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AHHoTauus. A new version of the contracts theory in terms of economic agent’s interaction analysis, their
competition, ideas about unfavourable selection, legal efficiency/inefficiency, institutions dysfunction is elaborated
in the article. The author evaluates efficiency criteria and offers his own model of effective contracting, considers
conditions and restrictions of contract interactions of agents subject to the model of agents’ behaviour in a view to
legal efficiency and opportunism. The critical estimation of O. Williamson’s contracts theory is given and the au-
thor's classification of contracts and the basis of the contract theory corresponding to the changed format of mod-
ern contracting on a microeconomic level are suggested.

Abstract. B cmambe pa3zgusaemcsi Hogasi 8epcuUsi meopuu KOHMpakmos ucxods u3 aHasusa e3aumoodel-
Ccmeusi SKOHOMUYECKUX a2eHmos, UX KOHKypeHuuu, npedcmassieHuli o HebrnazonpusimHoM ombope, npasosoli
aghgbekmusHocmu/HeaghghekmusHocmu, ducghyHKUUU UHCmMuUmymos. Aemop daém OueHKy Kpumepusm 3¢gek-
musHocmu u ripednazaem cobcmeeHHyr Modersb 3¢hchbekmueHOU KoHmMpaxkmauuu, paccmampusaem ycrosus u
O2paHUYeHUs1 KOHMpakmHbIX e3aumodelicmeull azeHmos8 8 3asucuMocmu om Modesiu noeedeHuUsi azeHmos ¢
MOYKU 3peHusi rpasoeoll aghghekmusHocmu U onrnopmyHusma. [aémcsi Kpumu4deckasi oUeHKa meopuu KOH-
mpakmos O.YunbsiMcoHa u npedriazaemcsi a8mopcKas Krnaccugbukayusi KOHmMPaKmos U 0CHO8bI KOHMpPaKmMHoU
meopuu, omeeyaroweli UsMeHEHHOMY ¢hopmMamy CO8pPeMEHHOU KOHMmMpakmauyuu Ha MUKPOIKOHOMUYECKOM ypos-
He.
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1. Contracts and Competition. Incentives Competitive process is developed by means
Formation of Economic Behaviour of contract interactions, therefore the conceptions of

Within the limits of modern non-institutional a perfect competition, for example, as about the
theory there emerged three schools of studying con- process in which a considerable amount of homo-
tract interactions of three types of contracts: agential geneous goods are offered on the market and ob-
contracts (the theory of agency relations), self- tained by a large number of sellers and buyers; they
performed contracts and relational (informal) con- influence each other in no way; there are no restric-
tracts. Contracts are referred to legally obliging tions on goods, prices, resources; there are no ob-
standards which organize not only the process of stacles for entering the market and all the necessary
making a deal, but also define the character of im- information is completely accessible, are an ideal
posed obligations regarding realization of industrial- form (idealistic model) of economic interaction, es-
economic activities of agents. Basically, institutional pecially from the point of view of contract theories.
production structure can be set by a network of con- In his lecture “Competition as a Discovery
tracts, and the firm may present a certain portfolio of Procedure” and his earlier works F.Hayek defended
contracts or contract obligations within the limits of the thought, that competition is a process of forming
legislatively issued contract warrant. an opinion on all the events in the market, that is, it

Agential contracts are considered from the is a process of continuous information changes,
point of view of agents’ interaction under conditions gathering, distribution and analysis of facts; it is a
of contracting uncertainty caused by asymmetric procedure of discovering new facts the use of which
property of information. Self-performed agreements is subordinated to the purposes of specific agents
(contracts) arise due to imperfection or absence of and is aimed at the achievement of a certain suc-
the ways of ensuring contract execution. And, at cess in the market.
last, incomplete (relational) contracts are based on Thus, according to F.Hayek, competition at
the so-called post-contract opportunism when high the agent’s level is a procedure discovering know-
transaction costs make it impossible (unattractive) ledge about consumer preferences, technological
for the agent to follow contract obligations. As a possibilities, investments, institutions, etc, dissemi-
result, these obligations are breached. The funda- nated in a society. In relation to knowledge the giv-
mental reason of this phenomenon is heterogeneity en approach looks static as “discovery” is made
of the investments which are carried out by agents- from the available volume of knowledge. Nothing is
parties of the contract to execute it. In any case, the said about the time of this process, as well as about
general efficiency of contracting at each type of con- the possibility of some useful experience loss and
tract depends on costs and the routine of contract loss of knowledge during the rivalry between
execution. Besides, opportunism level (pre-contract agents. Competitive process dynamics is unstable,
and post-contract) and “legal” efficiency of realiza- in other words, there are periods of aggravation and
tion of economic contracting are both of importance. slackening. However, there is always a certain vo-

lume of knowledge and experience needed to sur-
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pass the rival, this variety of knowledge and expe-
rience being a peculiar “consumable materials”
which will never be needed more. Beside,s Hayek's
concept does not consider the inefficiency of the
competition procedure as a “discovery”. The one
who has lost the struggle in the market could pos-
sess unique knowledge and experience, and the
one who has won could take advantage of opportu-
nistic considerations or information providing a
short-term benefit. Such practice often occurs in
modern economy and confirms high probability of
having an inefficient result as an outcome of com-
petitive process, when the best agent does not win.
In connection with the noted features the idea of
competition as a natural selection, like the pheno-
menon occurring in biology, becomes also invalid.
Really, if better qualities are rejected and remain
unclaimed, it is not isolated anomalies but genetic
changes in the functioning of social structure. Simi-
lar situations are described by the term “unfavoura-
ble selection”.

The sphere of innovations is highly competi-
tive (not in the sense of the pure competition model,
but in the sense of monopolistic and oligopolic com-
petition sharpness) because decisions in this area
are made by specific economic subjects during li-
mited enough time slot. Competition as a behaviour
form, apart from creation of new perspective objects
for investment, is capable to liquidate by chance
other objects attractive enough for investment and
having certain market perspectives. For example,
one invests in the firm which over a short period
becomes bankrupt not withstanding sudden compe-
tition. It is thus very probable, that the investor will
not be paid back and even will not be compensated
a part of his losses.

Besides, it is necessary to keep in mind, that
the organization of competitive economy and its
maintenance in a proper condition require consider-
able investments. Those who have lost in competi-
tion or the subjects switched off the competition
process due to various circumstances are often
considered as the agents who are unfairly rejected
by the free market and who need social help greatly.
Such perception of economic reality is not only
proved, but is also reflected in concrete actions of
government social policy.

Generally, the agent can resort to one of
three behaviour models depending on correlation of
its aggregate income, wage and the cost of under-
taken efforts. If we designate income and real wage
of i - subject as R;and W, accordingly and the real
contribution of the individual to a social production Z;
or I, then at a time slot [t1, t2] the following situations
are possible: 1) R> W;; Il) Ri= W, and also R> Z;; R;
<Z[,' Ri=Z.

Unification in the economy of the type R; = Z;
forall i =1 ... N, is an improbable event as public
institutions possess power, and this fact inevitably
leads to disproportion between contribution and
compensation. If the income received by each sub-
ject is equal to its contribution into economy then we
can speak about distributive optimum, an ideal eco-
nomic situation. Actually individuals make various
investments in public production. Therefore at best
they can receive compensation exceeding their con-
tribution or equal to it.

Thus, unevenness of own efforts plus institu-
tional heterogeneity (expressed in heterogeneity of
human capital) predetermine inequality in the re-

ceived income. That is quite natural. However, ag-
gregate income cannot correspond to the invest-
ment in public production. It can exceed it for one
individual and be lower for other individuals. The
contribution of each subject is its investment into
creation of the gross product. The received income
depends on the size of this investment, its qualita-
tive characteristics, institutions which are responsi-
ble for effective utilization and the return of the de-
posit. Certainly, the possibility of investment realiza-
tion is defined by the income of the previous period,
accumulated savings, and institutional condition of
the given period. In other words, it completely de-
pends on the past, path dependens.

Economic life is created by a man, but, si-
multaneously, there are conditions in the economy,
institutions, organizations and structures which de-
fine the character of human capital reproduction.
The following chain of interactions about which
Trygve Magnus Haavelmo wrote in his Nobel lec-
ture: “Having accepted some existing society for the
initial point, we can consider it as a system of rules
and regulators in whose frameworks the members
of the society should function ....the results of indi-
viduals’ reactions to the set rules hgve the opposite
effect on the rules themselves... “". Thus the per-
manent process of institutional changes is carried
out, the leading part in which is played by the man
and his changing behaviour models. The problem of
human capital reproduction appearing in two forms,
individual and public, acts as the central theme in
the theory of human capital development. The deci-
sion of this problem is not simple because the
search of an optimum proportion between the sizes
of the individual and public capital is complicated, to
say nothing about independent scientific problem of
capital measurement, human capital estimation, and
the so-called social investments necessary for its
reproduction.

The capital theory shows us the major prop-
erty of capital and its heterogeneity. And this proper-
ty and the available difficulties to consider the given
aspect in economic models limit the "efficiency" of
created theories of capital. J.Hicks noticed, in par-
ticular, that capital heterogeneity is a stumbling
block of modern capital theory”. However, as far as
human capital is concerned, heterogeneity problem
here is even more sharply. It is heterogeneity that
generates effects of inequality, maintenance, un-
even distribution of investments, and greatly influ-
ences economic growth and development. Contract-
ing rules serve the original skeleton forming con-
tours of such heterogeneous system and making it
possible for its functioning, setting efficiency charac-
teristics and even efficiency “ceiling”.

The present stage of economic development
is characterized by the increased speed of institu-
tional changes and isomorphism of institutional
forms. Information becomes a commodity having its
own value, and intellect becomes interspecific re-
source forming consumer welfare cost. It imposes
special restrictions on the process of individual con-

' Haavelmo T. Econometrics and the State of General
Welfare // Nobel Prize-winners in Economics. A Look from
Russia. — St. Petersburg: “Gumanistika”, 2003. — P.526-
533

2 Hicks John Robert The Mainspring of Economic Growth //
Nobel Prize-winners in Economics. A Look from Russia. —
St. Petersburg: “Gumanistika”, 2003. — P.124-140.
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tracting and contract types, as we can speak about
a special model of agents’ behaviour, innovative
behaviour (the basic characteristics of this model
will be given in the last item).

If aggregate income exceeds agent’s wages
the size of incidental earnings, including the shadow
income, is positive: Ri- W; = §;, 6> 0. In the case
when aggregate received income of the individual
exactly coincides with wages, two variants are poss-
ible: 1) Ri= Wi> Z; = |; and the subject gets non-
earned rent r; = (R;i- )> 0; 2) Ri= Wi, <l; and the sub-
ject is exposed to operation, the size of which is
measured e; = (/i - R)> 0. And the operation size,
proceeding from the received equalities, is practical-
ly non-earned rent taken with the opposite sign: e; =
- . Hence, comparing contribution and compensa-
tion it is very important to take into account inequali-
ty sign to establish precisely what social process
prevails.

Let's admit that the agent possesses all the
necessary information about the current situation in
which he is. Then in the first case he will try to fix his
positions of the addressee of non-earned rent, and
in the second he will direct his efforts to curtailment
of the activity. The model of the latent sabotage,
evasion from performing the established functions
can be applied in the firm by separate workers. It is
necessary to notice, that in the first case labour
productivity of the subjects for whom income (wag-
es) considerably exceeds contribution can fall due
to decrease of labour efforts because of the desire
to rest more, and in the second case due to labour
demotivation because of very low compensation.
Other things being equal, if any similar behaviour
model covers the majority of economy agents, eco-
nomic system shows slowdown of growth rates or is
driven to stagnation.

