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This process of designating property rights is far from static. It encompasses a
fluid and ever-changing attempt to define new property rights, in order to
accommodate new cost-benefit possibilities. Frankel Paul, Ellen (1987), Property
Rights and Eminent Domain, New Brunswick: Transaction Books, p.215.

It is common ground amongst economists that property rights are pre-
requisites to markets. Without them, no exchange would be possible and
incentives to produce would be lacking, since everyone could reap the fruits
of someone else’s labour.! Beyond these observations, property rights seem
to be taken for granted: they are supposed either to be there, with the State
taking charge of their enforcement, or altogether absent. In neoclassical
discourse, property rights are given as one of the conditions which have to
be fulfilled for optimal welfare to be attained: ‘(8) [Rlesources are held in
private property with all rights defined and assigned; and (9) prevailing laws
and property rights are fully enforced through the state’, as it is stated in
the introductory chapter of a recent treatise on law and economics.? In
Austrian discourse as well, property rights seem to be part of the scenes d
faire to be put in place by the stage hands (State hands?) before economists
make their entry. This view is surprising, considering the mistrust with
which the Austrians generally view government and the tasks it assumes.
In the course of history, many new objects have seen the light as a result
of entrepreneurial discoveries. Different objects call for different property
rights, as summary examination of rights in movables (chattels) and rights
in immovables (real property) shows. New objects may require new forms
of property rights. Can government be expected to know what rights are
required for new objects any better than they know what goods and services
should be produced? Should not the calculation debate make us wary of the
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idea that government will produce the right property rights just in time? To
turn the question round, should one not expect the entrepreneurial spirit
driving the market process also to be at the heart of the process whereby
the property rights order is extended to new objects, making them market-
able? Surely that process is not limited to lobbying and counter-lobbying
the authorities on new rights.

This is the puzzle to be tackled in this chapter. As a first step, however, it
will be useful to clarify the different meanings given to the term ‘property
rights’ by lawyers and by economists.

14.1 PROPERTY RIGHTS
14.1.1 Property Rights, in the Economic and in the Legal Sense

Property rights or rights of ownership, in the usual legal sense of these
terms, are the institution which bundles the main rights governing the use
of a specific object and of the fruits resulting therefrom. In civil law coun-
tries, the institution is anchored in the Civil Code. The Quebec Code, for
instance, provides in article 947:

Ownership is the right to use, enjoy and dispose of property fully and freely,
subject to the limits and conditions for doing so determined by law.

The comparable article 544 of the French Civil Code shows its revolution-
ary origin in a much starker formula:

Ownership is the right to enjoy and dispose of property in the most absolute
fashion, provided one does not make a use of it which is prohibited by law or
regulation.

These broad formulas must not be taken to mean that owners have unlim-
ited power to do as they please with their property. The tail end of the arti-
cles points to restrictions designed to curtail various forms of externality,
through rules dealing with common problems between neighbours, with
trespass and nuisance, with zoning and other forms of regulation.
Historically, as Mattei has been at pains to explain, the absolutism of the
natural law formula, legacy of the French Revolution, soon made way for
a more practical, conflict-solving approach, which is the proper domain of
lawyers.3

The owner, in the legal sense, of an object or a resource is the main rights
holder with respect to it. To determine how the resource will be used, it
would seem apposite to look at the decisions made by the owner. In some
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circumstances, this heuristic has turned out not to be helpful to economists.
In studying decentralized socialist enterprises in the former Yugoslavia, for
instance, one does not get very far, as Furubotn and Pejovich made clear in
the early 1970s,* by examining policies adopted by the State, nominally the
owner of the capital goods. It is more to the point to look at the preferences
and decisions of the workers, who were in charge through the Workers
Council of the policy decisions for their firm. Focusing on the workers, one
can readily explain why such firms were loath to let workers go in circum-
stances which would make such a decision seem logical for a comparable
Western firm: the workers making such decisions would cut the branch on
which they were sitting.

