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Chapter 3: On Property Rights

Dear Political Economic Digest Series participant,

Welcome to the third series of the Political Economic Digest. In the last series we discussed about
what really motivates people to do (or not to do) something. Incentives, as we learned, are the
reasons behind people’s activities and having well designed incentive system is a must for sound
public policies. In this series we are going to talk about property rights. Why are property rights
important? And what incentives do property rights provide for people to work harder and better?
How is protection of property rights related to economic prosperity?

“A property right is the exclusive authority to determine how a resource is used, whether that
resource is owned by government or by individuals.” Private property rights are very crucial to
economic growth and prosperity because they provide an incentive for people to make the most
efficient use of the resources and conserve them too. Without private property rights, people
have no incentive to work hard or make new inventions or find better ways of doing things.

The first reading is the third chapter of the Nepali translation of the book, “The Adventures of
Jonathan Gullible”, in which you’ll find about tragedy of the commons. Tragedy of the commons
is a situation which occurs when a resource isn’t clearly owned by anyone but is a common
resource and the resource is plundered by everyone. When a resource is owned by everyone, no
one cares to put effort and energy into its conservation or efficient utilization because the
rewards are likely to be taken by someone else. Tragedy of commons is a strong argument in
favor of property rights. Experience of communist countries shows that attempt to abolish
private property rights always ends in degradation of the available resources and impoverishing
people.

The second reading is a text extracted from the book “Common Sense Economics”, the authors
have explained the concept and importance of property rights with examples. Private property
rights are important because they encourage wise stewardship and also encourage people to use
their property productively. Property owners have a strong incentive to develop things that they
own in ways that are beneficial to others. Private ownership also promotes the wise development
and conservation of resources for the future.

The final reading is the first chapter of the book Mystery of the Capital, in which renowned
Peruvian economist Hernando DeSoto, explains how the absence of clearly defined property
rights is preventing the poor of the world from getting rich although they happen to have all the
necessary resources and capital required for creating wealth. De Soto notes, the poor people
around the world have properties worth more than $9.3 trillion but since they don’t have well
defined property rights, they have been able to use their properties to get richer.
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Questions to think about:

1. Do you think private property rights are important? What do you think is the role of
private property rights in the development of a country?

2. The success of community forests of Nepal in the protecting the forests, forest animals
and creatures and uplifting the living standards of the related community is well known.
Can you relate the role of property rights in the success of community forests? Why
weren’t the people concerned about the destruction of forests earlier although they are
actively protecting and promoting the forests now?

3. In contrast to the example of community forests, community-run schools have proved to
be a failure. Why do you think they failed? Has it something to do with property rights,
too? Do the people who run community schools also get to make incomes from the
schools like they do in case of community forests?

4. Our government has violated the private property rights several times in the name of
development and greater good of the people. The road expansion project can be taken
as one of the violations of the private property rights by the government. What are your
views regarding the violation of property rights by the government, the one who is
supposed to protect the rights of the citizens?

5. What do you think about the land ceiling laws? Do they promote or discourage the
efficient use of lands?

6. Does private property right benefit the poor? Or is it just for the benefit of the rich?

Happy reading! If you are interested to further explore this issue, we have lots of texts and visuals
on the subject at Political Economic Resource Center of Samriddhi. Feel free to drop by!

Note: Scroll below to find the readings!
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Importance of Private Property
(from the book Common Sense Economics, James D. Gwartney - Florida State University ,Richard
L. Stroup - Montana State University, Dwight Lee - University of Georgia)

The critical role of the legal system is to protect property rights. Trade depends on property
rights, and a legal system must protect property rights if an economy is to prosper. Property is a
broad term that includes ownership of labor services and ideas, including religious views, as well
as physical assets such as buildings and land. Private ownership of property involves three things:
(a) the right to exclusive use, (b) legal protection against invaders B those who would seek to use
or abuse the property without the owner’s permission, and (c) the right to transfer to (that is,
exchange with) another.

