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Series editors’ preface

The Cambridge Series on the Political Economy of Institutions and Decisions is built around attempts to answer two central questions: How do institutions evolve in response to individual incentives, strategies, and choices? How do institutions affect the performance of political and economic systems? The scope of the series is comparative and historical rather than international or specifically American, and the focus is positive rather than normative.

The first edition of this work has become the classic statement of the property rights paradigm. In this second edition Yoram Barzel clarifies, elaborates, and extends the argument. Clarifications consist of more straightforward writing and making effective use of diagrams to illustrate complex theoretical points. Elaboration takes the form of greater depth of analysis in various sections of the study; for example, the old chapter “The Old Firm and the New Organization” has been divided into two chapters that now include new sections on divided ownership and on insurance. Barzel extends the argument to the role of the state in the formation of rights, the role of government in lowering transaction costs, and property rights to wildlife.

The property rights model developed in this book is an important extension and modification of economic theory, explaining an array of phenomena that standard theory cannot successfully address.

Preface to the second edition

Since the publication of the first edition of this book I have continued to conduct research regarding economic organization and political economy. This work is reflected primarily in Chapters 5 and 6 of the current edition. I have also separated the discussion of divided ownership from that of the firm. The former now occupies Chapter 4, whereas in Chapter 5 I offer new thoughts on the latter. In Chapter 6 I briefly speculate on the emergence of property rights and the state.

Teaching property rights courses over the last few years has led me to discover in the first edition some errors, many ambiguities, and several instances that call for elaboration. I have attempted to correct the mistakes, clarify the exposition, and elaborate when necessary. I have also added a number of illustrations, some of which derive from new research on property rights.

I wish to thank Dean Lueck, who read the entire manuscript, for his helpful comments; my daughter Tamar, for enlivening the presentation and protecting the English language; and the Earhart Foundation for its generous financial support.

Preface to the first edition

The intellectual content of “property rights,” a term that has enchanted and occasionally mesmerized economists, seems to lie within the jurisdiction of the legal profession. Consistent with their imperialist tendencies, however, economists have also attempted to appropriate it. Both disciplines can justify their claims, since the term is given different meanings on different occasions. Perhaps economists should initially have coined a term distinct from the one used for legal purposes, but by now the cost of doing so is too high. I attempt, however, to make clear the meaning I give to “property rights” and to demonstrate why property rights so defined are an appropriate subject for economic analysis.

The material of the book is at the heart of a course I have taught in recent years. Undergraduate students take my approach in stride. Graduate students often vigorously resist my dissatisfaction with the zero transaction costs model; converting them is, however, rewarding. This book is influenced by the diverse classroom reactions. It is an attempt to appeal both to those with little training in economics and to specialists.

I am grateful to my former students Douglas Allen and Dean Lueck and to my colleague Paul Heyne, who read early drafts of the book and forced me to reformulate many of my ideas and to clarify their presentation. Douglass North, who supported the project from its infancy, also read the entire manuscript and made numerous valuable suggestions. Victor Goldberg and Levis Kochin provided useful comments as well. I also thank Elizabeth Case and my daughter Tamar for excellent editing; they demonstrated that clear writing enhances clear thinking. Finally, I wish to thank the Earhart Foundation for financial support.

Introduction

In the slave societies of the American South and the West Indies, as well as in others, slaves consistently – albeit rarely – bought their contracts from their owners in order to redeem themselves from slavery. In these societies the law afforded owners virtually absolute rights over their slaves, only seldom granting any legal rights to the slaves themselves; consequently slaves were not legally entitled to own the property necessary for self-purchase. There was no legal barrier or authority to stand in the way of owners’ retaining both slave and freedom money. Nevertheless self-purchase, whereby slaves acquired legal rights to their own labor, did occur.

As will be elaborated upon in Chapter 7, the study of property rights and of the costs of transacting can yield an explanation as to why slaves were able to buy their freedom; such explanations can be tested against the facts. The property rights model I develop in this book can provide explanations of an array of such phenomena, which standard economic theory cannot successfully address. These explanations range from identifying the reasons behind the choice between wage and piece-rate contracts to pinpointing the conditions under which charity is more efficient than profit-seeking behavior.

In the following chapter, I shall define “property rights” and introduce some of the central ideas of this book. In Chapter 2, the examination of the gasoline shortage of the 1970s illustrates the usefulness and importance of the property rights framework and familiarizes the reader with its mechanics. Chapters 3, 4, and 5 present the property rights model and its main organizational implications. Chapters 6 through 10 expand the model and apply it to various problems, including rights formation, slavery, and resource allocation in non-market settings. Chapter 11 summarizes the discussion presented in Chapters 1–10 and presents some general conclusions.

1

The property rights model

the definition of economic and legal rights

What are property rights? The term “property rights” carries two distinct meanings in the economic literature. One, primarily developed by Alchian (1965, 1987) and Cheung (1969), is essentially the ability to enjoy a piece of property. The other, much more prevalent and much older, is essentially what the state assigns to a person.1 I designate the first “economic (property) rights” and the second “legal (property) rights.” Economic rights are the end (that is, what people ultimately seek), whereas legal rights are the means to achieve the end. In this book I am concerned primarily with economic rights. Legal rights play a primarily supporting role – a very prominent one, however, for they are easier to observe than economic rights.

I define the economic property rights an individual has over a commodity (or an asset) to be the individual's ability, in expected terms, to consume the good (or the services of the asset) directly or to consume it indirectly through exchange.2 According to this definition, an individual has fewer rights over a commodity that is prone to theft or restrictions on its exchange.

The notion of rights is closely related to that of residual claimancy. The residual claimant to, say, an apartment house is its economic owner in that he is able to gain (here by exchange) from an increase in the value of the building, whereas he loses from a reduction in that value. Being its owner, he is motivated to take any action that will, net of its cost, increase the value of the property. The residual claimancy from an asset or an operation is often shared by several individuals. An important proposition, to be elaborated on in Chapter 3, is that in order to maximize the value of rights, a person's share in the residual should increase as his contribution to the mean output increases, and it should fall as his contribution decreases.

The economic rights people have over assets (including themselves and other people) are not constant; they are a function of their own direct efforts at protection, of other people's capture attempts, occasionally of formal and informal non-governmental protection, and of governmental protection effected primarily through the police and the courts.3 Legal rights are the rights recognized and enforced, in part, by the government. These rights, as a rule, enhance economic rights, but the former are neither necessary nor sufficient for the existence of the latter. A major function of legal rights is to accommodate third-party adjudication and enforcement. In the absence of these safeguards, rights may still be valued, but assets and their exchange must then be self-enforced. Squatters are less secure in their rights to the land they occupy than are legal owners not because they lack deeds but because less police protection is expected for such holdings. Agreements based on goodwill are examples of exchange not supported by third-party enforcement.

As defined here, property rights are not absolute and can be changed by individuals’ actions; such a definition, then, is useful in the analysis of resource allocation. The past failure of economists to exploit the property rights notion in the analysis of behavior probably stems from a tendency to consider rights as absolute.

The concept of property rights is closely related to that of transaction costs. I define transaction costs as the costs associated with the transfer, capture, and protection of rights.4 If it is assumed that for any asset each of these costs is rising, and that both the full protection and the full transfer of rights are prohibitively costly, then it follows that rights are never complete, because people will never find it worthwhile to gain the entire potential of “their” assets. In order that the rights to an asset be complete or perfectly delineated, both its owner and other individuals potentially interested in the asset must possess full knowledge of all its valued attributes. With full knowledge, the transfer of rights to an asset can be readily effected. Conversely, when rights are perfectly delineated, product information must be costless to obtain and the (relevant) costs of transacting must then be zero.

When transaction costs are positive, rights to assets will not be perfectly delineated. The reason is that, relative to their value, some of the attributes of the assets are costly to measure. Therefore the attributes of such assets are not fully known to prospective owners and are often not known to the current owner either. The transfer of assets entails costs resulting from both parties’ attempts to determine what the valued attributes of these assets are and from the attempt by each to capture those attributes that, because of the prohibitive costs, remain poorly delineated.5 Exchanges that otherwise would be attractive may be forsaken because of such exchange costs.

An illustration of the costliness of exchanging rights and their effect on resource allocation may be drawn from the draft of college football players by the National Football League (NFL). By drafting a player, a team acquires the exclusive negotiation rights for his services, inclusive of the right to transfer to any other NFL team. Every year the twenty-eight NFL teams select eligible college players in a predetermined sequence. It would seem that the team with the right to, say, the twentieth selection would choose the player among those not yet drafted whose net value to any of the teams is highest. Given the diversity of both players and teams, the probability that the team with the right to the twentieth selection will also be the one placing its highest value on any of the remaining players is the same as any other team's, that is, one in twenty-eight. Were the costs of exchange among teams low, the probability of that player being traded would then be twenty-seven in twenty-eight. The observed trading frequency of newly drafted players, however, is much lower than a low transaction cost model predicts. This cost of transacting, at least, does seem to be considerable.