More puzzling is the question of why the firms did not maximise worker
salaries, but instead retained some profit as savings for future investments.
Why would workers invest in capital goods they did not own? As Furubotn
and Pejovich explain, workers would find this to be in their interest in so far
as it maximised the present value of the income stream paid to the average
employee.’ Their conclusion is that the behaviour of the Yugoslav firm is
explicable in terms of rational decisions by persons who actually control
the use of the resources in the firm. The heuristic Furubotn and Pejovich
draw from this insight is that, to explain the behaviour of the firm, one must
look at the ‘property-rights structure’.®

It is clear that the term ‘property-rights structure’ is not used here in its
legal sense. Property rights, in this usage, mean ‘decision authority’,” the
actual power to control the use of a good and to appropriate the fruits.
Property rights are a descriptive term, more general than ‘right of owner-
ship,” as Furubotn and Pejovich observe.®

We are here at the root of two distinct uses of the term ‘property rights’.
The broadest meaning is economic: actual power to controf or affect the use
of an object, or some aspect thereof. More than one person may hold such
property rights in a resource; these rights may be, but need not be, desig-
nated as property rights in legal parlance. By contrast, ‘(private) property
rights’, in the legal sense, or the right of ownership designate the legal
institution in which the main economic property rights in a resource are
bundled in the hands of a single title holder. The title holder may call on
the enforcement power of the state to have his right protected from fraud,
theft or violence by other persons and to seek sanctions for non-perfor-
mance of contracts regarding his property. According to traditional legal
doctrine, ownership has the three attributes of wusus (decision on use),
Sfructus (right to the fruits) and abusus (power to transfer the right to
another person).

Goods held in private property are to be contrasted with res communes,
goods which may be used by everyone but are not open to private
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appropriation. Water in streams is a traditional example of such a good. Inr
the literature dealing with the economic analysis of law, the term ‘common
pool resources’ or ‘common property’ is sometimes used for these situa-
tions.? Such goods may be ‘club goods’”: goods in common use amongst
members of a restricted group (the club), but closed to outsiders. Even
where common property goods have no clear owner in the legal sense, it still
makes sense to inquire who can use them, that is who has property rights
in the economic sense. The ‘tragedy of the commons’ is based on an analy-
sis, in terms of economic property rights, of the consequences of the
absence of (legal) private ownership.

Goods held in private property in this legal sense may also be contrasted
with those which are not currently subject to a property right, but can be
appropriated by one who takes possession of them. This is the res nullius,
of which wild animals and abandoned goods are examples. Such goods
may be said to be in the public domain.

The idea of the public domain has a subtler application. In a world of
costly transactions, the boundaries of private property rights cannot be
profitably delineated and supervised to the full extent.!% In the interstices,
the uncontrolled elements or attributes in the use of the good are left, as it
were, in the public domain and any person can try to ‘capture’ them. “The
opportunity for wealth capture is equivalent to finding property in the
public domain.’!! Economic theory predicts that all persons will attempt to
capture such gains.

In contractual settings as well there is room for a ‘public domain’. A
person who controls the use of an object may find it profitable to allow
another person to use it, or to exploit it with the help of another person.
To this end, the owner enters into an agreement with the other person. The
agreement defines the permissible uses for the other person, and thereby
confers on him or her some economic property rights. The contract can
provide rules for the major known and foreseeable contingencies. All others
are left open, as not worth bothering with. Uses not specifically provided
for are ‘in the public domain’ as between the contracting parties and can be
captured by the non-owner contracting party, if it looks profitable. Such
‘capture’ gives him or her economic rights beyond those explicitly con-
tracted for. ‘Shirking’, ‘loafing’ and other forms of opportunistic behaviour
are examples of this phenomenon.

In a lease, for instance, one cannot profitably spell out all permissible uses
of the leased object. The lessee has an interest in maximising the utility he
or she can draw from the rights explicitly conferred by contract as well as
from all unregulated uses of the leased object. The situation may be restated
in terms of economic property rights. The lessee can exercise such rights on
all aspects of the use or attributes of the leased object which are not specif-
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ically reserved or regulated and subject to the (legal) owner’s supervision.
Economic theory would lead one to expect that, within the boundaries set
by the terms of the contract, lessees would capture as many economic prop-
erty rights as possible and turn these to their most profitable use for them-
setves. The extent to which lessees can engage in such behaviour varies, of
course, with the nature of the leased object and its known uses.

