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I. INTRODUCTION 

Once it is recognized that exchange is costly--trading partners must be 

located, goods specified, terms negotiated, performance policed--then it must 

also be clear that every exchange involves a contract. While the economic 

study of contracts is relatively new to the profession, such study has rapidly 

rewarded economists with a much richer understanding of the process of exchange 

and the 



II. TIPPING 

The dictionary definition of a tip is that it is simply a small gift for 

some service. A gift in exchange for service may be a 





and evidence of inferior quality may have disappeared in its consumption, the 

consumer will most likely not return the unsatisfactory product. 

In restaurants, on the other hand, the dining experience is undertaken on 

the premises, the price is not insubstantial, and the customer may not be 

planning to return to the restaurant even if satisfied. In this situation, 

customers could claim the dining experience was inferior, even if it wasn't, 

and demand to renegotiate the price. Such renegotiation imposes costs on other 

customers (by reducing the restaurant's ambience) and on the owner (by depreci­

ating the restaurant's reputation). Yet, because some customers are transients 

who are not expected to return or to inform other potential customers, the 

restaurant could attempt to discriminate against these customers by providing 

poor service. 

The ability of both the customer and the restaurant to impose losses on 

each other results from the commitment of nonsalvageable assets by both parties 

to the exchange. A customer can be seated and can scrutinize the menu without 

obligation. Although this imposes an opportunity cost on the restaurant, it 

also imposes a time cost on the customer. The time cost incurred by the 

customer signals that the customer obtained the seat in good faith. However, 

once the meal has been ordered, the restaurant has made a much larger commit­

ment, and so will hold the customer more closely to the contract. If the 

customer inspects the food and rejects it, the restaurant will attempt to 

rectify it and may even replace it. However, once the food is consumed, the 

restaurant is no longer willing to allow the customer to terminate the contract 

because the consumed meal represents a major commitment of nonsalvageable 

assets on the part of the restaurant. 
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On the other hand, once the food is served and the customer begins eating, 

the restaurant could attempt to shorten the dinning period in order to prepare 

the table for the next customer. Such 

the thee 
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future patronage because of poor service. l Second, it is costly for owners to 

meter waiter output or to monitor waiter input of effort. If 



vary both with the satisfaction experienced by each customer and with the 

number of customers served. l 

The effectiveness of the tip in reducing the opportunistic behavior of 

the waiter lies in the low benefits yielded by the waiter relative to the high 

costs he imposes on others. The waiter who ruins a dining experience by 

inappropriately hurrying his customers gains the incremental value of his 

leisure, but imposes substantial costs on the dissatisfied customers and on the 

reputation of the restaurant (owner). As long as the present value of the 

expected tips exceeds the present value of providing poor service, 
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Conversely, if the value of shirking exceeds the costs it imposes on others, 

waiters will provide poor service. The system of tipping will not be viable 

and some other form of renumeration is likely to emerge. 

C. Tips 



This interpretation is supported by the fact that the standard tip in a 

restaurant is expected to be 15 percent of the price of the food. While it may 

be argued that the tip varies in percentage at the customer's will, casual 

empiricism suggests that customers do not marginally adjust tip size to reflect 

performance. Rather, satisfactory performance earns the full tip, and inferior 

service is severely discounted. Agreement on a relatively fixed percentage 

payment may act to reduce 
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render the physical asset useless even if it was satisfactory prior to service. 

Because the installed system is costly to return (i.e., the heating system is 

severely depreciated if classified as a used good), both parties to the 

transaction have an incentive to minimize the rejection of the physical system 

due to faulty service (including installation). Stating service fees sepa-

rately facilitates renegotiation of the service portion of the price and, if 

necessary, allows nee 

necustomenee



It is important to understand that the use of the tip by tourists to 

protect against "opportunistic" discrimination requires that tourists be able 

to judge the quality of the service before making any payment. This is not 

always the case. In the market for taxi service, for instance, tourists and 

other transients do not know the local routes and therefore may not be able to 

detect a circuitous route. Clearly, if such inferior service cannot be 

detected, the tip cannot be systematically withheld from opportunistic taxi 

drivers who exploit tourists by using circuitous routes. l On the other hand, 

the tip works to protect tourists in restaurants because, presumably, tourists 

can judge the quality of service as well as local customers. 

F. A Tip That Is Not A Tip 

Although it is commonly called a tip, another distinct type of payment is 

the seating fee. An example of a seating fee is the payment given to the 

maitre d' to obtain a preferred table. This is a side payment offered by the 

customer prior to being seated and placing an order. Such a payment does not 

assure the customer of good service or protect the seller from untimely 

renegotiations. Rather, it is a response to the average or uniform pricing of 

goods which are not perfectly homogeneous in the eyes of some customers. 

The seating fee may be explicit or implicit. Common examples of explicit 

seating fees are found in restaurants and in night clubs. In these cases, the 

customer offers to make an explicit payment for a preferred seat. When the fee 

is implicit, however, the seller may establish several classifications of seats 

1 Edward Gallick and David Sisk, "Specialized Assets and Taxi Regulation: An 
Inquiry Into the Possible Efficiency Motivation of Regulation," Federal Trade 
Commission, Working Paper No. 119, October 1984. 