What underlies this costliness of transacting? What are the factors that prevent people from realizing the full value of their assets? Commodities have many attributes whose levels vary from one specimen to another. Measuring these levels is too costly to be comprehensive or entirely accurate. How difficult it is to obtain full information in the face of variability fundamentally determines how difficult it is to delineate rights. Because it is costly to measure commodities fully, the potential of wealth capture is present in every exchange. The opportunity for wealth capture is equivalent to finding property in the public domain. A commodity lies in the “public domain” when the resources needed to acquire it accrue to no one.6 As viewed here, some wealth spills over into the public domain in every exchange, and individuals spend resources to capture it. This is characterized as “capture” because here, in contrast to a market sale, the original owner does not receive what the recipient expends. Whereas people always expect to gain from exchange, they also always spend resources on capture. Individuals maximize their (expected) net gains, the gains from exchange as conventionally perceived net of the cost of effecting exchange.

The sale of cherries illustrates the phenomenon of wealth capture. Obvious problems of information present themselves when cherries are exchanged. Customers must spend resources in order to determine whether a store's cherries are worth buying and which particular cherries to buy. Store owners who allow customers to pick and choose cannot easily prevent them from eating cherries after they have already decided whether or not to buy them, nor can they prevent customers’ careless handling of cherries. Indeed, the process of picking and choosing itself allows wealth capture in the form of excess choosing.7 The fact that the same cherry may be inspected by multiple customers indicates that some of the cherries’ attributes are placed in the public domain. The high cost of information results in transaction costs – costs that would not arise were the owner and the consumer of cherries the same person. If information about the cherries were costless, their initial owner would not have to relinquish any rights, and pilfering, damage, and excess choosing would be avoided. In reality, such public domain problems are unavoidable; people can take steps, however, to reduce the associated losses. One of the main tasks I will undertake is to discover some methods to reduce such losses.

divided ownership of commodities

Net gains from exchange can often be increased if the original owners of commodities transfer only subsets of the commodities’ attributes while retaining the rest. Cases where only a subset of rights is transferred are common; for instance, this is so in all rental agreements, as it is in any sale subject to guarantee. Exchanges that take this form result in divided property rights for single commodities: two or more individuals may own distinct attributes of the same commodity. As will be elaborated in Chapters 4 and 8, restrictions on the behavior of the owners may be imposed in order to enhance the separation of their individual economic rights. Incomplete separation makes attributes common property, relinquishing them to the public domain; if they are in the public domain, resources are spent on their capture.

Not only is ownership of commodities often divided; ownership of what appear to be the assets of an organization may be divided as well.8 Physical operations within, and on the fringe of, an organization such as a firm usually involve many commodities and, correspondingly, many attributes. Several individuals share in ownership of the attributes, each owning alone or with others some subset of these. Stockholders own some of these attributes, but definitely not all of them. For example, a firm (or, more accurately, its stockholders) that has a service contract for a copier to which it has the title does not have full economic rights over the copier. The firm is not the only party that gains when the copier performs well and loses when it does not. The service supplier is the residual claimant from the servicing operation, gaining if it provides good service and losing if the service is poor; it is thus a part owner of the copier. Among other partial owners is the manufacturer, which is liable for certain damages the copier may cause. Others are the employees, who are able to put the copier to personal use without charge; they are also part owners of economic rights, though not of legal rights, since in practice they have a claim on some of the copier's output. Here, too, restrictions may serve to separate rights and prevent free rides. In Chapter 8 it will be shown that such restrictions do not necessarily attenuate rights but instead may enhance them.

factors that affect

the allocation of ownership

One of the most celebrated propositions in economics is the Coase Theorem: When rights are well defined and the cost of transacting is zero, resource allocation is efficient and independent of the pattern of ownership (Coase 1960). Were rights well defined everywhere, much of economics, including this book, would be superfluous. Because the cost of transacting is positive, delineating and enforcing rights is costly – prohibitively so if done to perfection. In this section the proposition will be extended to consider the effect of positive transaction cost.

The ability to receive the income flow generated by an asset constitutes part of the property rights over it. The value of an asset is lowered when non-owners are inclined and able to affect its income flow without bearing the full costs of their actions. The maximization of the net value of an asset, then, involves the ownership or ownership pattern that can most effectively constrain uncompensated exploitation. The kind of ownership pattern to emerge depends on the variability in value of such assets.

It is relatively easy to ensure the rights to an asset when the service flow it generates can be readily ascertained, because it is easy to impose a charge commensurate with the level of service exchanged. When the service flow is known and constant, it is easiest to ensure that rights over the asset are also certain. If the flow is variable but fully predictable (for instance, if the service is the amount of electricity solar panels produce as the length of the day changes), rights are still easy to ensure, as they are if the flow is not certain but is unalterable (for instance, the amount of electricity the panels produce as weather conditions change). It is evident that, given the mean outcome, variability and uncertainty may reduce the value of the asset but need not affect the certainty of ownership.

When the flow of income from an asset may be affected by the exchange parties, ensuring ownership over it becomes problematic. When the income stream is variable and not fully predictable, it is costly to determine whether the flow is what it should have been in any particular case. Consequently, it is also costly to determine whether part of the income stream has been captured by the exchange parties. The exchange parties will engage in wealth-consuming capture activities because they expect to gain from them. When the income stream from the exchanged property is subject to random fluctuations, and when both parties can gain by affecting that income stream, the delineation of ownership then becomes imperfect.

A special case of great importance for understanding the circumstances under which ownership can be ensured arises when only one of two exchange parties can affect the income flow. Making the person who can affect the flow bear full responsibility for his or her actions ensures that ownership becomes secure. Such a person, being the “residual claimant” to an outcome that only he or she can influence, is the full-fledged owner of the asset.

In reality, randomness is pervasive and both exchange parties can affect the service flow generated by exchanged assets; ownership is therefore seldom if ever fully secure. For instance, the income stream generated by a rented car depends, in part, on how smoothly the car operates. Since used and even new cars are not identical to one another, they are not expected to run equally smoothly. A smooth ride is an attribute that both the owner and the renter can affect. A renter will find it expensive to determine to what extent the smoothness of the ride of the rental car results from its character and to what extent it results from the care given to servicing it. It is expensive to determine the true mean of the population from which the car is obtained, and it is difficult to know to whom to attribute the actual performance. Similarly, the owner cannot tell how much the smoothness of the rented car's ride has deteriorated because of the way it has been driven and how much it has deteriorated because of its character. As a result, the owner may skimp on servicing rental cars – doing less than owner-drivers would – and renters may be less careful with rented cars then they would be with their own. Each party expects such behavior of the other. Therefore, the demand function for rented cars will adjust for the effects of inadequate servicing, and the supply function will adjust for the effects of careless driving. The net gain in using the rental market, then, is less than it would be were the two parties to exercise greater care. If smoothness were costlessly measurable, the effect that each transactor had on that attribute could be easily determined and accurately charged for. In reality, assessing such marginal charges accurately is prohibitively expensive, and (maximizing) owners will choose not to exercise their rights fully. Some of the income stream, then, is left in the public domain. It is partly recaptured by the exchanging parties, who act differently than owner-drivers would.

Whereas rights cannot be fully defined economically when both exchange parties are able to affect the outcome, only one pattern of ownership does maximize the net income from the asset (and thus its value to its original owner). As I have already stated, the general principle underlying the maximizing allocation of ownership is that the greater a party's inclination to affect the mean income an asset can generate, the greater is the share of the residual (that is, ownership share) that party should assume.

