Property Rights: The
Foundation of Economic
Costs and Benefits
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“Protecting the rights of even
the least individual among us
is basically the only excuse the
government has for existing.”
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Ronald Reagan, actor,
governor, and 40th president of
the United States

ow we ultimately allocate our scarce resources depends
on the economic costs and benefits of the alternatives
we face. This is true whether we are talking about our
time, the property we own, or our ideas and inventions. Many
factors, including our personal preferences, can affect these
costs and benefits. The rights we have over the control and use
of our resources—usually dictated by the legal system—have a
significant impact on our choices. If you are not permitted to attend school because of your religion, race, or gender, the opportunity cost of going to
work instead changes dramatically. If you are not allowed to drive because you are a
woman, the economic benefit of owning a car diminishes considerably.
A few years ago, a U.S. district court ruled that it was illegal to download music
without the prior consent of the performer or music publisher. As a result, the economic cost of using unlicensed Web sites (e.g., Napster) increased, and, at the same
time, the economic benefit of using a licensed site (e.g., iTunes) increased.1 It makes
sense that sites such as iTunes, which negotiate licenses that permit legal downloads,
began to flourish only after the courts ruled against “pirated” downloads and imposed millions of dollars in fines. This example demonstrates that the definition of
ownership rights can substantially affect the economic costs and benefits of the opportunities we choose between.
As you will see next, these rights—which we refer to more generally as “property
rights”—also play a central role when it comes to voluntary exchange in a market. The
bottom line is that what we really buy and sell are property rights, which dictate the
ways in which we can use the goods and services we trade.

©

W

or

th

Pu
b

lis

he

rs

©

H

1John

Schwartz, “Tilting at Internet Barrier, a Stalwart Is Upended.” New York Times, August 10, 2009.
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4.1 The Nature of Property Rights

How people can use their scarce resources is determined by a society’s legal system
and its societal and religious norms. These institutions give us permission to enjoy the
resources under our control in specific ways and, at the same time, place restrictions
on their use. We refer to these rights—and the restrictions they impose—as property
rights.
PROPERTY RIGHT Legal or social permission to control and use a scarce resource

in a particular way.

International law gives combatants permission to take prisoners of
war. It does not give them the right to torture these prisoners for information.

EXAMPLE

Societal norms permit football spectators to stand up to watch important plays on the field. They do not give spectators permission to demand that
the people sitting in front of them remain seated.
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EXAMPLE

As legal guardians, parents are authorized to manage the income their
children earn. However, parents do not have permission to gamble with this
money.

EXAMPLE
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These examples demonstrate that a property right is not just limited to real
property, that is, land or some other asset such as a person’s home. In economic
terms, property rights apply to all of the scarce resources at our disposal, which
encompass virtually all of the choices we make. In the United States, most adults
over the age of 18 are entitled to vote. Prior to 1920, women were excluded from
this entitlement, or property right. They could not use their time to vote. In other
words, property rights often apply to people’s actions and not just their ownership
of tangible property.
Positive property rights give us permission to use our resources in certain ways.
Negative property rights constrain our choices. We can, for example, drive our cars
at 30 miles per hour through downtown Los Angeles—a positive property right—but
we cannot drive through a pedestrian walkway if there is a person standing in it—a
negative property right. Property rights can be thought of as the “rules of the game.”
You can’t cut a neighbor’s tree down without permission, even if it does block the
sunlight into your home. The neighbor has the right to benefit from the tree’s shade
and the value it contributes to his home site. Property rights define the ways in which
we can and cannot use the scarce resources at our disposal.
Property rights are created and enforced primarily by the government, through
its legislative and judicial systems. However, nongovernmental groups can also establish property rights. For example, a condominium association board may prohibit
pets in the building and include this rule (called a covenant) in the contract that
every buyer signs. What if you bought a condo in this building and then arrived with
your Labrador retriever? The association board can use the courts to enforce the
terms under which you purchased the condo. As long as the contract you signed—
with the no pet clause—is legal, you will likely be evicted unless your dog is sent
elsewhere to live.
In some situations, the courts have ruled that specific clauses contained in some
contracts are against the “public interest” and are, therefore, unenforceable. In the
United States, for example, a person cannot legally contract with someone else to
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perform a mercy killing, even if the person who initiates the contract suffers from a
painful, terminal illness. You cannot legally contract to sell your kidney to someone
else. Generally speaking, property rights that are created through legislative or court
action tend to be more enforceable than those created through private, voluntary
contracts.
Rights that are legally defined take precedence over private agreements. For example, in many states, the parents of an adult son who is gay have the legal right to
make medical decisions in the event that their son is incapacitated, even if the son
has a long-standing understanding in place with his partner. This is one reason that
same-sex marriage has become such an important issue: a key objective is to change
the legal rights that gay partners have relative to one another.
Religious norms can also establish positive and negative property rights. In most
religions, adultery is a sin because it violates the property rights conveyed by a marriage
contract. “Thou shall not steal” gives people the sole right to access and enjoy their
private possessions. Some religions strongly encourage “tithing,” which means that
congregants must give 10 percent of their income back to the church. In effect, tithing
rules give people the right to keep only 90 percent of the fruits of their labor; the remaining 10 percent belongs to the church to do with as it sees fit.
Community and social norms also bestow property rights that affect our everyday
decisions. Moviegoers expect that other people in the theater will not talk on cell
phones during the movie.2 Students expect that classmates will not make so much
noise that they drown out the instructor. Neighbors expect that others on the block
will mow their lawns periodically to maintain property values on the street. In each
of these situations, there is an expectation that a person’s choices will conform to
certain societal norms. These norms—which protect other people’s rights to a quiet
theater, a useful lecture, or a tidy neighborhood—are enforced by subtle but powerful
social mechanisms. These include verbal and nonverbal expressions of disapproval, as
well as a call to expel or otherwise punish violators.
However, social expectations about the behavior of others aren’t usually legally
enforceable. A good example of this relates to the socially acceptable use of hallways in New York City apartment buildings. With the exception of clutter and
combustible materials that violate the fire code, apartment residents must often
contend with each other’s use of hallways to store personal effects (baby strollers,
shoes, etc.) and even to host children’s parties.3 When space is tight and expensive,
social norms regarding the appropriate use of hallways apparently evaporate into
thin air.
Property rights may be private or common.

th

PRIVATE PROPERTY RIGHT A right that bestows exclusive control over a scarce
resource to one person or entity.

A car owner, subject to state laws, has the sole right to decide who
will drive his car and where it will be driven.
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EXAMPLE

College students age 18 years or older have the sole right to decide
who receives a copy of their grade transcripts.

EXAMPLE

2John

Kelly, “Radical Civility Works.” Washington Post, June 29, 2009.

3Penelope

Green, “Getting Territorial Out of the Hall.” New York Times, April 26, 2007.
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resource to a group of people or entities.
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COMMON PROPERTY RIGHT A right that bestows shared control over a scarce

A national park is common property that can be used by anyone who
pays the entrance fee.

EXAMPLE

The Internet is common property that can be enjoyed by anyone who
has the technology to access it.

EXAMPLE
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The National Park Service, an agency of the U.S. government, oversees the public’s access to national parks. The Internet is overseen by a nonprofit organization—
ICANN (Internet Corporation for Assigned Names and Numbers)—which assigns
Web site addresses, domain names, and IP (Internet protocol) numbers. Although
the Internet itself is a common property resource, a user can only connect to it
through some sort of network service that is private property and can deny access.
Your university server, for example, restricts connectivity to enrolled students, faculty, staff, and, possibly, alumni. AOL requires subscribers to pay a monthly fee to
link to the Internet via its network.
The key difference between private and common property rights is whether an
owner has exclusive control over the property in question. Can an owner access,
consume, share, deny access, or sell the property without the approval of others? In
the past, beachfront home owners in Southern California relied on the local police to
block nonresidents from accessing “their” shoreline. Similar restrictions were in place
along the shoreline of Lake Michigan, where coastal towns required city-issued passes
to access local beaches. In both cases, restricting access to the shoreline protected the
privacy of beachfront home owners and enhanced the value of their homes. In 2002,
the U.S. Supreme Court ruled that these home owners had illegally blocked public access to the beach, which was determined to be common, not private, property. Today,
there are public pathways (but not necessarily nearby parking) to the shoreline.4
In some countries, scarce resources are predominantly held in common. In Cuba,
for example, large tracts of agricultural land, factories, medical clinics, and housing
are owned “by the people,” which translates into common property under government control. In China, home owners are given the right to develop publicly owned
land through 70-year land leases.5 Yet even in these countries, private property rights
exist. For example, people in China can buy food and clothing, which they are not
required to share with others.
Even nations with a sophisticated system of private property rights hold some
resources in common. In addition to the park and Internet examples we’ve already
discussed, perhaps the most valuable common property we share in the United States
is our set of laws, including the Constitution and Bill of Rights, and our legislative
and judicial systems. We share access to these legal institutions, which dictate and
enforce our private property rights.
As it turns out, countries fall along a spectrum in terms of their mix of private
and commonly held property. In the United States, for example, home owners usually
gain private property rights to the ground under their homes, including mineral and

