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I. Introduction

The objective of this paper is to extend Stigler’s [11] critique of the existence of x-inefficiency
by incorporating into this debate a number of considerations drawn from the economics of
property rights [4] as well as some of the recent literature on agency costs [6].

Many, if not most economists accept x-inefficiency as perhaps the major social cost due
to monopoly. Professor Leibenstein, in his landmark article [8], concluded that gains from
increasing allocative efficiency are small while benefits of x-efficiency are often significant.
However, assigning x-inefficiency such an important role with respect to the social costs of
monopoly without carefully scrutinizing its theoretical underpinnings can lead to seriously
misguided research efforts and policy proposals. For example, there is a growing body of lit-
erature [10; 12] that views the major social cost of monopoly as being derived from rent seek-
ing behavior whereby real resources are “wasted” in attempts to obtain, maintain, and ex-
tend monopoly power. Preliminary empirical evidence [10] indicates that the social costs due
to rent seeking may outweigh the deadweight loss of monopoly as measured by the Harber-
ger triangle [5]. Focusing on the costs of monopoly as being primarily due to “organizational
slack” or x-inefficiency relegates the rent seeking model to secondary importance. It is my
contention that the opposite strategy is likely to yield the greater payoff. Focusing our atten-
tion on x-inefficiency can also lead to misguided policy proposals. For example, consider two
alternative policy approaches to the monopoly problem—pursuing atomistic competition by
breaking up “large” firms which are thought to possess monopoly power on the one hand,
and limiting entry barriers in different industries that are created by government edict, i.e.
franchises, licenses. The former type of policy is thought to eliminate motivational defi-
ciencies on the part of management and to enhance allocative efficiency via the competitive
solution. Alternatively, the latter course of action would be more conducive to ameliorating
the social costs due to rent seeking by eliminating the source of monopoly rents regardless of
whether there-are three.competitors;or.three-hundred.competitors, Free entry into and exit
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from industry would be most conducive to maximizing gains from trade and may or may not
require atomistic competition.'

The remainder of this paper is organized as follows The second section briefly reviews
Stigler’s theoretical critique of x-cfficiency. The third section proceeds to extend this critique
in light of recent advances in the economics of property rights and principal-agent relation-
ships. It is shown that managers of private monopoly firms, acting as rational utility maxi-
mizing agents, will not pursue profit maximization less arduously than will their counterparts
in more competitive industries. The final section is devoted to summaries and conclusions.

II. The X-istence of X-inefficiency

Since the appearance of Leibenstein’s now famous article the concept of x-efficiency has
gained a prominent role in economics. In a recent article, however, Stigler has expressed
doubt over the importance of x-efficiency, defined (by Leibenstein) as motivation efficiency
or incentive efficiency.

The degree of x-efficiency, according to Leibenstein, depends upon things such as in-
centive pay, competition and markets for knowledge. His major claim is that, as mentioned
above, in many instances the gains to be made by increasing allocative efficiency are trivial
while the amount to be gained by enhancing x-efficiency is frequently significant. This latter
claim is based on the fact that existing empirical estimates of the deadweight loss due to mo-
nopoly are surprisingly miniscule [8], while tentative estimates of the costs of x-inefficiency
appear, in many instances, to be somewhat more substantial. Stigler has challenged this view
on two grounds. First, he denies that changes in motivation are a principle source of changes
in output. Decreases in the physical output of a firm resulting from “motivational defi-
ciencies,” according to Stigler, are merely changes in the composition of output and not a
source of inefficiency. In his own words:

.. in every motivational case, the question is: what is output? Surely no person ever seeks to
maximize the output of any one thing: even if the single proprietor, unassisted by hired labor,
does not seek to maximize the output of corn: he seeks to maximize utility, and surely other
products including leisure and health as well as corn enter into his utility function. When
more of one goal is achieved at the cost of less of another goal, the increase in output due to
(say) increased effort is not an increase in “efficiency;” it is a change in output [11, 213}

Thus Stigler views the manager as a utility maximizer with physical output being one of
a number of arguments in his or her utility function. According to this logic, the managers of
monopoly firms may in fact be very efficient in what they do, i.e., obtaining and maintaining
monopoly power.

