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CHAPTER 1. GENERAL INTRODUCTION
Economists have given considerable attention to the effect of incentives facing agents on the
performance of economic activities. Incentives can be controlled by utilizing institutions
such as contracts, organizations, law and other social norms, and other mechanisms that
either explicitly or implicitly affect incentives of people involved in the transaction. The
major objective of this dissertation is to provide empirical evidence on how incentives
actually affect contract design from the perspective of the principal-agent framework. Using
a large data set on farmland lease contracts in modern U.S. agriculture, I present evidence on
how risk, transaction costs, and incentives affect contract design. Moreover, I address the
role of matching between the landlord and tenant attributes, landlord’s participation in
management decisions, and contractual externalities in contract design. These are topics that
have received little attention in the empirical literature.

In the literature on farmland lease contracts, the design of contract principally
means the choice between a cash rent contract and a cropshare contract. Under a typical cash
rent contract, the tenant makes a fixed payment to the landlord, and the tenant takes all the
realized output. Under a typical cropshare contract, on the other hand, the tenant and
landlord share the realized output in accordance with the prior agreement. This kind of
contract design can be observed in industries other than agriculture. An example is a royalty
contract in franchising, in which the franchisee and franchiser share the realized sales or
profit in accordance with a prior agreement. Therefore, farmland lease contracts are a great
example that provides rich implications applicable to non-agricultural contracting and helps

us better understand contract design and contract choice.



A substantial number of hypotheses have been suggested by economists to explain
why cropshare contracts have prevailed over a very long time period and diverse stags of
development. Among the most important hypotheses are the risk sharing hypothesis and the
transaction cost hypothesis. Stiglitz (1974) uses a standard principal-agent model and shows
that a cropshare contract achieves the second best welfare outcome when a trade-off exists
between risk sharing and incentive provision. More recently, Allen and Lueck (1992, 1993,
1999) develop the transaction cost hypothesis, arguing that transaction costs explain contract
design better than risk sharing. According to Allen and Lueck (1992, 1993, 1999), the major
transaction costs in cropshare contracts are the cost of dividing output equally between the
landlord and tenant, and the cost of maintaining land quality, e.g., fertility and low rates of
soil erosion or degradation. Furthermore, using a data set from modern U.S. agriculture,
Allen and Lueck (1992, 1993, 1999) conclude that transaction costs do indeed affect contract
design, but risk factors do not have significant effects. In contrast to the findings by Allen
and Lueck (1992, 1993, 1999), Ackerberg and Boticcini (2002) conclude that risk sharing
affects contract design in Renaissance Tuscany, Italy. Ackerberg and Boticcini (2002)
consider the case where the tenants are matched with landlords before they contract.
Ackerberg and Boticcini (2002) conclude that the tenant’s risk preference does not have a
significant effect on contract choice, when possible endogenous matching is ignored. When
the endogenous matching is taken into account, the tenant’s risk preference does have a
significant effect on contract choice. Ackerberg and Boticcini (2002), therefore, conclude
that risk sharing actually affects contract design in the farmland lease contracts. Serfes
(2005) develops a simple principal-agent model that formalizes the idea of endogenous

matching suggested by Ackerberg and Boticcini (2002). According to Serfes (2005), when



endogenous matching of the tenant with the landlord is present, the trade-off between
incentives and risk sharing does not always occur as implied in a standard principal-agent
model. Serfes’s result, therefore, is consistent with the argument by Ackerberg and Boticcini
(2002). Furthermore, this may explain why empirical supports of the risk sharing hypothesis
were not found in many of the past studies.

The goal of this dissertation is three-fold. First, I attempt to fill in holes existing in
the empirical literature on farmland tenancy contract design by providing new evidence from
a comprehensive and new data set—the 1999 Agricultural Economics and Land Ownership
Survey (AELOS). As I described in the previous paragraph, scholars disagree on whether or
not risk sharing really affects contract design. In this dissertation, I provide new and
convincing evidence for the role of risk sharing in farmland lease contract design. Second, I
address the role of transaction costs, landlord’s participation in management decisions, and
contractual externalities arise from the difficulty of landlords to act cooperatively in the
design of farmland lease contracts with a given tenant. In the United States, tenants on
average contract with four landlords during a production cycle, and I show that these factors
also affect contract choice in U.S. agriculture. Although the past literature on farmland lease
contracts has principally dealt with the design of monetary compensation schemes in contract
design, I present new evidence in this dissertation that contract design is not just a matter of
the design of monetary compensation scheme, but also involves more complicated problems
that broadly affect incentives. Third, when it is possible, I attempt to formalize the
discussion of the reasons why cropshare contracts are chosen over cash rental contracts. The
objective of using formal models is not to pursue theoretical sophistications, but rather I use

formal models to inform the choice of empirical models applied in this dissertation. A major



virtue of using formal models is that we often see clear-cut implications which lead directly
to testable hypotheses. Also, specification of empirical models based on formal models helps
us understand how assumptions affect predictions and to narrow the focus of our empirical
analyses.

The rest of this dissertation consists of four chapters. Chapters 2 to 4 are
independent papers that focus on different topics but approach the common goal stated above.
Chapter 2, which is the paper that Wallace Huffman and I coauthored, presents the method
and results of the empirical evaluations of the transaction cost hypothesis and the risk sharing
hypothesis. Chapter 2 provides a comprehensive analysis of contract choice using AELOS,
in terms of a range of issues addressed in the chapter. By virtue of rich information
contained in the data set, we carry out comprehensive analyses of contract design using
various variables on both landlord and tenant attributes. Specifically, we find evidence that
supports both the transaction cost hypothesis and the risk sharing hypothesis. In particular,
we emphasize results that support the risk sharing hypothesis. This is important because
there has not been much empirical evidence for the risk sharing hypothesis. In addition, we
take into account endogenous matching between the tenant and landlord, and present
empirical evidence that endogenous matching indeed occurs, and is related to contract choice.

Chapter 3 is the paper that Brent Hueth and I coauthored. In this chapter, our
interest is in the fact that the portion of cropshare contracts in all farmland lease contracts
used in modern U.S. agriculture has decreased over the years, while the number of landlords
per tenant has increased. We argue that, using a simple model, if contractual externalities
exist among contracts, the likelihood of cropshare contracts will decrease as the number of

contracts per tenant increases, due to non-cooperative strategic interaction of landlords.



Since it is more difficult for the landlords to elicit effort from a tenant if there exist
contractual externalities as the number of landlords per tenant increases, the landlords need to
offer higher-powered contracts in order to elicit efforts from the tenant. Using AELOS, we
test the predictions derived from the model, and present empirical evidence that supports the
model.

In chapter 4, I focus on the fact that the landlords are more likely to participate in
management decisions under cropshare than under cash rent. Based on studies of double-
sided moral hazard and royalty contracts mainly in franchising contracts, I develop a simple
model of farmland lease contracts in which the landlord does not only decide contract design
but also decides whether or not to participate in management decisions. Using AELOS, I test
the predictions derived from the model, and find evidence that supports the model. Finally,

chapter 5 provides the general conclusions of this dissertation.



CHAPTER 2. THE ROLE OF RISK, TRANSACTION COSTS, AND
ENDOGENOUS MATCHING IN CONTRACT DESIGN: EVIDENCE
FROM FARMLAND LEASE CONTRACTS IN U.S. AGRICULTURE

A paper submitted to The American Journal of Agricultural Economics
Keita Fukunaga and Wallace Huffman
Abstract
This article presents empirical evidence on the choice of farmland lease contracts, using data
on landlord and tenant attributes in modern U.S. agriculture. Controlling for potential
endogenous matching between crop type and landlord and tenant attributes, we find
empirical supports for the transaction cost hypothesis and the risk sharing hypothesis. We
also find that both landlord and tenant attributes, specifically their risk preferences and
attributes that increase transaction costs significantly affect contract and crop choices. The
results indicate that prior studies that omit landlord or tenant attributes cause inconsistent
estimates of contract choice equation. Moreover, our results suggest that careful studies of
matching and its role in the design of contract are needed for a better understanding of
landlord-tenant contract choice.
Introduction
Contract choice in agricultural land tenancy has attracted many researchers over time. One
of the biggest questions is why cropshare contracts prevail under diverse conditions in both
developed and developing agriculture. While some scholars condemn cropshare as an
inefficient system, others try to provide sound reasons why cropshare contracts are popular in
many countries and regions under circumstances that seem to be very different. The
hypotheses suggested are diverse. Singh (1989) argues that there are four major hypotheses

that explain why cropshare exists: the risk sharing hypothesis, the incentive provision



hypothesis, the financial constraint hypothesis, and the screening hypothesis. Among these
hypotheses, researchers have recently discussed whether evidence exists for the risk sharing
hypothesis, which is based on the principal-agent models. The evidence is mixed. Using
data from North America, Allen and Lueck (1992, 1993, 1999) find that the effects of the
tenant’s wealth, which is used as a proxy for the tenant’s risk aversion, and variability in
production on contract choice are not consistent with the risk sharing hypothesis. Ackerberg
and Botticini (2002), on the other hand, find that the tenant’s wealth has a significant and
predicted effect on contract choice, once endogenous matching between crop type and the
tenant is controlled.

Researchers face the problem of limited data when they attempt empirical
evaluation of these hypotheses. In most prior empirical studies, information on tenant
attributes is available, but little information on landlord attributes is available. Thus, in most
of the past empirical studies, the set of regressors has been limited to tenant attributes.
However, as Ackerberg and Botticini (2002) argue, this could cause bias and inconsistency in
the estimated coefficients of the contract and crop equations.

In this article, we econometrically investigate the set of factors that explain the
choice of farmland leasing contracts with an emphasis on testing the transaction cost
hypothesis and the risk sharing hypothesis. In doing so, we go beyond existing empirical
studies by using a new data set containing both tenant and landlord attributes and discuss
how both landlord and tenant attributes affect contract choices in farmland leasing
transactions. Using the information contained in our new data set, this article also sheds light
on the mechanism of matching and its impact on contract choice. Specifically, we find that

both landlord and tenant attributes affect contract choice and matching (i.e., endogenous crop



choice). Moreover, we find that the agents’ risk preferences and transaction costs associated
with contracts affect matching. The latter is a new empirical finding that has not been
revealed in the past literature. Our empirical results indicate that the conventional empirical
approach, in which either landlord or tenant attributes are included and endogenous matching
is not controlled properly, could suffer from omitted variable bias. Furthermore, in order to
explain our results, theoretical studies in which endogenous matching is jointly built into the
design of contracts may be required.

In the following sections, we first present a brief review of the empirical literature.
In the review, we define endogenous matching and explain how it could cause bias and
inconsistency in the estimates in the existing literature, following the argument by Ackerberg
and Botticini (2002). Then, we present our empirical model, the data, and our empirical
results. The last section contains conclusions and also provides a discussion of the findings
and suggestions for future research.
Literature Review
The risk sharing hypothesis underlying the landlord-tenant contract choice was first
presented formally by Stiglitz (1974). It was derived from a principal-agent model, where a
landlord (principal) designs a contract to maximize her expected profit (utility) under tenant
participation and incentive constraints. If both the landlord and the tenant are risk neutral, at
least the short-run production efficiency is achieved under a cash rent contract, while less-
than-optimal production occurs under a cropshare contract. However, if the tenant is more
risk averse than the landlord, cropshare, rather than cash rent, may be optimal.

Allen and Lueck (1992, 1993, 1999) argue that transaction costs involved in land

tenancy contracting, rather than the trade-off between risk sharing and incentives, are the



major determinants of contract type. Transaction costs mainly consist of monitoring costs
(the landlord monitors the tenant so that the tenant does not overuse the land or shirk on labor
input, timely planting or harvesting) and the cost of dividing output fairly. Let us call this
argument the transaction cost hypothesis. Allen and Lueck (1992, 1993, 1999) argue that the
trade-off between incentives and risk sharing, emphasized in the typical principal-agent
models, is not important and that the type of contract is chosen to minimize the transaction
costs involved'.

Allen and Lueck (1992, 1993, 1999) obtain interesting empirical results, using data
on landlord-tenant contracts from South Dakota, Nebraska, Louisiana, and British Columbia
(Canada). They conclude that if the landlord does not have to worry about the tenant’s
overuse of the land, then cash rent is more likely to be used. This is support for the
transaction cost hypothesis. They also find that a higher variation in production does not
increase the likelihood of a cropshare contract being chosen. Furthermore, they show that the
wealth of the tenant does not affect contract choices or that the coefficient estimates have
signs that are inconsistent with the prediction. These results contradict a common
assumption of decreasing absolute risk aversion in the tenant’s utility function. Based on
these results, they conclude that transaction cost, rather than risk sharing, is important in
contract choice.

Ackerberg and Botticini (2002) criticize the existing empirical literature, arguing
that coefficient estimates in empirical models may be biased and inconsistent if they do not
properly deal with endogenous matching. The authors consider the case in which risk
preference of the tenant is an unobserved variable, and a landlord attribute (in their study, the

type of crop) and the wealth level of the tenant are correlated with the unobserved risk
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preference. If there is an unobservable variable that is correlated with a variable included in
the regression, the coefficient estimate of the included variable will be biased and
inconsistent. They resolve this problem by using an instrumental variable method and
including a fixed effect for unobservable landlord attributes. They show that, after the
treatment, the wealth level of the tenant has a significant effect that is insignificant when the
problem of unobserved variables is ignored.

The argument and the results of Ackerberg and Botticini (2002) are very important
because some previous empirical studies ignore this problem. Allen and Lueck (1992, 1993,
1999) do not include variables that represent the landlord’s attributes except for crop type.
Moss and Barry (2002) include crop type and information on whether or not the landlord is
opportunistic, but information on other landlord attributes (most importantly, risk preference)
is not included. In addition, Laffont and Matoussi (1995) and Bierlen, Parsch, and Dixon
(1999) have not included landlords’ attributes (except crop type) in the contract-choice
equation either.

However, there are several studies that deal with the problem in different ways.
Pudney, Galassi, and Mealli (1998) account for landlords’ unobserved characteristics using a
landlord-specific random effect. They find that the random effect has significant effects on
the coefficient estimates, and that if it is omitted, significant biases are generated. They also
find that when a random effect is included in the model, wealth has a significant effect on
contract choice for some types of farms, and the sign is as the risk sharing hypothesis
predicts. In another empirical study, Dubois (2002) considers the role of land fertility in the
contract choice along with the effect of risk preference and transaction costs. Accounting for

landlord unobservable characteristics by using landlord-specific random effects, he finds that
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neither the pure risk sharing hypothesis nor the pure transaction cost hypothesis competes
effectively with a combined model in his data. These techniques, however, do not provide us
with any information on the effect of specific landlord attributes on contract choice. With
better information on landlords, we can examine the role of risk in contract choice more
precisely.

As far as we know, only Rainey et al. (2001) and Canjels (1998 [a], [b]) include
both landlord and tenant attributes in the contract choice regressions. Using survey data of
landlords who leased land in selected Arkansas districts, Rainey et al. (2001) study the
relationship between the landlord’s characteristics and the type of contract that is actually
used by the landlord. First, they find that as the tenant’s financial strength becomes greater,
the contract is more likely to be cash rent. Second, as the value of the landlord’s total land
becomes greater, the contract is more likely to be cash rent. Third, as the number of years
that the landlord has contracted with a particular tenant becomes longer, cash rent is more
likely to be used. Finally, greater output variance makes the possibility of a cash rent
contract greater. These results indicate that the landlords are, in fact, risk averse. Canjels
(1998 [a], [b]) alone use the data set of the Agricultural Economics and Land Ownership
Survey (AELOS) of the United States Department of Agriculture (USDA) to analyze contract
choices between landlords and tenants in the United States. Using 1988 AELOS and other
data sources, Canjels (1998 [a]) investigates the role of risk in contract choice. As a measure
of risk, the author uses an estimate of county-level yield variability that is based on county-
level weather variability. The author find that his measure of risk has a significant impact on
contract choice, and the sign is consistent with the risk-sharing hypothesis: cropshare is more

likely to be used in areas with higher production variability. This article offers an
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opportunity to reevaluate the findings of these studies, and moreover, it provides new
findings by using an extensive set of landlord and tenant attributes. Specifically, we will
carry out joint tests on landlord attributes and tenant attributes, respectively, to see if these
attributes jointly affect the contract choice.

Focusing on landlord-tenant matching, Ackerberg and Botticini (2002) find that less
risk averse tenants are more likely to be matched with less risky crop production in
Renaissance, Tuscany. Serfes (2005) argues that positive assortative matching, in which less
risk averse agents are more likely to be matched with principals with less risky assets, is a
sufficient condition for a negative correlation between risk and incentives. By including
more independent variables in the right hand side of contract choice and crop choice
equations than does Ackerberg and Botticini (2002), we provide a closer look at the
mechanism of endogenous matching. As far as we know, this is the first study that
comprehensively investigates the role of risk, transaction costs, and landlord-tenant matching
in contract design.

Empirical Methods

Data and Estimation Procedure

We use data from the 1999 Agricultural Economics and Land Ownership Survey (AELOS)
to evaluate the hypotheses discussed above. AELOS is a comprehensive data set consisting
of tenant demographic information, economic attributes and household characteristics, and
landlord demographic information and economic attributes. Survey questionnaires were first
sent to producers/tenants all over the United States. They were asked to answer a set of
questions and to provide the addresses and names of their landlords. Questionnaires were

then sent to those listed landlords. This procedure makes it possible for us to identify a



13

tenant and a landlord for every contract in the data set. In the United States, where average
farm size has been steadily increasing, a tenant usually has more than one landlord.
Reflecting this fact, the information for a tenant may appear more than once in our data set,
but in combination with the information for different landlords. In other words, in our data
set, the sample unit is not an individual tenant or landlord, but a contract between a tenant
and a landlord. After deleting unusable observations we had a total of 61,944 observations
(contracts) in our data set.

We have to refine the data set further, however, for the following reasons. Ifa
landlord contracts with more than one tenant and uses different types of contracts for her
tenants, we cannot identify the type of each contract. In addition, there are observations with
cash-cropshare contracts or other types of non-conventional contracts. We do not use a cash-
cropshare contract as a category for the dependent variable, because they may be non-linear
contracts. For example, if the landlord and the tenant use different types of contracts for
different crops, the contract is reported as a cash-cropshare contract. Although this is a
different practice from a linear combination of a cropshare contract and a cash rent contract
(that is, a contract in which the payment consists of a share part and a fixed payment), we can
not distinguish them in the data set. If we exclude these unusable observations, the total
number of remaining usable observations is 44,515.

One way to deal with these problems is to simply delete all of the undesirable
observations. However, a potential problem with this deletion is that it could generate
selection biases in the coefficient estimates when the propensity for being deleted is
correlated with some attributes that affect contract choice. To examine the effects of this

possibly non-random selection, we adopt the method suggested by Van de Ven and Van
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Praag (1981). We include the sample selection correction term similar to the inverse Mills
ratio as a regressor in the equations of contract choice. We also employ maximum likelihood
estimation suggested by Van de Ven and Van Praag (1981) that accounts for the possible
selection problem. As we will show, the selection problem is not found to be severe in our
data, as the qualitative results (specifically, the signs of coefficients) do not change across the
different approaches, while some effects are observed on the magnitudes of the estimated
coefficients’.
Econometric Model
We include both landlord and tenant characteristics in our empirical model, so that we can
hopefully mitigate the endogenous matching problem. An advantage of having a data set
with more variables is that adding variables can reduce the probability of omitting variable
bias.

A probit model is used for the empirical analysis of landlord-tenant contract choice.
The dependent variable is a discrete choice between a cash rent contract and a cropshare
contract: cropshare = 1 if cropshare is chosen, and cropshare = 0 if cash rent is chosen. We

specify the model in the following way:
(1) cropshare,;. =a'x,+B'y;+r'z;—¢;
cropshare; is a latent variable for contract type such that

1, if cropshare; >0

2 hare. = .
@ CTOPSRAT; {O, if cropshare; <0

x; denotes the vector of tenant i’s attributes; y, denotes the vector of landlord ;’s attributes;

and z; denotes the vector of other characteristics, such as the contracted acres, the total
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market value of the land and buildings on the contracted land, and the market value of the
tenant’s dwellings on the contracted land, as well as a constant term®. The random

disturbance term g; is assumed to follow a standard normal distribution. A positive value for

a coefficient means that an increase in the corresponding variable makes the choice of a
cropshare contract more likely.
Predictions of the Signs of Coefficients
The short definitions of the variables to be used are summarized in table 1 along with the
means and standard deviations. Note that, since we do not have the data for what crops are
grown on the contracted land, we use farm type as a proxy for crop type. For example, if a
tenant’s farm is categorized as a grain-oilseed farm, then the contracted land is likely to be
used for cash grain and/or oilseed production. If a tenant’s farm is categorized as a cattle
ranching or dairy farm, then the contracted land is likely to be used for pasturing or hay
production.
Transaction Cost Factors
To proxy transaction cost, we use farm type dummies, the number of landlords that the tenant
has; the number of acres of contracted land; the total value of the land; the value of farm
buildings, and dwellings on the contracted land; the value of the tenant’s dwelling on the
contracted land; whether the landlord lives on the contracted land; whether the landlord lives
close to the contracted land; and the average value of the Beale code for the area where the
tenant resides.