Having presented aggregate income in the
form of the sum including wages and incidental
earnings, we will have two inequalities: 1) /i - W; - 6;
<0 2) i - W; - 6> 0. If the wages are rather low W;
<</; then validity of the first inequality can be pro-
vided exclusively by high value of the incidental
(shadow) income, which makes non-earned rent. It
follows from the second expression that to over-
come operation is possible by wage increase, ad-
justing it to the size of individual’s personal contribu-
tion, or eliminating this kind of activity, lowering la-
bour efforts and reorienting them on getting illegal
incomes. Certainly, during a period of time [t1, t2]
each individual experiences the change of situation
in a range from operation to acquisition of non-
earned rent, passing a point of distribution optimum
in which contribution and compensation are equal:
Ri= I.. Hence, agent functioning is a non-equilibrium
process at which equilibrium is a particular case.
Thus, there is always some models set of operation
and extraction of non-earned rent in the economy
and if there is an excessive concentration (preva-
lence) of two named models of behaviour or both
models simultaneously, the consequences for social
development will be very negative. With domination
of operation model wages obviously mismatch indi-
vidual’s contribution. Besides, if its share in aggre-
gate income, which in this case is less than the size
of individual’s contribution, is insignificant, it in-
creases the value of addition &; - the incidental (il-
legal) income. Extraction of non-earned rent under
conditions of operation model is quite possible, as
the motive of getting a bribe or any other dividend

sharply increases, especially if individual makes
large efforts at his basic work and considers the pay
for his work to be low, having no possibility to
change work place or trade or experiencing certain
difficulties in it. He has only one variant to increase
his aggregate income to use his resource of power
and to infringe the norms for extraction of rent with-
out applying additional efforts. In a situation when
aggregate income exceeds contribution W, + 6> |;
various variants are possible: 1) 6;= 0, W> [; - wag-
es exceed cost estimation of individual’s personal
contribution and non-earned rent is equal to zero r;=
0; 2) Wi<l, &> I-W> 0 and r;= 0 - though wages do
not exceed contribution of individual, but additional
earnings are so high, that provides excess of ag-
gregate income over the personal contribution with-
out the necessity of non-earned rent extraction; 3)
Wi<l, & <I-W;> 0 and r> 0 - additional earnings do
not allow to get the income more than contribution
and the subject provides it, using his authority or
breaking the standard norms.

Choosing the behaviour model the agent
compares his income not only with the personal
contribution, but with the contribution and income of
other subjects, professional groups, and with the
living wage and access costs to various social stan-
dards. Therefore to predict what competitive strate-
gy he will choose is difficult as this choice is influ-
enced by many factors. The only thing we may
speak about definitely is about the influence of
competitive strategy on investment process. Very
often the problem of investments is presented apart
from the behaviour models of concrete economic
subjects as if investment process occurs on itself or
represents independently located model realized
under the influence of certain special motives. In
practice, investment as expenditure decision, be-
coming an action, is the integral element of the gen-
eral behaviour model of the subject. If the events
happen according to the operation scheme, invest-
ments can be directed by the agent in the areas,
following which it will be possible to avoid submis-
sion of the given model. In other words, it will be
investments to overcome operation. In the case
when there is an additional rent, such spheres as
rest, entertainments, purchase of luxury goods etc
will be invested. If the model of exact contribution
and compensation conformity operates, efforts on
acquiring the access to possibilities of non-earned
rent extraction are invested. Certainly, such ways of
behaviour are observed, if the agent has full infor-
mation about the status quo and has corresponding
aggregate income. But even using all the income on
purchase of foodstuffs, the agent pays taxes which
are nothing more than the investments into social
production. These means are accumulated by the
state and are used for investment in other sectors of
economy.

Ungrounded contrasting of state and market
has led to distorted perception of functioning results
of economy’s public sector. The work there is often
characterized as less effective than in a private sec-
tor where competition is higher. In economy such
stereotype is extremely dangerous, not only be-
cause it mismatches the valid order of things but
also because it kills the desire to search the ways of
activity efficiency increase of the state and public
sector. If the government and those sectors of
economy for which it is responsible for are actually
inefficient in comparison with private enterprises,
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there are two principal reasons: the first, low re-
sponsibility of officials for performing its functions
and weak control mechanisms, and the second,
erroneous economic policy. As we see, the idea is
not in the form of property or property right.

The manager of a private concern is em-
ployed by its proprietor, and this appointment might
be as erroneous as the appointment of the official
by a person who is selected by the people, the pro-
prietor of the state funds, for realization of their in-
terests, concerning efficient control of the named
funds. In both cases the relations problem of the
type “principal-agent” is present, but in the second
case it is more difficult, as nobody is insured from
an error at the stage of choice which is carried out
by direct vote though in joint-stock companies with
the scattered holding of stock the decision on man-
agers’ appointment are made by considerable num-
ber of proprietors using the similar voting proce-
dures. And the error probability at micro-level is less
thanks to more information available by proprietors.
However, such assumption is far from being always
fair.

The character of the created welfare acts as
a distinctive feature of production in the public sec-
tor. Therefore, it is necessary to consider manufac-
ture inefficiency in the public sector not in the aspect
of choice, voting, property or absence of competition
in the sphere, but from the point of view of technol-
ogy and properties of created product or service.
Competition absolutization as the most effective
form of economic behaviour and development is
based on abstract assumptions of free market func-
tioning and low price of welfare, and effective alloca-
tion of the resources, achieved in the equilibrium
point. But for individual not only the price of welfare
is important, but also the size of received real in-
come, and the possibility to concentrate the invest-
ment in only one direction for the decision of a cer-
tain problem, which competitive market cannot solve
accumulating the demanded volume of investments.
Properties of the produce welfare define the way of
economic managing and contracting type. If we ac-
cept, that properties and characteristics of welfare
are invested, control over the distribution of invest-
ments represents the way of economic processes
coordination. Thus, transaction costs of contracts
conclusion and their observance define the efficien-
cy of contracting and, finally, influence the invest-
ments efficiency. It is especially evident in the mar-
kets of high technology production where competi-
tion is developed on the basis of technical (technic-
al-economic) parametres of the workable products.
Competitive process in such markets is characte-
rized by the information asymmetry which can be
overcome only by knowledge of personnel involved
in the process, or by monitoring of scientific and
technical information and/or contracting process
(pre-contract arrangements, contract conclusion and
execution). However, the peculiarity of this asymme-
try is in the fact that information is asymmetric in
both the principal and the agent party. In other
words, the manufacturer of high technology produc-
tion and the customer can have distorted informa-
tion both about the behaviour model at the contract
conclusion, and about technical and economic pa-
rametres (qualities) of the product (the contract pur-
pose).

2. Unfavourable Selection.
Markets and Efficiency Criteria.

The theory of agential relations considers in-
teraction models of agents as the relations devel-
oped between the principal and the agent, characte-
rized by information asymmetry. The subject of
analysis is an impact of this information asymmetry
and information rent on the process of welfare ex-
change and production, and, as a result, on specific
markets functioning (insurance markets, educational
markets, etc.)

The classical examples of such asymmetry
are the following situations:

1. The relations between the lawyer and the
client. The lawyer is always better informed about
his own abilities, experience and about the essence
of the case which he conducts.

2. The driver and the insurance company.
The driver knows more about the condition of his
car and about the condition of roads on which he
drives.

3. The firm and the state. The firm possesses
more information about costs of the project realiza-
tion than the state.

4. The landlord and the employee. The lan-
dlord is more informed about the condition of the
house and its utensils, and employee is more in-
formed about his own abilities and whether he can
repair the damage or not.

Thus, these examples show that informa-
tional structure of economic events is not the same.
Before the contract conclusion the agent possesses
more information on his qualities, than the principal.
If the exchange between the parties is beyond com-
petitive relations and if there is no special interests
protection of the subject which is less informed,
there is a so-called unfavourable selection, i.e. less
informed agents appear in a relative loss, and more
informed agents, aspiring to maximize utility, under-
take actions, causing damage or losses to less in-
formed subjects.

In the example with the lawyer he is not only
better informed on the abilities, but he also knows
the set of precedents on considered articles of law.
Thus, it raises the probability to turn the scale favor-
ably. A classical example is the market of the
second-hand cars. In this market the sellers of the
cars and the buyers are differently informed on the
quality of cars. As George A. Akerlof showed, in
such markets information is asymmetric as the buy-
er does not know the quality of a certain car, and
the price in such market (the secondary market of
the second-hand cars) will always be lower than the
price in the primary market of the same product.
This price is defined by the quality of the product,
and the quality, in its turn, is defined by consumer
preferences so, that the average quality of the prod-
uct in the secondary markets will decrease as it will
be profitable for a seller to sell the products whose
quality is in lower part of distribution. As a result, the
average quality will decrease step by step, and as a
result the price will decrease as well. Ideally, the
final price which will suit the buyer at moment N can
be equal to zero that means collapse of the market.
The shown phenomenon of the secondary markets
is also the phenomenon of unfavourable selection (a
version of pre-contract opportunism). This pheno-
menon arises owing to information asymmetry and
inefficient market mechanism of supply and de-
mand.

Secondary
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The central concept of the theory of unfa-
vourable selection is the concept of information rent
which is understood as the dividend received by the
agent who can buy the goods for some price which
approaches the real price of this welfare. Examples
of situations which are described in the theory of
information asymmetry are the following processes:

1. The relations between employees and
employers on the labour market.

2. Labour intra-firm contracts.

3. The markets of experimental goods.

Unfavourable selection in the system “the
principal - the agent” is connected with information
asymmetry (pre-contract opportunism), and also
with the emergence of the moral market (post-
contract opportunism). Costs of control over the
agent’s behaviour stimulate him to maximize his
own utility to the detriment of principal’s interests,
i.e. this agent concentrates on the performance of
only those points which are registered in the con-
tract, thus the agent does not feel moral obligations.
The possible solution of the problem “the principal -
the agent” is in the coordination of the purposes of
the employee (the agent) and the employer (the
principal). For this purpose it is necessary to draft a
contract so that it will stimulate the agent to refuse
opportunism. Manifestations of moral risk are vari-
ous enough, but they can be classified as informa-
tion asymmetry which is the reason of moral risk
appearance. There are two such types.

1. Internal information asymmetry in relation
to the contract. For example, the manager has more
precise information about the shares and their dis-
tribution than a certain shareholder.

2. External information asymmetry in relation
to the contract. For example, all hands are working
at a certain project according to the customer’s task,
and each member of the working group knows
about the contribution of each other in realization of
this project, in contrast to the customer. That is why,
each member of the group can select a behaviour
model which pursues the aim to mislead the cus-
tomer or to drag out time of order’s execution. How-
ever, the last circumstance is explained by the
theory of contracts though actually this situation is
far from reality. The matter is that the dragging out
of the execution time of the contract in high technol-
ogy industry, in particular, is fraught with serious
costs not only for the customer (the agent), but also
for the executor (the principal). If the totality of “unfi-
nished” contracts is high enough for the firm, there
can be a risk of its bankruptcy. If the customers dis-
satisfied with these circumstances apply to the
court, the costs and penalties of the affairs in this
totality of contracts also will sharply decrease the
firm’s stability.

The first type of asymmetry results in moral
risk with the latent actions, and the second type
results in the occurrence of moral risk in the team.
The moral risk arises in the commodity, labour, cre-
dit, etc. markets. Factors of uncertainty at the con-
tract conclusion, opportunism and diffusiveness of
responsibility act as the factors generating moral
risk.

The value of “contract

opportunism
A
S N
Jo
q; /
| \D
O Z, L 7o >
Activity to prevent
0 opportunism

Figure 1. Contract opportunism in the innovative sec-
tor of economy.

The situation inherent to the sectors and
markets generating innovations is shown in Figure
1. Contract relations can be described by the value
of opportunism and expenses on the activity to pre-
vent opportunism. Then curve So symbolizes the
offer of opportunism models and is defined by pro-
pensity and conditions which promote opportunism
including the stimulus connected with the estimation
of expenses and benefits generated by usage of
such model or refusal to use it. Curves Do and D4
designate the opportunism reaction of agents. At
lower level of competition and higher monopolistic
possession of some technical innovation, the curve
Do occupies position D1, which at the same propen-
sity to opportunism will mean moving of the system
from point E to point E1. The general result is in de-
crease of both the opportunism value, and the ex-
penses for prevention of such behaviour models
appearance: pre-contract, contract and post-
contract opportunism.

