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Contested Exchange:
Political Economy. and Modern Economic Thsory

by

Samuel Bowles and Herbert Gintisl

Contemporary liberal writers _share a zfundamental assumption: societal rule-
making concerns not the political structure of the economy, but rather the political
structure of the state. As we shall see, an outmoded variant of microeconomic theory

has played no small part in suppressing the acute question of sconomic power and its

acceountability.

Concerns of class and power, which have occupied a major position in the thought
of Marxists, institutionalists, and historians., thus find no echo in modern liberal
.orthodoxy. _Indeed..in recent years we have seen the flowering a social theory which
makes politics andg the state co-axtensive.. This is evident in the identification of
the vpublic sphere of‘society with relations of citizens to the state and the private
spﬁera with fumilial and contractual relationships; the former are deemed political
and the 3just realm of democratic ciaims, while the latter are seen as lying bevond
the limits of political discourss. Thus what is transparent to the unschooled --
that the capitalist economy confers powsr upon those who occupy lesaing positions in

the business world -- is denied by the sophisticated.

Neoclassical economics supplies an slegant argument precisely to this arfect.

The only Zferm of power wnlch tRlSs TNEOTY recodnlzes is the COmMmanc aver goods and

services. called purchasing power. and 15 summarized ov -he iocation of the relevant

Sudset constraint. The price-taking oCONOMAC 3g9ent  eNSNTINea il our texts has

inrinite DOWer Over quantitiles and none over Price. In competitive eduillibrium  all

MIAICRKSTLS cClear, no agent 1is guantity conscrained, and as a result, ail agents are
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aqually opoweriul or powerless as the case may be. Even the apparent power of the
boss 15 an illusicn, for as Schumpster pointed out long ago, competitive pressurss
will force bosses (or one might add worker-elected factory councils) to do whatever
is cost minimizing given available technologiss and qupor Drices.

CGur claim that the capitalist eccnomy has a political structure, one which is
undemocratic and on democratic grounds ought to be replaced by a set of rules
assuring both likerty and popular accountability of power. will strike those with the
benefit of training economics as not so much wrong as nonsensical. Noi py
ideological ingclination alone will most contempeorary economists will be more at home
discussing the Parsto-inferieor properties of the US Department of Traneportation than
the undsmocratic poliitical structure of General Motors,

But the silencve of econonists on the political structure of the economy is
unwarranted; perhaps surprisingly, a consistent application of the axioms of ratiocnal
self-interested individual action does not support the neoclaas;cal view of the
apolitical economy but rather. as we shall see, provides the microeconomic basis for
the study of aconomic pqwer.

I. Contested Exchange! Political Structure and Compstitive Markets

By the political structure of the economy we mean thse enssembie of rules
governind 1nvestment,., production, and distribution 1i1n economic institutions. An
actor who hoids decision making authority within the political structure of ths
economy 1is said toc have economic power. we call decision mnaking authority
substantive if its exercise has non-trivial allocative or distributive affects.

The peoiitical theory implicit in the neoclassical model may then b neatly
summarized: 1n the competitive eguilibrium of a capitalist economy, where there is
mower {(in The rirm? authority 15 non-substantive and where decision making authority
15 substantive (in markets) thers 185 nNO power.

This trestment of eCcenoRic power 1n necciassical theory flows from thres central
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commitnanta, The first, which we may term the neutrality of property assignments
asserts that the distribution of ownersnip rights has no substantive allocative
implications: any Pareto sfficient eguilibrium can be supported by some initial
ussignment of property titles followed by competitive sxchange: its most calebrated
versien is the Coase Theorem., according o which, even in the case of market
failures, the initial assignments Ef titles to property among compatitive agents has
purely distributional effects in equilibrium,

The second commitment is the irrelevance of coamand, according to which the
political structure of firms has neither allocative nor distributive effects in
competitive equilibrium., Organizational forms may be nmore or less efficient, of
course, but among efficient forms, the source of decision making authority, or more
formaily the location of sovereignty, is irrelevant: how the guarterback is selscted
‘does not alter the game. The third, the efficiency of market exchange. asserts that
in the absence of market failures, a competitive market equilibrium is Parsto
efricient.

Taken together. thess three neoclassical propositions imply a radical separation
of distributional, political, and allocational concerns. Were these propesitions
correcti, a wide raunge of normative objectives. whether egalitarian or democratic,
couid e implemented simply through a reassignment of either property titles or
decisicen making rights without direct intervention in the allocational process. and
indeed without allocational effscts. Thus while Paul Samuelson’s commonplace remark
that in a competitive model it makes no difference whether capital hires labor or the
other way might tax the credulity of sophisticated students of social life, it raises
N9 eyehrows among contemporary neoclassical economists,

It should.

