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The Economic Analysis of Earnest Money in Agriculture Contract: An
Investigation Analysis

Deng Hongtu  Ma Taichao

Abstract: From the perspective of hostages and working capital, this article is both a theoretical analysis and a case study about
earmest money. Firstly, theoretical analysis shows that hostages come into being because of the information asymmetry between the
two parties involved in the transaction. However, some critical conditions must be satisfied to promote transaction. Specifically
speaking, for trustees, the value of a hostage should fall into a bounded closed interval. In addition, as for trustors, there should be a
minimum amount on the value of the hostage. Secondly, the case study finds that earnest money functions as both hostage and
working capital, which not only restrains farmers’ opportunistic behaviors, but also makes the company get enough liquidity. As the
core of quasi-vertical integration, earnest money achieves the incentive compatibility of both sides of the transaction. The stability of
the contract of “company + farmers” can thus be improved.

Key Words: Hostage; Earnest Money; Trust; Quasi-vertical Integration; Contract Selection
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