fama, Eugene F., and Jensen, Michael C. (1983). “Agency Problems and
Residual Claims.” Journal of Law and Economics 26 (June): 327-349.

27. Frech, Harry E. III (1976). “The Property Rights Theory of the Firm: Empirical
Results from a Natural Experiment.” Journal of Political Economy 84 (Feb-
ruary): 143-152. Cited in De Alessi (1980) [op. cit., note 5], pp. 18-19.
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for nonprofits and lowest for the stock companies. The same rank-
ing was observed for processing time and errors, although the
difference between mutuals and nonprofits was not statistically
significant.”® It is important to note that the three forms of orga-
nization would not have survived side by side in a laissez-faire
market. In this instance, each firm had been granted property rights
in processing claims in a specific territory by the government and
was compensated on a “‘reasonable cost” basis.

5.5. Regulated firms and economic outcomes

The new property-rights literature and Neoinstitutional
Economics have made important contributions to the economics
of regulation. The emphasis on the firm as a complex structure of
contracts designed by maximizing agents who take into consider-
ation risk, transaction costs, and competitive forces has increased
general awareness of unintended side effects of government reg-
ulation. Also, the realization that changes in property rights usually
involve both winners and losers, plus the application of the con-
cepts of information and transaction costs to political processes
have given rise to the interest-group model of regulation. This
approach now coexists with the public-interest theory of regu-
lation.

It is generally agreed that in the past 100 years or so, Western
governments have increasingly restricted the property rights of
owners of inputs, particularly nonlabor inputs, and increased the
role of the state in economic activity. In many cases the rights of
labor and consumers have been enhanced, and in other cases the
structure of rights has been changed to benefit one occupation or
industry at the expense of another. The economic consequences
of these changes have been to redistribute wealth and possibly to
lower gross national products and growth rates as conventionally
measured.”

28. De Alessi (1980) finds some of Frech’s test procedure troublesome, but “the
general results he reports seem strong enough to withstand more rigorous
empirical evaluation.” See p. 19.

29. Note that the sacrifice of marketable products for cleaner air may show up in
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These changes are rather imprecisely referred to as regulation.
Nowhere has the trend toward regulation been documented and
analyzed more carefully than in the United States, but the evidence
suggests that generalizations tend to be unreliable in this area and
judgments should be made on the basis of individual cases. For
example, economists have drawn attention to instances where reg-
ulation of industry has had consequences other than those intended
by policymakers and regulators, often because of unexpected side
effects.

Consider the case of a monopoly, either a natural monopoly or
a firm granted monopoly power by the state, which would earn a
rate of return well above the opportunity cost of capital — unless
it is subjected to profit restrictions by the state. Economists have
shown that such profit restrictions can have unintended side effects.
First consider the so-called Averch—Johnson effect, which suggests
that a constrained firm may select a more capital-intensive tech-
nology than an unconstrained firm does.” If the firm can borrow
at a rate below the allowed rate of return on its capital, it may
pay to swell the firm’s capital base until the rate of return has fallen
to the permissible level. In fact, the outside owners of a regulated
monopoly are indifferent as to whether the gap between the un-
constrained rate and the allowed rate of return on capital is closed
by lowering output prices, by taxes, or by inflating costs. However,
as Alchian and Kessel (1962) have pointed out, professional man-
agers will prefer to close the gap by inflating certain costs that
increase their on-the-job consumption.’ De Alessi’s (1980) survey
of the empirical literature finds both support for the Averch—John-

a lower GNP: The value of clean air is not directly registered in the national
accounts. Of course, such a drop in GNP tells us nothing about what has
happened to the welfare of the community.

30. Averch, H., and Johnson, L. L. (1962). “Behavior of the Firm under Regu-
latory Constraints.” American Economic Review 52 (December): 1053-1069.

31. Alchian, Armen A., and Kessel, Reuben A. (1962). “Competition, Monopoly
and the Pursuit of Money.” In National Bureau of Economic Research, Aspects
of Labor Economics. Princeton: Princeton University Press.
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son thesis and evidence of more on-the-job consumption in reg-
ulated monopolies than in other comparable firms.>

The regulation of the U.S. oil industry, introduced in 1973 in
response to the OPEC oil embargo, has come under close scrutiny:

Originally adopted as a part of a 90-day economy-wide
emergency measure to stop a rise in inflation in 1971,
oil price controls were eventually embodied in well-
targeted legislation designed to deal with the emergence
of the Arab oil embargo in the winter of 1973-1974.
These “temporary” controls far outlived the emer-
gencies that gave them birth and lasted just six and
one-half months short of a full decade. Over this
period, the nation’s petroleum markets were subjected
to no fewer than six different regulatory agencies and
seven distinct price control regimes, each successively
more complicated and pervasive.”

Kalt (1981, 1983) shows that the effects of the measures were
to discourage domestic oil production, encourage imports of for-
eign oil, and prop up world oil prices.* The policy makers who
introduced the new regulations of the oil industry claimed that -
their aim was to limit inflation in the United States, secure ade-
quate supplies of oil at as low a cost as possible, and avoid windfall
gains in the U.S. oil industry. None of these objectives was
reached, partly owing to a failure to understand the interaction of
market forces and complex regulations, and partly because of the
strong influence on regulators by special-interest groups.

In Neoinstitutional Economics, it is emphasized that most goods
and services have a large number of valuable dimensions. If a

32. De Alessi (1980) [op. cit., note 5], pp. 19-27.

33. Pp. 87-89 in Kalt, Joseph P. (1983). “The Creation, Growth, and Entrench-
ment of Special Interests in Qil Price Policy.” In Noll, Roger G., and Owen,
Bruce M., eds. The Political Economy of Deregulation: Interest Groups in the
Regulatory Process. Washington, D.C.: American Enterprise Institute.

34, Kalt, Joseph P. (1981). The Economics and Politics of Oil Price Regulation.
Cambridge, Mass.: MIT Press.
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regulator controls only one margin, firms are likely to make coun-
tervailing adjustments on other unregulated margins. A persistent
regulator may then attempt to expand his control to several ad-
ditional margins, but such efforts often involve high transaction
costs and success is not guaranteed. Kalt (1983) describes in these
words the process that is sometimes initiated by well-intended
regulations:
Regulations adopted to address a specific and fairly well
defined problem create unintended economic distor-
tions. These resulting problems are addressed with
further stop-gap regulations. The cycle repeats itself;
and at each stage there are economic winners and losers
as regulation alters prices, costs, contracts, supplies, and
demands. Affected parties that are well organized and
well endowed financially are coalesced and inevitably
influence the growing patchwork of regulation. The end
result is a system that, in its overall design, accords with
no one’s conception of sound economic policy for the
country but has a well-entrenched special interest
residing in each of its component parts.*

Regulation of the U.S. airline industry provides a good example
of the need to control not one but several margins in order to
restrain competition. Before the airline deregulation of 1978, the
Civil Aeronautics Board (CAB) regulated airline fares and routes
in the United States. The airlines reacted by introducing compe-
tition at various unregulated margins such as competition in flight-
schedule frequency. The CAB responded to these adjustments at
unregulated margins by attempting to regulate them also, “‘even
to the point of writing regulations that defined the size of a coach
class seat and the amount of meat that could be lawfully served
on a sandwich.”*®

35. Kalt (1983) [op. cit., note 33], p. 98.

36. P. 156 in Noll, Roger G., and Owen, Bruce M. (1983b). “Conclusions: Eco-
nomics, Politics, and Deregulation.” In Noll and Owen, eds. (1983a) [op. cit.,
note 33], pp. 155-162. See also Kahn, Alfred E. (1983). “Deregulation and
Vested Interests: The Case of Airlines.” In ibid., pp. 132~-151.
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We have so far talked about regulatory efforts that failed to
reach the desired goals or involved harmful, unintended side ef-
fects. But sometimes regulations are initiated outright by special-
interest groups, or special interest may capture the regulatory pro-
cess. The high cost of information and collective action can make
such behavior possible in a democracy. Part of the strategy for
minority interest groups is then to spread false information about
the costs and benefits of the regulatory measures. For example, it
is commonly argued that the absence of regulations will bring one
or more of the following: destructive competition (among airlines,
in the stock market), the elimination of desirable cross-subsidies
(no more service to small communities by airlines or trucking),
excessive risk and harm to consumers (electrocution of users if
terminal telephone equipment is supplied by others than a national
monopoly).

The literature on regulation sometimes gives the impression that
all regulation is stupid, corrupt, or both. This conclusion should
be avoided. First, the word regulation is perhaps not a very helpful
term. Any specification by the state of the structure of property
rights is, in a sense, regulation. Goldberg (1976) makes the case
that the distinction between private and public rules is not clear,
particularly when transactions involve a long-run contractual
relationship:

In this sense, all transactions, however well defined they
might appear, are nested in a complex pattern of
contractual jurisdictions which, taken together, establish
the rights, obligations, and ultimately the transaction
costs of the respective parties. We can view the problem
of designing (and adjusting) the complex pattern of
restrictions through two convenient fictions. On the one
hand, we can envision people “choosing” the rules in
which their behavior is to be embedded. On the other
hand, we can view all authority as reposing in a central
government which then decentralizes decision making to
lower level governments and to private individuals who
can write “‘private legislation” in the form of private
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contracts. If we ignore the normative overtones of these
two approaches (admittedly not an easy task), they are
not so terribly different. In both cases we are really
saying that the line between private and public rules
(restrictions) is blurred, and that to achieve desirable
results society will have to erect a set of barriers or
restrictions (transaction costs) to channel behavior; this
set of barriers will establish a complex admixture of
public and private jurisdictions.”’

In fact, much of the critical literature on regulation examines
recent changes in property rights that seem to transfer wealth from
one group to another at the cost of reduction in overall output as
valued in the market. But history reveals periods when the struc-
ture of property rights (and regulation) has been both supportive
of economic growth and a hindrance to growth. These issues are
discussed in the last section of this book.

Second, the case against regulation may have been overstated
because many critics have compared outcomes in regulated in-
dustries with ideal states derived from the neoclassical model and
thus made themselves guilty of the Nirvana fallacy, as Demsetz
would say. Goldberg (1976) makes a strong case along these lines.*®
The paradigmatic transaction of the neoclassical model is a discrete
transaction conveying a well-defined object, and the exchange is
often cloaked in anonymity. But there is another important class
of transactions that projects exchange into the future and involves
long-term contracts and ongoing relationships. Goldberg (1976)
uses the example of a university that negotiates a food-service
contract with a private firm. The task of specifying and enforcing
contractual agreements at all relevant margins — for example, re-
garding price, quality, or reasonable profits — is clearly enormous,

37. Pp. 52-53 in Goldberg, Victor P. (1976). “Toward an Expanded Economic
Theory of Contract.” Journal of Economic Issues 10 (No. 1, March): 45-61.

38. Goldberg, Victor P. (1976). “Regulation and Administered Contracts.” Bell
Journal of Economics 7 (No. 2): 426-441.
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and the outcome may have seemingly perverse characteristics com-
parable to outcomes in regulated industries.

Complex long-term transactions often involve specialized in-
vestment by one or both sides to an exchange, as we shall discuss
in the next chapter in connection with the contractual nature of
the firm. If transactions are terminated prematurely, the owner of
a specialized asset will suffer a capital loss. Government regulation
is, at least potentially, a method to induce specialized investments
and encourage long-term contracts. In the absence of government
regulation, private individuals use other methods to protect their
specialized investments. For example, to avoid a holdup by his
supplier, a private businessman may resort to stockpiling or in-
surance, rely on multiple suppliers or standby capacity, or even
attempt vertical integration with the supplier. Goldberg (1976)
does not deny that government regulation has often been used to
profit special-interest groups, and that it has often produced un-
intended perverse results, but he insists that regulation should be
evaluated in terms of practicable alternative arrangements.

5.6. Political firms

In the twentieth century, the share of resources that is
allocated by political firms has grown rapidly in the Western world.
The term “political firm” is taken from De Alessi and is used here
to denote any organization owned by a local or national political
unit that employs labor services and material inputs to produce
commodities. We are concerned here only with political firms that
operate in a capitalistic market environment.

Do economic outcomes of political firms differ systematically
from the outcomes of privately owned firms? Before we attempt
to answer this question, it is important to note that the contractual
nature of political firms varies greatly and the associated variation
in the structure of costs and rewards suggests variable economic
outcomes. Yet, political firms have one thing in common: The
general public is their ultimate collective owner. Furthermore, in-
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dividual citizens usually have no direct claim on the residual income
of political firms (although positive or negative residuals may affect
them indirectly through lower or higher taxes), and they cannot
transfer their ownership rights (and duties) except by leaving the
political unit.”

We should also note that many political firms have as their
explicit goal not to sell their output at a price that covers costs.
There are several explanations for this behavior. In the case of a
pure public good, the cost of transferring and enforcing exclusive
rights to individual units of the commodity is so high as to make
the marketing of each unit impractical (e.g., selling units of defense
or flood control to single buyers). Therefore, the production of
pure public goods is usually financed by taxation. Another reason
is that those who control the state prefer to see higher levels of
consumption of certain goods, so-called merit goods, than would
result if the goods were sold for profit in private market exchange.
For example, the opera houses of Scandinavia cover only about
15 percent of costs through ticket sales, and the balance is made
up mostly by the government. But in other cases, political firms
often earn profits, and sometimes very large profits: Consider state
liquor stores or the state oil company of Norway.

Whatever the outcome of the operations of a political firm, the
individual voter usually does not have much control over his or
her agents. For example, a citizen owner of a local public transit
company, one badly run and heavily subsidized, does not have
many options to escape her responsibility for a negative residual
that eventually will be passed on to her as higher taxes. The owner
has the choice of either leaving the community and seeking another
place to live where public organizations and political firms are more
to her liking, or attempting to influence the operations of the firm
through the political process. The costs of either alternative, leav-
ing or collective action, are often high relative to the benefits. For
instance, high property taxes will be reflected in property values

39. Neither are the residual claims of political firms transferable in the market,
nor do political firms buy back their “shares.”
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and hence in the sale price of the assets of property owners who
sell their property and leave.

When the ownership of a firm, whether public or private, is
dispersed, the incentive for each owner to monitor the managers
is limited. But in the case of private firms, an individual can spe-
cialize in ownership of firms operating in lines of production of
which he or she is knowledgeable. Such consolidation is impossible
in the case of political firms: Each voter is a part owner of all the
political firms in the community.

In certain cases, it can be particularly expensive to monitor the
operations of political firms — for example, when it is official policy
not to cover costs or when information about inputs and outputs
is kept a state secret (defense, intelligence services). In other cases,
the output of public organizations is particularly difficult to meas-
ure (Departments of State and Commerce). Sometimes no market
prices exist for the output of these organizations (although usually
prices exist for the inputs or their close substitutes), and, if the
output is unique, comparisons with cost conditions in private firms
are difficult.

When information costs are high and the citizen owners have
weak incentives for monitoring political firms, there is a strong
case for specialized monitoring by state agents (such as the General
Accounting Office or Congressional committees). Also, contracts
can be written to limit opportunistic behavior, and the constraints
of competition are not entirely absent (although devices such as
lifetime tenure, which are common in political firms, seem to
weaken competitive forces).

Empirical comparisons of economic outcomes of political firms
and private firms can be difficult when political firms operate in
other lines of production and have goals different from those of
private firms. But several authors have sought to compare eco-
nomic outcomes of private firms and political firms when both
produce the same easily marketable output. For example, in the
United States a whole range of studies has compared the eco-
nomic performance of private and municipal electric utilities.
Others have examined public versus private transit systems, pri-
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vate and public hospitals, and fire prevention services that are
either government operated or provided by the government but
supplied on contract by private firms. Refuse collection has been
subjected to similar tests. Davies has compared private and pub-
lic interstate air carriers and private and public banks in Aus-
tralia. These and other studies have been carefully reviewed by
De Alessi (1980) and seem to provide consistent evidence of
lower productivity in political firms than private ones. The stud-
ies reviewed by De Alessi suggest that the management of politi-
cal firms not only has a limited incentive to cut costs but also is
less likely than the management of private firms to invest in a
price strategy that maximizes the value of their firm.** In most
instances, such as refuse collection, it is reasonable to assume
that relatively high costs are not an explicit goal sought by the
polity that owns these public organizations. But there are situa-
tions in which high costs, holding quality constant, can represent
an independent goal. This is sometimes the case when a locally
operated project receives federal funds, and local voters and pol-
iticians correctly associate more federal funds — and higher costs
— with more employment and higher local incomes.

The evidence just presented raises an interesting question. If it
is correct that political firms tend to be high-cost producers, why
then do polities decide to establish political firms in those lines of
production that can be served equally well by private firms? Several
answers can be suggested. A taste for political firms (ideology) is
one possible explanation. Another explanation may be that reliable
information about the relative cost disadvantages of political firms
is not available to voters and their representatives. A third pos-
sibility is that political firms are in part intended as a mechanism
for transferring wealth — for example, by providing pleasant places
of employment for favored or needy individuals.

Finally, we should note that public goods need not be produced
by political firms. Technically, the state can provide these com-
modities to the public and have private firms produce them on

40. De Alessi (1980) [op. cit., note 5], pp. 33-40.
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contract, but in practice this may be difficult to arrange when the
output in question is hard to measure (foreign policy) or when the
arrangement can have dangerous consequences for the polity
(when defense is contracted out to a private army). In such cir-
cumstances the state has an incentive to reduce transaction costs
through vertical integration — by internalizing these activities. Ex-
change by the state with private firms is clearly less risky when the
contract involves not defense but army boots or uniforms. The
case of military equipment is more ambiguous. Although govern-
ments have tried to introduce monitors on the production sites of
private contractors, examples of flagrant opportunistic behavior
by defense contractors abound. It is not clear how much such
behavior would be reduced if military equipment were produced
by government-owned firms or how costs and the ability to innovate
would be affected.*'

41. De Alessi, Louis (1982). “On the Nature and Consequences of Private and
Public Enterprise.” Minnesota Law Review 67 (No. 1, October): 191-209.
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Explaining economic organization






The contractual nature of the firm

6.1. Introduction

Adam Smith began his Wealth of Nations with an exam-
ination of the internal works of a pin factory, but he soon turned
his attention to other things: the coordination of a market system
and the economics of growth and development. For more than a
century and a half following the publication of Smith’s masterpiece,
the nature and internal organization of the firm received little
attention in mainstream economic theory. At the same time the
firm grew in size and complexity. McNulty (1984) describes how
preoccupation with certain themes — with the macroeconomic dis-
tribution of income among rent, wages, and interest, or the logic
of the competitive model and decentralized allocation of re-
sources — pushed aside issues related to the firm and its internal
organization:'

The marginalist revolution and the development of

neoclassical price theory, while producing a theory of

the firm which was lacking in the earlier classical

analysis, nonetheless failed to provide a full rationale

for the firm’s role in the economic system. Indeed, in its

1. McNulty, Paul J. (1984). “On the Nature and Theory of Economic Organiza-
tion: The Role of the Firm Reconsidered.” History of Political Economy 16 (2):
233-253.
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single-minded emphasis on choice in factor substitution,
it reduced the firm, conceptually and analytically, to a
set or series of actual or potential exchange rela-
tionships not unlike those of the market itself. Its
incorporation of the firm fully into the market nexus,
thereby perhaps obscuring some of the fundamental
differences between these two institutions, was
undoubtedly one of the principal reasons why the
neoclassical paradigm left unasked the fundamental
questions not raised until Coase’s pathbreaking analysis
appeared several decades later.”

In the first half of the twentieth century, the competitive firm
of neoclassical theory was modeled as an entity that faced para-
metric prices, substituted land, labor, and capital to minimize costs,
and adjusted its output until marginal cost was equal to price. No
attempts were made to answer questions about the basic nature
of the firm: For example, does the firm complement or substitute
for the market, and why does the organization of the firm vary so
greatly?

In Chapter 2, we discussed how Ronald Coase’s famous article
of 1937, “The Nature of the Firm,”” belatedly fathered an important
research program dealing with the organization of the firm and
using the theoretical tools of neoclassical economics. The new
theory of the firm is still young and rapidly evolving. The leading
contributors tend to present their ideas in nontechnical fashion —
that is to say, their use of diagrams and mathematical models is
limited. Also, the major scholars in this area have not standardized
their vocabulary and defined their terms carefully, which some-
times makes it difficult to see whether we are dealing with over-
lapping or competing theories. We have chosen here not to survey
separately the contributions of each of the leading figures in this
area, such as Alchian, Barzel, Coase, Demsetz, Furubotn, Jensen,
Meckling, and Williamson.® Rather, we try to summarize the gen-
eral thrust of their analysis as simply and concisely as possible.

2. McNulty (1984) {op. cit., note 1], p. 245.
3. See, for example, Alchian, Armen A. (1965). “The Basis of Some Recent
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6.2. The firm: What is it?

When analyzing the nature of the firm, the new litera-
ture tends to emphasize two aspects: A firm involves a set of
long-term contracts between input owners, and a firm replaces
the product market with a factor market where price signals
play a relatively small role (as output is not measured continu-
ously and sold for a price) and, typically, hierarchical relation-
ships are substituted for market exchange. For example, the
owner of a labor input contracts with an entrepreneur for a
monthly salary and in return transfers certain user rights over
his labor resource to the entrepreneur. The labor resource does
not respond to price signals once such long-term contracts have
been made. Rather, it is managed. The chief characteristic of
long-term contracts is that they limit responses to future events
by the parties — for example, with respect to price, quantity,
and quality. Therefore, a series of spot-market exchanges is not
comparable to a contractual relationship.

