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Abstract

It is often argued that secured property rights are established in response to grassroots
demand of private owners. The paper andyzes preferences of private owners over the degree
of protection of property rights. The framework for this andyss is an equilibrium modd,
which combines production and gppropriation activities. It is shown tha inequdity in
resource ownership and/or relative inefficiency of production technologies could make
wedthier agents to favor less than full protection of property rights. If such agents decide the
outcome of public choice of a property rights regime, then fully secured property rights will
not emerge from the grassroots. This concluson is consstent with the falure to establish an
efficient sysem of property rights regime in Russa

1. Introduction

Indtitutions, induding property rights, emerge and develop in response to evolving
economic and politicdl conditions. Thus, changes in rdative prices, technologies of
production, appropriation and enforcement, market agent preferences, and dlocation of
economic and politicd power could prompt converson of ownership of resources from
common to private (Libecap, 1989).

In this genera concept, the transmisson mechanisn between underlying changes in
economic and politicd fundamentals and the resulting inditutiona accommodations remains
unspecified. However, ingitutions are normaly expected to come to being and evolve in
response to grassroots demand, reflecting needs of market agents (Davis, North, 1971). The
classcd view, which subjects inditutiond change to the microeconomic principle of
effidency maximization, holds tha new inditutions gopear to enable maket agents to
capture aggregate efficiency gains that are technicaly feasble but de facto unavailable under
the inditutiona datus quo (Knight, 1992). For example, if private property rights are
expected to rdease net aggregate gains, then potentid beneficiaries will seek enactment of
such rights (Demsetz, 1967).



While this view is corroborated by a number of well-known case studies (op. cit.,
Umbeck, 1977; Libecap, 1989; Alston et d., 1995), it does not explan why efficiency-
enhancing inditutiona changes, such as edablishing secure property rights, often reman
retarded (Clague, 1997). The answer should be sought in the nature of inditutions as the
“rues of the game dffecting multiple actors. It means that, unlike the <andard
microeconomic paradigm, inditutional changes are not prompted by a single agent, but
ingtead result from collective actions. Such actions are complicated, gpart from the standard
free-riding concerns, by conflicts over didribution of expected aggregate gains (Libecap,
1989). Potentid aggregate efficiency gains do not automaticaly creste an agreement for the
new inditutiond order within a auffidently broad or otherwise decisve condituency of
dakeholders. Didributiond dademates blocking an  efficiency-enhancing inditutiond  change
ae paticulaly likdy in the case of private propety rights which are divisve by ther
nature. When such stdemates occur, grassroots demand for a particular regime of private
property rightsfalsto materidize.

One could hope, however, that if the distributional conflict could be avoided or
confined within narrow limits, then demand for property rights would ensue. While it is
likdy that those who have not secured sufficient ownership of privatized assets could be
opposed to the new regime, a least the latter's beneficiaries should be naturd agents for
change. If a paticular adlocation of property rights has the property of a “foca point,” then
the expected winners would uphold and defend such outcome. It thus agppears that
edtablishment of private property rights could be ensured by cregtion of a “winning

-be private owners. Such a codition would use its economic and politica
clout to see that newly established private property rights are duly codified and protected.

Under such a scenario the forma indtitution of private ownership is indeed endogenous
to grass-roots demand (Libecap, 1989). Put differently, private property rights will emerge
goontaneousdy as a result of concerted actions of designated owners. According to
(Eggertsson, 1990, p. 261), under such circumstances

“the dtate has a passive role [in a process of egtablishing property rights] and
supplies rulesin response to pressure [from the grassroots level]”.

2. Russan moded of privatization

The above outlined scenario had a considerable apped for transtion economies, where
governments were faced with the formidable task of privatization of predominantly deate-
owned production assets, but lacked the administrative capacity, professond experience and
political resources to lead this process. Arguably, insead of leaving privatization in the
hands of poorly informed, inexperienced and corruptionprone bureaucracy, efforts should be
amed a credting a condituency of potentid beneficiaries of the new inditutional order.
Such a condtituency, once in place, would press the government into enacting and enforcing
required legidation.

This reasoning was strongly advocated as guidance for Russan privatization, and in
partticular for crestion of the inditutions of property rights and corporate control. According
to Shleifer (1995) (see dso Boyko et al., 1995),



. there is gamply no politicd interes in governance mechanism before
privatization. This intered emerges during privatization, as large outsde
shareholders are created and come to redize their needs ... Pressure from these
new owners can then convince the government to adopt regulations that foster
corporate governance. Under pressure, the government begins to protect
property rights. ... The trandfer of control rights from politicians to private
parties gives the process of establishing property rights a jump-start by cresting
the political demand for the protection of property rights.”

A. Adund (1995) is of the same opinion: he argues that once

“... the fundamental issues [of] the mutud independence of enterprises from
one ancther (as well as from the state) and their profit orientation [have been
addressed], under such conditions owners will forcefully try to ascertain ther

property rights’.

The role of the government in this “technology” of cregtion of property rights is to
desgn and implement a process of trandfer of state-owned production assets into private
hands. The sole purpose of such a process is to produce an alocation of assets amnong private
owners that would be officialy endorsed and thus commonly acceptable as a “focd point.” It
would then be up to private owners to make sure that newly created private property rights
would be protected by the government and put in the necessary legd and regulatory context.
Once these requirements are met, trade in property rights would result in ther efficient
dlocation.

This scenario appears to be didributiondly neutral, and does not assgn particular
ggnificance to dlocation of assts immediady dfter privatization. Indeed, economic
inefficiency of such an dlocation should be corrected by subsequent exchanges of property
rights. On the politicdl dde, even if the digtribution of property rights is highly uneven, the
condituency for private ownership, while not particularly numerous, would be nonetheless
economicadly empowered and thus politicdly influentid, which should dill ensure the
desred outcome. In the Coasdan pirit, initid dlocatiion of propety rights is not highly
rdevant neither economicdly nor politicdly, and within broad limits any outcome of
privatization is expected to lead to spontaneous emergence of the inditution of private
property rights'.

The Russan redity, however, has not corroborated the above scenario. Russa ill
remans unpardlded among the formerly Communig countries in the scope of its
privatizetion program. The speed of Russan privatization, which was largey completed in
less than two years, dlowed to avoid a potentidly pardyzing digtributionad conflict and
promptly pass, even a he cost of numerous irregularities and ad hoc decisons, most of the
nation's production assets into private hands. Still, after seven years since the inception of
privatization, property rights in Russia have no adequate protection from the sate.

! Indeed, Russian privatization downplayed egalitarian motives. Instead the distributional emphasis was placed
on placating “stakeholders,” i.e. economic and political groups capable of blocking the privatization program
(Shleifer, 1995). In other words, the possibility to implement privatization was given clear precedence over
resultant allocation of property rights.