Professor Leibenstein [8] claims that when product market competition is lacking man-
agers do not make as much use of “technical consultants” as they should, thus rendering
management less efficient. However, even though monopoly firms may not hire staffs of lin-
ear programmers and statistitions as often as firms in more competitive firms do, they often
employ,-instead; lobbyists,to.obtain monopoly power.as.well as anti-trust lawyers to help
protect their monopoly status once attained. Thus the claim that managers of monopoly

1. For example, sub ial cc d d for a particular product may lead to the existence of a few large
firms in an industry which exhaust economies of scale. Breaking up these firms to pursue atomistic competition may
sacrifice the benefits of economies of scale and will not, therefore, constitute a Pareto efficient move.
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firms diverge from profit maximization, based on the observation that they don’t hire as
many “technical constultants™ as they could, is highly suspect. Such managers are merely
substituting the use of resources to obtain and maintain monopoly rents for the alternative
use of resources in expanding physical output.

Next, Stigler also criticizes Leibenstein’s treatment of the use of knowledge, particularly
the claim that improvements in the efficient markets for knowledge will increase x-efficiency.
He postulates that different firms have different technologies which are due to different de-
grees of x-efficiency. However, Leibenstein does not offer an explanation for how this comes
about. From this Stigler concludes that “waste” or x-inefficiency is not a useful economic
concept. It is merely “error within the framework of modern economic analysis, and will not
become a useful economic concept until we have a theory of error” [11, 216].

III. Property Rights and Motivational Efficiency

In this section the economics of property rights and agency costs is used to derive the hy-
pothesis that, contrary to the x-efficiency thesis, managers of monopoly firms will not pursue
profit maximization less assiduously than managers in more competitive industries.
First, let us consider the precise nature of Leibenstein’s [8] thesis. The claim is that
{i]n situations where competitive pressure is light, many people will trade the disutility of
greater effort, of search and the control of other people’s activities for the utility of feeling less
pressure and of better interpersonal relations. But in situations where competitive pressures

are high, and hence the costs of such trades are also high, they will exchange less of the dis-
utility of effort for the utility of freedom from pressure, etc. [8, 415].

From this Leibenstein concludes that the most significant gains to be made by decreas-
ing industrial concentration are in the form of increased x-efficiency, whereas allocative effi-
ciency gains are likely to be small.

The remainder of this paper, however, will show that this is not likely to be true as, gen-
erally speaking, managers themselves are the residual claimants? to changes in “managerial
effectiveness”, Thus it is my contention that since managerial reward is tied to profitability in
both monopolistic and competitive industries, the managers of monopoly firms will not be
motivationally deficient.

Consider the following model (Figure 1) where it is assumed that the representative
manager of a firm is also part owner, as is often the case in large corporations. Being part
and not full owner means that the manager will consume more on the job perquisites than if .
he were the sole owner. Let us also assume that the manager’s money wage is fixed. Figure 1
depicts the manager’s tradeoff between increased value of the firm, ¥, and the amount of the
firm’s wealth that is used to finance managerial perquisites [6]). V is equal to #/r where 7 =
expected profits and r = expected rate of return at capital market equilibrium, risk being
taken into account, M represents the market value of the stream of managerial perquisites. If
the manager consumes zero perquisites, ¥ = V. Alternatively, if management expropriates
all-of the firm’s.wealth the value-of the firm.is.zero- The line ¥ M then represents the man-
ager’s budget constraint. Given that the manager owns a share, o, of the firm where (1 — )V
is the value of outside equity, the slope of the budget constraint will be equal to —a as the

2. Alchian and Demsetz [1] discuss the role of residual claimancy in economic organization.
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Figure 1

cost to the manager of consuming $1 worth of perquisites is a - $1. The position of the budget
constraint depends upon the scale of the firm which in turn is a function of the firm’s finan-
cial resources. The greater the amount of financing possible the larger the scale of the firm.
The amount of perquisites consumed by the rational manager is determined by the tangency
of the manager’s highest indifference curve, U,, and the budget constraint, at point E where
the market value of managerial perquisites is M, and the value of the firm is V.