The stiil widely accepted model bRy which the apparent power of economic slites
13 dismissed as illusory 1n competitive equilibrium is based on what is now
increasingly recognized as an putmoded walrasian conception of contractual exchange.
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With the aid of new degvelopments in the thesory of moral hazard. principal-agent
relations, transactions costs, and radical political economy. the Walrasian
conception of exchange may be shown to be a iimiting case of rather gqusestionable
1mportunca.2

James Buchanan has clearly identified a critical assumption of the underlying
Wairasian nodel. Describing a prototypical exchange at his local roadside stand,
Buchanan writes:
1 do not know the fruit salesman personally, and I have no particular interest
in his wellbeing. He reciprocates this attitude...¥Yet the two of us ars able
to complete an  exchange eoxpediticusly...We transact exchanges afiiciently

becauss toth parties agree on the property rights relevant to them.” (Buchanan,

1975, p.1)

When there is agreement between the partiss to excnangs concerning the relevant
property rights, and when this agresment can be costiesgly enforcedT the neocclassical
commitments follow. But what if exéhange must take place in the absence of, or under
conditions preclud;ng the enforceability of such an agresment? In sugh cases we have
a political oproblen. Howaver as Abba Lerner hnss observed, for negclagssical
gconomics.:

“An eCONORiC transsaction 1s a solved political problem. Economics has gained

the title of gqueen of the social sciences by choosing solved political problems

as 1ts domain.” (Lerner, 1972, p. 259).

Yet two of the exchanges most fundaﬁental to the functioning of the capitalist

economy  have orecisely the character of unsclved political problems. These are

exchangss involving labeor and financial capital. An employer offers a wage in

L Some of ths relevant literature is cited in Stiglitz (1987), Williamson (1987),

Gintis (1975) and Bowles (1987).







exchangs for which the employee cifers not some fully specifiable pro gquo, but rather
at best an unenforceahls promise to periorm at an adequate level of intensity, care,
and initiative. The employer must develop a monitoring system to determine whether
this level has been achieved in any particular case and must have means to discipline
an employes whose performance is deemed unsatisfactory.

Jimilarly, a financial investor makes funds available to an enterprise,
receiving ex ante neither a determinate return, nor even a specific probability
distribution of returns. but rather the promise that the fiduciary obligations of the
recipient wiil bs dutifully carried out. The financial investor‘s interest is in
thiz case protected only by instituting =a costly array of rewards and constraints.
The structure of {financial intermediation,., the legal regulation of securitiss
garkets. as well as customary egconomic practices swecifying the conditions of
creditworthiness, must be drawn upon to monitor the use of funds and to deploy
enforgemsnt rents inducing borrowers (such as the managers of fi;ms} to a@act in the
interest of financial investors,

Labor and financa capital are only the mest important of & general category of
goods that are subject to what we term contested exchange. An exchange is contested
when some aspect of the good sxchanged possesses an attribute which is valuable to
the buyer, is costly to provide, and is at the same time difficult to measure or
otherwise inmpossible ro subject to dsterminate contractual specification. In  such
cases the ex post terms of exchange are determined by the monitoring, sanctioning and
ingcantlve mechanisms instituted py the huyver to induce proper seller hehavier. These
systems for the endogencus sniorcement of competing claims in the case of contested
exchange ars recounizable as elements of the economy’'s political structure.

In libseral socisetiss, where the lsgitimate exercise of physical cosrgion is
moncpolized oy the state, the 1instruments available tno private economic agents for

the andogenous enforcement of contracts are sevearely circumscribed., Among these






instrunents c¢ontingent renawal nolds a central positioni the buyer induces seller
compliance Dy promising to renew the contract only if satisfied with the seller’s
performance. In Albert Hirschman’s insightful terms, contingent renewal power is
based on exit rather on voice.

Non-renewal of exchangs is a threat, howevsr, only if the buysr offers ternss
petter than the seller’s next bést alternative. To render contingent renewal
effective, then, the buyer must offer the seller what we term an snforcement rent.
This rent persists in a competitive egquilibprium for the simplile reaseon that it results
from the competitive optimizing behavicor of the agents on the short side of the
market. Those with the power to change the terms of the exchange have ne incentive
to do so:r gquantity constrained agents on the long side of the markset --ths
unemployed, the credit constrained -- thus cannet compete away the rent.

