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For example, a firm often knows more than its customers about
the quality of the goods or services that it sells. This is especially
common when the contracted-for goods or services are complex or
difficult to inspect. The firm then has an incentive to deliver a lower-
quality performance than it promises. Customers, in turn, have an
incentive to distrust the firm, and may offer to pay only the value of
the worst possible performance or decline to purchase at all.” The
result is an inefficient transaction: although the customers are getting
just what they are paying for, and the firm is getting paid no more
than is necessary to cover the cost of the quality of performance it is
providing, both the customer and the firm would prefer a higher-
quality performance and a higher price. Firms can sometimes man-
age this problem by investing in a reputation for quality, but that
strategy generally takes time and can often provide at best a partial
palliative. .

In these circumstances, customer ownership has the virtue that it
reduces the firm’s incentive to exploit its informational advantage. A
simple example is provided by agricultural fertilizers and livestock feed.
When commercial fertilizers and feed were first introduced on the
market at the beginning of the twentieth century, farmers had diffi-
culty determining their contents. As a consequence, the quality of the
products offered on the market was low. The response of many farm-
ers, as discussed in Chapter 9, was to form supply cooperatives to
manufacture and distribute the feed and fertilizer they needed. Even
more conspicuous examples can be found in the service industries,
including savings banking and life insurance.

It is not just in dealing with customers, however, that the firm may
have an informational advantage. The same problem can arise between
the firm and its suppliers or employees. An investor-owned firm may
skimp on efforts to assure its workers continuity of employment or to
maintain a safe workplace, and the firm’s workers, in anticipation of
this, may invest less in firm-specific skills or insist upon higher wages
than they would otherwise. Worker ownership may promise more
efficient labor relationships in this respect.

The problem can also run the other way, with the patrons pos-
sessing information about their own level of performance that is un-
available to the firm. Managers of an apartment building may not be
able to police the degree of care taken by tenants in maintaining
their units, and insurance companies may not be able to monitor the
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safety precautions taken by their insureds. (Indeed, the insurance
business is the original source of the term “moral hazard” that is
now commonly employed to refer to the incentive to skimp on effort
that asymmetric information creates.) Similarly, workers are likely to
know more than their employer concerning the amount of effort
they are devoting to their job. Patrons in these situations have an
incentive to behave opportunistically, and firms can be expected to
adjust their prices or wages to compensate. By reducing this incen-
tive for opportunism, patron ownership has the potential to improve
the terms on which patrons can deal with the firm. Where the class
of patrons is numerous, however, the incentive for individual patrons
to exploit their informational advantage at the expense of others may
remain strong even with patron ownership—an issue we shall exam-
ine more carefully when considering mutual companies and worker-
owned firms.

Strategic Bargaining

Asymmetric information can also result in costly strategic bargaining.
A firm’s management commonly has information about the firm’s plans
and prospects that is not available to its patrons, and a firm’s patrons
often have information about their own preferences and opportunities
that is unavailable to management. If the patrons in question do not
own the firm, they may have little incentive to reveal their private
information to the firm, because that would give the firm an advantage
it would otherwise lack in bargaining with them. Likewise, the firm’s
management will often have no incentive to share its private informa-
tion with the patrons. Moreover, even where the firm would gain from
disclosing information to its patrons, or vice versa, credible disclosure
may be impossible.

In the presence of private information of this sort, substantial time
and effort can be lost in contractual negotiations. The parties have an
incentive to delay reaching an agreement in order to test the other
side’s true willingness to compromise and to signal their own resolve.
The strikes and lockouts that often accompany labor contracting pro-
vide a familiar illustration.® Patron ownership can reduce or eliminate
this strategic behavior, because it removes the incentive for either the
firm’s management or its patrons to hide information from each other
or to take advantage of information that the other lacks.



