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Abstract: Formalizing the informal economy requires more than getting the prices, institutions, or culture right.  Understanding who gains and who loses from any reform must be considered when attempting to evaluate the likelihood of implementing a particular reform, especially those that legitimize formal market transactions.  But once a reformer identifies who gains and who loses from a reform, the next question becomes: Which of the possible sets of reforms will prove sustainable?  Warren Samuels and James Buchanan explored these issues and developed an approach for improving the likelihood of successful reform.  The debate represents an interesting episode in the history of economic thought, but what value does the debate add to our discussion of reform and development?  A thorough understanding of Buchanan and Samuels, we argue, highlights neglected factors that will improve the effectiveness of development policy.  
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I.  Introduction


Throughout human history, markets have existed at all times and in all places (Curtin 1984, Chaudhuri 1985, Bentley 1992).  Black and gray markets persisted in centrally planned economies, such as the Soviet Union.  Markets penetrated prisoner of war camps during the Second World War (Radford 1945).  Markets pervaded the Roman Empire (Temin 2006).  Given the omnipresence of markets throughout history, the challenge for reformers in developing countries does not entail their creation.  Rather, reformers design policies to formalize markets so as to promote wealth-creation while minimizing distortions.  Given the omnipresence of markets, individuals in the developing world do not lack experience with markets; rather, they lack experience in formal markets based on the rule of law.  As Mancur Olson (2000) argued, the challenge facing policymakers involves implementing policies that reduce the transaction costs associated with the transition from self-enforcing, one-shot bazaar markets to the anonymous, intertemporal formal markets similar to those of the developed world.  

Formalizing the informal economy requires more than getting the prices, institutions, or culture right.  It involves understanding the distributional consequences of the policies.  The winners and losers of reforms affect the likelihood of implementing a particular reform, especially those that legitimize formal market transactions.  But once a reformer identifies who gains and who loses, the next question becomes: Which of the possible sets of reforms will prove sustainable?  
Warren Samuels and James Buchanan explored these issues and developed a potential approach for improving the likelihood of successful reform.  In the early 1970s, Buchanan and Samuels debated the reform process in a series of important articles and letters (Buchanan 1972; Buchanan and Samuels 1974, Samuels 1971, 1972).  The articles and letters focused on the interconnectedness of markets, law, and politics; that is, they focused on the role of the legal-economic nexus, which is    


…a function of law in that law either facilitates or determines what 


takes place in the economy, for example through government spending or 
definition and assignment of rights. The law is a function of the economy at least 
in that the problems of confronting law and the materials available to law are 
economic in origins (Samuels 1989b, 1567).
In contrast to most research in political economy where economic theory analyzes legal and political systems,
 Buchanan and Samuels appreciated the effect that the legal and political system had on economic behavior.  We argue that a greater appreciation of the work of Samuels and Buchanan—in particular, their debate over economic reform—illuminates factors that have received limited attention in contemporary debates surrounding the likelihood of reforms succeeding.  


The Buchanan-Samuels exchange addressed many points that remain relevant for understanding reform and the evolution of economies.  For example, what role should the status quo play in the reform process?  How does one even define the status quo?  To what extent can reformers successfully adopt policy changes that have a no basis in the current situation?  And, finally, how can reformers create benefits for some without generating significant amounts of harm for others?  The Buchanan-Samuels debate offers partial answers to these questions.

In order to illustrate the relevance of the debate, we consider the rural reforms adopted by the Chinese government since 1978.  In particular, we examine the household responsibility system and the dual track approach to price liberalization in order to illustrate the continued relevance of the Buchanan-Samuels debate.  China’s successful reforms have puzzled many economists (Qian 2001).  They did not follow standard Washington Consensus recommendations that stress deregulation, privatization and liberalization.  Instead, they pursued non-traditional reforms- partial price liberalization and attenuated property rights- in order to transition to a market economy.  The reforms involved understanding the status quo, the role of indigenous conditions as a constraint for successful reform, and the importance of identifying both the winners and losers of reform.  The success of the reforms resulted from its basis in existing situation in China rather than some abstract and arbitrary starting point.    
II.  The Legal-Economic Nexus: Lessons from Samuels