Conversely the theory would predict that lessors would specify the con-
tract to the extent that the cost of doing so is offset by the value of known
uses they can regulate, and thereby turn to their advantage by including
them in the leasing fee. Lessors may be expected to choose between different
contracting formulas according to the costs of each (the monitoring that
they would require, for instance) and the possibility each offers of turning
particular uses to their advantage. By way of example, consider the
different incentive structures created by ordinary residential leases (flat
monthly fee), shopping centre leases (flat base fee plus percentage of gross
revenue of lessee), share tenancy agreement (splitting of net profits) and so
on.12

Uses not regulated in a contract are left ‘in the public domain’, at least
as between parties. One must presume that this reflects a choice based on
expectations of costs and benefits. Yet as a result of technological or other
changes, these costs and benefits may shift over the course of the contract,
and with them the range of uses which it is profitable to capture. This may
be a source of friction between contracting parties, as each attempts to
capture the newly profitable attribute.!?

The theory of economic property rights has considerable generality and
is applicable to a wide range of phenomena. It encompasses the theory of
agency, as Barzel aptly observes.!4 Similarly, free riding can be seen as use
of one’s (economic) property rights, in this case at the expense of other
rights holders in a common object or venture. Economic property rights
help to understand how shareholders, managers and creditors, secured or
unsecured, in the firm behave towards one another. The theory is applica-
ble to market economies as well as to non-market economies, although the
constraints on the property rights and the contents of contracts may be
more difficult to discern in the latter than in the former. The theory is sim-
itarly applicable to the public as well as to the private sector. The essential
difference between the two is that ‘[iln the private sector, producers are more
readily given the opportunity to assume the entire direct effects of their
actions. In the government sector, people assume a smaller portion of the
direct effect of their actions. Both systems reflect the outcome of the
actions of maximizers.’t5

To sum up, economic property rights are a descriptive term referring to
the power to control all or part of the use of a particular object and to draw
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the fruits therefrom. Economic property rights are a micro term. Legal
ownership, by contrast, is a macro term for an institution bundling a range
of economic rights. Economic rights are present in all scarce resources.
Several people, the legal owner being one of them, may have such rights in
the same object. Economic theory predicts that people will maximise the
value of their economic rights, which includes capturing as many of them
as they can. Economic rights can be captured because the official structure
for controlling the use of an object cannot fully specify nor effectively
monitor all uses. Where the official title holder to a resource expects it to
be profitable to delegate its exploitation in whole or in part to another
person, the contract cannot fully specify the permissible uses. In all these
instances unspecified, or not fully specified and monitored, uses are avail-
able for contract partners and outsiders to capture. Symmetrically, the
theory directs attention to the official rights holders’ incentive, through
monitoring and contracting, to avoid undue capture by others and to maxi-
mise the utility they draw themselves from their holdings. The theory of
economic property rights helps us to explain how scarce resources are in
fact used.

The exercise and shifting of economic rights, as well as their ‘capture’, at
the margin, in the space left open by explicit arrangement, take place
against the backdrop of by and large stable assignments of legal property
rightsin resources to particular persons. The idea of private property rights
— assigning to specific persons the decision of what to do with particular
things, rather than leaving them available to any comer — is known in all
societies. Even in the earliest societies, such rights existed for clothes and
weapons.

Game theory allows us to understand why the institution of private
property rights should have been discovered in such a variety of contexts.
Exclusive assignments solve potential conflicts over who shall use a non-
divisible good (a chicken game) and over shirking and monitoring in
resources exploited as common property (a multi-person prisoner’s
dilemma).!® Interaction problems of these kinds arise in every society.
These considerations do not explain why it has seemed profitable to pre-
serve this institution of private property rights over time and, indeed, phe-
nomenally to extend its range in our own society, which is based on
arrangements very different and much more complex than those in which
the institution was first discovered. The reason for this is presumably that
private property rights offer a comparative advantage in the enterprise of
husbanding scarcity in most known circumstances. They provide decentral-
ised incentives to manage existing goods wisely and to invent new goods
and uses. Through the market system they lead to prices, which provide the
signals used by entrepreneurs in deciding where to attempt their ventures.!’?
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These advantages may have been learnt over the course of history, even
though we have been able only recently to articulate them,'®

Currently, private property rights are the institution of first choice when
it comes to managing resources which have newly become scarce, that is,
given to multiple uses or coveted by multiple potential users. Scarcity may
give rise to dispute or conflict. Dispute or conflict over a resource signals
its emerging scarcity. It may be solved, or altogether avoided, by establish-
ing property rights over that resource: they attribute the decision about the
use of a resource to a particular person or group of persons.