4Barbara Whitaker, “Ruling Clears Way to Ease Beach Access in California.” New York Times,
October 23, 2002.
5Joseph

Kahn, “China Approves Property Law, Strengthens Middle Class.” New York Times, March 16,

2007.
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water rights, when they purchase a house. As we mentioned before, this land belongs
to the people—represented by the government—in countries like China. In the United
States, people routinely get their medical care from private hospitals and physician
practices. (Active military and military retirees, who receive their care at government
facilities staffed with government-paid medical personnel, are an exception.) In contrast, most of the hospitals and clinics in England are part of the British public-health
service; in other words, they are common property resources that provide shared access and are controlled by the government rather than by private entities.
Why is there common property in a country like the United States, which has
long trumpeted private property rights? One explanation is that the right to control
access to some scarce resources—in order to block unauthorized use—is prohibitively
costly. Consider, for example, a scenario where an owner is given private property
rights to a city’s main streets: it would be costly to control access at each and every
possible entry point. Contrast this with a private road in a rural area that is owned
and maintained by the landowner who lives at the end of the road and who receives
the bulk of the road’s benefits.
Another situation in which common property rights arise is when many people
can share the use of a particular resource without compromising another’s enjoyment. For example, people may share a common property right to a privately run golf
course or to a privately run museum. Note that these types of common property are
not owned by the government but by community groups that can exclude people if
they do not meet membership criteria, such as paying dues. Still, the government does
own a lot of common property, including historic sites such as Ellis Island and Fort
McHenry, which can be enjoyed by many people at the same time.

rs

Converting Common Property into Private Property
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In some instances, property held in common can be converted into private property
by people who have the shared right to access the property. Probably the most famous example of this involves the most productive fishing banks in the world—the
Grand Banks of Newfoundland. These banks are common property because there is
no owner who controls access to them. As a result, questions arise as to how the fish
living in these banks will be managed and harvested over time. Who has the right
to catch fish? How much catch can be taken from the banks each year? Who will
enforce these restrictions?
Although the fishing banks themselves closely fit our definition of common
property, the fish—once caught—become private property. A fisherman has the exclusive right to eat or sell the fish she catches, as long as she does not violate local
fishing regulations. Fishermen reap economic benefits from the fishing banks only if
they can “privatize” the fish that inhabit the commonly-held fishing banks. Meanwhile, the cost of depleting the fishing banks is borne by all of the fishermen, today
and in the future.
This creates an economic incentive whose outcome is easy to predict: there will
be “overfishing” of the great fishing banks in terms of the number of fish caught
now versus in the future. Fishermen will race each other to claim the economic
benefits from privatizing the stock of fish that exists in the banks. Ecologist Garrett
Hardin coined the term “tragedy of the commons” to refer to such a situation.6

6Garrett

Hardin, “The Tragedy of the Commons.” Science, 162 (December 13, 1968).
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Hardin recognized that people have an incentive to overuse property held in common. As evidence, he cited the problem of overgrazing of common property by cattle
and sheep owners in the United States during the nineteenth and twentieth centuries.
What if the fishing banks or common grazing lands had been privately owned in
the first place and access to them could be controlled at low cost? The incentive to
overfish or overgraze would be eliminated because there would not have been multiple owners racing to capture the private benefit from property held in common. As
it turns out, private fish farms follow “best-practice” methods to maximize the value
of their fish stock through careful harvesting timetables.
National governments have stepped in with legislation to address the overfishing
problem. In 1992, Canada banned all cod fishing in the Grand Banks of Newfoundland after the collapse of its cod fisheries. Iceland has set an annual limit on total fish
catches (based on estimates of the stock of fish) and allots fishing quotas, by type and
size of fish, to licensed fishermen. These quotas are called “individual transferable
quotas” because they are rights that can be bought, sold, or leased through established
market exchanges that act just like a stock exchange.

Private Management of Common Property
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Based on field studies conducted over several decades, Elinor Ostrom (a political
scientist who won the 2009 Nobel Prize in Economics) has suggested that small,
local groups can effectively manage resources held in common so that the “tragedy
of the commons” can be averted without government intervention. Her research
has unearthed a variety of group arrangements that have been successfully used to
manage common property resources for hundreds of years. These resources include
alpine pastures and forests held in common by residents of Swiss villages, meadows
and forests owned by Japanese villages, and irrigation reservoirs and ditches owned
in common by farmers in Spain.
Drawing from her observations, Ostrom has identified those design features
that are most important to the success of voluntary common property access arrangements. To be successful, members of the user group must agree to a set of
community rules that regulate access to the common resource, impose penalties on
those who violate these regulations, establish a monitoring system, and block nonmembers from accessing the common property resource. The group’s members must
also be provided with low-cost mechanisms for conflict resolution and be included
in the decision-making process that develops the allocation rules for the resource
held in common.7
If you think about it, this is exactly the type of system that has been adopted by
private voluntary associations in the United States and elsewhere to manage commonly held property such as housing cooperatives, golf courses, and campgrounds.
Members of the nonprofit Nature Conservancy have even purchased private property
in the Santa Monica, California mountain range and converted it into a commonly
held resource whose terms of use are dictated by the organization.
Among the unresolved questions is whether voluntary arrangements can be effective in managing a common resource when the user group is very large, for example,
people who breathe and pollute the air. Also, certain common resources, by their very
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nature, may be difficult for private groups to monitor and limit access to, such as the
oceans or vast underground deposits of natural gas. Finally, to what extent can private groups enforce their voluntary agreements without the backing of governmentenforcement mechanisms?

ECONOMIC FALLACY If owners hold property in common, then no one can
be excluded from its use.

W
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False. Owners of a common property resource have the same ability to exclude
users who are not owners as owners of private property. Country clubs can exclude nonmembers, as can churches. Publicly held companies can keep those who
do not own shares out of stockholder meetings. The only question is whether
exclusion is possible at low cost; that is, whether the right to access (or prohibit
access to) a common property resource is ultimately enforceable. In the case of
breathable air, for example, one group cannot, at low cost, prevent another from
accessing the resource. We call this a public good because not only is the good
held in common, but excluding nonowners is virtually impossible. We address the
nature and production of public goods in greater detail in Chapter 16.

4.2 Property Rights and Trade

©

W

or

th

Pu
b

lis

he

rs

©

For trade to flourish, a clearly defined set of property rights must exist. When we
buy and sell goods, we voluntarily exchange the right to control the use of a good
in a specific way. Think about the “trade” you made to get a college education. The
tuition you paid for this course gives you the right to attend class, have your assignments graded, receive a final grade, and demand time during office hours. It does
not, however, give you the right to visit the professor at home, uninvited. Similarly,
when you bought your laptop, the seller transferred to you exclusive, private use of
the computer. This use does not give you the right to hack into other computers or
create and spread a computer virus. In effect, when you voluntarily exchanged your
dollars for credit hours or a laptop, you received a set of property rights that specified
how you could use your purchase.
What if property rights are not well-defined? How much would a home buyer be
willing to pay for a house if she cannot be sure that she will have the right to resell
the house in the future and enjoy any gains from the sale? Why would a buyer pay
anything for a car if the seller cannot ensure that the transfer of ownership is legally
enforceable, that is, that the car comes with a clean title? In situations like these, how
can a buyer and seller come to terms about the price of some good if the property
rights being transferred are uncertain? This is why well-defined property rights are
crucial for a system of voluntary trade to work.
Voluntary exchanges can still take place when property rights are in doubt, but
the exchange process becomes much more costly. In such instances, trades often
require additional, sophisticated “support systems”—such as insurance, guarantees,
warranties, title searches, and so on—which increase the cost of the trade. And,
when trading becomes more costly, fewer exchanges take place and economic activity diminishes. It is perhaps no coincidence that nations with more loosely defined
property-rights systems and weaker enforcement mechanisms tend to be poorer than
countries with rights that are more precisely defined and enforced. At the 2011 World
Economic Forum, President Dmitri A. Medvedev of Russia admitted that his country’s
corrupt legislative and judicial systems undermine economic development, saying
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that “Russia indeed faces many difficulties in creating the rule of law and building a
modern economy.”8

Involuntary Relinquishment of Private Property:
Eminent Domain

In a market, the exchange of property rights is usually voluntary. However, when one
of the parties to the exchange is the government, the exchange may be coerced. For
example, the law of eminent domain permits government entities—usually cities and
states—to buy your home and commercial real estate even if you are unwilling to sell it.
EMINENT DOMAIN The right of the government to take private property for

public use.