Private owners can decide how they will use their property, but private owners are held
accountable for their actions. People who use their property in a manner that invades or infringes
upon the property rights of another will be subject to the same legal forces that protect their
own property. For example, private property rights prohibit me from throwing my hammer
through the screen of your computer, because if | did, | would be violating your property right to
your computer. Your property right to your computer restricts me and everyone else from its use
without your permission. Similarly, my ownership of my hammer and other possessions restricts
you and everyone else from using them without my permission.

The important thing about private ownership is the incentives that emanate from it. There are
four major reasons why the incentives accompanying clearly defined and enforced private
ownership rights propel economic progress.

First, private ownership encourages wise stewardship. If private owners fail to maintain their
property or if they allow it to be abused or damaged, they will bear the consequences in the form
of a decline in the property’s value. For example, if you own an automobile, you have a strong
incentive to change the oil, have the car serviced regularly, and see that the interior of the car is
well maintained. Why is this so? If you are careless in these areas, the car's value to both you and
potential future owners will decline. If the car is kept in good running order, it will be of greater
value to you and to others who might want to buy it from you.

In contrast, when property is owned by the government or owned in common by a large group
of people, the incentive to take good care of it is weakened. For example, when the government
owns housing, no individual or small group of owners has a strong incentive to maintain the
property; no individual or small group will pay the costs of a decline in the value of the property
or benefit from its improvement. That is why government-owned housing, compared toprivately
owned housing, is generally run down and poorly maintained. This is true in both capitalist and
socialist countries. Laxity in care, maintenance, and repair reflects the incentives that accompany
government ownership of property.
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Second, private ownership encourages people to use their property productively. When people
are able to keep the fruits of their labor as private property, they have a strong incentive to
improve their skills, work harder, and work smarter. Such actions will increase their income.
Similarly, when people are permitted to keep what they earn, they will use land, buildings, and
other assets they own more productively.

Farming in the former Soviet Union shows how property rights stimulate productive activity.
Under the communist regime, families were permitted to keep or sell the goods they produced
on small private plots, which ranged up to an acre in size. These private plots made up only about
2 percent of the total land under cultivation; the other 98 percent consisted of huge collectively
owned farms where the output belonged to the state. As reported by the Soviet press,
approximately one-fourth of the total value of Soviet agricultural output was raised on this tiny
fraction of privately farmed land. This indicates that the output per acre on the private plots was
about 12 times the per-acre output of the state-owned farms.

Even a modest move away from state ownership toward private ownership produces impressive
results. In 1978 the communist government of China began a de facto policy of letting farmers
keep all rice grown on the collective farms over and above a specified amount that had to be
given to the state. In effect, the government turned a blind eye to farmers in the small village of
Xiaogang in China’s Anhui province. There, farmers began assigning responsibility for the
cultivation of particular plots of land to particular farmers, with each farmer keeping all
production above his contribution to the village’s quota for the state. The result was an
immediate increase in productivity. When the word got out, and the government ignored the
official policy against such “privatization,” the practice spread like wildfire, leading to rapid
increases in agriculture output and freeing farmers to move into non-agricultural sectors of the
economy.

Third, private owners have a strong incentive to develop things that they own in ways that are
beneficial to others. While private owners can legally do what they want with their property, they
can gain from actions that enhance its value to others. If they employ and develop their property
in ways that others find attractive, the market value of the property will increase. In contrast,
changes that others dislike, particularly if the others are customers or potential future buyers,
will reduce the value of one's property.

Consider the owner of an apartment complex. This person may not care anything about having
parking spaces, convenient laundry facilities, a nice workout room, or an attractive lawn and
swimming pool within the complex. But if consumers value these things highly (relative to the
costs of producing them), the owner has a strong incentive to provide them. These features will
enhance both the owner’s earnings — the rents — and the market value of the apartments. In
contrast, apartment owners who insist on providing only what they like, rather than the things
that consumers prefer, will find that their earnings and the value of their capital (their
apartments) decline.
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Why are college students willing to endure long hours of study and incur the cost of a college
education? Private ownership of labor services provides the answer. Because they have an
ownership right to their labor services, their future earnings will be much greater if they acquire
knowledge and develop skills that are highly valued by others.

