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Legal Reguirements that Arlists Receive Resale Royalties

f. INTRODUCTICN

Laws in many countries and Caiifornia require that artists receive resale royailties
from their works (calied droit de suite, "the right to art proceeds," in the legal litero-
ture).! Several times in the last few years, Congress debated such a guarantes; but,
due to substantial opposition by some artists and others, Congress has not passed
such a bili? The Visual Artists Rights Act of 1990 (Item 74, §608), however, required
that a study be conducted by the Register of Copyrights in consultation with the Chair
of the Natfional Endowment for the Arts, on the feasibility of implemenﬁngzs

(A) a requirement that, after the first sale of a work of art, a royalty on

any resale of the work, consisting of a percentage of the price, be paid

10 the author of the work: and

(B) other possible requirements that wouid achieve the objective of

allowing an author of a work of art fo share monetarily in the enhanced

value of that work.

We believe that there are two key questions such a study should answer. First,
would artists or others benefit from artists receiving resale royatties? Second, should
the government mandate such rights?

The answer to the second qusstion appears simpler than the first, Suppose

such a right is desirable. Why should royalties be required by law? After all, in the

absence of such ¢ law, artist and purchasers can sign ¢ legally binding contract

establishing a right to resale royalties. indeed, some artists write complex contracts

that reserve this and other future rights.

One can imagineg two justifications for mandating this right.  First, it might be

argued that some young artists are foo naive to ask for or write such legally binding
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contracts so that it is better for these rights be inherent and require that the artist must
affirmatively waive these rights if so desired. We discuss this issue at greater length
below.

A second, and more coempelling, argument is that the government can lower
costs of writing and enforcing such agreements between arfists and ;:)urc:hcnsers.4
Writing and enforcing private confracts may be very expensive or difficult, How, for
example, can artists know when their works are resold and the resale price? How
would the origingl purchaser know where the artist currently lives to send the royatties?

It is possible that the government can lower the transaction costs of writing and
enforcing contracts. Under the Visual Artists Rights Act of 1990, the Register of
Copyrights is already required to establish a registry of artists.® The government could
also require that the sale of clf art work over a ceriain value be reported to the
registry. At g higher cost to the government, the artists’ royaities could be sent to the
registry fo be forwarded to the artists.

Such sysfem might be cumbersome and expensive, so to establish whether it
is desirable would require a careful cost-benefit analysis. If resale royalties are only an
issue for a handful of extremely successful artists (as de Kooning, Motherwell, and
other artists argued before Congress), such a complex system would not make sense
and private contfracts would be maore sensible. On the other hand, if many artists’ 4
works would be involved, it is conceivable that the government can, through scale
economies, reduce fransaction costs. A private regisiry would achieve the same
scale economies, bul it would lack the enforcement threat of the federal govern-

ment.
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For the remainder of this paper. we turn 10 the first question: who would benefit
or lose from a government mandate that arfists recelve resale royalties? Because
there is no simple, clear-cut answer to this question, we discuss the implications of
such a requirement under a number of scenarios.

We start by describing a simple model of how art work is soid through dealers
and the effects of a resale royalties requirement. We use that model fo demor{sfro’re
why an artist might prefer a resale royalties requirement (especially one determined
by contract). Then. in the next two sections, we discuss additional advantages and
disadvantages of such a requirement. Finally, we discuss, in more detail, which groups

stand to gain or lose.

il ARTISTS AND DEALERS
Art Is sold through dedlers, af auction, and in & variety of other ways., Becouse
of the relative imporiance for the works of young artists, we concentrate on sales
through decalers. We first describe the relationship betweaen artists and dediers and
then build a simple model to illustrate that the artist may prefer a resaie royalty

requirernent.®

The Relationship Between Artists and Dealers
Art markets are thin, [t is costly for a collector fo see the works of many artists,
The costs would be prohibitive for many collectors if they had to identify artists and
visit them individually ¢f their studios located throughout the world, Dedlers reduce
collectors” information costs by exhibiting their work in galieries and broaden the
scope of market by providing promgtionat effert. That s, dedlers do much of the leg

work for collectors by identifying the works of skilled artists working in certain media or
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taking certain approaches, bringing these waorks to a central location, and then
informing collectors where they are. In exchange for exhibiting and promoting their
works, artists often give a particular dealer the exclusive righis to show their works.”