13 





customer would be under no obligation to pay for it. But since the food cannot 

be returned, the customer is under an obligation to pay. Allowing the customer 

to withhold a portion of the fee for the dining experience reverses the holdup 

possibility. The waiter becomes the potential victim of the holdup by a 

customer who receives good service but may withhold the tip. 

In contrast, sales commissions appear when the selIer--not the buyer--is 

subject to a potential holdup. For example, in purchasing a pair of shoes, the 

buyer makes only a small commitment of nonsalvageable assets (time) but 

incurs no obligation to pay for the shoes until the point of sale. It is not 

the buyer who is subject to a holdup, but the seller. The seller entrusts 

inventory to an agent or employee, and the value of that inventory depends on 

the rate of sales. If monitoring is costly, a shirking agent can reduce the 

rate of sales, stockpile inventory, and thereby impose losses on 

a 



sale would require the employer to collect the tip from the sales clerk and to 

return it to the appropriate customer. Since the tip can vary in size, this 

arrangement would create opportunities for the employee to hold up the employer 

by denying tips were received or by quitting before customers return their 

purchases.1 It would also allow the customer to hold up the seller by claiming 

to have paid a larger tip than was made. 

One alternative to the tip is the commission. Essentially, the employer 

rewards the employee for past sales. That is, the commission is paid after a 

time lag which allows the customer an opportunity to cancel the sale before the 

employee is rewarded. This device prevents the employee from shirking by 

making too few sales or false sales. 

The tip and the commission serve complementary but distinct roles in the 

exchange process. The tip protects the buyer from exploitation by a seller 

(when the brand-name mechanism is insufficient) or from exploitation by the 

shirking employees of the seller. The commission, on the other hand, protects 

the seller from exploitation by his own shirking employees. This fundamental 

distinction is not always recognized in the literature. Jacob and Page2 

1 If the employer must refund tips from the sale of his shoes to dissatisfied 
customers, the return to his brand name or reputation is reduced and therein 
lies the holdup by the employee. 

Nor would letting the clerk shirk and discounting his wage be an efficient 
solution. This is because the gain to the clerk and therefore his compensating 
wage discount is less than the cost to the owner of the shirking behavior. The 
compensation wage discount is limited by the next best use of the employee. 
The necessary discount to offset the loss imposed on the owner may be unaccept­
able to the employee: the employee is always better off to quit and search for 
another job as long as the expected wage reduction in the new job, if any, is 
less than the compensation wage discount in the current job. See, Benjamin 
Klein, "Contracting Costs and Residual Claims: The Separation of Ownership and 
Control," Journal of Law and Economics, XXVI (June 1983), 367-74. 

2 Jacob and Page, "Production, Information Costs, and Economic Organization: 
The Buyer Monitoring Case," 476-478. 
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briefly discuss tipping and commissions as examples of buyers monitoring 

employees of sellers. They view sales commissions and tips as alternative 

means of monitoring. Tips and commissions, however, are not alternative 

schemes of assuring the same type of contractual performance. Rather, tips 

reduce the hold-up potential of buyers whereas commissions reduce the hold-up 

potential of sellers. Because Jacob and Page fail to distinguish between these 

two distinct hold-up possibilities, they can not analytically distinguish 

between tips and commissions. l 

An important similarity between the tip and the commission is that their 

effectiveness decreases as the size of the expected purchase increases. 

Consequently, for large purchases, the tip is negotiated in advance; the same 

is true for service fees. Although commissions are always negotiated in advance 

regardless of the size of the sale, additional contractual provisions often 

specify that a buyer or seller who withdraws from the sale (contract) is 

subject to a penalty. Agreeing to such a contingency makes sense because with 

large purchases, buyers and sellers often commit large amounts of non-

salvageable assets to the process of exchange (e.g., inspection costs, 

inventory costs, credit verification costs, and liquidation costs). Accord-

ingly, as large exchanges are negotiated and more assets are commited to 

1 In addition, Jacob and Page confuse metering and monitoring. As developed 
in Armen Alchian and Harold Demsetz, "Production, Information, and Economic 
Organization," American Economic Review, LXII (December 1972), 777-95, the 
inability of employers to meter employee output requires that employers monitor 
input of effort to reduce shirking. Jacob and Page argue that customers are 
used, in the case of tipping, to monitor employees. This is incorrect. 
Customers do not monitor employee effort or input. Rather, customers meter 
employee output and implicitly contract to pay the standard tip contingent on 
the waiter providing the appropriate service or output. See, pp. 7-9, supra. 
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the transaction, penalties for withdrawing from the exchange are often 

assessed.1 

The commission is not, however, as effective as a tip in promoting customer 

service. This is because such point-of-sale service is not an intrinsically, 

utility enhancing part of the product as in the case of the dining experience. 

