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Markets and Property Rights 

1. Fundamental questions of property rights 

 Examples 

 Four fundamental questions  

2. Legal content of property rights  

 Protective rules  

 Property rules and markets – Private road example 

3. Markets and market failure 

 Perfectly competitive market  

 Market power and monopolists 

 Public goods  

 External effects  
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Example 1: Ownership of Sheep 

 In a remote valley of the Swiss National Park a sheep was born in a joint 

flock of sheep; to whom does the sheep belong? 

 The owner of the sheep‘s mother  

 The owner of the sheep‘s father  

 The shepherd who tends the sheep  

 The municipality that has leased the land from the federal government  

 The federal government due to its ownership of the national park  

 The sheep was killed by a wolf, the owner claimes compensation, who 

has to pay? 

 The shepherd 

 The municipality because the sheep was killed on its land  

 The organisation which returned the wolf to the wildness 
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Example 2: The Satellites  

 Datasat Ltd. owns a satellite which transmits business data 

between Europe and the United States. Sunshine Inc. 

recently repositioned its weather satellite to better supply 

weather data to its customers. Since the reposition, 10% of 

Dadasat’s data were lost during the transmission. 

 Questions: 

 Consequences? 

 What might happen? 

 Relation to property rights? 
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Example 3: The Heritage and the Frogs 

 Mr. Smith inherits a property at the lake of Zurich from his 
father. He would like to develop it into a residential area. He 
would have to invest millions to drain the swampy 
landscape. The environmental organization „green frog“ 
states in a report that some endangered frog species are 
living in the swamp. The organisation desires to retain the 
swamp.  

 Questions  

 Who does what? 

 Relation to property rights? 
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Four Fundamental Questions of the Property Law 

1. How are ownership rights established? 

 Historically  

 Economically  

2. What can be privately owned – limits of property? 

 Intangible goods  

 Living beings, organs, etc. 

3. What may owners do with their property? 

 Relation between property rights and third persons’ rights  

4. What are the remedies for the violation of property rights? 

 Protective rules and consequences  
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Legal Content of Property Rights   

 Property is a „bundle of rights“ 

 Rights of use  

 Rights to conclude contracts  

 Right to bargain 

 Right of self-organisation   

 Rights to exclude third persons     
  

 Original appropriation of  

property rights  
Legal transactions  Factual distribution of  

property rights  
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Incentive Effects of Protection Rules 

Make Markets possible and „smier“ 

 Property rule  

 Encourage productive behaviour  

 John Locke: „keeping the fruits of man‘s own labour“ 

 Example: Elements of feudalism  

 Liability rule 

 Damaging others becomes more expensive 

 „Social Contract“: Economies of scale and protection from theft => 

the rule of law as public good? 

 Inalienability rule 

 Fundamental rights: Exclusion of a market system?  

 Examples: Property rights on humans (slavery), harm others 

 

 

 



Universität Zürich 10 

Protection Rules  

Property rule 
 
 
 

Liability rule 
 
 
 

Inalienability rule  

Protective 

rules 
transaction  

costs  
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Economics of the property rule: 

Private roads and their maintenance 

 A road connecting a residential area – private property 

 Common interest to reach their homes 

 Common benefits for users 

 Cost-benefit analysis 

 Total benefits  

 Marginal benefits 

 Cost and cost sharing 
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Private roads – public roads 

Relevant today? 
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Market and Market Failure 

 Perfectly Competitive Market  

 Perfectly competitive market 

 Best possible solution, maximises total welfare 

 Requires: 

 Clear and protected property rights  

 (Complete) information 

 Many suppliers  

 Homogen, comparable goods   

 No entry barriers to market 

 Equal access to technology  

 Who ensures that these requirements are fulfilled?  



Universität Zürich 15 

Market and Market Failure  

Public Goods 

 Definition: Public good 

 Non-rivalry 

 Non-excludability 

 Free rider problem  

 Everyone can travel „for free“ => insufficient incentive to pay 

 Solutions: 

 Subsidize production 

 State production   

 Public good  

 The rule of law, constitutionality? 

 Stability of the law and legal decisions 
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Market and Market Failure  

Monopolies and Market Power (1/2) 

 Only one supplier 

 Excessive prices  

 No allocative efficiency, loss in welfare  

 Maximum profit for the monopolist 

 Equal effect: Collusion by suppliers  

 Producers share the maximum profit 

 Countermeasure: 

 Antitrust law 

 Governmental control, administered prices  
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Market and Market Failure  

Monopolies and Market Power (2/2) 

 Reasons 

 Factual   

 Legal  

 Correctives 

 Privatisation/deregulation 

 Market opening – free trade 

 Antitrust law  

 Price control law  

 Market dynamics – Schumpeter´s “creative destruction” 
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Market and Market  

Externalties / External Effects  

 Production / consumption of a product/service causes costs 

for others 

 Flights cause noise  

 Noise drives the cows mad => no milk 

 Fertiliser pollutes water  

 No fish due to algae in water 

 No allocative efficiency, solutions: 

 Property rights – liability rights 

 Regulations (marginal values, rules, etc.) 

 Taxes for incurred costs (Pigou) 

 Externalities markets (CO2 trade) 
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Coase-Theorem 

 Principle: If there are no transaction costs, bargaining of 

property rights on markets will lead to an efficient use, 

regardless of the initial allocation of property rights. 

 Basic assumptions 

 Reciprocal nature of  harmful action  

 Bargaining as alternative to state intervention  

 Criticism of the Theorem 

 Existence of transaction costs 

 Uncertain distribution of  property rights 

 Dichotomy of distribution/allocation 
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