The dedaler promotes the work and the artist by maintaining a gallery (show- '
room) staffed by knowledgeable sales peopie, advertising, holding receptions for
collectors 1o mest the artist, and in other ways.

Maost young artists have liftle capltal and cannot borrow against their highly
speculative future earnings due fo imperfect capitol markets.® As a result, these
young arfists do not have the funds to promote their own work and must rely on the
promotional activities of the dealers. Moreover, to the degree that declers exhibit the
works of several artists, economies of scale are achieved so that dealers’ marginal
promotional costs are lower than those of artists.

Dealers and artists contract in a variety of ways, Under one type of agree-
ment, the dealer buys the work from the artist for o fixed amount and fhen reselis it,
keeping any profit. A more coramon agreement is for the dealer to handie the work
on commission, so that the decler and the artist spiit the sales price. Even under such
an agreement, a decier who finds a talented artist and who plans to promote
effactively that ortist’'s work may choose 1o buy and hold some of the artist’s works to
speculate that the price for these works will rise in the future,

Artists and dedlers have two objectives: they want high expected earnings and

low risk. Unfortunately, selling art is a very risky business. At least partially for this
reason, many risk-averse deaglers prefer the commission approach where both the
artist and the dealer share the risk of not selling the work or seliing it af only a relafively

low price.
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If the dedler is nof risk averse (or at least less risk averse than the artist), the
alternative agreement, where the artist sells the work to the dedler, increases total
revenues. The dealer bears all the risk but gains all the benefits from a higher sales
price to a collector. Thus, the dedler has the incentive to optimally promote the
work.?

In contrast, under a commission agreerment, the dealer bears all the costs of
promoting (because sharing these costs with young artists is infeasible) but receives
only a fraction of the returns. As & result, the dealer engages in less than the optimal
level of promotion, as is shown in the following model.

A resale royalties requirement affects the initial sales price of works of arts and
reduces the promotional activities of deaqlers. To the degree that collectors specuiate
that these works can be resold Iater at a higher price, these inifial buyers would not
be willing to pay as high an initial price for the works if there is a resale royalties
requirement and some pure speculators may not purchase at all. Similarly, if dealers
are the inifial purchasers, they would not be willing 10 spend as much promoting the
art as in the absence of such a requirement, which further reduces the demand.

Thus, the inftial price of a work by a young artist probably falls,

A Simple Modsl
The following model is used to show that an arlist may prefer a lower initial
price and ¢ share of the resale revenues to ¢ higher initial price and no resale
revenuss. For now, we assume that there is no risk, that the artist can contract
costlessly for royaities from rescle, and that collectors buy and keep the works

indefinitely.
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An artist wants to maximize her eamings. She would incur prohibitively high
fransaction costs if she fried o sell the work herself directly to collectors. Instead, she
sells her work to a dedier, who has lower fransaction costs, and who will promote and
resell the work. There is a downward sloping demand curve for this artist’s work, There

are many deglers competing for her work so that dedglers have no monopsony power,

Dealer-Owned Gallery
The artist sells g pieces of her art works to the dedler at price w. She also
receives g share, o, possibly zero, of the resale price, p.m

The dedier maximizes his profit,

max g = (PO - o) -wla(p. s) -s. M
D, s

where s, the amount of promotional effort, costs $1 per unit; the quantity scld, g(p. s)
depends on the price he charges and the amount of promotional activity: and (1 - o)
is the share of the price he keeps after paying the arfist & resale royalty of ap. in this
specification, promactional activities are a public good and affect all units of work
produced by that artist (so an arfist uses a single decier). Assuming an interior

solution, the deagler’s first-order conditions are

(I -oqlp. sy + (p( - &) - wig,(p. s) = 0 @
and

(P -w-wlglp. o) = 1. €))

That is, he sets his price such that margingt orofit net of payments o the arfist with
respect to g changse in price equals zero (Egquation 2), and he sets his promotional

activity so that the marginal profit with respect 1o an extra unit of promotionat effort
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equals the marginat cost, 1, of a unit of effort (Equction 3). Scoiving Equations (2) and
(3), his optimal price and promotion level are functions of w and o; p* = plw, o), §* =
s(w, o).

