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Summary:
Theory of ownership focused on the ability of different groups of “patrons” to effectively 
control the firm, as well as on patrons’ ability to exploit ownership of the firm.
Question:
Why are most firms owned by patrons?
Own: the right to control the firm and the right to appropriate the firm’s residual earnings
Patrons: all who transact with a firm, either as purchasers of the firm’s products or as 
suppliers to the firm of some factor of production, including capital
Hypothesis:

• Ownership relationship can be used to mitigate transaction costs in market 
contracting, but ownership can also have costs.

o Costs of market contracting: (1) market power, (2) ex post market power 
(“Lock-In”), and (3) asymmetric information

o Costs of ownership: (1) monitoring, (2) collective decision-making, and 
(3) risk-bearing

• Most efficient when ownership is assigned so that total transaction costs (costs 
of market contracting for non-owners and costs of ownership for owners) for all 
patrons are minimized.

“Test” of Hypothesis:
• Observe the prevalence of investor-owned firms.

o Mitigate problems of asymmetric information and lock-in (contracting 
costs for capital high compared with contracting costs for other inputs 
such as labor and products).

o Market power rarely occurs in competitive capital markets.
o Diversification of risk and owners share a single, well-defined objective: 

maximize firm’s earnings.
o Investors in poor position to supervise the firm’s management (seldom any 

other group of patrons who are in a better position to assert control).
“Rule Out” Alternative Hypotheses: 

• Check that the existence of other ownership structures such as consumer-owned 
firms, worker-owned firms, utilities, insurance, and nonprofits is in line with 
hypothesis.

o With serious imperfections in the firm’s product or factor markets, better 
organized as a consumer or producer cooperative or as a nonprofit

o When a group of patrons other than suppliers of capital is in a good 
position to exercise collective control and with low costs of market 
contracting, better organized as consumer or producer cooperatives

Possible Quantitative Analysis:
• How does an exogenous change in transaction costs (due to changes in regulation, 

technology, industry dynamics, etc.) change the ownership structure of affected 
firms?

• Worries of endogeneity, such as due to reverse causality, thus need a truly 
exogenous change or a good instrument.