The “successful” opportunism, as well as the
situation of unfavourable selection, can provide un-
expected benefits for the agent (the amount of ob-
tained benefit is meant, as it is considered, that the
agent uses opportunism model purposefully). In the
innovative sector of economy firm’s functioning sta-
bility will be defined by the number of contracts in
the firm’s portfolio, namely, the output level which
they provide with the available capacity. Hence, it is
possible to speak about some optimum size of con-
tracting for a certain high technology firm. The
excess of this size reduces the parametres of func-
tioning stability (the model of “ambitious firm”, when
it undertakes the working out, not possessing inter-
specific resource for its realization), or it demands
capacities increase at the expense of investments.
The curve of firm’s stability will move upwards and
to the right, thereby, increasing the optimum of con-
tracts number and the possibility of stability main-
tenance (Fig. 2). Only if the number of contracts is
small Nmin (though in a certain case this number can
be not so small) the smaller capacity will produce
the better stability parametres, rather than the big
one. This is connected with the non-comparable
level of constant expenses set by bigger capacity.
At any N> Nmi, the firm’s functioning stability U will
be above U4. Certainly, the level of “contract” diver-
sity defined by the share of each contract in the
firm’s capacity and in the output, influences the sta-
bility because if, for example, 70 % of output and 90
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% of the employed capacity of the firm correspond
to one contract then the situation with this very con-
tract will define the firm’s future, its strategy and,
certainly, stability.

Firm's stability

Ui

»
The number of contracts
In the firm’s portfolio
Figure 2. “Contract” stability of a firm.

As the client is an expert in innovative econ-
omy, that is, he understands the technical parame-
tres and the physics of the ordered product not
worse than the producer does, then information
asymmetry arises not to the one, but to both parties
at a time. In other words, the model of “double op-
portunism” operates. At the same time, it is impor-
tant to notice, that the client can put such a problem
(and it is especially characteristic for innovative sec-
tor), the solution of which is not quite clear both for
him and for the executor (producer). Such contracts
appear in the public sector and provide the defense
of the country (military economy). At such contract-
ing capacities’ increase, organizational changes,
creation of inter-specific resource for this very con-
tract as a component of performance process of the
contract can be provided at once.

The so-called self-performed contracts
(agreements) are designed on the basis of the con-
dition, that benefits from contract default are essen-
tially less than long-term benefits from its obser-
vance. In this case each agent, the participant of
contracting, will maximize his own utility. The stimu-
lus to be fair, that is, not to follow the opportunism
way in the contract, is supported with the fact that to
be fair is more profitable than to be unfair. At breach
of contract by one of the parties, the contract will be
automatically terminated.

In his work “Economic Value of Honesty (the
Forgotten Factor of Production)” Russian economist
l.I.Janzhul asserted, that “no virtue creating the
greatest riches in the country, has such great value
as honesty. Therefore, all the civilized states con-
sider it to be their duty to provide the existence of
this virtue by the strictest laws and to demand their
execution. Certainly, honesty is meant as a promise
to execute; honesty as a respect to somebody else's
property; as a respect to anybody’s risghts; as a re-
spect to existing laws and moral rules™.

Thus, these principles describe the bases of
fair contracting, the problems connected with the
provision of trust while effecting economic transac-
tions and the observance of the property right. In
essence these are the requirements or conditions of
self-performance of the contract and an important
contribution of Russian economic school to the

%Janzhul 1.I. Economic Value of Honesty (the Forgotten
Factor of Production). — St.Petersburg, 1911. — P.8-9

bases formation of modern contracts theory (and
the world knows nothing about this contribution).

It is possible to suggest the following correla-
tion between the level of honesty and labour effi-
ciency for economic system (see the Figure).

Honesty level in contacting
A

max

Labour gfﬁciency
0] C

Figure 3. Interdependence of honesty and labour effi-
ciency.

Active development of “information” economy
has essentially affected the change of labour rela-
tions as not only individual behaviour model, tastes
and preferences has undergone changes, but also
its moral basis. First, there appeared “a century of
crowd” when separate individuals are disseminated
on the cyberspace; each of them is before the TV
screen or computer display and he does not need
anybody or anything, the analytical information is
delivered to him, he knows all the news he is inter-
ested in. Secondly, the growth of information poten-
tial eliminated the difference in intellectual develop-
ment of individuals. Now, on the average, the differ-
ence in intelligence between individuals makes no
more than 1,5-2 times while the difference in in-
comes reaches 10-15 times, and while comparing
some groups of the population it is 20, 40 and even
100 times. It is the difference discrepancy in intellec-
tual abilities and incomes that will define the existing
scale of social contradictions. Thirdly, individual
behaviour is rationalized, moral-ethical component
has less effect, imitation of cultural norms providing
higher living standard (life quality) becomes strong-
er. Thereby, the probability of destructive conse-
quences of such individual behaviour for economy,
owing to strengthening of demonstration effect in-
creases. And this factor increases the demand for
limitation of social norms and public order regula-
tion.

As it is shown in Figure 3, with the level of
honesty increase the labour efficiency can increase
up to the maximum values (point B), but if the ho-
nesty level in economy is reduced, then develop-
ment will correspond to branch BO or BC. Thus, the
efficiency of “labour” factor is reduced, this process
being completed on the line OC to which final effi-
ciency C corresponds if there is no fair behaviour
models, or this efficiency will be almost zero at point
O. With the growth of honesty level labour efficiency
can decrease in one case: if labour relations are
completely based on dishonest principles and reject
fair behaviour models. In the latter case the growth
of honesty will not result in efficiency increase of
labour, but it cannot be long for the same reason.
There can be two states of labour efficiency for ho-
nesty level above point A: low efficiency along AB
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line and high efficiency along OB line. It will be de-
fined by the peculiarities of institutional structure
and technological possibilities of economy. In other
words, the high level of opportunism can be ob-
served at effective labour and high efficiency. This
situation may correspond to excessive contracting
when a lot of additional rules and norms and there
appears legal “overregulation” of economy, that is,
“the legal burden” is too high and it forces the
agents to benefit from contracting by means of in-
fringement of these norms and their obligations
(“dishonesty” model).

As for the problem of labour operation and
efficiency, it is possible to present it graphically.
Operation is the result of uneven distribution of the
market and “contract” power and it stimulates labour
processes to a certain level. However, as soon as
the operational rent becomes excessive, it sharply
de-stimulates labour. It is possible to raise the effi-
ciency of labour and productivity in such point ex-
clusively at the expense of technological changes.
Heterogeneity of human capital plus uneven distri-
bution of the market power together with the gen-
eration of operation effect consolidating these kinds
of heterogeneity are a structural basis of information
asymmetry effects.

A Labour operation level
max

Eopt

Labour efiiciency

Figure 4. Operation and labour efficiency.

Minimum labour efficiency also corresponds
to the minimum operation in point O (Figure 4). With
operation growth, that is, with the increase of com-
pulsion to work, its efficiency will grow to a certain
optimum operation level not causing any protest,
and then owing to latent and open sabotage and
accumulated dissatisfaction, the labour efficiency
will decrease at operation growth and will approach
to the minimum values of point O at the maximum
operational load.

Thus, if we act on the premise that a certain
acceptable level of information asymmetry corres-
ponds to the optimum operational load, then asym-
metry level may be measured by the amount of op-
erational rent.

Certainly, to take into account the profession
is an important aspect as both operation model (the
relations between the principal and the agent) and
labour efficiency estimation and the effect of infor-
mation asymmetry depend on it. The state of legal
institutions strongly influences contracting efficiency
and economic transactions productivity.

Studying contract interactions, not simply the
contract’s efficiency aspect, which in the neoclas-
sical economic theory is described by the points of
Pareto-efficiency and the so-called “contract curve”,

v

is important. With reference to contracting it means,
that it is impossible to redistribute a resource (asset)
within the limits of the contract so that to bring more
satisfaction (additional utility) to one of the contract’s
party not simultaneously damaging the second par-
ty, that is, lowering satisfaction, moving this agent to
the lower utility level (indifference curve). Benefits,
costs and the risks connected with contract’s obliga-
tions and with the achievement of the contract’s
purposes are of great importance. The opportunism
problem is also sharp, as the more the risk not to
execute the contract, the more the probability, that
the agent will purposefully be dragging the perfor-
mance of certain tasks and will search for the rea-
sons for non-compliance of some functions and con-
tract’s obligations in the whole. Such model can be
applied for agents at once subject to possible judi-
cial consequences. Such examples are numerous,
especially in the sphere of high technology industry
and innovations. The reason is that the risk of activi-
ty in the named sectors is high enough. There is a
point of view”, that technical systems improvement
occurs for the account of economic efficiency de-
crease which is manifested in the inability to achieve
Pareto-optimum result in resources distribution as
competitive balance is not attained. The general result
is defined by comparing the benefits from scientific
and technical progress and efficiency losses from
distribution of resources. However, it is necessary to
notice, that, 1) scientific and technical progress de-
mands resources, 2) it is not absolutely clearly, even
theoretically, how probable the point of competitive
balance and the efficiency connected with it are, es-
pecially in respect to the sector demonstrating scientif-
ic and technical results. If it is somehow possible to
estimate the benefits from scientific and technical
progress, then it is impossible to define precisely the
losses, as it is difficult to represent the economy’s
state in this point. And if it is possible to define these
losses, hypothetically representing the economy with-
out any technical changes, then how will the benefits
provided by technical progress be estimated? The
problem is considerably complicated in the long-run
and actually turns into a problem in which it is neces-
sary to compare what is, and what has never been
and hardly ever possible, the Pareto-optimum point
(construction).

Besides, the criterion of Pareto efficiency
proceeds from the assumption of reliable estimation of
agent’'s own preferences by himself, the state of the
other participant of contracting being not considered.
To be more precise, the agent does not present it as
exact as he estimates his own one. However, to esti-
mate one’s own state and, all the more, the state of
the other agent is actually not simple. It is this reason
that acts as a restriction of Pareto-criterion application.
And, besides, the point in which it is already impossi-
ble to redistribute a resource to improve someone’s
position but not to worsen anybody’s one, is unknown.
Usually this point is represented on a curve of produc-
tion faciliies or on a “contract” curve. At the same
time, the dynamic changes of economic system do not
make this curve static. It constantly changes both the
arrangement (that is, it moves) and promi-
nence/concavity due to very different factors. But cer-
tainly, at any movement any point of this curve means

* Ruff L. E. Research and Technological Progress in a
Cournot Economy.- Journal of Economic Theory .- 1969. -
Ne1.- pp. 397- 415.

MexayHapogHble Hay4yHble nccnenosanus, Ne 3-4, nonb-gekabps 2011 r.

11



ECONOMY

Pareto-efficiency, when it is impossible to increase
the consumption of one good, not reducing the con-
sumption of the other one. All the same, the analysis
carried out does not allow telling anything about how
the consumption (well-being) will be distributed be-
tween various groups of agents consuming the
changed correlation in the basket of goods from one
good to another. Kaldor—Hicks criterion, which was
to solve the problem of efficiency criterion and well-
being estimation, did not solve the efficiency problem
either. That is because according to this criterion if a
certain state is more preferable than the other one and
those groups of agents who gain while moving to this
state compensate the losses arisen in the course of
this transition to the suffered agents, and perceive
their own state as advantageous (as a welfare gain),
then it is possible to assert, that the general welfare
raises. R. Zerbe has shown that such efficiency ac-
cording to Kaldor-Hicks actually means people’s rea-
diness for indemnification, and it is equivalent to such
voting when voices are given weight, depending on
readiness to pay indemnification.” Such treatment of
Kaldor-Hicks principle does not solve the problem of
well-being efficiency estimation as the estimation
dramatically becomes complicated. It is difficult to
estimate the readiness of various groups of people
and then to provide indemnification on the scale of
economy. What is possible for the situation of two
indifference curves and two agents may be completely
false for larger quantity. Therefore, both T.Scitovsky's
modifications and A.Bergson's remark about the ne-
cessity of taking into account the system of values
develop the criterion which is more “alive”, than Pare-
to-criterion, but they support the idea about system’s
effectiveness and its well-being increase. To my mind,
“adaptive efficiency” is a perspective criterion. And it is
reasonable to present “allocative” (resource) efficiency
as a necessary condition, and to consider adaptive
efficiency a sufficient criterion.

Adaptive efficiency characterizes the ability
of economic (contract) system to train and acquire
knowledge, to encourage innovations, perceive risk
and to endure various experiments, for example, re-
structuring. Adaptive efficiency, unlike allocative
efficiency, represents efficiency of the rules action
which set the development of economic system at a
time. With reference to contracts it is important
enough, as contract’s efficiency depends on its ex-
ecution time. Actually the contract is concluded for a
certain period of time. Infringement of time ar-
rangements is interpreted as contract infringement.