If the artist is a utiiity maxirnizer, she sefs w and o to maximize her utility, which is
a function of her eamnings and the pleasure or displeasure she receives from working.

For simplicity, we assume the artist is an ecmings maximizern

max ng = (W + ap(w, a) - ¢ qlplw, a), s{w, o)}, {4)
W, o

where ¢ is her foregone eamings (or psychic costs or benefits) of producing o work of
art.

If the crfist setfs w and o and then the declsr picks p and s, the resulfing
equilibrium is not a first best for the artist because the decler marks up the painting (p
> w), which reduces sales (holding s constant). Were the artist not to dllow the dedler
a second markup, however, from Equation (3), the dedler would provide no services.
Thus, the artist purposefully shares her market power with the dealer to insure he
promotes her and her work. 1

The artist’s optimal « is not typiccaily zero. The artist is generally better off if she
has two instruments, w and «, rather than one, because she wants to affect both the

dealer's price and his promotional activities.

Arfist-Owned Gallery

If the artist owned the gallery, as a few artists do, then she could maximize her
eazz"wimgs;,]2 There would be no need 10 set w or o because the only sale would be
to collectors (that s, formally, the sale 1o o collector is no ionger a resale). The artist

would set p and s fo maximize fotal profit of n = (p - Oglp, 5) - 5. Promotional activity
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and totat profit are higher than if the decision making is decenfralized (where r = 5, +
LN}

To make this example simpler still, we now assume that the demand curve is
multiplicatively separable: q(@, s) = f(o)gis). One implication of this assumption is that
the price is independent of promotional activity and promotional activity only affects
the number of units sold. To show this resulf, we substitute for (. s) In Equations (2)

and (3) and divide (2) through by gis):
(- fE) + (PO - ) - WF(P) =0 2"
(O - o) - WD) = 1. (3

With this demand function, if the artist raises w or o, the dedler raises the price

and reduces his promotional activities:

dp _ i

> {,
dw 201 ~t! + (p(1 -~ @ - wit”
gs . o’ < 4,
dw (1 - o - wig”
do . f+ptf -0

da 201 - f! « (PO - o) - w)f”

ds pg’

o

= < (.
do (pQ - o - wig”

As ¢ result, the quantity sotd unambiguously fails.



Capital Gains
So far, we have assumed that the resale royaity is collectad on the resale price.
Instead, the royalty rate could be appiied 1o only the capital gc:xirzs.l3 With separa-

ble demaond, the dedier’s profit is;
g = -f)p-walp. s -s, (5

where B is the royalty rate on copital gains and o s the payment per painting that the
artist receives from the dedler (w plays the same role as w in the model above).

Assuming an interior solution, the dealer’s first-order conditions are

(-Pap, )+ (1 -Pp - agyp. s =0 ©)
and

G- e -walpe =1 )

He sets his price such that marginal profit net of payments o the artist with respect to
a change in price equals zero, and he chooses s so that the marginal profit with
respect 1o an exirg unit of promotional effort equcais the marginal cost of ¢ unit of
effort, 1. Soiving Equations (6) and (7). his optimal price and promotion level are
functions of w and o = p(w, o), § = s{w, o). The artist’s profit is the same under

either system. '

Simulations

These results are fllustrated in Table 1 for the multiplicatively separable demand
curve g(p, s) = (10 - p)sg‘j“. The fincl price is the same regardiess of who owns the
galtery, but there is more promotionat activity and higher totdl profit when the artist

owns the gotiery.
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Whether the royalty is assessed on the resale price (o) or on the capital gains
()., affects the royalty rate and the payment per plece of art (w or w). The other
variables (p. s, ¢, and profit) are the same undear both systems.

For this specific example, the optimal p is 5 + w/2 for a royalty on capifal gains;
whereas the optimal royalty is & + w/(2{(1 - ) for a royalty on the resale price. That is,
price Is independent of B in the capital gains model, but price is not independent of o
in the other model.

Thus, with the rescle royaity on price, an increase in the rate, a, increqses the
price and decregses quantity, clf else equal. Given that g(s) is concave (as it must be
for the second-order condition for profit-maximization to hold), eqguilibrium promotional
activity Is gregter for a given royally rate when the royalty is on capital gains because
the dedler keeps more of the marginal gain to promotion.