Economists who study the nature of the firm have sought pri-
marily to explain variations in the type of contracts that the owners
of inputs make. In Demsetz’s laissez-faire economy, discussed in
the previous chapter, only contractual forms that minimize costs

Advances in the Theory of Management of the Firm.” Journal of Industrial
Economics 14: 30-41; idem (1984). ‘‘Specificity, Specialization, and Coalitions.”
Journal of Institutional and Theoretical Economics 140 (No. 1): 34-39; Klein,
Benjamin, Crawford, Robert G., and Alchian, Armen A. (1978). “Vertical
Integration, Appropriable Rents, and the Competitive Contracting Process.”
Journal of Law and Economics 21 (No. 2): 297-326; Barzel, Yoram (1984a).
“The Entrepreneur’s Reward for Self-Policing.” Economic Inquiry 25 (No. 1):
103-116; Alchian, Armen A., and Demsetz, Harold (1972). “Production, In-
formation Costs, and Economic Organization.” American Economic Review 62
(December, No. 5): 777-795; Demsetz, Harold (1983). “The Structure of Own-
ership and the Theory of the Firm.” Journal of Law and Economics 26 (June):
375-393; Furubotn, Eirik G. (1985). ‘‘Codetermination, Productivity Gains, and
the Economics of the Firm.” Oxford Economic Papers 37 (No. 1): 22-39; Jensen,
Michael C., and Meckling, William H. (1976). “Theory of the Firm: Managerial
Behavior, Agency Costs, and Capital Structure.” Journal of Financial Econom-
ics 3 (No. 4, October): 305-360; Williamson, Oliver E. (1975). Markets and
Hierarchies: Analysis and Antritrust Implications. New York: Free Press; idem
(1985). The Economic Institutions of Capitalism: Firms, Markets, Relational
Contracting. New York: Free Press.
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(or maximize the joint net output of the inputs) survive in the long
run: The equilibrium contractual structure is an endogenous out-
come of a maximizing process. The analysis of contractual behav-
ior, the way in which contracts are designed to lower transaction
costs, can become quite complex. Sometimes contractual terms are
used to create joint incentives in order to make contracts partly
self-regulating. In other instances, the contractual structure is de-
signed to protect input owners who have made investments specific
to a joint effort and fear ““holdups™ by other agents.

But all these complicated issues have little to do with the one-
person or unitary firm as McNulty (1984) has emphasized. In a
unitary firm, the same individual owns all the inputs used to pro-
duce an output. The owner-manager of a unitary firm contracts to
buy her inputs and sell her outputs, but the internal organization
of the firm is not characterized by contractual relations. Further-
more, the unitary firm not only is a substitute for the product
market (by bringing various inputs together), but also comple-
ments the market by responding to price signals from the market
or, in many cases, by setting its own prices. The firm and the
market are components of an interactive system:

The unitary firm — whether . . . [an] elderly gentleman
with his pushcart, a consulting economist, an inde-
pendent middleman or artist — cannot properly be
viewed as “a system of relationships,” as Coase
conceptualizes the firm; it is not formed to monitor
“team’’ production, the reason given by Alchian &
Demsetz for the existence of firms; and its internal
operation does not involve ‘‘collective’ action, as in
Arrow’s scheme. Yet to the extent which it exists, it
plays a fundamental economic role no less than its
larger and more diverse counterparts, aspects of which
cannot be performed by the market.*

4. McNulty (1984) [op. cit., note 1], pp. 245-246. The models of the firm that
McNulty refers to are found in Coase, R. H. (1937). “The Nature of the Firm”’;
Alchian, Armen A., and Demsetz, Harold (1977). “Production, Information
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The simple structure of the unitary firm is well suited to clarify
certain aspects of the firm that sometimes are forgotten when we
examine more complex organizations. The owner-manager of a
unitary firm performs functions that are required for market pro-
duction but can be carried out only within the firm: He or she must
discover and produce commodities that have valuable dimensions.
Usually, commodities have several value dimensions related to
form, location, and time.” McNulty (1984) emphasizes that “the
qualitative dimensions of goods. . . can be traded and priced, but
not determined and changed, within the network of market rela-
tionships” (p. 248). Even the homogeneous quality of goods in
the basic competitive model must somehow be determined.

It is the entrepreneur who searches and experiments in a world
of costly information, attempting to discover and produce com-
modities that have valuable dimensions. Profits are the entrepre-
neur’s reward for a successful search. Even the most elementary
of entrepreneurs, the newsboy, will fail if he is not successful in
discovering valuable margins. The newsboy’s activities are suc-
cessful when he offers an interesting newspaper at the right place
and time — possibly combined with pleasant appearance and man-
ners. Also, the newsboy must communicate information about his
product to potential customers.®

Costs, and Economic Organization.” American Economic Review 62 (No. 5,
December): 211-221; and Arrow, Kenneth J. (1974). The Limits of Organi-
zation. New York: W. W. Norton.

5. The literature on monopolistic competition had important things to say about
product quality, which now are largely forgotten: See, for example, Chamberlin,
Edward H. (1953). “The Product as an Economic Variable.” Quarterly Journal
of Economics 67 (February, No. 1): 1-29. Lancaster has added variable quality
margins to the modern theory of demand. He assumes that utility is derived
from qualitative attributes of commodities that cannot be bought independently
of the commodities. See Lancaster, Kelvin J. (1966). “A New Approach to
Consumer Theory.” Journal of Political Economy 74 (No. 2, April): 132-157.
Finally, Becker bridges the gap between the firm and the household by modeling
the consumer as a producer of his or her own utility or satisfaction, using as
input both purchased and homemade goods and being constrained by time. See
Becker, Gary S. (1965). “A Theory of the Allocation of Time.” Economic
Journal 75 (September): 494-517.

6. This example is taken from McNulty (1984) [op. cit., note 1], p. 249.
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The firm is a production unit that does not consume or use all
of its output and is economically viable because of the gains in
productivity from specialization. The entrepreneur, who searches
for valuable combinations of inputs, may contract with other own-
ers of inputs and form a coalition of producers, but the search for
profitable lines of production in an uncertain world is central to
his or her other activities.

6.3. Coalitions of resource owners

The unitary firm of the newsboy, the vendor of roasted
chestnuts, the solitary lawyer, dentist, or farmer is a relatively
unimportant form of economic organization in modern industrial
societies. Most sectors of the economy are dominated by larger
firms — coalitions of resource owners.” Why do coalitions of input
owners produce commodities at lower cost, in many instances, than
a series of unitary firms? This was the question originally asked

by Coase (1937) in his inquiry into the nature of the firm.*®
Cheung (1983) has restated Coase’s central argument: In a
laissez-faire economy, there are two ways in which a consumer can
acquire a composite commodity through exchange — assuming spe-
cialization in production of the commodity’s individual compo-
nents. The customer can either negotiate with a large number of
unitary firms for each component and their assemblage, or contract
with a representative of a coalition of resource owners, a central

7. Cheung (1983) has emphasized that firm size depends on the form of contract
chosen by input owners to accomplish any given task: “If an apple orchard
owner contracts with a beekeeper to pollinate his fruits, is the result one firm
or two firms? This question has no clear answer. The contract may involve a
hive-rental contract, a wage contract, a contract sharing the apple yield, or, in
principle, some combination of these and still other arrangements. . . . Most
economists would probably opt for only one firm if the beekeeper is hired on
a wage contract but for two if the hives are rented. Does it make sense to say
that the number of firms, hence firm size, depends on the chosen form of
contract?”’ (pp. 16-17) Cheung concludes that it really does not matter for the
purposes of economic analysis how we define the firm. Our concern should be
with the logic of alternative contractual forms and economic outcomes that
different contracts foster. Cheung, Steven N. S. (1983). “The Contractual Na-
ture of the Firm.” Journal of Law and Economics 26 (April): 1-21.

8. This topic was introduced in Chapter 2.
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agent, for the complete commodity. The choice between the two
alternatives depends on which set of contractual arrangements sup-
plies the commodity at a lower cost.

We should note, however, that the structure of contracts within
the coalition can take many forms in a market economy. Williamson
(1980) discusses, for example, the following arrangements:’

1. “A merchant-coordinator . . . supplies the raw materials,
owns the work-in-process inventories, and makes
contracts with the individual entrepreneurs, each of
whom performs one of the basic operations at his home
using his equipment.” This corresponds to the putting-
out system of the early stages of Western
industrialization.

2. The federated mode where work “stations are . . . located
.. .side by side in a common facility. Intermediated
product is transferred across stages according to
contract. So as to avoid the need for supervision or
continuous coordination, buffer inventories are intro-
duced at each station.” Each station then makes bi-
lateral contracts with predecessor and successor stations
in the production chain.

3. The inside contracting mode where a capitalist provides
floor space and machinery, raw material and working
capital, and the sale of the final product. But the task of
coordinating the production process is delegated to
inside contractors, who hire and supervise their own
employees.

4. The authority relation, which corresponds to the basic
capitalistic firm and is characterized by hierarchical
relationships.

In addition one can think of various forms of communal ownership.

In most cases it would be costly for a consumer to contract with
a number of unitary firms for the purchase of a composite com-

9. Pp. 14-17 in Williamson, Oliver E. (1980). “The Organization of Work: A
Comparative Institutional Assessment.” Journal of Economic Behavior and Or-
ganization 1 (March): 5-38.
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modity. The transactions may require costly expert knowledge of
components and the repeated measurement and valuation of the
output of a large number of individuals.'’ Therefore, the cost to
the consumer of establishing the price of various components is
likely to be high, if the production of the commodity is organized
through the price mechanism. As an alternative, production can
be organized within a firm where a central agent makes bilateral,
long-term contracts with each of the input owners and sells the
final product to the buyers. The choice of contractual form depends
on the relative cost of contracting under each arrangement. In his
pioneering contribution to this literature, Coase (1937) states that
“the distinguishing mark of the firm is the supersession of the price
mechanism” (p. 334). “The main reason why it is profitable to
establish a firm would seem to be that there is a cost of using the
price mechanism” (p. 336). And, “‘a firm is likely therefore to
emerge in those cases where a very short term contract would be
unsatisfactory.”"!

When a coalition of resource owners replaces a set of unitary
firms, one type of transaction costs is substituted for another: The
costs of transacting across markets are reduced as one transaction
replaces a set of transactions, but a new type of cost emerges, the
transaction cost of forming and maintaining a coalition of produc-
ers — often referred to, in the literature, as agency costs. The trans-
action costs of agency are reflected in the final price of the
commodity to the buyer.

In their pioneering contribution, Alchian and Demsetz (1972)
offer a somewhat different explanation from that of Coase, for the
advantages of coalitions of input owners.'? The joint output of a
team can be greater than the sum of individual contributions made

10. In certain circumstances, however, it is possible that unitary firms would spe-
cialize in selling expert knowledge about components to consumers.

11. P. 337 in Coase, Ronald H. (1937). “The Nature of the Firm.” Economica 16,
new series (November): 386-405, reprinted in Stigler, George J., and Boulding,
Kenneth E., eds. (1952). Readings in Price Theory, pp. 331-351. Chicago:
Richard D. Irwin. The page numbers above are from Readings.

12. Alchian and Demsetz (1972), op. cit., note 3.
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in isolation. But the problem with teamwork is that an individual
often can reduce her effort without a proportional reduction in
her income, because it is not feasible to measure the marginal
product of each team member (although the output of the whole
team can be measured at a relatively low cost). This creates per-
verse incentives to shirk (as each individual does not bear the full
wealth consequences of her shirking), and causes accumulating
rounds of shirking which can even lead to the dissolution of the
team. In order to prevent this type of free riding, the members of
the coalition employ a central agent and give her the right to hire,
fire, and monitor team members. But who will monitor the mon-
itor? This problem is solved by giving the central agent a claim on
the firm’s residual income. Alchian and Demsetz’s important early
contribution has been criticized on the grounds that it is easy to
conceive of successful coalitions of input owners where there are
no direct technical gains in productivity associated with teamwork
and where the above argument does not hold. In later contribu-
tions, Alchian has emphasized firm-specific assets and the role of
long-term contracts in protecting specialized investments. This is
discussed below.

The substitution of one form of contracting for another continues
until, at the margin, costs equal benefits. Formally, we can say
that a firm, which may have begun as a unitary firm, will expand
until the marginal benefits of internalizing an additional activity
(reduction in the cost of transacting across markets) is equal to
the marginal costs of internalizing an additional activity (the in-
crease in internal agency costs). This applies equally to decisions
involving larger output of the same commodity, vertical integration
of the production process, expansion into new lines of production,
and integration of a number of identical factories. Transaction costs
also affect the feasibility of external financing, which in turn limits
the size of the firm.

6.4. The entrepreneurial function and measurement costs
The joint value of a team that cooperates in production
depends on the way in which team members are rewarded and
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how they are monitored. Production involves both relatively rou-
tine tasks and exploratory activities that are partly subject to
chance. Below we argue that, ceteris paribus, “the person whose
contribution to the common effort is the most difficult to measure
will assume the position of entrepreneur, employing and super-
vising the other persons.”"?

Economic agents operate in an environment where information
is costly and outcomes are affected by chance. They collect infor-
mation and draw samples from the set of potential ventures, po-
tential team members, and potential contractual forms and
contract with individuals outside the coalition, such as buyers of
output and sellers of input. We refer to these activities as the
entrepreneurial function."*

Barzel (1987a) has analyzed the role of the entrepreneur in terms
of his concept of measurement costs. He argues that the high cost
of measuring entrepreneurial activities is a critical factor in ex-
plaining the contractual nature of the entrepreneurial firm. The
measurement cost is high because the entrepreneur engages in
complex activities often involving outsiders; and, more impor-
tantly, the outcome of the entrepreneur’s activities partly depends
on chance, and the cost of isolating and measuring the stochastic
element is often very high. How costly it is to measure the random
factor depends on the nature of the project.

Barzel (1985) presents a model of two agents who cooperate in
production. He assumes that their working time is the only input,
and that one of the agents is a residual claimant who divides his
time between working and supervising the employee. The output
of the employee increases with supervision but at a declining rate.
It is also assumed that the two individuals seek to maximize the
value of their joint output. Let us assume that the value of the
output is maximized when individual A is the residual claimant-

13. P. 103 in Barzel, Yoram (1987a). “The Entreprencur’s Reward for Self-
Policing.” Economic Inquiry 25: 103-116. The discussion in this section ab-
stracts from contractual problems associated with firm-specific investment,
which are examined in the following section.

14. See Alchian (1984) fop. cit., note 3], pp. 35-36.



The contractual nature of the firm 167

monitor and individual B is the employee. Barzel uses his model
to show that the two roles will be reversed if the market wage of
B, the employee, increases beyond a certain point. (The increase
is exogenous and represents a higher value of marginal product
for B.) Why does B become the employer? The main reason is
the following: Because of the decreasing returns from supervision,
the net gains from supervising an employee will become zero before
all shirking has been eliminated. Hence, the output of a supervised
worker is less what it would be if she were her own boss and
devoted the same amount of time to production. When the value
of the contribution of an agent (and her wage) has become very
high, output maximization demands, ceteris paribus, that she mon-
itor herself by becoming a residual claimant. Once an individual
takes over as the residual claimant, output maximization also de-
mands that she be assigned nonroutine tasks which are hard to
measure. "

In terms of agency theory, we can say that information about
entrepreneurial activities has an asymmetrical distribution that
gives strategic advantages to the entrepreneur over other members
of the coalition. This can give rise to serious moral hazard problems
unless the entrepreneur is effectively constrained by some con-
tractual arrangement. Self-monitoring appears as an efficient so-
lution to this measurement problem: In the classical firm,
entrepreneurs are constrained by their claims on the residual value
of the joint venture.

The performance of the coalition’s (the firm’s) other inputs can
typically be measured or estimated indirectly by means of various
proxies at a relatively low cost.'® The owners of these inputs tend
to make fixed-income contracts (stipulating wagés or rent), or con-
tracts involving incentive payoffs tied to a specified measure of
performance, and receive remuneration that is at least equal to

15. See Barzel (1987a) [op. cit., note 13], pp. 104-110.

16. When it is relatively cheap to directly measure and value the marginal product
of an input, its owner is, ceteris paribus, more likely to make some form of a
piece-rate contract, and the arrangement may resemble that of a unitary firm.
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the pay available in the best alternative employment of their re-
source. Each input owner makes a bilateral contract with the
entreprencur-residual claimant, who is given the right to change
the members of the coalition because the task of getting together
an efficient team is a trial-and-error process.

The value of the coalition depends on the entrepreneur’s skills,
effort, and luck in discovering commodities with valuable char-
acteristics; assembling efficient teams; finding appropriate con-
tractual arrangements; and enforcing contracts. By having a claim
on the residual, the entrepreneur reaps all the benefits of rais-
ing the value of the coalition and bears all the cost when the value
of the fixed-income contracts exceeds the value of the coalition
(except when the risk of loss is borne entirely by outside finan-
ciers)."” The central agent has an obvious incentive to enforce the
fixed-income contracts of the other input owners — who themselves
also have an interest in the contracts being enforced. Yet measure-
ment costs usually make the full enforcement of contracts not
worthwhile.

Extensive shirking can reduce the value of a productive coalition
and lead to its dissolution. This imposes losses upon individuals
who stand to gain from joining in a successful coalition. If remuner-
ation is flexible and shirking leads to reduction in pay for a group
of inputs within the coalition — assuming that group performance
can be measured more cheaply than individual performance
— then the input owners may find themselves in an unsatisfactory
situation. Namely, they would prefer higher incomes and less shirk-
ing, but collective action to control free riding by group members
is prevented by high costs. The prospect of shirking creates an

17. Payment only in the case of success is a familiar contractual arrangement: For
example, real estate agents usually are rewarded only when they make a sale.
Note that in a competitive market the expectation of a positive residual is
necessary to motivate entrepreneurial activities: The residual is not an income
that in equilibrium is competed away. In addition, the rewards of an entre-
preneur in a competitive market may include an element of rent if she has
unique abilities for search or monitoring. Finally, note that this theory of returns
to entrepreneurship cannot be successfully integrated into neoclassical eco-
nomics without dropping the assumption of full information.
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incentive to design contractual arrangements to overcome the free-
riding problem. An entrepreneur-monitor, who has a claim on the
residual, represents a classic solution to free riding by the members
of productive coalitions.

The high cost of isolating the personal contribution of the en-
trepreneur and the difficulties of constraining her behavior in a
stochastic environment have implications for the financing of en-
trepreneurial ventures. Barzel (1987a) argues that, because of the
measurement problem, the rate of return on a businesswoman’s
search for a profitable venture is an endogenous variable: The
expected rate of return on her search depends on the extent (and
method) of outside financing. Outside observers will find it difficult
to measure the behavior of an entrepreneur in search of profitable
opportunities: to measure his diligence and whether he substitutes
projects with a low probability of a high yield (and a high prob-
ability of failure) for projects with a high probability of a more
modest return and higher expected yield. If an entrepreneur shares
the gains when a project is successful but not the financial losses
in case of failure, he has an incentive to seek out risky projects
with a small chance of a very large return. When measurement
costs are high, then “the smaller the businessman’s contribution
to financing, the lower the expected return on the project.”'® This
suggests that the search for profitable opportunities will tend to
be self-financed by the entrepreneur (as “‘the mere act of collab-
oration implies a fall in the venture’s expected return’), although
that will depend on the line of activity in question: “In general,
self-financing may give way to market financing at a juncture where
measuring the product becomes easier.”"’

18. Barzel (1987a) [op. cit., note 13], p. 113.

19. Ibid., p. 113. All this suggests that relatively wealthy individuals tend to become
entrepreneurs. In neoclassical economics the entrepreneurial function is com-
monly explained in terms of risk aversion. This tradition is associated with
Frank Knight. Barzel (1987a) demonstrates that the transaction-costs and
moral-hazard explanation of the entrepreneurial function does not depend on
the risk-aversion argument. Barzel (1987b) documents that Knight (1921), in
his Risk, Uncertainty and Profit, was fully aware of the measurement and moral
hazard problem and its implications for the entrepreneur’s contractual status
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Alchian and Woodward (1987) refer to assets and investments
as being plastic when some technological or physical attributes
make it costly to monitor an agent who manages the resources. In
these situations it is difficult for outside observers to second-guess
whether an administrator of resources is trying to maximize the
joint value of a cooperative effort or bias the outcome toward her
personal interest:

We conjecture as further illustrations that enterprises
with “intellectual research and capital,” e.g. fashion
designers, professional service firms such as engineering,
law and architecture, computer software creation, are
especially plastic and susceptible to moral hazard. In
contrast, industries with less plastic resources are
railroads, utility services, airlines, petroleum refining
(but not exploration), and other activities involving
much in a way of “hard” resources.”

6.5. Aspects of coalitions: specific investments, appropriable
quasi-rents, unique resources, and dependence
In this section we deal with three concepts that recently
have gained importance in the new literature on contracting and
the firm: appropriable quasi-rents, unique resources, and depen-
dence.”

within the firm. Later in his book, Knight dropped this line of reasoning and
presented his famous argument that the entrepreneur is less risk-averse than
the other input owners and assumes, therefore, the bulk of the risk associated
with their joint effort along with the role of a residual claimant. Knight bor-
rowed the term “moral hazard” from the insurance literature but apparently
himself coined the term “residual claimant.” Barzel, Yoram (1987b). “Knight’s
Moral Hazard Theory of Organization.” Economic Inquiry 25 (No. 1): 117-
120; Knight, Frank H. (1921). Risk, Uncertainty and Profit. Boston: Houghton
Mifflin. See also LeRoy, Stephen F., and Singell, Larry D., Jr. (1987). “Knight
on Risk and Uncertainty.” Journal of Political Economy 95 (No. 2, April):
394-406.

