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INTROD!.TcrICN 

This essay is rrotivated by an earlier study (Reuter and Rubinstein, 

1982) of certain illegal markets (numbers, loansharking, and bookmaking) 

in' New York in the mid-1970s. That study suggested that, contrary to 

cammon beliefs, these markets were populated by numerous, relatively 

small, often ephemeral enterprises whose relationships were closer to 

campetition than collusion. Certainly there were large segm=nts of all 

three markets in which theL~ was no restraint on entry or any suggestion 

of price-fixing, the classic indicators of centrally controlled markets. 

Indeed, there was even direct evidence that one effort at price fixing in 

the sports bookmaking business had been an abysmal failure because the 

group that formed the cartel had been unable to identify and coerce all 

the bookmakers available to their custa:rers. 

These results are sharply in contrast with the claims of official 

'tt 1 Those claims, also agencies since the tinE of the Kefat..'Ver camu :ee. 

reflected in a vast popular literature, state that illegal markets in 

many cities, including New York, are subject to central control by a 

single group, whose authority rests on a well-established reputation for 

commanding great forces of violence and/or on control of corrupt police 

and political authority. 

The obvious question arising from the empirical study is whether the 

results can be generalized. Might the findings be accounted for by the 

choice of site or by the choice of particular product markets? Could 

they be generalized to otqer ci~es and othe~ products? Though the 

k t ~~~~ unexceptionable,2 there was certainly choice of product mar e s SC=I~ 

sone reason to be concerned about the impact of location. New York is by 

far the rrost populous netropoli tan area in the u. s. and it is 

characterized by unusually fragmented political authority; for example, 

each of the five be:;: JUghs has its own district attorney. The ccmbination 

of sheer size and fragmentation makes the task of controlling an illegal 

market in New York substantially more difficult than in other large 

Anerican cities. The fact that New York is belieVed to be the hare of 

five autonarous families of the Mafia, while no other major city is 

thought to have nore than one family resident in it, increases the 

suspicion that the finding of fragmentation or competition in illegal 

markets in New York is not applicable to other cities. Interfamily 

rivalry, which creates conflicts within markets, may prevent 

centralization. 

The purpose of this essay is to argue that the results are not 

likely to be unique to New York. There are in fact mmErous economic 

factors which tend to produce small and ephemeral enterprises in illegal 

markets. Just as importantly, we shall see that the role of violence is 

not likely to alter this situation. There are constraints, beth economic 

and institutional, which inhibit the use of violence to restrain 

competition and establish dominance by a single group. 

This is not a claim that no illegal market can ever be subject to 

such control. There is indeed considerable evidence that sare major 

3 illegal markets have, in the past, been so controlled. HCMever, the 

analysis does suggest that this is likely to be the result of political 

circumstances, especially centralized police authority, and of particular 

rrodes of marketing. 

The rest of the essay is divided into three broad sections. The 

first is a brief explication of the variations in the organization of 
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legal markets. Sare legal markets are characterized by large, 

diversified finus which operate in nurrerous proo.uct and geographic 

markets and which integrate many functions related to their final 

proo.ucts within the firm. other markets are characterized by many small 

finus, each specializing in proo.ucing the particular final proo.uct and 

notrJng else. By setting out the factors that economists have suggested 

to explain this variation, we can provide a fr~urk for understandin~ 

the organization of illegal markets. 

The second section considers the consequences of the illegality of a 

proo.uct for the way in which various participants (entrepreneurs, agents, 

custorrers, etc.) will seek to structure their rel,ationships. The threat 

of police intervention, either to seize assets or to imprison 

participants, together with the lack of court-enforceable contracts, 

leads to the formation of small and relatively ephemeral enterprises. 

The possibility that participants will provide information about others 

to the police in return for reduced penalties is the critical mediating 

factor. The addition of corrupt police does not change this result 

except where there is a single police organization with uncontestable 

jurisdiction. 

The existence of numerous small enterprises selling an essentially 

undifferentiated proo.uct would, in a legal llli3.Il'ket, assure a high degree 

of competition; at least it would make it very difficult for collusion to 

, f' 4 result ~ excess pro ~ts. When a proo.uct is illegal, hCMever, we nay 

find collusion arrong large numbers of enterprises. Yet, the second 

3 

, th " 5 section concludes that, even in the absence of ant~-trust au or~t~es, 

fragmented illegal markets will be characterized by little collusion. 

At this point, we consider the consequences of violence for the 

organization of a market. Proo.uct illegality makRs possible the use of 

violence for caupetitive purposes. Indeed, that has been argued to be 

the najor reason for the emergence of rronopolies in illegal markets. The 

third najor section of the essay considers the role of violence, arguing 

that there are same factors which limit its role in organizing markets. 

Although daninant gangs nay emerge, they will be able to reap rewards 

from their control of violence only after their reputation, and the 

uncertainty about the size of the forces they ccmnand I permit them to 

reduce their costs of employing violent labor. Reputation, hCMever, is a 

two-edged sword and there nay be additional costs arising from it which 

still further :i.ropede aggressive use of dominant force, such as law 

enforcement agencies' focusing their efforts on groups who have such a 

reputation. The last part of this section also discusses the 

noncanpetitive rrotivations for violent behavior in illegal markets, 

rroti ves internal to illegal enterprises, and their consequences for the 

shape of enterprises and markets. 

l~e final section of the paper considers the implications of this 

analysis for organized crilre policy, in particular the efficacy of 
I 

enforcement strategies which focus on illegal markets. It is argued that 

Cffi~igns against illegal markets are likely to have little impact on 

organized cr.i.rre except in special circurnstanc~s, which are delineated in 

that section. 
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1. PRlNCTPLES OF INDUS'l'HTN. OHCJ\NI7.l\TTON 

k ( the rretal stamping business) Why are scree mar ets e. g. , 

characterized by numerous small finns, each specializing in a very 

limited range of activities, while others (e.g., the aluminum industry) 

are characterized by a small number of large firms each of which produces 

a wide range of final and inteJ:IDediate products? Why do serre finns enter 

a wide range of apparently unrelated markets while others specialize? 

Why are serre goods sold in local markets while others are sold by firms 

f th t'? The exarrd.nation of issues that operate in every region 0 e na lone 

such as these constitute the field of econanics called .. industrial 

organization." A brief examination of the principles of industrial 

organization, in particular an errergins line of research which focuses on 

transactions costs (the costs of carrying out econamc transactions 

either through the market or within an organization) will provide a 

useful background for our explanation of how illegal markets are 

, ed 6 organJ.z . 

The central analytic focus of industrial organization has 

traditionally been the shape of cost curves, Le., the relationship 

between number of units of output produced by a firm and the cost of 

, If cost ..... '-Tes decline continuously, which occurs producing those unltS. ~~ 

when each additional unit of output costs less to produce than every 

previous unit of output, then the market can be captured by a single 

, a monopoll'st will incur lower costs for a given output producer, smce 

than any larger set of suppliers. 

At the other extrerre lie markets for products whose production is 

characterized by cost curves which turn u};Mard (the cost of producing the 

next unit is higher than the cost of producing the current one) at an 

output which is small relative to the market as a whole. 7 The markets 

for such products will be populated by numerous small firms, each 

producing at the lowest point on its production function. These are 

competitive markets in which no single finn controls the price or the 

quantity of the good sold and current producers cannot prevent the entry 

of new finns. 

What determines the shape of cost curves? There are different 

classes of factors that can be listed. Same are physical; beer vats of 

10,000 gallon capacity require less rretal per gallon than do vats of 

1,000 gallon capacity. T'nis is simply the result of the capacity of a 

container increasing by the cube of its diarreter while the area of its 

surface increases only with the square. 8 Thus, the cost per gallon of 

larger vats will be lower than for small vats. There are other factors 

which are technological, but not rrerely physical. Consider again the 

beer industry. The cost of reaching 10 million potential beer drinkers 

with an advertising rressage is less than 10 tines that of reaching 1 

million, because of the technology of television production and 

distribution. 

Classical industrial organization has stressed such technological 

factors. Far more important far our purposes, however, is another class 

of factors affecting the shape of cost curves which are now becaning 

increasingll important in the field of industrial organization. These 

are factors relating to the difficulty of coordinating group activities. 

Although te,chnology points to a continuing decline in the costs of 
, 

prcduction, that will occur only if every individual involved in the 

production process acts in the best interests of the firm. Therefore, 
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the costs of IIDnitoring employees' performance to ensure that they do not 

"shirk" increase rapidly. The factor limiting the size of finns in a 

particular industry may be the cost of effectively monitoring individual 

performance in large groups. 9 

As the econC8:1¥ ITOves increasingly fran manufacturing to the 

production of services, the role of purely technological determinants of 

fll1U size has perhaps beCate less central. Since the illegal markets 

with which we are concerned are primarily service industries, it is 

probably appropriate to focus most of our attention on the 

non-t.echnological determinants of the organization of a market. Garrbling 

and loansharking, the case study markets, are both service industries as 

are the other major illegal markets, such as those involving the sale of 

a physical product, drugs. The bulk of the total cost of getting the 

final good to the consurrer is not prcduction but compenso.tion to those 

involved in the distribution of the drug fran production point to the 

final consurrer; for heroin, the mark-up fran production to final sale may 

be as high as 100 tirres. 10 The cost curve of a heroin distribution 

enterprise is likely to be determined by human factors. 

