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municipality of Coimbra (Portugal):
the role of transaction costs and risk
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ABSTRACT: This stucly aims to analyse revenue collection contracts in the municipality of
Coimbra (Portugal), from 1557 to 1836. It will focus on examining the role of transac-

tion costs and risk in contract selection. It is documented that from the sixteenth century
to the early nineteenth century, the municipality of Coimbra used three types of contracts
with private contractors, namely fixed-price, salary, and sharing contracts, although

most were of the fixed-price type. The central question explored here is the influence of
transaction costs and risk on the decision-making process for indirect collection contracts.

The findings indicate that the municipality aimed to minimize both transaction costs
and risk, leading mainly to the use of fixed-price contracts. In this arrangement, the
agents (revenue contractors) bore responsibility for both the risk and the costs associated
with the collection process. From 1739 onwards, the municipality shifted to direct ra-

ther than indirect collection methods, introducing additional constraints. (CODIGOS JEL:

D86; N23; N83; N93)
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1. Introduction

Contracts have been very important throughout history as a means of regulating human activ-
ities, particularly within the economy (Dyck and Wruck, 1998, pp. 266-267; Barnett, 2003;
Bolton and Dewatripont, 2004; Roppo, 2009; Azevedo, 2019). This article aims to analyse
contracts for the collection of municipal revenues in Coimbra (Portugal) between 1557 and
1836. These contracts (for indirect collection, under a monopoly) were documents signed
by the city council and private contractors, who collected the revenues on behalf of the mu-
nicipality. In other words, these individuals were not part of the municipality’s salaried staft
and the contract therefore involved delegating competencies, power, and obligations. Studies
on contracts in historical contexts are important because they always involve a negociated ex-
change between two parties, in which each agrees to perform a delegated task (Berman, 1983,
p- 432).

This article contributes to the discussion on revenue collection mechanisms. The inability
to collect revenue was a common issue in various types of organizations throughout Early
Modern Europe. In France, for instance, taxes were collected for the Crown by private con-
tractors (White, 2004). The use of private individuals for revenue collection was also very pop-
ular with the Spanish monarchy. The need arose from the government’s inability to collect its
own revenues (Pérez Alvarez, 1999; Campos Lucena, 2009, p. 168).

Throughout the Early Modern period it was also common for Spanish municipalities to
use private contractors for revenue collection. These contractors paid a fixed amount to the
municipality, covered the collection expenses, and profited from everything they collected
above the agreed amount (Lépez Nevot, 1995, p. 797; Gonzilez Beltrin, 1999; Campos Lu-
cena, 2009, p. 173; Bernardo Ares, 2015). Since it was difficult to control the contractors
involved in this process and they often exploited the population by collecting more than they
should, the system was changed to direct collection (using municipal officials) in the eight-
eenth century (Campos Lucena, 2009, pp. 174-175).

This system was also the norm in Portugal during the Early Modern period, as Portuguese
organisations, in particular the very large ones, were unable or unwilling to collect all their
income. Indirect collection was used by the nobility (Monteiro, 2003), the religious houses
(Neto, 2018), the state (Pedreira, 1992, 1996) and the University of Coimbra (Fonseca, 1995;
Neto, 1998). The business of contracting out the revenues of these organisations was consid-
ered very lucrative and therefore attractive for private individuals (White, 2004, pp. 648-655;
Machado, 2005, p. 169; Salvado, 2019, pp. 144-145).

Municipalities also followed this trend. The practice of contractualising the revenues of
municipalities was already in place in the fifteenth century in Porto (Gongalves, 1987, p. 48).
In the sixteenth and seventeenth centuries it was well established in important municipalities,
such as those of Porto and Coimbra (Silva, 1985; Barbosa, Moutinho and Silva, 2022), and by
the eighteenth century it was the main collection model for virtually all municipalities (Soares
1984, 96; Mota 1990, 117; Capela 1995, 202-203, 217; Ribeiro 1998, 212; Fernandes 1999,
65-66; Fonseca 2002, 359; Barbosa 2017, 196-200).
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Eduardo Mota argues that the problem lay in the absence of any efficient bureaucratic
mechanism for collecting both royal taxes and municipal revenues. The solution was to dele-
gate this responsibility: in the second half of the eighteenth century, this practice was still the
norm in the municipality of Gouveia (Mota, 1990, pp. 101-120).

Teresa Fonseca has analysed indirect collection in the municipality of Evora (1750-1820),
emphasizing both the perspective of the city council and that of the contractor, who would
be motivated by the prospect of significant profits. In some cases, powerful business groups
monopolized the contracting process. However, not all bidders for municipal contracts were
wealthy businesspeople. In the author’s opinion, local industry and trade were prosperous
enough to accumulate of sufficient capital to invest in these contracts, which typically repre-
sented a parallel activity to the contractor’s main occupation (Fonseca, 2002, p. 375).

The same author also states that the interest shown by both wealthy and poor contractors
confirms the profitability of this business. However, it also affected the financial resources of
municipalities during the Ancien Regime, since contractors absorbed an important part of the
revenue (Fonseca, 2002, p. 375).

This research aims to contribute to the literature on history and economics by presenting
a case study that involves a systematic analysis of contracts used over several centuries. Giv-
en the similarities between Portuguese municipalities, it helps to provide an understanding
of Portuguese municipal institutions. Furthermore, although some studies have analysed the
collection mechanisms (albeit briefly), the contracts operating within indirect collection have
not been thoroughly analysed. Finally, it aims to contribute to the literature by examining
the possible connections between contract structure, risk management, agents and contract
choice.

Itis known that at the end of the eighteenth and the beginning of the nineteenth centuries
Coimbra city council used three types of contracts with private contractors: fixed-price, salary
and sharing contracts (Barbosa, 2019, 2020). The central question addressed in this study
concerns the role of transaction costs and risk in the choice between direct and indirect collec-
tion and in contract choice. Is also aims to explore why the municipality needed to use private
revenue contractors, whether the configuration of the contracts remained stable or varied over
time, and the most important factors that determined the contract.