This is, perhaps, even more surprisng given the fact that “big money” indeed wield
unprecedented politicd influence in Russa — so much so that the country’s government was
often consdered as being “privatized” by those having controlling interest in the Russan
economy. These parties managed to win numerous concessions from the government, and on
occasons digplayed a remarkable ability to work in concet for the sske of mutudly
beneficid collective actions — eg. when leading economic and financid groups in Russa,
“fearing tha a Communigt victory in the [1996] presdentid eections would spell disaster ...
decided to dnk ther professond differences and work together for Mr. Ydtan's re
election” (Survey of Russia, 1997, p. 6).

The conspicuous absence of protection of property rights from the “wish ligs’ of these
“kingmekers’ is therefore particularly noteworthy. It is further symptometic that the man
agents for protection of property rights in today’s Russa are not the financid-indudtrid
conglomerates, known as the “oligarchs” who were the main winners in the privatization,
but ingtead owners of amdl and medium-sze firms modly de novo enterprises, who gained
little or nothing when date-owned assets were transferred into private hands. It was not until
after the 1998 economic and financid criss, which has dradicaly diminished the influence
of the dligarchs in Russig, that the task of protection of property rights has been brought back
to the agenda of the Russan governmert.

This leads to the concluson that the Russan privatization, againg the expectations of
its architects, had failed to create sufficiently strong demand for secured property rights. This
phenomenon is not unique to Russa — a survey of twenty trangtion economies (Helman,
Schankerman, 2000, p. 546)

“...emphasizes the limitations on how much privatization can improve the
[effectiveness of inditutiond infradructure] ... This concluson runs contrary
to the view that one of the main contributions of large-scde privatization is to
jump-start the demand for inditutiond development to support a private
market economy”.

The rest of the paper shows that under certain conditions, observed in Russia and some
other trandtion economies, the absence of sufficient grassroots pressure upon the
government to provide effective protection of property rightsis indeed adistinct possibility.

3. Digtributional and technological caveats

Why wouldn’t private owners be interested in having property rights duly protected by
lav and effectively enforced by the government? After dl, it is naturd that a private owner
welcomes policies that would ensure public protection of hisher property. However, the
seemingly counterintuitive rgection of fully secured property rights by private owners could
gdill be raiond, when protection of property right is understood as a public inditution thet
protects property of everyone. With this caveat, a sdf-interested agent is not necessaily in
support of having such an inditution in place. Indeed, public protection of property rights,
while securing private property of a given agent, dso makes it harder for this agent to further
accumulate hisher assets by appropriating property of others. The overdl atitude of the
agent to publicly protected property rights therefore hinges upon a cost-benefit andyss,



where gains from secured ownership of the assets that the agent presently controls are
weighted againgt forgone opportunities to augment these assets through gppropriation.

Individudly held assets obtained as a result of privatization could be used not only for
productive purposes, but aso invested into rent seeking?, which in this paper is a synonym
for extramarket redigribution (see eg. Frydman, Rapaczynski, 1994; Polishchuk, 1998). It
is conceivable that a wedthy person with a rdative surplus of economic assets might find it
individuadly rationd to split this resource between production and rent seeking, especidly if
returns to scale in production steeply decling, and appropriation through rent seeking of
economic wedth and resources of others outperforms the production yield. Since public
protection of property rights reduces the net cost of productior®, but a the same time
elevates the cost of expropriation, the attitude of an economic agent to such an inditution
would depend on which of these two activities renders a higher return.

Allowing a property rights regime to emerge spontaneoudy from the grassroots, the
government in fact makes the level of protection of property rights a decison varidble that
will ultimady be established by a palitical process. In this case the qudity of protection of
property rights becomes a matter of public choice, and is decided by an aggregatiion of
individua preferences over this public decison vaigble. Individud preferences, in ther turn,
could be derived from an agent's optima dlocation of resources between production and
aopropriation for any given level of protection of property rights and the ensuing totd
returns that accrue to the agent. Variation of such returns over a range of srength of public
protection of property rights characterizes the agent's preference profile, and in particular
his’her mogt preferred level of property rights protection.

It could be expected that while nobody would want a complete anarchy with no public
protection of property rights whatsoever, a least some of the agents might opt for
imperfectly protected property rights, which would maintain a desred baance between
production and appropriation. If these agents are successful in advoceting their preferences,
and can influence the political process, grassroots pressure will produce a regime with less
than fully secured property rights.

Such eventudity means that the above outlined scenario of “spontaneous’ emergence of
property rights is not assured, but is instead contingent upon certain assumptions about, inter
dia, technologies for production and appropriation, and digtribution of economic assets
across the society. The intuition behind the technologica qudification was outlined above,
while the didributiond caveat is judified as follows In a sufficiently egditarian society
aggregate efficiency gans make everyone better off, and therefore public policy measures
tha would improve overdl efficiency ae likedy to meet broad support. Protection of
property rights is undoubtedly among such messures, as it prevents twofold losses — due to
diverson of economic resources from production to appropriation, and due to weskened
incentives to produce out of the fear of subsequent appropriation. When property rights are
contesdable, the society a large is worse off, and if dl individuds are in roughly smilar
socid and economic pogtions, there will be no winners in the fight over property. The
perception of such an outcome makes everyone to support full protection of property rights,

2 The assumption that production inputs can also be invested into rent seeking is now standard (see among
others Tullock, 1980; Umbeck, 1981; Murphy et a., 1991, 1993; Acemoglu, 1995; Polishchuk, 1996;
Skaperdas, 1996).
3 By ensuring secured ownership d production inputs and outputs and making unnecessary individual
protection efforts.



and democratic political indtitutions would indeed transform such support into necessary
legislative and policy measures’.

But if economic wedth is distributed across a society unevenly, the above arguments do
not hold, and it is concelvable that some of the agents might in fact prefer poorly protected
property rights which alow for extramarket redistribution. Contest for property rights is a
negative sum game, and thus there will dways be some losars — not only in the sense of
being deprived of previoudy held assats but dso in comparison with their well-being under
fully protected property rights. However, because players will be in unequa postions, one
cannot conclude that everybody will be on the losng Sde, and there is a posshility that there
will be winners as wdl. The question is whether potentid winners (if there are any) will be
aufficiently influentid politicaly to impose their preferences upon the society.

The answer depends on political inditutions. For a society under democratic rule, it
would take a mgority to benefit from poorly protected property rights (by preying on the
minority) to prevent the government from providing full protection of private property. In
case of a plutocracy the matter will be decided by the wedlth of potentid beneficiaries.