Whiere ¢ = 0 (no cost of production), under either system, the artist prefers to
rely on the resale royalties (o or B) alone and sets her initial price (w or w) to zero. This
result is not surprising, because w = 0 and ¢ resale is assumed, so that the profit is the
same regardiess of whether capital gains or the resale price is used.

Afthough the assumption of no opportunity cost is unrealistic, it is clear that in
general the artist would not sef a or B equat to z650.'° Indeed, these simulations
suggest that the artist may want to set the lump-sum payment to zero or ¢ small value
and to rely on the royailty for most of her earnings. That pattern is close to what is
commonty cbserved (hough, perhaps, for other reasons): the artist recelves smagll
(pernaps studio space) or no paymeanis, and the dedler and the artist split the

ravenues rom the sale o collectors.
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If ¢ =1, then w = 1Iif the royalty is assessed on the capital gains and 0.25if it is
applied to the resale price; however, the other varigbles remain the same. Thus, in
this simple example, it makes no difference as far as profif or production are con-
cemed whether the royalty is assessed on the rescle prce or capital gains, Under
both systems, the artist does better if she owns the gallery (ignoring any additional
management feaes and other problems). With vertical integration, the problem of the

deglet’s second markup is eliminated.

. BENEFITS FROM REQUIRING A RESALE ROYALTY
This simple model ilustrates that an artist may want resale royalties even
ignoring risk elements. There are at least three additional arguments in favor of
requiring a resale royaity, First, the law may help young artists avold being victimized
by sophisticated dedlers (or other initial purchasers). Second, the law may encourage
greater activity by older artfists. Third, the requirement may facilitate pricing practices

that benefit the artist,

Protecting the Artist

If there are only a few dedters who can potentially exhibit a particular artist’s
works, the arfist may be ¢of a disadvantage in negotiating with those dealers. That is,
that dedlers can ‘take advantage of" young arfists by paying them relatively litfle for
their works, In econemics jargon, such dealers have asymmetric bargaining power or
MOoNCPSONY POWET,

Given sufficient monopsony power, under the current system, the decaler pays
artists the reservation value for thelr works (the minimurm amount an artist will cccept).

If the dedler is forced to guarantee royalties from rasale, the deaier will want to
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reduce the initial price paid for the works. However, given the dealer is already
paying the bare minimum the artist will accept (and there are imperfect capital
markets that prevent artists from borrowing), the dealer cannot further lower the initial
price. Under these circumstances, mandating the rights fo resale royalties benefits
young artists by overcoming the asymmetric bargaining power they face. Of course,
the requirement will only benefit artists if they cannot be forced to waive these rights
by a powerful dedler. Moreover, to the degree that galieries are driven out of the
market by reduced earnings, the iaow may exacerbate problems due to the thin
market,

We presume that many sponsors of such legisiation have this scenario in mind.
They feel that the government needs fo be paternalistic fo young artists. We wonder,
however, how redlistic it is. It seams likely that the competition by galleries for young
artists is strong enough that dediers have litfie, if any, monopsony power. We believe

the next two arguments probably have more merit,

Durabiiity effects

Estabiished artists may be motivated to work harder [ater in their careers by o
rasale royalty requirement. Older artists who improve their reputations increase both
the price of their current works and the royaities from the resale of their earier works.
With a resale royalties requirement, artists bensfit more from an increased gepum?idn.
That is, the externdlities from reputation are partially internalized if the artist shares in
the resale revenues. The larger an arfist’s share of the resale price, the greater the
incentive the artist has to put effort info producing more or better guality works or

engaging in other activities that increase the artist's reputation. '®
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An anaiogous argument is made in the Coase Conjecfure.” Coase argued
that current and future production by ¢ durable goods monopolist are substitutes that
compete with each other if resales are possibie,]g As ¢ result, the monopolist can
obtain higher current prices (and present discounted aarnings) if i can convince
potential purchasers that it will not produce close substitutes in the future. That s, it
would not be surprising if the price of paintings of o famous artist, such as Picasso,
increcsed upon his or her death.