The nominal owner of an asset may seem to have the right to the income the asset can generate. When the highest income the asset can generate requires exchange, some of the income potential will be used up in the process of effecting the exchange. The net income an asset will generate depends on the delineation of rights, that is, on how secure rights are over it. In the case described earlier, where only one person can affect the income from an asset, it is only when that person becomes the owner of the asset that rights become perfectly well defined, and it is only then that the income is maximized. This is a case where (as will be discussed in Chapter 4) rights are allocated clearly and income is maximized only under a particular allocation of rights. Since transacting is costly, the Coase Theorem cannot be invoked; it becomes meaningless to state here that as rights are well defined, income is maximized regardless of who has these rights.

the relationship between individuals’ rights

and economic organizations

Alienating assets and obtaining income from them require exchange, the mutual ceding of rights. Contracts that delineate the terms under which legal rights are exchanged govern much of the exchange of economic property rights and are central to the study of such rights. Some contracting parties consist of individuals acting on their own behalf. Others consist of pairs of organizations such as firms, governments, clubs, and families. In addition, there are contracts between individuals and such organizations. Because individuals’ objectives are relatively clear, whereas those of organizations are not, it is useful to define all economic property rights as rights possessed by individuals. Ultimately individuals always interact with other individuals, regardless of whether one or both interacting parties represent organizations in some capacity. The payments supermarket shoppers make for merchandise can be viewed as exchanges between individuals and an organization – between customers and the store. Such relationships, however, can always be reduced to the individual level. Let us consider the relationship between the cashier and the customers, on the one hand, and between the cashier and the store manager, on the other. A cashier in a store has the right to collect money from customers who buy merchandise in the store. The cashier, of course, does not usually retain customers’ payments; rather, in exchange for an hourly wage, the cashier cedes to the store manager rights over his or her time as well as rights over the cash received from customers. In turn, the manager's relationships with other individuals such as the store owners involve other sets of exchanged rights. As I will demonstrate throughout this book, the functioning of any organization can be similarly reduced to the ceding of various rights from one individual associated with it to another.

The assumption of individual maximization and, in particular, the assumption that individuals maximize the value of their economic rights are useful not only directly in the analysis of individuals’ behavior but also indirectly as the assumption underlying the functioning of organizations – indeed, of all societies. Individual maximization implies that whenever individuals perceive that certain actions will enhance the value of their rights, they will undertake such actions. This always applies, whether the individuals operate in markets, firms, families, tribes, government, or any other organization.

operational features of

the property rights model

The exchange value of an asset is a function of the gross income it can generate and of the costs of measuring and policing its exchange. The ownership of assets’ attributes is expected to gravitate into the hands of those people who are most inclined to affect the income flow the attributes can generate. The gross income stream (the market value of the flow of services) an asset can generate, the value of the contributions of different individuals, and the costs of policing and measuring the attributes of the asset determine both how strictly rights to it will be delineated and what its ownership pattern will be. Since these and similar magnitudes are measurable, the ingredients necessary for an operational theory of property rights are available. These operational features also apply to the analysis of constraints.

Because of the costliness of delineating and policing rights, opportunities arise for some people to capture what appears to be others’ wealth. As will be demonstrated in Chapter 3, these opportunities arise from people's ability to overuse and to underprovide unpriced attributes when exchanging with each other. Exchange partners may impose restrictions on one another in order to reduce the level of undesired behavior. Consequently, property rights – particularly the right to consume what appears to be one's own property – are often made subject to constraint. The character and incidence of the constraints are predictable. The analysis of constraints, therefore, can be incorporated into the study of property rights.

the property rights approach versus

the walrasian model

The presence of positive transaction costs is what makes the study of property rights significant. On the other hand, in the Walrasian, perfectly competitive model, rights are perfectly delineated and transaction costs are zero. It is useful, then, to briefly contrast the two models. A fundamental difference between the two concerns the role of prices. In the Walrasian model, costlessly determined prices suffice for all allocation problems. When transacting is costly, on the other hand, exchange requires non-price allocation methods with corresponding organizations.

In the Walrasian model, when equilibrium is disturbed a new equilibrium is instantaneously attained because, given zero transaction costs, the cost of adjustment is zero. In addition, Walrasian commodities are made up of strictly identical specimens, people are fully informed regarding the exchanged commodities, the terms of trade are always perfectly clear, and trade is instantaneous. As a result, neither buyer nor seller has to make any effort to incur any cost other than for the buyer to dispense the appropriate amount of cash and for the seller to cede the appropriate units of the good. Prices alone always suffice to allocate resources to their highest-value uses.

In the Walrasian model, where prices are sufficient for efficient allocation, institutions are superfluous; firms, clubs, tribes, or families cannot enhance efficiency. Nevertheless, for a long time economists attempted to address questions of organization by what amounted to ad hoc tinkering with the Walrasian model. Only recently have economists (and other social scientists) begun to take notice of the inconsistencies intrinsic to such an approach. The model used here explicitly explores the effects of positive information cost and the resulting positive transaction cost on behavior and on organization.

When equilibrium is disturbed in a positive transaction cost world, price adjustment is not expected to be instantaneous. As long as prices are not fully adjusted to new conditions, the quantities demanded are not, in general, equal to those supplied. Nevertheless, it is possible to determine how equilibrium will be attained. Where transaction costs are positive, a whole array of activities is required to effect exchange; cash with which to pay the pecuniary price is helpful but definitely not sufficient. Because of the complexity of exchange, parties have many opportunities to alter their behavior in order to gain from the discrepancy between the price actually charged and the one that would have achieved equilibrium.

To illustrate, consider some of the activities required to effect purchases in stores. Buyers must decide, among other things, whether to shop during the busiest hours (when, at the going price, the quantity demanded exceeds that supplied), or at off-peak times (when the reverse is true). They must then obtain all sorts of information: identify the location of the desired merchandise; determine by themselves or with the help of the sellers if the items they seek are available; decide if they are of the appropriate quality; select the specimens they think are best; ascertain the price, over which they may haggle; and make payment, not necessarily in cash. In addition, they may have to take care of warranties and, on occasion, exchange the merchandise. Completing purchases, then, involves an elaborate set of operations. More important, the costs and valuations of most of these operations can be altered. For instance, at any particular time a buyer may exercise return privileges more vigorously, and a seller may be out of an item that is usually in plentiful supply, or may unexpectedly help carry the merchandise to customers’ cars. When the market-clearing price changes but the nominal price does not, buyers and sellers may still adjust in many ways. They can gain from such adjustments, and wealth maximization implies that adjustments will be forthcoming.

Sellers can adjust to a price that is lower than the market-clearing level along various margins. A seller who is in control of the quality of the merchandise or of the number of cashiers per customer will adjust along such margins, especially the latter. For example, supermarkets tend to reduce the speed of service at rush hours. In general, sellers who choose not to adjust prices or who are prevented from adjusting them may still adjust along other margins. Given wealth maximization, the margins along which they will adjust and the corresponding effects on resource allocation are predictable.

The analysis of non-price adjustments or of property rights need not be restricted to the market sector in an economy or to market economies; on the contrary, the results of such analysis apply everywhere. They are as applicable to Hong Kong as they are to China during the Red Guard era or to tribes entirely without a market system. Application, of course, requires knowledge of the underlying constraints, and such knowledge may be harder to come by in some systems than in others. Although property rights analysis is usually applied to the capitalist market system only, it is most useful (and the Walrasian model is least useful) in systems in which market prices are least used and allowed to adjust. In Chapter 9 I will discuss briefly how property rights tools may be applied to a non-price economy.

Virtually all governments play a major role with regard to property rights; they also maintain the legal right to various properties and participate directly in economic activities. In addition, governments are heavily involved with adjudicating and enforcing contracts. A comprehensive analysis of the roles of government is beyond the scope of the present study; these roles will be touched on in Chapter 10 in the course of analyzing the behavior of individuals and enterprises.

Customs and mores seem to be additional non-price factors that affect the allocation of resources. However, the effects of these factors on behavior and on the enforcement of contracts will be ignored; although the factors to be considered are allowed to change, customs and mores, like tastes, are assumed to be stable and accordingly have no effect on the margin.

the distinctiveness of

the property rights approach

An enormous amount of literature written in the last quarter century departs from the Walrasian, costless transacting, model. This literature, in which the costs of information play a major role, is diverse, and thus far no single model has stood out as the most useful one.9 Different approaches with a bewildering array of names proliferate: “agency theory,” or the “principal-agent model”; “market signaling”; “rent seeking”; “bounded rationality”; “asymmetric information”; and “contract theory.” It is difficult to determine the precise differences between and even within these approaches because, as a rule, many assumptions are only implicit. Moreover, the empirical work in the area is too meager to help distinguish among them.

I shall not attempt to sort out these models, instead offering a few suggestions as to why I find such models to be less appealing than the property rights model. It should be made clear, though, that the differences among the models often seem more a matter of emphasis than a reflection of different fundamental assumptions.

The starting point of “agency theory” is that principals’ maximizing attempts are frustrated by agents whose objectives do not coincide with their own.10 The asserted asymmetry between the two parties is likely to divert attention from the reciprocity of – and perhaps even from the gains deriving from – exchange. The “rent seeking” approach, whether applied to market or government activity, tends to ignore (almost to a fault) gains from exchange; it concentrates on people's efforts to capture wealth from each other and neglects the opportunities to gain through avoiding waste.11 Indeed, it neglects the possibility that, individually and collectively, people take advantage of the opportunities available to avoid waste. In the process, they tend to exhaust these opportunities, and the cost of any further attempt must exceed the gain.