14.1.2 On the Nature and Role of Fences!?

The essential prerequisite for private property rights is a reasonable
measure of exclusive control at acceptable cost. Where this' condition
cannot be met and the resource is nonetheless scarce — given to multiple
competing uses — it will have to be exploited as common property. Where
access to common property can be limited to a particular group of persons,
it will be run as a ‘club good” with strict rules about how and how much
each interested person or club member may use it.20 Where this is not fea-
sible, we may run into serious problems such as we now face with respect
to environmental resources or fish stock.2!

In the case of land, exclusive control is typically secured by means of a
fence. Fences of some sort — they may be ditches - are a necessary and nor-
mally also sufficient condition for creating property rights. New fencing
techniques make new property rights viable or old ones more viable. They
may give rise to striking improvements in the use of scarce resources.
Consider, by way of example, the spectacular success of the invention of
barbed wire for cattle breeding in the American West.22

Conversely, old fences may become too costly to maintain and be aban-
doned. The resource or attribute which is no longer fenced in slides into the
public domain and can be freely used, or may be made into a ‘club good’.
Barzel mentions several examples of such a develoment.?? Salt and pepper
are freely available to one who has a meal in a restaurant. The cost of mea-
suring and pricing their use is not worth it under current conditions, even
though four centuries ago these spices were amongst the dearest consump-
tion items. Seats in cinemas are no longer specifically attributed. Anyone
who has bought a ticket can choose the best seat available without extra
charge. For operas and plays, where tickets are considerably more expen-
sive, individugl seating is still the rule. Somewhat further removed is the
case of rights over one’s land. With the advent of aeroplanes, it was con-
sidered too costly to collect fees from overflying aeroplanes.?* The space in
which they fly has been taken away from the land owners and effectively put
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in common use for aircraft operators, subject to strict (government) rules
about how it may be used.

Fences may be physical stops. In the world of software, copy protection,
electronic ‘water marking’ and encryption are such fences. But as the dis-
cussion about economic rights should make us realise, fences need not be
physical stops.’ A contractual arrangement by which one party gives the
other access, under strict conditions, to a trade secret in his possession acts
as a fence. Associations may be the depositories of protected knowledge
which they make available to members under strict rules. The association
rules act as fences.2® Generally ‘institutions are enforcement technologies
too, and they are often generated intentionally to reduce transaction costs
and thus increase the value of assets’.?’ In the software world, updating
policies restricted to registered users of legitimately acquired copies of the
product act, to an extent and in conjunction with other measures, as a fence
for it.28 Legal sanctions, be they civil action to protect trade secrets or to
halt ‘parasitic activities’, or criminal prosecution of ‘pirates’, or the threat
of such actions, act as partial fences as well. Fences may need to be ‘mon-
itored’. ‘Monitoring’ is part of the cost of that fencing technique and
weighs in as one element to be considered in the choice amongst fencing
techniques.

In what follows, the term ‘fences’ will designate a range of devices, tech-
niques and arrangements invented and used to secure some measure of
exclusive control over a scarce resource. Fences seem to behave like other
economic goods. Bringing new ones to the market is an entrepreneurial
gamble. Existing fences may become obsolete when newer ones are put into
service. To illustrate obsolescence, consider how the physical fence provided
by the printing process in earlier days is cracking under the impact of
photostatting and other copying techniques. To say that a property right is
‘technologically dated’ may mean merely that the fencing technique on
which it relies is no longer as good as it once was.