Williamson (1975) has provided the clearest and ITOSt cauplete 

statement of the framework for industrial organization which emphasizes 

human factors. The issue that he puts at the cellter of his analysis is 

the choice between organizing a particular transaction (e.g., a purchase 

of an input such as labor) within the firm or executing it in the market, 

for it is that choice which determines the size and scope of finns. The 

choice depends in large part on the ease of IIDni toring performance, which 
! 

in turn depends on the flOV{ of inFonnation. 

Consider, for example, the choice between purchasing an input in the 

1l",rK{ll or produdnq 111(1 input int<'rnillly, ('xpanding tho finn to jncluc1(' 

related activities which are not currently carried out within it. Should 

an autarobile firm produce its a.v:n steel or purchase it from specialized 

steel producers? By purchasing in the market, the firm is able to make 

use of price to search out the ICM cost source of the input; it does not 

have to invest scarce resources in the management of additional and 

different productive activities. On the other hand, internal production 

reduces uncertainty and ensures that the firm is not disadvantaged by 

small numbers of producers in the input market, which may allow suppliers 

to manipulate prices above competitive levels in bargaining. 11 

This same approach can also help explain the geographic scope of 

markets and enterprises. Let us return to the familiar example of the 

beer industry to illustrate the issue. There is now a national market 

for beer; each of the major producers sells in all the rnajor regions of 

the nation. A producer who serves a single city must compete in that 

city with these national brewers. Contrast this with the situation 50 

years ago, imnediately after Repeal. Then each city was served by local 

brewers, who did not have to take into account the actions of brewers in 

other cities in making price, output, and marketing decisions. 12 

The change is the result of a number of factors. Technology has 

improved so as to permit storing and transporting beer throughout the 

nation from a single production point. The optimal size of a brewery, 

purely in tenns of beer production costs, has also increased, i.e., the 

lowest cost is now attained in a larger brewery than was formerly the 

case. Perhaps IIDst important has been the developrrent of a national 

a?vertising market. It is now possible to reach a national audience at a 
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lower per capita cost than a local brewer can reach the audience in his 

city alone. 13 Indeed, the creation of national markets in most consumer 

goods may be the result primarily of this chang~ in advertising together 

with the increased nobility of consumers. The growth of franchising 

supports that conclusion; McDonald's and Holiday Inns take advantage of 

roth the national advertising media and the nobility of consumers, who 

frequently purchase meals and lodging in areas where they have no 

knCMledge of local facilities. The familiar symbols serve as signs of 

predictable quality. 

Related to the improved advertising technology, which has enabled 

advertising to reach a national audience, is the declining cost of 

conmunicating to distant points, which has allowed large national finus 

to monitor agents in remote locations. Technological advances in the 

national banking system now pennit aJ.rrost instantaneous transfer of 

funds, again reducing the transaction costs of running a national finn; 

the central office and branches of a firm are no longer handicapped by 

the necessity of keeping large balances at the bra."1ches to avert delays 

or costs in moving funds. 

These factors are only a few of the elements that encourage the 

growth of national markets and finus; they are important here in part 

because they highlight the importance of human factors: the ability of 

mmagers to control activities very distant fran them, which is dependent 

on other institutional developments. The national beer market is the 

result of the growth of nationa). rnedia, telephone, and banking systems, 

as well as changes in the technology of production. A beer industry 

which could not tap into tnese systems might ~ook very different. 

The final dimension of a finn which should be cons5.dered is 
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institutional: its diversification across product markets. In recent 

years, an increasing number of firms have entered a number of apparently 

unrelated product rrarkets; these are the conglorrerate firms. The 

existing accounts for this phenorrenon are uniformly unsatisfactory.14 

The Williamsonian frarrework, with its stress on managerial and h'l.lIPan 

factors, is perhaps most advantageous here. A conglorrerate may be viewed 

as the integration of a financial firm, an allocator of capital, with a 

number of optimal size finus. The advantage of integration is that 

infonnation flows better to the internal capital source than it does to 

external capital markets. The financial center is able to make more 

rapid adaptations in investment allocations between the units than the 

capital market can. 

In surrrnary, our discussion of industrial organization shows that the 

organization of a market is determined by a oamplex of technological, 

institutional, and human factors. They cannot be dealt with separately; 

it is their interaction which determines the optimal size and scope of 

firms. However, since the impact of product illegality is most directly 

on institutional and internal organizational issues, we shall focus 

tt . 15 a entlon upon these. 

2. THE CONS:mtJENCEs OF PImtJCr ILLEGALITY 

It seems plausible that the legal status of a product will affect 

the way in which its production and distribution are carried out. For 

example, if beer were once again prohibited, it is unlikely that it would 

continue to be produced by such large and conspicuous brewing units, 

distributed nationally fran a srrall number of central points, and 

10 



marketed aggressively in a national market. Similarly, if marijuana were 

legalized, it might well be produced and distributed by entities more 

like the tobacco carpanies (national production, heavy brand advertising 

by producers) than the small, vertically unintegrated enterprises that 

function in the current illegal market. 16 

The purpose of this section is to explore the impact of the 

prohibition of a good on the manner in which its production and 

distribution are organized, focusing on the impact of illegality on the 

choice of transactional mode. I shall argue that there are numerous 

econanic incentives for illegal markets to be populated by small, 

localized enterprises, which are not vertically integrated and which 

operate in only one product markEt. They are also likely to be ephemeral. 

In the third section the possible use of violence to control a marke~ 

will be added to this analysis. 

This section is generally carparative in that it examines hON 

illegality cb.anges the organization of a market; it presents no 

theoretical results about the absolute size of the illegal enterprise. 

The case studies in Reuter and Rubinstein (1982) found very small 

enterprises in three ma.jor markets. Although the argument presented here 

suggests that the factors that produced these small enterprises are 

likely to be general, it does not shaN that only small units will 

survive but only that illegality will lead to srnqller enterprises than 

otherwise. 

ret us begin the analysis by listing sorre of the significant 

operational consequences of product legality for participants in the 

trade: 

11 

1. Contracts are not enforceable in courts of law. , 

2. The assets of the illegal operation may be seized at any time 
that law enforcement agencies identify the operation and locate 
its assets. 

3. All participants risk arrest and imprisonment. 

If these are the fundamental operational effects of product 

illegality, it is clear that their significance for the organization of a 

market is likely to vary arrong products. The severity of legal risk 

(factor 3) is not constant; heroin dealers face high penalties, numbers 

'1 1 l' 17 reta~ ers ON pena t~es. Serre markets are characterized, when legal, 

by relatively high ratios of fixed capital costs to value added, others 

by lON ratios (factor 2); high fixed capital industries will be more 

affected. Finally, though less obviously, formal contracts (factor 1) 

are of variable importance across legal markets. 18 

The most imrediate consequence of product illegality, sternning fran 

the costs of asset seizure and arrest, is the need to control the flow of 

information about participation in the illegal activity. That is, each 

participant must structure his or her activities, particularly those 

involving other participants, so as to assure that the risk of the 

police
19 

learning of his or her participation is kept lON. That 

influences whan and hON many the participant is willing to transact with, 

and hON he or she structures the transaction. 

Before getting into the analysis, we need to specify a critical 

factual assumption which will make its appearance at various points in 

the discussion. That assumption concerns police strategies. In illegal 

markets, the ideology and practice of police is to rank participants in 

trnns of their significance in the trade. A less significant figure 

(Le., an agent, employee, or custarer) will generally be able to retain 

12 



I his or her freedom by effectively informing against a more significant 

figure. This is well understood by all participants in the market. 20 

OUr analysis proceeds in tenus of how rrenbers of different 

participant groups structure their relationships with members of other 

groups. There are six major roles in the operation of a market: 

entrepreneur, err.ployee or agent, supplier, final cust.orrer, creditor, and 

regulator (police). The entrepreneur interacts with all of the others. 

'Ibe others in general have attenuated relations with each other. 21 

Consequently, we shall focus on the entrepreneur's dealings with agents, 

creditors, etc. Since the optimal adaptations (from the relations found 

in the relevant legal market) are not necessarily symmetric, we consider 

the two sides of each relationship separately. 

Employrrent 

Employees present a major threat to th0 entrepreneur. They have the 

most detailed knowledge concerning his participation; they can provide 

info:r:rnatio;n not only about past dealings, but also about future dealings, 

which might lead to his arrest and the seizure of assets involved in the 

transaction. The entrepreneur aims then to structure his relationship 

with employees so as to reduce the amount of info:r:rnation available to 

them concerning his awn participation and to ensure that they have 

mininal incentive to infonn against him. 

The first of these objectives he can achieve through segmentation of 

the enterprise, thus lowering the mmiber of employees with whom he is in 

direct contact, and also through ensuring that an even smaller number are 

13 

knCMledgeable about future transactions. For example, a heroin 

wholesaler, who dilutes (II cuts 11 ) the heroin while it is under his 

control, will seek to ensure that few if any of those invcl ved in the 

Icu~.::Un(:J" know his identity. Agents may be used to recruit personnel for 

the cut.ting roan. Those who must know will be given elaborate routines 

to follow so as to rninllnize the length of tirre during which they will 

know w:lere and when the entrepreneur is in possession of the heroin. 

They might, for example, be required to go to a certain cafe every 

Thursday evening, there to be given instructions about a transaction 

which will take place that same evening. Cutting personnel will have 

m:i.nirna.l infonnation concerning the dealer's identity; they may not even 

know his real name or address. Indeed, even in bookrPaking, where legal 

penal ties are rrodest, colleagues of many years standing may not knOll each 

22 other's names. 