Conventiond wisdom suggests that property rights are more likedy to be vulnerable
under democracy, with a mgority of have-nots being firg in the line to seek redlocation of
property (Eaton, White, 1991, Grossman, 1994). This danger is the main rationd for wedth
based redrictions of voting rights. While indeed there are numerous empirical and theoretical
evidences supporting such apprehendons, property rights might need protection not only
from the poor, but from the rich as wdl®. This is, of course, conditiond on the second of the
aforementioned qudifications, i.e. on the superiority of appropriation over production in
terms of returnsthey yield.

The impact of wedth on the propendty to seek protection of property rights is
predicated upon relative (dis)economies of scale in production and appropriation. Ceteris
paribus, gross returns to both of these activities are pogtively related to each other, because
the more efficient a production technology is, the richer is the society, and thus appropriation
appears to be more lucrative (Umbeck, 1981, Barzel, 1997)°. However, if the technology for
appropriation features increasing returns to scae in relation to the production technology
(Murphy et d., 1993), then wedthier agents could benefit from the economy of scae in rent
seeking, and thus are less likely to seek full protection of property rights than those who are
poorer.

An andytical framework presented in the next section takes into account dl of the
above congderations, and alows exploration of the preferences of private owners who have
a choice between production and rent seeking. The subsequent andyss confirms that
inefficient production technologies and profound inequdity could indeed produce an
environment where wedthy resource owners would oppose full public protection of property
rights, and their preferences shape the outcome of public choice.

% Libecap’ s analysis (1978) suggests that homogeneity of claimants facilitates reaching an agreement on
property rights.

® “In the redistribution of property, there are no satisfied people. Everyone is unhappy. Those who got a lot
aren’'t happy, because they think they could have gotten even more, and those who lost aren’'t happy”. (Boris
Berezovsky, a Russian economic magnate, quoted by Washington Post of January 10, 1997.

® According to earlier held views, an increase in value of aresource strengthens the incentive to subject it to
private ownership (Posner, Ehrlich, 1974). In light of above qualifications, thisis a hypothesis, subject to
empirical testing (Libecap, 1989).



4. The modd

The following model incorporates production and gppropriation (or, synonymoudy, rent
seeking). It is assumed that every agent has access to both types of these activities, and
optimally alocates between them the resources that he/she controls. The purpose of the
modd is to characterize the equilibria which obtain in such stuations’ In every such
equilibria, the quality of protection of property rights is given exogenoudy and determines
payoffs which accrue to participating agents. The subsequent comparative datics analyss
alows describing agents preferences over the degree of public protection of property rights.

Consider an economy which consists of a unit continuum of agents x1 [0]. The stock
W of a multi-purpose economic resource which could be used either for production or,
dternatively, appropriation, is distributed across the agerts with density w(%:

ov(2) dz=w.
0

Without loss of generdity, function w(x) is assumed monatonically nondecreasing.

Every agent has access to a production technology with production function f(w), which
meets the following standard conditions.

f €w) >0, f &w) <O, Ii®ngf¢w):¥, !Aggfo{w):o.

Technology for appropriation is described as follows. Let k1 [0,1] be the portion of the

economy’s GDP Y, which is avalabdle for re-didribution through approprigtion activities.
Parameter kK — for the time being, exogenous, characterizes (inversdy) the quadity of public
protection of property rights the smdler is k, the stronger is such protection. The extreme
caesof kK =0 and K =1 correspond, respectively, to fully protected property rights and to
complete anarchy.

The take of an agent involved in gppropriation activities is proportiona to the amount h
of this agent’s resource invested in gppropriation  an assumption commonly used since the
pioneer paper of Tullock (1980). If H is the totd amount of resources spent for rent seeking
throughout the economy, then the agent's payoff is k hY/H. While such description of
gopropriation technology is standard, it should be emphasized that it sheds no light on
particular means of redigribution. The laiter could be ether so-cdled influence activities,
aso known as state capture (Hellman, Schankerman, 2000), such as lobbying and bribery,
where redigribution involves the government, or conflict technologies, whereby the parties
directly confront each other (see eg. Hirschleifer, 1991, Nitzan, 1994). The above modd of
rent seeking captures some generd features of these activities, such as their contesting nature
(participants  payoffs pogtively depend on ther own efforts and negativdy  on counter-
efforts of other parties), and the fact that payoffs from appropriation are, ceteris paribus,
higher in richer societies with poorly protected property rights.

” For other examples of general equilibrium analysis that combines productive and non-productive economic
activities see Murphy, Shleifer, Vishny, 1991,1993, Grossman, 1994, Acemoglu, 1995, Polishchuk, 1995,
1996).



The linearity of an agent’s payoff as a function of resources he/she spent on rent
seeking could dso be interpreted as an indication that the market for rent seeking is perfectly
competitive, and pays a fixed rate of return to every unit of invested resource. Findly, the
functiond form of rent seeking technology adopted in this pgper adlows various axiomatic
judtifications®

We now turn to descriptions of equilibria where individua choices of agents on
dlocation of their resources between production and re-didribution are mutudly consgtent,
and none of the agents has an incentive to change her action, given the choices of others.

5. Equilibrium with appropriation

When agent x makes a decison on how to split her stock of resource w(x) between
production and gppropriation, she maximizes aggregate returns to both of these activities by
solving the problem

max {(L- k) f (W()-h) + KhY/H}. 1)

hi [0,w(x)

In solving problem (1) agent x behaves “competitively”, i.e. takes the vaues of Y and H as
given, assuming that her actions will not affect these aggregates (this will dways be the case
if the distribution w(} has no “atoms’). Denote h(x) the optima choice of the agent; this is
the amount of resource that agent x spends for rent seeking. Function h(¥ forms an
equilibrium with appropriation, if h(x) solves problem (1) for every x 1 [0,] with some Y
and H, and the following baance equations hold:

Y=0Of (W(2)- h(2)dz, H=(2)dz 2

PROPOSITION 1. For every k1 [0,4] and w(} an eguilibiium exdts, is unique, and
dlows the following description: for somet > 0,
10, wWxEt

() = {vv(x)-t, w(Xx)>t. ®)

The vdue of t is uniquely determined by k and w(%, and could be found from the following
equation:

8 See eg. Skaperdas, 1996. An axiomatic description which belongs to the authors of this paper is as follows.
Let apieof fixed size Ais contested by n agents, and the amount of resource that agenti spendsin the contest is
Xi. Suppose that the share of the pie that the agent wins in the contest is a. function of two variables, one of
which is the amount x; of resource that the agent spendsindividually, and another — the total expenditures of all

n
[]

the agents participating in the contest, i.e. g X; . Inthis case one can easily verify that under mild regularity
=1

assumptions such function is necessarily the ratio -
o]



_ of (min{ w(2),1})dz
e =t . @
u2)-1). 2

Proofs of this and other propostions are omitted here and available from the author
upon request.