The municipality of Coimbra was selected due to the abundance of empirical evidence of
municipal contracts, and the fact that the three types of contracts were used, which was not
common practice in many city councils, thus allowing for comparisons between the different
contract types. The analysis therefore focuses on municipal revenue contract farming.

The study is situated within the theoretical framework of new economic institutionalism,
focusing in particular on contract and agency theories. It aims to address a gap in historiogra-
phy, given that there is limited research on transaction costs and risk’, especially with regard to
public organizations during the Early Modern period. Revenue collection processes are often
overlooked and there are even fewer systematic analyses of contracts. This study therefore
seeks to examine the reasons behind the choice of contracts utilized by the municipality of
Coimbra and their defining characteristics.
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The study shifts the focus from typical contract studies, such as those involving firm man-
agement and agriculture, to explore contracts that enabled private contractors to collect mu-
nicipal revenues (Huang, 1973; Stiglitz, 1974; Hsiao, 1975; Reid, 1975; Allen and Lueck,
1992, 1999; Kiser, 1994; Miller, 2005; Fehr, Klein and Schmidt, 2007; Andrés Ucendo and
Limberger, 2012, pp. 2-3; Yun-Casalilla and O’Brien, 2012, p. 45; Kiser and Levi, 2015;
Monson and Scheidel, 2015; Alfani and Tullio, 2019, p. 34). Emphasizing the significance
of contracts, transaction costs, and risk-incentive balance, it argues that these factors crucially
influence contract selection.

There may have been various reasons for delegating collection duties, including leverag-
ing increasing returns associated with the division of labour, the time constraints or inability
of the principal, and other forms of bounded rationality when facing complex problems
(Laffont and Martimort, 2001, p. 37). However, based on the contract clauses, it may be
assumed that the primary drivers are risk and transaction costs. Contract theory extensively
addresses the structuring of contracts to mitigate risk in the face of challenges to incentive
(Rees, 1985, p. 3; Allen and Lueck, 1999, p. 704; Brosseau and Glachant, 2002). Neverthe-
less, while transaction costs often take precedence, risk can also be a decisive factor in con-
tract selection (Stead, 2004). In our view, the preference for fixed-amount contracts extends
beyond this, representing a transfer of risk from the principal to the agent.

Contracts entail signiﬁcant execution expenses and encompass numerous transaction
costs, which are pivotal aspects of contract dynamics. While contract definition aids in miti-
gating these costs, they remain a crucial consideration (Williamson, 1981, p. 572). Transaction
costs include negotiation, information gathering, measurement, supervision, enforcement,
and political action, influencing individual responses to economic shifts (Libecap, 1986, p.
228; Furubotn and Richter, 2005, p. 36). In the specific case examined here, transaction costs
primarily pertain to contract enforcement expenses. The city council anticipated these costs,
resulting in a preference for the fixed-price contract, which effectively transferred these ex-
penses to the agent.

In agency relationships it is usually impossible for either the principal or the agent to ensure
that the agent consistently makes decisions that reflect the principal’s interests. Consequently,
both parties normally incur positive control and bonding costs (Jensen and Meckling, 1976,
pp- 308-309; Eisenhardt, 1989, p. 58). We would argue that in municipal contracts, higher
agent risk accentuates the importance of bonding costs. As a result, fixed-amount contracts
tend to present elaborate bonding provisions, while share contracts make only brief reference
to them, and salary contracts may not require them at all.

In order to address these questions, the study is organized as follows: the first section, aims
to provide an overview of the municipality of Coimbra in the Early Modern age, while the
second section details the three types of contracts used by the Coimbra city council for reve-
nue collection, and the third section analyses the contracts in the light of the new institutional
economics literature.
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2. Municipal finances in Early Modern Coimbra: con-
tracts, revenue, and financial challenges.

Municipalities were important in the administration of the Portuguese territory, due to the
decentralisation of the country, the lack of any administrative and bureaucratic structure, and
the limited means of communication and transport. Given all these constraints, the central
power was forced to delegate many responsibilities to the municipalities (Magalhies, 1994,
2011; Monteiro, 1996). Hence, before analysing the contract, it is important to understand
the nature of the organization within which they operated.

Portuguese historiography has identifier the main duties of municipalities. Firstly, they
had to provide first-instance justice via a judge elected by the Crown (or locally elected, in
smaller municipalities), and collect royal and municipal taxes. In addition, the organisation of
the militia, specifically the election of officers (captains and sergeants) is mentioned as one of
the most important functions (Magalhes, 1994; Monteiro 1996; Magalhies 2011). The sup-
ply of essential products and control of economic activities was another key responsibility, re-
sulting in a policy of economic interventionism that saw the local authorities become involved
in economic life, by preventing the free circulation of goods and fixing prices and wages. They
also regulated artisanal and agricultural life by creating laws (Magalhes, 1994; Monteiro 1996;
Magalhides 2011) (Vidigal, 1989, p. 71).

Municipal revenues in the Early Modern era could vary, depending on factors such as
the size of the municipality, its population, and its economic activities. These incomes could
come from fines (for non-compliance with municipal laws), rural and urban properties, fees
and taxes (on commerce and consumption), sales permits, rights (tolls, passage, stoppage, etc.)
and contributions from smaller municipalities from its hinterland (Soares, 1984; Mota, 1990;
Rodrigues, 1992; Capela, 1995; Fonseca, 2002; Barbosa, 2019, 2020).

All aspects of municipal power were dependent on contracts, including contracts for the
supply of the city, for the collection of royal taxes, and for the appointment of military of-
ficers. This study aims to analyse a particular type of contract associated with the collection
of municipal revenues, which could be gathered either by direct collection, using municipal
officers, or by indirect collection (via private collectors). The contracts defined a set of rules
and responsibilities that were essential to the work. The indirect collection mechanism was
the preferred model in Portuguese municipalities (Table 1) and although not much is known
about the subject, most municipalities used a fixed-price model. The contract for the col-
lection of municipal revenues is therefore the central focus of the historiographic discussion
in this article and is analysed it in the light of the contributions from the new institutional
economics.