20. P. 117 in Alchian, Armen A., and Woodward, Susan (1987). “Reflections on
the Theory of the Firm.”” Journal of Institutional and Theoretical Economics
143 (No. 1): 110-136.

21. The discussion below is based on Klein, Crawford, and Alchian (1978), op.
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The strategic relationships associated with quasi-rents and a
small number of traders, and the importance of long-term contracts
in this context were given a pioneering treatment by Oliver Wil-
liamson. Williamson has developed his own terminology and uses
a modified version of the rational-choice model, bounded ration-
ality (see our discussion of this concept in Chapter 1). Williamson’s
contributions have left a strong mark on the new theory of the
firm, and several of his terms have become common usage: for
example, markets and hierarchies (actually the name of his famous
1975 book), opportunistic behavior (breach of contract involving
strategic manipulation of information), and hostages (property
pledged by one side to a contract to protect the interest of the
other side).?

Quasi-rents arise as the result of specialized investments. Once
committed, specialized resources cannot be transferred to alter-
native uses without a loss in value. Investments can be specific to
a country, an occupation, or an industry, and they can also be firm
specific. The trial-and-error process of discovering valuable mar-
gins of commodities and finding successful teams is a specific in-
vestment. In the words of Alchian (1984), “Part of the value of a
successful team is the value of having assembled a successful team —
that is, the avoidance of future costs of searching for a successful
team.” Hence, the market values of the individual resources in-
volved in a firm sum to less than the market value of their joint
product.” Investment in human capital and physical goods can be
either specific or general.* When a factor of production receives

cit., note 3; Alchian (1984), op. cit., note 3; and Alchian and Woodward (1987),
op. cit., note 20.

22. For example, see Williamson, Oliver E. (1975); op. cit., note 3; idem (1985),
op. cit., note 3; idem (1983b). “Credible Commitments: Using Hostages
To Support Exchange.” American Economic Review 73 (September): pp.
519-549.

23. Alchian (1984) [op. cit., note 3], p. 35. See also Alchian and Woodward (1987)
[op. cit., note 20], p. 7.

24. Gary S. Becker’s theoretical analysis of investment in human capital with its
concepts of general training and specific training is one of the cornerstones of
the theories discussed below. Becker, Gary S. (1964). Human Capital: A The-
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a quasi-rent, the resource’s reward in its current use is higher than
in the best alternative employment. In other words, the quasi-rent
corresponds to the difference between current earnings and earn-
ings in the best alternative employment, which implies that the
quasi-rent of an input can be expropriated without causing its
owner to withdraw the resource from its current use.”

The quasi-rent accruing to specific investment can be appropri-
ated in many ways. It can be confiscated by illegal means, for
example, by gangsters who operate protection rackets, or legiti-
mately by the owners of inputs on which the specific asset is de-
pendent. There are two ways in which a specialized resource can
become dependent on cooperating inputs. First, when it is costly
to find substitutes for cooperating inputs or, in our terminology,
when they are unique, the withdrawal of an input, for which there
are only more costly or inferior substitutes, reduces the value of
a specific investment. For example, consider the resignation of a
headwaiter who is a star attraction in a restaurant; the cancellation
of a rental agreement, which forces a retail store to leave a location
where it has become a landmark; the decision by a winner of the
Nobel Prize for chemistry to leave a small private college for one
of the big California universities. The second type of dependence
is rooted in asymmetrical information, high measurement costs,
and opportunistic behavior. When it is costly to measure perfor-
mance and prevent shirking or sabotage by a cooperating input,
the value of a specialized asset is at risk — even when the coop-
erating input has close substitutes. For example, think of an un-
skilled worker in a bottling plant who does not screen dirty bottles,
thereby damaging the bottler’s reputation and reducing the value
of her specialized capital assets.”

It follows, therefore, that when specific investments depend on

oretical and Empirical Analysis with Special Reference to Education. New York:
National Bureau of Economic Research.

25. Note that quasi-rent is associated with investments, but economic rent or pure
rent is derived from rare and valuable qualities of nature, such as rich agricul-
tural land, oil fields, unusual talent or beauty.

26. Alchian (1984) op. cit., note 3], pp. 36-38.
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other inputs, they are vulnerable to attempts to expropriate their
quasi-rents. If the cooperating inputs have close substitutes, the
bargaining strength of their owners depends on how much shirking,
opportunism, and sabotage they can muster without bearing the
full cost of such actions, whereas the bargaining strength of owners
of unique inputs depends on how much their withdrawal affects
the value of the specific resource. Finally, it is important to note
that resources can be interdependent: Input A can be both unique
to input B and dependent on B — implying, of course, that the
dependence is mutual.

In order to understand better the issue of dependence, imagine
a factory located in an arid region where a single well is the only
source of water, and water is a vital input for the factory. For
some but not all owners of the other inputs used in production at
the factory, the well is a unique resource on which they depend.
Unskilled workers and generalists can find new, equally valuable
jobs without engaging in costly search. The factory also leases a
computer which can easily be rented to other firms at no loss in
value to its owner. In fact, Alchian (1984) argues that the owners
of inputs whose wealth is unaffected by the fortunes of the firm
where their inputs are employed cannot, in a meaningful economic
sense, be members of the team or coalition that constitutes the
firm.

But entrepreneurs at the factory, who have invested in a search
for valuable commodities and successful teams, the owners of firm-
specific capital goods, and those who have invested in firm-specific
skills — all are vulnerable to threats by the owner of the well to
raise the price of water and appropriate their quasi-rents.

In general, a worker who invests in firm-specific human capital
risks expropriation of the returns. Once the investment is made,
the worker is at the mercy of the firm’s central agent who can
refuse to raise his wage to match the newly acquired skills, unless
some arrangements are made to constrain the central agent. In
fact, it might seem logical that the central agent (or, more gen-
erally, the residual claimants, whoever they are) should bear the
cost of investment in firm-specific human capital and also collect
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the return. However, in this case the worker might attempt to
appropriate the return on his specific skills by threatening to leave
the firm unless his wage is increased. One solution to this dilemma
is some form of sharing between the two parties of the costs and
benefits of investment in firm-specific human capital. Using the
terminology of Oliver Williamson, we could say that the sharing
arrangement is comparable to the exchange of hostages.”’

Also note that dependence is often mutual: In our example, the
factory may be the only potential large-scale user of the well, and,
without the purchases of water by the factory, the well is of little
or no value to its owner.

When individuals calculate the net expected return on special-
ized investments, they discount the yield by the probability that
the quasi-rent will be appropriated. Even a small probability of
appropriation can make the present value of a potentially profitable
project negative, and this gives investors an incentive to take var-
ious measures to protect their quasi-rents prior to the commitment
of their resources to specialized uses. The owners of assets, on
which specialized investments depend, also have an incentive to
offer investors some guarantee that their quasi-rents will not be
appropriated. The protective measures and guarantees can be of
two kinds.?®

First, the owner of a specialized resource can reduce her de-
pendence on other inputs by becoming their owner. In our ex-
ample, the entrepreneur will not build her factory at this location
unless she first can acquire the well. Alchian (1984) makes the
point that strongly interdependent assets of a firm (except human
capital) tend to be owned in common, and the firm can therefore
be defined as a cluster of interdependent assets.

The other way to protect quasi-rents is through long-term con-
tracts (or equivalent unwritten rules) designed to constrain the set

27. The modern version of this line of reasoning was developed by Gary Becker
(1964), op. cit., note 24.

28. The third possibility is some kind of protection of quasi-rents by the state. As
the discussion is still based on Demsetz’s laissez-faire economy, we do not
examine possible roles for the state.
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of future options of input owners who are strategically placed to
appropriate quasi-rents. For example, the owner of the well may
try to lure the factory to his region by offering a long-term contract
specifying the future price of water and guaranteeing steady sup-
plies. In general, those who stand to benefit indirectly from in-
vestments by others in specialized assets have an incentive to make
contractual guarantees to potential investors that their quasi-rent
will not be appropriated.

In recent years, the concepts of specific investments, quasi-rents,
and dependence have been used to analyze the logic of various
contractual structures. Some of this work is reported below. We
note at this point that long-term contracts designed to protect
quasi-rents tend to make prices less flexible than indicated by stan-
dard price theory. Neoclassical economists have been reluctant to
deal with rigid prices and wages as the phenomenon does not fit
their theoretical framework, and have therefore had little to say
about important empirical issues, such as the nature of unem-
ployment. Hopefully, the new theory of contracts will provide
valuable tools to deal with these important issues.

6.6. The structure of firms in laissez-faire markets: competing
forms of organization

Why do we find a variety of business organizations in

modern market economies?”® Partly the answer is found in an

unequal treatment by the state of firms, industries, and economic

29. In this section we draw on many sources but particularly the following: Fama,
Eugene F., and Jensen, Michael C. (1983a). “Agency Problems and Residual
Claims.” Journal of Law and Economics 26 (June): 327-349; idem (1983b).
“Separation of Ownership and Control.” Journal of Law and Economics 26
(June): 301-325; idem (1985). “Organizational Forms and Investment Deci-
sions.” Journal of Financial Economics 14 (No. 1): 101-119; Williamson, Oliver
E. (1983a). “Organizational Form, Residual Claimants, and Corporate Con-
trol.” Journal of Law and Economics 22 (No. 2): 233-261; Klein, Benjamin
(1983). “Contracting Costs and Residual Claims: The Separation of Ownership
and Control.” Journal of Law and Economics 26 (No. 2, June): 367-374;
Demsetz, Harold (1983). “The Structure of Ownership and the Theory of the
Firm.” Journal of Law and Economics 26 (No. 2, June): 375-393.
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sectors, for example, with respect to taxes and subsidies. If we
leave this important explanation aside, there are reasons to believe
that even in a laissez-faire economy various forms of economic
organization will survive side by side. It is to this issue that we
now turn.

Usually, entrepreneurs have a choice of several ways to organize
production with respect to technologies and contractual structures.
But in a laissez-faire economy the choice of organizational form
is constrained by the criterion of profitability: Survival depends on
finding arrangements that enable the firm to supply commodities
at comparable or lower prices than its competitors and still cover
costs. In his 1937 article on the nature of the firm, Coase argued
that the equilibrium size of an economic organization is indeter-
minate when the cost of transacting is zero. Clearly, transaction
costs must be an important variable in explaining the variation in
economic organization. An examination of modern economic or-
ganizations — for example, proprietorships, partnerships, mutuals,
open and closed corporations, nonprofits — should reveal why each
organizational form is best suited to deal with the type of trans-
action costs that a particular kind and scale of production involves.

However, the reader is reminded that the world around us is
not Demsetz’s laissez-faire economy. Forms of organization may
survive because they receive privileges from the state, such as
favorable tax treatments. In other instances, an organizational
form is laid down in law, for example, when all commercial banks
are required to be limited liability corporations. Sometimes an
organization may survive in spite of an inappropriate structure
because it is cushioned from the forces of competition by the rent
received for a unique resource (a singularly brilliant owner-
manager, ownership of a valuable natural resource used as input).
Also, the competitive survival process takes time. The following
theories of equilibrium organizations for alternative lines of pro-
duction should be seen not as a precise description of reality but
as theoretical models representing general tendencies.

Attempts to analyze the relative advantages of alternative struc-
tures must focus on factors that contribute to the lowering of costs.
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But once we lift the traditional assumptions of full information
and introduce uncertainty and transaction costs (Demsetz’s laissez-
faire model), cost minimization becomes a complex multidimen-
sional problem. The costs to be minimized now include the cost
of coordination and the cost of enforcing contracts.

Consider briefly various aspects of cost minimization by firms in
a laissez-faire economy. First, there are the economies of large-
scale operations (due to technological factors) which in some lines
of production lower the cost per unit of output. These gains can
be analyzed in terms of the traditional full-information model and
have been given much theoretical and empirical examination in
neoclassical economics. Second, asymmetrical information, mea-
surement costs, and different utility functions of individuals who
cooperate in production can give rise to agency costs that depend
in part on the structure of contractual arrangements. For exam-
ple, vertical relations between production units often involve high
transaction costs which sometimes can be lowered by verti-
cal integration. Third, in many large organizations production
processes, which are potentially advantageous, cause firm-specific
information to accumulate at dispersed points within the firm. This
dispersion and concentration of information can make it advan-
tageous to delegate the right to initiate and carry out decisions to
specialized managers, and also has implications for the design of
effective monitoring systems. Fourth, the cost of collecting infor-
mation and coordinating production increases as an organization
becomes larger and more complex. These costs can sometimes be
lowered when a large organization is divided into several semiau-
tonomous units. Fifth, economic enterprises often involve an un-
insurable risk. The assignment of risk bearing and residual claims
among those affiliated with an organization affects incentives and
economic outcomes. Some authors even consider the contracts that
specify residual claims to be the key to our understanding of eco-
nomic organization. Sixth, firm-specific human capital gives rise
to a whole range of unique agency problems. Firm-specific physical
capital goods tend to be owned in common to avoid attempts to
appropriate firm-specific quasi-rent, or long-term contracts are
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used to constrain potential appropriators. Both of these options
are limited in the case of human capital: The sale of human capital
is illegal, and many types of long-term contracts that constrain
future options of owners of human capital (e.g., requiring them
to stay with the firm) are also against the law. Therefore, the special
nature of human capital gives rise to attempts to lower transaction
costs by means of particular types of formal and informal contracts.

Let us now examine six common forms of economic organization
in advanced capitalistic economies and try to explain the relative
advantage of each type in terms of the considerations listed above.

6.6.1. Proprietorships

A proprietorship is a business venture where one person
is both the residual claimant and the firm’s ultimate decision maker.
The owner-manager bears the full wealth effects of his or her
decisions so there is no common ownership problem in proprie-
torships. Furthermore, agency problems arising from the separa-
tion of ownership and control are avoided. These are the main
advantages of this form of business organization. But there can be
several disadvantages. For example, proprietorships can run up
against the horizon problem and the diversification problem.

The horizon problem arises because of a conflict between the
timing of net income flows from investments that the owner makes
in the firm and her desired pattern of consumption. When the
proprietor’s time preferences reflect more impatience than is im-
plied by the market rate of interest, some investments in the firm
that are profitable by the market criterion (and maximize the mar-
ket value of the firm) may be unacceptable to her. The horizon
problem is likely to become more pronounced when returns accrue
beyond the horizon of retirement. The proprietor could solve this
problem by borrowing from individuals who are ready to lend at
the market rate of interest or by reorganizing as an open corpo-
ration. She could then invest the proceeds from such transactions
in a portfolio with a satisfactory yield pattern.*

30. Fama and Jensen (1985) [op. cit., note 29], pp. 103-106.
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But outside financing of investments in proprietorships can be
impractical or very costly. It can be difficult for outside observers
who have invested in a proprietorship to judge whether the owner-
manager seeks to bias outcomes in his own favor. Also the market
value of a proprietorship often depends strongly on the owner’s
human capital, and the firm’s resale value is therefore low when
the owner retires from the business. When this is the case, neither
the proprietor nor outside investors have an incentive to make
long-term investments in the firm toward the end of the owner’s
career.

The diversification problem arises because proprietors often
have to invest a large share of their human and physical wealth in
their firms, and, according to portfolio theory, the cost of risk
bearing for risk-averse individuals can be reduced by investing in
several projects yielding income flows that do not have a strong
positive correlation. This implies that the cost of risk bearing in a
proprietary firm that depends on the owner’s human capital and
internal financing is relatively high — compared to investors with
more diversified portfolios — and suggests, ceteris paribus, that the
proprietor may avoid risky investments that, according to the mar-
ket rule, would increase the value of the firm.

In sum, proprietorships tend to be constrained by the owner’s
wealth because of the high transaction costs of external finance,
and this form of organization is not suited for activities where the
economies of large-scale operations are important. The relative
advantage of proprietorships is found in care-intensive, small-scale
activities where there are high returns to careful monitoring (e.g.,
of output quality) by the owner-manager and where the cost of
monitoring by outsiders is particularly high.

6.6.2. Partnerships

With few exceptions our analysis of proprietorships applies
also to partnerships. By pooling resources of several individuals,
partners, it is possible to ease the financial constraint of proprie-
torships and take some advantage of economies of scale in pro-
duction. Partnerships can also provide an opportunity to lower the
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cost of risk bearing as each owner can now invest a smaller share
of his or her wealth in the firm. A reduction in the cost of risk
bearing can also be achieved by diversifying the commodities pro-
duced by the firm.

But partnerships are not free from the common-ownership prob-
lem. Usually, the partners are both the firm’s residual claimants
and its major decision makers, but the incentive advantages of
combining both functions diminish as the number of partners in-
creases. Although the partners as a team bear the full wealth effects
of their actions, each individual does not; an individual partner’s
share in the wealth consequences of his or her actions is 1/N, if
we assume there are N equal partners.’' Partnerships are rarely
large organizations with a great number of partners, except in the
case of professional partnerships to which we now turn.

In professional partnerships the most important asset that the
partners bring to the firm is their own human capital rather than
financial capital. Nonhuman capital tends to be a relatively un-
important share of total assets in these firms: The physical re-
sources of proprietorships are mostly general rather than firm
specific (consider the office space and equipment of law firms,
accounting firms, and medical clinics), and the transaction costs
of outside financing of investment in general resources are rela-
tively low.

The advantages of a very large professional firm, say, a law firm,
over a firm of small or medium size must rest on some economies
of scale — for example, in supplying on-the-job training to young
professionals or building a reputation and communicating it to
potential customers. In general, the agency costs of professional
partnerships are, ceteris paribus, directly related to the number of

31. The common ownership problem is further accentuated by the fact that, at
common law, each party is individually (jointly and separably) responsible for
all debts incurred by the partnership. If the 1/N share exceeds the net worth
of the other partner, then the remaining more wealthy partner must pay the
negative residual. Thus a partner may, even without a fellow partner skipping
town, be legally responsible for all the wealth consequences of the partnership,
if they are negative.
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partners. Agency problems are mitigated in various ways: New-
comers must go through a period of apprenticeship before they
become full partners; commonly, an internal committee of partners
monitors performance and renegotiates individual shares period-
ically; the monitoring problem is made easier by the fact that
professionals tend to work in small teams, and the performance
of a team is usually highly visible; and, finally, the value of a
professional’s human capital depends on his or her reputation, and
mistakes hurt reputations. In order to protect their own human
capital, the members of a professional team have a strong incentive
to monitor and prevent malpractice by team members.

In sum, large professional partnerships must face relatively
costly agency problems that are, in successful firms, countered by
the benefits of large-scale operations. But the economies of scale
may vary by type of professional firm (law, accounting, advertis-
ing, health), the task, and the client (divorce cases, corporate tax-
ation cases). These details have received limited attention in the
literature.

6.6.3. The closed corporation
Contracts specifying residual claims in closed corporations
are less restrictive than residual contracts of proprietorships and
partnerships. In closed corporations the shareholders are usually
“insiders” (managers) or people who have special relations to the
owner-managers, such as friends and relatives, whereas in part-
nerships the residual claim is usually restricted solely to owner-
managers. By limiting the choice of shareholders to mutually agree-
able and socially related individuals, the agency problems associ-
ated with the separation of ownership and control do not rise with
full force in the closed corporation. Residual claimants of closed
corporations have limited liability, which lowers their cost of risk
bearing (shifting it to outside debtors), but these organizations do
not enjoy fully the benefits of allowing individuals to specialize in
either risk bearing or management. And as the number of owner-
managers increases, so does the common property problem.
Shares in closed corporations are neither evaluated nor traded
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in organized financial markets, as the residual contract restricts
the transfer of shares. As the firm is not evaluated on a stock
market, the transaction costs of terminating ownership in a closed
corporation by selling one’s shares can be high. This may affect
investment decisions, as we argued above, and discourage owners
of closed corporations from investments that would increase the
firm’s market value. Note that the concept “market value” is used
here in a theoretical sense. By it we refer to the present value of
the firm’s flow of net income as priced in a perfect capital market
and assuming that the property rights to the income streams can
be transferred at no cost or loss in value. Fama and Jensen (1983a,
1983b, 1985), on which we base much of this discussion of the
logic of business organization, emphasize that investments in pro-
prietorships, partnerships, and closed corporations are not, as a
general principle, based on the market rule:

The proprietorships, partnerships and closed
corporations observed in small scale production and
service activities take a more direct approach to
controlling agency problems in the decision process. The
residual claims of these organizations are implicitly or
explicitly restricted to decision agents. This restriction
avoids costs of controlling agency problems between
decision agents and residual claimants, but at the cost of
inefficiency in residual risk bearing, and a tendency
towards underinvestment. As a result proprietorships,
partnerships and closed corporations will not generally
follow the market value decision rule. . . . These
organizations survive in the face of such inefficiencies
when the agency costs that are avoided by restricting
residual claims to decision agents exceed the higher
costs induced by foregone investments and inefficiency
in residual risk bearing.*

On the other hand, Fama and Jensen argue that ‘““decision rules
for open corporations, financial mutuals and nonprofits can be

32. Fama and Jensen (1985), p. 118.
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modeled with the market value rule popular in the financial eco-
nomics literature.””*® We will consider each of these forms in turn.