The problems inherent in the models based on asset specificity and on the opportunistic capture of quasi rent are very different.12 Such models usually deal with variables that are exceedingly difficult to observe and to measure. The proxies required to make such models operational are even further removed from the desired variables than is usually the case in economics. Thus, it is particularly difficult to determine precisely what it is that empirical tests confirm or refute. “Market signaling,” like rent seeking, emphasizes exploitation rather than maximization;13 as with the asset specificity model, it is difficult to formulate empirical counterparts to the variables the theory suggests.

In contrast, contracts that use the state's assistance to delineate and reassign ownership are central to the property rights approach. The study of contracts formed by maximizing individuals, and of the performance such contracts induce, tends to reveal the correspondence between theoretical variables and their empirical counterparts. Knight (1924) was apparently the first to specifically point out the economic role of property rights, and Gordon's (1954) thrust is similar. Coase (1960), Alchian (1965), and Cheung (1969) bring operational elements to the analysis. I wish to emphasize an additional element that helps keep reality in touch: a constant inquiry as to “who owns what” and what, precisely, it is that each party receives and concedes in a transaction. These simple points are nevertheless worth mentioning because they are frequently overlooked. The relative ease of rendering the property rights model operational will be made clear in the following chapters.14
The property rights model developed in Chapters 3, 4, and 5 will be used to follow through on Demsetz's (1967) and Umbeck's (1977) embryonic contributions to rights formation. In Chapter 6 I shall try to show that the property rights model is useful in predicting when new rights will be created and when existing rights will be placed in the public domain. I shall also argue that such changes pervade economic activity.15 Several empirical tests of property rights propositions involving such diverse activities as slavery, the allocation of water rights in the western United States, and the homestead movement will be presented in the following chapters.

1Ellickson (1991) makes the same distinction and elaborates on the role of the enforcement of rights without the assistance of the state.

2This definition follows that by Alchian (1965), Alchian (1987), Alchian and Allen (1977, pp. 114 and 198), Allen (1991) and Cheung (1970).

3The distinction sometimes made between property rights and human rights is spurious. Human rights are simply part of a person's property rights. Human rights may be difficult to protect or to exchange, but so are rights to many other assets. See Alchian and Allen 1977, p. 114.

4See Barzel 1982 and Allen 1991. What Jensen and Meckling (1976) define as agency cost is what is defined here as transaction cost.

5Similar considerations (not elaborated on here) apply to the protection of assets.

6As discussed in Chapter 2, the waiting time that people spend in line to acquire a “free” good accrues to no one, and therefore such a good lies in the public domain.

7Barzel 1982.

8Alchian (1965) recognizes that ownership of commodities and of organizations may be divided. Posner (1992) discussed property rights; he, too, notes that ownership can be divided.

9Eggertsson (1990) elaborates on this point.

10Ross (1973) and Jensen and Meckling (1976) are early proponents of agency theory.

11Tullock (1967), Krueger (1974), and Posner (1975) initiated the rent-seeking literature.

12Williamson (1975) and Klein, Crawford, and Alchian (1978) initiated the notion of the capture of quasi rent.

13 This approach had been initiated by Arrow (1973) and Spence (1973).

14Akerlof, in his pioneering study (1970), recognizes the effect of the non-uniformity of commodities and of the inadequacy of the received model of handling them.

15Another distinction of my study – although this need not be unique to the property rights approach – is that I take no account of problems of risk aversion; all my attempts to explain behavior proceed under the assumption of risk neutrality. As I will demonstrate in Chapter 3, there is much to be gained and little to be lost by assuming people to be risk-neutral.

6
The formation of rights

Having analyzed the causes that allow properties to be kept in the public domain, I can now address the issue of the formation of economic (though not necessarily legal) rights. It might be tempting to trace the pattern of currently existing property rights holdings to its point of origin to determine how and why it came about, yet such an effort would be futile. The ability to consume commodities, including those necessary to sustain life, implies the possession of rights over them. Once this is understood, it becomes clear that one cannot expect to discover any evidence of a pre–property rights state, since it is not possible to endow a pre–property rights state of affairs with meaning. In order to gain a toehold on the evolution of property rights, one must start with the simultaneous emergence of life and property rights and then consider a world where some rights are already in place. One must resort to something less dramatic than, but similar to, the physicist's big-bang theory. Once some rights are already in existence, it is possible to explore their evolution with respect to changes in economic conditions and legal constraints.

Inferences about the creation of property rights may be drawn by studying instances of anarchy or violent upheaval that necessitated radical acts of rights redefinition. A spectacular example is that of the California gold rush, described and analyzed in detail by Umbeck (1977). Rich deposits of gold were discovered in California in 1848 when the region was under U.S. military occupation, just days before the signing of the peace treaty between the United States and Mexico. The gold-bearing land was not privately owned, and according to the treaty it became the property of the U.S. government. The United States finalized the transfer of power from Mexico to itself by abolishing the Mexican law pertaining to mining rights on government land, but it failed to enact a law regulating the private acquisition of rights to mineral land until 1866. Although the U.S. government was the nominal owner of the gold-bearing land, it lacked sufficient power to enforce its ownership or maintain order. This impotence was exacerbated in that the thousands of fortune seekers who descended on the Sierra foothills to prospect for gold during this time of anarchy included many members of the American military who had been stationed in California and had subsequently deserted their posts. The gold prospectors were on their own, since there was a complete absence of legal constraints governing the gold-bearing land in California. Umbeck describes how these prospectors peacefully established rights over the deposits in one mine after another and adapted to new circumstances as they arose.

Although the process of forming rights to the gold-bearing land was not subject to much violence, it consumed substantial amounts of resources. Rights delineation was difficult to effect under gold-rush conditions because of the high cost of gathering relevant information. The situation the gold prospectors encountered was entirely novel. Little information was available to determine the precise criteria by which disputes would be settled and ownership ascertained. Rights that are initially in the public domain become well defined when it is possible to determine who the ultimate owner will be. The conditions of the California gold rush made this determination exceptionally costly.1 In addition, in the absence of state courts and of the known procedures under which they operated, predicting who would win any particular dispute was difficult.

In spite of its appearance, Umbeck's case is not one of a primordial creation of rights, since it is concerned with the private creation of legal institutions where those previously provided by the state have ceased to be available. In another study (1981) Umbeck is careful to note that as chaotic as the gold rush was, some rights were defined all along in practice, particularly those related to human assets and to personal belongings, which included guns.

a scenario for the emergence of rights

As was previously stated, it is not possible to trace the initial emergence of rights. Instead, I shall sketch a model that illustrates how, out of a Hobbesian beginning, economic and legal rights may have been formed.2 While not necessarily “realistic,” the model is capable of generating refutable implications.

Imagine an onset of human history in which diverse individuals are distributed over space. They use their strength and wits to survive, to maintain ownership over themselves when not enslaved, and to acquire possessions. There can be no legal institutions under these conditions; therefore, legal rights do not exist. People, however, have economic rights over their possessions. Individuals interact only to do better for themselves. With the passage of time, they accumulate information about those surrounding them. As they become acquainted with one another's patterns of behavior, they begin to engage in exchange. As long as legal institutions are absent, there exists no third party to compel individuals to perform; all exchange agreements have to be self-enforced.

Exchange, of course, permits specialization. In this scenario, it may be assumed that individuals specialize in the activities in which they have a comparative advantage and engage in trade whenever it is profitable. Of special significance is the exchange between individuals specializing in production and those specializing in protection. The exchange agreements must spell out the amount of commodities the producers will furnish and the nature of the protection the protection specialist will provide. The latter requires the delineation of the properties that will receive protection.

In this Hobbesian world, the legal delineation of rights emerges through self-enforced agreements between individuals with a comparative advantage in protection and those with a comparative advantage in production. The parties enter into such contracts because, given maximization, each of them expects to gain from the exchange. By delineating rights and adjudicating disputes, the protection specialist erects the legal machinery of the territory he protects and becomes the “ruler” of that territory. The legal rights he delineates enhance the economic rights that already exist. Protection, the delineation of rights, and the erection of legal institutions – which are some of the basic functions of the state – are thus seen to be consequences of the quest for private gain. Given that delineation and protection are costly to produce, however, they are not expected to be carried out to perfection.