One of the most important institutional aspects concerns the contracts between the mu-
nicipality and the private parties that collected its revenues. These contracts were vital because
they relieved the municipality of the responsibility and expense of collecting revenues and
enabled the private parties to earn extra income (Soares, 2004a). Their importance is also re-
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flected in the total revenue collected through this indirect collection mechanism: as a general
rule, indirect collection always represented more than half of the municipality’s total revenue
(Barbosa, 2019, 2020).

TABLE 1. Indirect collection share in Portuguese municipalities

Municipality Period Indirect collection share (%)
Viseu 1770-1778 98.22
Alter do Chio 1775-1797 96.16
Gouveia 1780-1799 86.00
Penafiel 1782-1820 84.77
Viana do Castelo 1740-1770 89.18
Evora 1750-1820 81.00
Vila Nova de Cerveira 1786-1831 74.60
Coimbra 1557-1836 62.00
Lisbon 1779-1831 42.50

SOURCES: (Barbosa, 2023b).

More specifically, throughout the Early Modern period most of the revenue of the municipal-
ity of Coimbra consisted of fines (mainly incurred by merchants, livestock breeders, and farm-
ers) for contravening municipal laws. The most important sources of revenue also included
fees for the inspection of weights and measures (to avoid mistakes or corruption), rural and
urban property (mainly shops), licences required by vendors, and consumption taxes.

TABLE 2. Coimbra City Council Revenues, 1557-1836

Revenues %
Fines 66.31
Fees 9.56
Other 7.18
Property 8.51
Licences 4.92
Taxes on consumption 3.53
Total 100

SOURCE: Arquivo Histérico Municipal de Coimbra [AHMC] (Coimbra Municipal Historical

Archive), Livros de Receita e Despesa (Revenue and expenditure books), 1557-1836.

Approximately half of the total revenue collected by the indirect method corresponded to
fines (Table 2), which were more difficult to collect due to opposition from the people (Bar-
bosa, 2020), and fees for the inspection of weights and measures.
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TABLE 3. Coimbra City Council Indirect Collection Revenue, 1557-1836

Revenue %
Fines on commerce 49.25
Fines on livestock grazing 25.78
Fees 15.58
Taxes on consumption 5.75
Other 3.65
Total 100

SOURCE: AHMC, Livros de Receita e Despesa, 1557-1836.

Municipal revenue and expenditure underwent long (but not continuous) decline that
ended in the post-Napoleonic War period (Figure 1). The post-war period led to a financial
recovery, but it never reached the heights of the sixteenth century. The situation was only
reversed with the reforms introduced by liberalism in the late 1830s.

FIGURE 1. Real revenue and expenditure, 1557-1836 (in Portuguese 7¢is of 1660)*
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SOURCE: AHMC, Livros de Receita e Despesa, 1557-1836.

As far as balances are concerned (Figure 2), of the 166 samples available, 39% were positive
balances, 60% were negative balances and 1% were neither positive nor negative. However,
if the consolidated balances are taken into account (which include the profits carried over
from previous years and used to pay off expenses), the results show 49% positive balances, 49%
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negative balances and 2% zero balances. This demonstrates a tight and difficult management
strategy, which nevertheless prevented the municipality from incurring major debts. There
were periods with more positive balances, such as between 1557 and 1625, and others with
more negative balances, such as between 1627 and 1663.

FIGURE 2. City council balances, 1557-1836 (in Portuguese 7¢is of 1660)

500.000
400.000
300.000

200.000
100.000

Sy

L

—
0
—

1686 "=
169

I i e I - R
> r«1|||§| H
— o)
O \O O O
—_—— —_— o —

_ |I| I| |II_|__II|-|I|
ﬁi“ﬂ g o
S —~

(100.000) —

(200.000)

16
1804
18
1827%

1798-17

(300.000)
(400.000)
(500.000)

O Balances

SOURCE: AHMC, Livros de Receita e Despesa, 1557-1836.

The prolonged decline of the municipalities, most evident from the mid seventeenth cen-
tury onwards, stemmed from a combination of conjunctural and structural factors. Among
the conjunctural causes, the higher taxes imposed by the Crown since 1640 played a pivotal
role. War-induced taxes, such as the décima on income and property, were introduced, togeth-
er with increases in existing taxes, including the s7s2 on commercial transactions. A new local
tax, the usual, further burdened the populace, affecting the consumption of essential goods
such as wine, meat, fish, and salt. These tax increases met resistance, impeding payments and
complicating the contractors’ tasks. The latter part of the seventeenth century witnessed a
citywide financial crisis due to currency shortages, which disrupted the credit market, esca-
lated debts, and increased bankruptcies, profoundly affecting the municipal contract market
(Soares, 2004b, pp. 241-249; Barbosa, 2023b).

Structural factors also contributed significantly to the municipal decline. In particular,
collusion between tax contractors and municipal officials, which influenced contract auc-
tions, intensified from the mid-seventeenth century onwards. Concurrently, contractors en-
gaged in abuses of power, by imposing excessive fines, while a/motagaria judges overlooked
these transgressions and were complicit in the wrongdoing. By the early eighteenth century,
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oversight by the municipal council increased, following the establishment of an economic
court to rule on offences, thus exercising control over the streets of the city. This regulatory
intervention reduced the value of the contracts, as potential contractors sought less munic-
ipal interference. In addition, the collection of fines by private contractors dwindled over
time. In 1739, the primary contract for almotagaria fines on commerce was restricted to the
city, with fines in the hinterland collected by local council judges, who forwarded the funds
to Coimbra after local adjudication (Soares, 2004b, p. 102; Barbosa, 2023b).