During the 1950s, the federal government exercised eminent domain
to purchase more than 42,000 miles of private property to construct the U.S.
Interstate Highway System.
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EXAMPLE

An Ohio municipality invoked eminent domain to acquire a piece of
property to build a continuous bike path through town.

EXAMPLE
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Eminent domain exists so that the government can pursue activities that promote the “public interest.” In most instances, eminent domain is used when a government agency wants to acquire properties to construct a public project and faces
potential “holdouts”—property owners who do not wish to give up their properties
in return for the government’s offer of compensation and those who are “holding
out” for a better deal. The application of eminent domain has been hotly contested
in some instances. For example, is it in the public interest to use eminent domain
to acquire land for the private development of shopping centers? Or is this solely in
the economic interest of developers and the government (which gains new sources
of tax revenue)? Whatever the motive, the U.S. Supreme Court has recently ruled
that economic development can justify the legal “taking” of private property through
eminent domain.9
Even if your family has owned its home for 20 years, or your mother, who is
a physician, has owned her clinic building for her entire career, private ownership
rights do not protect your family from eminent domain. In other words, when
your home or your mother’s building was initially purchased, the rights that were
conveyed did not include an exemption from future eminent-domain actions. However, your property rights do protect you from having your property seized without “fair” compensation—usually dictated by market value. The last clause of the
Fifth Amendment, called the Taking Clause, requires that “just” compensation be
paid for property taken under eminent domain. Many countries, including Russia,
Venezuela, and China, offer no such protection and often seize private assets for
the “public good” without paying any compensation. You can probably imagine the
long-term negative impact these activities have on private business investments in
these countries.

8Eric Pfanner, “At Forum, Medvedev Seeks to Reassure Foreign Investors.” New York Times, January 26,
2011.
9Linda

Greenhouse, “Justices Uphold Taking Property for Development.” New York Times, June 24,

2005.
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What if you place a greater value on your home or your mother’s practice locale
than the market does? Perhaps your home has been in your family for generations,
or your mother has no place to relocate her practice that is as convenient for her
patients. These types of opportunity costs are not considered when the amount of
compensation is determined. This is yet another example of the divergence that can
arise between accounting and opportunity costs and its impact on private and public
decision making.

Trading Resources Held in Common
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If the rights to a resource are held in common, the resource cannot be traded unless
each and every owner agrees to the exchange. Alternatively, the owners may agree in
advance to a less costly decision process, such as majority rule voting or delegation
of authority to a subset of owners, an elected board of directors, or a designated governmental body. For example, local residents typically delegate their decision-making
powers to their elected local officials when land-use planning and zoning matters
arise in the community.
In some situations, the cost of reaching a decision about the use of a commonly
held resource can outweigh the benefits. Think about the amount of time and money
Congress spends to reach agreement about the use of publicly owned lands. One piece
of legislation proposed to sell more than 240,000 acres of national forest land, the proceeds from which would be applied to fund rural schools and new highways. This proposal has been debated for years, with politicians taking one side or another depending
on whether the proceeds from the sale would only go to the regions adjoining the land
or would be shared with other regions of the country.10 As this example illustrates,
there can be huge transaction costs when it comes to managing and trading common
property resources. These costs will usually be far greater than the transaction costs that
arise when private property is exchanged.

4.3 Enforcing Property Rights
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If property rights are to have any impact on individual decision making, they must
be enforced. Let’s say that you have a piece of paper—a deed—which states that you
own your home and have exclusive rights to the economic benefits arising from this
property. This means that you have the right to exclude anyone else from entering
and using your home unless you have explicitly given them permission. This may
sound a bit selfish, but having the ability to exclude others from the benefits of the
goods that you own is what property rights enforcement is all about.
Think about the purchases you make every day. If there is no one to keep you from
simply taking as much gasoline from the pump as you want, why would you ever offer
to pay the seller? The owner of the gas station must be able to prevent you from taking
gas if he is going to be able to extract payment from you. If he cannot do this, he will
have no incentive to purchase gasoline in the first place for resale.
Consider the early days of radio and television, when it was cost-prohibitive
to exclude radio and TV owners from tapping into programming signals that were
broadcast through airwaves. Because they could not be excluded, radio listeners and
TV viewers did not have to pay for access to programs. This forced radio and television
companies and their local affiliates to find other ways to cover their programming

10Jacob

Luecke, “Controversial Forest Sale Revived.” Columbia Tribune, February 6, 2007.
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costs. It turned out that their transmission signals were valuable to another group that
could be excluded: corporate advertisers, who wanted to “piggyback” on programming
signals to increase sales of their goods. If these advertisers did not pay for air time,
they could be blocked from transmitting their commercials to viewers.
A more recent situation has arisen in the world of wireless Internet access. Some
wireless users regularly tap into their neighbor’s Wi-Fi connection without permission.
Economists call these people “free riders” because they freely share in the benefits
arising from someone else’s property. This can happen when a person’s private right
to the exclusive use of some good or service cannot be enforced. To protect against
the “theft” of Wi-Fi connections, a number of technological fixes have arisen. These
include firewalls and password protections.
Similarly, technology has largely resolved the TV broadcasting “problem.” Only
subscribers can access programming delivered by cable- and satellite-transmission
systems; also, these companies have found low-cost ways to identify pirate users.
Radio broadcasting has been slower to incorporate such technologies. In fact,
commercial-free, subscriber satellite radio networks Sirius and XM (now merged as
Sirius XM Radio) have fared poorly in the marketplace since they were introduced
in the late 1990s.
Many technological advances have arisen that reduce the cost of enforcing private
property rights. Microchips with GPS capability, for example, deter the theft of cars,
laptops, pets, and livestock. DNA testing reduces the cost of establishing paternity
and enforcing laws that give children the right to financial support from both parents. Retinal and iris scans can now be used to limit access to locations containing
valuable private property. Sometimes these new technologies replace or reinforce enforcement mechanisms that have grown less effective due to changing circumstances.
For example, sophisticated home-security systems are increasingly used to complement traditional law enforcement, in part because suburban sprawl has increased the
emergency response times of local police departments.
As it turns out, some technologies have actually raised the cost of enforcing private property rights. There are numerous examples:

lis

■ The Internet has reduced the cost of “pirating” music and films.
■ Copy machines and scanners have made copyright laws virtually unenforce-
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able. Improvements in copy machine technology have even increased the
cost of enforcing the government’s exclusive right to print money by reducing the cost of counterfeiting high-quality currency.

■ Electronic spyware makes it more difficult to protect our right to privacy.
■ High-quality camera cell phones have made it harder to discourage copycats
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and counterfeiters in the fashion and manufacturing industries.11 At the
same time, camera cell phones can be quite helpful in providing real-time
evidence of thefts, carjackings and so forth, thereby helping to enforce private property rights.12
Whenever our ability to enforce private property rights is compromised, people
are likely to encroach on these rights. The end result is that the value of these rights

11David

S. Bennahum, “Hope You Like Jamming Too.” Slate. December 5, 2003. http://www.slate.
com/id/2092059/

12David
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will decline, as will people’s willingness to pay for them. After all, why pay for something that you can have for free? In other words, property rights will have value only
if they can be enforced.

4.4 Protecting Intellectual Property Rights:
Special Considerations
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So far, our discussion has centered around property rights related to goods, such
as land and cars; and actions, such as access to a traffic intersection. But as you
already know, the definition of an economic good is more expansive than this. We
must also consider property rights to “products” that result from our creative activities. Intellectual property is a term used to refer to creative outputs such as scientific ideas, inventions, musical compositions, visual art, poetry, and other writings.
Intellectual property rights are the rights we have to control the use of this type
of property.
INTELLECTUAL PROPERTY RIGHTS Control over the use of ideas and products

arising from a person’s creativity.