In 1928, the Supreme Court issued a ruling in Miller et al. v. Schoene.  The case concerned a dispute between apple and red cedar tree owners in Virginia.  The point of the dispute was cedar rust.  It appeared on the cedar trees and inflicted no damage to them.  However, cedar rust attacks both the leaves and fruit of apple trees.  After attacking the apple trees, the cedar rust returns to the cedar trees and the process begins anew.  The Virginia Legislature in 1914 enacted a statute that granted the state entomologist the legal authority to ban the production of cedar trees.  The Legislature determined that if the entomologist banned the trees, cedar tree owners would not be compensated for the trees.  The cedar tree owners challenged the statute on the basis that the state government adopted a law that favored one group over another.  They argued that the law destroyed the value of their assets.  The Supreme Court upheld the lower court’s decision to protect the rights of the apple tree growers and maintain the ban on cedar trees.

Samuels (1971: 435-6) chose this case because it was “not a case with which one can get readily emotionally or ideologically involved.”  It offered a simple illustration of the importance of the legal-economic nexus.  The Miller et al v. Schoene case exemplified the role that the state has regarding the structure and evolution of property rights.  Justice Harlan Stone provided the rationalization for the Supreme Court’s decision in his opinion.  According to Stone (cited in Samuels 1971: 437):

The state was under the necessity of making a choice between the preservation of one class of property and that of the other wherever both existed in dangerous proximity.  It would have been none the less a choice if, instead of enacting the present statute, the state, by doing nothing, had permitted a serious injury to the apple orchards within its borders to go unchecked.

As Stone correctly noted, the State had to make a choice regarding the existing property rights structure: Either the cedar tree owners had the right to harm the apple tree owners or the apple tree owners had the right to plant trees in close proximity to the cedar trees without the threat of harm.  Both sets of rights could not coexist.  

Samuels (1971: 438-9) explored Justice Stone’s opinion and he generalized from
the specific case at hand to a whole set of potential areas where property rights remain in conflict or undefined.
  Some institutional mechanism had to exist to solve conflicts over rights.  In many of these cases, the State, as the definer and enforcer of property rights, must make the difficult choice of who has the right to cause harm.  In Miller et al v. Schoene, the Supreme Court (a specific branch of the State) chose to support the lower court’s decision and ban cedar trees.  In many other conflicts over property rights, the State must choose and implicitly claim that one set of property rights has more legitimacy than another.  

The necessity of the Supreme Court’s decision resulted from the conflict over the rights to cause harm between the apple and cedar tree owners that previously did not exist.  As Samuels (1971: 440) noted,

There exists scarcity in the sense that conflicting interests and claims cannot be secured at the same time (under existing technology), giving rise to conflict (for example, court litigation or legislative enactment of a change) and the necessity of choice.

The conflict between the rights of the apple and cedar tree owners required a clarification or redefinition of the rights structure.  In this case, state intervention altered the structure of rights to resolve the conflict.  

The case further illustrates the embeddedness of the economic system within the legal structure and vice versa.  Changes in the structure of property rights do not take place solely in either the economic or political realm.  Economic factors influence political decisions; political factor affect economic decisions.  Samuels (1971: 440) provided a vivid description of this nexus when he wrote that

Market forces emerge and take on shape and slope only within the pattern of, inter alia, legal choices as to relative rights, relative exposure to injury, and relative coercive advantage and disadvantage.  Private rights, for example, property rights, are in effect capacities to participate in the economic decision-making process as a coercive force; they define and delineate loci and conditions of power, or participation.

He continued by arguing that 

The economy is a system of power, of mutual coercion, of reciprocal capacity to receive income and/or to shift injury- whose pattern or structure and consequences are at least partially a function of law.

Reform requires alterations in the structure of rights.  Some gain while others lose in the reform process, but the process of redefining of property rights goes on nonetheless.  