The andlogy of the standard durable goods analysis to the art market is
imperfect, however, because an artist’s later works are not a perfect substifute for
earlier works and because later works may increase the value of earlier works (by
enhancing the artist’s reputation). Later work may affect the artist’'s reputation either
through increased guantity or increased quality, For example, by producing a few,
very-high quality paintings in iater vears, prices of both new and old art works may
increqse.,

A resdle royalty infroduces “friction’ info the second-hand market, reducing the
number of resales. Earlier works are iess likely to compete with Iater works, hence the
artist has less of an incentive to restrict production. Thus, a resale tax or royalty has an
effect anclogous o a decrease in durabilify in reducing the durability externality

problem.

Alternative Fricing Fractices
A resale royalties requirement may lead 1o pricing practices that incredse
artists” earnings, much in the manner of agricultural markating orders, which allow
farmers to price discrimingte o increase profit,. Suppose, for example, that an arfist

could eamn more by charging ¢ high price in New York City and @ low price in Kansas
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Chty for a given work (e. g.. numbered lithographs). Currently, there is nothing to
prevent someone from buying at the low price in Kansas City and undercutting the
artist in New York City. To the degree that an artist is important enocugh to make such
arbitrage worthwhile, the artist is prevented from price discriminating. which decreases
revenues, Similarly, arfists have ¢ imited incentive 1o store their own works in order to
price discriminate over time (selling ¢ given lithograph at ¢ low price when the artist is
young and at a higher price iaten. '’

A resale royallies requirement facilitates price discrimination over time of space
because it reduces the incentive 1o resell works, An arblfrager (specuiator), who in
the absence of a requirernent keeps ¢l the returns from < resale, must share some of
the revenues with the artist, As  result, under a resale royalty requirement, initial
purchasers are ess likely to resell in the future, Thus, g larger fraction of buyers consists
of collectors who will keep the works indefinitely (and a smaller fraction consists of
speculators).

That is, in some sense, this regquirement works for the wrong reason. The arfist
may eamn relatively liftle in the way of resale royalties because few works are resold,
Nonethelass, the artist gains by being able o charge more for paintings iater in life,
Because collectors do not resslt earlier works, the artist’s later works face less competi-

Hon for current dollars from the artist’s earlier works,

V., THE DRAWBACKS OF RESALE ROYALTY REQUIREMENTS
Artists and others might not want ¢ rescie royalties reguirement for of least
three reqsons. First, such a requirement shifts rsks toward artists. Second, and
probably more important, it may have adverse effects on promotional activities by

deaters, which will harm young artisfs. Third, it may dissuade some potential artists
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from entering this iine of work, i artists can sasily waive the rights to future roycaities,
however, they need not suffer these harms even if a law creates rights to resale

royaities,

Risk Bearing

The maximum price the initicl purchaser would be willing to pay is lower if, be-
cause of a contract or government requirement, he must pay the artist a royaity from
a resale. That is, the initial price is lowered to reflect the reduced potential capital
gains. Because there is uncerfainty about the future value of any work of art, both
the artist and the inific! purchaser share that risk under a resale royaity requirement,
Where the artist dees not share in future proceeds. the initial purchaser bears all the
risks.

It is recsonable to assume that wealthier individuals and those who are better
able to diversify risks are the ones who are most willing to bear risk.2C Typically,
young artists are less wealhy and less able to diversify than are purchasers. Affer all,
collectors, speculators, and dealers may purchase the works of many voung artisis
and will see thelr holdings increase in wealth if only some of these works eventually
become very valuable. In contfrast, each arfist’s future royalties depend on the future
value of only his or har own works,

Thus, if an artist were given the cheice between receiving moere inifially or
receiving less inificlly but with the potenticlity of more iater, the arfist might, quite
rationally and reqsconably, opt for the former cholce. That is, being iil-sulted 1o bear
risks, the artist may want a cerfain refurn now, even if it has o lower expectaed value

than the gifernative,
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Promaotion

A more telling argument concerns the effects of such a requirement on
promotional activities. The formal model in Section | shows that resale royalties are
iikely to decrease the equilibrium amount of promotion undertaken by o dedler. If
dedier extensively promotes an artist’s works, the expected initial and future prices of
that artist’s works rises. Under the current system, the gallery chooses the level of its
promotional activities fo maximize the present discounted value of its current and
future earnings without worrying about sharing future gains with the artist. A positive
resale royalty rate is anclogous to @ fax on the gallery in its role as g speculator.
Because the gallery now bears all the costs of promotion and receives only a fraction
of the returns, it engages in less promaotion,

In our model, the artist faces o fradeoff from a higher royalty rate: the reduced
promotional effort by the dealer may offset the increased royaity earnings. There is an
optimal royalty rate that is probably nonzero. An artist that can set the royalty rate is
able to maximize her earnings. If the government sets the royalty rate and there are
high costs to renegotiating that rate, the rate probably will not be set optimally for
most artists, If it is sef too high, too itfle promotion will take place.