Hobbes argued that people will install a ruler (whom he called a king) to protect themselves against their own predatory inclinations. Rulers, too, are expected to have predatory inclinations and might covet the wealth of their subjects. Moreover, rulers are expected to be powerful. Subjects, then, will seek protection from the ruler. It seems plausible that there would be economies of scale in the protection of sets of neighbors against each other and against outsiders by the same protector. The ruler specializes in the management of force. Given the scale economies to his operations, protection specialists are likely to become more powerful than each of their clients. Before installing a king, subjects are expected to have formed a collective-action mechanism to control him.3 This is a non-Hobbesian feature of the model.

Constraints placed on the ruler must accompany his installation.4 One likely constraint is on the size of the force under his personal command; others include the form of his remuneration and the length of his tenure. By employing him only partly on the basis of a residual from the outcome of protection but mostly for a wage, and by also supervising him, subjects will have made the ruler largely an employed, supervised manager of the protection effort rather than its primary residual claimant. Many medieval city-states in Italy imported a ruler (podesta), typically for a one-year period, and paid him a fixed reward. Such controls and remuneration methods reduced the possibility that he could organize a takeover and amass enough wealth to finance it.

It also seems plausible that there would be scale economies in the delineation of borders between neighbors and the adjudication of disputes that might occur. Moreover, the delineation of assets that the ruler provides for protection is complementary with that required for trade, so he is the low-cost provider of the service. To lower the cost of employing him, his subjects are expected to encourage him to provide legal services and to facilitate contract trade, that is, trade that makes use of third-party adjudication. The more standardized the traded commodities, the easier it is to trade by contract and the greater is the advantage of the scale economies to delineation. The more homogeneous an area, the larger the expected state size; likewise, the more standardized the goods produced in the area, the greater the expected scope of the state.

In this scenario, where subjects maintain tight control over the protector, there must be a balance of power between them, along with safeguards to preserve the balance. The safeguards cannot be perfect, however, and external shocks due to such events as foreign conquest or plagues will upset the balance. The likely outcome of an upset balance is a dictatorship. Once a dictator takes over, the state's economy is likely to decline and stagnate. Nevertheless the initial dictator and his successors are likely to cling to power. It is difficult to return to the rule of law; consequently, we see that history has been dominated by dictatorships.5
the common-property/private property

dichotomy

Until recently, most economists had not explicitly adopted a property-rights framework from which to analyze economic problems. The earliest and most notable exception is Frank Knight's discussion of social cost (1924). In his analysis of the use of roads he demonstrated decisively the role of ownership in the allocation of resources. In a similar vein, several decades later H. Scott Gordon (1954) analyzed the common-property problem of fishing in international (public domain) waters. After Knight, and even subsequent to Gordon's contribution, economists did not concern themselves much with property rights. Economists’ infrequent use of property-rights considerations may reflect a belief that such considerations are unlikely to produce useful results. Indeed, because most property does not appear to be common property and, more important, because the transformation of what is clearly considered common property into what is clearly considered private property is rarely observed, property-rights notions as expounded do not seem to be especially useful.

The perception that property-rights considerations are not useful in the analysis of resource allocation seems to stem from an all-or-nothing view of rights. Both Knight and Gordon assumed that property rights are either present and perfectly well defined or totally absent. They neglected the possibility of an intermediate state in which rights are only imperfectly defined.

The usual characterization of commodities as homogeneous entities, often with only one attribute, makes it easy to conclude that commodities are either owned or not owned, and that there are no intermediate states of ownership. Such a view seems to have been bolstered by the assumption that economic rights are equal to legal rights and that the latter are either present or absent. Moreover, the position usually taken has been that property rights are largely – perhaps entirely – created and enforced by government. Correspondingly, it has traditionally been asserted that it is the government's fault that rights are left in the public domain, subject to “open access.”6 Knight and Gordon implied that if the government had turned roads or fisheries into private property, the associated common-property dissipation would have disappeared. This view is easy to accept if one believes that commodities are one-dimensional, either owned or not owned. However, one then wonders why all resources are not always owned. The existence of theft has been recognized as an exception to the view that rights are perfectly well defined. The notion that rights are not well defined in general has not, however, been pursued.

economic rights and legal rights

The very success of Umbeck's study derives, in part, from the uniqueness of the California gold rush. Umbeck is able to explain the role of violence or, more accurately, the threat of violence when the state's authority is absent. His results, however, do not apply easily to more orderly circumstances. As a rule, in an already functioning society, the creation of rights is an ongoing process. Rights are created in the presence of state authority, which has a comparative advantage over private individuals in the use of violence and tends to discourage its private use.7 When a state authority is in place, the role of allocation devices other than violence is greatly enhanced. As I shall argue, as economic conditions change, property rights are constantly created and abandoned; therefore there is a need for an analysis that fits continuing, smooth changes in conditions.

It is useful here to reiterate the definition of economic property rights offered in the introductory chapter. These defined an individual's “economic rights” over an asset as the individual's ability to directly consume the services of the asset, or to consume it indirectly through exchange. The delineation of property rights is itself subject to individuals’ optimization. Describing what the property is and protecting it consume resources, and perfect delineation is prohibitively costly. Hence property rights are never perfectly delineated. Moreover, transacted commodities have many attributes, and the rights to different attributes of a given (physical) commodity or to different attributes of a transaction are not all equally well defined.

Legal rights, as might be expected, are a major factor in terms of their effect on economic rights. “Legal rights” are defined as what the government delineates and enforces as a person's property. By granting legal rights, the government participates in defining and protecting economic rights. Legal delineation is likewise both costly and incomplete. Moreover, individuals have a comparative advantage over the government in various delineation activities and actually undertake many of them. Correspondingly, individuals’ behavior must be considered in the study of rights formation.

Rights that are explicitly delineated by the state constitute only a small fraction of all legal rights. The rest are delineated contractually by their owners in the process of exchanging them. In a contract transaction, the buyer becomes the legal owner of the commodity sold by the seller where the contract (often supplemented by common law) delineates the attributes of the commodity. For example, a buyer of a ticket to a play is legally entitled to certain services delineated on the ticket. Contracts, however, seldom if ever delineate all the attributes of the transaction. The buyer becomes the economic owner not only of the attributes the seller legally agrees to deliver but also of others where, because of factors such as reputation, the seller chooses to deliver even though he or she is not legally obliged to do so. In the case of a play, the ticket holder has no legal recourse in case of a shoddy performance, but he or she knows that the theater company is likely to do a good job nevertheless. When buying the ticket, the buyer here becomes the claimant to and therefore the economic owner of the expected level of performance.

To clarify further the distinction between economic and legal rights, let us consider inventions. Many inventions, especially minor ones, are developed into salable products without any legal protection. The owners of other inventions simply do not seek legal protection because the cost of acquiring and exercising such protection is greater than the gain they would generate. Still, inventors often gain from their unpatented inventions, at least for a short span of time. Although these inventors lack legal rights over their inventions, they have economic rights over them. To pursue the distinction further, consider the afterlife of patented drugs. A drug patented in the United States is legally protected for seventeen years. Here, as in the general case, the legal rights tend to enhance the economic rights. When the patent for a drug expires, generic competitors often emerge. Nevertheless, the originally patented drugs typically sell at a large premium relative to the generic ones. In spite of the loss of legal protection, inventors retain substantial economic rights over their drugs. The reason seems to be that many buyers find it too costly to ascertain the properties of the generic medicines and are willing to pay a premium for the established brand-name ones. The rights the inventors retain result from consumers’ ignorance.
the delineation of new rights

The seed for the analysis of rights creation in an ongoing society was planted in Demsetz's (1967) study of the Montagnais Indians of Labrador. Demsetz's point is so simple that it now appears to be self-evident: New rights are created in response to new economic forces that increase the value of the rights. According to this view, rights in the sense of the ability to gain from property are largely a matter of economic value rather than legal definition. Demsetz hypothesized that as the value of a common-property resource increases, people are more likely to establish rights over it. Specifically, he noted that prior to the Europeans’ arrival in Labrador, when the value of beaver pelts was low, beaver habitats were held as common property. When the European market became accessible, the value of beaver pelts increased and beaver habitats were converted to private property. Demsetz did not, however, explore the nature of the break between the old and new concept of rights; despite the novelty of his observations, he failed to follow through systematically.8 Though some economists (and other social scientists) have applied Demsetz's ideas, they have not extended his methodology. I have chosen to expand and elaborate on this embryonic analysis of the formation of rights in order to show how individuals tend to delineate rights routinely more carefully as the value of these rights increases and less so as their value declines.