Costs

T

T, T.| T;

Figure 5. Contract Costs.

® Zerbe R. Economic Efficiency in Law and Economics. —
Jr. Elgar, 2001.
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As Figure 5 shows, the increase of contract
execution time (curve 1) from Tq to (T1+T2), which
corresponds to curve 2, leads to the growth of costs,
this growth being so considerable, that it will provide
non-compliance with the contract and even firm’s
bankruptcy. At the same time it is possible to have
contracts when the time of their performance essen-
tially grows to (T4+T2+T3) and costs can even go
down a little (curve 3). It is a contracting case in
high technology sectors when firm’s efforts concern-
ing the terms of contract performance are overesti-
mated which demands larger expenses. Points Ty;
To; Ts provides an interesting effect. The matter is
that even if the contract is fulfilled, it can all the
same have certain utility for the firm connected with
the development and accumulation of inter-specific
resource (the statement is true at least for innova-
tive sectors). In essence it distinguishes “the con-
tract welfare” from the general consumer welfare,
whose utility will be equal to zero, when the welfare
is consumed. Moreover, the welfare marginal utility
will decrease, with known reservations, and in the
case with the identified contract and with the in-
crease of its performance time it can still increase,
expectation of such result stimulating the agent to
"delay” the execution time of contract obligations.
The increase of contract’s performance time can be
considered as opportunism model in operation if the
agent gets additional utility.

According to our concept, at the upper point
of adaptive efficiency the purpose of institution exis-
tence is designated and long-term; it is intercon-
nected with other purposes; the application area is
stable; functional filling is high at a strictly certain set
of functions; a period before the change of the stan-
dard is considerable; action costs are rather low;
rejection degree is low; stability to casual change
(mutation) is high. For macroeconomic dysfunction
or the bottom point of adaptive efficiency all the
listed parametres have the opposite meaning (see
Table 1.).

Table 1. Efficiency Parametres of Contracting Agents

Contract charac-
teristic

Adaptive efficiency
(the upper point)

Economic dysfunc-
tion

(the lower point of

adaptive efficiency)

Purpose of con-
clusion (the con-
tract purposes)

It is designated
and long-is urgent,
it is interconnected
with other purpos-
es

It is indistinct and
short-term, or has
the subordinated or
compelled value

changes (external
and internal)

2 | Appendix area stable unstable
3 | Functional Filling High functional The functional po-
(support) potential at strictly | tential is low or falls
certain set of func- | at spontaneously
tions varying set of func-
tions
4 | Period before considerable Short, or permanent
change change promoting
transaction costs
growth
5 | Action costs, acceptable, rather | Unacceptably high
including transac- | low
tion costs and
opportunism
6 | Degree of con- low high
tract rejection in
firm
Stability to high low
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It is necessary to notice, that with reference
to adaptive efficiency, aggregation is hardly appro-
priate, that is, it is designated by the system, by all
the parametres on the specified groups in Table 1. It
is possible to judge about its change both according
to quantitative changes of separate parametres and
qualitative assessment of the same and other pa-
rametres.

Actually it characterizes the ability of eco-
nomic system to train, encourage innovations and
counteract the risks and be ready for the solution of
the arising problems, preventing the development.
However, in our opinion, its achievement is possible
only with a certain achievement in the area of alloc-
ative efficiency. While factors of production are used
inefficiently, it is not absolutely pertinent to speak
about the increase of adaptive efficiency, though the
established rules appreciably define the possibilities
of allocation and its efficiency.

The producer (creator) of a high technology
product (of basic or improving innovation) is always
better informed about the possibilities of his product
than the potential consumer. Therefore, the situation
of unfavourable selection is the immanent characteris-
tic of innovative sphere functioning. At the same time,
the model of dishonest behavior or opportunism can
arise and naturally mix with the model of “adverse
selection” which can mean both the use of somebody
else's technical decisions, adoption (“technical” espio-
nage, etc.). The listed processes generate the higher
risks in the field of innovations, to say nothing, that the
markets of innovations reveal the effect of “race” when
the speed of technical result use and the market entry
has the defining meaning in the competition. The risk
of carrying out of the research and development is
high enough, all the more, the available experience
and data in this sphere show, that usually from 20 to
35 and even to 40 % (in isolated cases) of research
and development can come to an end with negative
result. But it is not always clear, whether the negative
result of research and development today and tomor-
row will turn into the positive one the day after tomor-
row. And from the bookkeeping-economic point of
view this research and development has already been
recognized as inefficient.

The high risk of contract performance de-
mands big costs to execute it, and small risk provokes
big expenses under the contract, which also corres-
pond to higher costs. Therefore, the curve describing
the interrelation of risk and contact costs is shown in
Figure 6 on the right and it takes the U-shaped form.

At innovations, to be more precise, when the
contract concerns creation of innovative result, the
U-shaped curve “costs-risks” is shifted to the right
and downwards, so that the risk optimum is shifted.
There is a situation, when the minimum general
costs correspond to larger risk (points ropt1 and ropt2).
The risk rises due to unpredictability of innovative
result and high uncertainty. However, innovation
introduction for the same risk value provides smaller
costs. Figure 6 on the left shows the interrelation of
profitability (efficiency) of the contract and the risk of
its performance. We can see, that there is a certain
optimum risk, at which efficiency is the highest. Si-
multaneously, for low risk there can be high efficien-
cy (r1 <r <rqpt), and for high risk there can be low
efficiency (r> r2). The same indicator of efficiency
(profitability - R *) may be achieved at relatively low
and high risks (r1 and r» accordingly).

Efficiency
(profitability)
AR

R*

.__‘L_i?_“
L

v

Topti Topt2 r- Risk

Figure 6. Efficiency, Costs and Contract Risk.

The phenomenon, when high profitability corres-
ponds to smaller risk and low profitability corres-
ponds to high risk, arises due to the structural and
motivational disproportions in the development of an
economic system, whether it is a firm or a national
economy. Thus, in Russia, in particular, transac-
tional sectors (banking-financial sector) have larger
profitability in comparison with the real sectors of
economy (industry, “high tech”) at smaller risk, than
in the real sector (though, certainly it is necessary to
consider that the nature of risk is far from always
being identical at such comparisons).

Summarizing, it is possible to introduce such
value as “contract welfare” (P). Considering that by
the moment of time T this welfare for a high tech-
nology firm flows into inter-specific asset (intellec-
tual, technological resource which also has a prop-
erty of decay, obsolescence), but from the point of
view of contract implementation, it is exhausted.
Mathematically this indicator can be presented as
follows:

P = [[(p(t.v(e) —e(t.vO)edi ()

0

And the contract profitability R, which is
equal to the ratio of the contract general profit P to
the amount of used resources (expenses) on the
contract performance, will be:

R={1/(c(t, v (1))} P.

where: p (t, v (t)) - benefits of contract per-
formance (income flow);

c (t, v (t) - costs of the contract conclusion
and performance;

a - interest rate;
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v (t) — the speed of resources use, including
the adaptation speed of (costs changes at the mo-
ment of time t).

Having accepted that P = TR - TC and hav-
ing differentiated on time the value of “contract wel-
fare”, having equated the result to zero and having
solved the equation, we will get the formula of con-
tract costs at the point of the highest well-being
which looks like:

ct.v(t)) = [ p[1 +1/ ed it

where p - the product price under the con-
tract and ed - demand elasticity for a product.
The firm’s income from the portfolio of car-

ried out contracts is defined as

D = Zdi r; where d; - income under i contract,
and r; - risk of the contract performance.

It follows from formula (1), that “contract wel-
fare” depends on v (t) - speed of resources use.
This value defines the flow of income and the flow of
expenses. Thereby, the efficiency of contract per-
formance depends on flows’ speeds.

3. A Problem of “Lawyer” and “Legal” Ef-
ficiency

In the contract theory it is considered, that
selection in the system “lawyer-agent” is unfavoura-
ble. If we use the analogy with G. Akerlof’s classical
market of “lemons”, the quality of the given welfare
in this market should decrease, which should be
reflected in the service price. In other words, the
client will offer the smaller price because he doubts,
whether the situation is actually as such as the law-
yer describes it. The client understands that he is
not as proficient as the employed lawyer. But the
client’s doubts in lawyer’s cleanliness are compen-
sated by his reputation and hopelessness of the
situation for the client. Therefore, price reduction of
the welfare does not occur in this case as it hap-
pens in the secondary market of cars. Poor quality
welfare excludes the high-quality one in the sec-
ondary market because of the asymmetrical infor-
mation. Consumer’s understanding of the fact that
the greater part of the cars sold by him are of lower
quality is an important condition of demand curve
shift downwards and to the left in the case of cars’
secondary market. However, such psychological
reaction leads to even lower degree of quality, and
the market price will be low, so that it will be possi-
ble to sell high-quality cars at this price. The reason
is that it is difficult (almost impossible) to provide
(technologically) high quality of the relatively com-
plex welfare at low price, so the parity “high quality -
high price” remains. However, in the secondary
market this parity is infringed due to the shift of the
demand curve, which leads to further decrease of
welfare’s quality. In the market of legal services the
situation differs from the cars’ market though the
effect of “unfavourable selection” still operates.
However, it does not lead to price reduction on a
service or to quality reduction of a service. There
are some reasons of such situation, in my opinion.

First, the quality of a service is defined by
judicial decision in favour of the agent (and the de-
cision is a variable value, that is, the benefit scale
for the agent can vary and it is defined by legisla-
tion. For example, the claim can be answered par-
tially, the adverse party is surcharged for smaller

sum, or the sum of claim is reduced, etc.) or by the
punishment of the agent who did wrong or commit-
ted a crime and turned to the lawyer for help.

Secondly, the lawyer secures or represents
the client’s interests in court, but the fact that the
service is provided should be proved by the court
decision, at least by the intermediate court. At the
same time, lawyer’s activity does not stop with such
decision as either the adverse party, or the client
himself, being not satisfied with the decision of the
court and aspiring to increase the utility from this
decision can appeal against this decision. Thus,
with reference to the market of advocatory services
there is a problem connected with the fact that the
welfare (service) is provided in the course of its pro-
vision. For the market of cars as a final welfare, this
characteristic is not typical.

Thirdly, the service is provided for the first
time and to provide it for the second time is proble-
matic, because it will already be the other service
provided most likely in absolutely different circums-
tances (procedural, judicial, relational in the system
“principal-agent” — “the lawyer-the client”). Though
the client can certainly refuse the services of one
lawyer and turn to another. However, it does not
guarantee the result of the second lawyer. Besides
transaction costs can sharply increase.

Fourthly, the client can define the quality of a
service only according to the court sentence, be-
sides it is difficult enough for less educated agent to
estimate how his utility was lowered by the court
sentence and how the lawyer opposed this de-
crease. Thus, comparison of the price which the
client pays for lawyer’s services and the result (the
court decision or problem’s solution) is sure to be an
important circumstance.

More than that, it is interesting, that in the
secondary market of cars pre-paying of round sums
is practically ruled out. And with regard to the “law-
yer's welfare” there is a practice of considerable
advance payments, that is, payments when it is im-
possible to consider the service to be rendered yet ,
but the lawyer is already carrying out a certain work
with the court and Public Prosecutor’s Office.

Fifthly, the offer of lawyer’s services depends
on the number of lawyers as a professional group,
crime rate and legal restrictions, and, besides, “legal
constraints” when the agent is institutionally forced
to turn to the lawyer (jurist) (execution of papers,
documents, etc.), in other words, because of “legal
bureaucratism” of economic system as a whole. The
demand for the lawyer’s services is defined by the
function of the crimes number depending on the
probability of the criminal’s capture, punishment and
other factors. Such characteristics as police and
court effectiveness, wages in the law-enforcement
system, current and capital expenses influence both
the supply, and the demand for lawyer’s services. If
the crimes number or the volume of ‘legal bureau-
cratism” are very high, then the demand for lawyer’s
services will exceed the supply. The workload of
one lawyer with the cases will increase, and the
price of his services will also essentially increase
(as it is impossible to satisfy the demand quickly
and to prepare the necessary number of lawyers). It
is obvious, that the quality of these services and
professionalism level may decrease. Otherwise,
when the volume of crimes in the economy is low,
as well as the “legal bureaucratism”, supply will ex-
ceed demand; meanwhile the service price will not
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fall due to a peculiar effect of a “ratchet” which is
caused, for example, by the delay in proceeding,
imitation of heaviness of the case by the lawyers’
community. Lawyer’s service of high quality (which
we will understand as necessary utility achievement
for the client in an acceptable time limit) has higher
price when the demand increases as the supply is
limited (the supply curve is vertical), and when the
lawyer’s service is of poor quality the amount of
services increases together with the price as the
supply curve is not vertical, but has a positive incli-
nation.
Service Price

Client’s Costs

A
High quality
Low qualityo
The” Amount
A of Lawyer’s Services

Figure 7. The Quality and the Price of The Lawyer’s
services.