According to Propostion 1, in every equilibrium there is a threshold levd of resource
endowment t such that only agents with stocks of resource in excess of t participate in rent
seeking, and ther expenditures for rent seeking are equa to surpluses of resource
endowments over the threshold.

Threshold t is a function of k and w(%}. According to the following proposition, for a
given distribution w(¥ t is an indicator of quality of property rights protection (in that t is a
monotonicaly decreasing function of k, which characterizes vulnerability of property rights
to appropriation), whereas for any given K this threshold is a measure of inequdity of

resource digribution. Inequaity is understood here in the sense of Daton mgorization
(Marshal, Olkin, 1979): distribution w, (3} is more unequa than w, (3, if both add up to the

same total of W, and the latter could be obtained from the former by transfers of resource
from richer to poorer individuals.

PROPOSITION 2. The threshold t(k ,w(%) monotonically decreasesin k . For given K
and W the threshold t goes up (non-strictly) when distribution w(3} becomes more unequdl.
The minimd vaue t, of this threshold, which atains when resource is distributed uniformly
among the agents, stidfiesthe equation

A-kK)Ww-t) fdt,) = k() ()

Congder as an illugtration a Cobb-Douglas technology f (w) =w?, with O<a £1. In
this cae t, =W (a - ak)/(a + k - ak). Notice that in agreement with Propostion 1, t,
and K arein inverse reaions with each other.
Agents equilibrium payoffs are as follows:
(1- k) f(w(x),if w(x) <t; (6)

(@ K)(f (0)+(W(x)- t) f €t)) otherwise
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6. Market equilibrium

A naurd reference point for assessment of equilibria with rent seeking should be the
market equilibrium, where property rights are completdly secure (k = 0) and fully tradable.
In this case agents with relative surpluses of resource would sdll their surpluses to those who
can use them more efficiently. Market trade in the mode is the only dternative to production
— not necessarily because trade outperforms expropriation (as we will see, for some agents
that might not be the case), but smply because expropriation is precluded inditutiondly by
effective enforcement of property rights.

If p is the price a which the resource is traded, then every agent maximizes hisher
profit:
m}:a\x{ f(w(x)- hy + pht.

In equilibrium, agents net sdes of resource h should dl add up to zero, which
immediately leads to the following standard description of the market equilibrium.

PROPOSITION 3. In the market equilibrium, the resource is traded at price p = f €W),

and after trade every agent uses in production the same amount of resource W and earns
total pay-off equd to f (W) + (w(X) - W) f qW).

Of course, this equilibrium is Pareto-efficient and yidds the highest possble leve of the
economy’s GDP Y. However, this does not guarantee that every agent would prefer this
equilibrium to another one involving gppropriation. If every equilibrium with appropriation
were Pareto-inferior to the market one, then indeed grass-roots pressure for fully secured
property rights would be assured. Otherwise there would be gainers and losers, and
grassroots forces that prompt ingtitutional changes become more complicated.

7. Hybrid equilibrium

The two inditutional setups consdered previoudy could be combined by assuming that
property rights, while being tradable, are not fully secured, so that trade and appropriation
coexig with each other. It might be useful to interpret such dtuation as an incomplete st of
property rights. Full-fledged property rights include the rights of (resdud) control — the
possibility to use production assets a the owner’s discretion, rights for (resdud) returns, i.e.
for profit generated by owned assets, and the rights to transfer the above set of rights to
another owner (see eg. Milgrom, Roberts, 1992). In the Stuation considered in this ®ction,
the firg and third components of the full bundle of propertg/ rights are present, wheress the
second one is not fully enforced and could be chalenged®. Such incompleteness, which is

“This assumption corroborates with some of Russia's economic redities. “In the course of [Russian]
privatization it was soon realized that property relations are ... for the rime being too abstract. In the modern
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typicd for Russa and some other trandtion economies, leads to hybrid equilibria, which
comprise market trade and extra- market re-digtribution.

In a hybrid equilibrium market income, which can partly be agppropriated, is earned
through production and trade. If an agent uses r units of resource for production, and trades s
units on the market a price p, her market income is f (r) + ps. The agent securdy holds

portion 1-k of this income, whereas the baance is subject to re-digribution. The agent
maximizes aggregate return from dl three of these activities by solving the following
problem:

max  {(L-K)[ f(w(X)- h- r)+pr]+khY /H}, )

hr; h30, h+r £w(x)

where as before, Y is the tota income of the economy, and H — the aggregate amount of
resources invested in appropriation.

Triplet {h(}, r(¥, p} forms a hybrid equilibrium, if h(x) and r(x) solve problem (7) for
every x| [0], and the following ba ance equations hold:

Y=0Of(W(2) - h(2)- r(2))dz, H=0n(2)dz, 0= (2)dz (8)

To characterize a hybrid equilibrium, notice firs that with kK > 0 a least some of the
agents participate in appropriation (1 > 0). Observe next that freedom to buy and sdl implies
tha f&w(x)- h(x)- r(x)) =p for dl xI [0], 0 that every agent uses in production the
same amount of resource t < w, no matter what was this agent’s initid endowment. It
meanstha Y =f(t)and H =w- t. Findly, market trade takes place if and only if it yieds
the same returns as does gppropriation, i.e. if t = t_, where t, is defined by equation (5).
These obsarvations summarize as follows.

PROPOSITION 4. A triplet {h(3, r(¥, p} fooms a hybrid equilibrium if and only if the
following satements hold:

@) h) 3 0,w(x)-h(x) -r(x) = t,, fordl xI [0]];
(i) (29 dz=0;

(i) p=fat,).
In ahybrid equilibrium agent x receives atota payoff equa to

Russian life control over financial flows has proven to be more important than ownership”. (Ekspert, n1, 1997,
p. 6).



(1- K)(F(t) + (W(x) - t,) T &t,)). 9)

Notice that there is a multiplicity of hybrid equilibria, and that an agent is indifferent
between investing his’her resource in market trade or in appropriation, as long as the budget
condraints (i) are met. The common production level t_ is however, the same for al such

equilibria, and according to (4) does not depend on how the gross stock of resource w is
distributed among the agents.

8. Comparing equilibria: theimpact of trade

Comparisons of the equilibria introduced above shed light on the incentives that
undelie inditutional changes When reforms involve public choice, preferences of the
affected parties over policy dternatives and their outcomes are criticaly important. A
possible discrepancy between individua interests and aggregate efficiency gains could block
implementation of effidency-enhancing policies. Two such policies are conddered in the
paper — firg, creation of a market for the production input, and in the next section — securing
the right for returns. In ther combination these policies would result in establishment of the
complete set of property rights and the market equilibrium. As it was dready noticed, such
equilibrium, being a fird-best Pareto optimum, aitains the highest aggregate income and in
this sense is superior to impared inditutiond frameworks which lead to equilibria with
appropriaion — with or without trade.