Consider now a different mode! of how the artist and the dealer interact.
Instead of the artist setting a price and o royalty rate, the artist and the dedler could
play a cooperative (. g., Nash) game where the artist sells the works to the dealer
who then promotes them (af lower cost than the artist can) and resells them. The
artist and the dealer bargain over how much the artist recelves, which depends on
the expected resale price. Suppose the price the collectors pay depends on promo-

tion, but, otherwise, they will buy as much as the crtist can produce at that price.
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Given the artist’s inherent ability, the surplus the artist and the dealer share depends
on the dedaler’s efforts. If the dedler gets all of the marginal revenues (the artist
receives a lump sum payment rather than a fraction of the resale price), the dedler
engages in the efficient level of promotional effort, The law, if it changes this splitting
rute, may lead fo inefficient production of effort. That is. if the artist receives o share
of the resale price, the dedler only receives (1 - o) of the revenues but incurs all the
promotional costs, Hence, as o rises, the gallery reduces its promotional efforts. If,
nowever, only ¢ fixed level of promotional efforts is necessary (fixed possibility frontier),
the law can change the bargaining solution, therebby helping the artist and hurting the
deaier.

So far in our discussion, we have concentrated on resales by galleries, I,
however, collectors or museums aiso promote artists and their works, the same type of
reasoning would apply. That s, a resaie royalty requirement would reduce their

promotional activities as well,

Learning by Doing and Occupafional Choice
The resale royaity requirement also may reduce the quantity and quality of art
for g reason related fo the risk-bearing argument.  Artists typically have difficulty
borrowing against highly speculative future returns. if the imposition of a resale royalty
requirement leads artists 10 receive smalier initial payments than under the current '
system, they may find that they cannot live en those sums in the short run.
As ¢ result, They may switch To another cecupation on a full- or part-iime

]

basis.2! To the degree that there s leaming by doing in arf as in other activities

(one’s skill increases with experience, ot least for @ while), both the quantity and
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quality of art work by young artists rnay dirninish. This argument is scrmewhat offset by

the corresponding one above that older arfists have an incentive to work harder.

V. GAINERS AND LOSERS

There are five groups who stand to gain or lose from a government-mandated
resale royaifies requirement: artists, dealers, collectors, speculators, and taxpayers.
Somea individuals, notably dealers, may belong to several of these groups. Taxpayers
only care 1o the extent that they must pay for enforcing such rules. To the extent that
the other groups bear these expenses (through establishing a private system or
reimbursing the government), taxpayers should be indifferent, The other groups,
howeaver, may be affecfed substantially if resale royaifies are made mandatory.
Again, if artists can waive these rights, this system may differ iittle from the current cne.

A resale royally requirement reduces collectors’ incentives 1o resell works of
art, which they can keep and appreciate viewing.22 In contrast, a pure speculafor
who is only interested in capital gains will continue to sell any work because the
speculator puts no value on keeping the work for its own sake. As a result, if such a
requirement goes into effect, a larger share of art will be owned by coliectors who
infend 1o keep the works.

Initial sales prices for works by arfists will be lowered for three reasons, First,
initial purchase prices will be lower to compensaie for the obligation to share future
profits from resell. Second, dealers will promcte less, which hurts present and future
prices. Third, fewer speculators will buy from artists because they must share proceeds
from resales with the artist, so demand for the works of artists falls.

Collectors who infend to kesp the works indefinitely are not subsfantially

affected by the resale royalties requirement so their demand is liftle changed. As ¢
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result, collectors would make up a larger share of the market for young arfists. Thus
we would expect sophisticated collectors to benefit from the requirement because
they pay lower initial prices. Less-sophisticated collactors are less likely to see the ort
because of reduced promotional activities (and, possibly, because there are fewer
galleries).