Providing incentives for loyal perfo:r:rnance pres~ts a more complex 

problem. One strategy is to require exclusive employrrent and to reward 

such employrrent by paying high wages. Exclusive employrrent reduces the 

ability of the employee to maintain earnings in the event that the 

entrepreneur is arrested or sane other event interrupts the continuity of 

the enterprise. High wages obviously add to the employee's incentive to 

protect his errployer' s freedcm. Yet this strategy is potentially 
• 

expensive; exclusive employment may be unnecessary on purely econcmic 

grounds, and above market wages for loyalty raises total production 

costs. 

An al ternati ve strategy is to intllnidate employees. The 

entrepreneur may invest in acquiring a reputation for acting against all 

those who threaten his freedcm or his enterprise. For example, he may 

14 



seek to make errployees believe he will inflict injury on anyone he 

suspects of acting disloyally by informing police or competitors. This 

strategy involves two kinds of costs. Not only must the entrepreneur 

invest in acquiring the necessary reputation by hiring toughs, but he 

must also ccmpensate errployees for the hazard of working in the 

enterprise. After all, since the standard of proof of disloyalty must 

necessarily be less than absolute, the innocent employee risks being 

punished for the disloyalty of others. 23 For this the errployee will 

require additional ccmpensation. 

While rroney and fear are the daninant strategic variables for 

ensuring loyal performance, there is another approach: attempting to 

create positive non-economic ties with employees. The recruitment of 

relatives as employees is one such effort; the enterprise and the family 

nerge as a unit carrnanding loyalty. Employees who are relatives are also 

likely to believe that their employnent will be lO~lg-lasting, increasing 

the econanic incentive for loyalty. Alternatively, the employer may 

attempt to incorporate the employee into his extended family, which can 

only be done with a limited nurrber of employees~ To attempt this with 

large nurrbers would strain credibility as well as require substantial 

resources. But the restrictions of this nethod are consistent with a 

segmented enterprise; only those subordinates who have sufficient contact 

with the entrepreneur to endanger him personally need be brought into 

purchase relief from police by informing against the employee. But, the 

employee is threatened by other employees who may inform against the 

enterprise as a whole, sare subunit of it, or even against him 

specifically. This last is a particular threat if there are employees of 

lONer rank. 

The larger the nurrber of other employees of the sarre or lONer rank 

with whom he must deal, the higher the risk. Although this is also tnle 

for the entrepreneur, the employee cannot control the structure of the 

enterprise around him. The entrepreneur, on the other hand, may find 

that the larger the nurrber of errployees he concentrates at a single 

location, the higher the wage he must offer each for the added risk. As 

a result he may disperse employees in an attempt to reduce the risk to 

which each employee is e~sed. 

This analysis suggests ti1at there are at least three employment 

related consequences of product illegality which will tend to keep 

illegal enterprises smaller than their legal counterparts. The necessity 

for keeping work groups small will prevent the enterprise from taking 

advantage of production economies of scale. It will also raise the 

administrative cost of managing a given size work force. Tne incentive 

of the entrepreneur to keep small the mllIDer of managers reporting to him 

directly may further constrain the size of the illegal enterprise. 24 

this fictive family relationship. SUpply 

NON let us consider the employee. He, of course, is also concerned 

about revelation of his participation in the enterprise. HONever , it is 

unlikely that he perceives the entrepreneur as a threat, given the 

latter's own incentives to behave discretely. The entrepreneur cannot 

15 

Under the term supply we C'onsider both forms of vertical 

integration, forward and backward. FONard integration occurs when the 

enterprise carries out a function previously carried out by those to whan 

16 
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it sold its gcxx1 or service. For example, a numbers banker might 

integrate forward into retailing by substituting salaried employees for 

25 the ccmnission agents or controllers currently used. Backward 

integration occurs when an enterprise produces internally an input which 

it previously purchased fran an independent enterprise; a marijuana 

distributor might integrate backwards by purchasing his own airplanes and 

employing pilots rather than contracting with an airlift supply company. 

These are both treated as supply issues because they alter the number of 

autonarous enterprises with which the entrepreneur must deal. They are 

also analytically symmetric; backward integration by one enterprise is 

forward integration by another. 

Since the overwhelming share of the cost of production of illegal 

gcxx1s and services is payment t~ labor, involving compensation for both 

) 'f 'k 26 th' f rt' 1 time and (more importantly assumptlon 0 rlS, e lssue 0 ve lca 

integration can be considered in te:rmE of the choice between employrrent 

and other agency relationships. That is, the entrepreneur in vert.ically 

integrating increases the number of employees and range of skills in his 

enterprise, but not the capital gcxx1s investrrent, except in the case of 

transportation. Even for transportation the possibility of renting most 

equi~t limits the necessary invesbnent. In. making the choice the 

entrepreneur must take into account the relative riskiness of the 

employment relationship compared to the alternatives, and the costs of 

managing an expanded and more diverse work force. 

Will illegality raise or lower the incentive for internalizing a 

function? There are factors pushing in both directions. Consider the 

inducerrents to integrate. Illegal markets are frequently characterizeCl 

by high search costs; it may be time consuming to acquire an alternatiVt~ 

17 

supplier for a particular service if the existing relationship is 

interrupted. It is also difficult to determine whether the price offered 

by the current supplier is competitive or whether there is a lower cost 

source. The loyalty of the s~lpplier is uncertain, since he may be able 

to obtain relief from police interventions by providing the names of a 

few of his custc:rers. Making the supplier an employee raises the 

certainty of provision of the input, increases his loyalty, and has 

relatively small cost in terms of loss of information about the market 

price of the service. 

There are a number of factors working in the opposite direction. 

The employee, if apprehended, has only one enterprise which he can put at 

risk in return for continued freedom, namely his employer's, and his 

regular contact with the entrepreneur will increase the arrount of 

information he can supply. Finally, he may fo:t;ffi factions with other 

employees to supplant the entrepreneur. 

Although i-t is difficult to determine fran this theoretical analysis 

whether illegal enterprises actually benefit fran internalizing 

functions, as a matter of observation illegal ente~prises seem to be 

quite unintegrated. Heroin distribution aDterprises involve armslength 

transactions between different levels :cather than integration of 

27 importing, wholesale, and retail carp:ments. Marijuana importers buy 

their airplane flight services fran independent entrepreneurs, a fact 

which drug enforcement agencies have put to gcxx1 use by setting up 

undercover service supply enterprises. Bookmakers do not hire exclusive 

sales agents, but retail through independent ccmnission agents. 

One possible explanation for the lack of integration is the 

instability of enterprises and relationships in illeq~l markets. The 
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employment relationship is encouraged in legal contexts by the 

probability that the employee will be a member of the enterprise for a 

considerable period of tine i the errployer can, invest in training the 

employee to acquire general skills (for which the employee will receive 

below market wages during training) and skills specific to the finn (for 

which the employee will receive above mark~t wages after the training) .28 

The planning tine horizons of participants in illegal markets are 

likely to be mlch shorter. The employees include a disproportionate 

number of unreliable workers,29 who are also subject to imprisonment from 

tine to time. The enterprise is nore ephp.rreral for a variety of reasons, 

including the probability that the entrepreneur himself will be arrested 

occasionally. The result is that one of the incentives for entering into 

an employrrent relationship--the opportunity it p~ovides for both sides to 

make skill investrnents--is greatly reduced. 

There is another general factor which reduoes the attractiveness of 

the employrrent relationship in illegal enterprises. Illegal workers 

often demand covert work settings, making it di.fficult to nonitor their 

performance. Yet the employrrent relationship, if it includes wages as 

well as a corrmission or profit sharing, requires this ooni toring, which 

is nore expensive under such conditions. This increases the 

attractiveness of buying the same services in the market. 30 

Credit 

It has been noted for over fifty years that a critical 

characteristic of the modern finn is the separation of ~~ership and 

management (EerIe and Means, 1932). Whereas in the 18th or early 19th 
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century the finn was identified wit.~ the ONner/entrepreneur, by the end 

of the 19th century finns had acquired identities of their own. The 

retirement of a single individual was no longer a signal to the outside 

world that the finn had substantially changed. The finn could became an 

enduring institution, independent of any individual for its continued 

life. 

This also permitted the development of external credit markets in 

which finns borrCMed noney frQ.L\ individuals or institutions without those 

creditors becaning involved in the operation of the finn itself. 

Properly audited books provided sufficient evidence of collateral (i.e., 

that the borrCMer still retained the assets to which the lender would lay 

claim in case of a default) and the probability of prompt repayment. 

Specialized aUditing firms developed which efficiently provided lenders 

with the necessary information to make and maintain loans. 

This history was not paralleled in the history of illegal 

enterprises, where three major factors inhibit the develop:rent of 

external capital markets. First, the enterprise cannot present audited 

books. Not only does the enterprise want to IDinimize its recordkeeping 

in order to reduce the evidence available to law enforcerrent, but it also 

finds it impossible to have the records verified by a reputable third 

party. Auditing finns would risk their repu.tation~ by auditing the 

records of illegal enterprises; they would not be allCMed to continue as 

auditors if they were detected. The potential: creditor is forced to rely 

on the borrCMer I s representations of the past performance of the 

enterprise and its ability to repay.31 

Second, the lender cannot obtain collateral without withdrawing it 

fran the use of the borrCMer. The bank which lends to an airline has, as 
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collateral for that loan, a claim to the planes the airline purchases 

with the loan. Nurrerous legal institutions have been created to give the 

lender confidence that the collateral can be recovered if the borrower 

fails to meet his obligations, even though the borrower uses the 

collateral up to the tirre of default. The courts enforce such agreerrents 

and the qtate will sanction those who fail to meet their contractual 

agreerrents. The lender to the illegal enterprise, however, cannot assure 

continued access to the asset while leaving it with the borrower for his 

use. Not only does he lack court protection, but the borrower may 

reasonably demand secrecy about his disposition of the assets acquired 

with external capital. 32 The lender cannot effectively monitor the 

disposition of the collateral without becoming involved in the managerrent 

of the enterprise. 