Significantly, this shift away from outsourcing to private individuals in favour of using
local judges, thus marking a transition from indirect to direct revenue collection mechanisms,
began in 1739, a pivotal year for the municipality. The Pacto Fidalgo, established in this year,
saw the local aristocracy transfer the municipal financial challenges to the ‘lower’ classes,
particularly merchants, literate people, and professionals associated with contract farming.
Leveraging the existing legislation, they consolidated their power in the municipal council,
barring individuals from other sectors of society from being appointed to senior positions
such as alderman (Soares, 2004b; Ribeiro, 2012). Reducing the scope of revenue collection
and employing local judges for revenue collection, in particular fines, featured prominently
in their agenda (Soares, 2004c, p. 109). Consequently, direct collection increased without a
commensurate rise in municipal human resources (Figure 3). In additionally, real municipal
salaries declined significantly throughout the eighteenth and early nineteenth centuries (Bar-
bosa, 2023b).

FIGURE 3. Employees (city council officers and others) paid by the city council of Coimbra,
1557-1836
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The recover of revenue only became possible in the early nineteenth century. During this
period, there was an increase in the number of fixed-price contracts, and share contracts (the
means by which many fines were collected at the time) were introduced with a 33% share
of the output allocated to the collector. In both cases, the municipality used outsourcing.
Hence, it once again opted for more efficient types of contract, which had an impact on its
revenue (Barbosa, 2023b).

Based on the limited information available, we know that these businesses could provide
very high incomes. In the case of the leasing of customs duties in Bahia, in Brazil (1739-1741),
studied by Jodo Salvado (Salvado, 2019, pp. 144—145), the gross balance for investors was
35.7%. In France, some sources on tax collection contracts analysed by Eugene White reveal
variable balances of between 5% and 25% (White, 2004, pp. 648-655). The case studied by
Margarida Machado, concerning a commercial trading house responsible for collecting tithes
in the Azores, Portugal, demonstrates profits ranging from 21% to 52.8% (Machado, 2005, p.
169).

In Portugal, the accounts of the royal tax farmers for the real de dgua (a tax on the con-
sumption of meat and wine) in Coimbra, between 1790 and 1793 show that the gross profit
of the tax farmers accounted for 34% of the total collected. After deducting operational costs
and other expenses, their net balance was 27% (Barbosa, 2023a, p. 138).

Having analysed the organizational and financial context for this study, the following sec-
tion will examine the composition of the contracts, and in particular the conditions attached
to them.

3. Revenue collection contracts in the municipality of
Coimbra (late sixteenth to early nineteenth century).

Throughout the Early Modern era, both indirect (with fixed-price, salary, or share contracts)
and direct collection (based on municipal officers) were used simultaneously for municipal
revenues in Coimbra (Figure 4). Regardless of the collection method, three types of contracts
could be used: fixed-price contracts, profit-sharing contracts, and fixed-salary contracts. Typ-
ically, direct collection was carried out by salaried officials, while indirect collection mainly
involved fixed-price contracts. In some specific cases, indirect collection also included salaried
and profit-sharing contracts.

As previously mentioned, and shown in the graph below, the municipality began to make
great use of direct collection from 1739 onwards, a situation that lasted almost until the end
of the period under analysis. However, starting in the 1790s, a wider range of contracts began
to emerge, such as those involving salaried private contractors and, from 1812 onwards, share

contracts (also involving private contractors). In 1818, fixed-amount contracts were also re-
vived (Barbosa, 2023b).
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FIGURE 4. Percentage of total revenue collected by type of collection and contract, 1575-
1836
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FIGURE 5. Coimbra city council collection methods and contracts, 1557-1836
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The contracts that will be analysed correspond to documents used by the municipality of
Coimbra to regulate the transfer of competencies for the collection of municipal revenue. The
transfer, to some extent, removed this responsibility from the municipality and delegated it to
a private individual, or group of individuals (indirect collection)®. The contract, as analysed
here and as preserved in the Coimbra Municipal Historical Archive records, could correspond
to a set of documents and procedures that had to be carried out to make this transfer of re-
sponsibilities possible.

3.1 The fixed-price contract.

The most common type of contract used for indirect collection was the fixed-price model?, in
which the contractor paid a fixed price to the city council and profited from everything he col-
lected above that amount. The contractor was chosen by means of an auction: the bidder that
offered the highest price would sign the contract. The process began with notification of the
opening of the bidding period, which would be announced in the city by the municipal town
porter. The interested parties would then submit their bids, which was a standard practice in
an auction (Barbosa, 2019).

The contract could include the following documents: the axtos de lango (documents con-
taining the bids); autos de arrematagio (documents proving that an individual or group had
won the auction for the collection of the lease); autos de obrigagio e fianga (a document in
which the winner of the auction, his partners and guarantors presented a declaration speci-
tying all the properties that constituted the collateral and the contractors agreed to the con-
ditions and promised to comply with them); and the autos de guita (documents drawn up at
the end of the contract to prove that the contractor had complied with the conditions and had
been discharged by the municipality).

The contract began with a record of the date and place where it was signed (normally at the
Town Hall Registry or the clerk’s house). It then stated the name of the contracted party and
its partners and/or guarantors, followed by the duration of the contract (usually one or two
years), the amount to be paid per year (which had to be in cash), and whether an ordindria
existed or not (extra payments, sometimes in kind, such as offering wax to the council or bed
sheets for royal officers staying in Coimbra for some time). Is also stipulated the number of
instalments in which the contract would be paid and the deadlines were set (varying between
two or four times a year). The following are the conditions of the contract, based on analysis
of several contracts (as previously noted, contracts were remarkably stable over time), which
may provide a better understanding of the nature.

1. Revenue should be collected in the same way as in the previous contract and with the

same conditions®.

2. Contractors must make direct payments to the city treasurer (some contracts mention

paying at the Town Hall) within the stipulated deadlines.

3. No losses (collections below the contracted value were the contractor’s responsibility).
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All expenses associated with collection (salaries, travels, bureaucracy, taxes, etc.) are
borne by the contractor.

The contractor cannot cease collecting until the contract ends.

If the contractor fails to pay the agreed instalments, the contract will immediately
be removed by the city council and handed over to another person; any collection
losses during this transfer period will be covered by confiscation of the contractor’s
assets.