Some young artists, who earn less in the short run as a result, may seek alterna-
five occupations. Only those with adequate wealth and whe are relatively optimistic
dbout the future value of their works will remain, Many of those artists who remain,
however, will prosper. They have an incentive to work harder later in thelr careers;
fewer of their early works will be resold, which allows them to charge more for later
works (price discriminate over time or space); and they may face competition from
fawer other artists (because many dropped out af ¢ young age).

Because the demand for works from young artists decreases, some dediers who
specialize in such artists may go out of businass and others will reduce their promotion-
al activities. Inifial sales prices will foll so that the gallery’s share of these prices will
dirinish. Declers who specialize in the works of well-established artists will be less

affected and may even benefif as the value of their works increase.,

Vi, CONCLUSIONS
Our main conclusion is that a law in which the government guarantees artists
the rights fo resale royaities may have fitfle effect if artists can waive these rights.
Young artists can currently contract with purchasers fo ensure resale royalties; vet, very
few do so. That they do not may refiect that either they belleve such compensation
scheme is not desirable or that the fransaction and enforcement costs are prohibitive-

Iy high. If few such confracts are written because of nigh fransaction costs, the



20

government or o private organization could, fhrough taking advaniage of scale
economies, iower these costs and encourcage such confracts.

We have noted, however, that some young artists and dealers may be harmed
by a resale royalty requirement. Thus, many, if not most, young artists are likely 1o
waive fheir rights, If so. the law may have very little effect except on well-established,
elite artists ¢s several arfists have argued. But that is the group that least needs help
in contracting.

Given that the government is already obligated to maintain a registry of artists,
perhaps the beast solution is for the government o help lower the fransaction and
enforcement costs of contracts that set resale royalty rates. For the government fo
actudlly set the rate, or even worse, 1o mandate a particular rate would almost

certainly be harmful for many young artists,
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Table 1

Equilibria With and Without Vertical integration

c=0 c=1
Dealer owns Artist owns Dealer owns Artist owns

Guailery Gallery Gafley Catiery
w 0.0 0.25
o 0.75 .75
® G.0 1
B 0.75 075
D 5 5 55 55
S 1.813 11.513 1.369 8.693
g 5.802 9.210 4.868 7.727
Ty 21.757 34.538 16,428 33.805
Ty 5.440 4.108

Ro= T+ Ty 27.197 34.538 20.537 33.805

o}




22
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duration of the arfist’s life plus fiffy years (L. D. Solomon and L. V. Gil, "Federal and
State Resale Royalty Legisiation: What Hathy Art Wrought?' (1978) 26 UCLA L. R. 322).
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and Roy Lichtenstein — opoosed the provision, arguing that the resale royalty issue
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artists to attract the interest of collectors.”
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agencies of the United States, foreign governments, and groups involved in the
creation, exhibition, dissemination, and preservation of works of art, including artists,
art deaters, collectors of fine art, and curators of art museums.” They were to report to
the Congress no later than 18 months after the act was enacted, December 1, 1990.
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8. R. K. Filer, 'The 'Starving Artist” — Myth or Redlity? Earnings of Artists in the United
States," (1986) 94 J. Poiitical Econ. 86, finds that the average artist (who fend to be
younger than other workers) earns 10 percent less per year than other workers, This
difference shrinks over an arfist’s lifetime due to a steeper than typical age/eamings
profile. As a result, artists ecrn only 2.9 parcent less than others over their working lives.

9. In principle, a dealer could agree 1o buy oll works an arfist will supply at a fixed
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fee. Such a scheme leads to a moral hazard problem where the artist does not have
an incentive o supply uniformiy high-quality works.

10. We ignore the possibility that the art is resold by the collectors because the effects
of further royalties only reinforces the results iliustrated by this simpie model.

11. This story is analogous to that in the share cropping-landowner or the exclusive
dealership/resale price maintenance/Fair Trade analyses. To encourage promotional
activity, the artist fransfers monopoly power fo a single dealer. Similarly, more success-
ful arfists may limit the number of dedalers who carry their works so that each dedler
has an incentive to promote locally, See L. G, Telser, "Why Should Manufacturers
Want Fair Trade?" (1960) 3 J. Law and Econ, 86, on the anclysis of resale price mainte-
nance under Fair Trade Laws and D. W. Carlten and J. M. Perioff, Modern Industrial
Organization. Scott, Foresman/Little, Brown (1990, Ch. 16) for a discussion of the other
models.