Now, let us consider the effects of a decrease in the degree of x-efficiency or, alterna-
tively, and increase in “organizational slack” which may occur in either a monopolistic or
competitive firm. Such “x-inefficiency” will presumably increase average costs thereby di-
minishing both profits, 7, and the value of the firm. The effects of this are seen in Figure 2
where point E is the original point of equilibrinm. The decrease in profits and the value of
the firm lead to a downward shift of the budget constraint to say 7M. The new equilibrium
is at point E' where the M, level of perquisites is consumed and the value of the firm declines
to ¥,. The manager is made worse off by the amount of the vertical distance between U, and
U, and is thus a direct residual claimant to the decline in profitability.

Alternatively;-an increase.in. “entrepreneurial.effectiveness” on the part of the manager
will shift the budget constraint outward. The new equilibrium is altered from Point E to E”.
The increased profits allow for an increase in the scale of the firm due to an increase in funds
available for internal financing, The manager, in this case, is made better off, consuming the
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Figure 2

M, level of perquisites as he is on the higher U, indifference curve. Thus the manager is the
residual or, possibly, the full claimant to the increased wealth of the firm as at least part of
the increased earnings are used to purchase perquisites. The manager will therefore be better
able to increase his or her total utility not by “seeking the quiet life” but rather, by increas-
ing the value of the firm. Furthermore, there is no a priori reason to believe that managers of
monopoly firms will be less well motivated than their counterparts in more competitive in-
dustries given the above-mentioned relation between managerial effectiveness and manage-
rial reward. In fact, as Alchian and Kessel [2] have reasoned, managers of monopoly firms
are more likely to expend the firm’s pecuniary wealth on perquisites as their potential profit-
ability is constrained. That is, the profits of a regulated monopoly, for example, are con-
strained by the regulatory agency’s perception of a “fair” rate of return. An unregulated mo-
nopoly is also constrained as such since excessive profits will attract anti-trust actions.
Therefore, in accordance with the above model the residual that will be claimed by the man-
ager who increases the firm’s price-cost margin will be proportionally greater for the monop-
oly firm. Take, for example, the case of a regulated monopolist. It is well known that regula-
tory lag can be detrimental to the firm’s profitability as intertemporal cost increases are not
accompanied by price adjustment. However, if the regulated firm’s costs decrease, profits are
increased, at least until the next rate hearing. In this instance the rational manager will in-
crease his or her discretionary expenditures on perquisites to avoid the elimination of these
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rents by the regulatory agency which, in opting for the “target rate of return”, will readjust
the firm’s price schedule accordingly. In this example the manager is indeed the full claimant
to the increased profits and has every incentive to pursue them. The same is likely to be true
for an unregulated monopolist for, as Alchian and Kessel have pointed out,

... the distinction between regulated and nonregulated monopolies is a false one. All monop-
olies are subject to regulation or the threat of destruction through antitrust action, And one of
the criteria that the courts seem to consider in evaluating whether or not a firm is a “good”
monopoly is its profitability. It behooves an unregulated monopoly, if it wants to remain one,
not to appear to be too profitable [2, 167].

Thus the manager of the monopoly firm has no less incentive to maximize profits than
does the manager of a firm that faces a greater degree of product market competition. Fur-
thermore, as long as capital markets are competitive, the market will allocate monopoly
rights to those who will make the most profitable use of them. The absence of competition in
product markets does not necessitate managerial motivational deficiencies.’

There are two additional factors that imply that managers of monopoly firms will not be
less motivated than will managers of competitive firms. These factors are the market for cor-
porate control and managerial labor markets.

