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The costs of contracting: the tenancy contract
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The study of contracts lies at the |
Contracts, whether formal or inform

ing parties;
g parties; the tenancy contract between tenant and landlord — between

the o ,
e “Mmmamw _mmwa and the owner of land — s relatively simple and is thus
Dropriat .Ho p ¢ commencement of the study of contracts.

Lon z:mwnwmwwmﬁrm mmmm_m operator or a single family — the owner of

o g ertake 1 _nw of FHB activities. Family farming is com-

the v relative :M_,_m_ﬁmw y .OHWN.EN.nm. WN studying tenancy contracts in

tracting prob ﬁrwm wnE_va it is @Omm._En to isolate some basic con-

Ao g problems may m.ovmnﬁom In more complex organizations.
ground to the analysis of the tenancy contract I offer a critical
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review Cm H-@ tr NQHH:vuwN. a HONOT to t € H@mmﬂ.—OMHmmun muﬂm ween tenant

.Mmm STUDY Omvu THE SHARE OOZHW\V.OHu
ND CHEUNG’S CONTRIBUTION TO IT
Price theory textb i int ,

. ooks routinely introduce i i
function and discuss the margi s o o Production

. nal product of a factor such as |
given levels of such other factors as capital and land. Given ﬂrw WHMWMM%W.

ity of the fa i
mww&mnanﬁmzmﬂmww Mﬂm the h.dm%nn prices of factors and products, it is easy
. € optimum amounts and the val i
fioms of enct o the o ) e values of the contribu-
- The assumptions that fact i
e : The . ors are uniform and that
vant information is freely available usually underlie such discus-

sions. In s i
gl HMMMVMHMM@ ﬁro.vnoEnB o.m organizing production is trivial.
weathar, ook, oﬂwcawsozm are violated in reality. In agriculture
reather, P &mmnmnnn _ er forces mmmnnn. output differently in different vmiu
e in difterer ocations. In addition, no two pieces of land or two
re identical to each other. Determining the properties of each

unit of i i i
nput requires extensive and costly measurement. Owing to diver
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sity in the forces that affect output, the specific contributions of individu-
als are extremely difficult to determine. Individuals, therefore, can mask
their own low-level contributions by attributing them to other forces.
Such attempts to capture wealth make cooperation among individuals
costly, and, as will be shown, individuals can gain by organizing their
transactions in ways that lower these costs.

The inefficiency associated with the share contractis a particular mani-
festation of the wealth-capture problem that was recognized long ago and
that has received a great deal of attention from economists. In a share con-
tract, a landlord lets a tenant work the land for a share of the output. The
tenant’s pay to the landlord appears to be similar to an ad valorem tax, and
this analogy has been used to suggest that the share contract is inefficient.

Consider first, briefly, the ad valorem tax. The demand facing sellers of
a taxed commodity is lower than the consumers’ demand by the amount
of the tax. Because of the shift in demand, the market equilibrium quan-
tity under the tax is less than it is in the absence of the tax. The tax, then,
distorts resource allocation: Under the tax, the marginal unit is valued at
more than it costs; expanding production would produce a net gain, but
the tax creates a wedge that prevents the realization of that gain. ,

Economists have argued that this tax analysis applies directly to the
share contract. In Figure 3.1, adapted from Cheung (1969, p. 43), the
tenant’s marginal product on a plot of a given size is Mp;, and her or his
market wage is W. Were the tenant self-employed, she or he would apply
L* units of time to the farm. The landlord, however, receives a share of
the output. The tenant whose share of the output is (1 — r) then retains
only (z — 7) of her or his own marginal product, and in order to maxi-
mize wealth she or he will apply LT units of time to the farm. For units of
labor between LT and L*, the output value of the tenant exceeds the wage
rate, but the tenant will prefer to sell these units of labor service in the
market, because, per unit of labor, her or his share in the farm output is
less than W. Such tenants, then, will stop short of producing the output at
which the value of their marginal product equals their alternative earn-
ing. The shaded area in Figure 3.1 is the alleged inefficiency induced by
the share contract and is comparable to the tax distortion.