In grain and/or oilseed crop production, we expect that cropshare contracts are more
likely to be chosen because it is relatively easy for tenants and landlords to divide the output

between them, and it is easy for landlords to market their share of output (Allen and Lueck
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1993, 1999). Since easy access to marketing channels will lower the transaction costs arising
from marketing output for the landlords, this will encourage the use of cropshare contracts.
On the other hand, in vegetable and fruit production, where dividing output between
landlords and tenants is more costly, and few markets exist for the output, we expect that
cash rent contracts are more likely to be used.

As a proxy for landlord monitoring costs, we use a dummy variable indicating
whether the landlord lives on the contracted land, and a dummy variable indicating whether
the landlord lives close to the contracted land, given the landlord does not live on the land.
Since landlords who live further away from their contracted land will have higher monitoring
costs, the contract is more likely to be a cropshare in order to avoid overuse of the land
(Allen and Lueck 1993, 1999). If this is the case, we expect positive coefficients for the
dummy variables.

The Beale codes are used as an index that measures the importance of the
contracted land as farmland. The Beale code measures the degree of urbaneness of the
county, and these codes range from one to nine, with one indicating the most urbanized area
and nine indicating the most rural area. If the farmland is located in a relatively urban county,
then the future importance of the land for farming would be reduced, because the landlord
would have greater opportunities to use the land for non-agricultural purposes. Thus, the
landlord would be less concerned about current land-degrading agricultural production, and
therefore, cash rent would more likely be optimal for the landlord. Thus, the expected sign
for the Beale code would be positive. Since data on the Beale codes are not available for the

years between 1993 and 2003, we used the average of the 1993 and 2003 values.
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The number of contracted acres is another proxy for transaction costs. As the
number of contracted acres increases, the importance of the landlord to the tenant would also
increase. The cost of opportunistic actions would be higher for the tenant and the risk of
overuse of land when a cash rent contract is used would be lower. The expected sign of the
contracted acres would be negative. A similar explanation can be applied to the total value
of the land, farm buildings, and dwellings on the contracted land, and the value of the
tenant’s dwelling on the contracted plot. As the total value of the assets on the contracted
land increases, the potential damage from the tenant’s opportunistic action is higher for the
landlord, increasing the likelihood of a cropshare contract. As the value of the tenant’s assets
on the contracted land (e.g., the value of the tenant’s dwellings) increases, then the land will
be more important for the tenant. Hence, the landlord can choose the contract with stronger
incentives. Therefore, increased value of assets on the contracted land increases the
likelihood of cropsharing, and an increase in the value of the dwelling for the tenant on the
contracted land increases the likelihood of cash renting.

According to Allen and Lueck (1992, 1993, 1999), the risk of overusing soils is one
of the most important transaction costs. In order for us to capture the effect of this risk, we
use county average erodibility index for the county where the tenant resides calculated from
1997 National Resources Inventory (NRI). The erodibility index proxies the sensitivity of
land to soil overuse. Land in a county with greater value of erodibility index is more likely
to be sensitive for land overuse. Since Allen and Lueck (1992, 1993, 1999) argue that a
cropshare contract is more likely to be used on the land that is subject to greater risk of land
overuse, we expect that a larger value for the erodibility index increases the likelihood of

cropshare, from the perspectives of the transaction cost hypothesis.
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Risk-Related Factors

We expect, from the risk sharing hypothesis, that as the tenant becomes wealthier he/she is
less risk averse, so that the contract type is more likely to be cash rent. Also, for the same
reason, we expect that the wealthier landlords are more likely to offer cropshare contracts.
While the data on a tenant’s total assets are available for us, the data on the landlord’s total
assets are not. We could use, instead, the total value of the landlord’s farm assets and the
total value of the agricultural land and buildings that the landlord owns. A potential problem
with these proxies is that, while these variables will be correlated with the value of the
landlord’s total assets, they could be correlated to the landlord’s farming experience and
knowledge, and also to the landlord’s commitment to farming. If this is true, we cannot be
sure what these variables measure. Therefore, we need to interpret the estimated coefficients
for these variables cautiously.

Using the USDA’s county level annual yield data from 1990 to 1999, we create a
county average weighted and standardized yield variability index. The county data contain
the yields for corn, soybeans, hay, beans, and so forth. First, we calculate the standard
deviations of yields for each crop in each county. Second, because different units of quantity
are used for different crops in the data set, we divide the standard deviations by the
respective mean values in order to make our yield variability index unit-free. Then, using the
ten-year average share of the number of harvested acres for each crop in the ten-year average
total harvested acres in the county as a weight, we sum up the standardized deviations and

obtain a weighted and standardized yield variability index for each county.
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Empirical Results
The Estimates and Interpretations
Table 2 presents the estimates for the basic model described above and the estimates for the
basic model with a sample selection correction term®. In table 2, the results with multiple
crop dummies and with a combined crop dummy (whether the tenant is a grain/oilseed or a
tobacco/cotton farm) are shown. The results do not change much across all of the
specifications, indicating that neither the data selection nor the exact specification of a crop
dummy affects the coefficient estimates in the contract choice equation. The maximum
likelihood estimation that takes into account the data selection problem using a model
suggested by Van de Ven and Van Praag (1981) is presented in table 3. The results are
similar to the basic models overall and the estimated bivariate correlation coefficient is low
(0.08) and statistically insignificant, although there are some differences observed in the
magnitude of estimated coefficients for some variables. These findings indicate that
selection does not affect contract choice qualitatively in our data set. Because of the
robustness of the results of the basic models to the selection problem, we disregard the
selection problem in the following analyses. Thus, for the interpretations below, we refer to
the second column in table 2.

All of the regional variables have negative and significant coefficient estimates.
This result indicates that cash rent is more likely to be chosen in the Northeast, the Midwest,
and the South regions than in the West region, other things equal. When the tenant farm is
categorized as either a grain/oilseed farm, a cropshare contract is more likely to be chosen,;
and when the tenant farm is categorized as either a vegetable/fruit farm, a dairy farm or a

farm that raises other animals, then cash rent is more likely to be chosen. This result
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supports the transaction cost hypothesis, because in grain and oilseed production it is easy to
divide the products between the tenant and the landlord, and for them to find markets for
their output. When the contracted land is used for producing fruits or vegetables, landlords
may prefer cash rent to cropshare, since landlords do not generally have ways to sell the
received products when they cropshare. Thus, cash rent is more likely to be chosen. When
the tenant farm is categorized as a dairy farm or a farm that raises other livestock, the
contracted land is more likely to be used for pasture and hay production. Since for pasture
and hay production it is more difficult to divide the products between the tenant and the
landlord, and to find a market for these outputs, cash rent is more likely to be chosen. As
such, the transaction cost hypothesis seems to explain the signs for the farm type dummies
quite well.

The coefficient estimate for the number of landlords in the contract choice equation
is negative, as expected from the transaction cost hypothesis. If the landlord lives on the
contracted land, or if the landlord lives close to the contracted land, cash rent is more likely
to be chosen. This can be because landlords living further away from the land have higher
monitoring cost, and thus it may be more difficult to monitor the tenants to avoid overuse of
the land. If that is true, this result is consistent with the transaction cost hypothesis. The
Beale code has a significant coefficient estimate with the expected sign. When the land is
located in a more rural area, the contract is more likely to be a cropshare contract, because
the future importance of the land as farmland is greater and the landlord wants to prevent
overuse of the land. As the value of the tenant’s dwelling on the contracted land increases,
cash rent is more likely to be chosen, but the effect is statistically insignificant. The tenant’s

total assets have a negative and significant coefficient estimate, offering support for the risk
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sharing hypothesis. The total market value of land and buildings owned by the landlord has a
negative coefficient estimate that contradicts the risk sharing hypothesis, while the value of
the landlord’s farm assets has a positive and significant coefficient estimate that is consistent
with the risk sharing hypothesis. County-level crop yield variability index has a significant
estimated coefficient with the expected sign: as the variability of crop yields increases, the
likelihood of cropshare increases. This provides more support for the risk sharing hypothesis.
As the total value of assets on the contracted land increases, cash rent is more likely to be
used. We are not sure how this result can be explained.

In the basic models described above, we included the county-level crop yield
variability index, along with farm type indicator variables (as proxies for crop types) to
capture the effect of risk on contract choice. Since the yield variability index is constructed
from county-level data on various crops grown in the county, some may worry that the yield
variability effect of a specific crop grown on the contracted land may not be captured
completely by the county-level yield variability index, but may be mixed into the farm type
variable. In order to consider this potential problem more closely, we group the observations
by each farm type, namely, grain or oilseed, tobacco or cotton, vegetable or fruit, beef, and
dairy farms, and run the basic models for each group. This way, we have more homogeneous
observations in each group, and thus, the county-level crop yield variability index will carry
more accurate information on the effects of production variability that the tenant and the
landlord face.

Table 4 summarizes these results. Except for “other crops” and dairy farms, the
signs of the coefficients for yield variability are all positive, although, for vegetable-fruit,

dairy, and beef farms, the coefficients for yield variability are insignificant. For grain-oilseed
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farms, tobacco-cotton farms, and farms that raise other animals, we have significant and
positive coefficients for yield variability, indicating that as the yield variability index
increases, a cropshare contract is more likely to be chosen. For other crop farms, the sign is
negative, indicating that a cash rent contract is more likely to be chosen. Finally, for other
variables, the results are similar to those in table 2. Based on these results, we conclude that
it is likely that yield variability increases the likelihood of a cropshare contract, and the effect
holds robust for different types of farms. Overall, we find evidence for both the transaction
cost hypothesis and the risk sharing hypothesis in landlord-tenant contract choice.

Should We Include Both Tenant and Landlord Attributes in the Equation?

An essential problem of endogenous matching raised by Ackerberg and Botticini (2002) is
the omission of variables that are relevant and correlated to other variables that are included
in the empirical model. Existing empirical studies, including Allen and Lueck (1992, 1993,
1999) and Moss and Barry (2002), test for tenant attributes affecting contract choice or
landlord attributes affecting contract choice separately, and fail to include the attributes of
both sides simultaneously due to limited availability of the data. Here, we test separate
composite hypotheses that tenant attributes do not matter and that landlord attributes do not
matter, and compare these estimates with and without restrictions, to see whether there is
significant effect on the estimated coefficients.

Table 5 contains the estimation results of the models in which either landlord
attributes or tenant attributes are excluded. The chi-square test statistics calculated from
table 2 and table 5 are large enough to reject the hypotheses that tenant attributes do not
matter and that landlord attributes do not matter. The fact that both the landlord and the

tenant attributes jointly affect contract choice implies that omission of relevant variables in
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analyses using other data sets could be problematic. Although there are no sizable effects of
these restrictions on many of the estimated coefficients in table 5, this may be due to the
large sample size of our data set, and bias that arises from omitting relevant variables could
be substantial in other data sets with smaller sample size. In the following section, we
investigate the possible endogeneity problem in contract choice. Since we know that both
landlord and tenant attributes affect contract choice, if there is an endogenous variable
included in the contract choice equation, which is likely correlated with landlord and tenant
attributes, the problem of omitting relevant variables can be even worse.

Endogeneity Problem in Contract Choice

The analysis above overlooks any endogeneity problems in contract choice. In this section,
we address the possible endogeneity problem, focusing on farm type dummies (as proxies for
crop types) in contract choice that are likely to be endogenously determined. In Ackerberg
and Botticini (2002), crop type is considered to be a landlord attribute and matching between
crop type and the tenant’s attributes is primarily analyzed, while the landlord’s unobservable
attributes are controlled using fixed effects. In this article, we explicitly allow both landlord
and tenant attributes to affect crop choice, by including both attributes in the regression.

As Ackerberg and Botticini (2002) argue, some attributes such as risk preference
are inherently unobservable. Although we can use proxies for them, the proxies may be
poorly correlated with the true values of these variables. Thus, although we believe that
having many variables will at least mitigate the endogenous matching problem, we admit that
there is still a possibility that the effect of endogenous matching remains. Following
Ackerberg and Botticini (2002) and Dubois (2002), we tackle this problem by explicitly

considering endogenous matching of crop type and tenant attributes.
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We develop a simultaneous probit model in which the type of contract and the type
of tenant farm are endogenous. Consider the following model:
cropshare;. =a,-crop_type; +o,'x,+B'y,+7, 'z

i1 — €t

3)

crop _bype; =@, "X+ Py 'yj2 +7, 'Zijz —&ip
where crop _type; is a latent variable for crop choice such that

1, if crop _type; >0
0, if crop _type; <0

(4) crop _type; = {
<
crop_type is an indicator variable and crop_type = 1 if the tenant’s farm type is grain_oil or
tobacco_cotton, and crop_type = 0 otherwise. The random disturbance terms (g;,,&;,) are
assumed to follow a bivariate normal distribution with the mean (0,0). The specification
follows Heckman (1976) and Lee (1981). Note that we include landlord attributes along with
tenant attributes in the equation for crop choice. This accounts for possible endogenous
matching between the landlord and crop type. Since at least one of the covariates in the
model is continuous and varies great enough, the model is readily identified (Wilde, 2000).

The results are presented in table 6. The estimated value of the bivariate correlation

of random disturbance p is -0.47 and significant, indicating that disturbance terms in the

crop choice equation and contract choice equation are indeed correlated. However, the
estimated coefficients of the contract choice equation do not differ from those of the basic
models in terms of signs. Important variables such as the crop type, the tenant’s total assets,
the erodibility index, the yield variability index and the average value of the Beale code have
signs consistent with the basic models. In terms of magnitude, however, some differences
are sizable. For example, the estimated coefficient for the tenant’s total assets becomes -

0.0011, which is about two thirds of that in the basic model’. Although some differences are
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found in the estimation results and there is evidence that crop choice is correlated with
contract choice, the evidence for both the transaction cost hypothesis and the risk sharing
hypothesis persists, even after examining potential endogeneity problems.

We can derive some information on the mechanism of endogenous matching as
well as the impact of the mechanism on contract choice from our results. In the crop choice
equation, it is shown that a tenant who has a larger share of owned land is less likely to be a
grain or oilseed farmer, or a tobacco or cotton farmer. This probably reflects the trend that a
field crop farmer rents land in order to expand his operation and to enjoy economies of scale.
Wealthier (and thus less risk averse) tenants are less likely to be grain or oilseed farmers or
tobacco or cotton farmers. Tenants who have a high debt-asset ratio are less likely to be
grain, or oilseed farmers or tobacco or cotton farmers. An increase in yield variability
decreases the likelihood of the farm type being grain or oilseed farms, or tobacco or cotton
farms. When the farm is located in a more rural area, as indicated by the Beale code, it is
more likely to be a grain or oilseed farm, or a tobacco or cotton farm. Moreover, some
landlord attributes affect crop choice. If the landlord does not live on the farm or does not
live within five miles from the contracted land, the tenant farm type being grain or oilseed, or
tobacco or cotton is more likely. Landlords who have a high debt-asset ratio are less likely to
be involved in grain or oilseed, or tobacco or cotton production.

Ackerberg and Botticini (2002) presented evidence that tenants who have less
wealth (and a higher degree of risk aversion) are more likely to be matched with landlords
who have high-risk assets (in their case, grapevine cultivation, which they argue is more
risky than grain production), using data from Renaissance, Tuscany. Serfes (2005) shows

that positive assortative matching (PAM), in which agents who are more risk averse are
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matched with principals with many assets, is a sufficient condition for a negative relationship
between risk and incentives. Serfes (2005) argues that the finding of Ackerberg and Botticini
(2002) is consistent with the theoretical predictions. In our empirical results, we find
evidence that tenants who are more risk averse are more likely to be grain or oilseed farmers,
or tobacco or cotton farmers, although we do not have priori information that grain or oilseed,
or tobacco or cotton production is less risky than other agricultural production. That is, we
are not sure which type of matching, PAM or negative assortative matching (NAM), if any, is
occurring. However, these results indicate that factors affecting contract choice, especially
the agents’ risk preferences and transaction costs among other things, also affect crop choice.
Furthermore, this result indicates that the matching may be in fact three-sided. That
is, landlords and tenants are respectively matched with crop type (Ackerberg and Botticini,
2002 and Serfes, 2005 deal with two-sided matching in which landlords are matched with
tenants). These implications regarding the mechanism of matching are interesting, although
they need further investigation and are beyond the scope of this article. However, they still
deserve a few more comments. Crop choice is a complicated decision in modern U.S.
agriculture. First of all, the profitability of a crop is obviously an important determinant, and
production uncertainty and output and input price uncertainty should be important, too.
Since farmers may have repeated trial-and-error attempts in order to match a crop to the local
environmental conditions, such as weather and soil type, environmental conditions as well as
the history of the development of local agriculture may matter. Government farm programs
can provide some counter-risk supports to producers and landlords. A future task is to take
these factors into account in the matching model and to carefully evaluate the role of risk and

the agents’ risk preferences in matching.
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Conclusions

We have examined the empirical evidence for the major hypotheses on contract choice in
land tenancy contracts in U.S. agriculture, using a data set of both tenant and landlord
attributes. We find evidence for the risk sharing hypothesis, which has tended to be rejected
in past literature. Furthermore, our results support the hypothesis that both tenant and
landlord attributes affect contract choice and crop choice, although endogenous matching
does not significantly affect contract choice in our data. The findings that both landlord and
tenant attributes affect contract choice and crop choice, and that the choices are indeed
correlated imply that empirical analysis including only tenant attributes (or landlord
attributes) in the empirical model, without properly treating the endogeneity problem, may
generate misleading estimates. In developed agriculture like modern U.S. agriculture, in
which landlord and tenant characteristics are likely to be heterogeneous, the failure to control
for endogeneity could be problematic.

As an extension of this research, it may be fruitful and interesting to explore more
carefully how and why endogenous matching occurs and if it affects contract choice. Our
results indicate that risk, risk preference, and transaction costs affect not only the farmland
lease type, but also the type of crop being produced on the contracted land. Further
development of both theoretical and empirical studies is needed in order to carefully evaluate
this issue. If this relationship is true, the mechanism of farmland leasing should be
understood as the conjuncture of contract choice and crop choice. This is important since a
similar mechanism can be observed broadly in other industries: tasks are commonly allocated
among employees based on the employer’s evaluation of employees’ skills and risk

preferences, among other factors, and it is possible that contract choice is related to this task
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allocation. Further investigation of the mechanism of endogenous matching, built into the
mechanism of farmland lease contract choice, therefore, may provide new perspectives and

better understandings of contracting practices.
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Endnotes

! However, Dubois (2002) shows that the choice between cash rent and cropshare can be
explained even without assuming risk averse agents, using a multi-task principal-agent
framework. Lack of evidence for risk sharing does not necessarily mean that the principal-
agent approach is invalid. Furthermore, there have been several principal-agent models
developed to explain how a positive relationship between risk and the agent’s risk preference
could arise. As examples of such models, see Prendergast (2002) and Serfes (2005). Serfes
(2005) explains how a positive relationship between risk and risk preference can appear if the
matching between the principal and agent happens before they contract. As such, a question
of interest that we investigate in the present article is whether risk plays a role in determining
contract type, rather than whether the principal-agent framework is valid or not.

? There is, however, another potential problem in our data set. We have the data on tenants
and landlords who actually contract, but do not have data on other potential tenants and
landlords who failed to complete a contract. Since the decision on contract choice is
conditional upon the choice between lease-in and lease-out, estimating only the contract
choice equation may result in estimation biases -a well known selection problem. Dubois
(2002) and Pandey (2004) explicitly deal with the selection problem and find no significant
effects on the results. Although we note that there remains an unsolved selection problem,
we do not have the data to resolve it.

> One could ask whether the use of simple linear proxies for inherently unobservable

parameters of interest is a valid approach. This is an important question, but has been
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ignored in the literature. In Appendix 1, we briefly discuss this issue using a simple model.
The main point is that we need a strong assumption for the procedure to be valid. However,
in this article, we assume the traditional procedure works well, for analytical simplicity
purposes.

* The estimation results for selection equations from which we derived the selection
correction term are presented in Appendix 2.

> Interestingly, this result contradicts Ackerberg and Botticini (2002) in which the coefficient
estimate for the tenant’s wealth becomes greater (in the absolute value) after the endogenous

matching is controlled.