Contractors cannot offer, sell, transfer, or trade... the contract or any part of it, especial-
ly to those in debt to the municipality; if they do, they will pay a fine of 500 cruzados
- 200 000 r¢s (half to the city council and half to their accuser).

Contractors are obliged to accept the authority of the city judge, recognizing him as
the exclusive jurisdiction in all their conflicts. Contractors must accept the judge as the
confiscator of debtor’s assets (and, in his absence, the alderman).

(Eighteenth and nineteenth-century change:) contractors cannot allege any ‘ordinary,
or extraordinary, usual, or unusual justification’ for any loss incurred during the con-
tract. Contractors renounce every single justification and declare themselves solely re-
sponsible for any losses.

Contractors cannot present any kind of privileges, laws, rights, or justifications (regard-
less of their nature even if originating from the Crown) that would prevent them from
complying with the provisions of the contract or that could hinder confiscation.

This is followed by another important aspect of the contract, namely the presentation of

the guarantors, and the assets that constitute the collateral and belong to the contractor, its

partners, and guarantors. The collateral did not have to be declared at the time of the auction

or on signing the contract. However, the contractor had to do so within a short period of

time, otherwise the contract would be withdrawn. The rules relating to collateral were the

following:

11. The value of the collateral must be equal or superior to that of the price of the contract.

12. All movable and immovable assets that the contractors might acquire in the future
must also be pledged in case of need.

13. The assets must belong to the contracting parties (not third parties) and must be “free”
(i.e. they cannot be included in other contracts as collateral, nor be subject to confisca-
tion processes).

14. Contractors are required to reveal all the assets in case of confiscation.

In the event of default, the contractor, partners, and guarantors were subject be confisca-
tion procedures. The costs associated with the process were the responsibility of the contrac-
tors. Each person involved in the confiscation would pay 300 7¢s per day.

The contract ended with the contractor, partners, and guarantors swearing before witness-

es that they accepted the contract of their own free will, declaring that they considered it to be
‘fair and reasonable’.

Vol. 21 (febrero, 2025)
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3.2 Share and salary contracts

The share contract was a simpler document. Although the initial structure was the same in
terms of the information provided, such as the date and location. The major difference lay
in the description of the payment, in which the municipality stated that it had ‘arbitrated” a
share of whatever it collected. For example, a 1703 contract stated that this percentage would
be 25% for the contractor®. The contract also provided some information about the way in
which the contractors should collect the revenues. In this specific case, it regulated the collec-
tion of fines, meaning that the contractors had to open conviction proceedings and other legal
procedures against offenders, presenting proof of all the fines to the city council. They had to
name the assets of that would be seized, if necessary, and verbally announce the days on which
the seized property would be sold at public auction. Share contracts did not have the same
conditions as the fixed-price contract. However, they stated that the contractor, partners, and
guarantors were obliged to pledge all their assets to cover any losses that the city council might
incur.

With respect to the fixed-salary contracts, these were not recorded in the city council’s
archives. They were essentially verbal agreements and one of the few know clauses stated that
the contractors would receive a salary set by the municipality and had to submit accounts at
the end of the year (Soares 2004b, 111:104; JL. dos S. Barbosa 2020, 118-119, 127).

4, Transaction costs, risk, and incentive in Coimbra
municipal contracts.

The first aspect to highlight regarding the analysis of contracts is that they were based on a
principal-agent model. The principal (the city council) delegated a task (the collection of part
of its revenues) to certain agents (the contractors, which involved the delegation of some au-
thority and responsibilities, Jensen and Meckling, 1976, pp. 308-309).

It is assumed that this specific principal-agent model has some particularities: the principal
is risk averse (due to its nature as a public organization); the agent’s effort is not fully observa-
ble; the principal could not avoid its duties; the collection of revenue could be carried out by
the principal but it preferred, for long periods of time, to delegate most of this responsibility
to the agent; the product of the collection was variable, depending on the effort of the agent
but also on exogenous forces, such as crises. On the basis of these assumptions, we will endeav-
our to understand what each of the contracts had to offer for the city council and the agent.
The fact that the municipality was a public organization and, as previously noted, always had
difficulties in balancing its accounts makes it risk averse. In the following pages, the contracts
will be examined in greater detail.

The first contract under analysis is a fixed-price contract, a type of contract that establishes
an amount to be paid annually by the agent to the principal, with the agent profiting from
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whatever he collects above this amount.

The contractor selection process mirrored an English auction, in which the highest bid
secures the contract (Klemperer, 2004, p. 12; Milgrom, 2004, p. 11). Auctions operate under
explicit rules to determine prices based on participant bids, aiming either to maximize the
price or evaluate products with ambiguous values. Given the uncertain nature of revenues
such as fines collected by the municipality, auctions probably aimed to establish prices that
were difficult to determine in advance. With limited human resources and specific roles, the
municipality was likely to face a high information asymmetry with regard to the contractors
(Myerson, 1981; Milgrom and Weber, 1982; McAfee and McMillan, 1986, 1987; Milgrom,
1989, 2004).

The auction allowed various agents (in this case, private contractors) to submit bids for
performing a service, thus creating competition and increasing the likelihood that the win-
ner would be the one most capable of providing the service or, in other words, the one who
was most efficient (Myerson, 1981; Milgrom and Weber, 1982; McAfee and McMillan, 1986,
1987; Milgrom, 1989, 2004).

The competition in the auction was affected by incomplete information, emotions, com-
petitiveness, ambition, personal preferences, the preferences of others, the intrinsic qualities
of the auctioned item or service, and misjudgement of the value of the auctioned item that
could raise the value of the contract (McAfee and McMillan, 1987, pp. 704-707; Milgrom,
1989, pp. 3-6).

Competition for the contract was therefore crucial to establishing the price. There is little
information available on auctions, but is known that competition was not very high in the late
eighteenth century. In the contract for agriculture fines in the hinterland of Coimbra, it was
common to have only one bidder for several years. The challenging situation and the difficul-
ties involved in collection discouraged contractors. Moreover, the incentives that had existed
in the past were no longer present (Barbosa, 2020, p. 117).