The tax analogy contains two implicit, and by no means innocent,
assumptions. One is that landlords find it prohibitively expensive to stipu-
late and police the amount of labor input; the other is that landlotds
encounter no cost in policing the receipt of their share of the output.
Whereas either assumption may be a good approximation of real circum-
stances in any particular case, the two are unlikely to hold true simulta-
neously. The assumptions that the cost of monitoring output is always
zero and that the cost of monitoring labor input is always prohibitive,
implicit in the traditional approach to the share contract, are ad hoc.
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In his ground-breaking work on the theory of share ﬂosm:nv.\ which he

tested iri i
fested MM“MEMNE against observed practices in China, Cheung (1969)
makes sev swwﬁ wwmﬁﬁm that are pertinent to the discussion here. The mnmw
consistent v m the Coase ,Hr.noﬂ_du is that in a world of zero Q.»:mwoaozm
nonz..wQ c S n”.m Hn%zn.nmwﬁ will yield an efficient outcome, as will other
- This is because contractors can
rms. T . costlessly add and poli
contract . d R
contrac mehwmnom.m insuch a way that all inefficiency is m_mEmM»ﬂmm
E&momma m?mm mo_w:ﬁm o%ﬂ that sharecropping is unlikely to have-been
A its long history of survival. Thi
e ival. Third, he spells out some of
ns that were necessary f i ii
i or efficiency to have b i i
haseconaions at y y ave been attained in
. . ng these are fixed plot si i
\m , ize, required levels of
sharec , req evels of other
EWR mo&“m MMMMn_nﬁwmmwob allowed crops. Finding that practices in China
. with these implications, Ch
were cons ( , Cheung proceeds to argue that
ok aMwMMMwnMM% Mxm%:n mﬂrm prevalence of share tenancy, vmnmcmma under
e landlord and the tenant share i i
. . dlc are in the va i
share tc garies of varia-
ttons In MMM%E. mwm in output value. Whereas Cheung’s critique of the
peceived ysis that QEEm. ﬁrm.: the share contract distorts the allocation
resour es is well taken, his risk-aversion explanation is not.
version does not satisfactorily explain the share contract. Atti-
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tude toward risk is a matter of taste. If, as we usually assume, taste is a
personal matter that may vary unpredictably across individuals, an expla-
nation based on risk aversion is not refutable. Even the assumption of
uniformity of tastes toward risk, that is, the making of risk aversion a
function of such observable variables as wealth, is still not sufficient to
explain sharecropping. In a zero transaction cost world, sharecropping
by itself is not an attractive method of sharing risk. Share contracting
does distribute the crop of a single plot between the two parties, but there
are other ways to distribute variability that can remove more of the risk.
For instance, because two persons residing on opposite sides of the globe
are not subject to common random forces, pooling the risks between
them reduces the risk each would face alone. Under the assumption of
costless transactions, such pooling involves no added costs and thus will
be practiced. In reality; of course, transacting is costly, rendering some
risk pooling difficult to effect. When transacting is costly, however, all
contract forms are costly; and in that case sharing may be chosen not, or
at least not only, for its effect on risk but also because of some properties
of transaction costs. Moreover, when transacting is costly, other con-
tracts may be chosen in spite of their riskiness. Next I offer a transaction
cost hypothesis to explain sharing; in subsequent chapters I offer transac-
tion cost hypotheses to explain other forms of organization, assuming
throughout that people are risk-neutral.”

THREE METHODS OF COLLABORATION BETWEEN
OWNERS OF LAND AND OWNERS OF LABOR

Given the total amounts of land and labor, there is some plot size or,
more generally, some size distribution of plots that maximizes total out-
put. Only a fraction of workers, however, own the commensurate
amount of land. Those who own more land than they can most profitably
cultivate by themselves can gain by cooperating with those whose hold-
ings are too small. In order to realize“the gains, the factor owners must
contract with each other. I consider here three methods by which two
owners can collaborate and in which ownership patterns are preserved:
(1) the wage contract, (2) the rental contract, and (3) the share contract.
The discussion of the consolidation of ownership will follow.