Third, since the enterprise does not exist independent of the 

entrepreneur, the loan is made directly to the individual entrepreneur 

and not to the enterprise. His death or incarceration may deprive the 

credi tol." of repayment. As we shall see below, the enterprise has little, 

if any, value as an ongoing business, independent of the entrepreneur who 

created it. Indeed, even if it had, the creditor would have difficulty 

identifying the party to whan the claim should be made, i. e., the 

entrepreneur I S successor. Since he may not know any other participants 

in the enterprise, they can always claim that the pr-evious entrepreneur 

had not entered into a contract binding upon the successors. 

This third factor might only result in loans to illegal enterprises 

or entrepreneurs having a high risk premitnn, high interest rates to 

corrpensate for the uncertainty. However, the problem is more fundamental 

than that. It involves "rroral hazard" or "impacted information.,,33 The 
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borrower has positive information about his own perfmmance that he 

cannot credibly communicate to the lender; this is a more general version 

of the problem of not having auditable books. He-may assert that his 

enterprise is profitably and cautiously operated, 'but he cannot prove it. 

The result is that those entrepreneurs who actually have small likelihood 

of arrest (perhaps by bein~ more cautious) and are good managers, are 

unable to prove it. The lenders may assign all bookmakers or heroin 

dealers to the same risk class, for lack of such information. The better 

ones are unwilling to pay the risk premitnn and do not borrow. This means 

that the set of potential borrowers contains ih fact the riskiest ones; 

the lenders will raise the lending rate to reflect that. The result may 

be to eliminate the external credit market for all but the highest risk 

borrower. 

These constraints on external credit markets are possibly the most 

significant influence on t~e organization of illegal markets, for they 

severely limit the ability of the enterprise to grow. Absent smoothly 

'V.Qrking capital markets, the growth must be internally financed; the 

ent.erprise can grow only through financing the <;rrowth out of profits. In 

the heroin impOrting business, where each successful transaction may 

double the capital of the enterprise,34 this may be a minor restriction. 

For a numbers bank, with a relatively modest cash flow and a need to 

maintain a substantial cash reserve, this may be a very important 

constraint. 35 

The difficulty of obtaining other forms of external capital as well 

has an important impact on the size attained by illegal enterprises. The 

inhibitions on external credit markets extend not only to borrowed 

capital but also to equity financing. Partnerships, in which all rrembers 
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I of the partnership are also involved in the operation of the enterprise, 

are possible, but may require generation of more written records than 

would be optimal for an illegal enterprise; part.."t1ers can only monitor the 

disbursal of profits through such records. Truly external financing, in 

which one individual lends to another in return for a share of the 

profits, exposes the lender even more clearly to the sarre opportunistic 

behavior that we discussed earlier. There are no audited books; the 

manager can always misrepresent the extent of the enterprise in ways tha't 

are difficult to challenge, .i.e., the profitability is a matter of 

self-declaration.
36 

The problem for the persons providing equity 

finance, as opposed to pure loans, is accentuated because the agreement 

is couched in terms of the profits arising fran the enterprise. 

Similarly, it may be difficult to establish a market value for 

"ownership" of the enterprise. In conventional markets, the finn is 

carposed of individuals, relationships with custarers and arrong 

employees, capital equi:pnen.t, and technology. The owners of a finn may 

sell this collection of attributes to others. Although they cannot 

guarantee that sa:re members of the finn will not leave it and thus 

possibly lessen the profits, the rest of the attributes can be 

transferred with a guarantee of their nature and title. 

In the case of an illegal enterprise, the sale of the finn as a 

going concern is vastly more uncertain. The entrepreneur may own certain 

fixed assets which he can transfer to the n~ owner, but such equiprrent 

is likely to account for a small part of the ,profits of the enterprise. 

There is no guarantee of custarer loyalty, since custa:rers generally 

adhere to the agents of the enterprise anq not to the enterprise itself, 

as illustrated in the case studies. When an illegal enterprise tries to 
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create brand loyalty, it only ends in providing the police with 

information. fureover, it cannot cheaply prevent others fran 

f "th 37 counter e1t~g e name. The new owner must also contend with the 

possibility that members of the enterprise may attempt to acquire control 

of it through force. Since the loyalty of members of an enterprise is 

affected by the reputation of the entrepreneur for honesty and control of 

force, the finn may be sold only to those few with the same reputational 

assets. This greatly reduces the value of the ongoing enterprise and 

explains why transfer often occurs within the same family group. 

All this suggests that illegal enterprises lack the durability 

possessed by legal finns. The departure of the entrepreneur is likely to 

lead to such substantial changes that the enterprise itself may be 

regarded by the participants as tenninated. If this is so, then it has 

an important consequence for the organization of illegal markets, for the 

size of the enterprise may be limited by the extent to which it graws 

during the operating lifetime of its founder. Yet the most efficient 

growth path of the enterprise, starting fran the smallest size at which 

it can operate, may be longer than the expected operating lifetirne of one 

individual. This limitation results in enterprises in illegal markets 

remaining smaller, on average, than their legal counterparts. This 

situation is further exacerbated by the great likelihcx:x1 that the 

entrepreneur will have a short operating lifetime as a result of such 

f h "d d" t 38 actors as Offi1C1 e an ~r1sonmen. 

Since the entrepreneur will be able to reap returns from investments 

in the illegal enterprise only during the period he anticipates being in 

charge of it, he will adapt his investment behavior accordingly. There 
o 

are sare pieces of capital equiprrent that are used in these enterprises 
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I which have a market value separate from the enterprise, but the bulk of 

the invest:rrents are likely to be in the cultivation of good will. As he 

approaches retirement age, he will discount these over a shorter and 

shorter period. Alternative investnent fonus will becare rrore 

attractive. If he wishes to leave his assets to his heirs, he may invest 

an increasing share of his profits in legal assets which he can pass on 

to them. 39 The result is yet another dynamic constraint on the size of 

illegal enterprises. 

Regulation 

All illegal businesses, like rrost legal business in contemporary 

AIrerica, are subject to regulation. For il+eg~l businesses, th,e 

regulators are the police. As in the legi timate econ~, the extent of 

regulation is a function of the nature of the product and the location of 

the business. In both types of markets, the regulator can illlpose costs 

on the entrepreneur and the entrepreneur may attempt to make improper 

payments to the regulatory official in order to reduce those costs. 

Corruption, therefore , probably should not be viewed as unique to 

illegal markets since there are legal markets in which corrupting public 

officials seems to be a part of the operating routine of business. The 

recent trial and conviction of Anthony Scotto, a major labor leader in 

New York, has reaffirmed that statement for the New York docks. A 

stevedoring business that was unwilling to make payments to union 

officials would probably incur substantial additional costs as a result 

, 't' 40 of harassrrent, and those costs might make J. t uncanpetJ. J. ve. 

Nonetheless, corruption plays a rrore central role in illegal markets 
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than it does in legal markets. Certainly, conventional industrial 

organization analysis has paid little attention to the impact that 

corruption might have on the structure of markets. In contrast, the 

small body of literature on the organization of illegal markets (cf. 

Reuter and Rubinstein, 1982, Chapter I) stresses the role of corruption 

of police in the tendency tcMard rronopol y in those markets. 

The argument implicit in those analyses is that centralized police 

authority itself leads to rronopoly in the illegal market. A public 

agency which can, in effect, create a IIDnopoly franchise by enforcing 

laws against all but the selected operator may maximize its corrupt 

incare by doing so. Profits are increased on both sides by conferring 

the rronopoly and dividing those profits between the police and the 

licensed operator. Schelling (1967) fu"1alyzed the Miami bookmaking 

industry, as described in the Kefauver cc:mui ttee hearings, in these 

tenus. In that case, the initiative came from criminals outside of the 

police departrrent who used the police as their licensing and tax 

collection agency. Schelling pointed out, ho.vever, that the opposite 

situation might have occurred if the police departnent had shown rrore 

initiative and centralized decisionmaking ability. The criminal 

extortionists could have becare the collection and licensing arm for the 

l ' 41 po J.ce. 

This argument applies only in situations/where one lawenforcerrent 

agency has exclusive jurisdiction. It ignores the ccrnplex structure of 

contemporary law enforcement in rrost American cities and the consequent 

riskiness of different strategies that might be adopted by corrupt 

police. When one takes these factors into account, corruption on the 

part of law enforcement agencies could actually lead to rrore 
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decentralized market structures ~l would a situation in which there was 

. d d:[ 4? no cor rupt~on an ran em en orcerrcnt. 