Figure 7 shows the change of client’s costs
subject to the quality and amount of rendered ser-
vices of the lawyer. The more the amount of the
lawyer’s services, the more the costs of the client
and the price. But if the quality of services is low,
then even the small amount of these services will
result in considerable costs for the client, and a
large amount of such services will be estimated at
low price. Therefore, the real situation corresponds
to enveloping curve. Poor quality services are pro-
vided in small amount and they correspond to large
costs (situation before point A - on the left). At the
starting point the agent does not know whether this
service will be of poor quality or high quality. But the
lawyers’ reputation which can be measured, for ex-
ample, by the number of the won cases, gives some
necessary information for proper choice. In case of
high-quality services there is always very high price
and the demand for such services is also high. High
price corresponds to the quality and considerable
amount of these services. However, as it will be
shown later, the situation when the client pays more
off-the-record payments and it also concerns the
payments expansions under the official contract. It
is profitable for the lawyer to optimize the process
according to the scale “price - reputation (the won
case) — case duration”. Therefore, the model of “fee
extortion” which makes the basis of the so-called
“paradox of the lawyer”, from our point of view, has
certain internal restrictions.

"Paradox" of the lawyer is manifested in the
following. The lawyer provides a service, whose size
and utility for the client are defined by the organiza-
tions (structures) which do not depend on the lawyer
directly. There is no competition between them,
though there is a competition between lawyers.
Public Prosecutor’s Offices and courts do not com-
pete among themselves concerning this service in a
“market” sense. There is no competition in each
such structure. They are absolute monopolists re-

garding providing a service in the form of a decision
or a sentence. Another pair of shoes is that between
Public Prosecutor’s Offices of different levels and
courts of different instances there exists a special
kind of interaction, rivalry, usually professional and
bureaucratic, connected with demonstration of their
success to higher instances (The motivation is the
desire to receive the award for crime exposure or to
get a promotion, etc.) . In connection with these
circumstances the lawyer who can co-operate with
Public Prosecutor’s Office and court for a long time
becomes known in these structures and gets repu-
tation. The paradox is that he becomes a “transac-
tional” intermediary between the Public Prosecutor’s
Office and law-enforcement structures and court,
quality of his services not decreasing, but the price
increasing with the restriction of the amount of ren-
dered service. Thus, it is necessary to notice, that
the Office of Public Prosecutor and court compete
with each other and it is possible to consider this
kind of rivalry competitive as it is a question of sen-
tence scale - court decisions and depth of punish-
ment. The Office of Public Prosecutor puts forward
the estimation - the offer in this occasion, and the
court makes the definitive decision and agrees or
disagrees with this estimation, and such disagree-
ment can be in both parties - punishment reductions
and increases. Thus, the lawyer’s efficiency in the
client’s opinion is defined by the court’s decision
and the position of Public Prosecutor’s Office which
can initially propose mild penalty. The scale of all
these actions of three subjects - the lawyer, Public
Prosecutor’s Office and court are within the limits of
established institutional norms. If the law provides
punishment (Z), varying in the range X <Z <Y, then
the lawyer, court and Public Prosecutor's Office
have a haggling subject with the client within the
limits of this range. The general utility of the client
and marginal utility in this interval are reduced and
the size of necessary costs increases to prevent the
outcome connected with the setting of the upper
limit of the specified interval. If the client actually
deserves punishment X, but owing to asymmetry
does not guess, that his actions can be treated ex-
actly, so there is a motive to represent a situation in
such a way, that punishment can be Y. If protection
of client’s interests demands means Px as highly
professional lawyer is not required, it is profitable for
the lawyer to present a situation, that client’s ex-
penses should be Py> Px. He consciously “plays”
information asymmetry practically without any dam-
age for himself. On the contrary, such model of be-
haviour provides very high income and reputation.
The value a = Py - Px is “the lawyer’s rent”, and the
lawyer’s income is made up of the official salary
against the concluded contract and value a, that is,
D=W +a=W + Py - Px. However, the lawyer dis-
tributes the sum Py - Px among himself and corres-
ponding representatives of court and Public Prose-
cutor’s Office. Such implicit contract agreement ac-
tually represents corruption model which is based
on professional knowledge of legal system repre-
sentatives and on the fact that people know each
other for many years of their professional work. Due
to this circumstance the probability of agents’ cap-
ture comes almost to zero; legal norms and laws’
application become the object of purchase and sale;
client’s possibilities in overcoming the norms de-
pend on his budget (plus imperfection of the norms
creating the specified ranges). If border Y tended to
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X, then Py =Px and the lawyer’s income would
become equal to wages (contract agreement). This
is one condition of counteraction to the corruption
model and the second condition is practical realiza-
tion of personnel rotation principle.

The process of agents’ training occurs at
present in the social environment, determined by
institutions. Besides, there are some typical costs,
basically connected with the acquisition and
processing of necessary information. It is important
to notice, that nobody guarantees positive effect of
training, as it is possible to disseminate and perce-
ive negative information as well or less significant
from the possible number of alternatives. If rationali-
ty is limited, then expectations are also formed on
the basis of such premise. Expectations of agents
can come true, or cannot come true and it is not the
fact that expecting something, the agent will behave
adequate to expectation. In other words, expecting,
the agent can undertake actions which totally disag-
ree with his expectations.

For example, the agent believes, that consti-
tution guarantees his rights, presumption of inno-
cence, in particular. However, in practice this right
can be violated. The agent can be prosecuted for
the action he has not done, or his economic actions
may be interpreted as criminal, actually not being
so. Thus he will be forced to prove the innocence.
Why does it occur?

A possible variant (answer) can be the fol-
lowing. The concerned agents simply buy the ser-
vices of law enforcement bodies directed against
unnecessary competitor, or the agent who has re-
fused them to obey and to realize their interests.
There is a strategy provoking the infringement of
this agent’s rights, or resulting in misuse of functions
(law enforcement bodies, court), or to efficiency
(quality) decrease of these functions, system’s dys-
functions. The competitive process also develops in
the same framework. Such type of competition can
be called “false competition”. The changed functions
and norms operate either parallel, or substitute the
ones operating earlier. In essence, it means dege-
neration of the basic economic institutions serving
such type of competition, not simply serving, but
organizing and recreating it. Expectations of the
“law-abiding” agent are connected with the obser-
vance of constitution and the declaration of his
rights, actually, contradict expectations of the com-
peting party selecting, as a matter of fact, the illegal
form of competitive struggle as this party aspires to
present the actions of “law-abiding” agent as illegal
with the illegal methods. These methods are simply
based on bribery of the interested or responsible
persons, including law-enforcement structures. In
case of success of such competition, economic
zone will lose the “law-abiding” agent, but “unabid-
ing” agent will arise and strengthen his positions.

Legal efficiency in this case sharply decreas-
es, and, other things being equal, it does not allow
to provide higher national income which would be
possible at prevailing influence, domination of “law-
abiding” agents in the economy. Hence, different
groups of agents possess various expectations and
form them proceeding from their purposes. Such
expectation creates the model of their behaviour
which is defined in many respects by the condition
of institutions, their efficiency, including the institu-
tions ensuring the performance of norms.

Economic growth is influenced by the legal
efficiency of economic decisions. Not so long ago
and absolutely not casually the research made by
Data S.K. and Nugent J. B. on the statistical materi-
al of 52 countries of the world showed that with the
increase of lawyers share in labor forces by 1 %
economic growth is slowed down by the value from
4,76 to 3,68 %.°

With the increase of economic growth rate
the legal efficiency can either decrease, or increase.
In the first case, the growth occurs at the expense of
losses in law institutions functioning, in the second,
it is the increase of their efficiency that provides
growth rate increase. The number of dysfunctions
can decrease with the increase in growth rate to a
certain value, but then there will be their increase,
from the moment of point A in Figure 8, or the num-
ber of dysfunctions (dysfunction scale, depth) can
systematically accrue up to the greatest possible
growth rate on curve AjA.

“Legal efficiency” - RE

Dysfunctions number - ND
A
RE

ND| A, |

»
Growth rate of the national income
The value of national income
«Legal efficiency” - RE

Dysfunctions number - ND
A

~RE | N

ND \ -

\

»
TeMn pocTa HallMIOHAJIBH OTO J0X0/1a
BenuunHa HalimoHaIBHOT O I0X0a
Figure 8. Legal efficiency and system’s dysfunction.

Thus, “legal efficiency” reducing, will
reach such level (displayed in the Figure by a
stroked line), that the further increase of growth
rate and size of the national income will become
simply impossible. Under legal efficiency we will
understand the ability of the system to provide
economic advantages to “law-abiding” agent,
that is, the one who accurately carries out the
established norms provided that the norms
themselves do not program inefficient condi-
tions or actions, or do not lead to the develop-
ment of deviance models directed on infringe-

® Datta S., Nugent J. Adversary Activities and Per Capita
Income Growth // World Development, 1986, vol. 14,
Ne12.- P. 1458.
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ment or detour of these norms. In the Figure on
the right the situation when with the growth of
the national income or with increasing growth
rate legal efficiency increases with the decreas-
ing number of dysfunctions (effective economic
policy of growth), but then, after point A, there is
an increase of dysfunctions expressed in the
decrease of legal managing efficiency. Let's pay
attention to the fact that in both cases the na-
tional income growth is observed. However, the
situation is possible when decrease in legal effi-
ciency will cause, or occur owing to the delay of
growth rate or due to the reduction of the na-
tional income.

Efficiency of

“law-abiding” agent
A

A —bankruptcy, market exit

The number of infringement
of “unabading” agent
Dysfunction of
“law-abiding” agent

A The agent unable to work
TrC

Q

»
>

The number of infringement
of “unabiding” agent
Figure 9. Economic Agent Efficiency at Inefficient Law.

If the legal system of economic activities is
arranged in such a way, that committing illegal activ-
ity “unabading agent” does not bear any responsibil-
ity, and law-enforcement structures are organized
so, that they start to check the activity of the “law-
abiding” agent, appealing against the actions of
“unabading agent” who also uses legal inefficiency
and appeals against the actions of the “law-abiding”
agent, then the frequency of these infringements
exceeding the speed of law and sanctions applica-
tion, can increase transaction costs of “law-abiding”
agent so, that it will reach such level of inefficiency
and dysfunction that he will finish his functioning
because of bankruptcy (Figure 9). Such legal ineffi-
ciency generated by the basic institutions, allows
building special behavior models, not referring to
general views about conducting economic activity
allowed by the law. Such model is not fixed in any
code of economic behaviour and, nevertheless, it is
not forbidden by the law; it comes to as if lawful use
of law-enforcement structures in economic activities.
Actually, the use of law-enforcement structures is
carried out secretly, as it is forbidden by the law.