31

Table 1. Variable Definitions and Sample Summary Statistics

Variables Definitions Mean S.D. Min Max
Dependent variables
cropshare =1 if contract is cropshare, =0 if contract is cash rent 0.20 0.40 0 1
Independent variables
Regions
NE =1 if location of tenant's farm is Northwest region 0.12 033 0 1
MW =1 if location of tenant's farm is Midwest region 0.37 048 0 1
SR =1 if location of tenant's farm is South region 0.35 0.48 0 1
WR =1 if location of tenant's farm is West region 0.16 036 0 1

Tenant's farm type

grain_oil =1 if type of tenant's farm is grain and/or oilseed production 0.39 0.49 0 1
tobacco_cotton =1 if type of tenant's farm is tobacco and/or cotton production 0.12 0.33 0 1
vegetable_fruit =1 if type of tenant's farm is vegetable and/or fruit production 0.08 0.27 0 1
other_crop =1 if type of tenant's farm is other crop production 0.08 0.29 0 1
beef =1 if type of tenant's farm is beef cattle ranching and farming 0.10 0.30 0 1
dairy =1 if type of tenant's farm is dairy 0.15 0.36 0 1
other_animal =1 if type of tenant's farm is producing other animals 0.17 0.37 0 1
crop_type =1 if grain_oil=1 or tobacco_cotton=1 0.52 0.50 0 1
Other tenant's attributes

¢ age age of tenant 51.65  12.09 18 96
¢ gender =1 if tenant is male 0.98 0.12 0 1
t_white =1 if race of tenant is white 0.98 0.14 0 1
ind_farm =1 if type of tenant's farm is individual farm 0.63 0.48 0 1
n_family_members number of family members living in tenant's household 3.17 1.52 1 20
t_n_landlonds number of landlords whom tenant contract with 13.35 1983 1 171
t_total_income_net tenant's net total income ($1,000) 206.05 795.27-16,881.52 55,087.09
t_farm_share =1 if share of farm income in tenant's household is greater than 75% 0.50 0.50 0 1
t_total_assets value of farm and nonfamm assets in tenant's household ($100,000) 23.86 6753 000 5528.50
t_share_owned share of number of acres of land owned by tenant (%) 29.64 26.64 0.00 99,90
t_dwelling_value market value of tenant's dwellings on contracted land ($100,000) 0.08 0.31 0.00 9.63
t_debt_free =1 if tenant has no debt 0.12 0.33 0 1

t da_50 =1 if tenant's farm debt-asset ratio is greater than 50% 0.13 0.34 0 1



Landlord's attributes
I _age

|_white

I_n_tenants

I_ope 99

I liv_on_farm
I_liv_close
I_farm_income
I_farm_share
I_farm_assets

1_total_value

I_acres_owned
I debt_free

I da_50
total_value
Other factors
variability
average_beale

contracted_acres

erodibility
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Table 1. (Continued)

age of landlord

=1 if race of landlord is white

number of tenants whom landlord contracts with
=1 if landlord operated farm or ranch in 1999

=1 if landlord lives on contracted land

=1 if/_liv on_farm =0 and landlord resides within 5 miles of
contracted land

=1 if landlord's net farm income is greater than $25,000

=1 if share of gross farm income in landlord household is 76% or more
market value of all farm assets owned by landlord ($100,000)

market value of all lands and buildings owned by landlord ($100,000)

number of acres owned by landlord (100 acres)

=1 if landlord has no debt

=1 if landlord's farm debt-asset ratio is greater than 50%

market value of land and buildings on contracted land ($100,000)

standardized and weighted production variability for county of tenant's
residence

average of Beale code in 1993 and 2003 forcounty of tenant's
residence

number of acres of contracted land (100 acres)

erodibility index for county of tenant's residence

65.09
0.94
1.36
0.11
0.13

0.42
0.06

0.08
2.83

5.50
532
0.86
0.05
2.76

0.26

474
2.17
2.68

14.47
023
282
0.32
034

049
023

027
9.68

137.79
34.55
0.35
0.21
9.55

0.10

248
1091
2.72

SO = O W

0.00

-11.93
0.01

0.00

0.01

0.50
0.01
0.00

100

170

1

1
584.33

4818.55
2552.08
1

1
584.33

1.29

9.00
880.00
29.14
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Table 2. Basic Models —-Maximum Likelihood Estimation of Probit Model of Contract
Choice (Probability that Cropshare is Chosen), N = 44,515

With Selection Term

Without Selection Term

With Selection Term

Without Selection Term

Regressors -Loglikelihood = 1857223 -Loglikelihood = 18573.12 -Loglikelihood = 18724.70 -Loglikelihood = 18830.50
Intercept -4 TTO4%¥* -4.0460%** -4.77962%** ~2.9371 ***
NER -1.4002%** -1.2606%** -1.6202%*** -1.3514%**
MWR -0.5707*** -0.5024*** -0.6990%** <0.5250***
SR -0.4634*** -0.3806*** -0.6224*** -0.4830%**
grain_oil 0.2783%** 0.3097***

tobacco_cotion 0.0807 -0.0075

vegetable_fruit -0.1833%* -(0.2823***

beef -0.1467* -0.0454

dairy -0.6305%** -0.7333***

other_animal -0.2735%** -0.3118***

crop_type 0.5063%*+* 0.5658***
t_age 0.0010 0.0002 0.0016** 0.0003
t_gender -0.1404 0.0112 0.3030%** 0.0311
t_white 0.2515%** 0.2403%** 0.2032%** 0.1876***
ind_farm 0.0077 0.0198 -0.0174 0.0190
n_family_members -0.0006 -0.0012 -0.0021 -0.0083
t_n_landlords -0.0100%** -0.0100%*** -0.0095%** ~0.0095%**
t_total_income_net <0.0001** <0.0001** <0.0001 <0.0001***
t_farm_share 0.0753%** 0.0625*** 0.0846%*** 0.0353%*
t_total asset -0.0017*** -0.0019*** -0.001 3%** <0.0018%**
t_share_owned -0.0034%** -0.0047%** -0.0025%** ~0.0054***
t_dwelling value 0.0092 -0.0136 0.0266 -0.0271
t_debt free 0.0458* 0.0656*** 0.0251 0.0770%**
t da_50 -0.0561** -0.0407** -0.0666%** -0.0398*
I_age 0.0038%** 0.0038%** 0.0037%** 0.0039***
I_white -0.0563 0.1522%%x* -(.2087*** 0.1508%**
I_ope 99 0.0331 0.0380 0.0223 0.0328
I liv_on_farm -0.0549 -0.0985%** -0.0059 <0.1115%%*
I liv_close -0.1857%** -0.1880%*** -0.1797%*** -0.1978%**
I_farm_income 0.1462%** 0.1760%** 0.1217%** 0.1830***
I_farm_share 0.0004 0.0069 -0.0042 0.0113
I farm_assets 0.0327*%* 0.0387*** 0.0229%** 0.0356%**
I_total_value -0.0015%%* <0.0013%** -0.0018%** -0.0013%**
I_acres_owned 0.0005 0.0006 0.0003 0.0006
I debt free -0.0316 0.0006 -0.0683%** 0.0004
I _da_50 -0.0746 -0.0463 -0.1041** -0.0514
total_value -0.0349%** -0.0414%*** -0.0242%** -0.0377%%x
variability 0.3583%** 0.3505%** 0.3852%* 0.3289%**
average_beale 0.0274*** 0.0318*** 0.0198%** 0.0350***
contracted_acres 0.0013 0.0002 -0.0016 0.0002
erodibility 0.0745*** 0.0777*** 0.0691 *** 0.0759%**
Selection Correction Term 0.9156 - 1.8834*** -

Note: Three asterisks indicate the coefficient estimate is significant at the 1% level. Two
asterisks indicate the coefficient estimate is significant at the 5% level. One asterisk
indicates the coefficient estimate is significant at the 10% level.
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Table 3. MLE Probit of Contract Choice with Selection, N = 61,944

Cropshare Chosen Being Selected
-Loglikelihood = 54959

Regressors Estimates
Intercept -1.8079*** 0.6479***
NER -1.3537%** -0.2373 %%
MWR -0.5435%** -0.1690***
SR -0.5074*** -0.1473%**
crop_type 0.5477*** -0.0720%***
t_age 0.0007 0.0021**
t gender 0.2457 0.2083***
t_white 0.3423%*x* 0.1033*
ind_farm -0.0112 -0.0360%**
n_family_members -0.0076 0.0010%**
t n_landlords -0.0084*** -0.0016
t total_income_net <0.0001* <0.0001**
t farm_share 0.0357 0.0573***
t total asset -0.0045%** 0.0009***
t_share_owned -0.0048%** 0.0032%**
t_dwelling value -0.0218 0.0660%**
t_debt_free 0.0707 -0.0507%**
t da_50 -0.0449%* -0.0201**
[_age 0.004 1%** 0.0002
[_white 0.1479 -0.5255%**
[_ope_99 0.0449* -0.0041
[ liv_on_farm -0.1291 0.1185%*
[_liv_close -0.2045%** 0.0311**
| farm_income 0.2006*** -0.0531%**
| farm_share 0.0202 -0.0068
I farm_assets 0.0364 **x -0.0185
[ total value -0.0015%** -0.0004*
[_acres_owned 0.0006 -0.0004**
[ debt_free -0.0123 -0.0884***
[ da_50 -0.0700 -0.0306
total value -0.0384x** 0.0141*
variability 0.4040%** 0.1002
average_beale 0.0329%*** -0.0148%**
contracted_acres 0.0003 0.0018*
erodibility 0.0757*%* -0.0078***

Correlation in Disturbance 0.07670
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Table 4. Basic Model for Each Farm Type —-MLE of Probit Model of Contract Choice
(Probability that Cropshare Is Chosen)

Grain-Oilseeds Tobacco-Cotton Vegetable-Fruit Other Crops
N=17,485 N=5,514 N =3591 N=13,779
Regressors -Loglikelihood = 9230.43 -Loglikelihood = 2115.65 -Loglikelihood = 985.47 -Loglikelihood = 1528.07
Intercept -3.6894%** -5.3759 -4.1200%** -4.0456%**
NER -1.9645%%* -6.0348 -1.1378%%* -2.5642%**
MWR -0.8169*** 1.5380*** -1.0065%%** -0.2461%**
SR -0.6572%** -0.0781 -0.6422%%* 0.0100
t age 0.0052*** -0.0051%* 0.0051* -0.0013
t_gender 0.0046 0.3168** 0.0029 0.3908
t_white 0.2544** 0.2615 0.3997** 0.0934
ind_farm -0.0097 -0.0703 0.0110 0.0108
n_family_members -0.0194** 0.0121 -0.0326 0.0328*
t_n_landlords -0.0220%** -0.0156%** -0.0212%** 0.0198***
t_total_income_net <0.0001 0.0002%* <0.0001 0.0001
t_farm_share 0.0448** 0.0883* 0.0193 0.1640%**
t_total_asset -0.0051%** -0.0109%%** <0.0001 -0.0103%**
t_share_owned -0.0056%** -0.0045%%** -0.0039%** -0.0059%**
t dwelling value 0.0056 0.0745 -0.0367 0.0339
t_debt_free 0.1598*** 0.0125 -0.0466 -0.2490%**
t da_50 -0.0048 0.0442 -0.3100%** -0.4002%**
I_age 0.0054*** -0.0020 0.0046** 0.0013
{_white 0.0846 0.3296*** 0.0842 0.3489***
I_ope_99 0.0091 0.1016 -0.0723 -0.0396
L liv_on_farm -0.1347¥** -0.1462%* 0.0467 0.0052
I liv_close -0.2279%%* -0.1344%%%* -0.0952 -0.1050*
I_farm_income 0.1924%** 0.0567 0.1878* 0.3714%**
I_farm_share -0.0216 0.0768 -0.0704 0.0427
I farm_assets 0.1781*** -0.0055 -0.1540%* 0.0273
[_total_value -0.0029%* -0.0074%* -0.0050 -0.0025
I_acres_owned 0.0026 0.0189*** -0.0119 0.0014
| debt_free 0.0626* -0.0865 -0.1216 -0.1222
I da 50 -0.0386 -0.0057 0.0256 -0.1578
total_value -0.1793%%* -0.0113 0.1655%* -0.0246
variability 0.4615%** 0.9336%** 0.0160 -0.9269%**
average_beale 0.0236*** -0.0217* 0.0435%* 0.0474%**
contracted_acres -0.0022 0.0217 0.0189 -0.0001
erodibility 0.0549%** 0.1829*** 0.0220 0.0667***
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Table 4. (Continued)

Beef Dairy Other Animals
N=4,322 N = 6,641 N =7,505
Regressors -Loglikelihood = 1587.58 -Loglikelihood = 914.42 -Loglikelihood = 2692.71
Intercept -1.4716%** -3.3743%%x -1.7513%%*
NER -0.5607** -0.9764*** -0.4626***
MWR 0.2104%* -0.3675%** 0.0651
SR -0.1126** -0.3768*** -0.2687%**
t_age -0.0050** -0.0089*** -0.0035%*
t_gender 0.5236** 0.0203 0.4634%**
t_white 0.6580%* 0.1944 0.4437**
ind_farm 0.1797*** 0.0515 0.0502
n_family_members -0.0097 0.0507*** -0.0113
t_n_landlords -0.0006 0.0063 -0.0058%**
t_total_income_net <0.0001 -0.0005%** <0.0001
t_farm_share 0.0473 -0.0291 0.0330
t_total_asset -0.0015 -0.0090*** -0.0037***
t share_owned 0.0003 0.0020 -0.0006
t_dwelling value 0.0676 -0.0815 0.0405
t_debt free -0.0686 -0.3631** -0.0272
t da 50 0.2210%** -0.3820*** 0.1225**
! _age 0.0013 0.0030 0.0025*
|_white -0.1657 0.2451 -0.0103
I _ope 99 0.1563** 0.1194 0.1635%**
[_liv_on_farm 0.0355 0.0333 -0.0413
I_liv_close -0.1082* -0.2520%** -0.961**
I farm_income 0.2786*** 0.1164 0.1118
| farm_share -0.1815* 0.0025 -0.0158
I farm_assets 0.0075 0.0466** 0.0365%*
[_total value -0.0013 -0.0073 -0.0015
[_acres_owned 0.0003 0.0147 0.0006
I _debt free 0.1306 -0.0978 0.0229
I da 50 -0.1360 0.0523 -0.0497
total_value -0.0060 -0.0437 -0.0348*
variability 0.3132 -0.4180 0.7469***
average_beale 0.0117 0.0183 0.0130
contracted_acres <0.0001 -0.0135 0.0008
erodibility 0.1009%** 0.0060 0.0615%**
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Table 5. Specification Test of Contract Choice Equation
(Probability that Cropshare Is Chosen), N = 44,515

No Tenant Effects No Landlord Effects

Regressors -Loglikelihood = 18919.36  -Loglikelihood = 18713.34
Intercept -4.3012%** -3.9085%**
NER -1.2923%** -1.3207***
MWR -0.4953%** -0.5264%**
SR -0.3719%** -0.4033%**
grain_oil 0.3442%*x 0.3240%**
tobacco_cotton -0.0112 0.0198
vegetable_fruit -0.3402%** -0.2919%**
beef -0.0413 -0.0263
dairy -0.7221%%* -0.7517%**
other_animal -0.3017*** -0.3090%**
t age 0.0005
t gender 0.0192
t white 0.2725%**
ind_farm 0.0186
n_family members -0.0012
t n_landlords -0.0109%**
t total _income net <0.0001***
t farm_share 0.0664***
t_total_asset -0.0018%**
t share_owned -0.0049%**
t dwelling value -0.0035
t_debt_free 0.0642%%*
t da_50 -0.0378*
! age 0.0043***

| white 0.1683%**

I ope 99 0.0426*

I liv on_farm -0.1043%**

I liv close -0.1969%**

I farm_income 0.1994***

[ farm_share 0.0249

I farm_assets 0.0391***

[ total value -0.0014***

I _acres owned 0.0007

! debt free -0.0166

I da_50 -0.0582

total value -0.0406***

variability 0.3842%** 0.4497%**
average beale 0.0407*** 0.0361***
contracted_acres 0.0006 <0.0001
erodibility 0.0820*** 0.0796***
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Table 6. MLE of Simultaneous Probit Model of Contract Choice and Tenant’s Farm
Type (Probability that Cropshare Is Chosen and that the Tenant’s Farm Type
Is Grain, Oilseed, Tobacco, or Cotton), N = 44,515

cropshare =1 crop type =1
-Loglikelihood = 44966

Regressors Estimates
Intercept -1.3781%** -0.7588%**
NER -1.2148%%* -0.2835%**
MWR -0.6766%** 0.7022%**
SR -0.5973%** 0.5659%**
crop_type 1.2811%**
t age -0.0004 -0.0001
t gender -0.0768 0.2849%**
t_white 0.0960 0.3617***
ind_farm -0.0050 0.0552%**
n_family_members 0.0058 -0.0682%**
t n_landlords -0.0116*** 0.0117***
t_total income_net <0.0001 -0.0001***
t farm share 0.0196 0.0549***
t_total asset -0.0011%*** -0.0063%**
t share_owned -0.0024%** -0.0096***
t_dwelling_value -0.0224 -0.0342
t debt free 0.0779%%* -0.0566%**
t da_50 0.0180 -0.2612%**
I_age 0.0027%** 0.0022%**
I_white 0.1262%** -0.0634**
I _ope_99 0.0490%* -0.1099%**
I liv on_farm -0.0741%** -0.1458%**
I liv_close -0.1484%** -0.1702%**
I_farm_income 0.1874%** 0.0725%*
I farm_share -0.0118 0.1009***
I farm_assets 0.0320%** 0.0096
I total value -0.0013%** -0.0003
I acres owned 0.0005 0.0006
I debt free -0.0123 0.0020
| da_50 -0.0326 -0.1170***
total_value -0.0345%%* -0.0097
variability 0.4685%** -0.4330%**
average beale 0.0193*** 0.0405%**
contracted_acres 0.0010 -0.0037***
erodibility 0.0566%** 0.0577%*x

Correlation in Disturbance -0.4669%***
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Appendix 1. Empirical Specification of the Choice between Cash Rent and Cropshare
In the past literature, formal discussion on empirical specification of the choice between cash
rent and cropshare has been absent. Specifically, although it has been informally argued that
risk and the tenant’s risk aversion increases the likelihood of cropshare while the landlord’s
risk aversion decreases the likelihood of cropshare, none has derived the argument directly
from formal models. In this appendix, we explicitly derive the condition such that cropshare
becomes more likely and show that risk and the tenant’s risk aversion indeed increases the
likelihood of cropshare while the landlord’s risk aversion decreases the likelihood of
cropshare. We adopt a simple model of contract choice. The similar models are used to
explain the choice between cash rent and cropshare in the past literature (e.g., see Allen and
Lueck, 1999 and Huffman and Just, 2004).

Suppose that the output function is given by

(AL.D) y=L+6

where L is the tenant’s effort level and & is an unobservable disturbance factor that follows
a normal distribution, N(0,0%). The landlord utilizes a linear contract denoted as

w=ay+ . The landlord and the tenant are either risk neutral or risk averse, and the

Arrow-Pratt risk aversion coefficients are denoted by # for the landlord and #, for the tenant,

respectively. The tenant’s private cost of effort is given by %kLZ . k stands for the effort cost

sensitivity of the tenant. The reservation utility of the tenant is denoted as U,. Let the

tenant’s utility function be U. U is a concave, monotonic increasing function. The tenant’s

problem is
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max {E[U(a(L+5)+B—kL[2)]}.
Using the second order Taylor approximation,

E[U(a(L+8)+ -kl [2)]= U(E[I])+ E[U'(E[I])- a5] +-;-E[U”(E[I]) -a*6%]
(A1.2)
=U(E[I]) +%U”(E[I]) -a’o’

where E(I) is the tenant’s expected income, E(I)=alL+ B -kI’ / 2.
The tenant’s problem can be alternatively written as
max {U(CE)}
where CE stands for the certainty equivalent for the tenant’s uncertain income. By using the
risk premium, RP, CE is defined as CE = E(I)—RP.
Since U is a monotonic increasing function, the tenant’s problem is equivalent to
max {CE}.
Now, using the first order Taylor approximation,
(A1.3) E[lUWI)]=U(CE)=U(E[I]-RP)=U(E[I))-U'(E[I])-RP

Therefore, from (A1.2) and (A1.3), RP = —lwazaz = —lr,azaz. Thus, the tenant’s
2 U(E[T)) 2

problem becomes

_ 1 2 1 5 5
mLax{E[I]—RP}—mLax{aL+,3—5k(L) Sare }

Similarly, the landlord’s certainty equivalent is given by (1-a)L - — % rn(l-a)c?.

Under these settings, the landlord’s problem becomes



41

max {(l -a)L —ﬂ—%(l —a)zr,az}
s.t.

* 1 2 1 2 2
L —argmLax{aL+,B——2—k(L) —Ea ro }

. 1, . 1
al + B——k(L'Y -=a’ro* 2U,
2 2
The first constraint is the tenant’s incentive constraint, and the second constraint is the
tenant’s participation constraint.

From the incentive constraint, L' = o;/k . Because of f3, the participation constraint

holds with equality (whenever the participation holds with inequality, the landlord can reduce
the fixed payment so that she is better off). Thus, f=U,—alL +-;—k([f)2 + %azrpz .

Plugging these into the landlord’s objective function, the landlord’s problem becomes

2
max {g—lk(gj —%azr,az —%(l—a)zr,a2 —-UO}

Solving this problem, one obtains

. 1+ kr,o?