In contrast to the situation that existed when the Kefauver 

committee conducted its investigation and the popular views on illegal 

markets were fonned, enforcerrent of criminal laws is na.v widely dispersed 

across agencies and levels of government. Consider illegal gambling in 

New York, a major focus of the ccmnittee' s attention. In 1950, when 

Senator Kefauver conducted his fc3IIDus hearings in New York, only the New 

York City Police Department had gambling enforcenent responsibility.43 

By 1970, there were at least three additional independent agencies 

with jurisdiction over illegal gambling. The FBI can investigate 

gambling operations involving interstate betting or rrore than $2000 per 

aay in wagers. The IRS has authority to conduct criminal investigations 

in order to collect wagering excise and occupational stamp taxes. 44 At 

the state level, the State Investigations Ccmnission can conduct 

investigations of gambling and gambling enforcerrent at its discretion. 

There is a similar fracturing of authority in every major city for rrost 

linportant illegal products. In the case of any of the major drug 

markets, the Drug Enforcenent Administration has authority for Federal 

investigation and prosecution. In the last decade, the state police of 

many states have acquired major investigative resources that enable them 

to intrude into areas that previously were left to large city police 

depa.rt::rrents. 

In terms of Rose-Ackerman's (1978) classification of bureaucratic 

structures, illegal markets are subject to fragrrented authority. No 

single agency or agent can issue a license for an illegal operator which 

will provide catlplete protection; each agency can only lessen the 
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probability of arrest for an operator. Ha.v does this fragrrentation 

affect the organization of the marlcet? 

The rrost obvious effect is that enforcenent activities which 

discriminate in favor of the enwepreneurs who are paying that particular 

enforcenent agency may tip off the other enforcenent agencies. 45 Those 

entrepreneurs who are not making payments can provide information about 

corruption to the other agencies. In particular, it may not be in the 

interest of the corrupt agency to issue and enforce a rronopoly franchise, 

since that will greatly increase the probability that one of the other 

agencies will became aware of the corruption. 

The risk fram discriminatory enforcerrent takes two distinct forms. 

First, during the period in which the corrupt police are attempting to 

eliminate the canpetitors to their chosen franchisee, a relatively large 

number of persons rrotivated to inform against the franchisee will be 

well-situated to provide information to the non-corrupt agencies. 

Second, even if the corrupt police are able to eliminate the canpetition, 

they are then faced with the problems arising fram the visibility of 

their franchisee, who will be the target of the enforcerrent efforts of the 

honest agencies. 46 

That is not to say that fragrrented enforcement will lead to honest 

enforcenent. There are nurrerous oPportunities for corruption by 

individual 0fficers which have la.v probability of detection by other 

agencies. A police officer, having observed an offense, may still choose 

to accept payment for not enforcing against that offense, particularly if 

no third party is aware of the transaction. He may then have a la.ver 

price for overlooking a second offense. Of the 'many reasons for this 

phenarenon, the rrost canpelling is that the corrupted officer is 
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I reassured by the success of the first corrupt transaction that the person 

with whan he is dealing is not an informant. 47 This assurance is 

particularly important when the police invest heavily in anti-corruption 

investigations, as they did in New York in the 1970s (cf. Kornblum, 1976, 

pp. 113-115). Under fragmented authority, both the individual agent and 

the agency will have to adopt more cautious strategies, extorting lower 

payments for the lesser degree of protection. 

One possible way in which the corrupt agency can minimize the risk 

of bribery income being detected is by focusing its actual enforcement 

efforts on the most aggressive or visible entrepreneurs. Since these 

entrepreneurs are the most likely targets of the honest agencies, they 

are also the most likely to be placed in a position where they will wish 

to trade information about corruption in return for leniency. As a 

result, corruption may increase fragmentation in the illegal markets; the 

larger the enterprise becarnes the higher its costs of purchasing favors 

fran a corrupt agency. 

This result depends on assumptions about the flow of information 

fran markets to agencies, the bribe prices that can be offered by 

enterprises of different sizes, and the risk the corrupt police are 

willing to take. For exarrple, historically agencies have acted so as to 

maximize arrest rates. Therefore, agencies may hesitate to target the 

largest enterprises, which can invest most heavily in precautionary 

activities. The above analysis merely indicates the ambi~uous impact of 

corruption on market organization in a world of complex enforcement 

structures. 
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Final Sale 

Final customers, those who actually consume the illegal goods, are a 

significant threat to the illegal entrepreneur. They are many in number, 

have small loyalty to the enterprise, and take few precautions against 

police surveillance because they face little risk fran the police. 

Customers are the starting point for most investigations against illegal 

enterprises 48 and the entrepreneur must deal with them carefully. 

In particular., he may use two strategies to reduce customer-based 

threats to the enterprise. He can seek to separate their dealings fran 

the rest of the enterprise. The heroin dealer does not make sales fran 

his cutting operation; the bookmaker does not settle accounts at his 

wirerOClll. The costs of such dispersion may make larger e11terprises less 

efficient. 

Second, he can try to use his reputation to intimidate customers so 

that they are reluctant to provide information to the police and so that 

they act cautiously in dealings with the enterprise. The loanshark, 

particularly vulnerable to his customers' providing information to the 

police, will say "this is Fat Tony's money" to ensure that the custorrer 

will fear violent retaliation if he informs against the loanshark. The 

cost of that method is, of course, that he has provided a piece of 

information which is of value to the police and can be offered to them by 

the custarner. 49 

A significant consequence of the entrepreneur's need to deal 

cautiously with final customers has already been rrentioned; an 

entrepenuer cannot advertise without adding to his risk, since 

advertising provides information to law enforcement agencies. It both 
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informs them about which enterprises are most important and provides 

evidence about links between the different canponents of the enterprise. 

In addition, since it cannot openly use tl1e conventional media, the 

illegal enterprise has very lirni ted neans of advertising. Instead, the 

entrepreneur is restrict....od to labelling his product. Even tills is likely 

to be ineffective without recourse to the C01,;rtS to prevent others fran 

counterfeiting his label and gaining tl1e advantage of his investrrent in 

product quality. 

As a result one of the major sources of econanies of scale in legal 

markets is not available to the illegal enterprise. The custarer' s 

loyalty is to the retail agent with whan he deals. The numbers bettor 

nay be utterly ignorant of the identity of tl1e bank with whom he bets; 

the marijuana custorrer knows only the name of the person from whan he 

hi The enterprise is unable to develop any custarer buys s grass. 

goodwill; its all rests with the retailing agent. The enterprise can 

ccropete only for tl1e service of retailers. Even there, the lack of 

advertising rredia restricts the ability of illegal entrepreneurs to tap 

tl1e major sources of econanies of scale for legitimate firms. 

Georgraphic Scope 

At tllls stage, let us turn to tl1e issue of the geographic scope of 

. Taking all the factors discussed earlier in this illegal enterprlses. 

section, it is possible to identify a number of reasons for expecting 

illegal enterprises to be local in scope, i. e., not to include branches 

in more than one netropoli tan area. 

Perhaps the most significant factor is the difficulty of monitoring 
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distant agent performance. A major task of the entrepreneur generally is 

to monitor the behavior of agents, in order to ensure tl1at they work 

efficiently and honestly. The design of large modern corporations has 

been greatly influenced by the problem this presents. A desirable 

structure is one in which the monitoring can be done by a single, easily 

observed, perfonnance neasure, rerroving tl1e need to make detailed 

observation of employee or agent behavior. For example, the divisional 

f f th . 50.. ded' . orm 0 e corporatlon lS lnten to permlt corporate executlves to 

use rate of return on invested capital to monitor the performance of high 

level managers. As rrentioned earlier, distance is nay a minor impediment 

to such monitoring in large corporations because of tl1e development of 

low cost neans of rapid information transfer and communication. 

Illegal entrepreneurs could conceivably avail themselves of similar , 

performance neasures. However, there is an elerrent of performance which 

is difficult to monitor, but which can be critical to tl1e success of the 

overall enterprise, and tl1at elerrent is increased expo~.iure to 

apprehension by law enforcerrent. Although the agent obviuusl y has 

incentive to avoid apprehension, it may not be as strong as the 

entrepreneur would wish. The agent may be more willing than the 

entrepreneur to take risks since he generally has a lower incare and less 

wealth at stake than the entrepreneur does. 51 In addition, he can 
I 

appropriate capital (both tangible and organilZational) fran the 

enterprise by informing against the entreprene\,lr. 

Although these motivations exist for all agents of illegal 

entrepreneurs, tl1e entrepreneur is less able to control the first and 

punish the second when the agent is in a rerrote location. He cannot 

force tl1e agent to act cautiously since he is unable to observe t~e 
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agent's behavior. He will have difficulty punishing infonnants since he 

. 1 t' 52 has less information and control of force 1n remote oca lons. 

A second factor which inhibits the growth of illegal enterprises is 

the hazard associated with transportation and communication to distant 

locations. In order to use low cost fo~ of long-distance 

transportation , it is necessary to expose agents to risks of severe 

penalties by delivering large amounts of the prohibited good; that hazard 

will be reflected in payments to the courier: the extraordinary payrrents, 

53 for example, on a per kilo basis, to' pilots of cocaine planes. Even 

ccmnunication hazards are increased by distance. Telephones are 

notoriously insecure. Although few are tapped, the results of such taps 

are extraordinarily damaging. 54 Discussions with agents are preferably 

face-to-face in order to reduce the risk of interception. That is not 

possible on a short-tenn basis with agents in distant cities. 

A third factor is multiplication of law enforcerrent agencies with an 

interest in investigating the enterprise. If the agencies are corrupt, 

the increased cost is that an additional agency must be paid. If the 

agencies are honest, the use of interstate facilities provides an 

additional cause for action by Federal agencies. Given the breadth of 

Federal jurisdiction, which is largely based on the scale of the activity 

rather than on its direct use of interstate facilities, this use of 

interstate facilities probably poses little danger. However, criminal 

perceptions change slowly; ten years after the passage of a bill which 

gave the FBI authority against large gambling enterprises operating 

intrastate, same IlE.jor bookmakers still were explicitly concerned with 

the dangers of interstate phone calls. 

