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THE DEVELOPMENT OF SOCIAL ECONOMY IS A NATURAL
PROCESS IN HISTORY
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Preface to the Reprint Edition

In the research of modern property rights theory or new institutional
economics, the most important analytical tools for analyzing the economic function
of institution are the concepts of transaction costs and externalities. In the
discussion of institutional economics, the meaning of the word “transaction” is not
only refers to the general market behavior and more importantly, it refers to the
economic relations between individuals. As an early representative of the
institutional economics,JR Commons referred the concept of “production” to the
concept of “transaction”. He indicated that production activities were the
activities of man to nature and trading activity was the interaction between
activities, Production activities and trading activities together constitute all
human economic activity. According to the analysis of Commons (1934), the
transaction is the basic unit of the system and the operation of the system is
constituted by many transactions. The transactions were further divided into
three basic types: sale and purchase transactions, the exchange relations between
the equality of market access; transaction management, which is between different
levels of command and subordination; limited transactions, mainly referring to the
relationship between government and individual. Those three types of
transactions have covered economic relations and economic activities between
individuals.

Commons’ s contribution lies in linking trading with institution, which
focuses on economic relations between individuals. On this basis, the trading and
the right were further linked in the economics of property. In modern property
rights economics, factors of production or economic resources are not regarded as
in-kind, but as rights. Property rights economist Coase (1960) pointed out that
“we would say that someone owns the land and treat it as a factor of production,
but actually what the land owner own is the right to implement a certain
behavior”. Coase (1959) also pointed out that the Federal Communications

Commission assigned to the radio is “the right to send a signal, rather than



ownership of the frequency or the ether”. Since property rights are the rights
relative to the behavior, the substance of transaction on the market is not the
exchange of goods, but the exchange of property rights. That is to say,
transactions are conducted in the form of exchange of goods, but essentially they
are a group of right to cross-exchange. And in some cases, transactions are not
only in the form of an exchange of goods, but also purely a right of alienation, for
instance, restrictions on the discharge of pollutants contract, contract negotiations
between business owners and employees. In the analysis of property rights
economics, the root of making transactions not only lies in interactions between
various vendors’ utility function and production function, but also in the
assessment of rights made by different people and different manufacturers. For
either potential traders or traders in practice,as long as there is difference in their
assessment of rights, they will have the incentive to negotiate and exchange rights
of utilizing resources,so as to configure resources at the direction of the optimal
value. For any transaction of resources, the core is the transaction of rights.
Therefore, the definition of legitimate right is crucial to transaction results. After
introducing rights into the transaction, in the analysis of the economic relations
between individuals, we do not only note the resource constraints, but also the
institutional and legal constraints, In other words,just like resources, institution
is also featured by scarcity. The core of the institution is the definition of rights.
The difference in the definition of rights affect individual’s trading behavior,
transaction costs and transaction structure, thereby affecting the -efficient
allocation of scarce resources. In the research of institutional economics the
trading areas are directly linked with the allocation of resources and thus they
have been included in the analytical framework of economics.

In modern property rights theory, institution is interpreted as an important
variable affecting the allocation of resources and economic performance. The
concept of “transaction costs” is used to explain the condition of optimal structure
affected by institutional arrangements. Coase made a core argument in his work
“Problem of Social Costs”: under the well - defined property rights, voluntary
transactions provide a sufficient condition for efficient allocation of resources
(output maximization). Coase used amendments conditions for the so-called “zero

transaction costs” (pricing system for normal operation) to supplement the core



Preface o the Reprint Edition

argument. Under the influence of the Coase theory,other institutional economists
discussed the system efficiency from the perspective of non-zero transaction costs.
The main criterion for an efficient institution is to examine transaction costs on
the issue of solving externality. In the book of Welfare Economics, AC Pigou
(1932) stated that “When A provides services for B (services are paid), A also
provides services or brings about harm to other people (not the same type of
service producers). There is neither remuneration paid by beneficiary nor
compensation to victims”. Since the costs of beneficial effects and damage effects
(remuneration or compensation) are not borne by the interactions between
individuals and thus externalities occur. Some new institutional economists
believe that because transaction costs exceed the benefits from transactions,
externalities occur. In fact,the existence of a lot of externalities can be explained
by the higher transaction costs (Furubotn and Peiovich, 1972). Demsetz (1967)
indicated that the transformation of beneficial effects or damage effects into an
externality means the effect has resulted in too high costs for one or many
decision-making brought about by interactions between individuals, so that it is
not worth a try. That is the meaning of the term here. A necessary condition for
the costs and benefits externalization is that the costs of rights transaction
(internalization) exceed the benefits of internalization (Demsetz, 1967). The
analysis suggests that the efficiency of institution is assessed by the level of
transaction costs in the process of externalities. If the transaction costs are not
zero, the level of transaction costs determines the level of the transaction
efficiency. The clearly defined property rights has relieved the uncertainty. The
parties in the transaction should bear the benefit effect and damage effects and
thus it results in a lower cost and higher efficiency. Once the externalities are
solved, the output value will reach the maximum, that is to say, the allocation of
resources will reach the optimal level. Therefore, the efficiency of institution
efficiency is directly related to allocation of resources.