The impact of trade for aggregate income when property rights remain insecure, being
threatened by appropriation, a priory is less obvious, snce there are two counteracting
effects in play. On the one hand, trade rdeases efficiency gains by moving resources to
where they can yidd higher returns. On the other hand, as the economy gets richer,
gopropriation becomes more attractive, prompting agents to invest more of ther resources
into rent seeking and leaving less for production. Such eventudity is clear from Propostions
1, 2 and 4, according to which the cut-off leve t a which production stops in the equilibrium
with gpproprigtion and without trade is higher (non-drictly) then the smilar threshold t, in
the hybrid equilibrium. Therefore market development, if it is not pardleed by improved
protection of property rights, could increase the scope of gppropriation and leave less of

resources for production (this phenomenon was earlier demondrated in a dightly different
andyticd framework in (Polishchuk, 1996)).

While being an eventudity, such adverse impact is not ineviteble: it is aso possble that
trade would not only improve allocation of resources contributed to production, but would as
well increase the aggregate supply of such resources. Indeed, athough t, £t in a hybrid
equilibrium everyone ends up usng t, units of resource for production, wheress in the

equilibrium without trade agents whose resource endowments w(x) are smdl, are constrained
by these endowments and do not reach level t .

Overdl, according to the following propostion, even if property rights are insecure, the
improvement in dlocation of production resources accomplished through market trade
outweighs the possble decrease of the aggregate supply of such resources for productive
purposes, and as a result trade dways yidds (non-negative) aggregate efficency gains — with
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or without fully established rights for resdua returns. Moreover, making production assets
tradable condtitutes a Pareto improvement that would leave every agent, rich and poor dike,
better off (agan, in genera non-drictly). Without appropriation this concluson holds
trividly due to smple reveded preferences arguments. An inspection of payoffs (6) and (9)
shows that thisis aso true in the presence of appropriation.

PROPOSITION 5. For any given level of property rights protection k and resource
digribution w(¥, every agent's payoff in a hybrid equilibrium is a least as high as in the
gppropriation equilibrium without trade.

Note, however, that vulnerability of property rights suppresses the incentive to trade in
the resource even when such trade is inditutiondly feasible and would have been desrable if
property rights were fully secured. In extreme cases trade could be completely “crowded
out” by appropriation activities To illustrate such possbility, suppose that initidly the
reource market didn't exis, and in the equilibrium with gppropriction every agent
participated in rent seeking. In this case for dl x initid endowments w(x) are above the
production threshold t determined by (4) — which means that equations (4) and (5) ae
identicadl, and that in fact t is a its lowest levd t,. Then, according to Proposition 5, such

equilibrium will dso be a hybrid equilibrium, and therefore will remain unchanged even if
trade was made indituionaly feasble. In this case a newly opened resource market will
have no impact on the previous no-trade equilibrium. Only if an initid digribution of
resource is highly inefficient (which in our case, when production technologies are identica
for al agents means — highly uneven), and for some agents ther endowments w(x) are
below t,, trade would occur out of the appropriation equilibrium attained when trade was
impossble.

This leads to the concluson that economic liberdization, which opens up markets for
production inputs, could be expected to meet a broad endorsement by resource owners, or at
the very leest won't rase much of grass-roots resstance. Another concluson, however, is

that such makets would reman thin, unless al other components of property rights are
firmly established.

The attitudes of resource owners to a reform that would fully establish property rights,
including the right for returns, are more complex and, as a will be shown, conditiona upon
theinitid distribution of resource and available production technology.

9. Comparing equilibria: theimpact of right for returns

Attitude of agents to improved protection of property rights could be inferred from
parametric analyss of payoffs (6) and (9) with respect to k . If the status quo is characterized
by absence of trade and incomplete right for returns, then one has to compare payoffs (6)
with those avalable to the same agent in the market equilibrium. If trade is possble from the
outset, then payoffs (9) have to be ingpected, and the main question is if these payoffs attain
their maximal vaues when theright for returns are fully protected, i.e. K = 0.

Notice fird tha in the chosen mode only those who are rdatively rich could prefer
incomplete protection of property rights. This could be seen, first, from the fact that if for a
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gven Kk, an agent does’t paticipate in appropriation because of low initid endowment
(W(xX) < t), then such an agent is clearly a victim of gppropriation, and therefore would
adways prefer full protection of property rights to the status quo. Next, it could be eadly
deduced from (6), (9) and definitions of equilibria that both with and without trade sets of
agents x which prefer incomplete rights for returns (K, >0) to full protection are either
empty, or of the form (a, 1], with some a < 1. In other words, adverse attitude to full
protection of property rights if a dl, should be expected from the upper range of
distribution of economic weslth.*°

It was conjectured earlier in the paper that preferences againgt fully protected property
rights ae rooted in inefficient technologies for production and/or in highly unequd
digribution of economic resources. Naturdly, inefficiency of production technology should
be interpreted in relation to the returns available in gppropriaion. As it was dready noticed
ealier in the paper, the yidd of the latter, in its turn, is limited by the aggregate output, and
eventudly by the same efficency of production that appropriation is supposed to
outperform. This contradiction, however, is resolved if production inefficiency is interpreted
as deeply dedining margind product f €w) when the amount of resource w used in
production increases™ We will refer to this property as scale inefficiency. With such
undergtanding, the firg of the aforementioned conjectures could be supported formdly as
follows.

PROPOSITION 6.

a) Let the gross stock of resource W be given. Then the following Statements are
equivalent:

1

(i) for any digtribution of resource w(jsuch tha QMz) dz=W, no agent would
0

prefer a status quo with no trade and incomplete protection of the right for returns
(i.e withsomek 1 (0,1] ) to full protection of property rights;
1
(i) for any digtribution of resource w(¥ such tha OMZz) dz=W, no agent would
0
prefer a status quo with trade and incomplete protection of the right for returns
(i.e. withsomek 1T (0,1]) to full protection of property rights;
(iii) fordl t T (0, w) the following inequdity holds:
1 1 W-t
fgw) f&t) f(t)

(10)

b) Let the gross stock of resource W be a vaiable as wel. Then the following
Satements are equivalent:

10 As it was already mentioned in the Introduction, threat to property rights is usually expected from the poor.
The purpose of the analysis presented in this paper is not so much to refute such expectations, but rather to
point out that under certain circumstances rich could be opposed to full protection of property rights as well.