However, to reveal such sort of infringement is ex-
tremely difficult, as introduced rules and high trans-
actional inefficiency of judicial system and supervis-
ing structures do not allow revealing such infringe-
ments and models which become part of economic
process. The motive of the specified activity is sup-
ported by the following economic correlation. The
subject - infringer commits such infringement as
there is no accurate negative designation of it and
there are no mechanisms of revealing and punish-
ment. Besides, he makes illegal investments, in
essence in corruption when expenses from the point
of view of his expectation of disappearance of “law-
abiding” agent, financing this disappearance, pay off
the fact of its disappearance. Such model has also
another logical explanation from the point of view of
legal inefficiency. Driving the firm to bankruptcy or
firm’s capture is a behavioural model, action strate-
gy, and its economic development for the interested
agent. Realization of this strategy becomes obvious
when expected benefits will be more than the in-
vestments into infringements and stimulation of the
law-enforcement system acting as a protector of
these infringements and helping the destruction of
the“law-abiding” agent. It shows only one thing: the
economic system can grow to a certain limit, but it is
the growth under conditions of legal inefficiency of
the system at high loading of illegal economy and
deviations of agents’ behaviour models, other things
equal, (that is, without taking into account the posi-
tive world dynamics) will be braked, or will be cur-
tailed. The anti-system growth scenario is possible,
that is, the system in which abnormal rules and
models of behaviour prevail. These rules have
ceased to be considered by agents as abnormal
and have become “true” rules, actually not being
such.

4. Contracts and Institutional Changes

The theory of contracts offered by Oliver E.
Williamson which follows from the transaction costs
theory may be considered an original statics of neo-
institutional theory. Basically, the problem of con-
tracts types’ definition, contracting modes depend-
ing on these or those criteria, including the form of
asset, transaction costs, the degree of information
asymmetry and opportunism was solved. This
theory is appropriate for clarification of various
processes of interaction in the organization and be-
tween the organizations in order to specify legal and
economic consequences of capitalist system institu-
tions functioning. All Williamson’s theory is based on
two premises, that the agents behave restrictedly
rational, and, that there is opportunism in their be-
haviour, that is, a behaviour way or a model of turn-
ing to advantage at contracting using insidiousness
and deceit. The transaction costs theory, as Oliver
E. Williamson fairly believes, is micro analytic and
allows estimating contracting costs. As a matter of
fact, the question concerning the existence of trans-
action costs theory is, at least, polemical, and is
rather strange, to the maximum, as then it is neces-
sary to speak about the theory of production costs.
And in this case it is not be absolutely clear what the
theory of investments will represent. In any case, as
investments are an expense, that is, costs, because
money is invested in some project. Or it may be not
money, the investment medium is not important in
this case. Then it turns out, that the theory of in-
vestments should somehow unite the theory of pro-
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duction costs and the transaction costs theory. The
question whether there can be theories of one kind
of costs from a methodological point of view still
exists. All the costs eventually form full expenses of
economic process which they describe. Ideally, the
theory should explain this process, and the parties
of the explanation from the point of established re-
gularities for costs can be different. But Williamson,
as a rule, describes the situation in his works as
though such theory has already existed. But in
some places he uses a term “the concept of trans-
action costs”. And at the same page “the theory of
transaction costs asserts, that management of con-
tract relations first of all is carried out by the institu-
tions of a particular order of settling the conflicts”’.

And what is meant by a particular order of
settling the conflicts? Certainly, in this doctrine | see
a naive and unsubstantiated attempt to develop
Ronald Coase 's idea following from his tautology
when interaction of two parties of the transaction
transfers the costs on the third party. Judgments
can be avoided, if the parties can come to an
agreement, and the structure change of the property
will not affect the result of the production. Under
particular way of settling of conflicts Williamson un-
derstands the self-generated mechanism, mechan-
isms, to be more exact, for maintenance of adap-
tive, consecutive decision-making with independent
participants of the contract. These mechanisms as-
sume both information search, and solution of de-
batable problems. | think, that reduction of the
theory to the aspect which is far from life, is an in-
adequate step and excessively strong assumption.
Contract relations management assumes rules ob-
servance of the contracts conclusion.

On the basis of some conclusions and sev-
eral classifications Williamson builds the description
of contracting system within the limits of various
corporations, and the structures formed by them
(holdings), and, besides, different forms of interac-
tion within vertical and horizontal integration. Cer-
tainly, he manages to cover the important layer of
problems, but it is not full as the interrelations of
different costs are not considered and system effi-
ciency concepts are not introduced. Williamson's
work to which | make reference and will do further
on, contains a number of assumptions and defini-
tions which actually set the result, but they are indis-
tinct enough per se and require additional explana-
tions. For example, management structures are
understood as coordination mechanisms of eco-
nomic activity. Then, what are, in this case, man-
agement mechanisms? And why do they change?
And how does this changeability influence the
costs? It can seem surprising, but the management
structure is an institutional unit in whose framework
the transaction integrity is defined.®

Management structures are a classical mar-
ket, a mixed form of contracting and a hierarchy.

Transaction is understood as a micro analyti-
cal unit of the analysis in the theory of transaction
costs, arising when the goods or service cross the
borders of the related technological processes.

Transaction costs are the costs of contract’s
drawing up, negotiating and ensuring safeguards of

7 Oliver E.Williamson The Economic Institutions of Capital-
ism — St.Petersburg, 1996 — P.23

8 Oliver E.Williamson The Economic Institutions of Capital-
ism — St.Petersburg, 1996 — P.28, 690

the agreement, and, besides, costs connected with
inefficient adaptation, contract's changes, errors
corrections and economic system management
costs.

The mixed form of contracting appears in the
form of long-term contract relations preserving au-
tonomy of participants when specific guarantees are
provided.

The hierarchy is transactions carried out
within the limits of the incorporated property and
falling under administrative control, and the market
is a “field where the independent parties come in
exchange relations”.

Besides, Williamson introduces the concept
of specific assets which has special value while per-
forming a certain contract and which cannot be re-
structured for a different function to use them alter-
natively (there is a very rigid restriction for assets).
Specialized equipment or very rare high qualification
of workers or engineers, in particular, present an
example of such asset. Such assets mean little
beyond the given contract or outside the limits of the
given firm though the last statement is rather
strained, because, as a rule, there is a possibility to
apply both the equipment and agents’ knowledge
either in an alternative mode, or by firms-
competitors. Assets specificity takes different forms,
and organizational decisions (according to William-
son) depend on these forms. And specificity of a
site, specificity of physical assets (the equipment for
specific operations), specificity of human assets,
owing to the obtained knowledge and experience,
and the so-called target assets represented by in-
vestments into capacities expansion are usually
distinguished.

Thus, the accuracy of theoretical highlighting,
which follows from the classification assuming inde-
pendent estimations of difficult enough processes
specificity as investments into capacities, or estima-
tions of agents’ intellectual potential, cannot be high.
The firm’s size, work’s specialization, even output
nomenclatures and the firm’s technological potential
will define its specificity of assets. But together with
the specific part of assets, there is also a stereotypic
one, that is, a non-specific portion of assets which in
terms of price can exceed specific assets. Besides,
the firm represents a certain portfolio of contracts,
which it fulfills, each contract having its own period
of time, rick and profitability.

Depending on the definitions of basic, |
would say, main elements of intellectual structure
we have these or those conclusions which do not at
all fit for the explanation of the event happening in

® Oliver E.Williamson The Economic Institutions of Capital-
ism — St.Petersburg, 1996 — P.688-690. Here the agree-
ment between the buyer and supplier concerning the ex-
change conditions which are set by the price, assets speci-
ficity and guarantees is understood as contract. It is an
oral or written agreement. And transaction costs theory is
defined as follows: microanalytical construction. The main
attention is paid to the agents’ behavior. The main point is
assets’ specificity and comparative institutional analysis,
and a firm as a management structure and not as a pro-
duction function. But if the costs or, to be precise, their
part, and separate components such as managerial, pro-
duction, administrative are analyzed, then the difference is
only terminological, reassuring oneself that your doctrine is
different from the ones already used, but it is not so if we
examine it carefully.
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other conditions, when the listed terms do not mean
the same defined by the researcher or mean more
and this was not taken into account. When it is said,
ostensibly on the basis of theoretical generaliza-
tions, that the firm using M-structure will be more
integrated, than the one which applies U — structure,
in practice everything can appear to be the other
way round, depending on how you have defined
“integrity” and how you have taken into considera-
tion other functioning circumstances of the specified
structures. This property limits the use of any theo-
retical schemes: they should either really have the
general character, and more system, or specify, that
they can explain and describe but no more than
that. In this case it is not necessary to absolutize
them if there are phenomena of higher level defining
system’s properties which practically set and form
both the structures, and behaviour. Financial sys-
tem, credit availability, the monopolistic position of
the firm supported with patents, well-known image
and brand, its position in the given region can be
referred to such factors. Then it is possible to con-
sider any similar characteristic to be a specific as-
set, but these characteristics obviously do not refer
to the given classification. Any classification is al-
ways limited to a certain set of factors, and thus
cannot consider more important or significant ones,
as all the factors dynamically vary and the theory
should take into consideration this evolutionary
property of importance change of the economic life
facts and the development factors (evolution) of any
situation or the phenomenon, including microeco-
nomic level - contracting.

It seems to me that at firm’s institutional
theoretical scheme (and it is necessary to raise the
problem in such a way as the theory of transaction
costs is a conceptual construction which does not
show the theoretical problem gist), it is necessary to
start with those current institutions which form moti-
vation, behaviour model and allow changing this
model in the process of situation development. (It is
impossible to raise a problem of the theory creation
of a separate cost. It is a methodological differentia-
tion of a science. Then there should be a theory for
each kind of costs and there will be a problem of
theories and actions coordination which at once
generates several kinds of interconnected costs
mutually defining each other.) Having constructed
such evolution model of the firm existing in a sector
or population, competing to other firms according to
current rules, it is possible to investigate those
processes which will be developed at rules change
or alteration in this or that way and actually to grope
the rules which at some intervals provide the most
effective development, both for a separate firm, and
for the whole economic structure within the limits of
the sector, population, and national economy. At
creation of such models micro analytical level of
firms’ contracting analysis will certainly be a part of
them as a component defining the choice and costs.
In the work | gave an idea of contract well-being and
its measurement considering a portfolio of contracts.
The fact is that, even considering a separate firm’s
contract which, by the way, can take a small share
from the total output and sales, it is impossible to
define a corresponding share of the operating spe-
cific assets because stereotypic assets are also
involved, and specific properties carriers, agents, for
example, simultaneously possess both kinds of as-
sets. At the same time, these assets cannot at all

affect the time of the contract conclusion, negotia-
tions costs, information search against the contract,
and the subsequent behaviour, for example, oppor-
tunistic one providing transaction costs increase.
Moreover, the contract form is static and legally
fixed, including all three kinds (neoclassical, clas-
sical and implicit contracts about which O. William-
son writes); therefore, the specificity of assets os-
tensibly defining the contract form (though in some
case it can really define this form, but it may be a
particular case, not natural, for what Williamson put
in a claim), in practice, does not influence anything
just because institutional neutrality can be observed.
Specificity of assets defines all the activity of the
firm, and the contracting forms are set legislatively,
as a rule. Another pair of shoes is that informal rela-
tions, latent contracting can appear due to different
reasons, but here the analysis is necessary in each
particular case and there can be no general rule, as
in this case it is necessary to consider a lot of limita-
tions: corruption, nepotism (the system of connec-
tions, relationship etc.). Williamson tries to absolut-
ize the forms of contracts, objectify the process of
contracting generating transaction costs, but he
does not see, that actually this process is formu-
lated by legislative possibilities and economic condi-
tions and sector’'s economic structure in which the
firm develops, and, besides, by its production facili-
ties and objectives, the general efficiency and func-
tioning. There is also a certain order of things within
the limits of the available legislation at contracts
conclusion. Types of contracts and possibility of
their change are also usually fixed legislatively, that
is, by formal standards. It is a reality of modern
economy. The theory cannot but see the reality,
otherwise, it is simply either a fiction, or it explains
nothing, and proceed from general dogmata which
are, besides, incorrect. In economy almost any ob-
ject is an institutional formation, therefore, to reduce
management structure to the fact that it is an institu-
tional formation is simultaneously right and wrong. It
is wrong, because it is not absolutely enough. It is
not an institutional structure, but a set of elements
accepting and selecting decisions and operating on
the established rules and changing these rules. As
for the contracts at micro-level, these subjects can
hardly change the system of contracting rules. It is
presented for them exogenous. The portfolio of con-
tracts for the firm can depend on the share of firm’s
specific assets, but a separately taken contract does
not, if, of course, it does not represent more than
half of firm’s scope of work. So, large projects and
large-scale contracts are especially individual, say,
in the sphere of science, fashion, art, and are cer-
tainly defined by the specificity of asset, simply be-
cause the subject, concluding it, is such kind of as-
set by himself, and the site, as a rule, plays a sub-
ordinated role there. But with reference to the firm
these conditions and this so-called theory cannot
operate in the way it is stated.