It is important to ascertain whether contractors were willing to sign new contracts after
the first one (assuming that they had the opportunity) and the data on contractors who signed
second contracts is significant. The following table indicates how many contracts were signed
by the contractors. The contracts under analysis are a/motagaria (mostly trade-related fines),
guarda do campo (agricultural fines in the hinterland), and medidagem de Condeixa (fees for
the circulation of animals and carriages).

In the first case, 70% of the contractors signed only one contract and 30% more than two.
In the second example, nearly 79% of the contractors signed only one contract, and 21% more
than two. In the third example, involving fees, 60% signed only one contract, while 40% signed
in two or more.

It can therefore be seen that it was not very common to repeat a contract, particularly in
the case of fines. Given the relatively low competition for these revenues, it would apperar that
the incentives for contractors were not attractive enough, due to the difficulties in undertak-
ing the task. From this information, it can be inferred that contracts were not highly compet-
itive and the fact that the majority of contractors did not renew their contracts suggests that
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the business may not have been very profitable.

TABLE 5. Number of contracts signed by each agent

Almotagaria (1608-1777) No. %
1 contract 26 70.3
2 contracts 8 21.6
3 contracts 2 S.4
S contracts 1 2.7
Total 37 100
Guarda do campo (1610-1787) No. %
1 contract 41 78.85
2 contracts 7 13.46
3 contracts 1 1.92
4 contracts 2 3.85
6 contracts 1 1.92
Total 52 100
Medidagem de Condeixa (1750-1775) No. %
1 contract 15 60
2 contracts 6 24
3 contracts 1 4
S contracts 1 4
6 contracts 1 4
10 contracts 1 4
Total 25 100

SOURCE: AHMC, Notas, 1610-1800.

Moving on to the analysis of the contract clauses, it can be seen that most of the clauses
presented in the previous section are related to both risk and transaction costs. We assume that
these two factors cannot be separated in this case. Regarding risk, it must highlighted that the
principal retains a fixed price and the agent bears all the risk, if the principal was risk-neutral,
they would bear all the risk, but this is not the case (Rees, 1985, p. 7).

A fixed-price contract can be issued on a performance specification basis, with the agent
submitting a single sum for all the work. Payments can be made on a calendar basis or when
certain targets are achieved. The fixed-price contract is suitable when the project performance
specifications are clear and for projects of a repetitive nature, which was the case here. The
contractor assumes all risks associated with the changes in amounts or conditions (Wamuziri
and Seywright, 2005, p. 1176). With the ‘no losses’ policy, the principal delegates all the re-
sponsibility and risks associated with collection to the agent.
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In fixed-price contracts the agents are selected by auction and the contract awarded, in
most cases, to the bidder with the offer that is most financially advantageous for the principal.
In this case, the agent needs to present secure collateral and guarantors, but also expertise’.
If there are no changes, the agent pays the principal the fixed price, regardless of the total
costs incurred by the agent in performing the service. If these costs prove to be higher than
the agreed fixed price, the agent is responsible for the risk of incurring losses (Wamuziri and
Seywright, 2005, p. 1176).

In this contract, the agent is limited by termination date, which cannot occur before the
end of the agreed time, on pain of confiscation of assets. This ensures that they will continue
trying to collect as much as possible, even in very unfavourable situations, because they have
assumed the risk (Sappington, 1991, p. 50). External disturbances that may influence the re-
sults cannot be used as an argument, a potential major problem is avoided by a clause that
removes the possibility of the agent providing any justification (Furubotn and Richter, 2005,
p-27).

It is important to highlight the clauses relating to privileges and submission to the au-
thority of the city council judge. The municipality wanted to guarantee that the contractors
could not use any type of benefit that could jeopardise the viability of the contract. Moreo-
ver, in terms of conflict resolution, the agent was subject to municipal authority in the figure
of its judge. Among the control mechanisms available to the municipality was the work of
its officials, particularly the juizes de almotagaria (judges responsible for local law enforce-
ment) (Loureiro, 1942; Barbosa, 2019). As previously mentioned, in the late seventeenth and
early eighteenth centuries there was a specific court for overseeing the actions of contractors
(Soares, 2004b, p. 102). However, there is no information available on the actual effectiveness
of these mechanisms.

Clauses related to collateral are also important from a risk perspective. Although several
clauses allocate the risk to the agent, there was one type of risk that would never disappear: the
agent’s bankruptcy. To protect against this, the contract provides for the submission of guar-
antors and collateral, which act as a bidding cost. In other words, in the event of any default,
the principal has a set of assets that can be seized for later sale. In a well-executed bankruptcy
case, the outcome of the bankruptcy would be the same as the outcome if the contract had
been performed, that is, the proceeds of the bankruptcy would be equal to the contract price
(Hart, 1995, pp. 157-159).

Moreover, there are also transaction costs associated with the process of seizing the collat-
eral. The contract provides for the elimination of some of these costs by presenting guaran-
tors, the nature of the collateral, its location, its value, etc. The debtor was also liable for all
costs associated with the execution of the pledge. This was the method chosen by principal to
safeguard itself from the maximum risk, namely the risk of bankruptcy.

The fixed-price system did not require the same supervision as the other forms of contract.
The city council simply needed to ensure that the contractor delivered the appropriate share
of the output. Under Clause 4, the agent is responsible for all costs associated with collection,
which eliminates the vast majority of transaction costs on the principal’s side (Stiglitz, 1974,
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p- 249; Furubotn and Richter, 2005, p. 54). In other words, in a fixed-price contract, the
agent is motivated to reduce costs to the lowest practicable level and maximise profit (Allen
and Lueck, 1992, p. 402; Wamuziri and Seywright, 2005, p. 1177). Based on the information
provided, we believe that the contractors would necessarily be risk neutral, by accepting a type
of contract in which they assumed all the risks associated with collection. If they had been
risk averse, the result would be a shared contract (Stiglitz, 1974; Rees, 1985; Holmstrom and
Milgrom, 1991; White, 2004).