Hence, even when clerks are rude, customers may still buy the product. It is 

the physical product that matters, not the service. Nevertheless, if the 

point-of-sale service is poor, customers may shift their subsequent purchases 

to a competing store. To prevent this outcome, stores may employ professional 

shoppers who report the demeanor of sales clerks to the store management. The 

existence of these professional shoppers indicates that the commission lacks 

sufficient influence over the behavior of sales clerks. Yet, the fact that 

tips are not used in this case indicates that commissions are better able to 

protect the seller. 

B. Reputable Agents 

While our discussion has focused on the use of commissions by reputable 

sellers who employ agents to make sales, a somewhat different case occurs when 

a seller employs a reputable agent (or middleman). A familiar illustration is 

a homeowner who engages a real estate homeowner make22ble e n g a g e ,  s e l l e r 0 4 4 4 1 i n  c a s e  s e l l e r 2 9 6 . 1 4 o f  a r e  i n  a g e n t 7  a r e  i n  w h e n  

i n  s :  who 



who reneges on the contract after substantial costs have been incurred by both 

the agent and the buyer. 

Knoeberl makes two errors in analyzing this situation. First, he asserts 

that 



on the terms of the listing agreement (e.g., to demand a higher sales commis­

sion, to fail to advertise, to refuse to show the house, or to misrepresent 

the terms of the sale) is therefore limited by the right of the seller to 

terminate the agent prior to signing the purchase contract offered by the 

buyer. 

Further, the reason intermediaries are employed in such sales is because 

there are gains to specialization in selling houses. By continuously being 

active in the housing market, real estate agents are relatively more efficient 

in appraising property, locating buyers, negotiating terms, and developing 

reputations for selling houses than the seller of a single property. The 

reputation of the agent is perhaps his most important asset. Potential buyers 

rely on the agent's reputation in developing and presenting a purchase contract 

to the seller. Once the offer is accepted, additional expenditures of time, 

loan application fees, appraisals, and legal fees may be incurred by the buyer. 

Since these expenditures are specific to the transaction, they are worthless if 

the seller reneges on the sale. The buyer relies on the agent to enforce the 

contract on the seller. This enforcement mechanism takes the form of the 

requirement that the seller pay the agent the sales commission once a proposed 
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contract, the return to his reputation or brand-name capital would fall below 

the 



One necessary condition for a behaviorally based definition of price 

discrimination is that sellers set different ratios of ~ ante marginal revenue 
,/ 

to ex ~ marginal cost across different customers. Ex ~ differences are 

insufficient to indicate price discrimination. The reason is that the implicit 

contract price (i.e., the tip or commission) is for some average expected 

service over a group of customers. By classifying customers into relatively 

homogeneous groups and charging a price based on the average expected service 

for all group members, the costs of individually negotiating a price with each 

group member can be saved.1 Since the group is not perfectly homogeneous, 

however, some customers may actually take more or less time to service than the 

average customer. Ceteris paribus, these ~ post differences in service 

provided to different customers may therefore appear to indicate price dis-

crimination when, in fact, such differences reflect efficient contracting. 

Only when both the ex ante and ex post marginal revenue to marginal cost ratios 
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"(E)xpressing commissions as a percentage of house value is 
price discrimination, which could not persist without 
considerable market power. The serivce 



Contrary to Yinger, we do not believe that a comparison of ~ QQ..tl commis­

sion income and selling costs is sufficient to indicate price discrimination. 
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a discretionary payment because the buyer is given the legal right to withhold 

part of the price without proof of inadequate service. 

Obviously, buyers may abuse the tipping privilege. If buyers fail to tip 

when service is satisfactory, they can be viewed as cheating on an implicit 

contract with the waiter (and the owner). Such behavior, however, does not 

appear to represent a significant number of customers. Nevertheless, as the 

absolute value of the expected tip increases, the greater is the incentive for 

customers to cheat, and the less effective is the institution of tipping. As a 

consequence, more tips will tend to be negotiated in advance as their absolute 

value increases. 

Separately negotiated service fees that are often associated with the 

sale of complex physical assets represent a payment scheme designed to minimize 

the costly return of the physical asset. If the service is unacceptable, the 

buyer can withhold payment of the service without adversely affecting the sale 

of the physical asset. Conversely, tips can be viewed as a special case of the 

service fee. When the value of services which accompany a physical asset is 

small and their exact nature is difficult to specify contractually, then the 

privilege of tipping will tend to be granted to customers. 

The economic functions of tips and commissions are quite distinct. 

Whereas the tip ultimately protects the buyer from an unscrupulous seller or 

agent of the seller, the sales commission protects the seller from an 

unscrupulous agent. Seller's agents or employees on fixed wages or salaries 

are not responsible for maximizing the present value of their employer's 

assets. Given that it is costly to monitor the performance of the agent, 

agents have an incentive to shirk even though it imposes a wealth loss on the e(assets. )Tj 0.05Tc  11.2374 0 0.1 440.76 2345932 0 0 11e1. 



represent a method of inducing agents to act on the behalf of the employer or 

seller. 

Although tips and commissions are often set as a fixed percentage of the 
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