(A1.4) o =T
1+k(r,+r)o

Because & is not equal to unity unless > =0 or 7, = 0, the optimal contract is in general

cropshare. Let the total welfare that the landlord maximizes with the optimal contract be
represented by 7, where the subscript CS denotes cropshare. Now, suppose that the

landlord obtains gains from saving transaction costs when she uses a cash rent contract

instead of the optimal cropshare contract. Let B denote the total additional benefits under
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cash rent. Then, the total welfare when the landlord uses cash rent instead of the optimal
cropshare contract denoted by 7. is
(AL.5) Tp=—i——— ro’+B

kot 1

Al.6 e — T =—L . -B>0
(AL6) ¢ e 2 1+k(r+r1)0’

Through straight-forward calculations, one can show that 7., — 7. is monotonically

increasing in o and in 7,, and monotonically decreasing in 7 and in B. This is the result

that the past literature on contract choice has implicitly relied on in order to derive testable

hypotheses on the effects of risk and transaction costs on contract choice. Most past studies

use very simple linear proxies for the parameters. An implicit assumption that is necessary to

justify such empirical analyses is that (A1.6), which is a nonlinear function of the parameters,

can be approximated as a linear function of the parameters, so that replacing the parameters
with linear proxies should not cause serious specification errors. This is apparently a strong
assumption, and needs to be carefully evaluated. Fukunaga and Hueth (2006) provide some

empirical tests on this matter and find evidence for nonlinearity, while they find no

qualitative effects of the use of linear approximation and linear proxies on the contract choice

equation, using the 1999 AELOS.
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Appendix 2. MLE of Probit Model of Selection
(Probability that the Observation Is Selected), N = 61,944

Regressors -Loglikelihood = 35878.43 -Loglikelihood = 36116.04
Intercept -0.0204 -0.3705%**
NER -0.3174%** -0.2483%**
MWR -0.1570*** -0.1817%%*
SR -0.1895*** -0.1604***
grain_oil -0.0668***

tobacco_cotton 0.1678%**

vegetable fruit 0.2556%**

beef -0.2234%**

dairy 0.2520%**

other_animal 0.0862%**

crop_type -0.0767***
t age 0.0018*** 0.0013%***
t gender 0.2723%** 0.2786***
t white 0.0219 0.0190
ind_farm -0.0247** -0.0427***
n_family members 0.0014 0.0063*
t n_landlords -0.0001 -0.0002
t total income_net <0.0001* <0.0001***
t farm_share 0.0271** 0.0558%**
t total asset 0.0007%** 0.0009***
t_share_owned 0.0028*** 0.0032%**
t_dwelling value 0.0544%*x* 0.0588***
t_debt_free -0.0429** -0.0543%**
t da 50 -0.0323** -0.0241
I _age -0.0001 -0.0002
I_white -0.5462%** -0.5571%**
[ _ope 99 -0.0098 -0.0107
I liv on_farm 0.0995%* 0.1130%**
I liv_close 0.0054 0.0245%*
[ farm_income -0.0701%** -0.0621**
I farm_share -0.0157 -0.0179
[ farm_assets -0.0141%* -0.0139**
1 total value -0.0005%* 0.0004*
[ _acres_owned -0.0004 -0.0004
I debt free -0.0718*** -0.0543%**
[ da 50 -0.0637** -0.0560*
total_value 0.0150** 0.0151**
variability 0.0225 0.0390
average_beale -0.0103*** -0.0151%**
contracted_acres 0.0035%*** 0.0018**
erodibility -0.0074*** -0.0080%**
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Appendix 3. MLE of Probit Model of Selection

(Probability that Cropshare Is Chosen), the State of Iowa, N = 1,212

Regressors -Loglikelihood = 492.52
Intercept -9.7360
grain_oil -0.4530
vegetable fruit -6.6150
beef -0.2497
dairy -0.8937%*
other_animal -0.6683*
t age 0.0090*
t gender -0.0810
ind_farm -0.3910***
n_family _members -0.0240
t n_landlords -0.0449%**
t total_income_net -0.0005
t farm_share -0.0287
t total asset -0.0170**
t share_owned -0.0011
t dwelling value 0.2442
t debt free 0.0782
t da_50 -0.2866*
| age 0.0090%**
| white -0.2118
| ope 99 0.3100%*
I liv on_farm -0.1306
[ liv close -0.1620
| _farm_income 0.1597
| farm_share 0.1960
| farm_assets 1.0919%*x*
[ total value 0.0311
| _acres _owned -0.0380
[ debt free -0.0890
[ da 50 -0.0692
total value -1.1753%**
variability -1.7868
average_beale 0.0643%*
contracted_acres 0.1456**
erodibility -(0.0393***
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CHAPTER 3. CONTRACTUAL EXTERNALITIES AND CONTRACT
DESIGN: EVIDENCE FROM FARMLAND LEASE CONTRACTS IN
U.S. AGRICULTURE

A paper to be submitted to a journal in the field

Keita Fukunaga and Brent Hueth

Abstract
This article uses cross sectional data on the characteristics of landlords and tenants in U.S.
agricultural markets to study the effect of multilateral contracting on contract choice. We
find evidence that tenants who rent from a relatively large number of landlords are more
likely to use cash-rent, rather than crop-share, rental leases. We interpret this finding in the
context of a contract-design model with multitasking. When a tenant’s labor effort is
allocated across multiple plots of land, one landlord’s contract may influence the marginal
cost of effort for the tenant operating under another’s. We show how our empirical findings
are consistent with this sort of contractual externality, but only when the contracts of each
tenant-landlord pair are determined in isolation. If contracts are chosen cooperatively across
all pairs, a reverse prediction holds. Our results therefore support the hypothesis that some
institutional or transaction friction limits the communication and redistribution needed to
achieve a cooperative (and Pareto-efficient) outcome.
Introduction
Empirical study of contract choice has focused principally on bilateral arrangements, even
when potentially there are multilateral effects. For example, a franchisor may design
contracts with some of its franchisees to encourage cooperation, or at least to limit
opportunities for market competition among the relevant set of franchisees. Alternatively,

the terms offered by a construction firm to a given client may depend in part on the firm’s
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current portfolio of projects and contract terms with other clients. In each case, technological
and market interdependencies create contractual externalities across a group of bilateral
contracts, and possibly provide good reason for explicit or implicit multilateral contracting
where antitrust or other legal restrictions allow. Although a number of authors have studied
contractual externalities of this sort at a theoretical level, there is little complementary
empirical evidence of their importance.

In this article, we study land-lease contracts in U.S. agricultural markets where a
typical farmer tenant contracts with 4 or more landlords. For the most part, contract design
in this context is a simple binary choice between a cash-rent and crop-share land lease for
each tenant-landlord pair. Although contracts are bilateral, there are clear multilateral effects
that result from a given pair’s choice. A given tenant has finite labor and capital resources to
allocate across multiple plots of land. As a result, one landlord’s decision to present his or
her tenant with more highly powered incentives---for example, by choosing a cash-rent rather
than share-rent lease---indirectly increases the opportunity cost for the tenant of allocating
resources to the plots of other landlords. It is natural to hypothesize that, absent a
cooperative multilateral contract, competition among landlords will lead to “excessive” cash-
rent contracting. Heuristically, each landlord, knowing that his or tenant faces strong
incentives from another landlord, must him or herself offer relatively strong incentives.
Conversely, if contracts are negotiated cooperatively among all the affected parties, we
should expect more share-rent contracting among tenants who contract with multiple
landlords. For a given total capacity of labor and capital, a tenant producing for multiple
landlords must spread his or her production resources across more land. Efficient contract

design in this context dictates that incentives to produce on any one plot of land be less
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intense than for a tenant who produces for a single landlord.

We test this hypothesis using data on a cross section of 44,870 contracts covering
12,212 tenants. We find strong evidence that tenants with multiple landlords are indeed more
likely to use a cash rent contract than tenants with a single landlord. Cooperation could be
implemented implicitly with an appropriate set of bilateral ex ante transfers between each
tenant-landlord pair. Unlike the settings considered by Bernheim and Whinston (1986), there
is no institutional restriction (anti-trust) on cooperation among the relevant parties. Even
when landlords are the relevant decision making party, there is nothing to stop the farmer
from communicating with all landlords and implementing the transfers needed to achieve a
cooperative outcome. Our evidence suggests that this does not happen: there appear to be
significant transactional costs to coordinating contract choice.

In what follows, we briefly summarize related work. We then present a simple
model that we use to motivate our empirics. In the subsequent sections we present our data,
empirical methodology, and discussion of results. The final section concludes.

Related Literature and Institutional Setting

Typically, there are a finite number of discrete contract forms that account for the majority of
economic transactions in any given industrial sector. One widely adopted approach to
learning about the underlying forces that affect contract design is to study the choices that
contracting parties make among these discrete alternatives, or to study the choice of specific
provisions within a given form. In most cases, this means estimation of a descriptive
qualitative choice model using the characteristics of the contracting parties and the economic
environment in which they operate as explanatory variables. Although this approach plays

down fundamental issues involving the origins of a given discrete set of contract forms, it
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does offer a convenient and tractable paradigm for empirical investigation of contracts. For
recent surveys of empirical contract economics that discuss results from this and a broader
set of approaches, see Masten and Saussier (2002), and Chiappori and Salanie (2003). Our
contribution in the context of this line of work is to consider the effect of “common agency”
on contract choice.

In a seminal treatment of the topic, Berhneim and Whinston (1986) define common
agency as a situation where, “the action chosen by a particular individual (the agent) affects
not just one, but several other parties (the principals), whose preferences for the various
possible actions typically conflict.” Viewing common agency as one form of multilateral
contracting, it can be distinguished from team production and other forms of multilateral
relationships by noting that a single party takes a productive action(s) that affects the payoffs
of many others. At least one important question arises in this context that distinguishes
common agency from bilateral contracting: can the affected parties (the principals) cooperate
in designing an aggregate incentive scheme for the agent? As noted by Bernheim and
Whinston (1986), if the answer is “yes,” then common agency does not introduce any further
frictions beyond the informational problems that may exist between a single principal and the
agent. Whether or not cooperation is possible is an empirical question that depends on the
potential observability and enforceability of an aggregate incentive scheme (or of individual
bilateral contracts that implement a given aggregate scheme), and on the existence of
legislative restrictions on the communication and coordination of principals (e.g., anti-trust
restrictions).

For a general class of moral-hazard problems, Bernheim and Whinston (1986) show

that a lack of cooperation among principals introduces inefficiencies beyond those that would
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result from moral hazard alone. Dixit (1996) develops a more explicit set of results in an
extended version of the Holmstrom and Milgrom (1987) linear contracting environment.
Among his results, he shows that when an agent produces a separate output for each principal,
and when effort allocated to the production of each output is substitutable, then a non-
cooperative equilibrium among principals will result in incentives that are too highly
powered, relative to a second-best contract that is cooperatively designed by the principals.
In effect, a lack of cooperation leads to a “third-best” outcome where there is over provision
of incentives that results from each principal competing for the agent’s effort. In such a
setting, there are potential Pareto gains from cooperation. Morevover, it is possible to
implement a cooperative contract without direct communication among the principals. The
agent, in negotiating bilateral contracts, can coordinate actions and make (implicit) transfers
across principals to achieve a second-best outcome.

We study contracts in a setting where common agency is frequent, but not universal.
U.S. farmers typically own some land, and rent additional land from multiple non-farming
land owners. Moreover, there are no legal restrictions on communication across landlords.
Such a setting presents an opportunity to observe empirically the effect of common agency
on contract design. We do so by studying differences between the contracting decisions of
farmers who produce for a single landlord and those who produce for multiple landlords'. As
noted in our introduction, there are essentially two discrete contracts used to rent land for
farm production in the United States. Either farmers and landowners negotiate an ex ante
rental price for use of their land, with the farmer bearing all production and price risk and
paying entirely for non-land farm inputs (“cash rent”), or they agree to a proportional sharing

of realized production and input costs (“share rent”)’. U.S. tax law treats these two contracts
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differently because share-rent contracts typically have provisions that grant land owners a
degree of managerial authority and say in production decisions. As a result, land owners
with a share rental agreement are considered “materially engaged in production.” Landlords
who meet these criteria® must pay self-employment taxes, and cannot collect social-security
retirement benefits. This distinction provides a reason for landlords and farmer tenants to
choose a cash-rental arrangement, even when there may be substantial benefits from sharing
production and price risk via a share-rental agreement. In our contract choice model below,
we assume that a share contract is an optimally designed linear contract that may be
dominated by a cash-rental agreement provided “private benefits” (resulting from the right to
collect social security payments and benefit from self-employment tax exemption, and
possibly other unobservables) to the landlord are sufficiently high.

The theoretical arguments above suggest potential gains from coordinating contract
choices among multiple landowners who share a common farmer tenant. Below, we adapt
the analysis in Dixit (1996) to show that when such coordination occurs, tenants who
produce for multiple landlords should, ceteris paribus, be more likely than a tenant who
produces for a single landlord to use a share-rent contract. Similarly, the likelihood of any
given farmer-tenant pair choosing a share-rent contract should increase with the total number
of landlords who contract with the given farmer. The experiment we have in mind is
observation of two identical tenants. One happens to be close to a single non-farming
landowner with an acre of land, and another is close to two or more non-farming landowners,
each with an acre of land. As an observer, what expectation should we hold about the
relative likelihoods of the three pairs’ contract choices? Holding everything else equal, the

tenant with two landlords has more land to work, and it is second-best efficient for incentives
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to be lower powered on each individual acre. One way this can be accomplished is by using
share-rent leases. Absent cooperation, exactly the reverse prediction holds: for the tenant
with two landlords, each landlord must offer relatively high powered incentives to ensure that
the tenant work his land effectively. In this case, a landlord who might otherwise prefer a
share-rent arrangement, will instead choose a cash-rent arrangement.

This intuition suggests a very clear test of whether tenants and landlords are able to
achieve second-best (cooperative) outcomes in choosing their land-rental agreements, or
whether instead competition among landlords leads to too much cash-rental leasing. Finding
that tenants who have multiple landlords are more likely to use a share-rent lease supports the
cooperation hypothesis. In what follows, we develop our theoretical arguments more
formally, and test this hypothesis.

Theory

The model discussed here is adopted from Itoh (2003) and was originally developed by Dixit
(1996). We develop the model further so that we can explicitly discuss the conditions under
which cash rent is more preferred. With the simple model, it can be shown that an increase
in the number of landlords increases the likelihood of cash rent in the presence of contractual
externalities, that there are structural differences in the contract choice equations between
bilateral contracting and multilateral contracting, and that the contract choice equations is in
general nonlinear in parameters. Formal modeling with more general settings remains to be
our future task, although we believe that the same results are likely to hold.

We consider the following three regimes: in regime 1, there are n landlords and each of them

contracts with a tenant; in regime 2, there are » landlords, contracting with the same tenant



52

and choosing contract cooperatively; in regime 3, there are n landlords contracting with the
same tenant and choosing contract non-cooperatively.

Regime 1 One-on-one contract

In regime 1, a tenant contracts with only one landlord. This is the standard principal-agent
model that Holmstrom and Milgrom (1987) presented. The production function is given by
(1) y=L+06

where L is the tenant’s effort level provided for the landlord, and & is an unobservable

disturbance factor that follows a normal distribution, N(0,06). Furthermore, it is assumed

that the landlords are risk neutral while the tenant is risk averse (constant absolute risk averse,

CARA is also assumed), and the Arrow-Pratt risk aversion coefficient is denoted by ». The
effort cost function is given by kI’ / 2, where k stands for the effort cost sensitivity of the
tenant. The expression of the optimal output share for the tenant is (for the derivation, see

Appendix 1 of Fukunaga and Huffman, 2006)

1
1+rko?

2 a’

Regime 2 n landlords and one tenant, and the landlords act cooperatively
Now, let us consider the case in which #(>2) landlords contract with the same tenant. Here,
we consider the case in which the landlords behave cooperatively. The tenant allocates his

efforts to » landlords’ plots of land. Namely, the tenant makes effort L, for landlord;. The

production function is given by equation (1), but now we assume that y =(y,,---y,),., and
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L=(L,,L,),,. The disturbance vector J follows a multi-variate normal distribution,
ol 0 - 0
N(0,Q2), where Q=

0 o .. ot

Landlord j receives revenue 1 per unit of output. She does not receive any benefit from the

output produced in the transaction with other landlords. Landlord ; utilizes a linear contract
denoted as w; =«;y'+ 3, where a; = (a},---,aj’.’)lxn and 3, = (,B},---,ﬂj'.’)lxn. It is assumed
that individual landlords cannot use contracts that directly affect incentives for the tenant’s

effort for other landlords. That is, the ith factors of the vectors «; and S;, aj. and ,Bj are

zero for all i # j. We assume this because contracts that directly affect incentives for other

landlords seem very unusual in U.S. agriculture. Difficulty in observing the output for other

landlords may explain the absence of such contracts. Let the tenant’s private cost function be

k ks - ks
ks k ks

C(L)= %LCL', where C,, =| . i . |- k>0 and 0<s<1. kstands for the effort
ks ks - k

cost sensitivity of the tenant. The parameter s can be interpreted as the degree of the
externalities of efforts: when s = 0, there is no externality between the tenant’s efforts, while
when s is greater than 0, externality exists and the efforts have substitution effects. That is,
when s is greater than 0, greater efforts for one landlord increase the marginal cost of the

efforts for other landlords. The reservation utility of the tenant is denoted as U,,.

The tenant maximizes the certainty equivalent given by
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3) al +z”: B, —C(L)——;—raQa’

where « = z @, . Solving the first order condition with respect to L, one obtains
Jj=1

C)) L=aC™
This is the incentive compatibility condition for the tenant (we assume that the first order
approach is valid in this problem). Since the participation constraint for the tenant holds with

equality, using the incentive compatibility constraint, one obtains

n

(5) > B, =U, ——;—a(C’l -rQ)a’

J=1

The cooperating landlords’ problem is
max {(i —a)L —Zﬂj}
a =
with the tenant incentive constraint (4) and participation constraint (5), where i =(1,---,1),,, .

Substituting L and 2 B, using equations (4) and (5), the problem becomes

=
max {(i -a)C'a +%a(C'1 —rQa'- UO} = max {iC'la' —%a(C‘1 +rQ)a'- UO} :

The first order condition is

(6) iC =a(C™ +rQ).

Or, multiplying both sides by C,

@) i=a(l+rQC)

where I is n-dimensional identify matrix. Note that QC is a positive definite matrix. Thus,

when s is greater than zero, the arguments in the matrix become greater, and as a result, the
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shares for the tenant, « , becomes smaller than in regime 1. To see this, assume that 0'3 =¢*

for allj. Then, equation (7) reduces to

(8) a;(1+rc’k)+rksy a,07 =a” (1+ro’k)+a” (n—Drkso’ =1, for all i.

J#i
Solving this for o™,

Aok 1

®) - 1+rc’k(+s(n-1)

When s is greater than zero and # is greater than 1, &~ <a . Moreover, equation (9) shows

that o is decreasing in n. This gives us the first proposition:

Proposition 1. Suppose that substituting effects exist among the tenant’s efforts for different
landlords, and that the landlords cooperatively choose contract type. Then, the optimal
share of output for the tenant becomes smaller, as the number of landlords increases.
When the landlords cooperatively choose contract type, an increase in the number of
landlords adds more risk to the transaction. Since the tenant is assumed to be risk averse
while the landlords are assumed to be risk neutral, the increase in risk lowers the optimal
output share for the tenant.

Regime 3 n landlords and one tenant, and the landlords act non-cooperatively

Now, suppose that there are n landlords contracting with one tenant, and the production
function and the cost function are the same as in regime 2. The difference is that now the

landlords do not cooperate and independently choose contract type. Define the aggregated

incentives over all the landlords except landlord j: 4; = z o, B, = Z B; . Recognizing that

i#j i#f
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the tenant’s effort is given by equation (4), the tenant’s certainty equivalent as in equation (3)

is given by
1 - '
(10) E(Aj+aj)(c 1—rQ)(Aj+aj) +B,+p,;.
Without landlord j, the tenant’s certainty equivalent is
1 - '
(11) S A4 —r 4 + B
Therefore, the addition to the tenant’s surplus when the tenant contracts with landlord j is
- r 1 _ '
(12) 4,(C l—rQ)aj +—2—aj(C 1—rQ)aj +8;.
Landlord j’s expected surplus is
. -1 !
(13) (i-a)C (4 +a;,)-B,;.
Landlord j maximizes the total surplus arising from the bilateral relationship treating 4, as
given:
Ve 12 !’ 1 -1 !
n’}Z?X{ZC (4, +a,) -rdQq, —Eaj(C +rQa; }

Recognizing the assumption that aj. and ,B; are zero for all i # j, this problem reduces to

a1 ,
max{ ) - 1(c5' 410, )|

1
a]-

Solving this problem, one obtains

, 1
j*“ —
(14) G k(=D -(n-Dk’
! 1+(n-2)s

From equation (14), we obtain the following propositions.
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Proposition 2. Suppose that substituting effects exist among the tenant’s efforts for different
landlords, and that contractual externalities exist and the landlords non-cooperatively
determines the contract terms. Then, the optimal share of output for the tenant is greater

than in regime 1 or regime?.

Proof. Since we know that & <& from proposition 1, it suffices show that &/ is greater

than «". We show that the denominator in aj’.' ™ is smaller than that in . One can readily

k+(n—2)ks —(n—1)ks?
1+(n-2)s

show that, in the denominator, <k, which completes the proof.

Q.E.D.

Proposition 3. Suppose that substituting effects exist among the tenant’s efforts for different
landlords, and that contractual externalities exist and the landlords non-cooperatively
determines the contract terms. Then, the optimal share of output for the tenant becomes

greater, as the number of landlords increases.

roof. We show that /™ is increasing in n.
Proof. We show that o]

_ 1 1 kro(1-s)s®
a 1=+ (n=Ds)o; ' | =9+ (n-2)s)0] 1+ (n=3)s)(1+ (1 —2)s)
T It (n=2)s T (=)

>0, forn>3
Also, one can readily show aj’f*** , —a" > 0. These complete the proof. Q.E.D.

