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Summary

Comparing two literatures (NIE and 10) raises a puzzle
on the role of sunk/specibc Investments when
contracts are incomplete

To understand that we focus on the role of
endogenous outside options under an incomplete
contracts framework

GHM approach recognises endogeneity but only iIn
one limited direction and the main policy options on
property rights assignment strictly depend on that
assumption

We reverse some GHM conclusions under the
assumption of endogenous o.0.



The GHM approach/1

I Incomplete contracts

| 2 agents B(i), S(e)

| 2 assets ai, a2

| Super-additivity W>w>0 3y
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GHM/2: Ownership & Power

I The main assumption is that the ownership of physical
assets matters because it increases investors! ex-post
outside options after investments are made:

R'(i; A)>r'(ia,a,) 27 (i;a,) 2 7' (i;0) Vi:0<i<o forthebuyer

C'(e;A)‘ > ‘c'(e; al,az)‘ > ‘c'(e; az)‘ > ‘c'(e; (Z))‘ Ve:0<e<o forthesdler.

I The Intuition here is that ownership is a source of power
since it assigns to the owner the residual right to control
over non contractible uses, even when trade occurs
with third parties.



Under-investments under incomplete contracts



GHM/4: Ownership & Incentives

I Ownership determines parties! incentives to choose
the degree of specibc Investments given that
Investors! outside options are positively correlated
with ownership.

I Crucial assumption Is: Residual right to control
always Increases bargaining/market power
Independently of counterpartls decision to make or
not cooperative specibc investments.

I On the other hand, non-owner!s incentives to make
relationship-specibc investments are reduced (2nd
best)



GHM/5: how to allocate rights?

| GHM provide also a general framework to allocate
property rights according to the relationship attributes
which enhance the total surplus obtainable

¥ Complementarity/independence

¥ Human Capital essentiality/productivity

1.

- theory of the firm
- efficiency of vertical/horizontal mergers

- privatization/competition policies



Understanding outside options

I GHM assume an ex-post market structure according to
which the market opportunities for owners, after
Investments are made, are always greater than the ex-
ante competitive conditions associated to generic
Investments.

I However, It Is assumed that these opportunities are
never so great to overcome the brst best gains from
trading with the original counterpart.

1 Why? And what happens if not?



IO vs NIE: a puzzle?

I Sunk Investments may play a deterrence role against
competitors in a given market (Dixit, 1980): the
degree of irreversiblility is a signal to maintain/increase
ex-post market power, I.e. investors! outside options

| Specibc investments under incomplete contracts from
one side may decrease ex-post bargaining power
(under-investment); from the other may increase ex-
post market power (over-investment)

I GHM: implicitly consider that, but only to a limited
extent (0.0. are never binding ex-post). They do not
provide an explanation for this ad-hoc assumption.



Case 1: countervaliling effect of
specibc investment

I The buyer B Is able to select a specibc investment
such as to increase her valuation of contracting with
third parties (as in the GHM model) while increasing
the seller!s cost to trade with third parties.

I The net ex-post pay-off of agents will be given by:

I[I,=-p-aC(e)+ac(e,i)+aR@)+(1-a)r(i)—i



Case 1: countervaliling effect of
specibc investment
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the countervailing effect
IS high enough to crowding-out
the under-investment result.




Countervalling effect
and quasi-rents

I Countervailing effect might be large enough to
generate for the Investor a marginal return on
Investment for the buyer which is higher than that
associated with full ownership in the GHM model,
when

0<c'(i)( %1~' 1jR'(i)! (1)
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The (ir)relevance of property rights

I the countervailing effect debPned above does not
necessarily depend on the allocation of property rights
to the buyer

I When the countervailing effect is so large that

c@A)<ciA) %! TRGA) riA)] winja - f.a,)

then the assignment of property rights is irrelevant for
the selection of specibc investments both on the side
of the buyer and on the side of the seller.

What is relevant is only the impact of investments on
outside options: hon-owners may (over)invest!




Cross-competition equilibria

I In the general case parties may both affect parties!

outside options
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Property rights assignment with
endogenous outside options/1

I with endogenous outside options, in order to proceed
to an optimal allocation of property rights (also In
terms of reduced dissipation Iinduced by over-
Investments) we should also consider the relevance
of bilateral changes under any ownership structure

| we need to compare the variation induced on the two
outside options components (=S, B):

dc(e.,i.; A,
a (J J ])
o1 .

J

ar(i ,e;;A4;)
de.

J

(1-a)

+




Property rights assignment with
endogenous outside options/2

GHM policy suggestions depend on the ad
hoc assumptions made on the ex-post
variation of parties! outside options

We outline the cases In which optimal
allocation (also considering dead weight
losses generated by market monopolization)
Is different that that suggested by GHM



When property matters?

We show also crucial result;
I In some case property matters when access to

property Is essential In order to reduce
counterpart!s outside option and/or to increase
own outside option

In this case, an appropriate balance between
Internal (contractual) and external (market)
eflbciency should be taken onto account



Conclusions/1

depending on the degree of ex-post market
competition
() contractors may have strong incentives to make a over-

Investment (specibc or general purpose) even when they
have no access to property rights;

(i) over-investment may act as an endogenous enforcement
device.

With endogenous outside options the parties!
strategic interdependence could be inf3uenced by
the parties! ability to use ex-post market
competition as a discipline device in an incomplete
contract.



Conclusions/2

I In some case the allocation of property rights is
Irrelevant, what really matters is market endogenous
dynamics

I In some other case property to a party matters in
order to compensate counterpart!ls ability to
monopolize markets

I In some other case property matters because access
to property is a source of market power

I GHM: particular case with exogenous 0.0.



Applications

I Competition and antitrust policies: mergers control
I Compulsory licencing, access to an essential facility

I Optimal make-or-buy strategy in organizations