6.6.4. The open corporation

The open corporation dominates large-scale production in
the advanced industrial countries. The relative advantage of this
form of organization lies in the structure of residual claims, which
encourages large-scale risky investments. The common stocks of
the open corporation, the least restricted residual claims in general
use, minimize the potential conflict between utility maximization
by owners (shareholders) and maximization of the market value of
the firm. When the shares receive an unbiased evaluation and are
traded at low cost in the stock market, corporate owners can trade
shares for other financial claims in order to match the time pattern
of cash flows with their preferred pattern of consumption. There-
fore, the owners’ primary concern is with the maximization of share
values.* Note that limited liability is a key factor in lowering the
cost of trading shares. If liability were unlimited, the financial status
of share owners would become a central concern at the time of
transfer and sharply raise the cost of transacting, and an anony-
mous exchange of shares would not be possible. It is limited liability
that guarantees continued existence of the firm despite ownership
changes and ‘“‘enables more complete capitalization of anticipated
future results into current corporate stock values and managerial

decisions.””
A further advantage of the open corporation is that shareholders
are able to diversify their portfolios by holding any number of
shares in one or more corporations along with other financial in-

33. Ibid., p. 117.

34. “When common stock prices reflect relevant available information and when
common stocks are traded without transaction costs in a perfectly competitive
capital market, the consumption streams that a stockholder can realize in future
periods are constrained only by current wealth. The interests of stockholders
are then served by investment decisions that maximize the current market
value of their wealth. Market value, of course, reflects all costs, including the
agency costs in the decision process.” Ibid., p. 117.

35. Alchian (1984) [op. cit., note 3], p. 42.
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struments. By diversifying their assets, the owners lower the cost
of risk bearing, which makes risky ventures more attractive to them
and gives a competitive edge to the corporate form in production
requiring large-scale risky investments.

The open corporation enables individuals to specialize in risk
bearing, on the one hand, and in management on the other. With
the separation of these two functions, the set of top managers is
no longer restricted to wealthy individuals who are willing to take
risk. The specialization of the risk-bearing function has given rise
to an effective market for residual claims that continuously eval-
uates the firm and, by implication, the performance of the agent-
managers. Similarly, the separation of the decision-making and
risk-bearing functions has led to the development of a market for
professional managers that constrains the behavior of agent-
managers.

But the open corporation is not without problems. When the
firm becomes very large in order to take advantage of economies
of scale, the cost of coordination is likely to rise, even if all the
members of a corporate team have identical utility functions and
do not shirk. Furthermore, a conflict of interest between outside
owners and inside professional managers constitutes a new set of
problems that perhaps represents the major disadvantage of the
corporate form.

Fama and Jensen (1983a, 1983b) argue that all organizations
where the risk-bearing function and the decision function have
been separated are characterized by a diffuse system of control at
all levels of the hierarchy. In fact, a diffuse system of control is
found in all organizations where rights are delegated — for example,
by a proprietor to his or her agents. The point of Fama and Jensen’s
argument, as we understand it, is that, with outside ownership,
control is applied at all levels of an organization, also at the top
of the hierarchy.

Fama and Jensen divide the decision function in the firm into
four components: initiation of proposals, ratification, implemen-
tation, and control. They then aggregate initiation and implemen-
tation into decision management, and ratification and control into
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decision control.® Fama and Jensen argue that the functions of

decision management and decision control are always separate in
organizations in which the owners have specialized in risk bearing.
It is possible that the same person may be engaged both in man-
agement and control but then in two separate areas within the
firm.”’

The authors also put forward the interesting hypothesis that the
structure of the board of management of an organization will reflect
the type of moral hazard facing the outside residual claimants. In
the case of open corporations, opportunistic behavior by managers
is constrained to a considerable degree by the capital market and
by the market for professional managers. Therefore, the tendency
in corporate boards of management is to emphasize the evaluation
of proposals rather than to concentrate on controlling managerial
transgressions. The board members are often inside and outside
experts at project evaluation.

Williamson (1983a) has emphasized how the invention of new
forms of organization has transformed the structure of the cor-
poration. Until the early 1930s, U.S. corporations were organized
around the so-called U-form, a unitary structure that divided the
firm by function - such as finance, marketing, manufacturing, and
the like. As the corporation grew in size, so did various problems
of decision control. The response was the invention of the modern
multidivisional structure, the M-form, which introduced ‘‘semiau-
tomatic operating divisions (mainly profit centers organized along
product, brand, or geographic lines).””* Strategic decision man-
agement and control were separated from operating decisions and
assigned to a general office.®® The transformation from the U-form

36. Fama and Jensen (1983b) [op. cit., note 29], pp. 303-304.

37. “The central complementary hypotheses about the relations between the risk-
bearing and decision processes of organizations [are that] (1) separation of
residual risk bearing from decision management leads to decision systems that
separate decision management from decision control; [and] (2) combination
of decision management and decision control in a few agents leads to residual
claims that are largely restricted to these agents.” Ibid., p. 304.

38. Williamson (1983a) [op. cit., note 29], p. 352.

39. Ibid., p. 353.



186 Explaining economic organization

to the M-form spans the period from around 1930 to 1960 and was
described by Alfred D. Chandler (1962) in his Strategy and Struc-
ture.®* Williamson (1983a) points out that the M-form was intro-
duced in two corporations, DuPont and General Motors, where
residual-claimant status and management were still joined, which
suggests that the introduction of the M-form was in response to
rising costs of both coordination and internal agency problems as
the firms became very large rather than an answer to a growing
conflict of interest between inside managers and outside owners.*!
Finally, Williamson explains the surge of corporate conglomeration
in the mid-1960s as a result of the mastery of the M-form by
corporate leaders: Once in place and its advantages fully under-
stood, the M-form gave rise to an even larger equilibrium size of
the firm.

6.6.5. The financial mutual
The customers of financial mutuals are also the residual
claimants, which makes this form of organization unusual. For
example, the policy holders of mutual insurance companies, the
shareholders of mutual funds, and depositors of mutual savings
banks hold residual claims that are redeemable on demand at a
price set according to a prespecified rule. Fama and Jensen (1983a,
1983b) argue that redeemable residual claims are a relatively low-
cost mechanism for diffuse control, making the mutual a viable
organization: The withdrawal of resources by residual claimants is
a form of partial take-over or liquidation by the claimholders.
Mutuals are organizations with specialized managers who are
not risk bearers in the firm. Redeemable claims can be seen as an
inexpensive, effective control mechanism, but only if it is possible
to liquidate the assets of the organization at a relatively low cost
when the residual claimants withdraw their resources. According

40. Chandler, Alfred D., Jr. (1962). Strategy and Structure: Chapters in the History
of the Industrial Enterprise. Cambridge, Mass.: MIT Press. See also William-
son, Oliver E. (1981). “The Modern Corporation: Origins, Evolution, Attri-
butes.” Journal of Economic Literature 19 (December): 1537-1568.

41. Williamson (1983a) [op. cit., note 29], p. 357.
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to this view, the assets of mutuals must not be firm specific and
their sale must not involve high transaction costs. This requirement
suggests that redeemable claims are a suitable control mechanism
for organizations that specialize in holding financial assets. Within
the set of all financial organizations, according to the Fama—Jensen
thesis, “relative to mutuals, corporate financial organizations
should be more involved in business activities other than the man-
agement of financial assets, and these business activities should
involve relatively more nonfinancial assets that can only be varied
with large costs.”*> But given these limits on the portfolio of mu-
tuals, the residual claimants can agree on the maximum wealth or
market value rule for decisions.*

Finally, Fama and Jensen (1983b) argue that, owing to the rel-
atively efficient diffuse control mechanism of financial mutuals,
residual claimants have limited interest in using the board of man-
agers for decision control: “The role of the board, especially in
the less complex mutuals, is largely limited to monitoring agency
problems against which redemption of residual claims offers little
protection, for example, fraud or outright theft of assets by internal
agents.”*

Alchian and Woodward (1987) expand the definition of mutual
organizations to include nursing homes, country clubs, and other
social clubs as well as financial mutuals, and give an interpretation
different from that of Fama and Jensen regarding the economic
logic of these organizations.* According to Alchian and Wood-

42. Fama and Jensen (1983a) [op. cit., note 29], p. 340. The authors provide
empirical evidence that supports this contention.

43. Fama and Jensen (1985), op. cit., note 29. There is no secondary market for
the residual claims of mutual organizations because of the price rule used to
redeem claims. Note that “common stockholders of open corporations forego
the direct control rights inherent in redeemable residual claims, but active
capital markets for common stock make them more appropriate as residual
claims in activities that involve large amounts of assets that are difficult to
price, have high transaction costs, and are more efficiently owned within the
organization than rented.” (pp. 114-115)

44. Fama and Jensen (1983b) [op. cit., note 29], p. 318.

45. Alchian and Woodward (1987) [op. cit., note 20], pp. 132-134.
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ward: ‘“Mutuality enables the members to (a) prevent outside eg-
uityholders from expropriating value by lowering the quality of
service, and (b) preserve for incumbents any gains from admitting
new members.”* They argue that the members of social clubs are
interdependent resources, that ‘‘the members have ‘specific capital’
in one another, and that specific capital could be expropriated by
an independent owner.” But ““if people could be costlessly inter-
changed in social relationships, no expropriable social value would
exist, just as in firms where employees have perfect substitutes.”*’

6.6.6. Nonprofit organizations

Private nonprofit organizations, which finance their activ-
ities partly through donations, will survive in a laissez-faire econ-
omy if they can offer their commodity at a lower price than other
organizations and still cover costs — in this instance, with revenues
from both donations and sales. In order to enlist donations, non-
profits must specialize in the production of merit goods, that is,
commodities that some individuals would like to see others con-
sume more of (classical music vs. popular music or educational
programs vs. automobiles fall in this category).

In nonprofit organizations there are no residual claims, as this
would amount to claiming a share of the donations. The absence
of residual claimants avoids agency problems between donors and
residual claimants but not between donors and decision managers.
Fama and Jensen (1983b) argue that potential agency problems
between donors and managers are alleviated by a strong presence
of donors on the board of nonprofit organizations.*® Fama and
Jensen (1985) argue that investment decisions by nonprofits may
quite well be efficient on the market criterion: Provided that donors
have diversified portfolios, they will favor those capital projects
that have the highest market value, as they minimize the market
value of donations needed for a given nonprofit activity.*

46. Ibid., p. 133.

47. Ibid., p. 134.

48. Fama and Jensen (1983b) [op. cit., note 29], p. 319.

49. Fama and Jensen (1985) [op. cit., note 29], pp. 115-117.
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6.7. A graphic model of the choice of organizational form

Fama and Jensen (1985) provide a graphic model of the
choice of organizational form, which summarizes many of the basic
notions that underlie the discussion in this and the previous chap-
ter. Following Jensen and Meckling (1979), they assume that for
any business venture there is a set of production functions, one
function for each type of contractual arrangement. Let us assume
that individual A holds the property rights to venture V. If A
invests in V in time period 1 (¢,) he will reap the return in time
period 2 (,). It is assumed there are only two periods, and A can
choose from only two forms of organizations: The venture can be
organized as a proprietorship financed entirely from the proprie-
tor’s wealth or as an open corporation. The corresponding pro-
duction or transformation functions are F(K; P) and F(K; O) where
K represents the amount of resources invested, P stands for pro-
prietorship, and O for open corporation. The functions map how
current resources can be transformed into future resources through
investment in venture V.

In Figure 6.1 we examine the choices available to A by consid-
ering transformation function F (K; P), ignoring for the moment
his opportunity to organize the venture as an open corporation (to
sell shares in the venture). Individual A has resources equal to K
at his disposal in period ¢, and his object is to maximize his utility
or welfare from these resources. The basic question he faces is
how to divide his current resources, K, between consumption and
investment in the current period, t,. The answer depends on his
investment opportunities and his preferences for current versus
future consumption.

Individual A has two investment opportunities: He can invest
in venture V, where the payoff is represented by F(K; P), or he
can buy securities in open corporations on the outside capital mar-
ket, where the market rate of return is r. The transformation
function for investments in securities is represented in Figure 6.1
by a straight line whose slope is equal to — (1 + 7).

The optimal division of consumption between #, and ¢, depends
on A’s utility function and more specifically on his time prefer-
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Figure 6.1. Transformation function for a proprietorship and the
optimal level of investment.

ences. In Figure 6.1, each I, curve shows combinations of resources
consumed in ¢, and ¢,, which give A the same level of satisfaction.
The slopes of the indifference curves represent A’s marginal rate
of time preferences. Let us assume that A is relatively impatient,
putting relatively little value on consumption in ¢,. Given these
constraints, A reaches his highest obtainable level of satisfaction
at point X, which is a point of tangency between indifference curve
I, and F(K; P). Point X corresponds to investment in V equal to
KK and consumption in ¢ equal to OK,,. Consumption in ¢, can
be read off the vertical axis.

But A’s high marginal rate of time preference, implied by the
slope of his indifference curve at X, causes a problem: The com-
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mitment of only KK to venture V represents an underinvestment
in the venture according to the market rule, given r, the market
rate of return. According to the market rule, investment in V
should be carried to a point where the internal rate of return is
equal to the market rate of return, which occurs in point Y. In
Figure 6.1, KK is the level of investment that maximizes the
present market value of the venture, which is equal to K,,W.

Let us now assume that A can find another individual, B, who
also has resources equal to K at her disposal in ¢#,, but B is not as
impatient as A; her opportunity cost of postponing consumption
in ¢, is less. This is indicated by relatively flat indifference curves,
I;. We also assume that A can sell B the property rights to venture
V without the transformation function F(K; P) shifting inward.*
The net value to B of the rights to production function F(K; P) is
equal to KW. B would invest resources equal to K, K in venture
V, buy securities equal to SgKy, and use OSg for personal con-
sumption in ¢;.

After his sale of the rights to V, A’s current resources have
increased from OK to OK + KW, and his utility-maximizing point
is now in Z on indifference curve 1,5, which represents a higher
level of satisfaction than point X on I,,. A would now buy securities
for S,W and consume OS, int = 1.

But it is possible that A could find no B-type proprietor who is
ready to purchase venture V. A might then consider organizing
the venture as an open corporation, as illustrated in Figure 6.2.
Different organizations involve different costs and different pay-
offs. In Figure 6.2, it is assumed that the nature of V is such that
the venture is most effectively organized as a proprietorship, which
causes F(K; O) to lie below F(K; P). The maximum market value
of the rights to V is relatively low when the venture is organized
as an open corporation. In Figure 6.2, the value of F(K; O) is
equal to KW, which is less than KW, the value of F(K; P) to a
proprietor of type B. Fama and Jensen (1984) refer to the differ-

50. Such a shift might be expected, for example, if F(K; P) depended on A’s
unique human capital.
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Figure 6.2. The cost of agency and transformation functions for
a proprietorship and an open corporation.

ence (KW, — KW,) as the gross agency costs of an open corpo-
ration compared to a proprietorship.

Finally note that in Figure 6.2, A could still increase his welfare
by selling the rights to V to a corporation for K<W,. A’s new optimal
point is now Y on indifference curve I,;.



The logic of economic organization

7.1. Introduction

In Chapter 6, we studied the economics of organizational
forms in the firm. The firm was broadly defined as a nexus of
contracts, but the interlocking webs of contractual relations made
it impractical to nail down a more precise definition. Our subject
thus became the economics of contracts. In Chapter 7, we go
beyond questions relating to the nature of the firm and apply
transaction-costs analysis to various organizational forms and mar-
ket practices. The coverage is not exhaustive. Rather it serves as
an illustration of Neoinstitutional Economics in action. We hope
to demonstrate, through our examples, that the relative economic
advantage of alternative contractual forms is rooted in transaction
costs and cannot be explained in terms of frictionless neoclassical
€Conomics.

The topic of endogenous social and political institutions is re-
served for the fourth and last part of the book. In the present
chapter, the community’s legal framework and social conventions
are taken as given, and in most cases the framework is Demsetz’s
laissez-faire economy: the neoclassical competitive market plus
transaction costs.

In Section 7.2, we begin our exploration of market practices by
looking at the problem of measuring the quality of goods and
services. Various market arrangements are seen as ways of mini-

193
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mizing measuring costs and lowering the effective price to buyers.
The examples are drawn mostly from the market for consumer
goods, but the basic analysis applies to all types of exchange. In
this section various important concepts are introduced such as
search goods versus experience goods, investment in reputation, and
excessive measurement. One of our conclusions is that it can be
economically advantageous in certain circumstances to avoid ex-
cessive measurement by suppressing information.

Section 7.3 examines the costs of enforcing contracts in the labor
market. The problem of enforcing the extreme condition of slavery
is used as an illustrative example where we ask, in particular, When
is slavery more productive than other forms of organization in the
labor market? Also, when do we expect the ownership of human
capital to be more valuable to the slave, who embodies it, than to
the master, a situation which, according to Coase’s law, implies
that people will tend to possess their own human capital?

Section 7.4 deals with contractual arrangements in agriculture.
First we examine the puzzle of the open-field system which per-
sisted in European agriculture for centuries, although the system,
when viewed through neoclassical spectacles, seemed to involve
unnecessary costs. We present three competing explanations of the
open-field system. In each case the solution hinges on a missing
market, missing due to high transaction costs. Next we take up
another long-standing puzzle, the alleged inefficiency of share-
cropping and search for the economic rationale of share contracts.
The section ends with an examination of the contractual mix in
agriculture and a review of empirical studies primarily emphasizing
the U.S. experience.

In terms of the pure neoclassical model, the use of money is a
costly practice that does not make economic sense, and attempts
to explain the existence of money in economic terms have relied
on the concept of transaction costs. The chapter’s last section, 7.5,
looks at monetary arrangements and systems of exchange. The
economics of token money are presented in terms of the concepts
of experience goods and investment in reputation. One conclusion
is that several parallel exchange systems exist within the same
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economy because individuals and exchanges are heterogeneous
with respect to transaction costs.

7.2. Market practices, measurement, and quality variation

of products

It is usually more costly to measure qualitative attributes
of a commodity or a service than to measure its price. According
to Neoinstitutional Economics, the costs of measuring quality give
rise to various market practices that are designed to lower these
measuring costs and minimize the final cost to buyers of commod-
ities. In this section we introduce studies that examine the economic
logic of various market practices, mostly in markets for consumer
goods (although the approach has a general application). In many
instances market practices evolve in response to various constraints
imposed on exchange by the state, but our discussion is based on
the laissez-faire model and does not consider these cases.

Nelson (1970), in a pioneering contribution, has made a dis-
tinction between search goods and experience goods.' According
to Nelson’s definition, the quality of search goods can be estab-
lished by inspection prior to purchase whereas the quality of pure
experience goods can be measured only by using the product.
Brands of canned tuna fish are examples of experience goods,
whereas women’s dresses are typical of search goods. In practice,
a buyer can measure the qualitative dimensions of most commod-
ities through either search or experience, but the preferred way
of establishing quality depends on the relative costs of the alter-
native methods of measurement. When the quality of a commodity
is variable, the measurement of quality is costly for buyers and
often also for sellers. In this context, the relative measurement
costs of sellers and buyers are an important factor for explaining
the organization of markets.

The concept of experience quality suggests that incentives for
supplying experience goods of high quality may be lacking in mar-

1. Nelson, Phillip (1970). “Information and Consumer Behavior.” Journal of Po-
litical Economy 78 (No. 2, March/April): 311-329.
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kets where sellers have little to gain by investing in reputation.
Hence low-quality commodities may drive high-quality commod-
ities out of the market. This is the message of Akerlof’s famous
“lemon model.””> The issues involved can be illustrated with a
simple model that is based on Klein and Leffler (1981).%

Let us assume there is a discreet range of quality for commodity
X: minimum quality, ¢,.,, and high quality, gy, High-quality
units of X are produced at a higher cost than minimum-quality
units, as we can see from the relative positions of the marginal
and average cost curves in Figure 7.1. It is easy to establish ana-
lytically the equilibrium price and output for high- and minimum-
quality X, if we ignore the costs of measurement.

In a competitive industry with a free entry, the long-run equi-
librium output for a representative firm that produces the lower
grade of commodity X is established where average unit cost is at
a minimum (assuming a factory of an optimal size), namely at
output level Q, in Figure 7.1. The corresponding equilibrium price
for X:qmn is Py. Similarly, the equilibrium output of a represen-
tative producer of X:qyn is O\, and she faces an exogenous market
price, P,.

However, these classic results need not hold when the cost of
measuring quality is introduced. Consider the situation where the
cost to a buyer of establishing the quality of commodity X prior
to purchase and consumption is very high whereas the attributes
of X can be established at no extra cost by using the product.

2. Akerlof, G. (1970). “The Market for ‘Lemons’: Quality Uncertainty and the
Market Mechanism.” Quarterly Journal of Economics 84 (August): 488-500.
Consider, for example, the unorganized market for used automobiles operated
through the classified advertising columns of newspapers in a big city. Akerlof’s
analysis suggests that only cars of lowest quality would be put on this market.

3. See p. 620 in Klein, Benjamin, and Leffler, Keith B. (1981). “The Role of
Market Forces in Assuring Contractual Performance.” Journal of Political Econ-
omy 89 (No. 4, August): 615-641. The discussion below is based also on Holler,
Manfred J. (1984). “Quality Enforcement by the Invisible Hand of Prices and
Costs.” In Skog, Goran, ed. Papers Presented at the First Meeting of the Eu-
ropean Association for Law and Economics. Lund: Lund University, Depart-
ment of Economics, pp. 76-88.
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Figure 7.1. Experience goods: how low quality drives out high
quality.

Assume also that producers (sellers) can control the quality of X
at no cost to themselves. In other words, information is distributed
asymmetrically between buyers and sellers, which can give rise to
moral hazard.® Imagine that the basic neoclassical outcomes,
(Po,Q,) and (P,,Q,), have been established and enforced by the
state through severe punishments of sellers who market low-quality
X disguised as high-quality X. The state decides now to stop en-
forcing quality in the market for X, and the opportunity arises for
a producer of minimum-quality X to market her product as high-
quality X.