Modern property rights theory and other modern theories in the economic
analysis of institution, such as public choice theory, law and economics, contract
theory, have not only expanded the contents of economics, but also increased the
usefulness of economics. In particular, these theories have provided some

reference value for China which is undergoing institution changes and economic
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transformation. The book was first published in 1997. In the second edition, we
corrected errors in printing and added some references according to the new

academic publishing requirements. All other parts remain unchanged.

Zhao Xiao-lei

Shanghai University of Finance and Economics
May 2012
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FOREWORD

Neoclassic economics views economic growth as the function of capital input
and technological advance,in the model of which property system is regarded as a
given factor or external variable. Property theory believes, however, that
innovation made in property system has a considerable impact on economic
growth. As is known to all, scarcity of resources and division of labor have given
rise to the issues of how to coordinate human conduct, how to render production
and how to distribute products. Modern society virtually relies more on property
mechanism or property system to provide individuals with some efficient stir or
restriction to reduce waste so as to achieve the optimal allocation of the scarce
resources. P. A, Samuelson,a prominent American economist, considers property
system the basis of the economic structure. He predicted in the fifties that the
quickest development of economy would occur in the area of South America
because of its abundant resources and high-educated labor. But facts have proved
he is wrong. What he based in his prediction as conditions is not the basic matter
in economic structure, In fact, it is Europe and Pacific areas that witnessed the
fastest economic development. Resources in these states and regions were
relatively scarce,but the property system and ownership management turned out
to be rational and appropriate enough which resulted in the high economic
growth. There are some others who also hold the view that property rights
determine the motivation composition, affects competition and macroeconomic
control, hence exerting a major influence on economic efficiency.

American economists L. Davis and D. C. North have done successful theoretic
research on innovation of property system. They define the system environment
as a series of basic political,social and legal rules and regulations used to establish
the basis of productivity, exchange and distribution, and then analyze the
relationship between institutional innovation and economic growth. They point
out :“Economic system and property rights are assumed in most economic models

as having a particular and unchanging value, but in the study of long-term growth



this value changes frequently and fundamentally. We assume that an economic
system can be innovated and property rights may get modified in which
individuals or institutions expect to accept such changing costs and they hope to
get some profits they would not be able to have in old institutional
arrangements. "®In their view, economic growth will take place only when the
economic organizations are of efficiency, which in turn may require the
modification of property rights in order to reduce the spread between personal
costs and social costs in innovation activities,

The drive of such institutional innovation comes from income increase. If the
desired net income exceeded the expected cost,an institutional arrangement would
be innovated. For instance, when production can be accomplished with lower cost
in a larger industry, then a corporate operation may be more profi-table than a
smaller scale; if the price difference between two markets is great,then it will be
profitable to shift goods from the lower-price market to the higher one by
organizing a third market; if an enterpriser plans to build a reservoir to generate
electricity,and meanwhile to reduce floods in lower reaches,then the builder may
occupy part of the profits by purchasing in advance some property at the lower
river,or he may request the government to tax those benefited there so as to get
some compensation for his building expense.

Those increased income which attract people to innovate systems is called
“external profits”, that is, they can not be obtained under the given condition
arranged by the existing economic system. Based on their research on the history
of American economy,Davis and North trace the source of these “external profits”
back to four factors: (1)Scale Economy;(2)Externality; (3)Risk; (4) Transaction
Costs. Once the innovation of a system succeeds in turning these profits internal,
aggregate income will increase and the innovator may get profit without injuring
others’ interest.

There are two extremes in arrangements of system innovation: the form of
pure voluntariness and the form of official management and operation. The
voluntary type simply involves cooperative arrangements and mutual agreement
between individuals, from which any one can freely withdraw, while official
arrangements provides no such selective right of withdrawal. For the latter, no

agreement at all is required in action except some rules and decisions which should