For this reason. contested exchange markets do not generally colear in
competitive eguilibrium. Thus some agents have power over Doth price and guantity
while others have power over neither. In general we may distinguish three types of
agents: those on the short side of the market who use enforcement rents to as an
instrument of control (e.g. enployers, rinsncial intermediaries?, those on the long
side who succsed 1n making a transaction and thus receive the rents (s.g9. the
empiloyed, the creditworthy), and the long-siders who fail to nmake a itransaction (e.q.
the unemployed, the credit-rationed). Because the short-siders are in a position to
give commands which the long siders are constrained to obey, and because some of the
long siders are guanticty ceonstrained (they cannot make a transaction) both markets
and firms become arenas for the exercise of supstantive SCONONLC DoWer.,

Not surprisinglv., all three of the pasic necoclassical propositions are false in
the context of contested sxchandge.

II. Property and Power: Enforcement as Harkel Failure

When Knut Wickssll demonstrated tThpat in a3 constant returns to scale world the

rasuits of & general competitive equilibrium would be unaltered by having
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agricultural workers rent land. paying the landlords the marginal product of iand and
rewarding themselves with the residual rather than the converss, he assumed that the
labor exchange had the usual Walrasian properties. Had he instesd modeled the
landlord worker relationship as a contested exchange, it would have besn perfectly
clear that the location of the residual claimant status nakes a very substantive
diffsrencs. A5 has been widely recognized in the literature on hierarchical firm
organizaticn, owner-manager conflicts, and land tenure relationships, and as is
confirmed &by common sense, the enforcement problem arises because the uéant
controliing the contested variable (e.g., work sifort or managerial risk taking) is
net the residual claimant and thus does not snioy the full fruits and bear the full
costs of his or her asctions. But in the context of contested exchange, a
Vrenliccntion of property rights generally involves a roallocation of residual
claimant status. “We thus affirm § counter gproposition, the non-neutrality of
property assignments: the reallocation of titles to pvroperty will generally alter the
competitive equilibrium allocation, changing prices, enforcement costs and output
levels in contestqd athange rarkets (and hence in all markets!) as well aitering the
distribution of incone,

The noa-neutrality proposition is true tor vet ancther reasen! the distribution
ef oroperty rights alters the relative cost effectiveness of diffgrent andogenous
enforcement mechanisms, If, for 1instance, workers own substantial amounts of
property, they may post ponds as a condition of emplovment, thus reducing the costs
91 enforcing lsbor discipline., Again, 1f potential borrowers are wealthy, they nmay
most  collateral, thus reducing the monitering and incentive costs of financial
investors,

The necoclessical commitment to the irrelevancs of the locus of command iz also

unwarranted. For in the case of contested exchange the locus of command determines

1

how  contracts are sndodencusiy enierced. (onsider. for instance. a firm in contasted
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exchange equilibrium in which the the owner, has chosen a profit-naximizing
configuration of monitoring resources and enforcement renis. [ncluded in such =
configuration is a profit-maximizing decision process inveolving an assignment of firm
mempers to pesitions in the structure of command, an allocation of rescurces to
monitor decision making behavior, and & patiern of enforcement rents accruina  to
decision makers.

Now let us consider a nsw structure of command replicating the oid ip all
respacts  save that additicnal firm members are parmitted to participate at ons or
ROT® DOLNLS in the process of decision making. Under reasonable conditions the owner
will be able to reproduce the previcously optimal decision by spreading monitering
TESQUTCes across the additional decision makers, while increasing enforcement rents
sufficiently to induce the original pattsrn of deocisions. Even assuming that the
process of descision making per se does not expend real resources, this new locus of
command ent2ils an sguilibrium transier of wealth from the residual claimant D the
newly-esmpowered decision makers. The locus of command is thus not irrelevant, b#t has
distributional effects sven when the alisrnatives contemplatsed ares limited to
otherwise equivalent allocations.

The example can pe significantly extended., Indeesd we may suggest a general
principle of induced autocracy, which asserts that snort side agents in competitive
financial markets will, under very general cond:tions, prefer to deal with firms
controlled by a relatively small subgroup of members wihich is unaccountable fo the
gengral membership for 1ts actions. Suppose Lhe Key operating paraneters which &
firm must choonse nave the following characteristics. First, these parameters render
the ralationship bstween the firn’s decision nakers and 1ts fingncidl investers one

of wontested exchangs (that is, the parameters are costly to monitor and decision

makers ore motivated by enforcement rents and coentingent renewal)., Second., the

-

’

firm’s performance depends upon the Key parameters chosen, bHut not upon the process
sy which they were determined (Zhat is, tie political process has no independent
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effect upon performance’). Third, each decision nmaker’s choice of kXey parampeters is a
function of his or her preferences and the incentives provided. Fourth, suppose the
final wvalues of the key parameters represent some convex combination (possibly
degensrate) of the choices of members participating in the structure of command. Then
financial investors will prefsr a structurs of command in which the number of
participating decision maksrs is at most one greater than the number of key
parameters to bhe chosen.3 The irreslevance of command is thus false.