The profit-maximizing output level for a counterfeit producer
of X:qug is @, and she would make pure profits equal to
0,(A — B) by selling each unit at price P, [with (A — B) being
the difference between price and average unit cost at Q,}. How-

4. See our discussion of moral hazard in Chapter 2, Section 2.3.



198 Explaining economic organization

ever, this scheme would work only in the short run or until buyers
had learned through experience that they were being cheated.
From then on buyers would refuse to pay price P, for any X, and
consequently the high-quality version of the commodity would
disappear from the market as high-quality cars disappear from
impersonal markets in Akerlof’s (1970) example.

The disappearance from the market of X:q,,,, creates an incen-
tive for producers and consumers to design contractual arrange-
ments and market practices which ensure that high-quality X (and
other experience goods) are marketed. This can be brought about,
for example, if sellers make specialized investments that pay off
only if they honor the terms specifying quality in their contracts
with buyers. For this arrangement to work, the buyers must be
aware of such commitments (or “hostages” in the terminology of
Williamson),> which implies that the marginal cost to buyers of
measuring such specialized or nonsalvageable investments should
be less than the prospective gains: “If the consumer estimate of
the initial sunk expenditure made by the firm is greater than the
consumer estimate of the firm’s possible short-run cheating gain,
then a price premium on future sales sufficient to prevent cheating
is estimated to exist.”®

The capital serving as collateral must lose value if the firm cheats.
These expenditures need not give the consumer any direct utility,
but, when circumstances permit, ‘‘the competitive process forces
the firm-specific capital investments to take the form of assets which
provide the greatest direct service value to consumers.”” Also note
that the supply of quality goods can be ensured by various non-
market solutions, such as vertical integration or enforcement of
quality by the state through regulation and the courts.

Nelson (1974) suggests that the advertising of experience goods
serves two primary functions for the rational buyer, and neither

5. Williamson, Oliver E. (1983). “Credible Commitments: Using Hostages to Sup-
port Exchange.” American Economic Review 73 (No. 4, September): 519-540.

6. Klein and Leffler (1981) [op. cit., note 3], p. 631.

7. Ibid., p. 626.
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of these functions is the provision of direct information about the
experience quality of commodities that are advertised.®

First, advertising “relates brand to function” and provides in-
formation about the basic uses of a product. The prospective buyer
is informed that product Y is a headache medicine and not a
washing powder. Nelson argues that the incentives in unregulated
market exchange usually ensure that this type of information is
relatively free of bias because in most cases it relates to the search
quality of commodities. For example, a prospective buyer can
establish at relatively low cost prior to purchase whether a com-
modity is a vacuum cleaner or a photographic camera, and it is
irrational to try to deceive him or her on this point through false
advertising.

Second, the volume of advertising relating to the experience
quality of a commodity is a signal to buyers that shows the extent
of committed investment by the seller. According to Nelson, what
matters most to a rational buyer is not what advertising says about
quality, but simply that the brand advertises and invests in non-
salvageable capital. If it is assumed that tastes cannot be changed
through advertising, then voluminous and expensive advertising of
a brand suggests that the producer is committed to quality. This
conclusion is further supported by the argument that firms that
are particularly efficient producers of quality (i.e., can supply the
highest utility per dollar of cost of a commodity) have the greatest
incentive to advertise experience goods.

In the case of search goods where quality is established most
efficiently prior to purchase, advertising is likely to contain more
reliable information about quality than is found in the advertising
of quality goods (or experience quality). The seller is now con-

8. Nelson, Phillip (1974). ““Advertising as Information.” Journal of Political Econ-
omy 82 (No. 4, July/August): 729-754. Note that in his analysis Nelson does
not attempt to examine “advertising’s impact on a consumer’s utility function,
holding information constant.”” In other words, he does not look into the idea
whether advertising changes people’s tastes. “The change-in-taste idea cannot
be effectively tested because no real theory about taste changes has been de-
veloped.” (p. 752)
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strained by the buyer’s ability to establish quality (e.g., the style
of a dress) by inspection prior to purchase. Nelson (1974) uses his
model to predict, for example, the way in which advertising/sales
ratios will differ by industry and how the choice of advertising
media will vary by industry and finds support for his hypotheses.

In general, investments in reputation, brand name, or goodwill
can all be classified as hostages, and the same is true of investment
in human and physical capital that is specific to the production of
a quality brand. Start-up investments of this kind can bar oppor-
tunistic entrepreneurs from entering with the intent of appropri-
ating the quasi-rents of established sellers of quality by marketing
counterfeit products.

The problem of enforcing quality arises also in trade between
firms — for example, when a producer deals with a distributor and
the latter undertakes to supply some of the quality dimensions of
the commodity. The provision of quality at the distribution stage
can involve demonstration services, maintenance, and the provi-
sion of showrooms with all types of a brand. Shirking by retailers
can dissipate the quasi-rent of producers, reduce the value of a
respected brand name, and remove incentives for producing high-
quality commodities. One solution to this dilemma is the vertical
integration of firms. It has also been suggested that various market
practices, such as resale price maintenance, the tying of the sale
of two or more commodities, and the granting of sole distribution
rights in a territory, are often designed to create incentives at the
distribution stage to maintain quality standards.’

Market practices are affected not only by the cost of measuring
experience quality but also by the cost of measuring search quality.
According to our working hypothesis, only those market practices
survive that minimize the effective price to the buyers, including
the cost of measuring quality. Although it may be possible in

9. For example, see Leffler, Keith B. (1982). “Ambiguous Change in Product
Quality.” American Economic Review 72 (No. 5, December): 956-967; idem
(1985). “Quality Assurance: Manufacturer and Retailer Incentive Compatibil-
ity.” Working paper. Seattle: University of Washington.
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analytical exercises and theoretical models to divide a buyer’s total
cost of a commodity into measurement cost and production cost,
the two cost concepts are virtually inseparable in real life. The cost
of measurement enters at various points throughout the process
of production and distribution. A producer may spend resources,
for example, on standardizing her product in order to lower the
measurement costs of marketing it or she may reject an “efficient”
technology because it is associated with high measurement costs.
Barzel (1982, 1985) has provided valuable insights into the role of
measurement costs in the organization of markets.'’ The remainder
of this section is based on Barzel’s contributions.

When a commodity that has variable quality is traded, the costs
of measurement can be substantial. The seller needs to establish
the quality level of the good in order to price it, and the buyer
may want to measure the product again to verify that it is of the
asserted quality. But, other things being equal, only arrangements
that minimize the cost of measurement are likely to pass through
the filter of competition.

The survival hypothesis implies that measurement will be un-
dertaken by that party to exchange who has easy access to infor-
mation and lower costs of measurement, provided that incentives
to cheat are curbed and trust is established. The survival hypothesis
also suggests that, other things being equal, quality will be mea-
sured at points in the process of production, exchange, and con-
sumption where it can be done with the least expenditure of
resources.

Barzel argues ‘that various market practices and social institu-
tions have emerged because they create disincentives for cheating
and free riding, and make it optimal from the individual viewpoint
of both buyers and sellers to avoid excessive measurement and
accept arrangements that result in a lower effective price to buyers.

10. Barzel, Yoram (1982). ‘“Measurement Costs and the Organization of Markets.”
Journal of Law and Economics 25 (April): 27-48; idem (1985). “Transaction
Costs: Are They Just Costs?"’ Journal of Institutional and Theoretical Econom-
ics 141 (No. 1): 4-16.
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These practices and institutions include warranties, professional
certification, share contracts, offers to buy a pig in a poke, state-
imposed requirements to withdraw dairy products prior to a certain
date, brand names, and limits on advertising by physicians.

In trade with heterogeneous commodities, such as apples, mea-
surement or sorting can often be done more efficiently by sellers
than buyers. A seller may enjoy economies of scale in measurement
relative to individual buyers, and in situations where one seller
deals with many buyers, the seller will sort each item only once
whereas the buyers will sort each item at least once. Sorting by
buyers can therefore give rise to excessive measurement.

Consider the following arrangement which is designed to avoid
excessive measurement."' A merchant sorts his apples into several
categories, each carrying a different price according to the quality
of the apples, but within each category are apples of varying qual-
ity. Therefore, the value of some of the apples is greater than their
price, and the value of others is less than their price. The choice
of the buyers is constrained: They are not allowed to choose apples
from within each class (the apples are sold in sealed containers).
Finally, the degree of sorting is such that this arrangement provides
the consumers with apples of various average levels of quality at
the lowest possible cost to them (including their own measurement
costs), and the cost of providing finer sorting (and less variability
in quality) than this is greater than the additional satisfaction.
Other market practices, such as finer sorting by the seller or sorting
by buyers, will then fail to pass the survival test of market com-
petition among sorting arrangements, and our merchant has stum-
bled on an equilibrium sorting scheme.

Goods and services cannot always be sold in sealed containers,
and individual buyers may find it to their advantage to free-ride
and try to pick highly valued items when a heterogeneous product
is offered at a single price. Rushing or waiting to acquire unpriced
quality will result in the dissipation of value — for example, in the
case of heterogeneous theater seats, restaurant tables, or hotel

11. Barzel (1982) [op. cit., note 10], pp. 28-32.
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rooms, which are offered at a single price. In extreme cases, high
costs of sorting and unconstrained sorting can make a commodity
unmarketable, and under certain circumstances the net output of
society can be increased by limiting the choices of buyers.

Sorting by seller is a workable arrangement if she can convince
the buyer that he is making a random choice from an acceptable
distribution. The buyer must not believe that the seller has strong
incentives to cheat or that fellow buyers have the opportunity to
pick unpriced quality. Various market practices can bring this
about. If a buyer observes that a seller has invested in a brand
name, in advertising, or in reputation, that her business depends
on repeated dealings with customers, that minimum professional
standards are enforced by a third party, then he can take these
factors to signal an acceptable quality distribution of the goods
and services traded. Picking and choosing by buyers can be pre-
vented if a seller suppresses information. Barzel suggests that this
is often practiced by dealers of used cars who refuse to give detailed
information about the cars in their lots. Information can also be
suppressed by selling goods in nontransparent packaging or by
forbidding professionals to advertise their individual merits.

Sometimes measurement by buyer can minimize the effective
price of a product to a consumer — for example, in the case of
many durable consumer goods (experience goods) where mea-
surement is a costless by-product of use. The use of warranties
may then be the equilibrium method of measurement. Warranties
guarantee the buyer minimum quality and discourage measure-
ment at the point of exchange. When the cost to sellers of detecting
opportunistic behavior by the holders of warranties is high, they
may no longer be a competitive market practice, but that outcome
depends on the cost of other forms of measurement (e.g., at the
point of exchange).

7.3. Measurement costs and the organization of labor
markets: forced labor
The study of labor markets is a separate branch of eco-
nomics because of the human factor: Owners of labor services are
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inseparable from their human capital. Admittedly, the problems
of shirking, moral hazard, and, in general, opportunistic behavior
are present in all markets, and the owner of any physical input,
who rents it out, cares about conditions of use to the extent that
they affect the value of the asset. But these problems are partic-
ularly acute in the labor market. People’s incentive to work for
unrelated others tends to be weak, and working conditions are
valued even when they do not affect the market value of the work-
er’s human capital.

From a worker’s standpoint, the optimal employment package
is multidimensional and involves not only a price (e.g., a wage or
a share in output), but also working conditions, location, and other
factors, and optimizing individuals determine simultaneously their
supply of labor and their consumption of commodities, leisure,
and conditions of work. Furthermore, the supply of labor to a firm
has many dimensions and varies not only with time (e.g., hours
of work) but also with intensity and quality of effort. All this
suggests that the measurement and enforcement costs of labor
contracts can be high, and that the structure of contracts in the
labor market is an important determinant of economic outcomes.
In this section we do not seek to review the extensive literature
on contracts in the labor market but use the special case of slavery
to illustrate the implications of positive transaction costs and the
measurement problem for the organization of labor markets.

According to Coase’s theorem, the ownership of valuable rights
to economic assets tends to gravitate toward individuals who value
those rights most, irrespective of the initial assignment of entitle-
ments, provided that the exchange of rights is not blocked by high
transaction costs or legal restrictions. Now, what does Coase’s law
suggest about the ownership of human capital? Can human capital
be more valuable to someone other than the person who embodies
it? If the members of group A are given full property rights over
individuals in group B, is the arrangement likely to be Pareto stable
in the long run, or will the Bs buy back the rights to their human
capital?

Elementary economic reasoning suggests that in the long run
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the institution of slavery is inviable economically. The argument
runs as follows. The economic value of owning a slave, his market
price, is measured by the present value of the slave’s output minus
the present value of the cost of maintaining him (his productive
consumption). As a slave receives only a fraction of his marginal
product, enough to cover productive consumption, he has fewer
incentives to work hard than if he were to internalize his entire
marginal product as free workers do. Therefore, a slave who has
the option to buy his freedom could, by working hard, afford the
price and possibly also raise his consumption above the physical
minimum. This argument assumes (1) that high agency costs make
it possible for slaves to engage in opportunistic behavior and con-
trol their work effort within limits; (2) that high costs of contract-
ing, such as enforcement costs, do not prevent slaves from
negotiating their freedom; and (3) that ex-slaves can find work
where their pay depends directly on their effort.

But we must also allow for the fact that a master can largely
ignore the leisure preferences of his slaves and drive them to work
longer hours than free workers would normally choose to work.
In order to compensate his former master and improve his own
material living standards, a freeman must work as many hours as
a slave and/or harder than a slave.

Consider next how this analysis is affected by the introduction
of zero monitoring costs, which make it impossible for slaves to
shirk on the job.'” The masters can now ignore the preferences of
their slaves for both work intensity and work hours. A slave can
still afford to buy his freedom, but he must now work both long
hours and intensely, and retain only a small share of his output or
enough to cover productive consumption. The net gain to the
freeman is equal to the satisfaction of being free, but his con-
sumption and work effort is the same as in slavery. But to gain

12. For a general equilibrium model of a slave economy of the traditional neo-
classical variety, see Bergstrom, T. (1971). “On the Existence and Optimality
of Competitive Equilibrium for a Slave Economy.”’ Review of Economic Studies
38: 23-36.
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freedom is clearly a Pareto improvement, and only high costs of
contracting for manumission can protect the institution of slavery
in the short run. In the long run, market arrangements tend to
erode high contracting costs."

Fenoaltea (1984) has suggested that the above analysis neglects
the possibility that pain incentives may stimulate higher levels of
productivity than ordinary rewards.'* When the physical integrity
of a person is directly threatened, the threat can give rise to anxiety,
brute effort, and higher levels of productivity than free workers
can hope to reach, or so the argument goes. If we also assume
that the fear of defaulting on manumission contracts and being
returned to slavery is an imperfect substitute for a direct application
of pain incentives, then the initial assignment of rights to human
capital matters, even in a Coasian world of zero transaction costs.
Hence slavery can be Pareto stable in the long run.

Fenoaltea’s argument is illustrated in Figure 7.2." Line GP,
maps the value of output per day as a function of hours worked
for a representative pain-driven slave. As the hours of work are
increased, a point is reached where the slave’s marginal product
begins to fall and eventually becomes negative. Line GP; repre-
sents output per day for the same person if he were a freeman and
drove himself as hard as he possibly could. The NP, line shows

13. We have ignored the possibility that slave owners may enjoy economies of
scale in production (including household production, such as child care and
cooking), which might put freemen at a disadvantage and raise the price of
freedom beyond what they could afford. The economies-of-scale argument is
valid only if high transaction costs prevent freemen from contracting to set up
comparable forms of organization as those of their masters. For a careful
discussion of the economics of slavery, see Engerman, Stanley L. (1973). “Some
Considerations Relating to Property Rights in Man.” Journal of Economic
History 33 (No. 1, March): 43-65; idem (1986). “Slavery and Emancipation
in Comparative Perspective: A Look at Some Recent Debates.” Journal of
Economic History 46 (No. 2, June): 317-339.

14. Fenoaltea, Stefano (1984). “‘Slavery and Supervision in Comparative Perspec-
tive: A Model.” Journal of Economic History 44 (No. 3, September): 635—
668.

15. Figure 7.2 is based on Barzel, Yoram (1977). “An Economic Analysis of
Slavery.” Journal of Law and Economics 20 (April): 87-110. See p. 90.
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Figure 7.2. The productivity of slaves and freemen.

the slave’s net product, which is found by subtracting his main-
tenance cost (productive consumption) from the gross product.
Note that productive consumption is a positive function of the
work effort, including the hours of work.

A slave owner will pick point X on the NP, curve, and thus
determine the slave’s hours of work and hours of leisure per day.
Point X is chosen because it represents the largest net output that
the slave can yield. If the master were to rent the slave, he would
demand a rent per day equal to XH, assuming that the renter were
responsible for the upkeep of the slave. And, if the slave were
sold, his price would equal the discounted sum of all the XHs over
the remaining workdays of his life.

It is clear from Figure 7.2 that a freeman could not afford his
price. His net product is represented by line NP, and it is lower
than NP, because he is not driven by pain incentives. As the lines
are drawn, the net output of a freeman will always be less than
XH, even if he worked more hours than a slave does.

We shall return to the question of pain incentives below, but let
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us now consider whether unpleasant working conditions could con-
tribute to the long-term viability of slavery in a Coasian model.
Superficially, this may appear to be the case. A firm employing
free labor in activities that are singularly filthy and unpleasant must
pay a compensating differential on wages in order to attract work-
ers, whereas another firm employing slaves need not compensate
for the disutility of the employment conditions. Hence, firms using
slaves could put firms using wage labor out of business.

However, disagreeable working conditions do not make slavery
a Pareto stable organization in the long run, unless there are in-
surmountable productivity differentials between slaves and free
labor due to pain incentives. If the productivity of freemen is the
same as the productivity of slaves, slaves could afford to buy their
freedom and would prefer to do so. A freeman seeking employ-
ment in the disagreeable occupation would have to transfer all his
surplus above subsistence to his former master, and, although he
would enjoy freedom, there would be no compensation for un-
pleasant working conditions. In this instance, freemen gain free-
dom, but there is no improvement in their living standards and
conditions of work.

Finally, if we still assume zero monitoring costs, certain restric-
tions on property rights could make slavery economically viable.
A strict ban against manumission gives a competitive edge to firms
who use slave labor, as they can limit their labor costs to productive
consumption and work their laborers longer and harder than free
workers choose to do for a comparable pay. Under these circum-
stances, the theory of pain incentives is not needed to explain the
survival of slavery.'®

We are now ready to examine more closely how positive trans-
action costs, including monitoring costs, affect the relative advan-
tage of slavery as a form of productive organization. Qur
conclusion is that transaction costs tend to reduce the relative
advantage of slavery because various agency problems and asso-

16. See Bergstrom (1971), op. cit., note 12.
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ciated costs are either particularly severe or unique to the master—
slave relationship. Consider the following four cost items:

1. The costs of controlling the consumption of slaves for
the purpose of maximizing their productivity. A
problem arises here because slaves maximize their utility
without due regard for the relationship between
consumption and productivity, and may have pref-
erences for commodities, such as alcohol, that can
adversely affect their capacity to work."”

2. The costs associated with feigned illness and self-
inflicted damages, and the costs of preventing such
behavior, which is motivated by a desire of unfree labor
to reduce the work load.

3. Costs arising from a propensity of slaves to cause
intentional damage to outputs and cooperating inputs, a
tendency rooted in the anger and ill will of the enslaved
and their demand for the leisure that results from
breakdowns in production.

4. The costs of monitoring the behavior of slaves and
enforcing the condition of slavery in order to prevent
uprisings and flights.

The agency problems that arise in the master—slave relationship
consume resources and lower the net product that accrues to the
owner. Various policing or monitoring costs may wipe out what-
ever productivity gains are associated with pain incentives, and the
use of rewards to enlist more cooperation from the slaves also
reduces the owner’s net gain. All this could reverse the position
of the net product curves of Figure 7.2.

Fenoaltea (1984) theorizes that slavery is a viable form of labor
organization only if it is based on pain incentives, and that pain
incentives enhance productivity only in some activities and not in
others. According to Fenoaltea’s thesis, pain and anxiety can create

17. See Barzel (1977) [op. cit., note 15] on the “policing of consumption” (pp.
97-98).
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brute effort, but anxiety also reduces the quality of work as the
harassed worker is clumsy, unimaginative, and ill-willed. Further-
more, production technologies vary with respect to their effort and
care intensity. Care-intensive activities tend to be capital intensive,
whereas effort-intensive activities are land- (natural resource) in-
tensive. Consequently, the comparative advantages of forced labor
are found in effort- and land-intensive activities, where the con-
dition of slavery can be enforced at a relatively low cost, for ex-
ample, by working the slaves in gangs.

Fenoaltea argues that these conditions are met in various
lines of agriculture, mining, stonecutting, and public works that
use primitive technologies. The right conditions were present
on the slave plantations in the American South whose primary
crops, such as corn and cotton, were annual plants “where
next year’s harvest was unaffected by this year’s careless-
ness,”'® but this was not the case in ancient Rome, where the
vines and the olive trees of the slave plantations were capital-
and care-intensive. The spontaneous disappearance of slavery
in antiquity has long puzzled and fascinated historians. Fenoal-
tea has suggested an explanation, namely that the production
process on the Roman plantations was capital- and care-inten-
sive, a setting where pain incentives are relatively ineffective
and slavery is not a Pareto-stable organization.

In real life, the costs of contracting for manumission tend to be
high, for example, because of constraints in the capital market,
and it is also common that the economic opportunities open to
freemen are relatively restricted by law and custom. When these
barriers to exit coincide with an ample supply of slaves and low
prices, for example, in the wake of a victorious war, slavery may
spill over into care-intensive activities where this form of organi-
zation has no general economic advantage. Fenoaltea’s (1984)
model suggests the following hypotheses regarding the dynamics
of slavery:

18. Fenoaltea (1984) [op. cit., note 14], p. 644.
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1. Slavery will appear first and disappear last in the effort-
intensive sector where pain incentives are appropriate.