In sum, most of the clauses refer to transaction costs but also risk-related concerns and, in
my opinion, the two factors explain the same phenomenon. The fact that risk is so important
is indicative of the municipality’s great concern to ensure the best collection with the least
possible exposure. Therefore, this model reinforces the idea that the municipality was risk
averse and the agent risk neutral.

Share contracts determine the profits for each party. The distinctive feature of a share con-
tract is the continuing incentive for both principal and agent to maximise efficient collection
(Reid, 1975, p. 437), thus requiring greater intervention from the principal. The greater the
profit from the agent’s service, the more both parties earn according to the established quota.
As the agent earns a smaller percentage of the total, he uses fewer inputs (especially effort),
which in some situations could mean worse results. Moreover, in share contracts, the out-
put has to be measured and divided, which implies more monitoring costs (Allen and Lueck,
1992, p. 402) and, in the case of a fine collection contract, means accounting for its total. The
higher the sharing costs, the less preference there will be for sharing contracts, hence these
contracts are more attractive when the sharing costs are lower (Allen and Lueck, 1992, pp.
405-409). The municipality therefore began using officials (such as the juizes da almotagar-
ia) to supervise the work of the revenue collectors (Soares, 2004b, p. 11). Essencially, this
contract requires greater monitoring costs and, ultimately, greater transaction costs.

In addition, with this contract, there is no control over the result. It is more important to
control the behaviour of the agent, which was more difficult, given that contractors collected
in the municipality and in the hinterland. One of the methods used by the municipality to
monitor performance was the requirement for proof of fines, as stipulated in the contract.
In other words, the agent had to present a set of documents that legitimised and proved his
action. The ‘ultimate risk’ of the agent’s bankruptcy was also present and was covered by the
bidding costs (collateral and guarantors). There are fewer details available fort the bidding
costs, perhaps because this contract was rarer or because the city council felt the risk of bank-
ruptcy was lower.

This type of contract was used on several occasions, even though it was not the preferred
choice. Considering that the agent was risk neutral and the principal risk averse, this contract
would not be so common, which means that some risk averse agents may have been motivated
to participate in the business through the inclusion of profit-sharing contracts.

Salary contracts were verbal agreements. One of the few known clauses stated that the con-
tractors would receive a salary decided by the municipality and had to submit their accounts
at the end of the year (Soares, 2004b, p. 104; Barbosa, 2020, pp. 118-119, 127). In the case of
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this contract, we can only evaluate its ‘silences’. As the transaction costs and risk are practically
all on the principal’s side, there is no need for a written contract and, for this reason there are
also no guarantors or collateral.

In sum, the analysis of the literature seems to indicate a strong inclination towards the
following assumptions. Firstly, fixed-salary contracts are safer for the agents because they rep-
resent fewer risks for them, yet offer fewer incentives for the same reason, i.e. even if they make
alot of effort, their profit will still be the same. In salary contracts, the agents have fewer or no
costs, whereas fixed-price contracts imply the opposite: the agents face a higher risk (because
they must pay a fixed annual amount to the principal), but also a higher incentive (anything
they earn above this amount is their profit), and, in this case, the inherent costs (in particular,
the transaction costs) are transferred to the agents. Moreover, in both types of contract, the
positioning of the principal is always opposite to that of the agents (when the risk or costs of
one increases, that of the other decreases - someone always has to bear the risk and costs). Fi-
nally, sharing contracts are a compromise between the two previous types of contract, as long
as the principal and the agent have the same attitude towards risk (risk and product sharing
is defined by the quota that determines the percentage of each party) (Huang, 1973; Stiglitz,
1974; Hsiao, 1975; Rees, 1985; Holmstrom and Milgrom, 1991; Sappington, 1991; Brosseau
and Glachant, 2002; Miller, 2005; Wamuziri and Seywright, 2005).

TABLE 6. Risk, incentive, and costs in municipal contracts

Type Agent Incentives for Costs for Risk for Costs for
of contract risk the agent the agent the principal the principal
Fixed-salary Lower Lower Lower Higher Higher

Share Shared Shared Shared Shared Shared

Fixed-price Higher Higher Higher Lower Lower

SOURCE: See text.

In this study it becomes evident that despite high transaction costs and the genuine ina-
bility of the municipalities to create an efficient revenue collection structure (Lépez Nevot,
1995, p. 797; Campos Lucena, 2009, p. 173), the contract clauses also reveal that risk was a
serious issue. The municipality of Coimbra attempted direct collection, which did not work
as planned, not only because the direct collection system was not the most efficient method
but also because the bureaucratic structure was not reinforced.

The high number of clauses associated with risk indicates that this was an important as-
pect for the principal, hence the reference to as many eventualities as possible. In general, the
literature has focused more on transaction costs and risk in a relationship between a risk-neu-
tral principal and a risk-averse agent. However, in this case, we have a different scenario since
the principal is risk-averse (as it is a public organization) and has always struggled to balance
its accounts.
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With the risk moving to the agent, their main incentive was the ability to collect more and
make a greater profit. In other words, the product of their collection would, to some extent,
be greater, depending on the effort they put into it. In fact, the product of the observed ac-
tion depends not only on the effort of the agent, but also on risk factors that are beyond the
agent’s control. As risk-averse agents demand compensation for risk exposure, principals offer
them a higher payoff to compensate for exposure to risk (Dohmen, Non, and Stolp, 2021, 1).
However, in this case the agent is risk neutral, hence he accepts the clause that transfers all the
responsibility for what may go wrong in the collection to him. If the final product meets the
agent’s expectations the incentive has a positive correlation with the risk. If there is a negative
correlation, the agent will not accept this type of contract, preferring one with greater risk
sharing.