Proposition 2 states that, when the landlords non-cooperatively choose contract type,
contracts with higher incentives are more likely to be chosen. A lack of coordination

between the landlords leads to inefficient competition between them, because each of them
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tries to elicit the tenant’s effort using higher powered incentive contracts. Proposition 3
states that the power of incentives provided by the optimal contracts becomes even stronger
as the number of landlords increases, given that there are such contractual externalities
between the landlords.

These results seem consistent with the hypothesis that a cash rent contract is more
likely as the tenant contracts with more landlords, because cash rent provides stronger

incentives to the tenant than cropshare. However, because the optimal contract represented

by (aj’f "B j’ ™) is not generally a cash rent contract (actually, it is the optimal cropshare

contract, as long as 0 < aj’.'m <1), we need more formal discussion in order to clarify the

implications of propositions 2 and 3 and derive testable predictions based on the propositions.
In the following, we attempt to derive a testable prediction based explicitly on the formal
model.

For that purpose, we use the social welfares in regime 1 and regime 3. The social
welfare is the sum of the landlords’ welfare and the tenants’ welfare. In regime 1, there are n
landlords and » tenants and each of them independently contracts. The social welfare in

regime 1 becomes

Z{ (1-a))L; IBJ) (;‘L;'+ﬂ;—%k(lfj)2—%r(a;)20'}j}

(15) =Z( —k(l’L)z——r(Ot)2 J
- l__
S22 k(1+kro?)

In the right hand side of the first row, the principal j’s welfare appears in the first parentheses,

and the tenant j’s welfare appears in the second parentheses. Since the payments are income
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transfers between the landlords and the tenants, the contractual terms do not directly appear
in the social welfare function, although, of course, they still play the central role in
determining the social welfare by affecting the tenant’s effort level.

Similarly, in regime 3, the social welfare when the landlords non-cooperatively contract with

one tenant is given by

n

C i L1l 3 i ¢ ik 1 :
VVS =Z((1—ajj-“‘)l,j _ }ttt)+ (a;tnL}*_i_ﬂ} “—-—2-7'(61;”‘)20'}2)
Jj=1 J=1

(16)
_ ii(ék(m)z YL ) + (-1,
T
The first summation represents the sum of the landlords’ welfares while the rest terms
represent the tenant’s welfare. The second term represents the welfare for the tenant who
contracts with » landlords in regime 3. The last term represents the sum of reservation
utilities of the n—1 tenants who are out of leasing in regime 3.
Now, in regime 1, suppose that the landlords choose cash rent contracts. The

optimal effort level under cash rent is 1/k . In addition, suppose that there is an external

source of gain for the landlords when they use cash rent. Examples of such an external
source of gain are savings in self-employment tax, full receipt of social security benefits,

potential savings in estate tax, etc. Denote such an external benefit under cash rent by 6, .

Then, the social welfare when the landlords use cash rent contracts in regime 1 becomes

(1 1.1 1
WeE = ——— k(=) -=r(D?c? + 6.
s ;(k 2(k) zr()a, ,j
Q17)

=i+ (——;—raf. +9j)
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Similarly to the above, suppose that the landlords choose cash rent contracts in regime 3.

The optimal effort level is now 1/k(1+(n—1)s). The social welfare under cash rent contracts

becomes
C N —1_—_____ 2.2 _l L Sk
” W; ;(k(l+(n %) 2r(1)0 +6’J 2(L le=DC(L™ o) + (=1,
n < 1 3
_————Zk(1+(n_1)s)+jz=;(—5r0'j+6’jj+(n HU,
where L™ |, ! !
T kA (n-Ds)” T kA+(n=-1)s) -

Then, it is optimal to choose cash rent if and only if
(19) W,© >W,, in regime 1
(20) WS >W,, integime 3

This reduces to

@1 Za Z_EZ z“mkr 5 >0, in regime 1

Jj=t

ie Z Z( ***__ ( j**‘)z ZJ
J

22) = 2k(1+ (n Ds) 2

+ ; L7CL™ >0, in regime 3

Based on the condition, the following propositions are derived. Define ® = z 6,. Then,
Jj=1

Proposition 4. For sufficiently large value of s, the lowest value of ® that satisfies the
condition (22) is smaller than the counterpart for the condition (21).
Proof. We show that, for sufficiently great value of s, the LHS of inequality (21) except for

the ® term is greater than the LHS of inequality (22) except for the ® term so that
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inequality (22) can hold with a smaller value of ® . To show this, we note that the LHS of
inequality (22) becomes identical with the LHS of inequality (21) when s =0. Therefore, it

suffices to show that the LHS of inequality (22) becomes greater than the LHS of inequality
of (21) for s> 5, where s is some sufficiently great value. Define AW, =W,” —=W,. Using

the envelop theorem,

OAW, _OW, da W, oW,
ds Oa Os Os ¢ ps
5W3| ._6W3
5 a=a

o Os =

SRS SR Y GRS SR B ,_17]
k(1-s)(1+ns) B k(1-s)(1+ns) . laz k(1-s)(1+ns)
s “ as 2 as

N | —
Q

a(il
1 k(1-s)(1+mns)
2 Os

(@~

1
5(———————)
W k1-s5)(1
Thus, the sign of oA, is the same as that of (1-s)1+ns)

. The sign is positive when
Os os

5> l——z—l—- and negative otherwise. The graphs of W," —W, in cases of n=2,3,4,5,6 are
n

shown in figure 1. Figure 1 shows that the value of W, — W, becomes greater than W, —W,

for some sufficiently great value of s. Although the specific parameter values are used in the
figure, the shapes and the qualitative properties are robust to other parameter values. Q.E.D.
Proposition 4 implies that, when the substituting effects between the tenant’s efforts are
sufficiently large, the domain of ® such that cash rent is more preferred is narrower in
regime 1 than in regime 3, meaning that the likelihood of cash rent contracts is greater as the

shift from regime 1 to regime 3 occurs.



62

The next proposition claims that an increase in the number of landlords in regime 3
increases the likelihood of cash rent.
Proposition 5. The lowest value of ® per contract that satisfies the condition that cash rent
contracts are more likely in regime 3 becomes smaller as the number of landlords, n,
increases.
Proof. A calculation shows that the value of the LHS of the condition (22) except for the ®
term and the risk term is increasing in » and the rate of decrease is decreasing (see figure 2).
This implies that the smallest value of ® per contract that satisfies the condition becomes
smaller as n increases. This completes the proof. Q.E.D.
Because cash rent is sub-optimal from the perspective of incentives and risk-sharing, the
inefficiency when cash rent is used becomes greater as the number of landlords increases.
Proposition 3 above implies that the marginal increase in the loss becomes less as the number
of landlords increases, because the optimal share for the tenant becomes closer to unity, and
thus smaller increase in ® is needed so that cash rent becomes more likely.

Now, using the analysis above, we state the predictions that we test in the empirical
analysis. First, from proposition 4, we have the following prediction:
Prediction 1. Cash rent becomes more likely when the tenant contracts with multiple
landlords, compared to the case in which the tenant contracts with only one landlord.
Proposition 5 leads us to the next prediction:
Prediction 2. Cash rent becomes more likely as the number of landlords per tenant increases,
given that the tenant contracts with multiple landlords.

Finally, from equations (21) and (22), we obtain prediction 3:
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Prediction 3. The coefficients of the equation of contract choice when the tenant contracts
with one landlord are not the same as those when the tenant contracts with multiple
landlords.

Data

The 1999 AELOS is a comprehensive data set consisting of tenants’ demographic
information, economic attributes and household characteristics, and landlords’ demographic
information and economic attributes. Survey questionnaires were first sent to
producers/tenants all over the United States. They were asked to answer certain questions
and to provide the addresses and names of their landlords. Then questionnaires were sent to
those listed landlords. This procedure makes it possible for us to identify a tenant and a
landlord for every contract in the data set. In the United States, a tenant usually has more
than one landlord. Reflecting this fact, the information for a tenant may appear more than
once in our data set but in combination with the information for different landlords. In other
words, in our data set, the sample unit of the data is not an individual tenant or landlord, but a
contract between a tenant and a landlord. After deleting unusable observations and refining
the data set, we have a total of 44,870 observations (contracts) in the data set'. The number
of tenants in the data set is 12,212 and the average number of landlords per tenant is 4.94 (the
standard deviation is 6.71).

Empirical Methods and Results

Our empirical analysis is comprised of three phases. In the first phase, we observe the
correlation between the number of landlords and the proportion of cash rent. This provides
us with preliminary evidence for the correlation between the number of landlords and the

likelihood of cash rent. In the second phase, we carry out simple regression analyses to
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examine the causal relationship between the number of landlords and the likelihood of cash
rent. In the third phase, we evaluate the potential endogeneity of the number of landlords in
the contract choice equation, and see if this endogeneity problem affects our conclusions.

First, we provide preliminary evidence that an increase in the number of landlords
is positively correlated with the likelihood of cash rent. Table 1 shows the percentage of
cropshare by the tenant farm type and the number of landlords. When we compare the
proportions of cropshare between bilateral contracting and multilateral contracting (upper
half of table 1), we find that the proportion of cropshare is greater under bilateral contracting
than under multilateral contracting, except for beef farms and farms raising other livestock.
For beef farms and farms raising other livestock, the proportion of cropshare is greater under
multilateral contracting, although the difference is not statistically significant. When we
compare the proportions of cropshare between the tenants with more than one and less than
five landlords and those with equal to or more than five landlords (lower half of table 1), we
find that the proportion of cropshare is smaller and the proportion of cash rent is greater as
the number of landlords is greater, except for beef farms. These results are generally
consistent with the hypothesis that contractual externalities exist and competition among
landlords results in greater likelihood of cash rent.

Although this descriptive analysis shows that an increase in the number of landlords
is positively correlated with the likelihood of cash rent, this does not necessarily suggest the
causal relationship that an increase in the number of landlords increases the likelihood of
cash rent. Ifthere is a variable that is correlated with both the number of landlords and the

likelihood of cash rent, then the positive correlation found above is not a causal but a pseudo
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relationship. In order for us to evaluate the true relationship between the number of landlords
and contract design, we use regression analysis.

We specify the econometric model as follows. Consider the contract between
tenant i and his jth landlord, landlord if. We denote the type of contract between tenant i and

landlord ij by c; , where ¢; =1 when the contract is cropshare, and ¢; =0 when the contract
is cash rent. The landlord-tenant party obtains the social welfare #; from the transaction

when the party chooses cropshare, while the party obtains I/V,.jo from the transaction when the

party chooses cash rent. In addition, suppose that there are exogenous net benefits when the
landlord-tenant pair chooses a cash rent contract. Such benefits include, for example, savings
in self-employment tax and receipt of full amount of social security payments. If landlords
“materially participate” in production, the income from the transaction is subject to self-
employment tax. Since landlords technically participate in management under cropshare and
are considered to materially participate in production, landlords potentially have motivations
to use cash rent. In addition, prior to 2000, landlords age 65 and older on social security
retirement were required to count material participation income or other earned income
toward the maximum amount of income that they may earn before social security retirement
benefits are reduced. The income from cash rent is generally unearned income and thus is
not counted toward the maximum amount of income that they may earn before social security
retirement benefits are reduced. This may also motivate landlords to use cash rent. On the
other hand, landlords have to materially participate in farming for at least five years before

death to be eligible for estate tax reduction. This may motivate landlords to use cropshare.

Denote the net benefits of cash rent for landlord ij described above by 6;. We assume that
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6, is observed by the landlord-tenant party but cannot be observed by econometricians. We
assume that, from the perspectives of econometricians, 6; is a random variable that follows a
standard normal distribution. The landlord-tenant party chooses cash rent if and only if

(23) W:jl < Wi;p + 0:';'

From the perspective of econometricians, the probability that the party chooses cash rent is
1-®W,; —W,), and the probability that the party chooses cropshare is ©(W; — W), where
® stands for the c.d.f. for standard normal distribution. In the past literature, it has been

implicitly assumed that the difference in the social welfare, W:jl -w;

; » can be approximated

by a linear function of proxies for risk preference, risk, transaction costs, and other factors.

However, in general, W;jl - I/I/',.;’ is not a linear function of these variables. Therefore, we

include nonlinear terms constructed from our proxies in the contract choice equation, and

examine if there is evidence for nonlinearity. Our econometric model can be written as
(24) c;=X,8-6,

where c; is a latent variable such that ¢, =1 when c; >0 and ¢; =0 when ¢; <0, X, isa

i

vector of regressors, and /3 is a vector of coefficients. X/ is our approximation of

w.

| —W, . Therefore, positive coefficient estimates mean that an increase in the variable
increases the probability that cropshare is chosen, while negative coefficient estimates mean
that an increase in the variable decreases the probability that cropshare is chosen. The
proxies include a tenant farm type dummy variable, the number of landlords’, tenant total

assets, a dummy variable that indicates whether the landlord lives on the contracted land,

landlord assets on the contracted land, county-level crop yield variability®, and county-level
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erodibility index’ among others. The definitions and descriptive statistics of these variables
are given in table 2.

The most important variable that we are interested in is, of course, the number of
total landlords that the tenant contracts with, denoted by N,. However, this variable may be
subject to a problem of measurement error, because the true variable we want to use is the

number of other competing landlords for a specific landlord, denoted by N, ; ,

and N, is not
always an exact measurement of N,;. , as we explain below. Consider the following two cases.
In the first case, suppose that all the existing contracts are renegotiated simultaneously, along
with new contracts, if any. In this case, N, minus one is equal to Ni;. for all j, and therefore,
N, can be used as an exact measurement of N,;. . In the second case, suppose that the

existing contracts are not renegotiated once the landlord-tenant pairs set the contracts. In this
case, N,;. depends on the order of the participation of landlord ;. N,;. is greater for a landlord
who enters the transaction with the tenant at a later time. N, is not an exact measurement of
N, and we do not have an exact measure of N, since the data on the order of landlord

[/ i

participation are not available in our data set. Note, however, that N, is positively correlated
with N; even in the latter case. Because of the positive correlation, the use of N, instead of

N, ; should still consistently capture the effect of the true variable, at least qualitatively.

In addition to the number of landlords, we define, for each landlord, the share of the
acres contracted by the tenant with other landlords in the total acres contracted by the tenant.
This variable is another measurement of contractual externalities. We predict that as the

share of total acres contracted with other landlords becomes greater, the landlord is more
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likely to use a cash rent, because the landlord inclines to use a high powered contract in order
to elicit tenant’s effort.

Table 3 shows the summary of the effects of the number of landlords in the contract
choice equation. In the first column, the coefficient estimate for the number of landlords is -
0.0084 and it is statistically significant, which implies that an increase in the number of
landlords decreases the likelihood of cropshare. In the second column where I peer_effect is
included, both ¢ n_landlords and |_peer_effect have negative and significant coefficient
estimates. An increase in the number of landlords and an increase in the share of acres
contracted with other landlords increase the likelihood of cash rent. This result, therefore, is
consistent with the hypothesis that contractual externalities exist, and they affect contract
choice in a way that principals choose contracts with stronger incentives than those in the
absence of contractual externalities.

Next, we examine whether there exist structural differences between bilateral and
multilateral contracting. In order to test the structural differences, we carry out the Chow-
type test (Greene, 2000). The data set is divided into two categories, depending on whether a
tenant has only one landlord (regime 1) or multiple landlords (regime 2). Evidence that the
estimated coefficients in the contract choice equations across the two regimes are not
identical indicates that there exist contractual externalities in the transaction, and the
externalities affect contract choice. The test rejects the hypothesis that all the coefficient
estimates are identical across the two regimes®. Thus, we conclude that there exist structural
differences in the contract choice equations between bilateral contracting and multilateral
contracting, and this provides further evidence for the hypothesis that contractual

externalities affect contract choice.
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The simple probit analysis above does not consider the possibility that the number
of landlords is endogenous in the contract choice equation. If this is true, the estimates
shown in table 3 may be biased. There is a reason that we have to worry about this problem.
Since bigger farmers tend to have more landlords, and bigger farmers may be less risk averse,
the size of farm may affect both the number of landlords and contract choice simultaneously.
Without considering this potential endogeneity problem, the coefficient estimates of the
contract equation may suffer from bias. In order to consider the endogeneity problem, we
take two different approaches. First, using a linear probability model, we estimate a
simultaneous model of contract choice and the number of landlords. We first estimate the
equation of the number of landlords, and use the predicted value to replace the number of
landlords included in the contract choice equation. In the equation of the number of
landlords, we include the value of the tenant’s farm machineries in addition to all the
variables included in the contract choice equation. This variable is excluded from the
contract choice equation so that we can identify the contract choice equation. Farmers who
own more farm machineries are likely to be bigger farmers, and thus are likely to contract
with more landlords in order to cultivate more acres and enjoy the economies of scale. On
the other hand, there is no obvious reason that the value of farm machineries directly affects
contract choice, provided that the tenant’s attributes are controlled by the tenant’s total assets
and other variables in the contract choice equation. Specifically, the tenant’s risk preference
is controlled by the tenant’s total assets. The result is reported in table 4. Overall, the
qualitative results look very similar across the four specifications. The signs of the
coefficient estimate for the number of landlords and for the predicted value of the number of

landlords are negative whether or not /_peer_effect is included. The result indicates that our
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prediction that contractual externalities affect contract choice is supported even after the
possible endogeneity of the number of landlords is controlled. The coefficient estimates for
I_peer_effect have negative signs in the third and fourth columns in table 4, which provides
another support for our prediction. As the share of acres contracted with other landlords
becomes greater, a cash rent contract becomes more likely.

As an alternative specification, we estimate a bivariate probit model in which
contract type and regime (bilateral or multilateral contracting) are simultaneously determined.
By explicitly allowing the correlation between the contract choice and the regime selection,
we can simultaneously assess the effect of the potential endogeneity problem. In the
bivariate probit model, we allow the coefficients of the contract choice equations in regime 1
(bilateral contracting) and regime 2 (multilateral contracting) to differ, because we find that
the coefficients are not identical in the analysis above. Table 5 shows the results. We find
that the estimated correlation in the disturbance terms has a negative sign, which implies that
the tendency of multilateral contracting is negatively correlated with the likelihood of
cropshare, and the effect is statistically significant. This provides evidence that the regime
selection and contract choice are correlated. Moreover, the coefficient estimate for the
number of landlords in the contract choice equation in multilateral contracting is negative
and significant, indicating that an increase in the number of landlords decreases the
likelihood of cropshare under multilateral contracting. These findings are consistent with
those in table 3. Therefore, we conclude that the negative effect of the number of landlords
on the likelihood of cropshare is robust to the possible endogeneity problem in contract

choice.
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Conclusions

Although multilateral contracting is one of the important characteristics in some areas, it has
received little attention in the empirical literature to date. In this article, we carry out a case
study using a data set from farmland lease contracts in U.S. agriculture. Farmer tenants often
have more than one landlord, and multilateral contracting appears in farmland leasing in
modern U.S. agriculture. We argue that cash rent becomes more likely as the number of
landlords increases, provided that multi-tasking for different landlords is more costly for the
tenant, and contractual externalities exist and coordination between landlords is absent. In
the presence of contractual externalities, there are more landlords who provide greater
incentives to the tenant in order to elicit greater effort from the tenant. We find that the
number of landlords per tenant indeed increases the likelihood of cash rent contracts, and the
result is robust to endogenous regime selection between bilateral and multilateral contracting.
Also, we find that the structure of contract choice equation under bilateral contracting is
different from that under multilateral contracting, which provides another evidence for the
effect of contractual externalities on the design of farmland lease contracts.

Although we find some supporting evidence for the effect of contractual
externalities on contract design, the results do not necessarily insist the incentive hypothesis
against alternative hypotheses. Especially, the result that and increase in the number of
landlords increases the likelihood of cash rent is also consistent with the transaction cost
hypothesis. The transaction cost hypothesis argues that, as the number of landlords increases,
a tenant faces higher transaction costs under cropshare, because more record keeping, more
reporting, more communications with the landlords, and greater coordination between the

landlords are required. Transaction costs under cash rent are generally small because no
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reporting is required and the landlord’s participation in management is rare. Because of
these reasons, the likelihood of cropshare presumably decreases as the number of landlords
increases.

To distinguish the effect of contractual externalities from the effect of transaction
costs is an interesting task for future research. Having variables that are correlated with the
transaction costs but not with contractual externalities in the regression analysis would be
useful for this purpose. Such variables may include the average transaction costs spent by
the tenant. Empirical evidence that the average transaction costs are increasing in the number
of landlords would also support the transaction cost hypothesis. Variables that are correlated
with inter-landlords relationship can be used to further test the incentive hypothesis. For
example, if the residences of landlords are further away from each other, then it may be more
difficult for them to cooperate, and thus contractual externalities may be greater. If this is
true, then the average distance from each landlord would increase the likelihood of cash rent.
To our knowledge, there are only a couple of empirical studies, including this article, that
evaluate the effect of multilateral contracting on contract design. Further empirical and
theoretical analyses would be therefore necessary for better understanding the effect of

multilateral contracting on contract design.
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Endnotes

! Of course, properly controlling for unobservable characteristics of farmers and landlords
that influence both contract choice, and the decision to contract with multiple landlords, will
be crucial in making valid inferences. This is formally analogous to “endogenous matching”
as in Ackerberg and Botticini (2002), but where here there are potentially multiple matches.
For our purposes, the total number of such matches represents a potentially endogenous
variable in a contract choice equation.