2. When slavery spills over into care- and capital-intensive
sectors, there will be reliance on ordinary rewards to
mitigate problems of agency. In particular, the harsh-
ness of treatment will vary inversely with the care-
and capital-intensity of an activity.

3. Manumission will be activity specific, with the highest
frequency in the most care- and capital-intensive
activities.

Fenoaltea offers support for his model by drawing on a wide
range of historical examples. However, the experience of slavery
is as varied as are the constraints facing different societies. The
appropriate structure of property rights can make almost any form
of unfree labor viable. In fact, Fenoaltea (1984) cites an interesting
example of this diversity. Roman law put strict limits on legal
agency, which caused difficulties for big landlords who were re-
quired to contract in person with their tenants. But there was a
loophole: Slaves were nonpersons under Roman law and seen as
an extension of their masters. Therefore, it was legitimate for men
of property to use slaves as their agents, a practice that gave rise
to the anomaly of slave agents supervising free tenants. In other
words, because the structure of property rights effectively limited
the right of agency, “an effective substitute for the nonhuman
person [the firm] or the legal agent was found in the human non-
person [the slave], who was legally but his master’s instrument.”"’

Our discussion of the economic logic of slavery would be in-
complete without a mention of Domar’s well-known 1970 article,
“The Causes of Slavery and Serfdom: A Hypothesis.”* In his
article, Domar makes the important point that a necessary con-
dition for using slaves in production is that their marginal product

19. Ibid., p. 657. The bracketed words are added.
20. Domar, Evsey D. (1970). “The Causes of Slavery or Serfdom: A Hypothesis.”
Journal of Economic History 30 (March): 18-32.
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be greater than their productive consumption (the cost of subsis-
tence of a slave, in his words). In agrarian societies this condition
implies that the ratio of land to labor is high and that population
expansion does not put too strong pressure on limited resources.
In extreme cases, the land/labor ratio can be so high that the price
of land is zero.

The strong version of Domar’s hypothesis, which is based on a
model that considers only two factors of production, labor and
land, runs as follows: “Of the three elements of an agricultural
structure relevant here — free land, free peasants, and non-working
landowners — any two elements but never all three can exist
simultaneously.””'

Historically, of course, free land has not always given rise to
slavery but, on the contrary, has often given the working man a
special advantage. Domar recognizes that the agricultural structure
found in reality depends on variables that are excluded from his
model, namely political variables, and that free land is neither a
sufficient nor a necessary condition for the existence of slavery.

When the agency costs of a particular organization seem to be
unreasonably high relative to other forms of organization, the
transaction-cost approach suggests that we look for constraints or
offsetting benefits at some unexpected margin. For example, in
our discussion of the open corporation in Chapter 6, it was con-
cluded that competition in the markets for capital and for managers
constrained the potentially very high agency costs of open cor-
porations, and also that the corporate form offered special advan-
tages for raising capital on a large scale. In this section, we have
taken a look at slavery as a productive organization. As the con-
dition of enslavement suggests severe disincentive and measure-
ment problems, we looked for countervailing benefits and
discussed Fenoaltea’s hypothesis that the benefits are found in
enhancement of productivity which pain incentives can generate
in certain types of activity. The last word has not been written
about slavery, and we may agree or disagree with Fenoaltea’s

21. Ibid., p. 21.
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thesis, but it is an important example of the new way of thinking
about the logic of economic organization suggested by Neoinsti-
tutional Economics. We now proceed to an examination of con-
tractual relations in agriculture.

7.4. Transaction costs and contractual arrangements

in agriculture

In the two previous sections we have applied Neoinstitu-
tional Economics to the market for consumer goods and to the
labor market and sought to explain the logic of various market
practices in terms of transaction costs. Now we turn our attention
to a vast and important subject, contractual arrangements in
agriculture.

Various contractual arrangements involving rights to the use of
land in agricultural production were, of course, the predominant
forms of economic organization in the preindustrial phase of mod-
ern economies and still are in most developing countries. As our
topic is extensive and the literature voluminous, we limit the dis-
cussion to two issues: the survival for centuries of the open-field
system as the dominating form of organization in agriculture in the
Northern European plain, in spite of the apparent inefficiencies
of this arrangement; and, similarly, the persistence of share con-
tracts at different times and places, an arrangement that many
economists since Adam Smith have found inferior to other avail-
able forms of organization.

The theoretical debates surrounding the economic logic (or lack
thereof) of the open-field system and share contracting are still
unresolved, and we shall not seek to settle the disputes here.
Rather, we use contributions by various scholars in this area to
illustrate how the NIE approaches the study of economic organi-
zation. There are three elements to this approach.

First, it is assumed as a working rule that low-cost organizations
tend to supersede high-cost ones (a point that has characterized
the thinking of prominent economists from Marx to Alchian).

Second, when high-cost organizations appear to persist and it
seems that reorganization would increase net output, we search
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for hidden benefits at unexpected margins. Such offsetting benefits
may involve a reduction in supervision costs or an increase in
output in a related activity when a nexus of contracts ties several
activities, or a host of other factors. Costly behavior is also con-
strained by contractual stipulations. Usually, a contract contains
a number of terms in addition to those stipulating price and quan-
tity. A careful examination of the structure of a contract may reveal
that it contains terms that constrain wasteful behavior. Finally, if
the search for hidden benefits or contractual constraints is in vain,
we search for political constraints that block the rearrangement of
property rights. It is recognized that the polity may not adopt
output-maximizing property rights if the new structure might cause
distributional losses for those who control the state. And, according
to Neoinstitutional Economics, high (transaction) costs of collec-
tive action are the principal reason why the members of a com-
munity cannot agree on new rules that would increase the
community’s aggregate output.”

With this in mind we are ready for a look at the open-field
system.

7.4.1. The open-field system

For a long time the puzzle of the open-field system has
fascinated economists, although analytical progress had to wait for
the development of transaction-costs analysis.”” The puzzle relates

22. Again, note that the concept of inefficiency becomes useless when the neo-
classical model is taken to its logical conclusion and all costs and benefits are
accounted for. The cost of collective action is a real, not imaginary, cost. If
such costs block a structural change in property rights, it is not correct to talk
about inefficient property rights. According to the Pareto criteria, changes
must be voluntary, and it follows logically from the assumptions of the neo-
classical model that all adjustments where benefits exceed costs will take place.
Note that an involuntary change in property rights can lead to a very large
increase in total net output for a community, but involuntary changes cannot
be evaluated in terms of the neoclassical concept of efficiency and the Pareto
criteria.

23. A pioneering application of transaction costs to economic organization in ag-
riculture was made by North and Thomas (1971). North, Douglass C., and
Thomas, Robert P. (1971). “The Rise and Fall of the Manorial System: A
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to the costs associated with the scattering of the strips cultivated
by each household in an open-field village, costs that appeared to
be both real and unnecessary.

The organization of the open-field system, which dominated
agriculture in Northern Europe through the Middle Ages and be-
yond, was not uniform, but the typical features were the follow-
ing:** The open-field village was a collective form of organization
where the basic unit of decision was the family. Each peasant
household cultivated a number of unfenced, scattered strips often
less than an acre each. The household was subject to detailed
central regulations, and after the harvest an open field served as
a common field for the herds of the villagers, which were managed
jointly.

There is a long tradition for describing open fields as a costly
form of organization. Consider the following characterization of
the system by McCloskey (1972):

The scattering of each man’s holdings in dozens of small
strips had direct costs in waste of time moving from one
strip to another and in the disincentive to enterprise
created by the spill-over of one man’s sloth or malice
onto his neighbors’ strips. Furthermore, scattered strips
implied common grazing on the fallow, with consequent
over-use of the land and the spread of animal disease.
In turn, common grazing implied the subjugation of
each man to communal decisions on when grazing
should give way to crops and what crops should be
planted, regardless of his land’s comparative
advantage.”

Theoretical Model.” Journal of Economic History 31 (No. 4, December): 777-
803.

24. Pp. 1-5 in Fenoaltea, Stefano (1986). “The Economics of the Common Fields:
The State of the Debate.” A paper prepared for the International Symposium
on Property Rights, Organizational Forms and Economic Behavior. Uppsala:
The Swedish Collegium for Advanced Studies in the Social Sciences. See also
new, extended version: idem (1987). “Transaction Costs, Whig History, and
the Common Fields.” Working paper. Princeton: Institute for Advanced Study.

25. McCloskey, Donald N. (1972). “The Enclosure of Open Fields: Preface to a
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McCloskey catalogs these objections in an article that is a preface
to his program of extensive research into the enclosure of open
fields and its impact on the efficiency of English agriculture in the
eighteenth century. Although McCloskey’s later work revealed
that many of these objections were invalid (e.g., overgrazing was
limited by regulation, and labor was not wasted by excessive
travel), he did conclude that open fields were indeed inefficient
for the narrow purpose of cultivation.

The classic open-field system disappeared in England in the early
1800s but survived into the twentieth century on the continent of
Europe. In many countries of the Third World, the scattering of
strips is still very common and represents to many experts of eco-
nomic development a regrettable practice for the very poor — the
throwing away of food.”

Below we look at the work of three economists — McCloskey,
Dahlman, and Fenoaltea — who have sought to explain the eco-
nomic logic of scattering. Each author arrives at a different solution
to the puzzle, but their explanations are not mutually exclusive
and in each case the answer depends explicitly or implicitly on
transaction costs. All three authors reject the possibility that high
transaction costs of rearranging property rights to land might ex-
plain the persistence of scattering. Through the centuries, they
argue, it should have been possible for the owners of land to find
opportunities to consolidate their holdings if there were strong
incentives to do so, and a series of small steps toward consolidation
would have transformed the system. Transaction costs, although

Study of Its Impact on the Efficiency of English Agriculture in the Eighteenth
Century.” Journal of Economic History 32 (March): 15-35.

26. “A 1969 survey team of the Asian Development Bank, noting the prevalence
of scattering in Japan, Korea, Indonesia, Thailand, Pakistan, and India, argued
that ‘the basic cause of operational inefficiency on small farms is the poor farm
layout. . . . A farm of one hectare may be divided into more than a dozen small
fields.” ” Pp. 11-12 in McCloskey, Donald N. (1986). “The Open Fields of
England: Rent, Risk, and the Rate of Interest, 1300-1815.” University of Iowa:
Departments of Economics and of History. Forthcoming in Galenson, David,
ed. In Search of Historical Economics: Market Behavior in Past Times. Cam-
bridge: Cambridge University Press.
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high in the short run, would not have been an obstacle in the long
run. Therefore, the explanation of why cultivators persist in using
a costly form of organization and sacrificing agricultural output
must be sought in some offsetting benefits.

McCloskey’s answer is that scattering represents behavior to-
ward risk: The strips were scattered to insure the farmer against
crop failure.”” By sampling the different types of soil and crops of
his village, the individual farmer diversified his portfolio, so to
speak. If production was too specialized, then output failure in-
volving a certain crop or a type of soil could bring disaster to his
family.

The reader may ask whether the conditions of production within
a typical open-field village were variable enough to permit a re-
duction in the variance of output by scattering. McCloskey, whose
research deals mainly with English open fields, claims that the
conditions were variable enough. The typical open-field village in
England was about two square miles in area, and crops could vary
enough over that small area to make it desirable to hold a diverse
portfolio of strips, according to his evidence. For example: “The
average width of the English hailstorm is two or three hundred
yards, cutting a swath of damaged grain through a consolidated
holding 300 yards on a side.””®

A farmer who scatters his strips receives a lower average income
than a comparable farmer who consolidates his strips, but scat-
tering reduces the variance of the income. Therefore, a risk-averse
farmer can increase his welfare by sacrificing some output (through
scattering) in return for more certainty, a smaller likelihood of
disastrous crop failure.

27. McCloskey, Donald N. (1986), op. cit., note 26; idem (1975). “The Persistence
of English Common Fields,” and “The Economics of Enclosure: A Market
Analysis.” In Parker, W. N., and Jones, E. L., eds. European Peasants and
Their Markets: Essays in Agrarian Economic History. Princeton: Princeton
University Press, pp. 73-119; idem (1976). “English Open Fields as Behavior
Toward Risk.” In Uselding, Paul, ed. Research in Economic History, Vol. 1.
Greenwich, Conn.: JAI Press, pp. 124-171.

28. McCloskey (1986) [op. cit., note 26], pp. 48-69.
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McCloskey’s explanation that the open-field system was a man-
ifestation of behavior toward risk requires that other less expensive
methods of insurance were unavailable. High transaction costs
must have precluded other forms of insurance. In this context we
should note that scattering stabilizes only the output and con-
sumptiZ)n of individual households but not the output of the open-
field village as a whole. Stabilization could be reached without
scattering and without sacrificing output by storage and trade
among the villagers. Indeed, McCloskey (1986) is aware of this
possibility: ‘“The one sort of alternative insurance we can know
about is storage of grain.””

Was scattering a cheaper way of insuring against disaster than
storage of grain? After reviewing the evidence, McCloskey con-
cludes that, although the storage of grain was not unknown, it was
generally more expensive than scattering. He also argues that the
cost of storage fell dramatically in modern times, primarily due to
a fall in the interest rate, but “most of the cost of storage was the
interest rate, that is to say the opportunity cost of tying up 6
shillings in a quarter of wheat for a month.”*

McCloskey derives the marginal cost of storage from the monthly
rise in the price of grain in the months following the harvest. With
free entry into the storage business, the marginal benefit of storage
(the price rise) should in equilibrium equal the marginal cost of
storage. McCloskey roughly estimates that English farmers lost
about 10 percent of their output by scattering, whereas the costs
of storage on an annual basis amounted to one third or more of
the harvest.

If the McCloskey thesis is correct, then the costly scattering in
the open-field villages of England was a substitute for the even
more costly capital and insurance markets at a time when high
transaction costs either prevented the development of such markets
or strictly limited the gains from trade.” In our times the same

29. Ibid., p. 70.
30. Ibid., p. 73.
31. The McCloskey insurance—high-cost-of-storage thesis has been criticized by
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argument seems to be consistent with scattering in some of the
developing countries. McCloskey also argues that from the six-
teenth century, technological progress lowered output variation in
English agriculture and thereby reduced the demand for insurance.
Part-time work outside agriculture is another way of self-insuring,
and such opportunities became more common in the seventeenth
and eighteenth centuries.™

Dahlman (1980) is another major contributor to the study of
open fields.” He also appeals to high transaction costs in solving
the puzzle of scattering, but the missing market is not for insurance
but grazing rights.

Dahlman takes as his premise that there were economies of scale
in grazing: A single herdsman could in many cases supervise the
entire village herd. But there were obstacles in the way of a joint
management of the herd if individual holdings were consolidated
because consolidation put individual farmers in a strategic position
to hold up the entire village by refusing to join in common graz-
ing except on exorbitant terms. The solution to this dilemma was
the introduction of scattering, which made independent grazing
impossible and removed the strategic advantage of individual
households.

The bargaining strength of individual households can be weak
even in villages with consolidated plots. The threat of not joining
in common grazing is empty when the loss to the noncooperating
farmer of not joining is greater than the loss to the rest of the
village if he does not join. That situation can arise if the economies

Fenoaltea on theoretical and empirical grounds, and McCloskey has responded.
See Fenoaltea, S. (1976). “Risk, Transaction Costs, and the Organization of
Medieval Agriculture.” Explorations in Economic History 13 (No. 2, April):
129-151. McCloskey (1977) responded in “Fenoaltea on Open Fields: A Com-
ment.” Explorations in Economic History 14 (No. 4, October): 402-404. Fen-
oaltea (1977) rejoined with “Fenoaltea on Open Fields: A Reply.” Explorations
in Economic History 14 (No. 4, October): 405-410. See also McCloskey (1986),
op. cit., note 26.

32. McCloskey (1986), pp. 74-75.

33. Dahlman, C. J. (1980). The Open Field System and Beyond: A Property Rights
Analysis of an Economic Institution. Cambridge: Cambridge University Press.
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of scale in grazing are (nearly) exhausted before the last villagers
join with their animals. The gains to the cooperative of having the
marginal farmer join are minimal when the economies of scale are
exhausted, whereas the costs of grazing to an outsider are high.*

A third student of the open fields, Fenoaltea, seeks the logic of
scattering in the potentially high transaction costs of managing
large farms. Fenoaltea views the open-field village as a large op-
erational unit that combines the advantages of family farming with
the economies of large-scale farming. This time the culprit is the
high transaction costs in the market for labor service in agriculture.
The Fenoaltea thesis also differs from those of McCloskey and
Dahlman because for him scattering represents an outright efficient
way of organizing cultivation.”

According to Fenoaltea, the economic logic of the open-field
village is best understood if the village is seen as one economic
unit. The unit economizes on the cost of supervision, a notorious
problem of large-scale farming, by designating the family farm or
the peasant household as the basic decision unit. This form of
decentralization makes it possible to rely on self-enforcement to
a large degree, and on the inexpensive monitoring of small groups
of agricultural workers. Various externalities that accompany com-
mon ownership and decentralization are then internalized, to a
point, through regulation and central management.

The economies of large-scale farming on the European plain
depended on the ability of large and diversified farms to move the
labor force and other variable inputs around and assign them to
work where their marginal product was highest, but the optimal
allocation of these resources varied unpredictably, owing to rain,
changes in temperatures, and other factors. In Fenoaltea’s model,
the open-field village reproduced the advantages of the big estate

34. This point has been made by Fenoaltea. See Fenoaltea’s (1982) review of
Dahlman’s (1980) book, in Speculum 57: 125-128; and Fenoaltea (1986), op.
cit., note 24.

35. See Fenoaltea, 1976, 1977, 1982, and 1986, op. cit., notes 31, 31, 34, and 24,
respectively.
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by assigning each cultivator, big or small, individual shares, each
collection of strips ideally representing the whole range of available
quality of land. The individual peasant was then able to make the
same marginal adjustments with his variable inputs as the manager
of a large estate would do.

A recurrent theme of this section of the book is that eco-
nomic organizations evolve to economize on transaction costs.
Our discussion above gives only a summary account of the so-
phisticated research and reasoning of McCloskey, Dahlman, and
Fenoaltea, but we hope to have made the point that the eco-
nomic logic of the open-field system can be understood only in
terms of transaction costs. The discussion of institutional change
is reserved for the book’s last section, but we might add here a
short note on the demise of English open fields. About half of
the agricultural land in England was enclosed in 1700, but early
in the 1800s nearly all the land had been enclosed. This was ac-
complished by some 5000 acts of Parliament and at least an
equal number of voluntary agreements. The enclosure effort
peaked during the sixty years from 1760 to 1820.*° The three
authors agree that the open-field village was no longer a viable
economic organization in England at the time of the enclosure
movement, whatever had been the system’s original advantage.
The high costs of rearranging property in land and the enforce-
ment costs, for example, due to fencing, suggest that those who
carried the costs expected substantial gain or at least normal re-
turn on their investment.

The cost of enclosing has been estimated very roughly to
total £2 per acre based on the English price level prior to
the inflation of the Napoleonic Wars. Some 14 million acres
were enclosed after 1700.” “The return to enclosure was high:
an expenditure of £2 per acre (ignoring here transfer costs)
yielded an increased rent accruing to the landlord of 10 shillings

36. McCloskey (1972), p. 15; idem (1986) [op. cit., notes 25 and 26}, p. 8.
37. McCloskey (1972), p. 34.
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in each year following, or a rate of return of 25 percent per
year.”*®

However, the return on investment in enclosure need not
come from an increase in output, as many authors have con-
cluded. The gain may consist of a transfer of wealth to the
investor through the seizure of the property rights of others. In
the words of one writer: “Enclosure (when all the sophistica-
tions are allowed for) was a plain enough case of class rob-
bery.””” The robbery hypothesis receives support from Allen
(1982) in an econometric study of actual inputs and outputs of
open and enclosed land in England. Allen concludes that the major
consequence of the enclosure of open fields in eighteenth-century
England was not to raise agricultural output but to redistribute
existing income.*’

If the transfer-of-wealth explanation is correct, then the costs
to the “‘robbers” of using Parliament and other political institutions
to bring about the enclosure, plus the cost of fencing and other
enforcement expenditure, must have been less than the costs of
alternative ways of transferring wealth between the social groups
in question. Alternative ways of transferring wealth might be, for
example, regular taxation or a private agreement between the
parties on a wealth transfer, both avoiding the deadweight loss of
enforcing enclosed fields.

Finally, if we accept that open fields had at one point a relative
advantage as an organization but lost that advantage toward the
beginning of the eighteenth century or earlier, we need an expla-
nation of what eventually undermined the system. One explanation
suggested by Dahlman and Fenoaltea is that technical change and
expanding markets strained the decision process in the open-field
village. The cost of reaching an agreement among poorly educated
peasants on an optimal strategy in the face of technical change

38. Ibid., p. 35.

39. Thompson, E. P. (1963). The Making of the English Working Class. New York:
Random House, p. 218. Cited in McCloskey (1972), p. 29.

40. Allen, Robert C. (1982). “The Efficiency and Distributional Consequences of
Eighteenth Century Enclosures.” Economic Journal 92 (December): 937-953.
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became too high and put the open-fields system at a relative dis-
advantage. The village was replaced by a smaller unit that was
better able to adjust to changing times, namely the capitalistic
farm.

7.4.2. Sharecropping and the contractual mix

in agriculture

Sharecropping or share tenancy is a traditional form of
organization in agriculture where a landlord leases his land to a
cultivator in return for a share of the crops. The landlord may also
provide other inputs, including entrepreneurial expertise, or the
tenant may supply all inputs except land.