People acquire, maintain, and relinquish rights as a matter of choice. For example, after the discovery of gold in California, individuals found it worthwhile to delineate very accurately their rights to certain gold-bearing properties. After extracting only the relatively easily mined gold, they often chose to abandon their claims. Individuals take such actions directly in the private sector and indirectly, through the state, in the public sector. People choose to exercise rights when they believe the gains from such actions will exceed the costs. Conversely, people fail to exercise rights when the gains from owning properties are deemed insufficient, thus placing or leaving such properties in the public domain. What is found in the public domain, therefore, is what people have chosen not to claim. However, as Demsetz pointed out, when conditions change, a piece of property considered not worth owning may be newly perceived as worthwhile; conversely, what was at first owned may later be placed in the public domain.9
imperfectly delineated rights

Assuming that ownership is not attenuated, the legal owners of commodities are free to exercise their rights over their commodities in any (legal) way they choose. What causes an imperfect delineation of rights, then, is the choice of owners not to exercise all of their rights. Since rights that are not exercised are placed in the public domain, it follows that people deliberately place some of their properties in the public domain. Two examples will illustrate this point. Both restaurant owners who supply their patrons with “free” salt and owners of movie theaters who charge the same price for better or worse seats, thereby providing the differential free of charge, place some valued properties in the public domain. Patrons capture the rights to free salt by consuming it to the point at which its marginal value to them is zero. Restaurateurs price menu items high enough to cover the cost of the salt; however, they still relinquish the marginal unit of salt to the public domain, since the zero marginal charge to patrons is less than the cost of the marginal unit. Theater owners forgo the differential in value between better and worse seats, while moviegoers capture the right to the better seats by getting to the theater early enough to preempt the occupation of such seats by others, with the value of waiting time of the marginal person in the queue equal to the difference in the value of seats.

Owners are not prohibited by law from exercising their rights and imposing marginal charges for each of their commodities’ attributes. Rather, for some attributes they deem the returns to be less than the costs. The costs of imposing marginal charges consist of measuring or metering and policing.10 Were such charges imposed, the returns for the restauranteurs would take the form of higher prices, net of the cost of the salt, received for meals they provide, whereas the theater owners would be rewarded by higher revenues from ticket sales. Buyers, of course, would have to pay extra for the higher-quality seats and separately for the salt they consume. Still, they would gain more from the lower meal price, and their aggregate net valuation of the movie would still be higher. The owners, however, deem some of their rights too expensive to exercise and choose to place them in the public domain.11 Since owners cannot capture such values without incurring even greater costs, their actions are not dissipating. Even while seemingly placing such values in the public domain, owners are still able to extract some value. In the case of movie theaters, for instance, owners who sell all seats at the same price have the choice of either preassigning the seats or leaving them unassigned. It is assumed that they choose the method that yields the higher net income, thus reducing loss to capture.

Cases in which owners place attributes in the public domain, as in the preceding illustrations, are ubiquitous. Salt is just one of the many “free” attributes available to restaurant patrons. Another is the opportunity to eat at rush hour while not paying the owner a differential above the non–rush hour price, and while capturing the valued rush-hour time, as a rule, by waiting or by rushing ahead of others. Patrons also do not pay, on the margin, for the amount of time they occupy space in the restaurant and for the level of commotion they create. Many similar opportunities are available to supermarket shoppers, who can also capture the value of better than average produce or meat by increasing their efforts at selection. Finally, when renters of equipment are charged by the day, the intensity of use, itself multidimensional, is a free attribute.12
When the price people are willing to pay for a service increases, returns from its better delineation also increase. If, for instance, the value of all theater tickets were to be doubled, the difference in valuation between a bad and a good seat would also double; therefore, the return from pricing the difference would increase. Umbeck (1981) pointed out, however, that in the new situation the gain from theft would also be higher, as people would gain more from stealing the difference. They might, for instance, buy tickets for the lower-price seats and then attempt to occupy the higher-price ones. A priori reasoning does not yield the outcome that policing expenditures should increase more slowly than the gains from more detailed pricing. Although owners control which methods to employ for protecting their rights,13 thieves are also free to use whatever methods they see fit. Thus, the claim that rights will be better delineated when the returns from more accurate pricing increase is not always true.

Although one cannot make unambiguous statements regarding the level of delineation in reaction to the increased value of the asset, one can make such a statement regarding the effect on delineation of a change in the cost of metering or policing. The incentive to steal is a function of the value of the target commodity but not of the costs of metering or policing. When metering or policing costs decline, there is no reason to expect the gain from theft to increase. Therefore, if the costs of metering or policing a service were to decline, rights to it would clearly be expected to become better delineated and the price of the service would conform more closely to its value.14
Regarding Umbeck's point, shouldn't owners have an edge over thieves or other interlopers? On the contrary, examination of the definition of economic property rights suggests symmetry. Anyone who expects to be able to benefit from an asset, be it its legal owner or a thief, is its (at least partial) owner. When the market value of the asset increases, each of its current owners – and possibly some new ones as well – may capture some of that increase. Consistent with Umbeck's observation, there is no a priori reason to expect that one particular owner will prevail.

Consider a herd of cattle. Suppose that in the absence of theft, it would generate an annual income of $100. The legal owner spends, directly and indirectly, $20 a year on protection. At a cost of $5 a year, however, thieves are able to steal $10 a year's worth of cattle. Given his $10 a year loss to theft and $20 protection cost, the owner's net annual income is $70. The total net income the herd of cattle generates is $75, of which the legal owner owns $70, thieves own $5, and $25 are lost. Suppose that the market price of beef goes up and the potential net annual income from the herd is now $200. There is no a priori reason to expect that the net income of the legal owner will more than double. At the higher value, organized criminals may attempt to steal the entire herd, so it is conceivable that the owner's net income could even drop to zero.

The increase in the income potential of the asset has another effect on the behavior of its owners. It increases the aggregate gains from cooperation among them, which in turn is expected to lead to the better delineation of the asset. In the cattle example, if the thieves were members of nomadic tribes or transients, the gain to the owner of buying them off and subsidizing their settlement in a faraway spot becomes higher. This solution amounts to the implicit reallocation of the rights to the economic value of the cattle. In the process, the delineation of rights over the cattle indirectly becomes clearer. Their gain from theft is thus lowered. The success of such methods, however, requires a supply of thieves that is not very elastic. Similar is the case where a store's merchandise is stolen mostly by employees. When the value of the merchandise goes up, the gains from cooperation between store owners and employees increase, and employees are expected to be made fuller residual claimants to the income they help generate. This may be achieved by changing their status to part owners by using commissions as rewards.

Owners who place properties in the public domain may be able to lower their losses by restricting access to these properties. A restaurant owner, for example, will allow access to “free” salt to patrons but not to non-patrons. The state, too, may restrict access to “free” goods. Recreational fishing and hunting often require licenses and may be subject to catch limits. In some cases the state does not find it worthwhile to impose restrictions. Here there is open access to the public domain, as in fishing beyond states’ territorial waters or in consumption of air. Individuals, of course, maximize subject to whatever constraints they face.

disputes and the formation of rights

Owners of commodities may choose to retain them or to exchange them. Exchange is subject to contracts to which the parties obviously agree. It may be puzzling, then, that disputes over ownership erupt at all. A preliminary discussion of the effects of changes in conditions where delineation is incomplete will reveal what causes disputes and how they are settled.

Commodity owners decide whether or not to place attributes in the public domain. Theater owners, for instance, may price all seats equally one week and then adopt a more detailed pricing scheme the next; they are free to alter which rights they retain and which they relinquish, because they continue to own the asset. The sale of theater tickets constitutes a rental contract of space in theaters, and owners can form new contracts as older ones expire. When owning an attribute becomes preferable to placing it in the public domain, the commodity owner will make the appropriate contract changes at contract-renewal time. However, an attribute that is in the public domain while the old contract is still in force can be claimed only by spending resources.

In the case of theater tickets, the status of those seats that increase in value while the old price is still in force is clear. The advertising of particular pricing schemes for specific durations is part of the contract between an owner and patrons. There is no dispute here between owners and patrons; any breach of contract aside, during the advertised period the rights to tickets at the old price are relinquished by the owners. These rights are not relinquished, however, to particular individuals. Since the value of the seats is higher than it was before, competition among patrons for these seats will intensify. When the value of the seats is higher, the gain from avoiding such resource-consuming competition is also higher; since these rights are already in the public domain, it is not necessarily possible to avoid competing for them.

In the polar cases of a fully owned commodity (or of fully owned attributes) and a commodity placed entirely in the public domain, the commodities continue to be owned and unowned, respectively, when their values change. Disputes, including those that have a good chance of ending in litigation, may occur in intermediate cases. In these cases the contracts between pairs of parties simply fail to spell out stipulations to attributes that seemed to be of little value at contract time but whose value increases before the contract expires. Consider a landowner who rents out a piece of land with a deserted wooden fence on it. Suppose that at contract time the fence, which is not sufficiently valued to be explicitly mentioned in the contract, is simply ignored. Suppose, moreover, that while the contract is in effect, a highly valuable use for the fence lumber is discovered. Because rights to the fence are not well defined, a conflict regarding its ownership may erupt.