The inability to develop enterprise-based brand loyalty is the final 
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factor inhibiting the development of national enterprises. For all the 

reasons given earlier, the illegal enterprise is unable to use the 

conventional rredia. A IlE.jor avenue for the spread of national retailing 

and production enterprises, the ability to create national brand loyalty, 

is closed to the illegal enterprise. 

Diversification 

Not all illegal enterprises restrict thP.rnSelves to production of a 

single good. Sane bookmakers offer numbers betting also; many marijuana 

importers also handle cocaine. In these cases, they are responding to 

their custarers' demands; a reasonable percentage of marijuana custaners 

also use cocaine. They reduce their search costs by purchasing both frau 

a single source. Joint demand generates joint supply. 

What about pure conglaneration, diversification into unrelated 

product lines? For legal rnarkets, the literature identified the 

incentive for conglomeration as the failure of external capital rnarkets 

to allocate funds efficiently among enterprises. An inte~lml capital 

source, with better information available to it, can allocate funds more 

promptly and efficiently. Considering the failure of external capital 

rnarkets for illegal enterprises, there would seem to be great motivation 

for the growth of illegal rnarket conglomerates. The internal fund 

allocator, after all, should be able to obtain the objective staterrent of 

the financial standing of the individual enterprises within the 

conglarerate, which the external creditor lacks. 

There is a cOlIDtervailing factor, though, which IlE.y account for the 

observed lack of pure conglarerates in illegal rnarkets: the 
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rrultiplication of exposure that cares fran entering a range of 

activities. Each additional activity increases the number of enforcement 

units with which the entrepreneur rrust deal. In an area with a single, 

centrally-directed police agency that has been bought by the 

entrepreneur, this prese.."lts no problem. However,! where he is able to 

purchase either no protection or only protection fran individual officers 

or units within agencies, the probability of investigation is increased 

rrore by extending the range of activities than by expanding involvement 

in an existing criminal acti vi ty • 

Surrmary 

The argmnents in this section suggest that there are nurrerous 

econanic factors which may lead to rrostl y localized, fragrrented, 

epllemeral, and undiversified enterprises operating in illegal markets. 

Concerns about police intervention and lack of court enforceable 

contracts are the driving forces. Entrepreneurs are unable to tap 

econanies of scale in production because they rrust disperse activities in 

t:i.rre and space, which raises the managerial and production costs of large 

enterprises. They are unable to develop goodwill because information 

disseminated to consurrers about the enterprise can be used against it. 

Thus, they cannot tap many of the sources of distributive efficiency. 

The growth of enterprises is further inhibited by the difficulty of 

obtaining external finance, itself the consequence of the lack of 

auditable books or working collateral arrangements. The lack of 

auditable books also inhibits the entrepreneur fran later investments in 

other enterprises, which have a very limited market as going concerns. 
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Product diversification and geographic spread are limited by the 

increased enforcement risk they entail. 

The analysis can be played out in many dimensions. While it is 

impossible to place any quantitative estimates on "the importance of each 

particular factor, there are no purely econanic factors which would 

contradict the analysis by suggesting that illegal enterprises might tap 

econanies of scale not available to legal enterprises. Before 

considering the implications of tJhis, we rrust turn to the use of violence 

in illegal markets. 
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I 3. VIOLENCE AND MARKEr ORGANIZATION 

There are two reasons why the use of violence for economic purposes 

is a distinctive feature of illegal markets. First, the victims of 

violence, except for rrost custerrers, are less able to seek police 

protection since providing an informative complaint will yield 

information to the police about the illegal activities of the 

complainant. While this will not prevent all reporting , it certainly 

. " . 1 55 lowers the probabllity of complalnts In response to V10 ence. Second, 

participants in illegal markets lack recourse to state facilities for 

dispute settlement. Violence or threats may provide the only method of 

resolving disputes in at least serre situations. 

Since illegal entrepreneurs face sharply lower costs than legitimate 

firms in employing violence against their competitors, our analysis of 

the organizational consequences of product illegality may be irrelevant. 

Whereas all other economic factors may argue for the emergence of a 

competitive market, control of superior violence may lead to the 

establishment of rronopolies by elbninating competition. That argument is 

a central component both of the official account (cf. Reuter and 

Rubinstein, 1982, Chapter I) and of academic writing on illegal markets. 

For exarrple, Rubin (1973) asserts "Violence is used essentially for the 

maintenance of rronopoly ~er, that is, for the prevention of entry" (p. 

162) . 

In this section, however, through an examination of that 

proposition, we shall show that only in very narrowly defined 

circumstances will it be optimal to use violence to eliminate 

canpetition. In addition, we shall briefly deal with the internal uses 
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of violence, focusing on their organizational consequences. 

Competitive Violence 

This analysis is governed by two interrelated assumptions about 

violent conflict in modern urban settings. First, such conflict differs 

from military contests in the international realm in that the quality of 

personnel training and weaponry is not likely to determine who wins the 

conflict. In conventional war the relative size of an army is only one 

factor determining its strength and likelihood of success. The repeated 

success of the Israeli army is recent testimony for this proposition. In 

contests between urban gangs, on the other hand, size is likely to be a 

far rrore important determinant since the skills of the rrernbers and the 

weapons available to both sides are likely to be identical. Indeed, the 

weaponry of conterrporary gangs seems significantly less ~erful and 

sophisticated than that of gangs in earlier eras. Iandesco (1929) refers 

to the routine use of subrnachine guns in the Chicago gang wars of the 

1920s; such occurrences are now rare, though the South Florida drug wars 

provide an exception (Permanent Subcommittee on Investigation, 1980). 

More effective firearms law enforcement may account for this change. 

Although the quality of leadership is possibly an additional factor in a 

gang's success, none of the available reports or studies mention martial 

administrative skill arrong modern gangsterb. 

The second asstunption is that gangs can substantially increase their 

size quite rapidly. There are large numbers of young men in major 

An~rican cities who are willing to accept paid employment to carry out 

acts of violence. Gangs can, and do, expand at short notice. Probably 
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I recruitment of new members involves not so much raising wages as taking 

in per dons whose loyalty and tenacity are less certain . Certainly 

informants regularly tell of incidents in which a "kid" in a local store 

was recruited to perform same violent errand, despite apparently little 

connection with the cr.iminal hiring him. 

If the size of a gang is an important ingredient in its successful 

use of violence, then violence itself can lead to monopoly i the 

entrepreneur with the largest gang can demand payrrents frcm other 

entrepreneurs for not using his gang against them. He might find it 

optimal to force their exit from the market. 

Yet these two assumptions reveal some perplaxing problems for the 

entrepreneur who attempts to use violence to control a market in which he 

is not actually involved. By employing violence, the gang leader may be 

able to extract the available monopoly ra~ts (i.e., all profits beyond 

those available from competitive uses of the same productive factors) 

frcm existing enterprises by refusing to permit operation without 

taxation. He is in the same situation as the owner of a site with unique 

locational value to sare industry. He can set the tax structure so that 

only a single enterprise will be able to operate, since industry profits 

are maximized by monopoly operation. 

The gang leader's strategy is to set a fixed fee for anyone to 

operate a business in this market. By setting the fee at the level of 

profits that would be earned by a monopolist, beyond the costs of paying 

the necessary factors of production (including the entrepreneur) their 

opportunity costs, then just one business will be able and willing to 

meet his fee requirerrent. However, this strat~ requires that he be 

able to predict with cert.ainty hCM much entrepreneurs expect to earn in 
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this line of business. If he overestimates, no entrepreneur will be 

willing to rreet his fee level. If h d e un erestimates, he will fail to 

extract all the available rents. 

This strategy is constrained by many other factors besides the need 

to have the largest force' d 
ill or er to control i:l:le market. Monopolies may 

attract more intense law f 
en orcerrenti police may allocate resources 

across markets so as to target mono poll' sts. 56 
The optimal tax 

structure, taking into account the costs of arrest' 
and conviction, may be 

one that supports a number of entrepreneurs. Al 
so the productivity of 

armies marshalled for the f 
purpose 0 extorting illegal entrepreneurs is 

affected by idiosyncratic aspects of the market, such as the need for 

repeated face-to-face contacts between enterprise and customer. 

Telephone bookmakers are presumably more expensive to coerce than numbers 

retailers simply because they are hard to identify and locate. 

Another factor that may render the coercive use of violence 

unprofitable is the costs of creating an arrt"!Y large enough to extract the 

available profits (even overlooking the costs of collection) and the 

possibility that, since there is a large supply of violent labor, another 

entrepreneur may recruit an even larger gang to force the first group 

out. If an entrepreneur has recruited a gang large enough to create a 

munopoly in a particular market by forcing out all other entrepreneurs, 

yet another entrepreneur may believe that by building a gang which is 

slightly larger than the existing one, he can force 
the existing 

extortionist out of the market and gain sufficient profl'ts 
to recoup his 

invesbrent in assembling the gang. In 
a world without uncertainty, 

where there is also unlimited supply of the appropriate labor at a fixed 

price, the only stable monopoly position wl'll rest 
on the recruitnEnt of 
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an army so large that it returns no excess profits to its leader. Surely 

a rronopol y, where the rents are exhausted in competitive wage payrrents to 

the rrerrU:Jers of the army, is not what Buchanan (1973), Rubin (1973), 

Schelling (1967), and others had in mind in speaking of violence-based 

rronopolies. No one would go to the trouble of establishing such an 

unprofitable enterprise. 