The Moscow Ballet and the band Green Day control access to their
digitally recorded performances.

EXAMPLE

EXAMPLE

An artist controls the use of visual reproductions of her works.

The authors and publisher of this textbook control its duplication and
distribution.
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Intellectual property rights have value only if the owners of these rights can prevent the unauthorized use of their creative outputs. A songwriter may sell the right
to record a song. This is a legal exchange of property rights. At the same time, the
songwriter may refuse permission to have his song used as a commercial jingle. A
scientist may license production rights to a newly discovered drug but limit its distribution to North America. An author may sell the movie rights to her novel but retain
the rights to her characters.
Sometimes, the cost of detecting and prosecuting infringements on established intellectual property rights is so high that these rights end up having virtually no value. For example, how many times have you downloaded an article off
the Web and ignored the copyright notice? The fundamental problem is that once
creative outputs become public, they can be disseminated at virtually zero cost
from one user to another. Musical compositions can be shared, sung, or recorded
at virtually no cost after they have been played the first time. Theoretical discoveries quickly spread by word of mouth (or by tweet) after a scientist reports her
findings at a professional meeting. People can easily appropriate our words and
ideas after they have been expressed. And YouTube users can easily post unauthorized clips from popular TV shows and movies that can then be viewed by others
at no cost.13
The economic dilemma is that information creation, scientific discovery, and
artistic endeavors are not costless; they take time, effort, talent, and materials, which

13Laura

Holson. “Hollywood Asks YouTube: Friend or Foe?” New York Times, January 15, 2007.
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are all scarce resources. How can authors, scientists, and songwriters earn a return
from their investment if others can appropriate and thereby benefit from their work
without permission? Will there be too little investment in these creative activities if
intellectual property rights can’t be enforced?
Economists face a delicate balancing act in this situation. As we have already
noted, the opportunity cost of sharing intellectual property after it is created is, in
most instances, zero or close to it. For example, it costs practically nothing to download a song or movie after it has been produced or to replicate a fashion design
after it has been created. For this reason, most economists favor the dissemination
of creative outputs at low or no charge. Also, economists recognize that the faster
intellectual property can be shared, the more quickly new intellectual property will
materialize. We see this occur frequently in the biomedical realm; breakthroughs in
recombinant DNA technology, for instance, have translated directly into the development of “designer” drugs to combat arthritis, diabetes, and other debilitating diseases.
Had there not been low-cost access to the new recombinant technologies, these drugs
would not have been developed as quickly as they were.
But economists also recognize that less intellectual property will be created when
the private returns from investing in creative activities are negligible. Even though
these activities are likely to continue at some level—by people motivated by fame
(a celebrity spot on The David Letterman Show?) or by the satisfaction of engaging in
creative activities—we know that more investment will occur if the creators can control access to their works and the benefits that flow from them.
Balancing the benefits of rapid dissemination against the need for sufficient incentives to encourage creative activity, a number of legal protections for intellectual
property have evolved. These include patents and copyrights, which give creators the
exclusive, legally enforceable right to control access to their intellectual property for
a limited time in return for making the work public.14 Currently, the length of a patent is 20 years from the date it is applied for, whereas copyright protection extends
throughout an author’s lifetime plus 70 years.
Patents and copyright protections serve both public and private interests. From
the government’s perspective, they encourage both discovery and the speedy dissemination of creative works. From an innovator’s point of view, they increase the
chances that he will enjoy the fruits of his labor. Of course, this assumes that patent and copyright protections can be enforced. In reality, it is extremely difficult to
weed out pirated designs, software, movies, and mechanical devices when they are
produced in foreign countries whose governments are unwilling to enforce the patent
or copyright laws of another nation.15
Patent protection is often crucial to the regulatory process, especially in the case
of pharmaceuticals. The Federal Drug Administration (FDA) requires that detailed
information about a new drug, including its molecular composition, be divulged during the regulatory review process. Because of this, drug manufacturers are among the
most likely companies to seek patent protection for a new product as early as possible. When these patents lapse, generic versions of drugs—produced by generic drug
manufacturers such as Teva—quickly appear, thereby severely lessening the original
drug company’s profit stream.

©

W

or

th

Pu
b

lis

he

rs

©

W
or
th

Pu
bl
is
he
rs

PART I

14United

States Patent and Trademark Office, 2005.

15Editorial,
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ECONOMIC FALLACY Drug patents reduce competition in the pharmaceutical industry and result in exorbitant drug prices.
Uncertain. Patents increase competition to the extent that the science underly-

ing new discoveries is quickly made available for competitors to “invent around.”
Patents also reduce the amount of resources wasted on “reinventing the wheel.”
It is true that drugs under patent protection cost more than if there were no such
protection and competitors could copy the drug at virtually no cost. The real question is whether the economic return to drugmakers for discovery and production
is greater than the opportunity cost of investing in such activities. One anecdotal
piece of information in this regard is that generic drug manufacturers—those
who produce drugs after patent protection ends—do not engage in virtually any
research or development to create new drugs.
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Because of the threat posed by copycat producers, some owners of intellectual property have chosen not to seek patent protection. Instead, they rely on private-enforcement
mechanisms. In the case of Coca-Cola, the original formula and its updated versions
are classified as “trade secrets.” To protect these secrets from getting into the hands of
competitors, Coca-Cola does not entrust the entire formula to any one employee. The
company has chosen to privately enforce its proprietary rights to its formula to limit
copycats for a much longer period than the span of patent protection. The same is
true for classic perfumes, such as Chanel No. 5, and the “secret recipe of 17 herbs and
spices” developed by Colonel Harlan Sanders, the founder of Kentucky Fried Chicken.
The courts have generated a large body of case law that prohibits activities such
as industrial espionage and the recruitment of competitors’ employees to gain access
to trade secrets. Also, the U.S. Department of Justice actively prosecutes insiders who
leak military design secrets to foreign nations. The real threat to trade-secret protection is when technologies arise that can “break” the trade secret, for example, the
recipe for a specific perfume. Unless there is proprietary ownership of one or more
ingredients used to create the product, it will remain unique only in terms of characteristics that are still protected by copyright or trademark laws, for example, the
product’s brand name, bottle shape, or marketing slogan.
Intellectual property owners sometimes seek government protection while, at the
same time, developing private-enforcement mechanisms. For example, the music industry has developed “digital management system” software to block unauthorized
music downloads and file-sharing. Software producers have created “locks” to ensure
that their computer programs cannot be copied from one user to another. And college textbook publishers have introduced software that terminates students’ access to
books on DVDs at the end of each semester. When successful, these types of privateenforcement mechanisms encourage more creative activity, leading to more innovation and a larger body of knowledge. In fact, an entire body of research suggests that
advances in intellectual property—new knowledge and technology—result in higher
rates of national economic growth.

4.5 How Changes in Property Rights Affect
Our Economic Decisions
We have just seen that property rights directly affect the costs and benefits of our
choices. Using the marginal benefit and marginal cost framework of analysis we
developed previously, we can examine the consequences of changes in property rights
on individual decision making.
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Smoking Bans
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It has become very popular for local governments to ban smoking in restaurants and
bars. These bans affect the property rights of smokers and nonsmokers in very different
ways. The benefits that smokers receive from eating at smoke-free restaurants fall: they
must now forgo the pleasure they get from smoking while they eat their meals or drink
their cups of coffee. In contrast, nonsmokers enjoy a greater benefit from eating out at
smoke-free city restaurants: they are no longer subjected to the stench and health risks
of secondhand smoke. Smoking bans also impact people’s choices about eating at restaurants in adjacent cities that don’t have smoking bans. The opportunity cost falls for
smokers eating at a suburban cafe where there is no ban, instead of at the best restaurant
in the city where the ban is in place. They forgo less well-being when they choose to eat
outside the city limits because they can no longer smoke while eating in the city.
Panels (a) and (b) in Figure 4.1 illustrate the impact that a smoking ban has
on a typical smoker’s choice of dining venues inside and outside the city’s limits.
Panel (a) shows that the smoking ban results in a downward shift in the marginal
benefit (MB) curve for meals eaten in the city with the ban. So, the number of meals
that a smoker eats in this city each month declines from 12 to 9. Panel (b) shows
that, for the reasons stated earlier, the smoking ban in the city shifts the marginal
cost (MC) curve down for meals eaten in neighboring cities where smoking is still
permitted. The end result is that the smoker increases the number of meals he eats—
from 10 to 14—in neighboring cities each month.
This analysis helps explain why city governments are reluctant to impose restaurant smoking bans unless neighboring cities do so as well. Local restaurant owners and bar owners exert tremendous political pressure against localized smoking
bans, arguing that the loss of sales revenue they would suffer would translate into
substantial declines in local tax collections. However, this opposition diminishes considerably when adjacent cities join together to support a regional smoking ban.
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FIGURE 4.1 The Effect of a Smoking Ban on Meals Eaten Out by Smokers
(b) In restaurants outside of the city