Regarding the capture of the rights placed in the public domain, I have asserted that whatever the criteria are for capture, individuals will meet them as long as the gains from doing so exceed the costs. These criteria are set to fit the particulars of the situation. In the case of the fixed-rent tenant whose contract does not constrain the extraction level of soil nutrients, the criterion is the appropriate method and intensity of cultivation; in that of the single-price movie theater, the criterion is time.15 These criteria, however, do not necessarily remain intact when the gains from capture increase. In particular, parties who initially only implicitly relinquish rights to an attribute to the public domain may claim that they retain partial or complete rights to the attribute and may attempt to compete with their transacting partners in recapturing the relinquished rights.

In the case of a contract that does not clearly delineate some rights whose value has increased, a conflict may emerge. In these contracts the owners of assets relinquish to their exchange partners subsets of their rights to the assets. The initial owners, whose actions (or, more likely, inaction) have implied that they have relinquished rights to an attribute, may now contend that these rights are their own, but their transacting partners may make the same claim. These considerations apply most clearly when the parties operate explicitly under contract; they may also apply to informal contracts and to relationships such as those between neighbors. Consider neighbors who possess a hedge that separates their properties. Initially they may have elected, at least in practice, to leave the hedge in the public domain. Changes may induce them to attempt to capture some attribute of the hedge, however. For example, a rare bird may have built a nest there. Here, too, a dispute may emerge as the value of property previously placed in the public domain increases.

The transactors considered here are operating under a contract, possibly an implicit one. One issue for them to consider is how the court might allocate the disputed rights and what costs they would incur in the attempt to influence these decisions. The parties will compare their predictions of court decisions and of the associated legal costs with those of such other methods of settling their disputes as arbitration or entirely private settlement, and they will select in each case the method they perceive as generating the highest net gain. It is true that the would-be plaintiff in a court case has the power to force the court's resolution of a dispute. When a dispute is actually settled out of court, it is because a would-be plaintiff has perceived this alternative to be of a lower cost than settling in court. The other disputant, however, may provide compensation, perhaps in the form of concessions, so that the method of settlement involving the lowest total cost (including the costs of negotiating the compensation) will be selected. Apart from the costs of transacting, the Coase Theorem holds true even here. As is obvious, whatever the parties’ decision, it affects rights delineation in their own case. As I will now suggest, the parties’ decision may indirectly affect delineation in general.

the role of the courts

in the delineation of rights

The courts participate in rights delineation in two ways. The first is indirect: When the parties choose to settle their disputes without resorting to the courts, their actions are influenced by their perceptions of how the courts would have acted in their dispute. The second is direct: The disputes are actually settled by the courts. The balance of this section considers the second component of rights delineation.

In countries operating at least in part under common law, such as the United States and England, common-law court rulings serve as precedents for new rulings. The courts serve to resolve disputes. When private disputes end in common-law courts, the resolution of the particular disputes contributes to the production of a public good, namely, the delineation of rights in situations similar to the one litigated. Since court rulings become precedents for similar cases, litigants are resolving others’ disputes.16
Private contractors play several indirect but crucial roles that complement those of the court. One role relates to the gains that result from anticipating and avoiding disputes. Because disputes and litigation are costly, contractors gain if their contracts anticipate potential trouble spots and provide for them. When such contracts do nevertheless reach the courts, court rulings are likely to delineate rights clearly because they are dealing with carefully crafted contracts. This effect is enhanced by forces of selectivity, which partially determine which disputes will be litigated. Focusing on the case where parties litigate for direct (mostly financial) gains only, disputants go to court only if they are optimistic about the outcome.17 Indeed, between them they must err in the direction of excessive optimism. A court ruling that is expected to be too ambiguous to truly settle a dispute deters the parties from litigating. Only if disputants expect a ruling that will clearly delineate rights, thus incurring few added future delineation costs, will they litigate. Among all potential litigants in a given class of disputes, self-selection will bring out the actual litigants who expect a ruling that will clearly delineate rights that had previously been in dispute.

Private contracts affect the delineation of rights in at least one more way. As conditions change, contract stipulations that had been attractive in the past may cease to be useful. Since the common law tends to absorb features that recur in private contracts, it is likely to have incorporated features deemed attractive in the past. The courts are expected to rule accordingly in litigation where the parties have failed to stipulate on various features of their transactions and have therefore implicitly accepted the common-law stipulations. When writing new contracts, however, contractors may explicitly stipulate whatever they wish; as long as the stipulations are not in conflict with basic principles of the law, the courts will respect the new stipulations. As new stipulations are written into contracts, the common law becomes exposed to them, tends to take them into account, and gradually replaces the old, less desirable stipulations with the preferred, newer ones. The common law is continually revised in the direction deemed desirable by private parties.

common property

I have stated that economists tend to classify ownership status into all-or-nothing categories, the latter being termed “common property” – property that has no restrictions placed on its use. The term originated in the English villagers’ practice of using certain areas for, among other things, collectively grazing their animals and cutting firewood. The current meaning of “common property” certainly does not fit the English villagers’ actual practice, as shown by Dahlman (1980).18 Dahlman's description makes it clear that the village common was open only to the villagers, not to outsiders, and that the villagers’ own rights were stinted. They could neither add livestock to the herd nor cut whatever amount of wood they wanted. On the contrary, they were allowed to place in the herd only a set number of animals, and all villagers were restricted as to the amount of wood they could cut. Whereas that land was held in common, its use was directly controlled by the villagers, partly through voting. It was certainly managed as private property.19
Regarding current practices, properties under government control are sometimes tagged as “common” or as being in the “public domain.” It is improper, however, to view such properties as being unowned. Properties that in economic (rather than legal) terms are owned by no one are deprived of any value. The view is sometimes expressed that such properties would be positively valued were they diverted to private ownership. A closely related view holds that the transfer of government property to private ownership will necessarily increase its value. A priori reasoning, however, is incapable of demonstrating that private ownership is necessarily more efficient than government ownership or that designating properties such as those in mid-ocean as private will yield net benefits. If, as I have argued, metering and policing are expensive, then private ownership, as compared with a zero transaction costs state, is never free of dissipation. As long as access to, and use of, public property is subject, as it usually is, to restrictions – such as prohibition of hunting of young game animals – one cannot conclude that rights would be better delineated under private ownership than they are under public ownership. The distinction between common property and property under government control will now be examined in the case of the private use of public roads.

Roads are economic goods typically held in the public sector. The conditions that implicitly underlie Knight's (1924) analysis of private ownership of roads are those such that private entrepreneurs can determine and collect the optimal prices and police the use of the roads costlessly. In practice, pricing and policing costs must be considerable. In comparing private and public ownership of roads, it must also be recognized that public roads are not, in fact, managed as common property. Besides restrictions on features such as the safety and size of vehicles, road users are required to pay various fees and taxes, the gasoline tax being the most significant.

The gasoline tax is a device for rationing road use; the higher the tax, the lower the demand for roads and the lower the level of congestion. It is, however, a rather blunt device for optimizing the congestion level. Because the tax payment is proportional to the number of gallons purchased, it fails to distinguish, for instance, between peak-hour use and off-peak use; it makes the wrong distinction, in terms of congestion costs users impose, between more and less fuel-efficient cars. However, because of the costliness of pricing and policing, market prices are subject to similar shortcomings. Correspondingly, in their pricing schemes restaurateurs do not distinguish between peak and off-peak hours and between fast and slow eaters. It is incorrect to conclude on a priori grounds, then, that the value of roads will increase if they are made private.

If private ownership is not always superior to government ownership, it is appropriate to consider the hypothesis that efficiency motivates placing assets in the public sector. A partial justification for this hypothesis is offered in the discussion of non-market allocation (see Chapter 9). Efficiency considerations will dictate how they are used. It is expected, for instance, that as the costs of, or the gains from, monitoring public-sector attributes increase, the use of public-sector attributes will be increasingly restricted. Testing this proposition will also test the more fundamental hypothesis that the maximizing forces in government are the same as those in the private sector. The following analysis of the delineation of property rights involving the North Sea among the surrounding countries (like the examination of homesteading in Chapter 8) will illustrate the preceding discussion and provide some evidence regarding the operation of government.20
the conversion of the north sea

into owned property

In 1958 the Convention on the Continental Shelf was signed in Geneva (see Dam 1965). The provisions of the convention divided among the countries bordering the North Sea21 some of the commonly held attributes of that sea, particularly those related to minerals. Two factors had been working to enhance the value of the North Sea in the years preceding the agreement. First, underwater drilling, which was becoming more widespread, was declining in cost; second, various signs were emerging that the region contained natural gas and crude oil reserves.22 The countries surrounding the North Sea could conceivably have unilaterally extended their territorial rights toward the middle of the sea. Oil companies, however, were not going to invest resources in searching for oil unless they expected their potential legal ownership and, concurrently, their economic ownership of that oil to be secure. The preceding discussion suggests that the increase in value of the oil resources of the North Sea generated forces to better delineate rights over it.