Nonetheless, all the evidence points to the existence of profitable 

violence-based rronopolies. These successful enterprises may be the 

result of the advantages acquired by a "first rrover" in a real world 

characterized by uncertainty. Once a gang has established its 

superiority, presUI'£Ebly through sheer mll'nbers, it is able to impose costs 

on potential competitors that it did not have to bear itself. The 

advantage is similar to that sometimes ascribed to early investment in 

advertising (Comanor and Wilson, 1967). There are at least two possible 

sources of this cost advantage. First, recruits for the new gang may 

require higher wages than those currently paid to members of the exist~g 

gang. This reflects their correct assessment of a high probability of 

conflict with a rival who has powerful existing resources. Even if 

retainer payments are separated fram user charges (i.e., recruits are 

paid a fee for joining, in addition to payrrent· for actual work), 

identification with the new army involves risk of attack by members of 

the old gang and the leader of the new gang nay not be in a position, 

following the attack, to wake the agreed compensation. 57 In addition, 

the attack ma.y not be labelled so clearly that the attacked soldier can 

,. l' 58 wake a convlDcmg c allU. 

The second source of this advantage is the new entrant's inability 

to determine the size of the existing gang. Over time the current 
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dominant gang leader may choose to let his force decllile. He may fail to 

recruit new members to replace those who die or retire. 59 Since the list 

of members is not a publicly available document (even the size of Mafia 

families is a matter of speculation; a fortiori the cifficulty in 

determining the size of less well-known gangs), new entrants will have to 

wake an assessrrent which reflects incanplete information. Given the 

costs of failure, it will be optimal to pay a risk premium by assembling 

a gang larger than "technically" necessary according to the mean estimate 

f th ' , , 1 ' ' 60 Thi 'd th bar' t try o e lDltla gang s Slze. s provl es ano ~r rler 0 en , an 

additional cost which was not incurred by the current dominant gang 

leader. 

Therefore, an entrepreneur who first creates a violence-based 

rronopoly has established an enterprise that may grow in profitability 

over time. At the time the rronopoly position is attained, the rronopolist 

gains little, if any, excess profit. He recruits a gang large enough 

that no larger gang could possible earn any rents. Having established 

that position, he can then substitute his reputation for costly 

personnel. The longer his rronopoly is unchallenged, the rrore he can 

substitute, because recruits for rival gangs will demand ever higher wage 

risk premiums. How much he will substitute reputation for personnel is a 

function of his attitude toward risk and the length of his planning 

horizon, i.e., how long he expects to maintain this position. 

A few observations are consistent with this scenario, though they 

scarcely constitute a rigorous test. The Mafia families which have a 

dominant reputation (in tenus of their supposed capacity for carrying out 

violent threats) in the illegal economies of some major cities in this 

country arose through gang wars during the Prohibition Era. This is not 

42 



I to say that there was no Mafia prior to Prohibition, but that the gangs 

that now occupy the rrost prc:minent positions are. direct descendants of 

groups that emerged in struggle with predecessor Mafia and other ethnic 

gangs. Haller (1974) ascribes the success of the new Italian gangs to 

their greater willingness to use sustained violence. During that period 

they were indeed "armies," equipped with relatively sophisticated 

weaponry and involved in protracted campaigns, sorretilres involving 

pitched battle between groups approximately the size of an a.rnw 

platoon. 61 While the members of the gangs included persons who were 

involved in the bootlegging industry itself, there appear to have been 

significant numbers who were essentially "soldiers," specialists in 

violence. 

Since that tiIre, though there have been occasional outbreaks of gang 

violence, it appears that the armies have disappeared. Certainly no 

gangster biography mentions such armies in the post World War II era. 

Nor do law enforcement agencies any longer claim to have identified such 

groups, though occasionally they indict very violent gangs, such as Lhe 

Carnpisis in New Jersey, who appear to have had alrrost no compunction 

against using violence either to wipe out competition or discipline 

rnembers (Aronson, 1978). This situation contrasts with claims about 

specialized killers in "Murder Inc." in the 1930s and 1940s (TUrkus and 

Feder, 1952). Even the occasional "hit man" that cares to public 

attention is not a specialist. He may have an unusually sinister 

reputation, but his priIre source of incorre is conventional criminal 

activity; Barboza and Messick (1975) provide a good illustration of this. 

If there remain specialists in violence, they are few in number and have 

limited ernployrrent opportunities. 
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The Mafia's response to recent challenges to its power has been 

acccmrodation rather than conflict. It appears that the grCMth of 

autonarous gangs in Black and Hispanic ccmnunities, displacing 

traditional Mafia client-suppliers of garrbling, loansharking, and 

narcotics services in those ca:nmunities, has not generated any effort by 

the Mafia to assert control through superior violence. While there are 

no satisfactory public accounts of these changes, anecdotal evidence, 

even fran police who exaggerate the power of the Mafia, is consistent on 

this point. In the rrost prc:minent gang war of recent years, which 

occurred in Boston during the 1960s, the Mafia was the prime beneficiary 

of conflict between others. 

There are other possible explanations for this quiescence. Since 

the Mafia is a large and publicly notorious group, any conflict in which 

it engages will be met with increased law enforcement efforts. It may 

correctly assess the cost of large-scale violence; even against other 

gangsters, as too high. Police response to violence on the part of newer 

ethnic gangs is less severe. The public, through the police and 

prosecutors, may indeed take sides in the case of an actual "war" between 

the Mafia and sorre other group of gangs fran newet ethnic ccmnunities. 

But reputation is a two-edged sword. On !the one hand, it deters 

rival gangs fran direct challenge. On the other hand, the econCl11Y of 

illegal markets is not autonomous, ruled only by its own institutions. 

It is part of a larger society, which may not respond to various marginal 

changes in those markets, but is capable of effectively penalizing those 

gangs whose reputation for vi91ence gives them power within the world of 

illegal markets. The backlash that results fran a reputation for 

violence is the problem that the 'Mafia now faces in the markets in which 
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its members have traditionally been active. The major efforts of law 

, k dir ed ' th f' 62 enforcement agencies III these mar ets are ect agalllst e Ma la. 

For example, success for the Federal Strike Forces Against Organized 

CriIre, at least until recently, appears to have been rreasured in tenns of 

the number arid seniority of Mafia rrernbers convicted. 63 

This suggests that one cost of having the reputation as the daninant 

gang is increased targeted erforcement activity. Given the long lags and 

historical ineffectiveness of law enforcement agencies, this need not 

deter the gang leader from attempting to acquire the position. However, 

it suggests that he will exploit his position in an aggressive way for 

only a limited period of tirre. After that it may be wisest for him to 

let the position erode, investing little in maintaining his army and 

taking reduced rents while allowing new entrants into the product 

market (s). That Mafia leaders now tend to be rren in their sixties and 

seventies, presumably with short planning horizons, ma.y also have an 

, fl 64 III uence. 

Another strategic issue for the gang leader has already ~Jl briefly 

discussed, narrel y whether to use his reputation ,to tax and franchise an 

operator in a particular market or ac'l'Uall y to enter the market himself. 

There is evidence (Haller, 1974; Landesco, 1929) that Chicago during the 

1920s saw the errergence of an army which extorted from a number of 

illegal markets by issuing restrictive franchises. The markets included 

bootlegging, prostitution, nurnbers, and bookrnak.lltg. The extent of Mafia 

involvement in actual operations varied consid~rably. 

On the other hand, there is also ample evidence that, even in cities 

with strong Mafia families that have well-established reputations for 

t 
comnand of great force, other major illegal markets are not subject to 
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their extortion. This appears to be true of the marijuana market, at 

leasL Clccording to fX)lice speciCllists; even the rrore propagandistic lClw 

enforcement agencies do not include marijuana in the list of Mafia 

controlled markets. 65 

What determines whether violence can be used to acquire control of a 

market? One obvious factor is simply the return to m::>nofX)lization. With 

a highly elastic demand curve and constant returns to scale,66 the rents 

available for the gang are m::xlest. It is difficult, though, to find 

evidence that the demand for any major illegal product is highly elastic. 

Even with drugs there seems to be limited substitution between different 

narcotics so that, at least in the medium run, there is inelastic demand 

'f' dru 67 for Specl lC gs. 

I-lore important may be idiosyncratic feat-:..rres of distribution. The 

difference between the distribution systems for numbers and sports 

bookmaking illustrates the point nicely. Nunbers transaction are 

retailed face-to-face and require that many custa:rers know the identity 

and location of the retailer. Consequently, that retailer is easily 

threatened. 68 Competitive violence has a ready focus. 

In contrast, sports bookmaking is a telephone business. Each agent 

deals with a relatively small number of custa:rers and rreetings may be 

arranged irregularly at varying locations. The agents are not 

exclusively affiliated with a single bookmaker, so that it is difficult 

for the gang to determine, once they have tracked down an agent, whether 

he is making transactions on behalf of another enterprise. While this 

does not make it impossible to create restrictive franchises in the sports 

bookmaking business, the cost of rronitoring may be much higher than in 

the numbers business. 
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Bootlegging required fixed and conspicuous locations for 

distributing the liquor. Bars provided a focus for cCl'Ipetitive violence 

as did the very conspicuous beer trucks. On the other hand, rrarijuana 

distribution requires only occasional, perhaps less than rronthly, 

contacts between custarers and sellers, no fixed lcx:;ation for 

transactions, and easily concealed inventories. Competitive violence 

exercised against lCMer level agents is unlikely to be effective. 