The third neoclassical proposition, the efficiency of market exchangs, faras‘no
better. Indeed, we may demonstrate the quite general principle of Parete-improving
redistribution: in any gcontested exchange eguilibrium with positive monitoring
costs there will exist & redistribution of incoma entailing a Pareto-superior
allocation of economic resources. This is the case because every cost minimizing
anforcement strategy will involive both enforcement rents, & distribution variable,
and monitoring costs, a resource using variable. Cest minimizing claim enforcement
iz not efficvient becauss it treats the rescurce-using and the non-resource-using
enforcemnent instrgments eguivalently despite the fact that the former has social
opportunity costs and the latter does neot.

Te sse +that this is zhe case, suppose Lhe buyer increases the eniorceament rent
offered the ssller by a small amount, while at the sams time reducing the reatl
resources devoted t©o monitoring S0 as Lo malntain a constant  level of seller

conpliancs., Then the same guality of the contested good has been provided at a

smailer erxpenditurs of real rTezgurces. Hence there mAust ex1st some realstribution of

3. For instance, 1i tpere 1S one Key parameter (e.g., a polnt Oon a risk/expected
return scheadule), financial investors wiil preafer either a single decision
Raker, oOr two decision makers gach of choices ilies on onposite sides of the
investors’ optimum. See Gintis (l1987) for a fuller statement and proot.
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wealth between buver and seller wnhich renders moth better off.

The principle of Pareto-improving redistributions contrasts sharply with the
widely accepted ‘neo-Coasean’ notion that competitive firms will choose “efficient”
forms of monitoring. Tthe fiaw in the neco-Uoasean argument i saimple: 1t fails to
investigats explicitly the instruments available to the firm for disciplining wayward

firm members. When these means involve contingent renewal, minimizing transactions

costs does not entail minimizing transactions resources,. A5 some instruments --  ths
enforcement rents -- while costly to the entorcer. Dear no soclal opporiunity Costs.
In the two cases we have focused upon -- financial markets and lapor markets -- the

implications are clear: by comparison to the protfit maximizZing eguilibrium, a small
reduction in the interest rate or increase in the wage, followed by a suitable
redistribution of property titles, would be Pareto-improving.

I1II. <Conclusion

Would-be contemporary constitution makers may well ponder these resulis. - For
they point to the importance of econRomic power, oot only as a problem for democratic
accountapility. bgt as challengs to The more parrowly scononic rationality of market
structures. Three implications are particularly striking.

First, the argumentation surrounding the non-neutrality of proverty assignmants
suggests that enforcement costs will be minimized by locating residual claimant
status in those agents supplving the service whose moniltoring is most difficult, The
fact that residual claimant status in tne modern capitalist corporation resides in
awners who genarally supply iittle more than financial assets, the RMORILOring costs
of wnich strikingly approach the Walrasian ideal, is simply irrational from the
perspactive ©f RAIN1mizingd entforcement  cost, A 2 redistribution of ownershin to
emplovees of the firm might vield mator efficiency gains.

Jecond, The principla of induesd  plerarcay demonstrotes  that worker-run  and

workesr-owned firms wili be snunned py financiai narketns despite a cost  structure







which on the above reasoning may be favorable by comparison with nmore hierarchical
firms owned by the wealthy.

Third., while the transaction costs of democratic deciszion making may mailitate
against eoconomic democracy and a generalization of property ownership, these costs
may be rather small compared to the nlgh levals ot enforcement cost in a capitalist
economy, for as we have seen, tnéss costs include not only by the direct monitoring
of transactions in which the effective decision makers are rarely the residual
cliaimants, but those associated with equilibrium credit rationing and unemployment as
well.,

The thecry of contested exchange thus does more than illuminate the undemocratic
political structure of the economy; it suggests that a competitive capitalist economy
of hierarchically structured dfirms 1s nrot simply unegqual, undemocratic, andg
insfficient, but rather +that it may be inefficient Eecause it is unegual and
undemocratic.

Indeed & stronger position might De sustained, that a more egalitarian  ang
democratic economry would support greater acceptancs of the rules of the game and less
sentestation over tha distribution of economic reward, allowing a fuller reduction in
entorcemant costs4 Bur te support this claim would take us pevond the cvoncerns of
this essav.
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