(a) In city restaurants
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The benefit enjoyed from eating in a city restaurant that is now smoke-free declines for a smoker.
This is represented by the downward shift in his MB curve in panel (a) as he cuts back the number of meals he eats in city restaurants from 12 to 9 meals a month. As panel (b) shows, the
marginal (opportunity) cost of eating a meal outside the city falls because the benefit a smoker
gives up by not dining at a city restaurant has declined due to the smoking ban there. This translates into a downward shift in the smoker’s MC curve. Consequently, the number of meals he
eats outside the city increases from 10 to 14 meals a month.
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We could have instead applied our marginal benefit–marginal cost analysis to
predict how the smoking ban affects the choices of nonsmokers. The net benefit of
dining in the city would rise for nonsmokers, leading them to eat more meals in the
city with the smoking ban. At the same time, the opportunity cost of eating outside
the city rises because nonsmokers are passing up the chance to enjoy a smoke-free
meal in the city (not to mention that smokers are now eating and smoking more in
restaurants outside the city). As a result, there will be a decline in the number of
meals that nonsmokers eat in restaurants located outside the city, where smoking is
still permitted.
Do our model’s predictions fit with actual experience? In April 2004, Talbot
County, Maryland imposed a no-smoking ban on restaurants, bars and other public
places. In the first six months of the ban, restaurant receipts fell by 11 percent in Talbot
County, while sales in the neighboring counties without smoking bans—Caroline and
Dorchester Counties—increased by 36 percent and 14 percent, respectively. By the
end of 2004, the number of bars and restaurants in Talbot County had fallen from
39 to 29.

SOLVED PROBLEM
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A public initiative called The Puppy Mill Cruelty Prevention Act was passed in Missouri in 2010. Among other things, it requires puppy breeders to allot a certain amount
of kennel space for each dog, have each dog examined annually by a licensed veterinarian, and provide unfettered access to exercise areas and clean water. (1) Using MB
and MC curves, show the impact of this new law on how many puppies a breeder will
produce each year. (2) What do you think will happen to the price of the puppies sold
to local pet stores by puppy-mill operators? (3) What, if any, impact do you think the
Puppy Mill law will have on stray rescue adoptions?

he

A As the following figure shows, the MC curve for breeding puppies will rise, resulting
in a reduction in the optimal number of puppies produced.
MC2
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Because the cost of complying with the new regulations has increased the cost of
producing puppies, we would expect both the wholesale and retail prices of these dogs
to increase as well. As prices rise, we would predict that stray rescue puppies and dogs—
which can usually be adopted for a small fee—would become more attractive to people
looking for a new pet.
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Outlawing Child Slavery
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Another example of how changing property rights affects people’s decisions relates
to the global trade in children and young women. Although not a pretty thought,
there are still regions of the world where families sell their sons or daughters to make
ends meet for the rest of the family.16 In Ghana’s Volta Lake area, for example, children as young as age four have been sold into forced labor for as little as $100.17 In
these situations, the economic benefit to a parent of having a child increases by the
amount that she can be “sold” for. The buyer will value the child based on her economic worth over her productive life, whether as a factory worker, domestic servant,
or armed soldier. In some sense, this situation is not all that different from what
occurred in the United States during the eighteenth and early nineteenth centuries.
Although children were not sold outright, they were highly valued by their parents for
their labor productivity on the family farm and in factories.
We depict this situation in Figure 4.2. As shown in the figure, when the opportunity to sell children exists, the number of children born to the typical family is
seven. However, there has been a concerted effort around the world to eradicate trade
in children and young women through the introduction of protective laws.18 If these
laws make the cost of trafficking in children prohibitive, what do you think would
happen to the number of children born to the typical family? Eliminating the option
of selling one’s children results in a decline in the expected marginal benefit from
having children, thereby shifting the MB curve down. If the marginal cost of having
children has not changed, the optimal number of children born to the typical family
will decrease from seven to five.
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FIGURE 4.2 Banning Child Trafficking: The Impact on Family Size
Marginal Benefit
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Because families are no longer able to sell their children, the benefit they receive from each additional child falls. This is represented by a downward shift in the MB curve, which results in a
decline in the number of children born into a typical family from seven to five children.

16Nicholas
17World

Kristoff, “The Good Daughter, in a Brothel.” New York Times, December 17, 2006.

Briefing. “Ghana: 116 Child Laborers Rescued.” New York Times, May 28, 2011.

18Amelia Gentleman, “Stricter Law Fails to Diminish the Demand for Child Laborers in India.” New
York Times, March 4, 2007.
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SOLVED PROBLEM

Q

Suppose that a state enacts a law that increases the drinking age for “hard liquor” to
25, while the drinking age for beer and wine remains at 21. Using MB and MC curves,
show the impact of this law on (1) the consumption of hard liquor; (2) the consumption of wine and beer.

A As the following figures indicate, the opportunity cost of drinking hard liquor will
rise, thereby reducing the amount consumed. At the same time, the opportunity cost of
drinking beer and wine will decrease, increasing the amount consumed. Of course, these
results require that the new law is strictly enforced.
(a) An increase in the legal drinking age for hard liquor
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(b) The effect of an increase in the legal drinking age
for hard liquor on beer and wine consumption
MC1
MC2
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Antidiscrimination Laws in the Workplace
The benefit that students perceive they will get from a college degree depends, at least
in part, on the difference between their expected future earnings and what they would
earn with only a high-school diploma. This benefit must be weighed against the cost
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of obtaining a college degree, including the costs of tuition and books and the income
students forgo if they don’t work full-time while going to school. Now suppose that discrimination in hiring practices prevents some college grads—due to their gender or race—
from landing high-earning positions after college. If these graduates are denied some of
the rewards of obtaining a college degree, then the market value of their educational
achievement diminishes. That is, the economic benefit from pursuing higher education
is reduced. Our economic model predicts that people who are discriminated against in
this way—when it comes to finding a job after college—will be less likely to attend college. If they do attend, they are apt to take fewer total credit hours than those who are
not discriminated against. For example, they will be more likely to attend a two-year
college rather than a four-year college. Figure 4.3 illustrates the negative impact that
employment discrimination has on a person’s investment in higher education: the MB
curve, which represents the return from investing in more years of education, is lower
for the student who is subsequently discriminated against in the workplace.
The Civil Rights Act of 1964 was the most comprehensive piece of workplaceantidiscrimination legislation enacted in the history of the United States. It prohibits employers from discriminating against employees as well as job applicants on the
basis of race, color, religion, nationality, sex, childbirth, or pregnancy. Our model of
economic choice predicts that this law would fuel the college enrollments of women
(and minorities) because the law resulted in an upward shift in the MB curve for
higher education, thereby leading more women to pursue college degrees. According
to researchers Claudia Goldin, Lawrence Katz, and Ilyana Kuziemko:
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Beginning in the late 1960s, young women’s expectations of their future labor
force participation changed radically. Rather than follow in their mothers’
footsteps, they aimed to have careers, not just jobs. These careers were often

FIGURE 4.3 Employment Discrimination’s Effect on the College Credit Hours a Female
Student or Minority Student Takes
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When employment discrimination exists, women and minorities face fewer employment opportunities and lower wages even when they get a higher education. Because discrimination reduces
the return from getting a 4-year college education for people who are discriminated against, there
is a downward shift in the MB curve associated with accumulating college credit hours. As a result, the number of college credits they earn declines from 15 to 11 each semester.
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outside of the traditionally female occupations for women. [This explains
much of] the increase in the female-to-male ratios of college graduates from
the 1970s to the 1990s.19
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Almost 50 years later, the percent of the U.S. undergraduate college population
that is female has risen from 39 percent to 58 percent.20
Even in the absence of government laws prohibiting workplace discrimination,
employers have often responded to changes in economic conditions by expanding
the employment rights of previously underrepresented groups. Take, for example, the
changing position of women in the U.S. workforce during World War II. The war
thrust many women into the workplace for the first time. Their labor was needed to
support the war effort and replace men who were fighting overseas. This eventually
led to more liberal societal norms about women working side-by-side with men in
U.S. manufacturing plants. In effect, the property rights of working women expanded
due to the pressures created by the war economy, and, even after the war was over,
these rights remained largely intact.