? Further discussion of land-rental arrangements for U.S. farmland is provided by Allen and
Lueck (1992, 1993).

? Formally, a landlord is materially engaged if he or she: “pays for at least half the direct cost
of producing the crop; furnish at least half the tools, equipment, and livestock used in
producing the crop; consults with the tenant; inspects the production activities periodically;
regularly and frequently takes an important part in making management decisions
substantially contributing to or affecting the success of the enterprise; works 100 hours or
more spread over a period of five weeks or more in activities connected with crop
production; or does things that, considered in their total effect, show that he or she is
materially and significantly involved in the production of the farm commodities.” (Hardin,
2004; Harrison, 2004).

* We need to refine the data set in order to use it for analyzing contract choice. In particular,
non-random data selection problem may affect the estimation of the contract choice equation.

Fukunaga and Huffman (2006) find that, however, the selection problem does not affect
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qualitative estimation result of the contract choice equation in the data set. See Fukunaga
and Huffman (2006), pages 6-8 for the detailed discussion on the data refinement.

> In table 2, the mean of the number of landlords that the tenant contracts with is 13.27,
which is much bigger than 4.94, which is the number of landlords per tenant in the
population of tenants. Note that our interest is the population of contracts, not the tenants. In
the data set that we use for the following empirical analyses, tenants who have more
landlords appear more often and thus the number of landlords is inflated. Provided that all

the landlords reported by the tenants had responded to the questionnaire, the following

relationship holds: 13.27 = Z N} / Z N,.

% The county-level yield variability is constructed as follows. Using the USDA’s county-
level annual yield data from 1990 to 1999, we create a county average weighted and
standardized yield variability index. The county data contain the yields for corn, soybeans,
hay, beans, and so forth. First, we calculate the standard deviations of yields for each crop in
each county. Second, because different units of quantity are used for different crops in the
data set, we divide the standard deviations by the respective mean values in order to make
our yield variability index unit-free. Then, using the ten-year average share of the number of
harvested acres for each crop in the ten-year average total harvested acres in the county as a
weight, we sum up the standardized deviations and obtain a weighted and standardized yield
variability index for each county.

7 The erodibility index proxies the sensitivity of land to soil overuse. The county-level
average erodibility index is calculated from the 1997 National Resources Inventory (NRI),

using a weight variable included in the data set. Although the weight variable is designed to
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provide an unbiased estimate for state-level erodibility index and thus our calculation does
not provide an unbiased estimate for the county-level erodibility index, we believe that the
index still provides us with an indicator of county-level erodibility index that is good enough
for our analysis. For the detailed discussion on the weight, see United States Department of
Agriculture (2001), pages 44-49.

® The chi-squared statistics is 88.23, which is great enough to reject the null hypothesis at the

1% significance level.
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Table 1. The Percentage of Cropshare by Tenant Farm Type
and the Number of Landlords, N = 44,870

Tenant Farm Type Single Landlord Multiple Landlords Difference

Grain-Oilseed 0.36 0.31 0.05%
Tobacco-Cotton 0.34 0.2 0.14*
Vegetable-Friut 0.18 0.09 0.09*
Beef 0.12 0.14 -0.02
Dairy 0.08 0.03 0.05*
Other Livestock 0.12 0.13 -0.01

Note: An asterisk indicates the difference is significant at the 1% level.
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Table 2. Symbols, Definitions of Variables and Summary Statistics
Variables Definitions Mean S.D. Min Max

Dependent variables
=1 if contract is cropshare, =0 if

cropshare contract is cash rent 0.20 0.40 0 1
regime =1 if tenant has more than one
8 landlord, =0 otherwise 0.92 027 0 1

Independent variables

Regions

=1 if location of tenant's farm is
NER .

Northwest region 0.12 0.33 0 1
MWR =1. if locatlorll of tenant's farm is

Midwest region 037 048 0 1
SR =] if location of tenant's farm is South

region 0.35 0.48 0 1
WR =1 if location of tenant's farm is West

region 0.16 0.36 0 1

Tenant's farm type
=1 if tenant farm type is grain, oilseed,

crop_type tobacco, or cotton 0.52 0.0 0 1
Other tenant's attributes
t_age age of tenant 51.63 12.11 18 96

value of farm and nonfarm assets in
t_total_asset

tenant's household ($100,000) 23.80 6742 0.00 5528.50
¢ n landlords number of landlords whom tenant
- = contract with 13.27 19.78 1 171
¢ machine value of farm machinery owned by
- i£4 tenant ($100,000) 343 5.20 0.00 150.00
Landlord's attributes
[_age age of landlord 65.09 14.47 2 100
I liv on_farm =1 if landlord lives on contracted land
- - 0.13 0.34 0 1

market value of all lands and buildings

[_total_value owned by landlord ($100,000)

552 34.63 -11.93 4818.55
share of acres contracted by tenant

I_peer_effect with other landlords (%) 7200 3224 000  99.99
Other factors

standardized and weighted production
variability variability for county of tenant's

residence 0.26 0.10 0.00 1.29

erodibility index for county of tenant's

erodibility .
residence 2.68 2.72 0.00 29.14
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Table 3. Maximum Likelihood Estimation of Probit Model of
Contract Choice (Probability that Cropshare Is Chosen), N = 44,870

Without [ peer effect

With [ peer effect

Intercept -3.0643%** -2.8730%**
t n_landlords -0.0084*** -0.0061***
l_peer_ effect - -0.0024%%*x*
NER -1.4763*** -1.4620%**
MWR -0.5420%** -0.5308***
SR -0.4956*** -0.4835%**
crop_type 0.6393%%* 0.6576%**
t age -0.0015%* -0.0017**
t total asset -0.0032%** -0.0031%**
| age 0.0044%*x* 0.0041%**
| total value -0.0004 -0.0007**
| liv_on_farm -0.0180 -0.0236
variability 0.6080*** 0.6114%**
erodibility 0.0817%** 0.0816***

Note: Three asterisks indicate the estimate is significant at the 1% level. Two
asterisks indicate the estimate is significant at the 5% level. One asterisk indicates
the estimate is significant at the 10% level.
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Table 4. Two-Stage Least Squares Estimates of a Model of Contract Choice and the

Number of Landlords per Tenant
(Only Contract Choice Equations are Reported), N = 44,870

Without [ peer_effect

With [ peer effect

OLS 2SLS OLS 2SLS
Intercept 0.1000%*** 0.0962*** 0.1481%** 0.1558%**
t n_landlords -0.0015%** - -0.0011%** -
t n_landlords predicted - -0.0011*** - -0.0005%**
NER -0.2518%** -0.2557%%* -0.2450*** -0.2485%**
MWR -0.1570%** -0.1576%%* -0.1525%** -0.1521%**
SR -0.1422%*x* -0.1438*** -0.1370*** -0.1378***
crop_type 0.1663%** 0.1640%** 0.1718*** 0.1702%**
t age -0.0004** -0.0004** -0.0004** -0.0004**
t total asset -0.0002*** -0.0002%** -0.0002*** -0.0002***
| _age 0.001 1#** 0.0012%** 0.0011%%*x* 0.0011***
[ total value -0.0001* -0.0001* -0.0001%** -0.0001*
[ liv_on_farm -0.0084 -0.0089* -0.0101* -0.0113%*
| _peer_effect - - -0.0007%** -0.0009%**
variability 0.1956%** 0.1989*** 0.1930%** 0.1967***
erodibility 0.0273*** 0.0275%** 0.0269%** 0.0272%**

Note: ¢_machinery is excluded from the contract choice equations to identify the equations.
Linear probability model is used for the contract choice equations. The result of the ordinary
least squares estimate of the number of landlords is reported in Appendix.
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Table S. MLE of Bivariate Probit Model of Contract and Regime Choices (Only
Contract Choice Equations are Reported), N = 44,870

Cropshare Chosen (Without [ peer effect)

Cropshare Chosen (With [ peer effect)

Bilateral Contracting Multilateral Contracting

Bilateral Contracting Multilateral Contracting

-Log Likelihood=30361 -Log Likelihood=30256

Intercept -1.7578%** -0.9600%** -1.7586%** -0.6523***
t_n_landlonis - -0.0079%+* - -0.0046***
NER -0.8506*** -1.5814%** -0.8492% % -1.5387***
MWR -0.2498*** -0.6366% +* -0.2523%** -0.6210***
SR -0.1595 -0.6117%* -0.1633** -0.5870***
crop_type 0.4264%** 0.5299%** 0.4021%** 0.54]5%**
t age 0.0023 -0.0015%* 0.0021 -0.0016**
t_total_asset -0.0068%** -0.0075%** -0.0070%** -0.0071%**
1 _age 0.0013 0.0046*** 0.0012 0.0042%**
1_liv_on_farm 0.0164 0.0104 0.0167 0.0004
1_total_value 0.0002 -0.0002 0.0002 -0.0009*
I_peer_effect - - - -0.0044***
variability -0.3025 0.9113%** -0.3023 0.9240%**
erodibility 0.0637*** 0.0806*** 0.0630%** 0.0798***
Correlation in Disturbance -0.4546%** -0.484 1 ***
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Figure 1. W,° —W, as a function of s for n=2,3,4,5,6 ((c},k,r)=(0.5,1,1))
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Appendix. Ordinary Least Squares Estimate of Equation
Explaining the Number of Landlords per Tenant, N = 44,870

Without / peer effect With [ peer effect

Intercept

NER
MWR
SR

crop_type
t_age

t total _asset
t_machinery

| age

[ total value
[ liv on_farm
[ _peer_effect
variability
erodibility

5.6168***

10.2533%**
1.6066***
4.5782%**

5.2647***
0.0457*%**
0.0138***
1.6580%**
-0.0563%**
-0.0095%**
1.2673***
-7.5886%**
-0.5152%**

-5.0466***

7.9108%**
0.4913%*
3.0524%%x*

3.6531%**
0.0500%**
0.0146%**
1.4333%%*
-0.0344***
<0.0001
1.5377%**
0.1548***
-6.4235%**
-0.4056%**
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CHAPTER 4. DOUBLE-SIDED MORAL HAZARD AND CONTRACT
DESIGN: EVIDENCE FROM FARMLAND LEASE CONTRACTS IN
U.S. AGRICULTURE

A paper to be submitted to a journal in the field
Keita Fukunaga
Abstract
I develop a simple model of the double-sided moral hazard that explains the relationship
between contract and landlord participation decisions in farmland leasing contracts. Based
on the predictions from the model, I empirically evaluate the double-sided moral hazard
hypothesis, using the 1999 Agricultural Economics and Land Ownership Survey. I find
some supporting empirical evidence for the hypothesis, while I find there are other factors, in
addition to the costs and benefits of landlord participation, that affect the two decisions.
Most importantly, there is evidence that contract choice and landlord participation are
correlated decisions, which implies that contract design is not just a matter of designing a
monetary compensation scheme.
Introduction
Empirical literature on contract design has mainly focused on monetary compensation
schemes. In practice, however, contracts are comprised of various terms, including a
monetary compensation scheme, allocation of decision rights, restrictions on agent actions,
and termination terms. In recent years, a growing empirical literature focuses on the
interactive roles of these contractual terms. Many studies find that contractual terms are
indeed used interactively to modify incentives faced by agents. In this article, I study
farmland lease contracts in U.S. agriculture from the perspective of the double-sided moral

hazard hypothesis developed by Eswaran and Kotwal (1985) and Bhattacharyya and
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Lafontaine (1995), and provide new evidence for the interaction between the monetary
compensation scheme and the principal’s participation in management decisions. In modern
U.S. agriculture, landlords participate in management decisions more often when they use
cropshare contracts than when they use cash rent contracts (Brown and Atkinson, 1981; also
see table 1). Why is this so? Brown and Atkinson (1981), who first report the link between
landlord participation in decision making and the choice of farmland lease contract type,
argue that this is because tenants who have less entrepreneurial ability are more likely to use
cropshare than those who have more entrepreneurial ability. Landlords are, thus, more likely
to complement entrepreneurial inputs through participating in decision making under
cropshare. A landlord whom I asked the same question provided a different perspective,
however. He said that there is no reason for the landlord to participate in decision making
under a cash rent contract, because the payment to the landlord does not change anyway.
More precisely, the landlord has no incentive to participate in production decisions under a
cash rent contract, because such an effort is not rewarded, at least in the short term, in which
the payments to the landlord do not generally depend on the realized outcome. If this is true,
the decisions on landlord participation and contract type should be endogenous. Specifically,
focusing on the possible double-sided moral hazard problem as stated above, one would
argue that if both the landlord and tenant participate in production, then cropshare would be
optimal (Bhattacharyya and Lafontaine, 1995), and that if the landlord does not participate in
production and the tenant makes decisions solely, then cash rent would be optimal.

In this article, I test this hypothesis using a data set of farmland lease contracts in
U.S. agriculture, which consists of 44,515 contracts covering 12,212 tenants, and find some

evidence for the double-sided moral hazard hypothesis. In doing so, I adopt a simple model
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of double-sided moral hazard, in which landlord participation and contract choice are
endogenized decisions, and fit an empirical version of the model. In this way, I clarify the
motivation for the empirical evaluation of the interaction between landlord participation and
contract decisions.

The rest of this paper proceeds as follows. The next section presents a review of
related literature. Then, I briefly discuss the relationship between landlord participation in
production and contract choice. Following that, I develop a simple model that explains the
relationship between landlord participation and contract choice, and state testable predictions
derived from the model. Then, I carry out an empirical examination of the predictions and
present evidence on factors that affect landlord decisions and contract choices. In the last
section, I provide discussions of the results and suggestions for future research.

Related Literature

There are a number of empirical studies on contract design in franchising. Most of this
literature discusses how moral hazard, risk, and capital constraint, among other factors, affect
the propensity of franchising in various industries. The main interest of the literature has
been in determinants of the monetary compensation scheme. According to Lafontaine and
Slade (2001), who provide a comprehensive survey of the empirical literature on contract
design in franchising, the main interests include the role of the trade-off between risk sharing
and incentives in contracting (Lafontaine, 1992), the relationship between the importance of
the agent effort and the contract type (Norton, 1988; Lafontaine, 1992; Shepard, 1993; Slade,
1996), and the relationship between monitoring cost and contract type (Lafontaine, 1992;
Scott, 1995). Lafontaine (1992) finds that the propensity of franchising increases as the

importance of the franchisee’s effort increases, while the propensity of owner-operation
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increases as the importance of franchisor effort increases. Based on empirical results that are
consistent with the prediction from the principal-agent model of double-sided moral hazard,
Lafontaine (1992) argues that the double-sided moral hazard hypothesis explains the
empirical findings better than the pure risk sharing and the capital constraint hypotheses.
Although the monetary compensation scheme has been the main focus of the
literature, contracts in practice have very complicated aspects, with both formally specified
terms and unspecified but informally agreed upon terms between the principal and agent.
These formal contract terms and informal agreements are possibly interactively used to
control incentives optimally. Some of the recent literature has begun to investigate various
incentive devices involved in contract design other than the monetary compensation scheme
and interactions among the devices. Kaplan and Stromberg (2003), using data from venture
capital contracts, study the allocation of decision rights. They find that higher incentives are
provided to the agent under the monetary compensation scheme when greater control is given
to the principal. Thus, they conclude that the high-powered monetary compensation scheme
and principal control are complementary. Using the data from automobile sales contracts,
Arrunada, Garicano, and Vazquez (2001) find that the monetary compensation scheme and
the allocation of decision rights in various areas are correlated. Specifically, they find that
more monitoring intensity covaries with stronger incentives, which they argue is consistent
with what the agency theory predicts. Brickley (1999), using the data from franchising, finds
that restrictions on passive ownership, area development plans, and mandatory advertising
expenditures specified in franchising contracts are most likely when there are significant
externalities among the units within the franchising system, and that the contract terms are

complements.
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Unlike the allocation of decision rights and restrictions on the agent’s activities in
franchising contracts, landlord participation in agricultural prodhction is not, in general,
formalized in farmland lease contracts. Similarly, eviction terms are not formally specified
in many farmland lease contracts, but evidence exists that they affect contract choices in
West Bengal, India (Benerjee, Gertler, and Ghatak, 2002). Moreover, Ackerberg and
Botticini (2002) find that pre-contract matching between the landlord and tenant is correlated
with the choice of the monetary compensation scheme in Renaissance Tuscany, Italy'. Using
a simple agency model with principal-agent matching, Serfes (2005) shows that such a
matching mechanism between principals and agents can work as a sort of risk allocation
mechanism and, as a result, affects monetary compensation schemes in contracts between
principals and agents. These studies indicate that focusing solely on the monetary
compensation mechanism in contracts may be misleading, and that it is important to analyze
it together with other aspects of contract design.

There have been several studies focusing on the role of the principal’s participation
in decision making in farmland lease contract choices from a different, but related,
perspective. Rao (1971) argues that cropshare is a tenant’s first step up an agricultural ladder,
and that as the tenant acquires entrepreneurial abilities, he then becomes a cash rent tenant,
and finally, becomes an owner-operator. Hallagan (1978) argues that tenants with greater
entrepreneurial ability are more likely to choose cash rent, while tenants with less
entrepreneurial ability are more likely to choose cropshare. Thus, Hallagan (1978) suggests
that contract choice can be used as a selection mechanism when tenants are endowed with
different abilities. Using data on 314 farmers in the United States, Brown and Atkinson

(1981) observe the unconditional correlation between the number of decisions made by the
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tenant and the contract type, and find that more decisions are made by the tenant under cash
rent than under cropshare. Based on this result, Brown and Atkinson (1981) agree that
managerial ability plays an important role in determining contract type, as Rao (1971) and
Hallagan (1978) argue. However, Brown and Atkinson (1981) simply observe the
correlation between the number of decisions that the tenant makes and the contract type, and
thus, the true conditional relationship between the number of decisions and the contract type
is not revealed. Furthermore, they do not provide evidence on the determinants of tenant
decisions and contract choice.

Formalizing the idea of Rao (1971), Eswaran and Kotwal (1985) consider a model
in which agricultural production requires managerial and labor inputs, and the landlord and
tenant can jointly provide these inputs. The authors assume that a cash rent contract is
chosen when the tenant provides both managerial and labor inputs, a wage contract is chosen
when the landlord provides both inputs, and a cropshare contract is chosen when the landlord
provides managerial inputs and the tenant provides labor inputs. Considering the three cases,
Eswaran and Kotwal (1985) find that a cropshare contract is likely to be chosen when the
landlord’s endowment of managerial ability is relatively large compared to the tenant’s
endowment, but a cash rent contract becomes more likely as the difference becomes smaller.
A limitation of the Eswaran and Kotwal model is that the link between the contract type and
who provides what inputs is fixed by assumption, and thus, their model does not explain why
a cropshare contract emerges when the landlord provides managerial inputs and the tenant
provides labor inputs. Partially filling this void, Bhattacharyya and Lafontaine (1995) show
that, when the production function requires inputs from both the principal and agent, a

cropshare contract is the optimal choice, even if both the principal and agent are risk neutral.
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The assumption that the production function requires inputs from both the principal and
agent is reasonable in Bhattacharyya and Lafontaine (1995), because their interest is in
franchising in the non-agricultural sector, where inputs from both the principal and the agent
are crucial in many cases: the principals are often responsible for advertising and brand
image strategy, while the agents are responsible for daily store management. In farmland
tenancy, however, this assumption may be unreasonable, since either the landlord or tenant
can be fully responsible for all of the tasks such as crop choice, timing of seeding and
harvesting, fertilizer choice, etc. In fact, tenants are fully responsible for production under
cash rent in many cases, as table 1 shows. In order for us to fully discuss the relationship
between contract choice and landlord participation in farmland tenancy, it is necessary to
extend the Bhattacharyya and Lafontaine model (1995) in a way that makes landlord
participation endogenous, where the landlord not only chooses contract type, but also decides
whether he/she provides inputs (most likely, managerial input).