Assets cannot influence the contract in any
way. If the contract is concluded by two or more
parties of players it is a game contract: a certain
agreement between competitors or co-signatory in
which the game rules carry out the function of addi-
tional obliging behaviour norms. In this connection
institutional changes in economy can strongly influ-
ence the performance and the conclusion of con-
tracts and costs. Even if they change costs in other
kinds and forms of activity, when some rules are
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changed, the costs can supplement or replace
each other (as three kinds of transaction: parallel,
supplementing or cross), so that the change in one
place will result in the growth or decrease of trans-
action costs in other place, in other contract.’® Con-
tracting also occurs, as | see it, in three basic mod-
es: parallel contracts, supplementing contracts and
cross contracting.

In the case when we observe the game of a
grand master and a second-rate player, it can be
considered as a voluntary agreement, that is, a con-
tract. It not a standard contract, but competing, play-
ing contract and with vague result. If in the course of
contract realization, there will be a change of the
rules concerning the game itself, not only the result
will be even more poorly predicted, but well-being
will be distributed so, that any of the known static
criteria cannot describe the given change.

If the grand master from one country plays
with the grand master from another country, one of
them can quite win. Hence, such situation will also
be interesting from the point of view of economic
analysis. Then it comes out, that the parity of titles
does not mean the parity of abilities, experience,
that is, formal standards performance does not
guarantee the quality of training, sufficient for com-
petitive victory over the similar player representing
other social, economic and cultural environment.
So, to establish the standard or a rule does not
mean yet to achieve high efficiency. It is possible to
pitch so, that it is quite easy or impossible to
achieve. Besides, the ways of training, mentality of
players-agents, possibilities, traditions and even
interpretation of results differ in different institutional
environments. Thus, institutional planning, even at
identity of the method, is obliged to consider the
specificity of the institutional environment organiza-
tion.

Institutional changes can provoke the termi-
nation of contract performance, or induce one of
agents to opportunism. Moreover, the opportunism
is not the static form of a deceit or insidiousness, it
develops exclusively in a playing variant, that is,
opportunism constructions with two and more play-
ers are built.

Making a start from definitions presented
above, it is necessary to confirm clearly their incor-
rectness. The market is not an “arena” if only the
word “arena” is applied virtually or metaphorically
here. It is the combined term of several sets, any-
way, more than one agents’ interaction concerning
the exchange of some welfare or valuables. Thus,
presence of two agents is necessary. Otherwise, it
is not clear, who establishes the price and for
whom. It is theoretically possible to imagine, of
course, that one agent produces, fix a price, sells
and buys himself. It is an ideal degenerated market
bounds. If there are two agents it is possible to have
a certain hierarchy according to this or that criterion
even considering their interaction. For example,

' For some reason very few people from institutionalists
apply marginal analysis to transaction costs, and the clas-
sics of the given genre R.Coase and O.Williamson do not
do it either. As though the concept of averages, marginal,
fixed, variable and other costs disappears for this kind. |
believe that the very attempt of the considered application
of this analysis is capable to correct many positions of the
so-called transaction costs theory. Author’'s comment

both agents have different personal income. Then
one agent occupies higher position in relation to
another one according to income level. The same is
true for the level of education, possession of some
technology, this or that behaviour model, etc. Then
the market is a certain set of similar interactions
presupposing authority of one subject over the oth-
ers. With reference to hierarchies the property
should not be necessarily combined, and the mixed
form of contracting is a usual business not only in
the long-term period, but also on short and average
intervals. Introduction of such definitions obviously
limits the contract model and the theory of contract
relations, gives it a certain local, but not the general
context, and determines conditions of the country
which the researcher providing the wording
represents.

Technological determinism of Veblen-
Galbraith is forced out by the contract determinism
of Williamson, this determinism being characterized
by high discontinuity of behavioural prerequisites
which are applied in this theoretical construction.
The danger of such idea is that incorrect, adminis-
trative orientations arise. The reality is richer and
not so discontinuous and determined by norms from
the outside in relation to the contract, and contract-
ing problems are far from being always solved pri-
vately, but initial propositions of neocoasian type are
transferred to the area of contracting studying
which, in essence, is the area of the exchange tak-
ing a form of a transaction. Contract essence ap-
pears in the form of planning (when the limited ra-
tionality is equal to zero, and the opportunism and
specificity of assets are of great importance), prom-
ises (at which the limited rationality and specificity of
assets have high value, and the opportunism is
equal to zero), competition (specificity of assets has
no value, limited rationality and opportunism have
the highest value) and, at last, management me-
chanism, which is understood as a situation of pres-
ence of behavioural preconditions in the greatest
value (opportunism and limited rationality) and high
specificity of assets. It is interesting, that planning is
identified with rationality at once, that is, with the
absence of limited rationality. It is not understood as
a process which is also rationally limited. The prom-
ise assumes the absence of deceit and insidious-
ness though it is checked only when the promise is
broken. Competition ostensibly cannot occur at spe-
cificity of assets. Then what should be done if not
one, but two or three agents possess unique know-
ledge, and they can quite compete. The matter is
that contracts, even having the characteristic on
specificity of assets, compete by the fact that they
require finance and credit which can be inaccessi-
ble, limited and without which application of specific
assets will not be achieved. In this sense, whatever
the assets were, including specific ones, competi-
tion between contracts occurs in the area of finance
which in their turn predetermine the scale of assets
use, and, in a certain degree, their specificity.

Depending on specificity of assets and pres-
ence or absence of contract performance guaran-
tees, the expediency of three organizational struc-
tures application is described in theoretical con-
struction of Williamson. They are: multi-divisional,
M-structures, when guarantees are provided, hold-
ing, H-structure, when there is a refusal of guaran-
tees in the case of decentralization, and in case of
centralization, functional structure, U-structures. It is
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also absolutely incorrect to oppose aspiration to
efficiency growth and the real purposes of monopo-
ly. Moreover, contracts can be subject to detailed
classification, for example, according to the criterion
of purposes, functional filling and contract mainten-
ance. In this case “the performance guarantee” is a
derivative of one or several obligatory functions. It is
performance insufficiency that raises probability of
default and reduces the amount of guarantees. Oth-
er criteria, namely area of the contract application,
imposing the specificity on its execution, its action
time, costs of actions, and stability to internal and
external changes are also possible.

At the conclusion of this or that contract, rep-
resentatives of the organization are hardly guided
by minimization estimation of transaction costs, or
by change of transaction profitability. A problem of
the modern rules of accounting is that they refer
these costs to the general costs of management or
to overhead costs. Within the limits of certain con-
tracting actions there is a motive to carry out these
actions with as small costs as possible, but the pur-
pose is not always realized. Besides, contract prof-
itability is an indicator which will be known after the
contract is concluded and is being carried out. And
in this case, at the first stages of the performance
this indicator will have one value, and by the end of
the contract it will be absolutely different. Therefore,
the genuine evolutionary approach to consider con-
tracting and develop the necessary theory is con-
tracting in time, not on the abstract criteria of “li-
mited rationality”, or opportunism presence, but on
more intelligible and contract criteria which were
discussed. Besides, it is very important to under-
stand, what the contract means for the firm or the
organizations. If it makes 1 or 3 % from the total
amount of works, it is one thing. If it is 50-60 %, it is
a large-scale contract on which the functioning and
the organization’s future, possibility to lose solvency
and to become bankrupt, for example, directly de-
pends. Price discrimination, barriers on entry into
the industry, limitation of competitors’ strategy, sti-
mulus, the property rights, and strategic manage-
ment will influence feasibility of the contract and its
conditions.

The same assets can have specific value for
one contract, and no value for others, presence of
specific assets having the same value for the firm or
the organization as fixed capital. After all, the funds
serve the firm’s activity, the organization as a whole,
and can be applied for different actions, processes
and contracts in unequal degree. If some asset cor-
responds to a contract, it does not mean at all, that
it will have the same value for other contract. And as
it is known, there are some contracts, a certain con-
tract portfolio, in the organization, though the situa-
tion with one contract is also possible. If a specific
asset corresponds to each contract, then the gener-
al value of such assets for the firm is equal to the
indicator of specific assets of the organization as a
share from the general value of assets of the organ-
ization. If we assume, that Williamson is right in his
definition and the market is really a certain arena of
agents interaction in the exchange, then market
management costs are the costs of their interaction,
that is, the costs of this “arena”, where there is at
least two co-operating agents available and, certain-
ly, capable and contracting with each other. What is
market management, in principle? |s it the operating
influence formed by this interaction and if there are

a lot of players, then it is a certain total vector hav-
ing operating influence, that is, a point of application
and considered as a certain compulsory force for
agents who form it by their interaction, and for
agents who are not involved in it, or is it something
else1’.1? In any case, to assert, that powerful motiva-
tion ' is characteristic to the markets, that is, to as-
cribe interaction the properties of a separate agent
is incorrect and from the analytical point of view it
gives no result and explains nothing.

As a result there is a strange comparison of
bureaucratic costs of intra-firm management and the
so-called market management costs subject to the
change of assets specificity degree. The problem is
that specificity degree can hardly accrue in the
course of time (only in some special cases of con-
tracting) as with the lapse of time there is an align-
ment on assets due to technical progress and as-
sets appearance of other specificity degree. Be-
sides, if specificity of an asset is defined with refer-
ence to a certain contract, how we can summarize
specificity and speak about a certain uniform speci-
ficity on contracts totality. After all, intra-firm man-
agement costs have to do with the whole firm, that
is, all contracts portfolio. And a specific asset for
one contract is not specific asset for other contract.
Thus, in the classical so-called theory of contracting
there are insuperable difficulties arising because of
inadequacy and incorrectness of the applied analy-
sis: classifications interacting with improperly intro-
duced definitions. Incomparable costs are com-
pared, there being an obvious adjustment to pros-
pective result, as though the market form of the or-
ganization is preferable if to proceed from the anal-
ysis of correlation of industrial and administrative
expenses, intra-firm and market management costs
which are incomparable as there are minimum two
co-operating agents in the market, agents and costs
in the firm and in the market being different in the
content and stylistics. Eventually, conclusions are
made that the markets are more effective than the
internal organization. That they provide motivation, it
is trivial, and they limit bureaucratic distortions and
realize economy in scale. These facts are known
from classical microeconomic theory. Can the speci-
ficity degree of an asset accrue in the framework of
at least one contract? Either contract rules should
be changed or it is necessary to modernize the as-
set itself during contract performance. Then asset
specificity can be probably increased relative to a
starting point. Otherwise, especially with time
course, specificity will decrease. How will it affect
intrafirm bureaucracy and management costs of the
contract? It is important to notice here, that bureau-
cracy cannot be connected with the specificity de-
gree of firm’s assets. To be more exact, this con-
nection cannot be so strong, that it should be taken
into consideration at behaviour estimation of costs.
Other factors connected with economic structure,
set by technological possibilities, use of resources,
the general structure of expenses, etc. make contri-
bution to costs change. Transaction costs for the
firm’s contract portfolio can be equal, or are approx-
imately identical, but factor costs for different con-
tracts are different, and this will define the dynamics
of the firm’s general costs.

" Qliver E.Williamson The Economic Institutions of Capi-
talism — St.Petersburg, 1996 — P.161

MexayHapogHble Hay4yHble nccnenosanus, Ne 3-4, nonb-gekabps 2011 r.

21



ECONOMY

In connection with what was said | will sug-
gest absolutely different classification of contracts
detailing their condition and influence on the beha-
viour of the general intrafirm management costs.
With the increase of assets, especially the share of
specific asset in the general assets, intra-firm man-
agement costs should increase, because manage-
ment complexity of this asset increases. There ap-
pears a need to train the personnel. Probably, these
costs will go down on some area of specific assets
growth, but the result depends on the size of specif-
ic assets in their general size at the starting point of
contracting and from appropriation of these assets
to the given contract. The assets increase in the
short period can lead to output reduction per asset

unit as the output volume will not change quickly
and a product share per asset unit will, certainly, be
reduced.