How good is ‘good enough’ in fencing? We like to think that a fence shuts
out hermetically, but this need not be so. A property right may be viable
even where the fence is not foolproof.?? The risk of burglary does not stop
people from buying homes, although the risk of recurrent looting probably
would. The “holes in the fence’, as well as the expense of activities (for
example, monitoring, patrolling) designed to reduce losses due to what slips
through those holes (pilferage), are simply costs of running the property to
the owner. Property rights are worthwhile so long as they offer a net return
over cost comparable to other possible investments. Closing a hole in the
fence may be costlier than the losses it will prevent. To put it in Barzel’s
terms, it is all a matter of how economic rights are split between the
nominal owner and others with some access to the good.
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A similar reasoning determines whether a new fencing technique is
worthwhile. It is, if the increased revenue the fence allows one to draw from
the property is more than what is necessary to offset the additional cost of
the new fence, net of savings due to the abandonment of earlier fences.?®

These considerations have a bearing on what is happening on the
Internet. The Internet changes the effectiveness of fences which can be used
to secure intellectual property rights. Traditionally, copyright laws dis-
tinguish amongst several kinds of object of intellectual property rights.
Section 5 of the Canadian Copyright Act, for instance, recognises four
kinds: literary, dramatic, musical and artistic works. The distinction corre-
sponds in part to differences in the fences used.

The Internet, and more broadly information technology, transforms all
information into a single, digital form. The digital form can be copied and
transmitted with an ease that shatters the delicate legal machinery engi-
neered to reign in misuse under older fencing technologies. One can only
agree with Lance Rose that [t]he Net did not introduce low-cost, anony-
mous infringement to the world. Anyone can buy a photocopier, tape deck,
or computer and become a small-time infringer who’s almost impossible to
detect.’3! But the Internet accelerates the corrosion of the older fences and
creates the appearance of an open field in which all take whatever they can
click their mouse on.

Does the Internet spell the end of property rights? The old fences may
not work so well any more. Yet information, while apparently abundant
once in existence, still needs to be created and the creator needs to be
encouraged. Information is scarce in that sense and calls for property rights
or other institutions to cope with scarcity. The software industry, in spite of
a significant shareware market and allegedly rampant piracy, does not
appear to be moribund. Apparently a solution exists in practice.

14.1.3 Fences and the Law

If the old fences no longer work so well, one reaction is to cry to heaven
that pirates are upon us and that the very foundations of civilisation, which
are property rights, are being undermined. And to call the police (or the
secret service).

Should the police — and by extension, the law — be on call to shore up
property rights based on crumpling fences? My reading of history is that
the law does not generally do this. As a matter of principle, I believe it
should not. Epstein expresses this idea as the simple rule that ‘you take what
you can get’.3?

But, one may ask, is not the role of government in Western societies to

protect property rights? The answer must surely be affirmative.
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The very foundation of the state rests upon the publicization — the shift from the
private to the public sector — of much of the costly patrolling and monitoring
dictated by the need to protect productive assets from being redistributed to
intruding claimants. Were it not for this state policing that we call /aw, human
systems of property never would have advanced beyond mere territorial seques-
terings backed by local preponderance of power.??

The point is that these services merely supplement the more basic efforts of
rights holders to secure their property rights themselves.3* If laws and law
enforcement power are available to shore up rights where owners cannot
‘fence’ for themselves, we are overstepping the boundary separating legiti-
mate property rights from illegitimate rent-seeking.3’ Rights procured as a
result of rent-seeking could not subsist in the market. Competition would
weed them out. They subsist merely by the grace of the coercive power of
the authorities and procure artificial advantages or revenue. Law enforce-
ment should be available for gross violations of property rights through
violence or fraud; the basic fence is to be set up and patrolled by the owner
and backed by civil action against violators.

Elsewhere I have termed this the ‘realism’ of the law.3¢ Law enforces solu-
tions that basically work, not those which have broken down. ‘Copyright
was never meant to stop people from repairing or reselling or reading or
using material in customary ways.”37 Law specifies the boundaries between
neighbouring property rights only in so far as disputes or conflicts have
actually arisen between neighbours. Law is realistic in other ways as well.
It has to rely on rules that can be understood and applied by people of
varying ability in different contexts. Such rules must be kept simple.3

142 THE EMERGENCE OF PROPERTY RIGHTS

The question we now face is how we discover the form new rights should
take. Existing property rights — in houses, cars and so on — are anchored in
written texts of statutes and cases, presumably because of the relative cer-
tainty such instruments offer. At the margin, novel problems about such
rights can be solved by merely extending the logic of the existing rights. But
this approach is not comfortably applicable to innovations that embody
substantial novelty.