4.6 When Illegal Markets Become Legal
(and Vice Versa)
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The Eighteenth Amendment to the U.S. Constitution, which went into effect in 1920,
made the sale of alcoholic beverages illegal in the United States. The passage of this
amendment ushered in the period known as Prohibition. During Prohibition, anyone who bought “bootleg” (illegally produced and distributed) liquor or consumed
home-brewed alcohol broke the law. In fact, the famous gangster Al Capone got his
start by selling bootleg liquor during Prohibition. His gang earned over $60 million a
year (more than $1 billion in today’s dollars) before Capone was arrested in 1934.21
Clearly, enforcement of the law must have been imperfect because Capone had a
ready market for his liquor, customers who were willing to risk arrest to continue
buying and drinking alcoholic beverages.
Because supplying liquor during Prohibition was illegal, the costs of production and distribution increased relative to the costs before Prohibition began. It has
been estimated that as a result of Prohibition, beer prices increased by more than
700 percent, and the price of distilled corn whiskey increased by approximately
270 percent.22 Production costs rose partly because smaller brewing facilities that
were easier to conceal had to be built and used; these smaller plants couldn’t achieve
the production efficiencies that larger breweries enjoyed. In addition, suppliers had to
pay hefty bribes to local law-enforcement officials and politicians to keep their private
drinking clubs (“speakeasies”) open.
When the Twenty-First Amendment ending Prohibition took effect in 1933, the
right to purchase alcoholic beverages in liquor stores and bars was reinstituted. This
reduced the opportunity cost of buying and selling liquor because the legal risks were
now gone. The repeal of Prohibition also reduced the economic benefit of buying
moonshine, hooch, and other substances of questionable quality. What does our

19Claudia Goldin, Lawrence Katz, and Ilyana Kuziemko, “The Homecoming of American College
Women: The Reversal of the College Gender Gap.” (NBER Working Paper No. 12139), April, 2006.
20 Tamar

Lewin, “At Colleges, Women are Leaving Men in the Dust.” New York Times, July 9, 2006.

21“Prohibition.”
22Mark

Encyclopaedia Britannica. 2007.

Thornton, “Alcohol Prohibition Was a Failure.” Cato Policy Analysis No. 157, July, 1991.
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FIGURE 4.4 The Repeal of Prohibition and Bootleg Liquor Consumption
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When Prohibition was repealed, the marginal benefit of buying illegally produced liquor declined.
This resulted in a downward shift in the MB curve, leading to a reduction in the amount of liquor
consumed from 12 fifths to 2 fifths a year.
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model of economic choice predict about the consumption of liquor once Prohibition
ended?
Figure 4.4 illustrates the MB and MC curves for consuming bootleg liquor during Prohibition: according to this figure, the amount of bootleg liquor consumed by
a typical drinker was 12 fifths per year. After Prohibition ended, the marginal benefit
of drinking bootleg liquor declined because of the availability of legal substitutes.
We show this by shifting the MB curve down. This reduced the amount of bootleg a
typical drinker purchased from 12 fifths per year to only 2 fifths a year. You might
wonder why sales of bootleg liquor did not go to zero. It turns out that the production
of moonshine and other illegal liquors continued for a variety of reasons, including
their distinctive taste and high alcohol content. Still, the end of Prohibition led to a
collapse in the revenue stream for Capone and other gangs, leading them to branch
out into other “lines of business” such as gambling and bank robbery.
Many people consider Prohibition to be a historic anomaly, a misguided attempt to
legislate private morality. Still, there are a number of countries—such as Saudi Arabia
and Kuwait—that prohibit the production and purchase of alcoholic drinks. Our experience with Prohibition yields important insights into the potential impact of taking
markets that are currently illegal—such as markets for illicit drugs and human organs—
and making them legal. When a product is legalized, its price generally falls.
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The Repeal of Blue Laws
From the seventeenth century through the latter half of the twentieth century, virtually
every state in the United States enforced Sunday “blue laws,” which prohibited
retail sales on Sundays. Despite a U.S. Supreme Court ruling that such laws were
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FIGURE 4.5 The Repeal of Blue Laws and the Effect on Church Attendance
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When blue laws were repealed, the marginal cost of spending time in church each Sunday increased: the time could now be spent shopping or working. This led to an upward shift in the MC
curve for each minute spent in church. According to this illustration, the amount of time a person
typically spent in church each Sunday fell from 120 minutes to 90 minutes.

Pu
b

lis

he

rs

unconstitutional, they did not begin to disappear until the 1950s, first for supermarkets,
then for other retail stores, and, finally, for sales of alcoholic beverages (only in some
states). In Europe, these restrictions are called “Sunday laws,” which remain in place
in many countries. In 2009, France modified its Sunday closure laws to permit retail
sales in tourist areas and its major cities.
According to our model of economic choice, how would rescinding blue laws
impact a person’s church attendance? Figure 4.5 shows that the MC curve for going
to church on Sunday shifts up in the face of newly available shopping and work
opportunities.
This leads us to predict that the amount of time people spend in church on Sunday
would fall if blue laws were repealed, as Figure 4.5 shows. For some people, the amount
of time spent in church might even drop to zero. How accurate is our prediction? A recent study found that the percent of the population that attended Sunday services at all
dropped measurably—from 37 percent to 32 percent—when blue laws were repealed.23
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Legalizing the Baby Trade
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In most countries, it is illegal to buy or sell a baby. In other words, an entrepreneur
cannot broker a deal between a baby buyer and a baby seller (the biological parents
of the baby). This is one important way in which the property-rights system has
restricted parental rights. Nevertheless, in some parts of the United States, people
do have the legal right to buy and sell all of the inputs required to create a baby.
Sperm, eggs, and, in some states, even wombs (in the form of surrogate carriers) can
all be legally purchased. Donor sperm banks, which have existed since the 1950s,
compensate anonymous donors and resell the sperm to infertility doctors for use by
23Jonathan Gruber and Daniel Hungerman, “The Church vs the Mall: What Happens When Religion
Faces Increased Secular Competition?” (NBER Working Paper No. W12410), August, 2006.
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their patients. In the early 1990s, technological advances led to the establishment of
donor egg banks. (Currently, donated eggs cost approximately ten times the price of
sperm, due to the higher opportunity cost of egg retrieval and storage.)
As the use of advanced reproductive technologies, such as in vitro fertilization,
has become more widespread, voluntary trade in these inputs has escalated. In fact,
competition among providers has become so fierce that consumers can demand more
and more information about potential egg and sperm donors before selecting their
donor of choice.24 As a result, the right to anonymity that has traditionally protected
donors has been increasingly compromised, leading to many court decisions that
have redefined donor rights.
During the past decade, state legislatures and courts have been challenged to define and assign the property rights connected to each baby-making input. Such issues
that arise include the following:
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■ Which of the contributors to the production of a baby—the anonymous

sperm donor, egg donor, or surrogate carrier—is financially responsible for
an ill newborn?25
■ Is a divorced husband financially responsible for a child born to his wife,

during their marriage, using donor sperm?26

■ Can a parent of a deceased son retrieve his sperm and use it to produce a

grandchild?27

©

To resolve these thorny property rights questions, courts have extrapolated from
previous rulings related to adoption and parental responsibilities and rights, as well
as from existing contract law.

rs

4.7 Shopping for Favorable Property Rights
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Property-rights systems vary from country to country, and even state to state. Because
property rights affect the benefits and costs of our decisions, there may be an incentive
to “shop” for more favorable property rights by moving from one legal (or religious)
jurisdiction to another, either temporarily or permanently. For example, well-known
celebrities and racecar drivers28 shop for citizenship rights in low-tax countries such
as Switzerland and the Netherlands to keep more of their wealth; grandparents move
to Florida rather than California for more generous estate tax laws; gay couples shop
for residency in states that have legalized same-sex marriage; and fugitive financiers
shop for international destinations that do not have an extradition treaty with the
United States. Whether a person is willing to “vote with her feet” for a more favorable property-rights environment depends ultimately on whether the benefits of this
move outweigh the costs.
Suppose that your state decides to increase its corporate tax rate to 10 percent
from its current rate of 6 percent. At the same time, a neighboring state decides to
maintain its corporate tax rate at 6 percent. In effect, your state has reduced the

24Gina

Kolata, “Psst! Ask for Donor 1913.” New York Times, February 17, 2007.