1 Recall that marginal product in appropriation is assumed to be flat as a function of resources expended by an
individual agent, although thisflat rate itself is endogenousin an equilibrium and negatively related to the total
amount of resources invested in appropriation economy -wide.
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(iv) for any digribution of resource w(¥ no agent would prefer a status quo with no
trade and incomplete protection of the right for returns (i.e. with somek 1 (0,1]) to
full protection of property rights;

(v) for any digtribution of resource w(¥, no agent would prefer a status quo with trade
and incomplete protection of the right for returns (i.e. with somek I (0,1]) to full
protection of property rights;

(vi) function f?(w) isconvexinw > 0.

Conditions (iif) and (vi) both convey the same message to exclude averson of richer
agents to full protection of property rights, margind product f €w) should not diminish too
rgpidly when the scale of production goes up. These conditions can dso be re-stated in terms
of the cogt function c(® = f ' associated with production function f. Namely, the equivaent
formulation of (iii) edtablishes an upper limit to the increment of margind cost:
c€q) - c¢s) £ (c(qQ) - c(9) /s (hee G=f(w), s=f(t)), whereas condition (vi)'s re-
formulation is that the dadticity of margind cost e,.(q) © gc®q)/c&q) is not greater than
unity 2,

Under the above conditions, no matter how broad are the opportunities for gppropriation
and how much of resource an agent has, he/she would aways prefer full protection of
property rights, which would secure dl of the earnings and will not make him/her to divert
some of the resources from highly efficent production and trade. It is interegting that
conditions (iii) and (vi) do not depend on whether trade was possible a priory or is a part of a
reform package, which aso includes the fully secured right for returns.

Vice versa, if condition (iii) is violated, there is a didribution of the given aggregate
stock of resource W such that some agents will be agang full protection of property rights
(it will be clear from the subsequent analyss that such didribution should be highly uneven).
In case of violation of sronger condition (vi) there is an aggregate stock of resource W and
its dlocation across the agents such that those who own sufficently large chunks or
aggregate resource would opt for imperfect protection of property rights.

Condder agan as an illudration the Cobb-Douglas technology with f(w) =w?,
O<a £1. In this case condition (vi) (which, of course, implies (iii)) is sdisfied for al
a 1[1/2,1], o that if the output's eadticity is a lesst as high as .5, then under no
circumstances will anyone be opposed to an establishment of fully secured property rights. If
a<.J5, then there are combinations of resource digribution w(¥ and imperfect property

rights protection kK such that some of the richest agents would prefer status quo to the full
bundle of property rights.

Suppose now that condition (i) is violated for some w, or, what is the same, that (iii) is
violated for some t and W. In other words, assume that the technology exhibits, a least
locdly, relative scde inefficiency, so that adverse attitude to full protection of property
rights is a posshbility. We will now show, in support of the second of the aforementioned
conjectures, that such posshility becomes a redity only if the initid adlocation of resource

2\We owe thisresult to V. Polterovich.
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among the agents is sufficiently uneven, so that some agents resource endowments are well
w.

PROPOSITION 7. For a given production technology f, agent x prefers imperfect
protection of the right for returns, with or without trade, to full protection of property rights
only if

w(x), E
w E-1

(11)

where E °© sue e.().
q>

Proposition 7 supports the second conjecture about the sources of oppostion to full
protection of property rights, which puts blame on inequdity in resource ownership. Indeed,
it immediately follows from Propodtion 7 that if the total stock of resource W is uniformly
digributed among the agents, then no matter wha production technology is used in the
economy, dl agents unanimoudy support full protection of property rights. Furthermore, if
inequality is modest in that no agent’s resource endowment exceeds the per capita leve by

more than Eil times, then economy-wide consensus in favor of full protection of property

rights till holds.

Propositions 6 and 7 show tha scde efficiency in production and relatively egditarian
digribution of production assets are each sufficient to prevent oppostion to fully protected
property rights. Perverse preferences over protection of property rights are only possble if
both of these conditions are violated. In this case, there is a certain trade-off between scae
inefficiency and inequality of ownership.

To make this trade-off explicit, notice firg that, in full agreement with Propostion 6,
aufficiently wedlthy agents could be againg full protection of property rights only if E>1,
which means that e,.(q) >1 for some g and thus conditutes a violation of condition (vi).

The more pronounced such a violation is, the lesser the relaive wedth threshold (11) above
which adverse atitude to fully protected property rights becomes a possbility. The
difference E- 1 can be intepreted as a measure of scde inefficiency in production.
According to Propogtion 7, if the scde inefficency is reaively low, then preferences in
favor of imperfect protection of property rights could occur only under high concentration of
wedth, i.e in cases of profound inequality of resource dlocation. If, however, the
technology features high scde inefficiency, then even a rdaivdy modest inequdity of
resource ownership will be sufficent to generate among wedthier agents averson to full
protection of property rights. In generd, if inequdity of resource ownership is measured by
D-1, where D° sup w(x)/W , then the aforementioned trade-off could be described as

xi [0,1]

follows: some agents could be opposed to full protection of property rights only if

(E- 1)(D- 1) >1. (12)

Therefore, resstance to full protection of property rights can only be expected if the product
of just introduced measures of scale inefficiency and inequdity is greater than unity.
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These conclusions can be illustrated by the Cobb-Douglas technology f(w)=w". In
wx), 1l-a
w [1- 2a],
inequdity level aufficient to generate adverse attitude to full protection of property rights.
Direct cdculations show that for this technology resstance to fully secured property rights
wx) , 2(1- a) .

w [1- 23],

this case condition (11) takes the form . This is the lower bound for the

actually occurs as soon as

Fgure 1 illustrates dependence of agents payoffs on the level of protection of property

rights for various combindgions of a and @ Inequaity (11) holds for al cases
W

consgdered, which opens the possbility that an agent's preferred choice will be partid
protection of property rights with k1 (0). The sufficient condition for adverse atitude to
wW(Xx) , 2(1- a)
w [1- 23],
for dl other combinations. And indeed, according to preference profiles presented in Fig. 1,

vaues of k which are optima for agent x are postive in cases (b)-(e), which means that in
these cases an agent will opt for incomplete protection of property rights.

fully protected property rights

is violated for combination (a), and holds

10. Palitical Economy of Establishing Property Rights

The above andyss leads to a few important conclusons about possible outcomes of
public choice of a property rights regime. Such outcomes depend on public choice rules and
procedures, and we dart by assuming that the society has a democratic regime, where public
decison-making is based on a mgority will. In this case full protection of property rights
requires a condituency of agents, for each of whom such outcome is superior to the range of
dternatives where property rights protected imperfectly; furthermore, such a condituency
should comprise a mgority of agents Of course, secured propety rights will be fully
established if such isthe preferred outcome of every agent.