Sharecropping is another example of the puzzling persistence of
seemingly inefficient organizations. Economists have long char-
acterized share contracts as inefficient, inferior to wage contracts
and fixed rental contracts. The critics include both Adam Smith
and Alfred Marshall, and in our times there are economists who
link economic stagnation in Third World countries to the preva-
lence of share tenancy in their agriculture.*' In this instance, ag-
ricultural communities, which in many cases are very poor, seem
to sacrifice food rather than introduce new contractual forms, such
as wage labor.

The paradoxical status of share tenancy in conventional analysis
is illustrated by the model in Figure 7.3, which shows the alter-
natives open to a landlord who faces an exogenous rental share,
r, and an exogenous wage rate, w. If the landowner decides to
hire a laborer at wage rate w (or work the fields himself at an
opportunity cost of w dollars per hour), he would maximize his

41. A summary of the traditional view of sharecropping is found in Johnson, D. G.
(1950). “Resource Allocation Under Share Contracts.”” Journal of Political
Economy 58 (No. 1, February): 111-123; and Cheung, S. N. S. (1969a). The
Theory of Share Tenancy. Chicago: University of Chicago Press. Alfred Mar-
shall’s position on sharecropping was ambiguous. McCloskey points out that
much of the modern position on sharecropping, which takes account of mon-
itoring costs, is contained in Marshall, Alfred (1920). Principles of Economics,
8th ed. London: Macmillan, pp. 644—645. See McCloskey (1985). The Applied
Theory of Price, 2nd ed. New York: Macmillan, p. 493.
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Figure 7.3. The inefficiency of sharecropping in a neoclassical
model.

wealth by extending the use of labor (the only variable input in
the model) until its marginal cost is equal to the marginal yield.
This occurs at L, hours of work, where the rent of the land is equal
to blocks [A + B + C]in the diagram, and the (explicit or implicit)
wage bill equals [D + E + FJ.

The landlord can also lease the land to a tenant for a share, r,
of the output. An optimizing tenant will equalize his costs and
benefits at the margin by adding hours of work until the marginal
yield of labor, [(1 — r) dQ/3L], is equal to the wage (the tenant’s
marginal opportunity cost). In Figure 7.3, the equilibrium labor
input is now L, hours of work, and the reduction in hours from
L, in the previous case to L; corresponds to a fall in output equal
to[A+B+C+D+E+F)—-A+B+D)]=[C+E
+ F]. Note that the tenant’s marginal product at L, is greater than
marginal cost, w, by the amount Y.X, which suggests that the share
contract arrangement violates the neoclassical marginal conditions
for efficiency and causes a loss of net output to society equal to
triangle C.

It is also noteworthy that the landlord’s rental income has fallen



The logic of economic organization 225

from [A + B + C] under self-cultivation or wage contracts to B
when share contracts are used, whereas the tenant earns [A + D]
for L, hours of work, but receives only D for L, hours as a wage
laborer. Cheung (1968), in a pioneering contribution, has pointed
out that the economic outcome which this model associates with
sharecropping cannot represent long-run equilibrium.** The logic
of economics suggests that contracts that generate lower rents per
acre than other arrangements will be avoided by landlords. Sim-
ilarly, the high earnings of share tenants relative to wage workers
represent disequilibrium in the labor market. The market for land
is also in disequilibrium. A sharecropper has an incentive to con-
tince leasing more land until its marginal product has been driven
to zero, because additional land costs the sharecropper nothing
but increases his income by [(1 — r) 0Q/0H], where H stands for
the amount of land leased by the tenant.*”

Cheung (1968) argues that equilibrium contracts usually have
several dimensions, and the puzzle that share tenancy poses for
neoclassical economics can be solved by endogenizing the structure
of contracts. In his 1968 article, Cheung endogenizes the following
structural variables: r, the rental share; H, the quantity of land
per tenant; and L, the amount of labor supplied by the tenant. In
Cheung’s model, the equilibrium values for r, H, and L are such
that net incomes of both landlord and tenant are the same under
sharecropping as they are under wage contracts.

Cheung’s outcome, which is derived with the assumption of zero
transaction costs, can be explained in terms of our Figure 7.3. If
it is assumed that the equilibrium amount of land, H, has already
been determined, then Cheung’s solution involves that the share
tenant makes a contractual obligation to work L, hours (rather
than L, hours as he would prefer), and r, the landlord’s rental
share, is adjusted (changing the slope of the [(1 — r) dQ/dL] line)

42. See Cheung, S. N. S. (1968). “Private Property Rights and Sharecropping.”
Journal of Political Economy 76 (No. 6, December): 1107-1122. See also
Cheung (1969a), op. cit., note 41.

43. Note that H is assumed to be constant in Figure 7.3.
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until triangles F and A are equal. At that point, the tenant’s earn-
ings under a share contract, [D + E + A], are equal to his earnings
under a wage contract, [D + E + F]. Furthermore, total output
is the same under either, and so is the landlord’s share in total
output. The two contractual forms are also equivalent to a third
type, the fixed rental contract where the equilibrium rent equals
[A + B+ (]

Cheung’s model with zero transaction costs suggests that share
contracts need be neither irrational nor inefficient, but the dem-
onstration that various types of contracts can give equivalent out-
comes does not explain why one type is preferred to another or
provide a theory of contracts. A theory of contracts must take
account of transaction costs. Cheung (1969b) makes this point
clear: “The choice of contractual arrangement is made so as to
maximize the gain from risk dispersion subject to the constraint
of transaction costs.”*

Let us consider risk first.*’ Variations in the yield of land due
to exogenous factors, such as changes in climatic conditions, are
a major source of risk and uncertainty for the cultivator. Con-
tractual arrangements cannot remove output fluctuations caused
by random exogenous factors, but they can shift the risk of such
fluctuations. The risk of output variations is borne by the land-
owner in the case of wage contracts that guarantee fixed wages,
but by the tenant under fixed-rent contracts. Share contracts share
the risk.

It has been suggested that a farmer’s attitude toward risk de-
pends on how poor he is, and that the choice of contracts is affected
by the individual’s degree of risk aversion.* A very poor farmer

44. P. 25 in Cheung, S. N. S. (1969b). “Transaction Costs, Risk Aversion, and
the Choice of Contractual Arrangements.” Journal of Law and Economics 13
(April): 49-70.

45. The discussion in this section draws on an excellent paper by Amid, M. J.
(1986). “The Theory of Sharecropping. A Survey.” Paper presented at The
International Symposium on Property Rights, Organizational Forms and Eco-
nomic Behavior. Uppsala: Swedish Collegium for Advanced Study in the Social
Sciences.

46. Ho, S. P. S. (1976). “Uncertainty and the Choice of Tenure Arrangements:
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can ill afford to take risk. For example, if his average income is
close to physical subsistence, then a reduction in output by, say,
one standard deviation in a bad year can bring starvation (assuming
that high costs have prevented storage or insurance). A farmer in
this position is likely to avoid fixed-rent tenancy. The situation is
more complex when we allow for hybrid contracts. For example,
a fixed-rent contract can include an insurance clause whereby the
landlord forsakes some of his rent in a bad year. Also note that
in some situations of high risk and uncertainty, farmers with great
entreprencurial abilities may do better than the average farmer,
and prefer fixed-rent contracts in order to take advantage of their
abilities.

Higgs (1973) has developed a model where he shows how
changes in the level of risk in an agricultural community affect the
relative importance of contractual forms.*” Higgs derives an un-
ambiguous relation between the rental mix and the level of risk,
given the assumption that landlords and tenants always differ in
their aversion to risk. For example, when tenants are more risk-
averse than landlords, there is, for a community, a direct relation
between the level of risk and the frequency of share rental relative
to a fixed-payment rental.

But the sharing of risk can be achieved by mixing elements of
wage payments and fixed-rental payments in the same contract.
Stiglitz (1974) has shown that a mixed contract can provide any
sharing of risk that a pure share contract can do. He concludes
that risk alone does not explain the existence of sharecropping.*

Some critics of Cheung’s (1968) model of sharecropping argue
that the enforcement costs of ensuring that the tenant works L,
hours, rather than only L, hours, is likely to be very high, and the
model therefore unrealistic. But that very point is made by Cheung

Some Hypotheses.v” American Journal of Agricultural Economics 58 (No. 1):
88-92.

47. Higgs, Robert (1973). “Race, Tenure, and Resource Allocation in Southern
Agriculture, 1910.” Journal of Economic History 33 (March): 149-169.

48. Stiglitz, Joseph E. (1974). “Incentives and Risk Sharing in Sharecropping.”
Review of Economic Studies 41 (No. 2): 219-255.



228 Explaining economic organization

in his original contribution. It must be remembered that the in-
troduction of enforcement costs influences all forms of contracting.
For example, Lucas (1979) points out that wage contracts also
involve enforcement costs.*’ By assuming increasing marginal cost
of supervision as more labor is hired, Lucas formally established
the equilibrium condition for the allocation of land between share-
cropping and other forms of cultivation.” In short, transaction
costs are the key variables for explaining the variation in contrac-
tual arrangements in agriculture.

7.4.3. Empirical studies of the contractual mix

in agriculture

Empirically, the structure of contracts in agriculture is
both complex and variable, and several types of contracts are found
even on the same farm. This is evident, for example, from data
for the United States, where the Census Bureau started as early
as 1880 to ask questions in the decennial census about the con-
tractual form under which farms were operated. Alston and Higgs
(1982) have surveyed “what has been learned about the contractual
mix in Southern agricultural since the Civil War.”*' Their survey

49. Lucas, R. E. B. (1979). “Sharing, Monitoring, and Incentives: Marshallian
Misallocation Reassessed.” Journal of Political Economy 87 (No. 3): 501-521.

50. Lucas (1979) compares a mixed economy of both wage and share contracts
with an economy of only wage contracts and finds that the former arrangement
provides greater social welfare, when the contractual mix is governed by private
incentives. Another result from Lucas’s model is the derivation that the inci-
dence of share contracts increases with the cost of monitoring wage labor, and
with the labor intensity of the crops. Lucas did not carry out empirical tests
of his hypotheses, but he suggests that the model may have a general application
because sharecropping belongs to “a wider class of enterprises which might be
dubbed joint ventures. Other common forms in this class include both piece-
rate labor payment and the joint operation of a subsidiary by parent compa-
nies.” (p. 520)

51. Alston, Lee J., and Higgs, Robert (1982). “Contractual Mix in Southern Ag-
riculture Since the Civil War: Facts, Hypotheses, and Tests.” Journal of Eco-
nomic History 42 (No. 2, June): 327-353. Their survey provides important
evidence of sophisticated analysis of the economics of contracts by economists
working in the late nineteenth and early twentieth centuries. In 1924, a gov-
ernment report published by the Department of Agriculture concluded: “The
form of the tenant contract is determined largely by the abilities and willingness
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makes clear that our ability to predict in detail the overall structure
of contracts is quite limited, but some headway has been made in
predicting marginal changes in the contractual mix over time and
across geographical areas. The most successful explanatory vari-
ables are proxies representing the cost of contracting.

The theoretical derivation of the details of contractual structures
in agriculture and the empirical testing of such theories represent
a complex, perhaps unmanageable, affair. Consider the following
five points:

1. An optimal contract will allow for the sharing of risk.
The formula for risk sharing will depend on the relative
risk aversion of the contracting parties, and the degree
of risk varies with crops grown, technology used,
geographical area, type of soil, and markets for inputs
and outputs.

2. The optimal contract depends on the entrepreneurial
abilities of the owner of the labor input, and on his
ownership of both human and physical capital, which
often is subject to financial constraints.

3. The owner of land must consider the probability of
premature termination of the contract by the culti-
vator — for example, during the harvest season, when
the demand for labor is high. Various contractual de-
vices can be used to tie the worker to the land, such as
withholding wages until after the harvest.

of the respective parties to supply capital, provide supervision and assume
risk.” Gray, L. C., and others (1924). “Farm Ownership and Tenancy.” In
Yearbook 1923, Washington D.C.: U.S. Department of Agriculture, p. 586.
These early insights seem to have disappeared from economic theory as it
became increasingly more mathematical, but were rediscovered in the 1960s
and 1970s. Alston and Higgs claim that, in spite of technical extensions, our
theoretical understanding of contracts in agriculture has not advanced much
in the past half-century, and important contributions have involved primarily
econometric testing. They support this assertion by citing two doctoral disser-
tations, one by Enoch Banks (published in 1905), who “emphasized the in-
terrelation between the incidence of risk and the type of contract,” and the
other by Robert Brooks (published in 1914), who “stressed the interrelation
between the cost of supervising labor and the type of contract.” Alston and
Higgs (1982), p. 332.
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4. The party who supplies the land maximizes her wealth
both by securing a large flow of net income and by
protecting the resource against premature depreciation
caused by careless treatment.

5. If other assets such as draft animals, fertilizers, seeds,
and farm machinery are supplied by the landlord, the
need for supervision is all the greater, yet there may be
economies of scale in supervision when many types of
assets are supervised. For example, when a landlord
supervises both the uses of his land and various other
physical assets, the marginal cost of also supervising the
labor input can sometimes be low.>

This complexity does not prevent us from studying the impact
on the contractual mix of changes in one or a few variables. Alston
and Higgs (1982) report various tests of hypotheses regarding mar-
ginal adjustments in the structure of contracts. For example, there
is evidence of a positive relation between the value of land and
(1) the frequency of wage contracts relative to sharecropper con-
tracts, and (2) the frequency of sharecropper contracts relative to
fixed-rent contracts. The explanation, according to Alston and
Higgs, is that valuable land is given much supervision, and the
additional cost of supervising labor is relatively low. Hence con-
tractual forms that require relatively intensive supervision of labor
are favored, and the landlord avoids problems associated with
share contracts, which we illustrated in Figure 7.3. As we would
expect, the authors report that the opposite holds true when a
great proportion of the work stock is held by labor. The proportion
held by labor is positively associated with the relative frequency
of fixed-rent contracts.

The marginal cost of supervision should increase with the size
of the land unit, if the supply of reliable supervisors (such as family
members) is inelastic. Alston and Higgs (1982) report evidence of
a negative relation between the relative importance of wage con-
tracts and the average size of units of land owned in a district.

52. These are some of the points emphasized by Alston and Higgs (1982), and
Cheung (1969b), op. cit. notes 51 and 44, respectively.
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During the period 1930-1960, wage contracts rapidly replaced
tenancy in the Deep South. Alston (1981) reports that mechani-
zation of agriculture was the major determinant of variation in the
extent of tenancy in the South, both over time and across ten
cotton-growing states. According to his thesis, the introduction
of tractors lowered the cost of supervision in many ways and made
tenancy contracts relatively unattractive.

Because it lacks discretion, a machine’s performance is
comparatively uniform. Once tractor power was
adopted, standardization of production was introduced.
It became easier to measure labor input when em-
ploying the tractor, since the variance of labor’s

output (e.g., quality of rows plowed) is smaller. By
assessing the acreage plowed or measuring the quantity
of gasoline consumed by the tractor, a landowner could
monitor a combination of tractor and labor inputs
more cheaply than he could a combination of animal
and labor inputs.**

7.5. Money in a system of exchange
In this chapter we have illustrated the transaction-costs
approach to economic organization by examining market practices
in three areas: the market for consumer goods, the labor market,
and the market for agricultural land. We end the chapter by ex-
amining the market for money.

Economists are not in consensus on a definition of money, or
on its role and uses. In models of the Walras—Hicks—Patinkin tra-
dition, money is an intellectual appendage to the theoretical struc-
tures, and even when general equilibrium models incorporate risk
(the Arrow/Debreu variety), they give no analytical explanation

53. Alston, Lee J. (1981). ““Tenure Choice in Southern Agriculture.” Explorations
in Economic History 18 (July): 211-232.

54. P. 324 in Alston, Lee J. (1979). “Costs of Contracting and the Decline of
Tenancy in the South, 1930-1960.” Journal of Economic History 39 (No. 1,
March): 324-326.
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of the existence of money.> However, monetary economists have
long understood that the usefulness of money in individual ex-
change depends on the way it economizes on information. In fact,
the concept of transaction costs has one of its historical roots in
unconventional contributions to monetary theory, some of which
are reviewed below.

Economists of earlier periods, contemplating the uses of money,
often tried to answer the question by informally analyzing trans-
action costs under various systems of exchange. The most ele-
mentary trade model is the one of unorganized barter.*® The task
of finding a productive role for money in formal economic theory
is still incomplete in spite of many valuable insights contributed
by economists going back at least to Adam Smith. We can do no
more in this section than to sketch a brief outline of the role of
money in systems of exchange where transactions are costly.

7.5.1. Definitions

The exchange of rights to economic resources is a universal
social phenomenon. In communities of semiautarkic households,
the volume exchanged may be small, but even in primitive agri-

55. This point is made, for example, in Ostroy, J. M. (1973). “The Informational
Efficiency of Monetary Exchange.” American Economic Review 63 (No. 4):
597-610. Incorporating the concept of the information costs of individual ex-
change into the standard theory of value is not easy. Ostroy points out that
this poses a dilemma: ‘“‘How to make money appear without making the stan-
dard theory disappear?” P. 608.

56. The trials and tribulations of barter exchange are well illustrated by the case
of a certain Mademoiselle Zélie, which the British economist W. S. Jevons,
writing in the previous century, uses in his treatise on money and the mechanism
of exchange. Mademoiselle Zélie, a singer of the Théatre Lyrique in Paris,
gave a concert in the Society Islands while on a professional tour around the
world. “In exchange for an air from Norma and a few other songs, she. ..
[received] three pigs, twenty-three turkeys, forty-four chickens, five thousand
cocoa-nuts besides considerable quantities of bananas, lemons and oranges.
... As Mademoiselle could not consume any considerable portion of the re-
ceipts herself, it became necessary in the meantime to feed the pigs and poultry
with the fruit.” P. 1 in Jevons, W. S. (1910). Money and the Mechanism of
Exchange, 23rd ed. London: Kegan Paul. Cited in Clower, R. W, ed. (1969).
Monetary Theory. London: Penguin, p. 25.
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cultural societies there is usually some trade. It is hard to conceive
of a state that does not tax its subjects, and taxation involves the
transfer to the state of scarce resources in return for bona fide
citizenship and other rights.

We refer to arrangements that guide the transfer of rights as the
system of exchange. A system of exchange is made of laws, rules,
and conventions, and various instruments to facilitate payments.
Most economies contain several parallel systems of exchange. A
means of payment is a device for completing transactions so that
no party has valid claims for further payments.

When the shivering baker meets the hungry tailor in their classic
textbook encounter and they swap bread and clothing, bread and
clothing serve as the instruments of (final) payment that complete
the transfer of rights between them. The baker could also lengthen
the chain of transactions by selling her bread for rice and then
exchange the rice for clothing. In this case the rice is bought by
the baker for the purpose of resale and serves as an indirect link
in the transaction chain. Most systems of exchange are character-
ized by both direct and indirect flows.

It has been observed in nearly all known societies that certain
assets, commodities, or claims appear with great frequency as in-
direct links in transaction chains. We refer to such assets as media
of exchange. A medium of exchange that is also a means of (final)
payment is referred to as money. In fact, rice served for centuries
as a principal medium of exchange and money in large parts of
Asia.

7.5.2. The services of money

It is appropriate for economists to treat money as yet
another valuable commodity and examine the flow of services sup-
plied by the stock of money. Let us begin by stating that the
demand for money derives in part from the gains associated with
specialization in production. If people did not find it advantageous
to specialize in production or if they specialized in both production
and consumption, there would be no need for a medium of ex-
change. However, a medium of exchange also would not be
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needed, even in a complex exchange economy, if information was
costless. In a model where information is free, a sequence of in-
direct transactions makes no sense because the agents can settle
their accounts through multilateral clearing. In other words, agent
A could transfer commodity X to agent B, and receive in return
commodity Y from agent C, who thus pays her debt to B.

Positive information costs limit the gains from trade (even reduce
potential gains to zero) and give rise to transaction chains with
indirect links. The gains associated with indirect flows are best
understood when roundabout methods of exchange are compared
with an alternative exchange system, double-coincidence barter.
In the example above, the demands of the baker for clothing and
the demands of a tailor for bread must coincide in time and place,
and indivisible commodities can cause problems.

When the number of commodities equals N, there are
(12N)(N —1) exchange ratios if each commodity is traded with all
the other N — 1 commodities. It has often been pointed out that
the exchange ratios are reduced to N — 1 if one of the commodities
is made a unit of account. The resulting reduction in information
costs can be compared to the impact on transaction costs when
measures of weight, height, or temperature are standardized.”
However, one can conceive of a unit of account that is not si-
multaneously one of the means of payment (e.g., the British
guinea) or an economy that uses a common unit of account but
does not rely on specialized means of payment. Although historical
evidence suggests that a generalized means of payment is usually
also the most efficient unit of account, we still need an independent
explanation of indirect exchange.

Brunner and Meltzer (1971) offer perhaps the best analysis yet
of the services of money in an exchange economy. In their model
our baker has two alternatives when she seeks to trade some of
her bread for clothing. First, in preparation for direct exchange

57. See p. 787 in Brunner, Karl, and Meltzer, Allan H. (1971). “The Uses of
Money: Money in the Theory of an Exchange Economy.” American Economic
Review 61 (December): 784-805.
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she can invest in a search for information by exploring the circum-
stances of tailors in a given area — studying their tastes, the quality
of their clothing, and their need for bread. Or in the language of
economics, the baker can attempt to discover the tailors’ true
demand curves for bread and their true supply curves for clothing.>®
Investment in search uses time and other resources directly, and
there are also various waiting costs, such as storage of commodities
and delayed gratification of wants.