Fourth, private ownership promotes the wise development and conservation of resources for the
future. Using a resource may generate revenue. This revenue is the voice of present consumers,
reflecting what they want from the resource. But future consumers, too, have a voice, thanks to
property rights. An owner of a resource, say, a piece of land that could be developed now or
developed later, may believe that it will be more valuable in the future. In other words, its
expected future value exceeds its current value. This owner has an incentive to conserve B that
is, hold back on current use B to make sure that the resource will be available when it is more
valuable. In a sense, the owner is heeding the voice of future consumers. Private owners can
increase their personal wealth by balancing the demands in the present with the potential
demand in the future.

Private owners gain by conservation whenever the expected future value of a consumable
resource exceeds its current value. This is true even if the current owner does not expect to be
around when the benefits accrue. Suppose that a 65-year-old tree farmer is contemplating
whether to cut his young Douglas fir trees. If the trees’ growth and the increased scarcity of wood
are expected to result in future revenues that exceed the current value of the trees, the farmer
will gain by conserving the trees for the future. As long as ownership is transferable, the market
value of the farmer's land will increase as the trees grow and the expected day of harvest moves
closer. So, even though the actual harvest may not take place until well after his death, the owner
will be able to sell the trees (or, more likely, the land including the trees) at any time, capturing
their increasing value.

For centuries, pessimists have argued that we are about to run out of trees, critical minerals, or
various sources of energy. Again and again, they have been wrong because they failed to
recognize the role of private property. It is instructive to reflect on these doomsday forecasts. In
sixteenth-century England, fear arose that the supply of wood — widely used as a source of energy
— would soon be exhausted. Higher wood prices, however, encouraged conservation and led to
the development of coal. The wood crisis soon dissipated.

Even when a specific resource is not owned, the market for other resources that are owned can
often solve problems. In the middle of the nineteenth century, dire predictions arose that the
United States was about to run out of whale oil, at the time the primary fuel for artificial lighting.
No one owned the whales, which were being hunted to excess on the high seas, and their
population was declining. As whale oil prices rose, the incentive for individuals to conserve
whales for the future was missing, because they did not own the whales. However, as the prices
increased, individuals had an incentive to find substitute energy sources. If they could own the
new energy source, they could obtain substantial revenues. With time, this led to the
development of kerosene, a drop in the price of whale oil, and the end of the whale oil crisis.
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Later, as people switched to petroleum, predictions emerged that this resource too would be
exhausted. In 1914, the Bureau of Mines reported that the total U.S. supply of oil was 6 million
barrels, an amount less than the United States now produces approximately every 20 months. In
1926, the Federal Oil Conservation Board informed people that the U.S. supply of oil would last
only seven years. A couple of decades later the Secretary of Interior forecast that the United
States would run out of oil in just a few more years. A study sponsored by the Club of Rome made
similar predictions for the world during the 1970s.

Understanding the incentives that emanate from private ownership makes it easy to see why the
doomsday forecasts have been so wrong. When the scarcity of a privately owned resource
increases, the price of the resource will rise. The increase in price provides producers, innovators,
engineers, and entrepreneurs with an incentive to (a) conserve on the direct use of the resource,
(b) search more diligently for substitutes, and (c) develop new methods of discovering and
recovering larger amounts of the resource. To date, these forces have pushed doomsday ever
farther into the future, and there is every reason to believe that they will continue to do so for
resources that are privately owned.

A legal system that protects property rights and enforces contracts in an evenhanded manner
provides the foundation for capital formation and gains from trade, which are the mainsprings of
economic growth. In contrast, insecure property rights, uncertain enforcement of agreements,
and legal favoritism undermine both investment and gains from trade. Throughout history,
people have tried other forms of ownership such as cooperatives, socialism, and communism.
These experiences have ranged from unsuccessful to disastrous. To date, we do not know of any
institutional arrangement that provides individuals with as much freedom and incentive to serve
others by using resources productively and efficiently as does private ownership within the
framework of the rule of law.



https://www.youtube.com/watch?v=jnjPFZV8Wqo
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