Contract Choice and Landlord Participation in Modern U.S. Agriculture

In modern U.S. agriculture, two major reasons seem to exist for landlords wanting to
participate in decision making, even though landlord participation may not be as crucial as in
franchising. One of the reasons is maximizing current production, as in Eswaran and Kotwal
(1985) and Bhattacharyya and Lafontaine (1995). The landlord may have better information
on the contracted land and local natural conditions than the tenant, and thus, the landlord may
be able to improve current production by participating in managerial decisions. The other
reason is for maintaining land quality. From the perspective of the transaction cost
hypothesis, maintaining land quality is an important issue for landlords when they delegate

farming to the tenants (Allen and Lueck, 1992, 1993, 1999, Dubois, 2002). Dubois (2002),
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formalizing this argument in a dynamic principal-agent model, shows that a cropshare
contract is optimal in the case where the landlord cannot monitor the tenant’s actions. In
reality, however, the landlord may be able to influence tenant action by some amount of
monitoring and/or participating in decision making, and such landlord action may affect
contract choice. Specifically, if the risk of land degradation is substantial, then the landlord
would be more likely to participate in production decisions so as to avoid land overuse.
There have been substantial discussions over time on the reasons that cropshare
contracts have prevailed in agriculture in various locations and stages of development.
Among the major hypotheses, risk sharing between the landlord and tenant (Stiglitz, 1974),
transaction costs (Allen and Lueck, 1992, 1993, 1999; Dubois, 2002), and double-sided
moral hazard (Eswaran and Kotwal, 1985; Bhattacharyya and Lafontaine, 1995, on royalty
contracts in franchising) are well-known. However, there have been few empirical studies
that shed light on the relationship between landlord participation in management and contract
choice. To my knowledge, Brown and Atkinson (1981) is an only exception that discusses
the link between landlord participation and contract choice. Provided that the landlord can
affect tenant actions not only by choosing contract type but also by participating in
management, focusing only on contract choice could generate misleading results in the
empirical analysis of contract choice.
Model
In order to evaluate the link between landlord participation and contract choice, I consider a
simple model of double-sided moral hazard in which the landlord not only chooses the
contract type, but decides whether or not he/she will participate in production. In the model,

I follow the same spirit as in Eswaran and Kotwal (1985) and Bhattacharyya and Lafontaine
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(1995), arguing that the current production function has two arguments: landlord input and
tenant input. Using the model, I state the condition under which the landlord decides to
participate in management, and show that a cropshare contract is chosen when the landlord
participates in management, while a cash rent contract is chosen when the landlord does not
participate in management. Although I do not explicitly deal with maintenance of land
quality in the model, I present some evidence of the role of this matter in the landlord
participation decision in the empirical analysis.

In the following, I develop a modified version of the Bhattacharyya and Lafontaine
model (1995). The production function f'has two arguments, the landlord’s effort, L, and the
tenant’s effort, /. Namely, production y is given by y = f(L,/)+ &, where & represents an
unobservable disturbance factor in production. The usual properties of the production
function (that is, increasing in both inputs, and concavity) are assumed. The landlord cannot
observe the tenant’s effort, and the tenant cannot observe the landlord’s effort. The landlord
and the tenant are both assumed to be risk neutral, and their private cost functions are given
by V(L) and U(l), respectively. V and U are both increasing in their arguments and convex.
We restrict our interest to a linear contract, ¢y + £, where « stands for the share of output
for the tenant, and S stands for the fixed payment for the tenant. The reservation utility for
the tenant is given by k. Under these settings, the landlord decides whether or not to
participate in production, and also determines the contract terms. When she decides to
participate in production, the landlord’s effort L is greater than zero; it is zero when she
decides not to participate in production. It is also assumed that landlord input is not

necessary in the sense that f(0,/) > 0 for positive /, but that tenant input is necessary in the
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sense that f(L,0)=0 for positive L. This assumption assures tenant participation in
equilibrium.

The timing of the game is as follows. In the first stage, the landlord decides
whether or not he/she participates in production and on contract type, simultaneously. Then,
the landlord makes a take-it-or-leave-it offer to the tenant. In the second stage, the tenant
receives the offer, and decides whether or not to take the offer. If the tenant decides to take
the offer, he/she determines the effort level. In the third stage, the landlord (if he/she decides
to participate) and tenant exert effort, and they observe the output.

The landlord’s problem is to maximize her expected utility subject to the landlord’s
incentive constraint, the tenant’s incentive constraint, and the tenant’s participation

constraint:

max {(1-a)f (L)~ f-V (L}

s.t.

The landlord's incentive constraint:
L>0
(l-a)f,-V'<s0 ;

L((l—a)fL —V’) =0
The tenant's incentive constraint: « f,(L,)-U'(/)=0; and
The tenant's participation constraint:a f(L,[)+ f-U() 2k

We assume that the first order approach is valid in this problem. First, we start by
investigating the conditions under which the landlord optimally chooses not to participate in
production, focusing on the cost and productivity of the landlord’s effort.

Proposition 1. When the marginal cost of effort for the landlord is great enough compared
to the marginal production of effort around L = 0, the landlord optimally chooses not to

participate in production.
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Proof. Suppose (1-a)f, —V' <0 in the neighborhood of L =0 and for any & €[0,1]. Then,

from the third condition in the landlord’s incentive constraint, L must be equal to zero. That
the second condition in the landlord’s incentive constraint holds with strict inequality implies
that the marginal cost of effort for the landlord is greater than the marginal production of
effort. Q.E.D.

Proposition 1 has intuitive implications. For example, if the landlord lives far from
the rented land, and thus, the marginal cost of making efforts in production is very high, the
landlord chooses not to participate in production. For another example, if the landlord has
only a little experience in farming and the benefit of taking part in production is very low,
then the landlord chooses not to participate in production. Now we investigate the optimal

contract type when the landlord chooses not to participate in production.
Proposition 2. When the landlord does not participate in production (L' =0), then a cash

rent contract (" =1) is optimal.
Proof. The landlord problem stated above becomes the following problem, given that the
landlord does not participate:

max {(1-a) f(L'.1) = f-V(L)}

s.t.

The landlord's incentive constraint;

L'=0 '
[A-a)f,-V'],_, <O
The tenant's incentive constraint: [’ = arg max { af(L,D+B-U (l)}; and

The tenant's participation constraint:m;alx { af(L,D)+p-U (l)} >k
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Because of £, the participation constraint holds with equality. For now, suppose that the

second condition in the landlord’s incentive constraint holds. Then the above problem

becomes

mjlx{f(L*,l*)—V(L*)—U(l*)—k}
s.t.

The landlord's incentive constraint: L = 0; and

The tenant's incentive constraint: a f,(L,")-U'=0
The Lagrangian for this problem is
1) L= f0,1)~V(O)-Ul )~k +Maf,(0,])-U")
where A is the Lagrangian multiplier for the tenant’s incentive constraint. The first order

condition is
! " al*
) {f,—U +Maf,-U )}£+/1f, =0
From the tenant’s incentive constraint, we have
~or
(3) f1+(afu—U)a— =0
al, .

Plugging this into the first order condition, and noting that f,-U’ = (1-¢«)f, from the

tenant’s incentive constraint, we have

) (-a)f 2], =0

*

Since f, ™ # 0 in general, &’ needs to be unity for the above condition to be satisfied.
a

Note that the second condition in the landlord’s incentive constraint indeed holds when

o =1. QED.
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When the marginal cost of landlord effort is so high that the landlord optimally
chooses not to participate in production, then the landlord problem turns out to be the
standard principal-agent problem in which the agent (tenant) is risk neutral. Because the
tenant is risk neutral, a cash rent contract is optimal and there is no incentive cost in order for
the landlord to elicit the first best effort from the tenant.

Finally, proposition 3 states that, when the landlord chooses to participate in
production, then a cropshare contract is optimal. This result is obtained by Bhattacharyya
and Lafontaine (1995).

Proposition 3 (Corollary 1 in Bhattacharyya and Lafontaine (1995)). When the landlord
participates in production (L' >0 ), then the optimal linear contract is a cropshare contract
(0 <a” <1) with fixed payment.

Proof. See the proof of Corollary 1 in Bhattacharyya and Lafontaine (1995).

As the above model shows, the landlord optimally decides whether or not she
participates in production, and jointly determines the type of contract in accordance with the
participation decision. The model shows that when the landlord decides not to participate in
production, then a cash rent contract is chosen; when the landlord decides to participate in
production, then a cropshare contract is chosen. In the following section, I evaluate the
model empirically, and suggest which factors actually affect contract choice and landlord
participation. Summarizing the results above, I obtain the following testable predictions.
Prediction 1. When the landlord’s marginal cost of participation is great enough, or when
the landlord’s marginal production of participation is small enough, then the landlord does

not participate in production.
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Prediction 2. When the landlord does not participate in production, then a cash rent
contract is chosen.

Prediction 3 (Bhattacharyya and Lafontaine (1995)). When the landlord participates in
production, then a cropshare contract is chosen.

Empirical Analysis

Data set

I use the 1999 Agricultural Economics and Land Ownership Survey (AELOS) for the
empirical analysis of the predictions above. AELOS is a comprehensive data set consisting
of tenants’ demographic information, economic attributes and household characteristics, and
landlords’ demographic information and economic attributes. The survey questionnaires
were first sent to producers/tenants all over the United States. They were asked to answer a
set of questions and to provide the addresses and names of their landlords. Then
questionnaires were sent to those listed landlords. This procedure has made it possible for us
to identify a tenant and a landlord for every contract in the data set. In the United States, a
tenant usually has more than one landlord. Reflecting this fact, the information for a tenant
may appear more than once in our data set, but in combination with the information for
different landlords. In other words, in our data set, the sample unit of the data is not an
individual tenant or landlord, but a contract between a tenant and a landlord. After deleting
unusable observations, we have a total of 44,515 observations (contracts) in our data set. A
more detailed description of the data set is provided by Fukunaga and Huffman (2006).
Empirical method

Using table 1, I start with reevaluating the likelihood of landlord participation in management

decisions under cash renting and sharecropping. According to prediction 2 and prediction 3,
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if the landlord provides input, then the contract should always be cropshare; if the landlord
does not provide input, then the contract should always be cash rent. Table 1 shows that
landlords more often participate in management decisions under sharecropping than under
cash renting. If1 interpret the landlord participation in management decisions as the landlord
provision of input, the fact that landlords more often participate in management decisions
under sharecropping than under cash renting seems consistent with the predictions of the
model above. However, the facts are that about 13% of landlords who use cash rent contracts
participate in management decisions and that about 74% of landlords who use cropshare do
not participate in management decisions, which are not consistent with the prediction that the
contract should be always cropshare when the landlord provides input. The result indicates
that there may be factors other than those explained in the above model that affect contract
and landlord participation decisions. In the following analysis, I investigate the causal
factors that affect contract and landlord participation decisions, using regression analysis.
According to the three predictions above, greater marginal cost of effort and smaller
marginal product of effort reduce the likelihood of cropshare, while greater marginal cost of
effort and smaller marginal product of effort reduce the likelihood of landlord participation.
Analytically, the landlord’s decision rule that is directly derived from the model above is

represented as follows.

cropshare =0, if [ f, - V’]L=O <0

cropshare =1,if [ f, V'], >0 cropshare =1, if cropshare
. =, where
L'=0,if [f,-V'],, <0

L>0,if [f,~V"],_,>0

®)

cropshare = 0, if cash rent
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Econometricians do not observe the term [ f; —¥'],_, . Therefore, I need to find a proxy

variable for this term. As proxies for marginal cost and benefit of landlord participation, I
use dummy variables indicating whether or not the landlord lives on the contracted land,
whether or not the landlord lives close to the land, whether or not the landlord operated a
farm or a ranch in 1999, and the landlord’s age, in addition to other landlord and tenant
demographic attributes. Landlords who live on the contracted land or live close to the land
would have a lower marginal cost of effort, because they can easily access information useful
for decision making, such as soil conditions, weather, and tenant actions, at lower cost.
Therefore, they should be more likely to participate in management decisions, and use
cropshare. Iuse a dummy variable that indicates whether or not the landlord operated a farm
or a ranch as a proxy for either marginal cost or marginal product of landlord effort.
Landlords who have farming experience would be less hesitant to participate in management
decisions because they would be more confident about their decisions, which would decrease
the marginal cost of landlord effort. Or landlords who have farming experience could make
timely and useful management decisions, which would increase the marginal product of
landlord effort. Either way, landlords who have farming experience will be more likely to
participate in management decisions, increasing the likelihood of cropsharing. The
landlord’s age is a proxy for the landlord’s entrepreneurial skills, although it may be
positively correlated with the cost of landlord participation. Although greater landlord’s
entrepreneurial skills should increase the likelihoods of cropshare and landlord participation,
greater cost of landlord participation should decrease the likelihoods. Therefore, the
predicted sign of this variable can be either positive or negative. Table 2 summarizes the

definitions and descriptive statistics of the variables used in the analysis.
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Because L is not observable either, I also need a proxy for it. I use dummy
variables that indicate who makes managerial decisions: the landlord (or a professional farm
manager hired by the landlord), the tenant, or both. The category of managerial decisions
includes the selection of crop varieties or livestock breeds, the selection of fertilizer and
chemicals, harvesting decisions, and cultivation practices. I assume that landlords can
participate in production only through participating in decision making®. This assumption
implies that, if the landlord participates in managerial decisions, L is greater than zero.

Analytically, the assumption can be written as follows:

decision=1,if L’ >0 decision =1, if landlord participates in decision
(6) where

decision =0, ifL =0’ decision = 0, otherwise

I try two different proxies for the landlord participation variable. Since my major interest is
in whether the landlord’s input, L, is greater than zero or equal to zero, I first use a dummy
variable that is equal to one when the landlord either solely or jointly makes decisions, and
zero when the landlord makes no decisions, solely or jointly. Secondly, I define a dummy
variable for each management category that is equal to one when the landlord either solely or
jointly makes the specific decision, and zero when the landlord does not make the decision.
Because the decisions are highly correlated with each other, as table 3 shows, the first
specification may be reasonable.

As pointed out above, factors other than marginal cost and benefit of the landlord
input may affect contract and landlord participation decisions. Risk and transaction costs are
examples of possible factors that may affect contract and landlord participation choices. In
the empirical analysis, I also attempt to capture the effects of the factors that are not

explicitly dealt with in the model above. I denote the vector of factors that contains proxies
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for the marginal cost and benefit of the landlord input as X, the vector of factors other than

the marginal cost and benefit of landlord input that could affect contract choice as Z,, and

the vector of factors other than the marginal cost and benefit of landlord input that could

affect contract choice as Z,. Z and Z, contain regional dummies, the tenant’s age, the

tenant’s farm type dummies, the number of landlords with whom the tenant contracts, the
tenant’s total assets, the market value of land and buildings on the contracted land, the
county-level yield variability index, the county-level average Beale code, and the county-
level erodibility index. The tenant’s age may be used as a proxy for the tenant’s
entrepreneurial skills. Because the tenant is likely to accumulate entrepreneurial skills as
he/she gets older, the selection hypothesis (Hallagan, 1978) would predict that older tenants
are more likely to use cash rental contracts. The hypothesis would predict that the sign of the
estimated coefficient for the tenant’s age in the contract choice equation is negative and that
in the landlord participation equation it is negative. The tenant’s total assets and the market
value of land and buildings on the contracted land can be used as proxies for the tenant’s and
landlord’s risk preferences, respectively; one who has greater assets is less risk averse. The
county-level yield variability index is correlated with the risk involved in production. The
risk sharing hypothesis predicts that cropshare is more likely as the tenant becomes more risk
averse, the landlord becomes less risk averse, and/or the risk involved in the transaction
becomes greater. Thus, the risk sharing hypothesis predicts that, in the contract choice
equation, the coefficient estimate for the tenant’s total assets is negative, the coefficient
estimate for the landlord’s total value is positive, and the coefficient estimate for the county-
level yield variability is positive. The county-level average Beale code and the county-level

erodibility index can be used as proxies for transaction costs. If the contract is in a county
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with a greater average Beale code value, the contracted land as agricultural land tends to be
more important. If the county-level erodibility index is high, maintenance of land quality
becomes more important. These factors are likely to affect both contract choice and landlord
participation. As mentioned earlier, Dubois (2002) argues that cropshare is more likely when
the contracted land is subject to high risk of land overuse, given that the landlord cannot
observe the tenant action at all. Thus, in a situation in which the landlord decides contract
type only and cannot participate in production, both the county-level average Beale code and
the county-level erodibility index should increase the likelihood of cropshare. However,
without formalization it is difficult to derive testable predictions as to the effect of transaction
costs when the landlord can participate in production. The formalization of the argument is
left for future research, and I do not derive predictions as to the effect of transaction costs on

landlord participation in this article.

Finally, although the term [ /- V’] ,_, 1s not a linear function in general, I use a

linear approximation for the proxies for this term [ /- V’] ,_, because the variables in which

I am most interested are dummy variables. I also assume that other factors enter the
landlord’s decision rule in a linear fashion. Then the regressions I actually estimate are

represented as follows:

cropshare=0,if Xp,+Zy, -5 <0
cropshare=1, 1 f X +Zy,—& >0
decision=0,1fXB,+Z,y,—¢, <0
decision=1,if X, +Z,y, -, >0

()

Because X, Z,, and Z, may be correlated, I allow the coefficients for X in the contract choice

and participation equations to differ. Furthermore, I assume Z, = Z,, because I do not have a
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priori reasons that the factors affecting contract choice differ from those affecting landlord

participation. The disturbance terms ¢, and &, capture determinants of contract and

participation decisions that are not observable for econometricians. I allow the disturbance

terms g, and &, to be correlated, because the proxies imperfectly substitute for true variables

in the regression, and the factors that affect both contract and participation choices may enter
the disturbance terms. Other factors that can affect both contract and participation decisions
include savings in self-employment taxes and receipt of full social security payments (Hardin,
2004; Harrison, 2004). If landlords “materially participate” in production, the income from
the transaction is subject to self-employment tax’. Under cropshare, in which the income for
the landlord depends on the realized outcome and the landlord materially participates in
production, the income is subject to self-employment tax. Under cash rent, since the income
does not depend on the realized outcome, the income is not subject to self-employment tax.
This may motivate landlords to use cash rent and not to participate in production. In addition,
prior to 2000, landlords aged 65 and older on social security were required to count material
participation income or other earned income toward the maximum amount of income that
they could earn before social security benefits were reduced. The income from cash rent is
generally unearned income and thus was not counted toward the maximum amount of

income that they could earn before social security benefits were reduced. This may have also
motivated landlords to use cash rent and not to participate in production. On the other hand,
landlords have to materially participate in farming for at least five years before death to be
eligible for estate tax reduction. This may motivate landlords to cropshare and participate in
production. All of these factors are captured in the disturbance terms. For all of these

reasons, I use a bivariate discrete choice model. A bivariate probit model is appropriate if the



104

disturbance terms follow a standardized bivariate normal distribution. This seems like a
reasonable assumption.

Results

Table 4 presents the regression results from fitting a bivariate probit of contract choice and
landlord participation in any decision. In table 4, I find some evidence for the double-sided
moral hazard hypothesis. If the landlord lives on the contracted land, she is more likely to
participate in decisions, which is consistent with the model. In addition, if the landlord
operated a farm or a ranch in 1999, then she is more likely to use a cropshare contract and
participate in decisions, which provides more supporting evidence for the model. Landlord
age, used as a proxy for the landlord’s entrepreneurial skills, increases the likelihood of
cropshare as it increases, while it decreases the likelihood of landlord participation. As I
mentioned above, landlord age is likely to be positively correlated with both the landlord’s
marginal productivity and cost; this result does not contradict the double-sided moral hazard
hypothesis. On the other hand, if the landlord lives on the contracted land or lives within 5
miles of the contracted land, then a cropshare contract is less likely, and the coefficient
estimate in the landlord participation equation is insignificant. This contradicts the
prediction of the double-sided moral hazard hypothesis.

Other results in table 4 suggest that factors other than double-sided moral hazard
affect contract and landlord decision choices. The coefficient estimate for tenant age in the
contract choice equation has a consistent sign, while in the landlord participation equation it
is not significant. Tenant age, used as a proxy for the tenant’s entrepreneurial skills,
decreases the likelihood of cropshare, but it does not affect landlord participation

significantly. This result does not provide strong support for the selection hypothesis. The



105

tenant’s total assets, which can be used as a proxy for the tenant risk preference, and the
county-level yield variability index significantly affect contract choice. Tenants who have
greater total assets, and thus are less risk averse, are less likely to use cropshare. Greater
yield variability increases the likelihood of cropshare. These results are consistent with the
risk sharing hypothesis of contract choice. The county-level erodibility index, a proxy for the
sensitivity of land for land overuse, significantly increases the likelihood of cropshare. This
result is consistent with the pure transaction cost hypothesis of contract choice developed by
Allen and Lueck (1992, 1993, 1999) and Dubois (2002). The county-level average Beale
code, a proxy for the importance of land for agricultural usage, also affects contract choice:
the more important for agricultural usage the land is, the more likely cropshare will be used.
This result is also consistent with the pure transaction cost hypothesis.

Interestingly, these factors related to risk and transaction costs affect landlord
participation, also. As the county-level erodibility index and the county-level average Beale
code become greater, the landlord is more likely to participate in management decisions.
This implies that landlords are more likely to be involved in management decisions when
land overuse is an important issue. As the county-level yield variability increases, the
landlord is less likely to participate in decisions. This result indicates that landlords are less
likely to be involved in management decisions under more risky environments. Thus, risk,
risk preference, and transaction costs affect both contract and landlord participation decisions.

Finally, the estimated correlation of the disturbance terms across the two equations
is positive and significant. This implies that contract and landlord participation decisions are
correlated in a way such that unobservable factors increase the likelihood of cropshare and

landlord participation, even after some factors related to productivity and cost of landlord and



106

tenant effort, risk, risk preferences, and transaction costs are controlled. These results
indicate that various factors affect contract and landlord participation choices jointly. The
simple prediction based on the double-sided moral hazard hypothesis that landlord
participation in decisions accompanies cropshare does not explain all of the empirical
findings, although some evidence is found.

Conclusions

I develop a simple model of double-sided moral hazard that explains the relationship between
contract and landlord participation decisions. Based on the predictions from the model, I
empirically evaluate the double-sided moral hazard hypothesis, using the 1999 Agricultural
Economics and Land Ownership Survey. I find some empirical evidence for the double-
sided moral hazard hypothesis. Moreover, I find there are other factors, in addition to the
costs and benefits of landlord participation, that affect contract choice and landlord
participation. Most importantly, there is evidence that contract choice and landlord
participation are correlated, and various factors (e.g., risk, transaction costs, and tax benefits)
exist that affect the two decisions. This implies that contract design is not just a matter of
designing a monetary compensation scheme, but involves landlord participation and
interactively deals with the possibly complicated objectives.