It was pointed out earlier that individual specimens of both land and

"When the sole contractual problem between tenant and landlord is the method of
dividing output, the role of risk aversion seems both simple and important. If, how-
ever, many sources of variability confront the parties, the role of risk aversion in
contracting for the assignment of any of such sources becomes much less clear and

much less important. For instance, it is not at all clear how transferring the mainte-
nance of irrigation ditches from the landlord to the tenant affects the distribution of

risk.
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labor are not uniform, and that, in addition,
variability due to factors such as weather and
will vary from plot to plot not only because of
the inputs but also because of random variability. Characteristics of the
variability are crucial to the choice among contracts.

Before analyzing the general case in which both land and labor are
variable, I will consider the special cases in which either the land or the
labor is uniform. Suppose that land is entirely uniform and unchangeable.
If collaboration is by a wage contract, workers can gain by shirking, exert-
ing themselves less than they would were they self-employed. Because
output is subject to variability both because of random factors affecting
output directly and because workers’ contributions to output vary, it is
difficult to isolate the effect of change in effort from the effect 'of the
random factors. Workers, of course, will be supervised, but given that
supervision is costly and subject to economy, workers will not be fully
penalized for a reduction in effort, and such a

reduction is therefore ex-
pected. Wage payment is accordingly adjusted to the expected reduction in

effort, and workers’ real income ultimately declines as a result of shirking.
Lowering the wage implies that shirking in penalized; workers are paid, on
average, for what work they accomplish. Such workers would prefer to
work harder and be paid more, because they operate at a point at which the
cost to them'of an extra unit of effort is less than the corresponding value of
the increase in output brought about by that effort; but the cost of effecting
such an arrangement exceeds the gain it would generate. Under the given
conditions, then, the wage contract requires costly supervision, and labor
is not applied at the rate that self-employed workers would choose.
Tenants who operate under share contracts retain a portion, but not
all, of their marginal product. Although the incentive to shirk is not as
strong here as it is in the wage contract, it is induced by the same factors,
and the préceding discussion of the wage contract applies.
Tenants who collaborate with landowners by renting their land pay a

fixed amount for its use. Output will differ from that expected, first,

because of random fluctuations, and, second, to the extent that the tén-
ants alter their own effort.

mmun&wnmmmcsmmoﬂdv_m:mao&:OH nosmavzﬂn
to output variability; the tenants’ expected output, then, varies only as a
function of their own effort. The tenant is the “residual claimant”; bar-
ring bankruptcy, the landlord receives a fixed amount, and the tenant
receives whatever is left over after paying the rent (this difference may, of
course, be a negat

ive amount). Apart from the random element, tenants’
reward is strictly a function of their own effort.*

production is subject to
pests. Output, therefore,

*The fact that the fixed
that land (inclusive of the
viewed as unchangeable.

-rent contract has not been claimed to be inefficient suggests
improvement and equipment that accompanied it) has been
On the other hand, economists have been quick to criticize
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would be efficient if landlords were compensated by users of land for the
exact reduction in land value. Because land is not uniform, however, the
exact evaluation of these effects requires measurement at every spot.
Exact and comprehensive measurements are obviously prohibitively
costly, and thus measurements are neither exact nor comprehensive. In-
deed, certain features may not be measured at all.

Tenants who can gain from exploiting those land attributes that they
are not marginally charged,for will use them to the point at which the net
gain they yield falls to zero. Thus, even though there are only two parties
to the transaction, an unpriced attribute is effectively placed in the public
domain. Tenants can capture such an attribute by simply exploiting it;
capture is costly to the transactors because exploitation is carried beyond
the point where the value of'its contribution equals the reduction in its
value and where the value of the land declines more than the value of
output increases. ) i

Any land attribute that can be changed by the tenant and is not charged
for by the landlord becomes a free attribute to the tenant and is then
subject to overuse. Similarly, any changeable land attribute that remains
under the landlord’s control will be undersupplied. If the landlord is not
contractually committed to maintaining capital improvements, she or he

is likely to postpone doing so beyond the contract period. All such ineffi-
cient practices reduce joint wealth and ultimately harm the two parties,
inducing both to seek methods to lower such i

nefficiences and to maxi-
mize the net value of their resources. .