The embeddedness of the markets and states suggests that the many debates regarding the extent of government are misplaced.  The choice is not between markets and government.  The choice involves the extent of government intervention in markets.  The problem of economic reform becomes the following: What is the state to do when property rights conflict with one another or remain relatively undefined?  Or, as Samuels (1971: 444) put it, “The issue is not government or no government but which interests, that is, whose interests the state is used to effectuate.”  
The subtle shift in approach leads to the endogenization of the State into the reform process.  No longer does the state merely serve as an impartial and benevolent referee as it determines the distribution of rights.  It now decides who gains and who loses.  No longer is the state an independent agent appearing from the heavens to maximize social welfare.  According to Samuels (1972: 456),

… the state is in these respects not only an independent but a dependent variable: going to the legislature is an economic alternative to bargaining in the market; legislation is not so much a surrogate for voluntary negotiation but an alternative.

The State is not some type of exogenous force that affects the economy.  It evolves with the economy; it develops and retrogresses like the economy.  If it is less costly to rely on the State to reach a settlement, people will choose to use markets.  

III.  Contracting and the Status Quo: Lessons from Buchanan

James Buchanan (1973) took issue with Samuels’s argument.  He did not challenge the importance of the legal-economic nexus.  In fact, most of Buchanan’s work consists of contributions similar to Samuels’s in that it can be understood as a project in political economy broadly defined rather than economics applied to politics.  Within the field of public choice, Buchanan’s constitutional project is more akin to Samuels’s approach than any other economic approach to politics.  But Buchanan viewed the nexus through a different window (to use Nietzsche’s phrase). 

While Buchanan appreciated and endorsed Samuels’s discussion of the embeddedness of economic institutions, he argued that the existence of an externality (cedar rust) did not shift the appropriate domain for remediable action to the State.  Buchanan applied the Coase Theorem to the case and argued that when externalities emerge, opportunities for voluntary exchange also emerge.  In Buchanan’s opinion, Samuels’s analysis marginalized the role of voluntary exchange.  

The initial debate focused on the following question: should changes in right structures arise from voluntary market exchange or through government decrees?  In other words, the relevant question involved the allocation of the right to do harm.  In Miller et al v. Schoene, voluntary exchange between the apple and cedar tree owners did not occur.  The apple growers appealed to the state legislature to decide who had the right to cause harm.  They wanted the State to determine the direction of the externality.  

Gains from trade had the potential to develop between apple and cedar tree growers when the cedar rust emerged.  For the apple and cedar tree owners to take advantage of the gains from trade, property rights had to be defined.  Presumably, the situation did not favor the apple tree owners.  If the situation had favored them, they would not have asked the state legislature to intervene.  The structure of property rights that existed allowed the cedar tree owners to cause harm to the apple tree owners.  Rather than bargain in order to obtain the right to remain unharmed from the cedar rust, the apple growers chose to use the political system to protect their interests.

As the debate continued, a new problem arose that forms a central pillar of understanding any reform: what role does the status quo have in any reform?  Buchanan emphasized that reform must begin from somewhere.  Reform cannot begin from any conceivable social state, nor can it occur from the reformer’s preferred initial position.  We cannot alter the distribution of property rights so as to start from anywhere.  The status quo provides the natural place to begin for the simple reason that it exists.  Buchanan (1972: 442) argued that

The principle to be emphasized, however, is that some structure, any structure, of well-defined rights is a necessary starting point for the potential “trade” that are required to remove the newly-emergent interdependence. [italics original]

The status quo becomes the basis for reform.  The potentially affected individuals know their own preferences and have perceptions about the costs and benefits of adopting any reform.  Ultimately, these perceptions determine the legitimacy of the reforms.  Thus, the status quo contains relevant information regarding the likelihood of successful reform that increases the likelihood of success.   