According to Propostions 6 and 7, the latter will be the case if ether the production
technology doesn't exhibit scde inefficiency and/or the digribution of resource across the
agents is aufficiently egditarian. In such cases full protection of propety rights will be in
everyone' s best interest, and the public choice outcome is straightforward.

If the aforementioned preconditions are not met, then some agents would favor less than
perfect protection. While there will dways be a condituency of agents who are net victims of
rent seeking and therefore would opt for fully secured property rights, these agents don't
necessarily form a mgority, and the public choice outcome becomes unclear. According to
the following propodtion, full protection of property rights will ill be uphdd by a mgority
of agents when scde inefficiency of production is modest. Under a pronounced scae
inefficiency this is not necessarily the case, and grassroots emergence of secured property
rights under democratic paliticd regime is not guaranteed.
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PROPOSITION 8.

a If E<2 (i.e scde indfficiency of production is less than unity), then there dways
will be amgority of agentsin favor of full protection of property rights.

b) If e.(@>e (@) +1, where e.(q)° qckq)/c(q) is cost dadicity of the
production technology a point @ = f (W), then there is an dlocation of the resource stock W
among the agents such that in a hybrid equilibrium a mgority of agents will be opposed to
full protection of property rights.

The posshility of a wedthier mgority which is agang secured property rights runs
agang the intuition that richer predators are dmost by definition a minority in the society,
and they prefer gopropriation only as long as there is a community of victims sufficiently
large and wedthy to plunder on. In fact, predatory behavior could till be a preferred choice
of amgjority occupying the upper range of wedlth digtribution.

If preferences of agents over the degree of protection of property rights are single-
peaked'®, then the median agent will decide democratic public choice of a property rights
regime. When those in favor of full protection of property rights conditute a mgority (the
latter will then comprise agents x1 [0,a] with a >1/2), the median agent x =1/2will be a
member of this mgority, and full protection of property rights will thus ensue. Vice vers, if
a mgority (of the form (al] with a<1/2) prefers some rent seeking, so will the median

agent x =1/2, and democratic public choice will leave property rights vulnerable.

An dternative to democracy could be a plutocratic regime, when the choice is
underpinned by the will of a “mgority of wedth” (to be more exact, of those holding a
contralling mgority of economic assts). This regime is a proxy to dtuations where
wedthier agents widd disproportiondly large politicd influence. Again, the quedion is
whether it is concelvable to have a Stuation where there is a mgority of wedth in favor of
imperfect protection of property rights. The answer, as before, depends on production
technology. In the absence of scde inefficiency no one prefers poorly protected property
rights, and democracy and plutocracy dike will result in fully protected property rights.
However, under scde inefficiency the outcomes of these politicd regimes could be quite
different. Recdl that with modest scde inefficiency a mgority of agents gill favor fully
protected property rights. And yet even dight scde inefficiency could dready be sufficient
for a“magority of wedth” to opt for imperfect protection.

1 1 S W-t
fqw) f¢t) ()
t,W, 0<t<w.™ Then there exist k >0and an dlocation W(x) of the total stock of resource
W such that in the corresponding hybrid equilibrium with imperfect protection of property
rights owners of a mgority of the resource are better off than they would be in the market
equilibrium will fully secured property rights.

PROPOSITION 9. Let condition (10) be violated, i.e. or some

13 Direct cal culations show that thisis the case for the Cobb-Douglas production technology (see also Fig. 1).
141t can be shown anal ogously to the proof of Proposition 7 that in this case scale inefficiency of production

E- 1ispositive.
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According to Propogtion 9 in the presence of any scde inefficiency of production high
concentration of wedth makes the owner of the “median dolla” worth of assets to prefer
imperfect protection of property rights. In this case a plutocratic regime will not produce
political demand for secured property rights.

Findly, consder the impact of economic liberdization for the atitude to property rights
protection. It was often argued in the debates about the sequence of trangtion that
liberdization should precede privatization and establishment of system of private property
rights. While there are indeed some sound arguments in support of this cdlam (see eg.
Adund, 1995), there is another factor that was missed in the earlier literature, namely, how
liberalization would affect “demand” for secured property rights. To answer this question,
one has to compare al three equilibria introduced earlier in the paper — an equilibrium with
gopropriation, i.e. with unsecured property rights and without trade; the corresponding
hybrid equilibrium, which obtains after liberdization but prior to the reform that would
edablish secured property rights, and the maket equilibrium where such a reform is
implemented.

In the presence of scde inefficiency some wedthier agents could prefer the hybrid
equilibrium to the market one, and thus would resst secured property rights. On the other
hand, liberdization that has lead to the hybrid equilibrium, beng a Pareto-improvement
(Proposition 5), makes agents better-off in comparison with the initid equilibrium without
trade. This means that if the reform were implemented Smultaneoudy, i.e. economic
liberdization were concurrent with establishment of secured property rights, agents would
have used the Pareto-inferior equilibrium with gopropriation as a reference point. As a result,
a larger number of agents suffer losses if secured property rights are established out of the
hybrid equilibrium (with trade), than when the daus quo is the equlibrium with
appropriation (without trade). By the same token, if an agent is opposed to secured property
rights both in the equilibrium with appropriaciion and in the hybrid equilibrium, he would
lose more if property rights are made secure in the latter case. These observations (see dso
Fgure 2) summarize as follows economic liberdization implemented prior to establishment
of secured property rights could broaden and strengthen the opposition to public protection

of property rights.

11. Conclusions

The paper shows that production inefficiency and economic inequdity in ther
combination creste an environment where wedthier agents are averse to full public
protection of the property rights. Both of these features were observed in Russa, and the
difficulties in esablishing property rights in the country are therefore fully consstent with
the paper’s conclusions,

More generdly, the paper shows that if the government smply distributes economic
assets between private parties, but does not supplement this digribution by an efficient
system of enforcement of private property rights, expecting that such system will emerge
subsequently in response to grassroots pressure of private owners, such expectations could
be frugrated. Officially sanctioned posshility of private ownership and transfer of property
tittes from the dae to individuads are not sufficient conditions for edtablishing the inditution
of private property rights When the government assumes a passve role in the matters of



enforcement, it de facto admits and tolerates extra-market redigtribution of privatized assets.
This option might have stronger gpped than the use of resources for productive purposes,
and as a result economicdly and politicaly voca condituencies could be opposed to public
protection of private ownership. Under such conditions the scenario of spontaneous
emergence of property rightsis an example of “betting” on indtitutiona outcomes.