It is tempting to claim that in the face of such uncertainty the legislator
must step in. And this is indeed the approach often taken in practice, as
Riker and Sened argue taking the example of airport slots.3 But on what
knowledge could legislators base themselves to enact the appropriate
statutes? Public choice theory suggests that organised groups are more
likely than individuals to make themselves heard in public discourse as well
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as before the legislature and its committees. This, in turn, must make us
wary of the idea that the legislature necessarily balances all relevant inter-
ests fairly.*0 It is sensible to require the legislature to consolidate arrange-
ments developed and found satisfactory in civil society; it is hardly sensible
to expect it to invent them.

Judicial decisions fare no better. How will judges come by the informa-
tion required to balance, without arbitrariness, the as yet incompletely
articulated interests of groups that may or not be parties to the trial? Not
surprisingly, the judicial process operating under such constraints has been
likened to central planning: navigating in the dark.%!

The experience necessary for the choice amongst possible arrangements
must be generated in society, amongst persons who have to live and work
with the arrangements we are looking for.#2 The question then is what tools
interested persons have at their disposal to generate the experience with a
novel form of property right, to show that it works and to seek its enact-
ment in a statute as a form of consolidation. This, I submit, is a discovery
process which ought to be of interest to Austrian economists. I want to
illustrate it by means of developments on the Internet.

14.2.1 A Simple Rule: Build your own Fence

If the old fences no longer work very well and the law is not available to
shore them up, there appears to be vacuum. This does not mean a break-
down of law and order. The Internet may have no constituted central
authority and hence be anarchic in the true sense, but it is by no means an
orderless place. On the contrary, surfing on the Net, one is struck by the
efforts within discussion groups — repeat players, to use the language of
game theory®? — as well as on major commercial sites such as the Amazon
bookstore, to discover the proper norms that should govern their dealings.
It is true that, at the outer edge of this process, there are penalising com-
munity sanctions such as ‘flaming’ one who clearly oversteps the bound-
aries of what others find proper. The systems operator may even exclude a
person from access to the server. But these severe sanctions are exceptional.
The dominant impression is one of communities looking for the rules they
should live by, creating their own order. For those willing to see it,
spontaneous orders are being built here.*

With regard to property rights, the point of the story is that those who
seek to make money with novel products for which no known rights and
fences exist, can nonetheless create ‘experimental rights’.*> Given that they
control their product at the outset, they can design new fences, using
devices and techniques available to them as part of the existing property
rights order as well as contractual arrangements. By controlling the most
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obvious ways in which each kind of fence can be jumped, the creator
effectively obtains the equivalent of a legal property right, or an ‘experi-
mental right’. The fences must secure them sufficient control to bring the
product to market and make a profit from it. The realm of property rights
can thus be gradually extended by directly interested persons themselves.
They can use freedom of contract and existing property rights in anything
that can be used as fencing material to secure these ‘experimental rights’.

Understandably, interested persons will try to collect revenue only in
places where they have a realistic hope of creating effective fences. New
fencing techniques may lead to new divisions between what is product — to
be paid for — and advertising — offered freely to induce sales of the product
(or because one cannot hope to control its use and abandons it to the public
domain). John Perry Barlow submits that only live information is paid for:
consultations of doctors and other professionals; live performances of
artists. Dead information should be freely available.#¢ Could one not read
this distinction, more mundanely, as a matter of where, with current knowl-
edge, one can hope, at acceptable cost, to create effective fences and collect
revenue? At all events, where to collect your revenue and what to treat as
advertisement (given away free) is a matter of private entrepreneurial deci-
sion and enters into the calculation of whether a given creative effort is
worthwhile.