Samuels (1972) responded by arguing that Buchanan implicitly imposed normative criteria in his evaluation of the status quo.  By arguing that reforms should be judged against the status quo, Buchanan introduced a conservative bias.  The status quo had preference over all other states of the world because it formed the basis of comparison.  And as Samuels noted, beginning from the status quo often leads to a bias that favors the individuals or firms producing harms.  In the Miller v. Schoene case, for example, the status quo favored the cedar tree owners because the legal system did not recognize the right of the apple tree owners to exist in close proximity (less than two miles) of the cedar trees. 


Furthermore, Samuels (1975) argued that the problem of the status quo did not confine itself to its conservative bias.  Rather “the problem is that there is no agreement on the mechanism of change.”  How does one move from one structure of rights to another?  Voluntary exchange provides one such mechanism.  But what about the problems that arose when the reforms affected large numbers of people; that is, collective action problems.  In this case, then voluntary exchange does not necessarily offer a mechanism for change.


The debate represents an interesting episode in the history of economic thought, but what value does the debate add to our discussion of reform and development?  A thorough understanding of Buchanan and Samuels thought, we argue, highlights neglected factors that will improve the effectiveness of development policy.  The following propositions emerged from the debate, and they directly relate to improving the reform process:

(1)  Economic reforms take place within the legal-economic nexus.  The reform process is value-laden.  In many cases, the State must decide who has the right to inflict harm on another.  The way this process unfolds will be the result of interests.  Regardless of the choice, by acting or refraining from acting, the State is making a value-laden choice over which rights arrangement to enforce.
(2)  Reform must begin from somewhere and the status quo represents a natural starting point. 
(3)  Voluntary contracts, as well as political exchange, offer mechanisms to move from the status quo.
Each of these propositions could help make contemporary policy debates more well-informed and help to explain when reforms succeed. 
First, consider Buchanan’s emphasis on bargaining beginning from the status quo.  In all cases, reforms cause some to gain and others to lose, at least in the short-run. Since it is difficult to identify the winners and losers of reform in advance (Fernandez and Rodrik 1991) and since the State is often unable to credibly commit to compensate the losers, reforms often fail to be implemented in a timely manner (Dixit and Longredan 1995).  The status quo bias exists and must be considered.
The transition from Soviet-style communism is a clear example.  After a brief period of euphoria following communism’s collapse, reformers slowly promoted genuine economic reform.  Reformers did not pursue policies that improved social welfare but came with considerable social cost, so they chose to cling to their political power rather than promote economically unpopular ideas.  As Peter Boettke puts it, “Good politics does not always make for good economics” in transition economies (1993: 75).
  Hence, the problems that emerged throughout Eastern and Central Europe, as well as the former Soviet Union, reflected problems with underlying goals of reform failed, but, rather, that legitimate reform was never tried.  Again, Buchanan and Samuels are crucial in helping us understand why some reforms succeed, while others fail.  
Once reformers recognize the competing interests and values inherent in the status quo, reform can be much more successful.  The status quo represents only a starting point for reform.  Rather than generate winners and losers through a top-down intervention, reformers must first facilitate discussion between the relevant interest groups.  That is, reform must come from the bottom up.  This requires devoting resources to solve problems of collective action so as to encourage groups to engage in discourse and resolution to the conflict.

As we will see in the next section, reforms in China were successful largely because the leadership undertook efforts to define the status quo and were based on bottom up reforms.  It was not until reformers understood the local concerns and interest groups that reforms were adopted.  After they understood the status quo, reformers then went about promoting reforms that had widespread support.  By clearly understanding the “here” (status quo) in the reform process, and by making sure most parties were on board with the “there” (post-reform outcome), reformers were able to promote positive social change.  
The last lesson to be drawn from the Buchanan-Samuels exchange is that sometimes the government is the low-cost reformer; other times the market can be effective in managing property rights conflicts.  Since collective action problems, such as free-riding, have the potential to prevent Coasean bargains from being reached, voluntary exchanges might never occur (Dixit and Olson 2000).  As a result, the voluntary exchange mechanism does not necessarily resolve the conflict and the State legislature becomes the cost-effective mechanism by which to resolve property rights disputes.