METHODS FOR RESTRAINING LOSSES

Labor and land are complex factors, each with many attributes
contracts between pdirs of owners are u
individual attributes, then, controlled by contract, and what forces deter-
mine which contract will maximize the value of the resources? A fixed-
rent land contract can simply stipulate duration and rent; alternatively, it
can be as detailed as the contracting parties wish it to be.> Whereas
contractors are free to stipulate whatever they wish, not all attributes are
worth stipulating and monitoring. Any attribute that is not stipulated and
that can be varied becomes a free attribute. Tenants who are in control of
such an attribute will use extra units so long as they generate added
positive (net) income; landlords will similarly use attributes under their
control.

Although by assumption the loss associated with free attributes is too

’In either case,
mechanism is usu

tes, but
sually quite simple. How are the

a mechanism to enforce contract performance is required. Such a

ally provided partly by the contractors and partly by the courts. The
existence of such a mechanism will be taken here as a given.
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c

and other practices to be described) will be effective only if the cost

A One particular transaction cost

i ing it.
of reselling it exceeds the tenant’s mﬂS from using
permits reducing the loss from another.
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care and mainienance of the trees, which can be most efficiently provided
by the tenant, become free attributes to a one-year tenant, whereas a
longer-term rental contract enhances the tenant’s incentive for care and
maintenance, thus reducing the tenant’s exploitation of these attributes.
The task of caring for the trees need not be assigned to the tenant, just
as equipment maintenance is not necessarily a tenant’s task. Such assign-
ments are a matter of choice: The contractors are expected to assign the
provision of particular attributes to whichever party is more suitable. The
existence of such a choice points to another aspect of the loss-restraining
problem. It may seem that in the land-rent contract it is clear which
inputs each contractor furnishes: The landowner supplies the land and
the tenant the labor. The recognition, however, that any commodity is a
collection of attributes suggests that the real situation is more complex.
Improvements, for instance, are obviously not an integral part of the
land, and the contractors are free to decide which party will take charge
of any of them.® More generally, the contractors have leeway in deciding
which of them should furnish particular attributes.

With regard to each attribute, one can ask: ‘Which of the two parties
will be more inclined than the other to affect the (net) value of output by
manipulating that attribute? The principle I applied earlier to labor and
land applies also to individual attributes. If the party that will be more
inclined to affect the outcome by varying the level of an attribute is putin
control of that attribute, becoming, therefore, the residual claimant of its
variability, misallocation will be minimized. If, for example, land is
rented out on an annual basis, the maintenance of long-lasting improve-
ments will tend to be placed in the landlords’ charge, because they are the

chief beneficiaries of proper maintenance through the higher rents they
can charge for future periods.

Qun:%n.xw the contract form

In the preceding section it was shown that the fixed-rent contract places
various land attributes in the public domain and that the associated losses
can be lowered 'by manipulating the prices and quantities of related
goods. The overuse of those various contract atttributes that are not
directly controlled may be curbed, then; however, it cannot be elimi-
nated. It is proper to ask whether collaboration between owners of land

’If landlords are legally required to keep certain improvements present on the Ecn at
the time the contract is si

gned, there is no need to spell this out in the contract.
Similarly, if a landlord plans to maintain the improvements, she or he will not require

such maintenance from the tenant. Some contracts, then, may appear to be lacking in
detail but, nevertheless, may differ significantly from similarly worded tenancy con-
tracts in areas where the particular improvements are simply absent.
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by greater effort. Similarly, under the fixed
tenant were to receive a roo percent subsi
landlord were to pay a 100 percent tax on
returns within the contract period. In a sha
subsidies are reduced from roo percent to the worker’s share in the case
of the extra effort; the subsidies are similarly reduced in the case of the
soil nutrient, and a tax of 100 percent is reduced to the landlord’s share in
the case of the maintenance expenses. A fifty—fifty sharing arrangement
would reduce the distortions from each of the attributes to one-fourth of

their levels at the 100 percent tax or subsidy. Whereas all of these items
are taxed or subsidized in a share con

half of them being taxed or subsidized

contract forms is used, the quadratic relationship is capable of lessening
the total burden under the share contract to a level below that of the
burden either of the other forms generates. The share contract, however,
entails an increase in monitoring costs, which may tip the scale against it.
Monitoring serves to reduce the losses associated with margins of distor- .