25Jaycee

v. Superior Court, 42 App. 4th 718 (Calif. 1996).

26Mark

Fass, “Judge: Paternal Duties Apply to Child Born of Artificial Insemination.” New York Law
Journal, January 24, 2007.
27Joel

Greenberg, “In Life of Soldier, in Death a Father?” Chicago Tribune, January 29, 2007.

28Richard
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FIGURE 4.6 Increasing a State’s Corporate Tax Rate
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When the corporate tax rate in a state increases, this also increases the marginal cost of companies operating in that state rather than in a lower-tax, neighboring state. As a result, the MC
curve of operating in the higher-tax state shifts up and the number of companies operating there
falls from 4,000 to 3,750 firms.
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share of earned income that corporations have a right to retain. What does our
model predict will happen to the number of firms operating in your state versus the
neighboring state?
Figure 4.6 shows the effect of an increase in your state’s corporate tax on the number of businesses operating in your state, all else the same. When the corporate tax rate
increases, so do the opportunity costs of companies located in your state. As Figure 4.6
illustrates, the MC curve of these companies shifts up, and the number of companies
operating in your state falls from 4,000 to 3,750 firms. Where do the 250 companies
go? They relocate to the adjacent state, whose corporate tax rate hasn’t changed. You
might wonder why all of the companies located in your state do not move across the
state line to take advantage of the lower tax rate. The answer is that relocation costs
may be quite steep for some firms, especially those with elaborate, customized physical
plants or highly localized distribution systems. In other words, “voting with your feet”
to a more favorable tax jurisdiction can be prohibitively expensive.
How good is our prediction about the impact of the increase in corporate tax
rates on where businesses (re)locate? There are, in fact, a number of studies that
demonstrate that the corporate tax structure has a significant impact on the location
decisions of firms. And, all else the same, states with higher corporate tax rates tend
to experience lower growth in terms of new business starts relative to states with
lower corporate tax rates.
Shopping for a more favorable property-rights system has its risks. In the case of
same-sex marriages, for example, it is unclear whether states or countries that prohibit
these marriages will recognize and enforce them. If they do not, then gay couples who
want to enjoy the benefits conveyed by marriage—spousal employment benefits, inheritance rights, parenting and adoption rights, and so on—would have to permanently
relocate to states that recognize same-sex marriages. Among the costs of doing so are
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forgone work opportunities in other states. This is the reason why so many people are
lobbying to have the gay-marriage issue addressed at the federal level.
As economies become more global, we have seen the property-rights systems
of many nations begin to converge. Having a more uniform set of property rights
facilitates international trade. For example, the formation of the European Union in
the 1990s led to greater uniformity in member nations’ laws regarding professional
licensure, agricultural and livestock standards, and import–export tax policies. More
recently, international efforts to deter the financing of terrorist activities have put
enormous pressure on “tax havens” such as Switzerland to report the sources of asset
transfers and bank holdings. This has severely curtailed a person’s right to secretly
stash wealth in confidential, offshore bank accounts.
Our economic model predicts that in response to this change in property rights,
the flow of funds to tax havens will decline, as will the number of financial institutions specializing in offshore banking. This prediction is consistent with the recent
report that the number of banks in one tax haven—Antigua—dropped from 90 in
1998 to only 15 in 2003.29 As property rights become more uniform across countries,
states, and other jurisdictions, the cost of shopping for more favorable property rights
can become prohibitively high.

4.8 Incomplete Property Rights and
Rent-Seeking
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Property rights are always changing. In particular, we have seen that technological
advances often create situations in which property rights don’t exist or are hard to
enforce. When this occurs, the property-rights system is said to be “incomplete,” and
our courts and lawmakers try to fill in the gaps. A U.S. district court ruling addressed
the incomplete property rights created by technologies that allow people to download
digital music files without paying for them. A similar dispute is still ongoing as to
whether people can create freely accessible Web site libraries of downloadable musical
scores. The European Union has ruled that this activity infringes on music publishers’
copyrights. However, the offending Web site’s servers are located in Canada, where
copyright laws are much less stringent.30
Can actors demand to be paid for movies they made that people share over the
Web? Can scientists restrict access to stem cell lines they have genetically modified?31
What rights does a person have who contributed the original cellular matter that
has been altered to create new drug therapies?32 Uncertainty about property rights
in these and similar situations means that voluntary trades that would make people
better off may not take place. And, as we discussed earlier, uncertainty over property
rights can lead to a suboptimal investment in the production of goods such as medical research or musical compositions.
Property rights can also be incomplete if, in the past, these rights had little value
and weren’t worth addressing and enforcing. When there were only three major television networks—ABC, CBS, and NBC—scant attention was given to the syndication

29Aline

Wakin, “Free Trove of Music Scores on Web Hits Sensitive Copyright Note.” New York Times,
February 22, 2011, p. A1.
31Andrew Pollack, “Patents on Stem Cells Are Evoked in Initial Review.” New York Times, April 7,
2007.
32Laura
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rights to television shows after they were canceled. Given the limited amount of
on-air time, the three networks rarely ran old episodes of cancelled shows. However,
after the number of networks exploded with the introduction of cable and satellite
TV delivery systems, the value of syndication rights rose substantially because new
stations such as TNT and Nickelodeon needed inexpensive programming to fill their
airtime. This, in turn, has created a new fan base for vintage programs, including
I Love Lucy, The Addams Family, and The Twilight Zone, resulting in lucrative DVD
sales33 and iPod downloads of old episodes,34 along with new merchandising deals.
As you might expect, the increased value of these reruns has led to several highprofile court cases dealing with the rights of producers and actors to receive compensation when their old programs are televised and copies are sold. It is not surprising
that decades-old Hollywood contracts failed to address the current situation—who
would have foreseen the day when 200+ TV channels would exist and when video
content could be downloadable inexpensively? Today, with this in mind, it is common for all parties involved in the production and distribution of a new television
series to have their rights to future “residual” earnings clearly defined before the first
day of filming.

Rent-Seeking
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The process of defining, assigning, or redefining property rights is often influenced by
intense pressures brought to bear by competing interest groups. The Recording Industry Association of America (RIAA), for example, has initiated more than 200 lawsuits
around the country against individuals engaged in the downloading and sharing of
music files. As the trade association for major U.S. recording labels, RIAA seeks to
extend the copyright protections held by its members to cover downloaded music. The
fact that RIAA is willing to spend a great deal of money to force the judicial system
to address this “gray area” is clear evidence that the property rights in question have
substantial value.
Interest groups also engage in activities to try to influence legislative decisions
that create or redefine property rights. The pursuit of favorable property rights through
the judicial system or the legislative process is called rent-seeking.

RENT-SEEKING Activities that seek to create, redefine, or limit property rights.

The National Corn Growers Association has lobbied for legislation
that stipulates that only corn ethanol can be used as a gasoline substitute in the
United States.

th

EXAMPLE

Public-school administrators and teachers’ unions have lobbied state
and federal legislators to block the introduction of voucher systems that would
allow students to use public funds to attend private schools.
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EXAMPLE

The U.S. steel, automobile, and tire manufacturing industries have
lobbied Congress to impose heavy taxes on the imports of foreign competitors.