Policy-makers often understate the importance of the role of voluntary exchange in overcoming the problems of externalities in the developing world.  For example, most analyses (implicitly) posit the reformer as a benevolent social planner that maximizes social welfare however measured.  Inefficiency exists and the reformer alters the rules of the game to alter the outcome.  But why assume that a reformer must do something?  Why not allow the affected individuals attempt to negotiate to a solution that benefits both parties rather than just one party?  But as Samuels pointed out, reformers often do not wait for negotiations to take place.

V.  Applying the Samuels-Buchanan Approach: China Since 1978
Since 1978, the Chinese Communist Party, under the leadership of Deng Xiaoping, decided to pursue policies that promoted economic development.  As a result, the Chinese economy has grown at a remarkable rate for the past 25 years.  The Buchanan-Samuels exchange provides a framework to understand successful reform.  China adopted a series of both conventional and unconventional reforms.  They partially liberalized prices, recognized de facto property rights, and gradually opened provinces to international trade.  Along the way, the Chinese Communist Party, under Deng Xiaoping’s leadership, recognized the importance of the status quo and used the market mechanism as a vehicle for change.    


Reforms began in 1979 in the agricultural sector.  The government increased grain procurement prices by 20% and reduced input prices.  In addition, the spontaneous emergence of a new form of agricultural organization in 1978 complemented the governmental reforms so as to improve agricultural productivity.  The “household responsibility system” emerged in Anhui Province in 1978.  Twenty peasants signed a contract to divide the commune’s land between families.  They promised to fulfill their obligations to the government’s procurement plan but they also became the residual claimant to the land.  They gained nearly all of the rights to the land except the right to dispose the land.  De facto private property rights developed.  


The Communist Party formally recognized the household responsibility system in 1980.  This recognition represents an important aspect of any successful reform: recognition of the status quo.  The source of the shift in agricultural organization did not occur as the result of a top down decree from the communist party.  It arose through the actions of private individuals at the local level.  It is easy to understand why this was the case.  Wan Li, the future vice premier of Agriculture, stated


Why did reform make its breakthrough in the rural area?  This by no means an 
accident and has historical reasons.  This is because peasants suffered most under 
the old rigid system and thus had the strongest desire for reform. (Quoted in Qian 

2000).
Furthermore, the reforms did not have a strong opposition group.  No organized bureaucratic groups existed to oppose the reforms.  By incorporating the household responsibility system into the reforms, the status quo was acknowledged.  

An outgrowth of the agricultural reforms was the dual track-pricing approach.  In May 1984, government officially allowed for the dual-track pricing approach.  The dual track involved two sets of prices.  The first was set by the state.  It was the price that the state purchased goods that met the plan’s quota.  The second set of prices was determined by market forces.  Any output produced above the quota could be sold for a market determined price.  Initially, the government restricted prices to be within 20% of the planned price.  In less than a year, this restriction was removed.  The dual track represented an attempt to partially liberalize prices in China.


The dual-track approach to liberalization involves both improved efficiency and recognition of the distributional concerns that emerge from any reform (Lau, Qian, and Roland 2000).   All reforms have winners and losers.  Identifying who they are and offering potential compensation improves the likelihood that the reform will succeed.  Thus, the dual track recognized the potential pitfalls of an uncompensated change in pricing.  The potential losers- state officials- were protected by the dual track.   It represents a reform without losers. 

Table 1: The Effects of Dual Track Liberalization on Grain Production

	Grain
	1978
	1988

	State Procurement at plan price

	47.8
	50.5

	State Procurement at market price

	Near 0
	43.8

	Total Domestic Production


	304.8
	394.1


Source: Lau, Qian, and Roland (2000)


Table 1 illustrates the success of the rural reforms with respect to grain production.  It is clear that the status did not suffer from the reforms.  Production at the plan price grew after the dual track was implemented.  Production increased substantially for grain procured at market prices.  Overall, grain production increased.  By incorporating the status quo and allowing for markets to develop, China was able to reform the rural sector.
V.  Conclusion

The debate over the proper scope of government in the developing world often focuses on states versus markets.  For example, the push for privatization and trade liberalization appears to be a debate over whether or not we should get government out of the way.  But reform occurs within the legal-economic nexus.  Any reform alters the rights of individuals.  It benefits some and hurts others.  This simple insight should shift the debate to the more important question that asks: given the omnipresence of the state, how can we alter rights without undermining the legitimacy reforms? 