In keeping with the innovative spirit on the Internet generally, one must
expect much experimentation with new fencing techniques. This is indeed
happening. Witness the appearance of demo or light versions of software
alongside more fully equipped ‘commercial’ versions, as, for example, are
proposed for Eudora and Netscape; ‘water marking’ of graphics by insert-
ing indelible code inside the normal code. Microsoft is said to have inserted
in Windows 95 a small worm program to interrogate computers on a
network and report back on what programs are run on them (and, presum-
ably, whether the copies are legal). Some databases are ‘sponsored’ by
organisations that collect their money elsewhere: West Publishing sponsors
the listing of American lawyers on the Internet; many databases are created
by university people, for whom this fulfils part of their academic obliga-
tions. Wired sells its monthly publication with the colours and the graph-
ics; the basic text is subsequently available without cost by FTP:
community service, sharing philosophy or advertisement?

In the logic set out here, it falls to the interested persons to make the first
moves towards the recognition of these new rights. They should erect their
own fence. Legislators, the authorities generally, should not step in at this
stage. Their role, at a later stage, is to recognize or acknowledge the new
right once sufficient experience has built up for us to ascertain how the
‘experimental rights’ work in practice. Legislation may then simplify the
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multitude of forms that practice comes up with (a coordination problem)
or lend its force to efforts to put a halt to a margin of fraud that new
developments inevitably attract. The courts should similarly limit them-
selves to sanction only the grossest violations and resist drawing liberally
on open-ended concepts such as ‘unfair competition’ and ‘parasitic activi-
ties’. This restraint is part of the ‘realism’ of the law.

Once new rights have been recognised in law, they form part of the
arsenal from which, at a later date, elements may be used to fashion fences
for as yet unimagined new objects. The property rights logic is thus indefi-
nitely extensible to new objects.

The logic of ‘build/mind your own fence’ is historically apparent, 1
submit, in property rights in land and other assets.*’ It also appears to be
part of the traditional trade secret law. If you seek remedies against a vio-
lator of your trade secret, you will have to show that you took the proper
steps to keep the knowledge in question confidential: warnings, restricted
access, numbered copies and so on. The law merely supplements your
efforts at creating your own fence. It is this restraint in the law that guards
it from being a mere tool for rent-seeking.

One may find it regrettable that no official rights are available for appar-
ently desirable creative activities. But this very vacuum constitutes the spur
necessary to stimulate the search for new types of fences. The reward avail-
able for the fence maker is part of the revenue that the creator or distribu-
tor hopes to draw from marketing the as yet unexploited or newly fenced-in
creation. One must not pierce this vacuum by creating legal rights too soon,
since that would kill the process by which the proper scope of new rights is
discovered.

14.2.2 On the Limits of Property Rights and their Discovery

If everything is ‘up for grabs’ by whoever can come up with a fence for it,
will we not slide into ‘undue information lock-up’?*® The issue arises
because of the cumulative nature of knowledge. Current inventions build
on earlier ones, indeed may incorporate them. Too strict rights on inven-
tions or other creations, while encouraging current creators, may hamper
future creative efforts. The property rights logic competes with the free flow
of information.* Private property rights in information may also conflict
with other kinds of property rights, for instance where personal informa-
tion (privacy, reputation, one’s image) is concerned.

What concerns me here is the procedure by which we arbitrate between
these competing values. If new rights are to emerge at the initiative of inter-
ested persons, rather than by legislative or judicial decree, then surely
it would be essential to show that the boundaries, too, may be reliably
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discovered through such a decentralised process and codified into law only
later, on the basis of practical experience. How do we come by this informa-
tion?

We might conduct surveys on questions such as whether interfaces ought
to be protected by intellectual property rights. Surveys like that have been
conducted and the results come as a rather surprising contrast to public dis-
course clamouring ever greater piracy and the need for clamping down on
it, in law as well as by police measures.? This suggests that public discourse
does not necessarily reflect the interests of people in the field.