EXAMPLE

33Greg Hernandez, “TV Shows Old and New Send DVD Sales Soaring.” Los Angeles Daily News,
September 1, 2003.
34Ronald

Grover, “Dibs on the Download Dough.” Businessweek, March 20, 2006.
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To better understand rent-seeking behavior, ask yourself why lobbyists exist. The
role of a lobbyist—whether it is the dairy farmers’ lobbyist or your state university’s
lobbyist—is to protect and even expand the property rights held by the lobbyist’s employer. In the case of your state university, this might translate into lobbying against
the opening of a competing state-funded college. A new state-funded college could
siphon away state resources previously committed to your university or create more
competition for students and tuition dollars. The resources that your school is attempting to protect are sometimes referred to as “rents.” Rent-seeking activities try
to protect and even increase these payoffs.
Rent-seeking takes place in many situations, with different “sides” working
to protect or enhance the value of their property rights. Consider labor-intensive
businesses—for example, the agricultural, construction, and food-services industries.
These industries often lobby for the right to issue more work visas to foreign workers
because they want to lower their costs of labor. Similarly, business and educational
interest groups have recently begun to lobby for an increase in the number of work
visas granted to skilled foreigners,35 including computer programmers, scientists, and
accountants. In contrast, labor unions and some professional organizations often
lobby against issuing more visas in order to safeguard the wages of their members.
Factory owners and manufacturing industries often lobby politicians for the right
to discharge more pollutants into the atmosphere to keep their production costs low.
The opposing position is taken by environmental and public-health groups, which
campaign for more stringent regulations to protect the public’s “right” to clean air.
These are exactly the interest groups that are most vocal during debates over “capand-trade” legislation in the United States, which is aimed at limiting producers’
rights to pollute the air.
Should it come as any surprise, then, that businesses, unions, and other interest
groups invest scarce resources to nudge the legislative process toward their preferred
property-rights outcomes? These “wins” are not free, however. They come at the expense of other people and interest groups that are not awarded the right to control
the use of the resources in question. In 1981, U.S. automobile manufacturers successfully lobbied Congress to negotiate a “voluntary export agreement” with the Japanese
government that limited the right of Japanese car manufacturers to export cars to
the United States. Among the winners were U.S. autoworkers and shareholders in
U.S. auto and auto-supply companies. The biggest losers were U.S. car buyers who
faced higher sticker prices and less selection, as well as the owners and employees of
Japanese car dealerships located in the United States.36
Why didn’t U.S. car buyers lobby against the export agreement? It turns out
that the benefits of the agreement were concentrated among only a few interests—
primarily the U.S. automakers, their labor union members, and suppliers. In contrast, the costs were spread across a large number of potential consumers. All of
the “losers” from the agreement had such a small stake in the matter that it would
not have made economic sense for them to invest the scarce resources required to
organize themselves to lobby Congress. This is the same reason that consumers have
been largely voiceless in the debate over cap-and-trade legislation: the Congressional
Budget Office has projected that the cost to a family of four would be only $175 per
year. In general, then, lobbying efforts are most successful when the benefits to be
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had are concentrated among only a few individuals or organizations, and the costs
are spread over a large number of people or entities.
Those individuals or interest groups that can make their positions heard by political or judicial decision makers at a low cost tend to be more successful in bringing about more favorable property-rights outcomes. This explains why some retired
government and elected officials—who can capitalize on their connections—often
command hefty lobbyist fees. It may also help explain why the substantial expansion
in educational and workplace rights for women and black people didn’t occur until
members of both groups were able to freely exercise their voting rights to support or
oppose political candidates.

WHAT YOU SHOULD HAVE LEARNED FROM CHAPTER 4
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■ That property rights convey legal rights to use the economic resources we possess
or acquire, in specific ways.
■ That property rights directly impact the choices that individuals make because
they affect the economic benefits and costs of alternatives.

■ That private property rights are essential to a well-functioning market system of
exchange.
■ That common property rights often result in high transaction costs that impede
beneficial exchange.

©

■ That there will be a suboptimal amount of creative output—intellectual property—
produced when there are no mechanisms to enforce private property rights to
such innovations.

rs

■ That technology can have a positive or negative effect on the ability to enforce
property rights.

he

■ That changes in property rights will have an impact on how we allocate our
scarce resources.
■ That technological changes can often lead to situations in which property rights
aren’t well-defined or easily enforceable.
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■ That people will “shop” for more favorable property-rights systems when the
benefits outweigh the costs.
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■ That interest groups have an economic incentive to engage in rent-seeking behavior to obtain beneficial property rights.
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QUESTIONS AND PROBLEMS
1. Suppose that you have been hired as a consultant to advise a country on how to
make the transition from communism (property held in common) to a system of
private property. Propose at least two ways that this country could create and distribute private-ownership rights to property that was previously held in common.
2. If it’s true that ownership in stars or land on the Moon is not enforceable, then
why do people actually pay for these rights? What property right is actually being
acquired here?
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3. What if the U.S. Supreme Court ruled that a birth father had the same rights as
a birth mother to reclaim his child within 180 days of adoption. Using MB and
MC curves, show the impact of this ruling on (1) the number of babies adopted
in the United States; (2) the number of babies adopted by U.S. families from
countries outside the United States.
4. Several years ago, the federal government enacted the Family and Medical Leave
Act (FMLA), which allows employees to take an unpaid leave of absence to
tend to family crises without any risk of losing their job. If women are the primary caregivers when it comes to elderly parents and young children, (1) using
MB and MC curves, show the impact of FMLA on the hiring of women; (2)
suggest a way in which the government could counteract the result that you
predicted in (1).
5. In the late 1960s, the Catholic Church eliminated the requirement that observant Catholics eat fish on Fridays. Using MB and MC curves, show the effect of
this change on the (1) consumption of fish, and (2) consumption of beef by
traditional Catholics.
6. AMC theaters recently established a new rule that prohibits babies under the
age of two from attending movies shown after 8 p.m. Using MB and MC curves,
show the impact of this rule on (1) evening movie attendance by individuals
who do not have children; (2) evening movie attendance by parents with children under two; (3) DVD rentals by parents with young children.
7. One approach to the “tragedy of the commons” is to allocate quotas to individual users of the common property. (1) How would you integrate such a quota
into your marginal benefit–marginal cost illustration of economic decision
making? (2) What would happen if the MB curve for the good that is subject
to the quota—for example, fish—shifts up due to new scientific findings about
the health benefit of consuming the good? Does the optimal amount of fish
caught change? Will it actually change? Do you think that the actual outcome is
“optimal” from an economic standpoint?
8. Suppose that you authored a book or wrote a song. If you knew that it would be
prohibitively costly to enforce your ownership rights to the material after it was
published, would this affect the price at which you sold the first copy? How?
Explain your answer.
9. By 2009, the Federal Communications Commission (FCC) had mandated that
all analog television broadcast signals were to be converted to digital signals.
Using MB and MC curves, show the impact of this regulation in 2007 on
(1) purchases of television sets that receive only analog signals; and
(2) purchases of digitally equipped television sets. How easy do you think it
was to find an analog television set to buy in 2007? Explain your answer.
10. Consider two neighboring states: Missouri and Illinois. Missouri has one of the
lowest tax rates in the country and, as a result, one of the lowest funding levels
for higher education. By contrast, Illinois has one of the highest tax rates in the
country and is generous in its funding of public colleges and universities. Discuss
what would happen if Illinois and Missouri adopted a “reciprocity” agreement to
extend in-state tuition to each other’s state residents. Specifically, do you think
that Missouri would increase, decrease, or leave unchanged its level of funding
for higher education?
11. Some countries, such as Spain and Austria, have adopted property-rights systems
stating that when a person dies, his organs are available for transplant unless
he opts out of donating his organs prior to death. This is called the “opt-out”
system of organ procurement. Other countries, such as the United States, have
an “opt-in” system, which requires potential donors to provide consent to having their organs used for transplants before they die. Using MB and MC curves
for each procurement system, predict which approach will generate more organ
transplants.
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12. Suppose that a restaurant smoking ban is enacted in your town. Using MB and
MC curves, show the impact on the volume of take-out food orders (1) for
smokers; (2) for nonsmokers.
13. If people can free-ride on television and radio signals, why do you think that
some contribute voluntarily to the support of stations such as Public Broadcasting (PBS) and National Public Radio (NPR)? Explain your answer.
14. Some of the most important discoveries that have improved the well-being of
mankind have arisen without any enforceable private intellectual property rights.
Two examples are the wheel and fire. Can you think of similar discoveries that
have been made in the past century that have not benefited from patent protection or government funding? Are there situations where you think the promise of
patent protection or research funding is especially critical to innovation? Explain
your answer.
15. The Swiss are considering new banking rules that will make it harder for residents of neighboring countries to “hide” money in Swiss banks to avoid taxes.
Using MB and MC curves, show how this legislation would impact the amount
of money that a German citizen will deposit into Swiss bank accounts. Do you
think that Swiss banks favor this change? What about German banks? Explain
your answer.
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