The insights generated from the Buchanan-Samuels debate extend beyond mere academic squabbles or an interesting episode in the history of economic thought.  They address a fundamental problem that faces all developing countries since reforms exert a first-order impact on the wealth of nations (Glaeser, La Porta, Lopez-de-Silanes, and Shleifer 2004).
  Countries that fail to protect contracts and property rights, engage in fiscal irresponsibility, and close their markets to international trade do not achieve prosperity.  Yet, the adoption of wealth-enhancing policies remains elusive in many countries, especially in sub-Saharan Africa.  
A Samuels-Buchanan approach could lead to far better reform than the

Washington Consensus approach to development.  Buchanan and Samuels offered a provocative understanding of the economic, legal, and political nexus and its implications for economic policy.  They forcefully argued that one cannot separate politics or law from economics.  Reform should not be about “shocking” groups of individuals.  Nor should it be about false-starts because the ruling elite lack the commitment to support politically risky reforms.  Reform must be sensitive to the interests and needs of the citizens being reformed.  

The Buchanan-Samuels exchange offers insights into the role of the status quo.  In particular, Buchanan’s argument for the compensation principle gives us a framework for evaluating reforms in the developing world.  Rather than base reform on a cookie-cutter approach that does not account for different interests, reformers should instead seek to build winning coalitions that allows for clear identification of winners and losers.  Reform might actually require compensation of losing parties.  At minimum, reforms must pass a Kaldor-Hicks test in which the losers could have potentially been compensated for damages.  

Buchanan’s project in constitutional political economy argues that reforms, including the creation of new constitutions, will fail if the reforms lack support from a winning coalition.  This insight has widespread applicability for development economists: similar to political reform, policy reform must have winning coalitions on board.  Without widespread support for the reforms, the changes in policy will get bogged down in traditional interest group politics.  

In addition to Buchanan’s insights on the status quo and the need for winning coalitions in the reform process, Samuels’s thoughts on the value-laden nature of reform are also important for policymakers to keep in mind.  Belief systems and power relationships matter in the reform process.  Privatization and institutional reform lack coherence once one realizes that existing oligarchies and rights structures must first be displaced.  In essence, then, developing countries are embedded in a convoluted web of social networks that cannot be easily overcome.  To reform requires a choice of some interests over others.  How these value-laden choices decisions are made will have a great effect on the legitimacy and the efficacy of the reform process.  
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� Posner (2003) has led the law and economics movement that uses the tools of economics to explore legal theory.  The Chicago school has been responsible for the most systematic application of economic theory to politics.  The works of Stigler (1971) and Becker (1983) exemplify the Chicago approach to politics.  


�  See Fischel (2004) for an excellent discussion of the case.





�  Samuels (1989b)


� Shleifer and Treisman (2000: 4) make a similar point when discussing Russia’s reforms:





The reformers in Yeltsin’s governments believed that the market economy was the best way forward for Russia.  But they also had a broader political objective: to create political support for an open economy, to get President Yeltsin reelected, and to stay in power themselves.  At the beginning, there were few tensions between these political and economic goals, since eliminating central direction of the economy and introducing basic market institutions were both economic and political imperatives.  Toward the mid-1990s, as the reformers suffered political setbacks and the goal of getting President Yeltsin reelected in 1996 became paramount, tensions between economic objectives and the political compromises necessary to secure them became more pronounced.  


� North and Thomas (1973: 6) make this very argument and provide many historical examples of instances where free-rider problems led to the State emerging as the low-cost provider of defense and justice.  


�  However, Easterly and Levine (2003) and Rodrik, Subramian, and Trebbi (2004) provide empirical evidence that institutions trump policies.
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