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Does Contractual Incompleteness Necessarily Bring
on Inefficient Specific Human Capital?
—————— A Holdup Model with Asymmetric Information

Huihua NIE (School of Economics, Renmin University of China)

Abstract: The classical theory of incomplete contracts argues that contractual incompleteness will
bring on inefficient specific human capital, but it can’t explain why the fact employees over invest
in specific human capital abounds. Introducing repeated games and the asymmetric information of
investor’s ability into the classical model of bilateral buyer-seller, this paper proves that although
contractual incompleteness will definitely cause the holdup problem, holdup may not necessarily
impede efficient investment in specific human capital under some conditions. Specially, | argue
that reputation is also the source of power. Good reputation induces good-type agent to invest
social-best specific human capital in the first period, and compel bad-type agent to exit market;
neutral reputation induces both good-type agent and bad-type agent to invest social-best specific
human capital; however, bad reputation induces both good-type agent and bad-type agent to exit
market. Also, this paper argues that the optimal property rights in static model are not necessarily
optimal in dynamic model.

Key words: incomplete contracts; hold up; reputation; specific investment

15