If we introduce the following basic parame-
tres with which the characteristic of contracting
process is given, namely: the purpose, functions,
application area, action costs, action time, or the
time before contract cancellation, internal stability of
the contract and the external stability caused by the
reaction to the change of rules, legislation and other
standards infrastructure, regulating the given sector
of economy where the contract is concluded, then
there are the following kinds of contracts and con-
tracting regardless of the fact what assets support
these actions (see the Table).

Table. Kinds of Contracting Depending on the Process Parameter

Contract type I. Organic II. Mechanistic Ill. Balanced
Externally Internally
unstable unstable

Kind (line) Target | Functional | Object | Economical | Localized Neutral to Institutionally

Parameter (column) of the opportunism neutral

contract

Aim +

Function +

Applica-tion area +

Costs of contacting and contract +

performance

Period of action (before the
cancellation)

Internal stability

External stability

+

The sign “+” means a strongly pronounced
sign of the given contract and contracting process
and prevalence of the characteristic over all the oth-
ers. Certainly, any contract can be characterized by
each of seven parametres, but those noted “+”
mean the main parametre of the given contracting.
For example, the highest priority of the purpose,
which does not vary whatever occurs, or the priority
of a set of basic functions, when it is possible to
change the purpose, if only functions remained inva-
riable, define the target and functional contracts
accordingly. Rationality can be considered as aspi-
ration not to diverge from the given type of contract-
ing, or as a realized choice of this kind of contract-
ing. If one agent chooses one type, and the other
participant of the contract chooses another, there is
a conflict of interests under the discrepancy of the
kinds of contracting. There appear deviations of
contract actions that entail weakening of each of the
relevant contracting type signs and dysfunction in-
crease of the given actions and considered contract-
ing. The subject contract means, that the subject
domain of the efforts application of the contract is of
the highest priority. The economical contract means
that agents proceed only from the necessity of
maintenance of low costs, both contracting itself and
contracts execution, or one of them. The localized
contract means that time is the main limit for this
contract, either on its execution, or before its
change, when either opportunism arises or the for-
mal norms according to which the contract is rea-
lized, change.

Neutral to opportunism contract is an inter-
nally steady one, that is, such kind of agreement in
which opportunism is excluded even at the emer-
gence stage. Institutionally neutral type of contract
is a contract for which it doesn’t matter whether ex-
ternal rules and standards change and how quickly.

Summarizing contracting characteristics, we
have three types of contracts: integral, mechanistic
and balanced which can be of two subtypes: exter-
nally and internally unstable.

1. The integral type of contract which solves
the problems of goal attainment, exact function ex-
ecution, or subject domain description and observes
the borders of the efforts application. It is integral
because it is connected with the achievement of
essential items.

2. The mechanistic type of contract reduces
the algorithms performance and fixed contracts to a
certain routine, the purpose, functions and applica-
tion area of the efforts usually being typical. And
only one thing is important. It is how small are the
time costs and the costs necessary to attain these
stereotypic purposes or to hold on before the in-
itiated changes, for example, from the outside.

3. The balanced type of contract is a contract
which is the steadiest one against internal conflicts,
or against external changes. In the first case it is
neutral to opportunism, to deceit, insidiousness,
used as a model of participant’'s own purpose
achievement in contracting. In the second, it is insti-
tutionally neutral, that is, steady against external
changes. In other words, the contract is executed
and the purpose is attained only due to its stability
to external changes. Meanwhile, internal stability
can be much lower, and some degree of opportun-
ism is permitted while executing such contract. The
first subtype can be designated as externally unsta-
ble contract, and the second, as internally unstable
one.

Thus, in the case of a chess game it is a typ-
ical integral type of contract. If the same game is ad
interim, the contract becomes mechanistic because
the properties of integral type will be less significant.
If there is a change of game rules at the moment of
game, we have externally unstable balanced type of
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contract. If there is opportunism of players, the con-
tract is internally unstable. In any case the game
type of contract is a specific form of contracting be-
cause dynamics parametres start to play the larger
role, eventually, the defining one. Then, it is abso-
lutely unimportant, what type it is from the point of
view of a validity and registration. Whether it is clas-
sical, neoclassical or orally made deal. In modern
economy contracts above certain sum which is de-
fined in each concrete case with reference to given
economic system cannot be basically concluded
orally, or with superficial legal registration as the
probability of a loss is great. Prevention and insur-
ance are carried out by means of legally obliging
contracting, according to the established legislation.
Certainly, the share of oral transactions in the econ-
omy to some extent demonstrates the availability
and development of institution of trust in economic
system. But usually “small” transactions are de-
scribed by oral agreements. By the way, the asset
here can be specific, for example, knowledge. It is
important how the parties intend to use it and what
the parametres of contracting are.

To compare, which type the bigger costs of
contracting, that is, transaction costs, will corres-
pond to, and which type — the smaller ones is diffi-
cult enough as these costs depend on the scale of
contracting, the contract, on the share of firm’s
works, and on the way it influences the agents par-
ticipating in contracting.

The contracting analysis becomes more so-
phisticated, if two or three positions from a set of
seven basic characteristics act as the main signs of
the contract. Then these or those properties of each
of various contract types are manifested. The given
classification differs from classification based on the
force of legal registration: classical, neoclassical,
implicit contracts (they are listed in the descending
order of legal registration force). There is an incor-
rect attempt to compare the influence of specific
assets in their application by the fact that it gives
more value to the characteristic of contracting itself,
rather than to assets specificity and legal registra-
tion format which is designated by available institu-
tions in each economic system.

It seems to me that contrasting of planning,
promises, competition and management mechanism
within the limits of “private world” of the contract is
incorrect, especially in the aspect of behavioural
properties or prerequisites, namely, limited rationali-
ty and opportunism. The problem is not only in the
fact that planning can assume promises, and prom-
ises contain some element of a plan, let alone man-
agement mechanisms, to which planning can be
fairly referred12to as one of the major functions of
management “. But the problem is also that oppor-
tunism can be both absolutely rational, and restric-
tedly rational. If assets specificity changes, then
how these properties correlate with the given
change, which in itself can change the type of the
contract due to the purpose change, the functional
content, the subject application of contracting ef-
forts, costs, etc. Having introduced the degree of
deviation from the purpose, necessary functional
variety, subject domain and costs deviation, the

12 Management is represented in the form of the following
obligatory elements (functions) - planning, organization,
motivation, control and coordination. — Author’'s comment.

period of contract’s action, its internal and external
stability, it is possible to estimate the dysfunction
degree of each type of contracting for this deviation.
The more is the basic parametres deviation of the
contract, the more is the probability that the contract
will not be finished and the more is the dysfunction
degree of contracting process. The deviation from
the basic parametres can occur due to a number of
different reasons, but deviation occurrence will
mean the loss of a definite efficiency of the contract.
Planning is inherent in any contracting, but it is the
scale of this planning which is important. It is also
impossible to assert, that zero limited rationality is
characteristic for planning. Planning should really be
connected with absolute rationality as all the actions
are foreordained according to the plan and are des-
ignated. However, it is not the fact at all, that a sit-
uation develops according to the plan and that
agents are determined by planned algorithm in their
actions, that is, the plan does not mean the absence
of limited rationality. By the way, it is this type of
rationality that can find its reflection in the plan and
in the procedures of planning itself. If we proceed
from planning scale, it should be higher for the
integral contract, for mechanistic one competition is
higher and for the balanced contract the promise
and management mechanism are higher, though all
the features of the “private world”, singled out by
Williamson, are present for each type of the contract
singled out by me. As we see, the validity is not
considered here, as certain correlations and laws
operate for formal contracts, which represent the
area of formal institutionalism, and there are others
for informal one. Management and promise me-
chanisms are just characteristic from the point of
view of external and internal maintenance of con-
tract stability.

Even if the contract is concluded, for exam-
ple, for research and development performance, or
for equipment delivery, manufacturing of sample
quantity or finished article, the agents, concluding it,
other things being equal, have a desire to get the
biggest possible benefit, that is, to “wring” the great-
est effect from the contract and the achieved
agreements. They commensurate the benefits and
losses from contract performance and from execu-
tion evasion, or inhaling the execution time, includ-
ing presumable estimation of legal costs and arbitra-
tion prospects if the second party of the contract
goes to the law, when there is such opportunistic
behaviour. But in the case, when opportunism is
game, that is, combinational, the agent cannot feel
at all, that he is a participant of contracting opportu-
nistic model up to a certain moment. This model is
realized at inter-agents contracting in the example
of feelings and family, when the agent makes a
choice in favour of this or that agent: the former
husband (wife) or the new representative for his
(her) place. The similar situation is possible at con-
tracting with two or more counterparts. If opportun-
ism costs are low, even when the benéfits it brings,
are not great, the probability of the situation in which
the opportunistic behaviour will be realized, is high.
In our case with agents X, Y and Z, when agent X
plays a combination with Y, who is unaware of the
original plans, and Z who is partially informed, but
far from being completely informed about the plans
of X, there is a doubled opportunism of type O-X.
Both agents will sustain a defeat, innocent agent Y
showing feelings to the agent X suffering the great-
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est defeat. This altruistic binding allows using any
model concerning agent Y till the certain moment,
when agent Y’s cup is filled by some rough actions
of agent X. At the same time, it is due to the fact,
that opportunism costs are low, agent X will not pay
off in any way for lies and use of agent Y, and for
lies to agent Z and his own relatives about the be-
haviour of agent Y with doubtful or non-existent ma-
terial benefits. Nevertheless, it will be carried out
just because the costs of such model are very small.
Agent X will pay neither penalty, nor have any other
consequences. Hence, it is important to compare
not only the price of contract following or contract
infringement, not only the benefits obtained at ob-
servance and non-observance of the contract, but
also the amount of costs from application of any
model. If this value is ideally zero, the agent will try
to apply this model almost with absolute probability,
as he loses nothing, and even at small probability of
benefits, it is possible to try this variant. May be it
will give a result. The most interesting fact is that at
such contracting there is no concept of the market in
general, it is a choice from a combination of several
agents. Therefore, there are no good reasons here
for comparison of internal management costs and
costs of market management as, by the way, it is
not lawful to apply the terms with reference to the
analysis of legally obliging contracts of the firm con-
cluded with other firms or organizations. The market
is depersonalized, motivations are not peculiar to it,
the tendency or orientation of the general movement
vector embodying some reactions of agents is more
peculiar to it. Motivation is peculiar to the agents,
carrying out the actions within the limits of a certain
contract. He can change this motivation in this or
that way by its conditions, development of a contract
situation, or leave it without changes. It is this sta-
bility that is the initial precondition for the balanced
type of contracting (contract) singled out by me.
Contracts for creation of new technology and
technological changes (working out and appearance
of new technology) are contracts of special type.
Besides their formal-legal side of the question at
their conclusion, there is especially a technical as-
pect which is carried out on the basis of the func-
tions, given to the projected system, to currently
functioning technical system, assuming the working
rules of both engineering staff and technical servic-
es. The legal side of the question provides transac-
tion of one type, but the engineering party including
the working out of obligatory engineering specifica-
tions and accompanying descriptions under regula-
tions and certain algorithm, represents the second
party of the transaction and the generated transac-
tion costs which is necessary for considering at the
analysis of both contracting processes, and at
studying institutional changes and their influence on
the development of technical systems and technol-
ogical shifts.

Conclusion

Summing up the present article let's general-
ize the results:

1. Models of competitive agents’ interaction
are considered. “Paradox” of the lawyer is defined
and the criterion of contract well-being is suggested.

2. Models of effective contracting on the ba-
sis of the ideas about “legal” efficiency of economic
agents’ behaviour are defined.

3. Modification of the O. Williamson’s con-
tract theory is carried out by types of contracts spe-
cification and pointing out the conditions (parame-
tres) of their conclusion and performance.

Thus, it was possible to formulate the bases
of a new theory (or primary elements of such theory)
of agents’ contracting in this article. Of course, it
was done on the basis of known achievements in
this area. The theory takes into account the compet-
itive properties of agents, types of contracting, op-
portunism models, double opportunism, legal effi-
ciency or inefficiency of economic system, and the
change of contract well-being. All these factors are
simultaneously the ones determining the choice of
agents and decision-making. In a certain sense
these factors can strongly affect the results of ma-
croeconomic system functioning as a whole. But this
theme makes a separate scientific problem which
was not considered here.
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