One of the major concerns of the authorities was controlling the collection process carried
out by private individuals, particularly with regard to corruption (Gonzilez Beltrin, 1999;
Bernardo Ares, 2015). The difficulty in monitoring led to the use of fixed-amount contracts
and assessment of the final contract outcome. The collateral provided by the contractor served
as an additional safeguard for the municipalities (Jensen and Meckling, 1976, pp. 308-309;
Eisenhardt, 1989, p. 58).

In the second half of the seventeenth century tax collection became increasingly challeng-
ing due to the difficult economic situation. The population resisted tax collection and the
municipality implemented more stringent monitoring mechanisms for tax contractors. The
balance between incentives and risks was disrupted. This was detrimental for the municipality
since the monitoring costs increased while the value of the contracts decreased. The subse-
quent shift towards direct tax collection aimed to reverse this situation and improve the mu-
nicipality’s finances, as the tax contractors were blamed for the declining revenues (Barbosa,
2023b).

Despite some early success with this change (as Figure 1 shows, there is an increase in rev-
enue following the change), the solution presented by the municipal council failed, since the
proposed solution for the crisis (the replacement of collection mechanisms) further exacerbat-
ed the situation in the long term by replacing a more efficient collection mechanism with a
less efficient one (Williamson, 1981, p. 572; Libecap, 1986, p. 228; Kiser, 1994; White, 2004;
Furubotn and Richter, 2005, p. 36; Kiser and Levi, 2015; Monson and Scheidel, 2015; Alfani
and Tullio, 2019; Barbosa, 2023b). The turn of the nineteenth century brought new types of
contracts for indirect tax collection, together with a revival of fixed-price contracts, leading to
a recovery of revenue (Barbosa, 2023b).

In our view, indirect revenue collection did not necessarily mean that the municipality
would have fewer resources at its disposal, as stated by some authors (Fonseca, 2002, p. 375).
The evidence for Coimbra shows that, although the ‘crisis’ in municipal finances had various
origins, the choice of the direct collection mechanism rather than indirect collection did not
solve the problem and probably exacerbated it. This situation was the result of replacing a
more efficient collection mechanism with a less efficient one.
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5. Conclusion

In the Early Modern age Portuguese municipalities grappled with administrative challenges
due to insufficient revenue for necessary expenditures. Revenue collection processes were piv-
otal to municipal organization, given the prevailing limitations. Most municipalities favoured
indirect collection via private individuals over direct collection through municipal officials
due to the inadequate bureaucracy and administration, and high costs.

This paper argues that transaction costs and risk heavily influenced fixed-price contract
selection under indirect collection. Municipalities, as public institutions providing services
with limited revenues, tended to be risk-averse. Conversely, revenue contractors, in accepting
high-risk fixed-price contracts, exhibited risk neutrality.

Fixed-price contracts, characterized by detailed clauses addressing risk and transaction
costs, also included provisions related to bidding costs. Conversely, share and salary contracts
were less detailed, as the city council bore more of the risk and costs. Opting for fixed-price
contracts served as the ‘optimal’ solution for risk-averse city councils, shifting risk and costs
onto the agent while minimizing monitoring costs and incentivizing greater collection efforts.
Thus, fixed-price contracts emerged as the preferred choice, due to the lower transaction costs
and risk.

The shift from indirect to direct collection post-1739 was both a political manoeuvre
within the municipality and an attempt to address its financial crisis. This transition aimed to
enhance municipal control over resources by retaining most of the proceeds from collection.
However, the shift was not successful, indicating the lower efficiency of the direct collection
model. Subsequent changes in the early nineteenth century helped bolster revenue once more,
challenging the notion that indirect collection necessarily resulted in fewer resources due to
revenue sharing with private contractors. The increased efficiency associated with indirect col-
lection could offset such losses.

Significantly, contract terms remained largely stable throughout the Early Modern age,
with only one late eighteenth century addition concerning justifications for non-payment,
probably reflecting financial strain during this period. Contractors encountered collection
difficulties, making it challenging for them to adhere to payment by instalments.

This study offers a novel perspective by highlighting the centrality of risk in the relation-
ship between a risk-averse principal and a risk-neutral agent. The research contributes both
to the literature on NIE and the historiography of local government. In NIE, the focus has
primarily been on modern and contemporary history, with a prevailing assumption of a
risk-neutral principal and a risk-averse agent. However, this study presents a different dynam-
ic: a principal-agent relationship involving a risk-averse public organization and a risk-neutral
private contractor with a rent-seeking mentality. Moreover, the study addresses a gap in the
historiography of Early Modern times by introducing the neglected topic of municipal con-
tracts, thereby enhancing our understanding of municipal institutions during this period.
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Archive Sources

Arquivo Histérico Municipal de Coimbra [AHMC] (Coimbra Municipal Historical Ar-
chive):
- Livros de Receita e Despesa (Revenue and Expense Books), 1557-1836
- Livros de Notas (Notebooks), 1575-1836
- Livros de Arrematagies (Auction Books), 1575-1836
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Notas

1 Especially in the history of merchants (GREIF, 2006; OGILVIE, 2011).

2 For deflation purposes, the consumer price index of Palma and Reis, 2019, was used, index
100=1660.

3 Since direct collection was primarily carried out using salaried labour, it will not be analysed in
this article.

4 The standard contract is presented here, which, in fact, changed very little during the period
under analysis and always maintained a very stable structure.

S This clause meant that the practices and procedures remained the same as those in the previous
contracts. It also meant that if any of the usual conditions were omitted (which is not the case
in the example presented here), they would remain effective by force of tradition and customary
procedures. It is implied that this is a monopoly contract: only the contractor and his partners
could perform this service.

6 In the early nineteenth century, the administrators appointed by the council to collect the fines
earned 33% of the total collection. Coimbra Municipal Historical Archive, Receitas e Despesas,
(1815-1834), fls. 8, 12, 17, 24, 30, 42, 48, 53.

7 Aspreviously stated, during the seventeenth century most contractors were craftsmen (potters,
carpenters, shoemakers, etc.) and merchants (BARBOsA4, 2019, pp. 112-113).
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