Second, the baker can add indirect links to her transaction chain
and in this fashion reduce transaction costs, acquire information
about quality, lower the expected price of clothing in terms of
bread, and reduce its variance. Indirect exchange also involves
various waiting costs, and, other things equal, the cost of trans-
acting increases directly with the number of links.

Experience tells us that certain commodities tend to appear as
indirect links in transaction chains more frequently than do other
commodities. A theory seeking to explain the services provided
by money must account for this phenomenon. Brunner and Meltzer
(1971) offer as an explanation that certain assets or commodities
involve relatively low marginal transaction costs, that these costs
tend to fall the more often an individual trades an asset, and finally
that most individuals face comparable structures of transaction
costs (that the costs of transacting commodities are not randomly
distributed across individuals). Certain commodities emerge as a
specialized medium of exchange when buyers and sellers invest in
arrangements that reduce uncertainty and improve their expected
price ratios.

The Brunner—Meltzer model does not consider production (ex-
cept the production of information), and it is assumed that each
individual holds an initial endowment of resources. The optimizing
individual is now faced with a rather wide range of choices: “His
problem is to find the optimal sequence of transactions and the

58. If trading posts for each pair of commodities in the economy were established,
the baker’s search costs would be lowered as she could go directly to the bread—
clothing post. See, for example, Clower, ed. (1969) [op. cit., note 56}, p. 11.
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optimal investment in information while choosing an optimal bun-
dle of goods or consumption plan.”” The model suggests that
several exchange systems may coexist within the same economy.

Niehans (1969, 1971) has also analyzed how money can emerge
spontaneously in market exchange, as part of an optimizing pro-
cess, by extending the basic neoclassical model to include trans-
action costs that depend on characteristics both of commodities
and of traders.” Transaction costs are assumed to be proportional
to the volume of trade and to enter the model in a similar fashion
as would proportional transportation costs. By varying patterns of
transaction costs, the Niehans model gives rise to different pay-
ments systems, some monetary, others nonmonetary.

For example, consider a medium of exchange that is used in
indirect exchange. The model shows that there is always a rate of
transaction costs associated with this medium that is high enough
to make it efficient to replace indirect exchange by direct barter.
In other words, a progressive increase in the transaction costs of
monetary exchange will eventually eliminate money. Similarly, a
general increase in all transaction costs (for all transactors and all
goods) will lower the volume of market exchange and eventually
make it optimal for people to consume only their own endowments,
and trade will cease. If we go in the other direction and reduce all
transaction costs to zero, the model reduces to a special case: the
basic neoclassical system. In the neoclassical general equilibrium
version of the Niehans model, ‘‘the choice between barter and
monetary exchange and, in the case of monetary exchange, the
choice of medium (or media) of exchange, are matters of economic

59. Brunner, Karl, and Meltzer, Allan H. (1971) [op. cit., note 57], p. 788.

60. Nichans, Jurg (1969). “Money in a Static Theory of Optimal Payment Ar-
rangements.” Journal of Money, Credit and Banking 1 (No. 4, November):
706-726. In the model presented in this paper, consumption is assumed to be
given independently of monetary arrangements, but that restrictive assumption
is abandoned in a later paper where consumption and monetary arrangements
are jointly determined. See Niehans, Jiirg (1971). “Money and Barter in Gen-
eral Equilibrium with Transaction Costs.” American Economic Review 61 (No.
5, December): 773-783.
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indifference. As a consequence, a neoclassical system is unable to
give an explicit analysis of monetization and monetary services.”®'

Niehans (1971) also considers the consequences of reducing
transaction costs to zero for one commodity, M. As it now is
inefficient to use any other commodity as a medium of exchange,
M becomes a general medium of exchange, and direct barter will
always be inferior to monetary exchange.

Finally, Niehans (1971) and Brunner—-Meltzer (1971) make the
interesting point that specialized traders and middlemen are sub-
stitutes for decentralized information, and suggest that their role
is analytically comparable to that of media of exchange such as
money.

7.5.3. Consumer confidence and the brand name of

money

Niehans and Brunner-Meltzer do not examine explicitly
what characteristics make some assets relatively inexpensive to use
as money, but common sense suggests two important considera-
tions, at least in the case of the commodity money: The transaction
costs of using a commodity as money tend to be low when its
physical characteristics are easily measured, and when there exist
for the commodity diverse resale markets with stable expected
resale price and low variance.

Clower (1969) argues that a great many commodities have phys-
ical characteristics required of a medium of exchange (such as
portability, indestructibility, homogeneity, divisibility, and cog-
nizability), and the choice of a general medium of exchange is
essentially a social decision. In Clower’s own words: “The technical
characteristics of commodities chosen to serve as ‘money’ are of
minor economic importance; what matters is the existence of social
institutions condoned either by custom or [by] law that enable
individuals to trade efficiently if they follow certain rules. ..

Clower does not preclude the spontaneous evolution of general

61. Niehans (1971) [op. cit., note 60], p. 780.
62. Clower, R. W., ed. (1969) [op. cit., note 56]. “Introduction.” (p. 13)
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media of exchange during historical or prehistorical periods, but
argues that mature exchange systems everywhere depend on legal
and institutional restrictions that raise the cost of using media of
exchange other than the sanctioned ones and lower the cost of
using authorized instruments of indirect exchange: ‘“The peculiar
feature of a money economy is that some commodities . . . are de-
nied a role as potential or actual means of payment. To state the
same idea as an aphorism: Money buys goods, and goods buy
money; but goods do not buy goods.”®

Yet the hold over the money market by social convention and
the state is less than these words may suggest.* The stock of money
is a durable good that provides a flow of service to the consumer.
But money differs from most if not all durable goods in that the
quality of money, the real services rendered, are a function of
future supply, as Klein (1974) points out in an important article.
An increase in the supply of money that is unanticipated by con-
sumers can sharply reduce the flow of services from their current
holdings of money. Similarly, an individual will find that his money
provides no services in exchange or as a store of value if other
individuals conclude that the asset is worthless. In other words,
the quality of a nominal unit of money depends on its resale value.
However, the cooling services of a refrigerator are not diminished
if the producer increases the supply of her product; only its resale
value is lowered.

The user of money adjusts her real money stock until marginal
costs equal marginal benefits. The marginal opportunity cost or
the price of monetary services is measured by the difference be-
tween the nominal rate of interest and the rate of return on the
money asset, (i — r,,). The demand for money in real terms is
therefore a negative function of (i — r,). But that is not all. The

63. Clower, R. W. (1967). “A Reconsideration of the Microfoundations of Mon-
etary Theory.” Western Economic Journal 6 (No. 4, November): 1-9. Re-
printed in Clower, ed. (1969), quote from pp. 207-208.

64. The following discussion is based on Klein, Benjamin (1974). “The Competitive
Supply of Money.” Journal of Money, Credit and Banking 6 (No. 4, No-
vember): 423-454.
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demand for money is also a positive function of B, the user’s
confidence in the money, and B is negatively related to the variance
of the anticipated rate of change of prices in terms of the money.
If the user of the money is confident that she can correctly predict
price changes in terms of this money, then B has a high value. If
several monies are used in the same economic system, and, for
each, (i — r,) has the same value (and the opportunity cost of
holding these monies is identical), then high-confidence (high B)
monies will drive out low-confidence monies.*

Information about the future performance of suppliers of money
is costly. Therefore, it is costly to provide and acquire information
about the quality of a monetary asset. Confidence can be created
by relying on physical supply constraints and by using commodity
monies, such as gold, whose supply is limited in nature. Another
approach is to guarantee convertibility on demand, and at a fixed
exchange rate, of a token money into a commodity and perhaps
also hold reserves of the commodity. The deadweight social cost
of using a commodity as a medium of exchange is the loss of
alternative use, such as the use of gold as dental fillings. Token
money usually does not have valuable alternative uses, but the
costs of creating consumer confidence in token money can exceed
the opportunity cost of using commodity money such as gold.

Token money is a pure case of what we referred to as experience
goods in the first section of this chapter: It has no measurable
physical characteristics that inform the user about the quality of
monetary services it will provide and is not accepted by users unless
the supplier makes costly investments in brand-name capital, which
is seen as a collateral or a hostage by the consumers. In the case
of unbacked fiat money, the potential gains from cheating con-
sumers by overissuing can be very large, which suggests that very
large investments in brand-name capital may be required. The

65. Ibid., p. 433. “The value of the brand name of, or consumer confidence in, a
money, is therefore assumed to be related to the anticipated predictability of
the future price level in terms of the money, while the quality of a nominal
unit of money is assumed to be related to the anticipated stability of the future
price level in terms of the money.” Ibid., p. 433.
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introduction of unbacked fiat money only relatively recently in
most countries is not fully understood,® but it is not unreasonable
to assume that the belated appearance of fiat money is linked to
a reduction in the cost of creating consumer confidence.-

7.5.4. The competitive supply of money

History records extensive intervention by the state in the
money industry. In the case of fiat money, many economists have
argued that intervention is necessary because the competitive sup-
ply of token money at freely fluctuating exchange rates would lead
to an infinite price level and degenerate into commodity money,
a literal paper standard.®’

Klein (1974) has examined these arguments in terms of the con-
cept of brand-name capital. He concludes that a competitive money
industry will not degenerate through overissue if certain conditions
are met. First, each money brand would have to be easily recog-
nizable by the consumers, and, second, both the firms and the
users of money must make the same estimates of the potential
gains to the firms of cheating on consumers by overissuing. In
equilibrium, the opportunity cost to a firm of not deceiving the
consumers by overissuing is equal to the firm’s profit stream. In
other words, the firm balances the returns on its brand-name capital
against the once-for-all gains of dissipating the brand name.*® If
consumers estimate the gains to the firms of cheating to be less
than the firms themselves estimate these gains, then overissue and
worthless token money may be the outcome.

Hayek (1976) has called for the denationalization of money and
the introduction of privately supplied currency. He believes that
the self-interest of private producers would lead them to protect
their brand names and keep the real value of money more stable

66. Until 1933, the U.S. Government promised to convert on demand its money
into gold.

67. This is the viewpoint even of Milton Friedman (1959). A Program for Monetary
Stability. New York: Fordham University Press, p. 7.

68. Klein (1974) [op. cit., note 64], p. 438.
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than the central authorities have done during the previous half
century.” One way to evaluate Hayek’s proposal is to draw lessons
from historical experiences with privately issued currency. The
cases most often quoted by both proponents and opponents of free
banking are the Scottish and American experiences in the eigh-
teenth and nineteenth centuries.”

The evidence, for example, from the free banking system in
New York State 1838-1863, as reviewed by King (1983), suggests
that a private monetary system need not bring disasters as some
critics maintain.”" But it is also important to realize that the New
York system was neither “free’” nor “unregulated.” In New York,
private bank notes had to be denominated in dollars; a dollar
denominated a particular weight of gold; and all notes were con-
vertible into gold at fixed exchange rates. The government printed
and registered the notes, required that circulating notes were bond
secured, defined the class of eligible securities, and served as the
custodian of the securities. And, the banks were required to hold
a minimum amount of specie reserves against circulating notes.”
We will not attempt here to weigh the pros and cons of private
monetary and banking systems, but it is not unreasonable to state
that “economists know little about the operation of fully private
monetary systems.””

69. Hayek, Friedrich A. (1976). Denationalization of Money. Hobart Paper. Lon-
don: The Institute of Economic Affairs.

70. See various essays in Salin, Pascal, ed. (1984). Currency Competition and
Monetary Union. Martinus Nijhoff Publishers. Note also Stanley Fischer’s
(1986) review essay dealing with this volume, “Friedman Versus Hayek on
Private Money.” Journal of Monetary Economics 17 (No. 3): 433-439.

71. King, Robert G. (1983). “On the Economics of Private Money.” Journal of
Monetary Economics 12 (No. 1): 127-158.

72. King (1983) [op. cit., note 71], pp. 142—143. The most common criticism of
free banking, gleaned from a review of the free banking episodes in history,
is that many issuers of circulating notes tend to fail, often because of their own
fraudulent behavior, “so noteholders only obtain a fraction of the face value
of their notes.” (p. 139) King concludes that the losses to noteholders in the
New York system were relatively small. (p. 156)

73. Ibid., p. 128.
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7.5.5. The choice of systems of exchange

The theoretical question whether money can emerge spon-
taneously in exchange is separate from theoretical and empirical
issues concerning the role of the state in the introduction of mon-
etary organization. Money is an instrument that can lower the
ruler’s transaction cost of wielding his power. For example, the
payment of taxes in money rather than in kind enlarges the op-
portunity set of the ruler and his cohorts, and money is an efficient
unit of account that lowers the cost of measuring the tax base and
the subjects’ taxes.

The acceptance of token money depends on trust, but trust is
related to state power. Early kingdoms were forced to cast their
more precious coins out of valuable metals partly because the
regimes often were unstable, and domestic coins faced direct com-
petition from foreign coins. With the rise of the modern national
state the use of token money became more common. Legal and
tax barriers against substitute currency were erected, the level of
general taxation was raised, and taxes were payable in government
money. Stability and power seem to breed fiat money.”

Klein (1974) recognized that the ability of a national state to
run down the brand-name capital of its currency by overissuing
represents a very large potential tax, which might be valuable in
situations such as wartime, when conventional taxation is inviable
or too slow. National governments may prefer to hold some of
their coercive capital in highly liquid form.”

Transaction costs are associated not only with the characteristics
of assets and commodities and investments in brand names but
also with characteristics of individuals and the social networks in
which the traders operate.”® A large share of all exchange, even
in highly advanced industrial societies, does not depend on a spe-

74. P. 10 in Goodhart, C. A. E. (1975). Money, Information and Uncertainty.
London: Macmillan.

75. Klein (1974) [op. cit., note 64], p. 449.

76. This point is emphasized in Goodhart, C. A. E. (1975) [op. cit., note 74], pp.
5-9.
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cialized means of payment. For example, this is generally the case
for transactions in the family or within monasteries, where each
member of a group has a (socially) defined role specifying his rights
and duties.

Goodhart (1975) makes the point that the same is true of trans-
actions within a typical firm where managers direct the use of
resources without making payments each time. This argument is
somewhat misguided. The employers use money to buy the right,
for example, to labor services during a specific block of time. The
various tasks of each worker usually are not individually priced
and paid for because high measurement costs would make such
payments inefficient. The situation is similar to the case of a woman
who pays a contractor to build her a home and where the speci-
fication of details is left open (within limits) depending on the
availability and price of materials and the evolution of the buyer’s
knowledge about interior designs as she becomes more familiar
with available alternatives. It is not correct to say that long-term
contracts of this nature do not involve the use of money.

Within limits set by the state, the choice of an exchange system
depends in an important way on the cost of acquiring information
about a trading partner and the cost of enforcing contracts. Trade
between total strangers has a potential for very high transaction
costs, and it can proceed only if the two parties trade easily mea-
surable commodities or use specialized media of exchange whose
value is independent of the bearer. A trader is reluctant to accept
credit instruments of no inherent value in return for commodities
unless he has reliable information about the buyer. Knowledge
that a buyer has invested in trust within a trading community and
will lose his valuable reputation if he fraudulently uses worthless
instruments lowers the cost of using credit as a medium of ex-
change. When the trade network is tight, when information about
the worth of fellow traders is cheap, when sanctions are inexpensive
to administer, and the cost of losing the confidence of the group
is high, a specialized medium of exchange may even be inferior to
multilateral barter as an exchange mechanism. In sum, we usually
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find several parallel exchange systems within the same economy
because individuals and exchanges are heterogeneous with respect
to transaction costs.

Technological innovations have revolutionized payments mech-
anisms and have lowered the cost of acquiring information about
trading partners and their claims. For example, advances in print-
ing technology have made paper money a more reliable means of
payment. The development of photography made personal identity
cards more dependable and facilitated the use of personal checks
as a medium of exchange. Communications technology has low-
ered the cost of establishing the existence of bank deposits and
has made possible the introduction of credit cards, yet another
innovation that has lowered the information cost of using bank
deposits as money.”

In Chapters 6 and 7, we examined the logic of contractual
arrangements in various markets by looking, for example, at con-
tracts in the input market that give rise to the firm, at contracts in
agriculture, and at contracts for forced labor. The analysis focused
on the impact of transaction costs on the structure of contracts,
and our assumptions of rational choice and individual utility or
wealth maximization led to the conclusion that individuals will seek
contractual arrangements that maximize the joint value of their
resources subject to constraints imposed by technology, the system
of property rights, and transaction costs.

In the last three chapters, we turn our attention to one of these
constraints, the structure of property rights, and examine the role
of the state in shaping the institutional structure.

77. Following Goodhart (1975), we define personal checks as a medium of exchange
but not as a means of (final) payment and hence not as money. Checks allow
exchange to proceed, but final payment takes the form of a transfer between
bank accounts.
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Explaining property rights






The emergence of property rights

8.1. Introduction

The state can affect the net wealth of a community by
redefining the structure of property rights, and by providing public
goods, such as standardized weights and measures, which reduce
the costs of transacting. Neoinstitutional Economics suggests that
the rules of the game, which in part are controlled by the state,
have a fundamental role in determining whether an economy enters
a path of growth and development or stagnation and decline. But
why should any government lay down rules that retard the econ-
omy? Although little can be said a priori about the utility function
of those who control the state, it is unreasonable to assume that,
other things being equal, they either prefer or are indifferent to
economic decline in their country. This conclusion should be in-
dependent of our model of the state, be it one assuming a contract
state or a predatory state. For example, a ruler of a predatory
state who seeks to maximize her wealth by taxing her subjects,
will, other things being equal, attempt to maximize the tax base,
the national income. An increase in the national income due to
more clearly defined property rights and less dissipation of rent
should be welcomed by both subjects and ruler, as it can be used

to augment both tax revenues and general living standards.
In terms of the economic approach to institutions, it follows that
failure to take advantage of output-enhancing adjustments of prop-
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erty rights must be due to some transaction-cost constraint. In fact,
the neoinstitutional approach suggests a macro version of Coase’s
law: The economic growth and development of a country are bas-
ically unaffected by the type of government it has, if the cost of
transacting in both the political and economic spheres is zero. How-
ever, when transaction costs are positive, the distribution of political
power within a country and the institutional structure of its rule-
making institutions are critical factors in economic development.

In their well-known survey of property rights, Furubotn and
Pejovich (1972) emphasize that ‘‘a theory of property rights cannot
be truly complete without a theory of the state. And, unfortu-
nately, no such theory exists at present.”"

The authors refer to ongoing research by Buchanan, McKean,
Niskanen, Tullock, and North which may fill this gap, and mention
especially a 1972 paper by North in which he attempts to use the
basic economic model of utility maximization to explain why ‘“‘the
state has frequently traded inefficient property rights (e.g., licence
to operate in a closed market) for revenue, and by doing so throt-
tled economic growth.”?

Although much work has been undertaken in this area since
1972, attempts to model the emergence of property rights and
institutional change are still the least developed area of Neoinsti-
tutional Economics. The last section of the book considers recent
attempts to endogenize both the set of rules that constrains the
choice of individual participants in economic exchange and the
rule-making institutions themselves. In Chapter 8 we look at
models that seek to explain the emergence of property rights with-
out developing an explicit theory of the state and of political pro-
cesses. Chapter 9 is concerned with social structures, transaction
costs, and property rights in stateless societies and in the inter-

1. P. 1140 in Furubotn, Eirik, and Pejovich, Svetozar (1972). “Property Rights
and Economic Theory: A Survey of Recent Literature.” The Journal of Eco-
nomic Literature 10 (December, No. 4): 1137-1162.

2. Ibid., p. 1140.
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national arena. Finally, Chapter 10 deals with political structures
in both autocratic and democratic societies.

The organization of Chapter 8 is as follows: We begin by intro-
ducing what we refer to as the naive theory of property rights and
its application in several areas. The naive theory looks at the emer-
gence or nonemergence of exclusive rights in terms of the costs
and benefits of exclusion and the cost of internal governance when
individuals share property rights. In a formal version of the naive
model, Field (1986) uses this theory to analyze both the emergence
of exclusive rights and the movement from communal exclusive
rights toward individual exclusive rights. We discuss various ap-
plications of the naive model, for example: how it has been used
to analyze the emergence of exclusive rights among North Amer-
ican Indians, the evolution of property rights on the American
Frontier, and the rise of agriculture in prehistoric times. We also
apply the model to situations where open access conditions have
persisted in spite of the dissipation of rent, for example, in the
fishery of modern economies.

We then go on to emphasize the limited usefulness of a model
that attempts to explain the structure of property rights without
reference to political factors and considerations of wealth redis-
tribution. For this purpose we draw on studies by Gary Libecap
and others, where the interplay between political and economic
factors is used to explain the existence of elements of common
property in various U.S. industries. The interest-group theory of
property rights augments the naive theory of property rights by
linking it with the theory of pressure groups that models institutions
as exogenous. Finally, we take a brief look at the literature on
rent seeking and try to place it in the context of Neoinstitutional
Economics.

8.2 The naive model
McCloskey (1985) has pointed out that “‘the American
institutionalists and the German historical school could argue truly
in the early years of this century that modern economics had no
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theory of the origins of property and could therefore not claim to
understand the long sweep of economic development.”” But since
the late 1960s or so, a group of scholars using the neoclassical
apparatus has tried to remedy this deficiency by turning their tech-
niques toward an examination of the origin of property itself. We
refer to some of these early attempts as the naive theory of property
rights because they seek to explain the development of exclusive
property rights without explicitly modeling social and political
institutions.

Demsetz’s 1967 paper, “Toward a Theory of Property Rights,”
is the classic reference for the naive theory of property rights.* His
thesis is the following:

Property rights develop to internalize externalities when
the gains of internalization become larger than the cost
of internalization. Increased internalization, in the main,
resu