How then to arrive at the proper balance? We should like to find it in
arrangements worked out amongst persons who can be creators as well as
borrowers of new creations. The dual roles would tend to create something
like a “veil of ignorance’, preventing rules skewed one way or the other. A
proposal to this effect has been put forth by Jerome Reichman 3! It provides
for associations within each branch of innovative industry setting terms on
which discoveries by members are available to others. Robert Merges has
documented the existence of several such associations in recent American
history.52

The risk with the associations is that they come to be dominated by the
less innovative members and that the rules will be skewed towards the
borrowers. This would lower the incentives to innovate, to the detriment of
the general public. The history of the mediaeval guilds shows that the risk
is not imaginary.33

Competition law has been used as a weapon against such trade associa-
tions ‘conspiring against the public interest’. But the record of antitrust
prosecution in the United States in particular is not encouraging.>
Antitrust law has been used by companies in a branch of industry to get
the Justice Department to prosecute their more innovative competitors and
thereby stifle their competitive advantage. It happened to IBM two decades
ago and appears to be happening to Microsoft now. On this reading,
competition law is used, as public choice theory would lead one to expect,
as yet another weapon in the competitive struggle for market share.

To guard against the risk of associations stifling innovation, membership
in them should not be mandatory. A member — in particular an innovative
one ~ should be free to exit and to form a new, competing association.>
Competition, here as elsewhere, is a discovery procedure, in this case of
what rules we want.

It might appear that the rights which associations or individuals exercise
lead to ‘undue information lock-up’. Yet one should resist the temptation
to legislate in order to counter it. Robert Merges tells the story of compul-
sory licensing introduced in the United States for certain classes of musical
works (the ‘juke box’ licence) and television programmes.®® The associa-
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tions in charge of collecting royalties were judged to be insufficiently forth-
coming with licences. The difficulty leading to this legislative intervention
was, in his view, a matter of developing institutions that would have
reduced the transactions costs associated with collecting royalties. This
problem is best left to the interested persons to solve. It may take time and
some may get impatient with what they see as an abuse of power or monop-
oly position. Yet the alternative has its own problems. Compulsory licences,
once introduced in a statute, are difficult to remove from it: the beneficia-
ries have a financial interest to lobby against removal. Moreover, the com-
pulsory licence granted to one group may lead another, as public choice
theory would predict, also to seek salvation through the political process
rather than the market.

CONCLUSION

This chapter has attempted to clarify the use of the term ‘property rights’
in economic and legal discourse and to show how new property rights can
be discovered as other innovations create a need for them.

Property rights are used in economic discourse as a descriptive term des-
ignating the power to affect the use of a particular object. The concept is
helpful in explaining how an object will be used, since it directs attention to
all persons, besides the nominal owner, whose decisions affect that use.
Economic theory predicts that each actor will attempt to capture freely
available economic rights and to maximise the utility he draws from his eco-
nomic rights.

Private ownership is the legal institution in which the main economic
property rights in an object are bundled and attribuied to a single title
holder. Violation of such rights allows the owner to call on the enforcement
power of the state and the judicial system to have sanctions applied. Private
ownership may be opposed to ‘public domain’, in which anyone may
appropriate the object, and to ‘common property’, where members of a
particular group, but no outsider, may use the object subject to usage rules.
Attributes of owned objects may be abandoned to the public domain where
monitoring or policing the attributes is not worth the owner’s trouble
because the utility gained thereby is outweighed by the cost.

Theory predicts that for resources that have newly become scarce, inter-
ested persons will seek to establish new private property rights. The essen-
tial condition for a property right is a measure of exclusivity, that is the
practical possibility to prevent outsiders from using it. Exclusivity may be
created in a variety of ways: physical fences, but also contractual arrange-
ments, marketing techniques and the legal system. Since new techniques for
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ensuring exclusivity allow new objects to become marketable and hence
profitable, the forces driving innovation generally should also drive the
search for new fencing techniques.

Physical control of a resource (exclusivity) and freedom of contract give
one the power to create an ‘experimental property right’ in an object. This
allows practical experience to be accumulated to show how well it actually
works. This experience is all the more credible as it accumulates in circum-

stances where participants are under something like a veil of ignorance:

now innovator, now imitator of innovations by others. This credibility is
important at the point where the legislator is invited to enact the ‘experi-
mental right’: one must be able to distinguish a true property right, driving
market forces, from a ‘right’ translating a political rent, which would not be
sustainable in the market and is detrimenta! to it.

Altogether the paper argues that the property rights order can be
extended to new objects by a decentralised discovery process. Much current
activity on the Internet should be seen as evidence of this process: experi-
mentation with new ‘fencing’ techniques which are expected to support new
forms of property rights.
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