Professor Manne [9] has developed the hypothesis that failure to maximize profits will
depress a firm’s stock price and will therefore provide incentive for an entrepreneur to make
a takeover bid and substitute more efficient management in an effort to restore profits and
stock values. Subsequent empirical research [7] has found that relatively undervalued firms
do run a greater risk of takeovers, Takeovers are not so pervasive that they virtually gnaran-
tee profit maximization, but they do exert pressure on managerial behavior in a way that en-
hances the possibilities that managers will indeed strive to maximize profits. With respect to
the x-efficiency thesis, there is no a priori reason to believe that the market for corporate con-
trol will exert less pressure on managers of monopoly firms. In fact, economic theory informs
us that potential takeover “raiders” would pursue the takeover of monopoly firms more dili-
gently as the expected returns are greater than the normal economic profits that can be
earned by a profit maximizing competitive firm. Thus one would expect the market for cor-
porate control to discipline the managers of monopolistic firms more effectively than man-
agers of competitive firms.

Next, consider the effects of managerial labor markets on incentives. Fama.[3] has re-
cently developed the thesis that managerial competition both within and outside the firm will
discipline managers sufficiently such that the alleged redistribution of wealth from stock-
holders to management due to the separation of owrership from control in large corpora-
tions will simply not occur to any significant extent.

The inside managerial labor market works in several different ways. First, top manage-
ment monitors the activities of lower level management. Also, lower management at times
monitors the behavior of upper management as well, as they strive to “step over” less com-
petent managers who are above them. Such monitoring takes place as managers realize that
1) the efficiency with which upper management monitors lower management will determine
the value of the upper manager’s marketable human capital and 2) since the monitoring that
takes place by all of the lower level management affects the firm’s profitability, such mon-

3. Alchian and Kessel [2] point out that only in the case of nontransferable assets such as the singing ability of
Frank Sinatra does cconomic theory admit a difference between competition and monopoly with respect to how
effectively profit maximization is pursued.
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itoring will affect the value of marketable managerial human capital. For example, the pres-
ent value of the manager’s marketable human capital can be written as

Vo= 3 W+n"=3 MP,(1+n" m

f=}

where

V.. = present value of marketable managerial human capital
W, = manager’s wage rate in the ith year
r = real rate of interest
MP,= managers expected marginal productivity in the ith year.

‘When management becomes more efficient and increases profits a market signal is often
produced that expected marginal product has increased, increasing the price of managerial
talent. The opposite is true, of course, for diminished efficiency. It is in this way that a proc-
ess of what Fama calls “‘ex post settling up” occurs in managerial labor markets. Such set-
tling up need not involve the manager’s current employer. Higher or lower future wages may
be paid by other firms.

Managers then are not the residual, but rather the fiuJl claimants to deviations in motiva-
tional efficiency as the value of their marketable human capital is revised over time. And
there is no a priori reason to expect managerial labor markets to operate less efficiently in
industries where there is little product market competition. The upper management of mo-
nopolistic firms will revise upwards the salaries and salary offers to superior lower level man-
agers as the value of their own (upper management’s) marketable human capital depends
upon their willingness and ability to do so. The same is true for managers of firms in more
competitive industries,

IV. Summary and Conclusions

The main thesis of this paper is that rational utility maximizing managers of private monopo-
listic firms will not be more lax in their pursuit of profit maximization than will the managers
of firms in more competitive industries. It was shown that since managers are the residual
claimants to increased firm wealth not only through frequent accompanying salary increases
but also through increases in expenditures on managerial perquisites, they can increase their
total utility not by “seeking the quiet life” but rather by increasing the firm’s wealth. The
existence of this residual claimant status renders x-inefficiency a highly suspect notion. It was
also shown that both the market for corporate control and managerial labor markets work to
discipline managers in a way that they become the residual, if not full claimants to variations
in managerial motivation. And there is no reason to suspect these markets to be less efficient
in private industries where product market competition is lacking. The absence of product
market competition does not necessitate managerial deficiencies.
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