12. The artist could also achieve the first-best oufcome in two other ways. First, if the
artist could observe the dedler’'s promotional expenditures, she coulkd extract alf but ¢
profits by setting the royalty on prefits and obtain the first-best equilibrium. 1t is
extremely unlikely, however, that an artist could observe profits. Second, if the artist
had additional instruments of control over the dedler (e. g., the artist could control the
resale price), the arfist could achieve her first best. These additionat types of controls
have been discussed at length in the franchise literature: however, they are very
unlikely here. We doubt that many (f any) decler-artist agreements allow the artfist to
determine the resale price. One reason is that, in the real world, demand is random,

it would be costly 1o write contingent contracts specifying the resale price under



26

various conditions (and potentially disastrous for both parties to write a noncontfingent
contfract).

13. Solow, supra, note 6, observes that in the French version, the royaity is on the
resale price, whereaos in the ltalian version, it is on the capital gains.
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copital gains, the artist receives (Be” - @) + wlg” = Pp* + (1 - Pwlg” = (op™ + Wig™,
which are the profits when the royalty is applied to the resale price. Substituting B = o

ond w1 - B) = W* info equations (6) and (7). we obtain,

(I -afg+ (- ap-wig, =0 6"

(G -ap-wig = 1. 7"

Equations (6" and (7°) are the same as (2) and (3).

15. Although we have not shown it formally, additional simulations suggest that for
general f(p), if g(s) =57, a or B equals 1 -v.

16. Filer, supra, note 8, shows that for the first 30 years of an individual’s work life, the
marginal effect on earnings from an addltional year of work experlence is greater for

qQrtists than for other workers.
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problem is eliminated (see, e. g., J. . Bulow, "Durable-Goods Monopolists,” (1982) 90 J.
Political Econ. 314 or Carlfon and Perloff, supra, note 10). S. J. Liebowitz, "Some
Puzzling Behavior by owners of Infellectual Products: An Analysis,” (1987) § Conternpo-
rary Policy Issues 44, however, has an alternative view. Although a few rental galleries
exist, they typiccally give renters the option fo purchase and, indeed, encourage such
purchases. Thus, there i3 little evidence that renting has eiminated the externality
problem in this market.

19. Again, this argument is anaiogous to that of the durabiity literature. See also N, L.
Stokey, "Intertemporal Price Discrimination,” (1979) 94 Quarterly J. Econ. 355.

20, Cf. Liebowitz, supra, nofe 17, who argues that artists might want to take on risks
under cerfain circumstances.

21, Filer, supra, note 8, finds, however, that artists are less likely to leave art employ-
ment than a typical worker is likely to change occupations.

22. Clearly, speculgtors are not the primary purchasers of art. W, J. Baumol, "Unnatu-
rad Value: or Art Investment as Floating Crap Game,” (1986) 76 Amer. Econ. Rev. 10,
finds (based on sales of works of major artists from 1652 to 1961) that the expected
rate of return was negligible, which suggests that helding art is o consumption good.
J. P Stein, "The Monetary Appreciation of Paintings,” (1977) 85 J. Political Econ, 1021,
using a capitai-asset pricing moeds! concludes that if collectors value the services

yielded by art work at 1.6 percent per year, painfings are 'no more or less aftractive



28

than other assets.” Their yields are comparable to the going rate for other compa-
rably risky assets. R, C. Anderson, "Paintings as an Investment,” (19743 12 Economic
Inquiry 13, also finds that the rate of return on paintings are below that of common
stock. B. S. Frey and W. W. Pommerehne, "Arf Investment: An Empirical Inquiry,” (1989)
56 Scouthern Econ. J. 396, argue that the average rates of return on paintings has
increcased 1o 1.6 percent (median 2.0 percent) in the most recent period (1950-1987),
but is still below that of financial assets. These studies report that unusuclly high rates
of return or unusually large losses are associated with holding paintings for short

periods of fime.