There are several suggestions for future research. First, for evaluating the double-
sided moral hazard hypothesis more closely, it will be useful to analyze the relationship
between the share rate (or royalty rate, in franchising) and landlord participation as in
Lafontaine (1992). It is not feasible in this article because I do not have data on the share
rate. Second, in this article, testing the double-sided moral hazard hypothesis against the

selection hypothesis is difficult. It is difficult to distinguish the hypotheses using the proxy
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variables, because the predictions for the signs of the coefficient estimates for the landlord’s
productivity and the tenant’s productivity based on the double-sided hypothesis coincide with
those based on the selection hypothesis. It would be interesting to evaluate the selection
hypothesis, perhaps by directly investigating whether or not such a selection actually occurs
in practice. Third, tax benefits are likely to play an important role in contract and landlord
participation decisions, and thus, more careful attention should be paid to assessing the effect.
Due to lack of data on the tax benefits that landlords may receive, there have been no studies
in the academic literature, to my knowledge, that address the role of tax benefits in contract
and landlord participation decisions. Finally, it seems important to consider the role of risk
and transaction costs in the joint decision of contract type and landlord participation, as the
empirical results indicate. A dynamic model in which the landlord and tenant are both
assumed to be risk averse and the landlord makes contract and participation decisions over

time may be an appropriate way of formalizing the argument.
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Endnotes

! Unlike the allocation of decision rights and principal participation, matching may not be
intentionally used in contract design. However, it could still endogenously affect contract
terms.

> This is a strong assumption, because landlords may participate in production through
channels other than decision making, such as monitoring, investment in land, and putting
restrictions on tenant activities. Investigation of the role of these factors in contract design is
beyond the scope of this article, and remains to be done in future studies. Furthermore,
endogenous matching between landlord and tenant attributes may affect contract and landlord
participation decisions (Ackerberg and Boticcini, 2003; Serfes, 2005). Fukunaga and
Huffman (2006), using AELOS, find that endogenous matching does not change the
qualitative result in the contract choice equation in the data set. Since I use the same data set
in this article, I do not model endogenous matching in the empirical analysis, based on the
result of Fukunaga and Huffiman (2006).

> A landlord is materially participating if he/she has an arrangement with the tenant for
landlord participation and the landlord meets one of the four following tests (Hardin, 2004):
Test No. 1. The landlord does any three of the following: 1) advance, pay, or stand good for
at least half the direct cost of producing the crop; 2) furnish at least half the tools, equipment,
and livestock used in producing the crop; 3) consult with the tenant; and 4) inspect the
production activities periodically.

Test No. 2. The landlord regularly and frequently makes, or takes an important part in making,
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management decisions substantially contributing to or affecting the success of the enterprise.
Test No. 3. The landlord works 100 hours or more, spread over a period of five weeks or
more, in activities connected with crop production.

Test No. 4. The landlord does things that, considered in their total effect, show that he/she is

materially and significantly involved in the production of the farm commodities.
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Table 1. The Likelihood of Landlord Participation in Farming
Decisions by Contract Type: The 1999 AELOS Data, N = 44,515

Crop Variety/ Cultivation

Any Decisions Fertilizer Livestock Breed Practice Harvesting
Cash Rent 12.8 10.2 10.0 10.4 9.0
Cropshare 259 20.6 20.7 18.2 16.9
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Table 2. Symbols, Variable Definitions and Summary Statistics

Definition Mean S.D. Min Max
cropshare =1 if cropshare, =0 if cash rent 0.20 0.40 0 1
decision =1 if landlord at least partly participates in any decision making 0.15 0.36 0 1
Sertilizer =1 if landlord participates in deciding type of fertilizer and other chemicals 0.12 0.33 0 1
seed =1 if landlord participates in deciding variety/breed of crop/livestock 0.12 0.33 0 1
cultivation =1 if landlord participates in deciding cultivation practice 0.12 0.32 0 1
harvest =1 if landlord participates in deciding harvesting 0.11 0.31 0 1
NER =1 if location of the tenant's farm is Northwest region 0.13 0.33 0 1
MWR =1 if location of the tenant's farm is Midwest region 0.37 0.48 0 1
SR =1 if location of the tenant's farm is South region 0.34 0.47 0 1
grain_oil =1 if type of tenant's farm is grain and/or oilseed production 0.39 0.49 0 1
tobacco_cotton =1 if type of tenant's farm is tobacco and/or cotton production 0.12 0.33 0 1
vegetable fruit =1 if type of tenant's farm is vegetable and/or fruit production 0.08 0.27 0 1
beef =1 if type of tenant's farm is beef 0.10 0.30 0 1
dairy =1 if type of tenant's farm is dairy 0.15 0.36 0 1
other_animal =1 if type of tenant's farm is producing other types of animals 0.17 0.37 0 1
t_age age of tenant 51.61 12.13 18 96
t n_landlords  number of landlords tenant contracts with 13.36 19.78 1 171
t_total_asset value of tenant's total assets ($100,000) 23.75 67.39 0.00 5528.50
I_age age of landlord 65.05 14.47 2 100
I liv_ on farm =l if landlord lives on contracted land 0.13 0.34 0 1
I liv_close =1 if /_liv_on_farm=0 and landlord resides within 5 miles of contracted land 0.42 0.49 0 1
! ope_99 =1 if landlord operated farm or ranch in 1999 0.11 0.32 0 1
total_value market value of land and buildings on contracted land ($100,000) 2.76 9.54 0.00  584.33
erodibility erodibility index for county of tenant's residence 2.69 2.71 0.00 29.14
variability standardized and weighted yield variability for county of tenant's residence 0.26 0.10 0.00 1.29
average_beale  average of Beale code in 1993 and 2003 for county of tenant's residence 4.74 2.48 0.50 9.00
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Table 3. Correlations among Landlord’s Participation in Tenant’s Farm Production
Decisions (participation is indicated by a 1 and nonparticipation by a 0): The 1999
AELOS Data, N = 44,515

fertilizer seed cultivation  harvest
Sertilizer 1.00 0.84 0.86 0.86
seed 1.00 0.84 0.85
cultivation 1.00 0.86
harvest

1.00
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Table 4. MLE Bivariate Probit Estimates of Contract Choice (cropshare =1) and
Landlord Participation in Tenant’s Production Decisions (decision = 1) , N = 44,515
Cropshare Chosen  Landlord Paticipates

-Loglikelihood = 37308.5

Intercept -0.9090%** -0.9101***
NER -1.2578%** -0.1362%**
MWR -0.5351%%* -0.0494**
SR -0.3932%** -0.1581%**
grain_oil 0.3635%** 0.1776***
tobacco_cotton 0.0100 0.0759%*
vegetable_fruit -0.2364*** 0.0495
beef -0.1161%** 0.1188%%**
dairy -0.6953*** 0.6953%**
other_animal -0.2695%** 0.1120%**
t age -0.0011* 0.0009
t n_landlords -0.0054%** -0.0024***
t total asset -0.0061*** <0.0001
l_age 0.0041%** -0.0038***
I liv_on_farm -0.1022%** 0.2464***
I liv_close -0.21Q7*** 0.0262
[ ope 99 0.0662*** (0.4233%*%*
total value <0.0001 0.0023%%**
erodibility 0.0788*** 0.0127***
variability 0.5384%*x* -0.41971***
average_beale 0.0289%** 0.0104%**
Correlation in Disturbance (0.2894***

Note: Three asterisks indicate the coefficient estimate is significant at the 1% level. Two
asterisks indicate the coefficient estimate is significant at the 5% level. One asterisk
indicates the coefficient estimate is significant at the 10% level.



114

CHAPTER 5. GENERAL CONCLUSION

In this dissertation, I have studied farmland lease contracts in U.S. agriculture. Using the
data from the 1999 Agricultural Economics and Land Ownership Survey, I investigated the
empirical determinants of contract design from the perspective of the principal-agent
framework, which emphasizes the role of incentives in contract design. In the empirical
analyses, I found evidence that incentives indeed play an important role in contract design.
In chapter 2, I investigated the role of risk, transaction costs, and endogenous matching
between the landlord and tenant in contract choice. I found that both risk and transaction
costs affect contract choice. Furthermore, I found evidence supporting endogenous matching
between the landlord and tenant, and found that the matching is likely to affect contract
choice. In chapter 3, I investigated whether contractual externalities exist in farmland lease
practice in modern U.S. agriculture, and found some evidence that contractual externalities
indeed exist and are likely to affect contract choice. I argued that landlords non-
cooperatively act and choose contract type due to contractual externalities. This leads to
inefficient competition between landlords contracting with a given tenant and greater
likelihood of cash rental contracts. In chapter 4, I investigated the link between contract
choice and landlord participation decision from the perspective of the double-sided moral
hazard hypothesis. I found some evidence to support the hypothesis, and furthermore, I
found that other factors, including risk and transaction costs, are likely to affect contract
choice and landlord participation decision jointly.

While I believe that each of the chapters above makes unique contributions to the
literature, this dissertation as a whole delivers an important conclusion: in farmland lease

contracts in the United States, contract design is not just a matter of designing monetary
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compensation schemes or reducing transactions costs in accordance with the incentives in
bilateral relationships, but involves various incentive devices (e.g., matching between
landlords and tenants and landlord’s participation in tenant’s production decisions) in a way
that the landlords can optimally coordinate incentives in multilateral relationships.
Compared to the literature on farmland lease contracts that has principally dealt with the
problem of designing monetary compensation scheme in bilateral relationships, I showed
contract design in farmland tenancy related contracting is relatively complex.

Contract design in practice, however, is even more complicated. For example,
landlord frequently monitor tenants’ behavior, they sometimes use professional farm
managers, they set various lengths to lease contracts, they choice between oral and written
contracts, landlord’s and tenant’s investment in land maintenance, etc. and all of these
actions seem to affect farmland lease practices, and there is some evidence that these factors
also affect contract choice. In this dissertation, I could not address everything. Hence, much

related research remains to be done.



116

REFERENCES

Ackerberg, D.A., and M. Botticini. 2002. “Endogenous Matching and the Empirical
Determinants of Contract Form.” Journal of Political Economy 110:564-591.

Allen, D., and D. Lueck. 1992. “Contract Choice in Modern Agriculture: Cash Rent Versus
Cropshare.” Journal of Law and Economics 35:367-426.

Allen, D., and D. Lueck. 1993. “Transaction Costs and the Design of Cropshare Contracts.”
RAND Journal of Economics 24:78-100.

Allen, D., and D. Lueck. 1999. “The Role of Risk in Contract Choice.” Journal of Law,
Economics, and Organization 15:704-736.

Arrunada, B., L. Garicano, and L. Vazquez. 2001. “Contractual Allocation of Decision
Rights and Incentives: The Case of Automobile Distribution.” Journal of Law,
Economics, and Organization 17:257-284.

Banerjee, A., P. Gertler, and M. Ghatak. 2002. "Empowerment and Efficiency: Tenancy
Reform in West Bengal.” Journal of Political Economy 110:239-280.

Bernheim, D., and M. Whinston. 1986. “Common Agency.” Econometrica 54:923-942.

Bhattacharyya, S., and F. Lafontaine. 1995. “Double-Sided Moral Hazard and the Nature of
Share Contracts.” RAND Journal of Economics 26:761-781.

Bierlen, R., L. Parsch, and B. Dixon. 1999. “How Cropland Contract Type and Term
Decisions are Made; Evidence from Arkansas Tenants.” International Food and
Agribusiness Management Review 2:103-121.

Brickley, J. 1999. “Incentive Conflicts and Contractual Restraints: Evidence from

Franchising.” Journal of Law and Economics 42:745-774.



117

Brown, D., and J. Atkinson. 1981. “Cash and Share Renting: An Empirical Test of the Link
between Entrepreneurial Ability and Contractual Choice.” Bell Journal of Economics
12:296-299.

Canjels, E. 1996. “Essays on Time Series Econometrics and Sharecropping in Agriculture.”
PhD dissertation, Northwestern University.

Canjels, E. 1998[a]. “Does Risk Affect the Choice Between Share and Fixed Rent
Contracts?” Unpublished, New School University.

Canjels, E. 1998 [b]. “Share Contracts in Modern U.S. Agriculture.” Unpublished, New
School University.

Chiappori, P.A., and B. Salanie. 2003. “Testing Contract Theory: A Survey of Some Recent
Work.” In M. Dewatripont, L.P. Hansen, and S.J. Turnovsky, ed. Advances in
Economics and Econometrics. Cambridge, U.K.: Cambridge University Press,
pp-115-149.

Dixit, A.K. 1996. The Making of Economic Policy: A Transaction-Cost Politics Perspective.
Cambridge MA: MIT Press.

Dubois, P. 2002. “Moral Hazard, Land Fertility and Sharecropping in a Rural Area of the
Philippines.” Journal of Development Economics 68:35-64.

Eswaran, M., and A. Kotwal. 1985. “A Theory of Contractual Structure in Agriculture.”
American Economic Review 75:352-367.

Fukunaga, K., and B. Hueth. 2006. “Contractual Externalities and Contract Design —
Evidence from Farmland Lease Contracts in U.S. Agriculture.” Paper presented at

AAEA annual meeting, Long Beach CA, 23-26 July.



118

Fukunaga, K., and W. Huffman. 2006. “The Role of Risk, Transaction Costs, and
Endogenous Matching in Contract Design —Evidence from Farmland Leasing
Contracts in U.S. Agriculture.” Unpublished manuscript. Available at
http://www.public.iastate.edu/~keita/homepage.html

Greene, W. 2000. Econometric Analysis, 4th ed. Upper Saddle River NJ: Prentice Hall.

Hallagan, W. 1978. “Self-Selection by Contractual Choice and the Theory of
Sharecropping.” Bell Journal of Economics 9:344-354.

Hardin, M. 2004. “Tax Consequences: Cash vs. Cropshare Leases.” Oklahoma State
University Extension Fact Sheets F-941. Oklahoma Cooperative Extension Service.

Harrison, G. 2004. “Legal Aspects of Indiana Farmland Leases and Federal Tax
Considerations.” Agricultural Economics Extension Publications EC-713. Purdue
University Cooperative Extension Service.

Heckman, J.J. 1976. “Simultaneous Equation Models with Continuous and Discrete
Endogenous Variables and Structural Shifts.” In S.M. Goldfeld and R.E. Quandt, ed.
Studies in Nonlinear Estimation. Cambridge MA: Ballinger Publishing Company,
pp.235-272.

Heckman, J.J. 1979. “Sample Selection Bias as a Specification Error.” Econometrica 47:153-
161.

Holmstrom, B., and R. Milgrom. 1987. “Aggregation and Linearity in the Provision of
Intertemporal Incentives.” Econometrica 55:303-328.

Huffman, W., and R. Just. 2004. “Implications of Agency Theory for Optimal Land Tenure

Contracts.” Economic Development and Cultural Change 52:617-643.



119

Itoh, H. 2003. A4 Course in Contract Theory. Tokyo: Yuhikaku Publishing Co., Ltd. (In
Japanese)

Kaplan, S., and P. Stromberg. 2003. “Financial Contracting Theory Meets the Real World:
An Empirical Analysis of Venture Capital Contracts.” Review of Economic Studies
70:281-315.

Laffont, J., and M.S. Matoussi. 1995. “Moral Hazard, Financial Constraints and
Sharecropping in El Oulja.” Review of Economic Studies 62:381-399.

Lafontaine, F. 1992. “Agency Theory and Franchising: Some Empirical Results.” RAND
Journal of Economics 23:263-283.

Lafontaine, F., and M. Slade. 2001. “Incentive Contracting and the Franchise Decision.” In K.
Chatterjee and W. Samuelson, ed. Game Theory and Business Applications. Norwell
MA: Kluwer Academic Publishers, pp.133-188.

Lee, L. 1981. “Simultaneous Equations Models with Discrete and Censored Dependent
Variables.” In C.F. Manski and D. McFadden, ed. Structural Analysis of Discrete
Data with Econometric Applications. Cambridge MA: The MIT Press, pp.346-364.

Masten, S., and S. Saussier. 2002. “Econometrics of Contracts: An Assessments of
Developments in the Empirical Literature of Contracting.” In E. Brousseau and J.M.
Glachant, ed. The Economics of Contracts: Theories and Applications. Cambridge
U.K.: Cambridge University Press, pp.273-292.

Moss, L.E., and P. Barry. 2002. “Leasing Contract Choice: Do Transaction Characteristics

Matter?” Journal of American Society of Farm Managers and Rural Appraisers

65:90-98.



120

Norton, S.W. 1988. “An Empirical Look at Franchising as an Organizational Form.” Journal
of Business 61:197-217.

Pandey, P. 2004. “Effects of Technology on Incentive Design of Share Contracts.” American
Economic Review 94:1152-1168.

Prendergast, C. 2002. “The Tenuous Trade-Off between Risk and Incentives.” Journal of
Political Economy 110:1071-1102.

Pudney, S., F.L. Galassi, and F. Mealli. 1998. “An Econometric Model of Farm Tenures in
Fifteen-Century Florence.” Economica 65:535-556.

Rainey, R.L., B.L. Dixon, B.L. Ahrendsen, L.D. Parsch, and R.W. Bierlen. 2001. “Contract
Choice Selection with Land-Leasing Agreements.” Paper presented at AAEA annual
meeting, Chicago IL, 5-8 August.

Rao, C.H.H. 1971. “Uncertainty: Entrepreneurship and Sharecropping in India.” Journal of
Political Economy 79:578-595.

Reiss, P.C., and F.A. Wolak. 2005. Structural Econometric Modeling: Rationales and
Examples from Industrial Organization. Working Paper (Prepared for Handbook of
Econometrics, Volume 6).

Scott, F.A. 1995. “Franchising vs. Company Ownership as a Decision Variable of the Firm.”
Review of Industrial Organization 10:69-81.

Serfes, K. 2005. “Risk Sharing vs. Incentives: Contract Design under Two-Sided
Heterogeneity.” Economics Letters 88:343-349.

Shepard, A. 1993. “Contractual Form, Retail Price, and Asset Characteristics.” RAND

Journal of Economics 24:58-77.



121

Singh, N. 1989. “Theories of Sharecropping.” In P. Bardhan, ed. The Economic Theory of
Agrarian Institutions. Oxford: Oxford University Press, pp.33-72.

Slade, M.E. 1996. “Multitask Agency and Contract Choice: An Empirical Assessment.”
International Economic Review 37:465-486.

Stiglitz, J.E. 1974. “Incentives and Risk Sharing in Sharecropping.” Review of Economic
Studies 41:219-255.

United States Department of Agriculture. 1997. National Resource Inventory. Washington
D.C.

United States Department of Agriculture. 1999. Agricultural Economics and Land
Ownership Survey. Washington D.C.

United States Department of Agriculture. 2001. 4 Guide for Users of 1997 NRI Data Files.
Washington D.C.

United States Department of Agriculture. 2003. Rural-Urban Continuum Codes. Washington
D.C. Last accessed by authors on May 3, 2006. Available at
http://www.ers.usda.gov/Data/RuralUrbanContinuumCodes/.

United States Department of Agriculture. 2005. Agricultural Statistics Data Base.
Washington D.C. Last accessed by authors on May 3, 2006. Available at
http://151.121.3.33:8080/QuickStats/.

Van de Ven, W.P.M.M., and B.M.S. Van Praag. 1981. “The Demand for Deductibles in
Private Health Insurance —A Probit Model with Sample Selection.” Journal of
Econometrics 17:229-252.

Wilde, J. 2000. “Identification of Multiple Equation Probit Models with Endogenous Dummy

Regressors.” Economics Letters 69:309-312.


http://www.ers.usda.gov/Data/RuralUrbanContinuumCodes/

122

ACKNOWLEDGEMENTS
The USDA-NASS and the NASS Des Moines Office kindly allowed me to use the AELOS
data set in the NASS Des Moines Office. I carried out the statistical analyses in the NASS
Des Moines Office, following the USDA’s confidentiality policy.

I am very grateful to my major professor Dr. Wallace Huffman for his strong
support and warm encouragement throughout this project. His comments based on his rich
research experience were always insightful and helpful in developing my research. It was
indeed precious experience for me to work with him on this project. This experience will be
my foundation for my research work in the future. I would also like to thank other
committee members, Dr. William Edwards, Dr. Philippe Marcoul, Dr. Jean Opsomer, Dr.
Peter Orazem, and Dr. Justin Tobias for their constructive criticisms. Their help has been
invaluable for me to organize and refine my ideas. Dr. Brent Hueth gave me an opportunity
to write a paper with him. His rich research ideas and dedication to quality research were
invaluable encouragements for me to keep working hard on our project.

Finally, I would like to thank my parents and sister for their constant support in my
pursuit of my doctoral degree. They were always there for me and supportive of my
decisions. Without their support, I could not have got over difficulties in the path to this

achievement.



	2006
	Incentives and contract design: a case study of farmland lease contracts in US agriculture
	Keita Fukunaga
	Recommended Citation


	tmp.1410287394.pdf.mJLCl