tion. The monitoring of each margin of distortion, however, entails.its own
start-up cost. Since the share contract is subject to more margins of distor-
tion than are the other two contracts, its costs of monitoring are higher.
The gains the-share contract is capable of generating in reduced distor-
tions, then, may not be large enough, and the share contract may fail to be
adopted. As conditions gradually shift, favoring, say, the wage contract
over the fixed-rent contract, the share contract becomes attractive as an
intermediate step; nevertheless, because of the extra monitoring costs re-
quired, the share contract may be skipped completely. As the fixed-rent
contract becomes less attractive, the fraction of rent contracts is expected
to fall and the fraction of Wwage contracts is expected to increase; but it is
not possible to state, a priori, whether the fraction of share contracts will
increase or fall. Besides the three contract forms emphasized here, there is
one other arrangement that merits special attention: sole ownership.

-rent contract, it is as if the
dy on soil nutrients and the
land improvements yielding
re contract, these taxes and

when one or the other of the two

COSTS OF SOLE OWNERSHIP

I'have focused so far on the costs and gains associated with fixed wages,
fixed rents, and share contracts between owners of land and of labor.
Although different contracts encounter different incentive problems, every
exchange, and therefore every contract, is subject to some such problems.
The sole-ownership arrangement is free of those contracting problems that
arise when land and labor are not owned by the same individual; it may

“Not only is a fifty—fifty sharing formula simpler to administer than others, it also
tends to yield the highest reduction in distortions. As the value of the contributions of
the two parties become more equal, a sharing arrangement is more likely to emerge.
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SOME IMPLICATIONS
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with the introduction of a new crop, the other with the arrival of new
workers.
When a crop new to an area becomes profitable, information on how
well it will do in different locations within the area is more costly to
obtain than is similar information on old crops. Landowners who person-
ally cultivate only part of their holdings and contract with others to
cultivate the rest of their land know, as a rule, more about their land than
do their tenants. Because they are also the main beneficiaries of good
decisions about new crops, the discrepancy .in landlord versus. tenant
knowledge for the new crop is likely to be higher than it was for the old
crop. Tenants who are offered fixed-rent contracts may suspect that the
rent landlords demand is excessive and that the landlords are exaggerat-
ing their plots’ productiveness in growing the new crop. Such suspicion is
hard to allay, and so the tenants’ demand for land and their associated
counteroffers are likely to be low. Wage contracts are free of this particu-
lar problem because landlords who pay fixed wages bear the entire new-
crop risk, about which they are better informed than are the tenants. As
more landowners switch to the new crop, wage contracts should become
more common. In addition, it is expected that, as time passes, the trend
will be reversed, at least in part; with time, the cost of determining the
suitability of land parcels to the new crop will decline, inducing the
readoption of fixed-rent contracts where they were preferred before.
Another information problem arises with immigration. Little is known
about how workers who are new to an area will perform. Landowners are
reluctant to commit themselves to paying new workers the prevailing
wage. Given the lack of knowledge regarding workers’ abilities and atti.
tudes, both demand for the services of such workers and, consequently, the
wage offered are likely to be low. A new worker who believes that she or he
is more productive than the wage she or he is offered indicates can guaran-
tee” her or his output by offering to operate as a fixed-rent tenant. The
worker, then, bears the onus of the information problem. Therefore, it is
expected that relatively more new workers than established ones will oper-
ate as fixed-rent tenants. Moreover, new tenants will be given parcels that
are less easy to exploit, such as those containing few improvements. Some
old-time tenants may acquire a reputation for being gentle on the land and
on improvements; these individuals will be favored. Newcomers do not
have such reputations and are therefore expected to get land parcels for
which the lack of information makes less difference.

CONCLUSIONS

The owners of labor and of land can increase the value of their assets by
collaborating, because total output is then larger than it would be were
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Source of losses from various contractual forms

ici ici ack of
Policing Policing Policing L o
labor land output specializing
W SO
sC
FR
High losses F
>
Intermediate losses sC sC . FW, FR sC u
Low or no losses FR, SO FW, SO sO FW, FR

so: Sole owner of land and labor
sc: Share contract

rw: Fixed-wage contract

FR: Fixed-rent contract
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