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ABSTRACT

Joint Ownership and Incomplete Contracts:
The Case of Perfectly Substitutable Investments

Prominent results of the property rights approach based on incomplete
contracts as outlined by Hart (1995) say that all ownership structures lead to
underinvestment and that joint ownership cannot be optimal, provided that
investments are strategic complements and affect human capital only. We
show that in the case of perfectly substitutable investments these conclusions
are still true in the static setting, even if investments are in physical capital.
However, if the parties can invest and generate a surplus twice, then joint
ownership may imply first-best investments in the first stage and can well be
the optimal ownership structure.
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NON-TECHNICAL SUMMARY

The property rights approach based on incomplete contracts as outlined by
Hart (1995) concludes that all ownership structures lead to underinvestment
and that joint ownership cannot be optimal, provided that investments are
strategic complements and affect human capital only. We show that in
situations in which only the total amount invested matters these conclusions
are still true in the static setting, even if investments are in physical capital. If,
however, the parties can invest and generate a surplus twice, then joint
ownership may imply first-best investments in the first stage and can well be
the optimal ownership structure. The reason for our somewhat surprising
result that both conclusions can fail if the parties have a second investment
opportunity is the fact that given perfectly substitutable investments, the
equilibrium investments under joint ownership are not uniquely determined.
The multiplicity of equilibria in the second stage can be exploited in order to
punish or reward a party’s behaviour in the first stage, so that even first-best
investments may be sustainable. Since the multiplicity of equilibria arises only
under joint ownership, this ownership structure can turn out to be optimal. It is
true that in the second stage investments are lower under joint ownership. But
this can in some instances be overcompensated by higher investments in the
first stage.

Our model seems best to depict cooperative agreements in which both
partners either contribute primarily money to the venture, as for example in
marketing alliances, or in which firms contribute homogeneous input, as in
horizontal production joint ventures. Hence, our model does not cover
alliances, which focus on the transfer of technology or the exchange of know-
how. We thus focus on those interfirm collaborations that are purely motivated
by strategic behaviour and market power. Furthermore, we restrict our
attention to those alliances in which investments may not be enforceable. This
might be the case if partnering companies originate from different countries or
operate in transition countries with underdeveloped legal systems, due to the
absence of an international jurisdiction or an underdeveloped jurisdiction
within the venture's operating country. Even in developed countries the
partners’ investments may be difficult to enforce due to ‘creative accounting’
opportunities. The presented real world cases indicate that in fact joint
ownership is observable under the conditions mentioned above.
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