A laissez faire approach to privetizetion not only does not guarantee the desired
outcome of such betting, but in fact could precipitate a falure to establish secured property
rights. Indeed, a chaotic privatization, which is not subjected to strict and enforcegble rules,
is likdy to produce a highly skewed didribution of ownership, which might lead to
subsequent resistance to public protection of property rights.

Participation of market agents in establishing and enforcing economic rules of the game
is a powerful resource and driving force of economic development and ingtitutional change.
Private enforcement of rules that advance and protect interests of involved individuas
complements public enforcement and raises the effectiveness of officia laws (Cooter, 1997).
However, private enforcement and initiative cannot fully supplant the government. The
latter's role, according to Madison's Federalist, is to facilitate productive economic
exchanges, and a the same time rise the cost of transactions where narrow interests benefit
a the expense of the society. Without such safeguards and checks in place, spontaneous
emergence of economic ingitutions is not guaranteed to produce efficient outcomes.

Acknowledgements

The authors are grateful to Michael Alexeev, Charles Cadwell, Ashok Kotwal, and
Michad Alexeev for useful discussons of this paper. An exlier draft of the paper
(Polishchuk, Savvateev, 1997) was prepared under the project “ Government in Trangition
Economies’ at the New Economic School, Maoscow.



21

Refer ences

Acemoglu, D., 1995. Reward structure and the allocation of talent. European Economic
Review 39, 17-33.

Alson, L., G. Libecap, and B. Mudler, 1995. Titles, Conflict, and Land Use. The
Deveopment of Property Rights and Land Reform on the Brazilian Amazon Frontier.
The Universty of Michigan Press, Ann Arbor.

Adund, A., 1995. How Russia Became a Market Economy. Brookings Ingtitution,
Washington, D.C.

Barzd, Y., 1997. Economic Andysis of Property Rights. Cambridge Univ. Press,
Cambridge.

Boycko, M., A. Shlefer, and R. Vishny, 1995. Privaiizing Russa. MIT Press, Cambridge.
Clague, C., 1997. The new indtitutional economics and economic development. In: Ch.

Clague (Ed.), Indtitutions and Economic Devel opment. John Hopkins Univ. Press, Batimore
and London, pp. 13-36.

Cooter, R.D., 1997. The rule of date law versus the rule-of-law state: Economic andysis of
the legd foundations of development. In: Annua World Bank Conference on
Development Economics, 1996. The World Bank, Washington D.C., pp. 191-218.

Davis, L.E., and D. C. North, 1971. Ingtitutiona Change and American Economic Growth.,
Cambridge University Press, Cambridge.

Demsetz, H., 1967. Toward atheory of property rights. American Economic Review 57, 47-
359.

Eaton, B.C. and W.D.White, 1991. The digtribution of wedth and the efficiency of
inditutions. Economic Inquiry 29, 336-350.

Eggertsson, Th., 1990. Economic Behavior and Ingtitutions. Cambridge Univ. Press,
Cambridge.

Frydman, R. and A. Rapaczynski, 1994. Privatization in Eastern Europe: I1sthe State
Withering Away? Centra European University Press, London.

Grossman, H.I, 1994. Production, appropriation, and land reform. American Economic
Review 84, 705-712.

Hellman, J., and M. Schankerman, 2000. Intervention, corruption and capture. The nexus
between enterprises and the state. Economics of Trangtion, 8, 545-576.

Hirshlefer, J,, 1991. The technology of conflict as an economic activity. American
Economic Review, 81, 130-34.

Knight, J,, 1992. Ingtitutions and Socia Corflict. Cambridge Univ. Press, Cambridge.



Libecap, G., 1978. Economic variables and the development of the law: the case of western
minerd rights. Journd of Economic History, 38, 338-362.

Libecap, G., 1989. Contracting for Property Rights. Cambridge Univ. Press, Cambridge.

Marshdl, AW. and |. Olkin, 1979. Inequalities. Theory of Mgorization and Its
Applications. Academic Press, New Y ork.

Milgrom, P. and J. Roberts, 1992. Economics, Organization, and Management. Prentice Hall,
Englewood Cliffs.

Murphy, K.M., A.Shlefer and RW.Vishny, 1991. The dlocation of taent: implication for
growth. Quarterly Journa of Economics, 113, 503-531.

Murphy, K.M., A.Shleifer and R.W.Vishny, 1993. Why rent-seeking is so cogtly to growth?
American Economic Review, 83, 409-414.

Nitzan, S., 1994. Moddling rent-seeking contests. European Journa of Political Economy,
10, 41-60.

North, D., 1990. Indtitutions, Ingtitutional Change, and Economic Performance. Cambridge
Univ. Press, Cambridge.

Polishchuk, L., 1996. Rent seeking as a means of dlocation: the case of spontaneous
privatization. (In Russan). Ekonomikai Matematicheskie Metody, 32.

Polishchuk, L., 1996. Inputs market devel opment, property rights, and extra-market re-
digribution. Cdifornia Ingtitute of Technology, Social Science Working Paper n. 967.

Polishchuk, L., 1998. Missed markets. implications for economic behavior and ingtitutiona
change. In: J. M. Nelson, Ch. Tilley, and L. Waker (Eds.) Transforming Post-
Communigt Political Economies, Nationa Academy Press, Washington, D.C., pp. 80-
101.

Polishchuk, L., and A. Savvateev, 1997. Spontaneous emergence of property rights. a critical
andyds. Mimeo, New Economic Schoadl.

Posner, R., and I. Ehrlich, 1974. An economic analysis of legd rule making. Journd of Legd
Studies, 3, 257-286.

Shlefer, A., 1995. Egtablishing Property Rights. In: Proceedings of the World Bank Annua
Conference on Development Economics, 1994. World Bank, Washington D.C., pp.
93-116.

Skaperdas, S., 1996. Contest success functions. Economic Theory, 7, 283-290.
Survey of Russia, 1997. Economigt, July 12, pp. 3-18.

Tullock, G., 1980. Efficient rent seeking. In: JM. Buchanan, P.D. Tallison, and G.Tullock
(Eds.), Towards a Theory for Rent-Seeking Society, Texas A&M University Press,
College Station, pp. 97-112.

Umbeck, J., 1977. Might makes rights. atheory of the formation and initid distribution of
property rights. Economic Inquiry, 19, 38-59.

Umbeck, J., 1981. Might makes rights. atheory of the formetion and initid digtribution of
property rights. Economic Inquiry, 19, 38-59.



Fig. la(a =.25w=2)



24

Fig. 1b (a =.4,w=10)
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Fig. 1c (a =.25,w=100)
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Figld (a =.1,w=10)
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Fig. le (@ =.25,w=10)
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Payoffs
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a) — equilibrium with appropriation
b) — hybrid equilibrium
) — market equilibrium
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