By reaching an agreement, the countries involved gained ownership of segments of the sea. They could then either exploit their sea rights directly or grant them to private parties and let those private concerns exploit them. Subsequent events proved that the formal agreement and the accurate delineation of borders was ultimately of great value. When the North Sea countries convened to establish rights over the sea, no one knew where oil would be found, so it was easy to arrive at a formula that would give each country the territory nearest to it without generating much dispute regarding the precise setting of borders. The formula actually selected was that any point on the sea (and on the sea bottom) belonged to the country to which the point was closest.

As it turned out, many of the major oil and gas discoveries lay close to the border between the Norwegian and the United Kingdom sectors. Since the border was precisely marked, ownership of these finds was not in dispute. There is little doubt that without the agreement oil companies would not have searched in that area. The value of the clear delineation is further illustrated by the following observation. There is a deep trench in the Norwegian sector of the North Sea. Laying a pipeline across the trench is prohibitively costly. Some of the Norwegian oil deposits are on the United Kingdom side of the trench, which seems to make the United Kingdom a more natural owner of that area than Norway. Consistent with the Coase Theorem, however, once rights were delineated, there was little difficulty in developing the area. Indeed, some of the Norwegian oil is shipped by pipeline to the United Kingdom.

means of enhancing rights

One reason attributes are placed in the public domain is that it is too costly to measure and police all the attributes of a transaction. Transactors may attempt to capture attributes that are not adequately measured, or they may engage in excess measurement in order to reduce capture costs. In order to maximize the gain from exchange, transactors are expected to seek ways to curb such costs. One such method is to exploit scale economies in measuring; another is to discourage duplicating measurements.

Some measuring and policing costs increase less than proportionately to the number of units in a transaction. For instance, as a rule, less unit measurement is necessary when all transacted units are obtained from a single manufacturing batch or from a given field than when they are obtained from several batches or from different fields. Similarly, when a capital asset is rented, the unit cost of measuring the reduction in the value of the asset declines as the rental period gets longer, since these costs are independent of the length of the rental period. Determining how productive the asset is requires only one measurement of the output; determining how intensely it has been utilized requires just a pair of measurements – one at the beginning and one at the end of the rental period. The availability of such scale economies, with regard to both a transaction's size and its duration, reduces the costs of rights delineation and, therefore, the loss otherwise associated with placing attributes in the public domain.

An entirely different method of lowering the costs associated with placing attributes in the public domain is to induce the parties to act as if the attributes were owned even if they are not. When supermarket shoppers are allowed to choose items such as apples, they are in a position to capture the value of the better apples, which are sold at the same price as the inferior apples. Sellers take deliberate action to make the displayed apples appear uniform. Indeed, were all buyers to choose randomly from the available selection (and given competition among sellers), the cost to consumers of apples of a given average quality net of the expense of choosing would be less than it is when consumers actually do pick and choose.23
Here are three predictions that relate to delineation: (1) As rental length increases, the fall in the rental fee will exceed the decline in unit cost, owing to the sheer cost of finding additional customers; (2) the more costly the measurement of the asset, the greater the price decline with duration of rental and the fewer the rentals relative to sales; and (3) the more diverse the product offered for sale, the more prepackaging will occur, and, in addition, the sellers who are more reputable will more commonly engage in prepackaging.

conclusion

By their own actions, individuals are able to control and to affect the delineation of their rights over “their” property. Individuals will exercise such control as part of their maximizing process. Whenever individuals find the existing level of delineation to be unsatisfactory, they will alter it until they are satisfied. In the same sense that individuals are always in equilibrium with regard to their asset holdings, they are also in equilibrium with regard to their rights over their assets. At any given moment, their rights are so precisely defined that they do not wish to change them.

Economic conditions, however, are constantly changing, and with them the equilibrium property-rights delineation is changing as well. As rights to commodities possessed by individuals become more valuable, the individuals will delineate these rights more thoroughly. As the value of rights to commodities that lie in the public domain increases, people will tend to spend more resources to capture them and to turn them into private property. Such transfer from the public domain to private ownership is sometimes effected by individuals and sometimes by the state.

When the value of rights to those commodities that are in the process of being exchanged increases, disputes between the exchange parties may erupt. The resolution of disputes results in the delineation of the contested rights. The courts participate in the delineation of disputed rights, and the common-law courts interact with individuals in such determinations. Individuals choose whether or not to go to a common-law court, and they will litigate new cases until rights become, in their perception, well defined.

When the costs of metering and of policing assets or assets’ attributes exceed the valuations, such assets or attributes will be relinquished into the public domain and become common property. Such common property is property people choose not to own. Both the English common and government property in general are valued, and their use is constrained; as a rule, they are not really common property.

1In an oral communication, Umbeck stated that casual evidence supports the notion that miners’ earnings equaled their alternative wages. If so, the potential net value of the gold was dissipated.

2Attempts are often made to describe the “ideal” state. This is not my intent. Rather, I am concerned only with how the state actually evolved.

3The organization preceding the emergence of specialized protectors as described here seems similar to organizations that have been observed in a number of anthropological studies.

4Given the English model that served Hobbes, the notion of a king (and a hereditary regime) seems natural. The city-state of Venice, however, is a better example. Starting its independent existence around a.d. 600 and ending in 1797 with the Napoleonic conquest, Venice seems to be the foremost example of a constitutional, or rule of law, regime that did not turn into a dictatorship. The ruler position in Venice (the dogeship) was not hereditary, and the power of the doge was rigidly constrained.

5Another relationship between property rights and the state is posited by North (1981), who emphasizes the effect of clear delineation on growth.

6Similarly, it is often asserted that it is the government's duty to fully protect its citizens against theft.

7Ellickson (1991) shows how rights may be established within existing states, but without recourse to third-party enforcement.

8In the same article Demsetz seems to vacillate between the positivistic view that rights are created in response to economic conditions and the normative view that government should enhance private rights.

9Libecap 1989 analyzes common-pool problems in a similar vein. He focuses on the political bargaining for the legal delineation of rights.

10An additional cost is that of convincing patrons that prices will not be raised after they enter the premises.

11A similar discussion is presented in Alchian and Allen (1977); see especially Chapter 5. Because of the cost of exercising rights, the policy prescription that all rights should be made private and enforced by the state is inconsistent with individual maximization and is, at best, innocuous.

12Chapter 3 includes a discussion of attributes that are placed in the public domain for each of the tenancy contracts.

13Cheung (1977) provides an example of an unusual policing method. He argues that theater owners in Hong Kong underprice the more expensive movie-theater seats in order to get them fully occupied and that such occupancy constitutes a relatively cheap method of policing. In other words, owners pay holders of expensive seats a fee (in the form of a lower ticket price) to perform the policing function.

14A confirmation of this implication – observing a more detailed price structure when the costs of policing fall – would also confirm that transactions consist of many attributes whose levels vary from one specimen to another; otherwise, one price per class of transactions would suffice.

15As stated earlier, theater owners have the choice between leaving seats within a single-price category unmarked or marking them individually. In the former case, patrons must wait for the theater doors to open; in the latter case, they must wait for ticket sales to commence. The latter form favors individuals who are willing to commit early. Owners, then, indirectly decide which type of patrons to cater to.

16Private rights are constrained by both common and statutory law. I shall not discuss the forces that affect statutory law, since that would require an analysis of legislative behavior beyond the scope of the present work.

17Landes (1971) was apparently the first to argue that disputes result from errors of excess optimism. Priest (1980) applied the notion to the decision to litigate, and Priest and Klein (1984) conclusively demonstrated the effect empirically.

18See also Ostrom 1990.

19Dahlman supplies considerably more detail on the management of the common.

20Lueck (1989) demonstrates that state action regarding wildlife is consistent with the hypothesis that its objective is to maximize the value of wildlife.

21Belgium, Denmark, France, the Netherlands, Norway, the United Kingdom, and West Germany.

22For example, gas was discovered in the Netherlands and beneath the North Sea near the United Kingdom.

23See Barzel 1982.
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