It is interesting to note that the developm:::mt of territorial 

franchises in the Chicago bootlegging business took sr...rre years. The 

early years of Prohibition saw remarkably high levels of violence as a 

result of efforts of individual bootleggers to expand their rrarkets 

(Landesco, 1929). Haller (1974) identifies one of the sources of this 

violence as the fractionated political authority in Chicago, where 

individual ward politicians had a great deal of autonarous pCMer during 

the 1920s. The lag in establishing territorial franchises was further 

increased by the mayoralty of William Dever, who made sorre effort at 

enforcing the Prohibition laws by reducing police corruption and thus 

prevented the development of the centralized police corruption which 

later assisted the franchising by the gangs. 

Surrmary 

Violence as a tool for coercing actual and potential cCl'Ipetition in 

illegal rrarkets has occasionally led to the creation of rronopoly control. 

HCMever, th~ discussion presented here suggest~ that this is not likely 

to be a universal occurrence. 

If the assumption about the availability of violent labor is 
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correct, then the profitability of obtaining a rronopoly cares only over 

time, as the gang leader is able to deplete the size of his a:r:my and use 

his reputation and the uncertainty about his actual forces to bluff 

others fram challenging him. The process of investing the necessary 

resources and incurring the risks, both physical and legal, to achieve a 

dominant position may require a longer planning horizon than rrost gang 

leaders have. 

Moreover, the possibilities for rronopoly control vary across 

rrarkets, defined both by location and product. There are two 

identifiable sets of factors which influence the incentive to acquire a 

rronopoly position. One set might be described as conventionally 

economic, such as the shape of cost and demand curves. The second set is 

specific to illegal rrarkets and includes the riskiness of participation 

in the activity, the nature of the distribution system, physical 

characteristics of the good involved, and the policies of law 

enforcement. 

TIiPLlCATIONS FOR ORGANIZED CRIME CONTROL 

This essay has argued that there may be a strong tendency for 

illegal rrarkets to be populated with small and relatively ephemeral 

enterprises. This tendency is not greatly undermined by the use of 

violence to suppress cCl'Ipeti tion anong these enterprises. Such 

violence-based rronopolies are limited in their effectiveness, except 

where there is corrupt centralized police authority. What implications 

do these conclusions have for efforts to control organized crime? 

Campaigns against illegal rrarkets have traditionally been at the 
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heart of organized crime control efforts. 69 During the last few years 

the Federal agencies, at least, have broadened their strategies and have 

brought many successful cases against leading organized crime figures 

based on their criminal involvement in unions and legal industries. 70 

Nonetheless, there appears to be a continued belief in the importance of 

illegal markets as a source of organized crirre po;ver and inCate. As 

rrentioned above, the recently armounced Federal campaign agains·t the drug 

traffic is based at least partially on the belief that the heroin 

business is daninated by "traditional" organized crime, a frequent 

political euphemism for the Mafia. The relationship between organized 

crime and illegal markets is thus an important one for policy 

discussions. 

We lIDSt, unfortunately, begin with a definition of organized crime, 

since this is still a matter of controversy. I use here the rather 

discursive definition presented in Reuter and ~instein (1982, p. 11). 

A group may be called organized crime if it has hierarchy, durability, 

multiple criminal activities, a willingness to corrupt authority, control 

of violent labor, and nonviolent rreans for settling internal disputes. 

The definition certainly includes the Mafia. It may also include 

certain of the recently prcmi,nent ITDtorcycle gangs, though it is not 

clear that they have survived the generational change in leadership which 

will p:::ove their durability. The definition, hOilever, excludes ITOSt 

illegal entrepreneurs, whose businesses encanpass a single criminal 

activity and whose relationships to organized crime are as clients, not 

as rrernbers. 

One consequence of the definition is that organized crime groups are 

likely to have a reputation that arises from their durability and command 
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of violence. Indeed, the argument of the previous section was that 

large-scale violent gangs were created in order to acquire a reputation, 

at least in the context of suppressing competition in illegal tmrkets. 

The critical issue in considering the relationship between organized 

crime and illegal markets is whether such a reputation is ITDst profitably 

used to acquire control of illegal markets or whether there are better 

ways to use it. It may be used to gain control of certain legitimate 

institutions, such as unions and employer associations (BloCk, 1980). It 

may be used indirectly to acquire influence in certain industries, as 

appears to be the case with Nevada casinos. 71 Finally, it tmy be used to 

acquire control over particular illegal markets. 

The optimal strategy is detenn:ined by the set of opportunities 

available, the returns and costs associated with each opportunity, and 

the political structure within which organized crime operates. It is 

beyond the scope 01 this essay to attempt a complete account of the 

shifting patterns of organized crime activity. However, it is possible 

to suggest, using this framework, that the involvement of the Mafia in 

illegal markets is of declining importance to its members. 

There are three factors suggesting that organized crime involvement 

in illegal markets is d:iminishing. First, the ITDst important set of 

contemporary illegal markets, those for drugs, are not among those which 

are readily controlled, given current supply sources. Second, the 

traditional markets are of declining importance economically. Third, the 

continued growth of the Mafia's reputation, together with certain 

institutional changes external to it, provide new opportunities. We 

shall examine each of these in ITDre detail. 
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Drug Markets and Organized Crirre 

Official estimates of the scale of illegal markets, in terms of 

gross operating inccxre, indicate that three drugs (cocaine, marijuana, 

and heroin) are daninant (IRS, 1979 i National Narcotics Intelligence 

Consumers Committee, 1981). They account for at least 75 percent of 

total illegal market inccxre. 

There was a tirre when organized crirre had control of the heroin 

market. At that time, prior to about 1965, heroin was imported through 

southern Europe, where it was processed fran opium produced in Southeast 

Asia. The Mafia I s control of that market in the U.S. seems to have 

originated in the import sector of the industry and probably was built on 

the relationships that existed between American mafiosi and the heroin 

processors in southern France and Italy.72 

During the 1970s a number of other routes and production sources 

opened up. Mexico was, during the early 1970s, the major source. 

Importation was carried out by gangs of Mexican origin which did not need 

Mafia services. Whether these Mexican gangs acquired the defining 

characteristics of organized crirre is a matter of sorre controversy. My 

own view is that they ShCM little sign of durability or the capacity for 

internal dispute settlement which is essential for long-term stability.73 

Iran also becarre a major producticn source. Sorre Iranian heroin 

carre through a rejuvenated version of the traditional importation route, 

but much carre in through other routes, often involving nationals fran the 

producing areas. 

The importation sector of the business no longer could be daninated 

as it had been in the past. If there were monopoly profits to be made, 
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the monopoly had to be shifted further down the market. But only at the 

retail level is there an easily identified source of monopoly control. 

All higher level transactions occur at variable tirres and locations in 

discrete settings. M::>reover, the very vulnerability of heroin retailers 

to police arrest and harassment makes them a poor locus for organized 

crirre extortion. The frequency with which they need to becare 

informants, the strength of their motivation to stay out of prison in 

order to continue their own access to heroin, and the rapid turn-over in 

the population of dealers all reduce the prospects for control at the 

retail level. 

The other two drugs, cocaine and marijuana, both cane through 

importation routes which have never been controlled by organized crirre. 

Colanbian colonels may have an important role in the licensing of 

large-scale exports, but the official data on export level prices does 

not suggest that they are able to extract monopoly rents fran the final 

markets. 74 The backgrounds of those involved in the major smuggling 

organizations prosecuted by the Department of Justice in recent years 

also suggest that it is a business into which entry is restricted only by 

a certain organizational skill and willingness to take risks. 75 At the 

distribution level there is again no ready focus for extortion and 

control. Not only do wholesale transactions occur at irregular intervals 

in inconspicuous locations, but also much of the retail activity is 

conducted in the sarre manner. 

None of this is to say that individual rrernl:;>ers of the Mafia do not 

involve themselves in drug trafficking. The opportunity to make a large 

income is not easy to resist, even if there is substantial legal risk 

associated with it. But the characteristics of the drug market do make 
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it unlikely that Mafia gangs will becare systerratically involved, as they 

were, for exc;unple, in gambling activities during the period fran 1930 to 

1970. Being a mafioso does not, for rrost drug transactions, provide any 

econanic advantage. In addition, drug dealers do not require Mafia 

services, such as the provision of dispute settlement or short-term 

capital. Moreover, the very high penalties for being caught in the 

higher levels of the heroin or cocaine traffics may deter members of the 

Mafia, who have a variety of other revenue opportunities, rrore than 

specialized drug dealers, whose alternatives may be those of unskilled 

criminals generally. 

The involvement of rrotorcycle gangs in certain other drug markets, 

particularly rnethamphetamine,76 provides an interesting counterpoint to 

Mafia involvement. Though these gangs have acquired a reputation for 

being able to administer great violence, they have not yet acquired many 

of the other assets possessed by the Mafia, such as local political power 

and reputations as skilled negotiators. The set of opportunities 

available to rrotorcycle gangs may be far rrore restricted for those 

reasons; hence their willingness to enter into the relatively risky drug 

business. 

The Decline of Traditional Markets 

It is impossible to provide an estimate of the scope of the major 

illegal markets in which organized crime has been active in the past. 

Three forms of gambling (bcx::>kmaking, mnnbers, and casino garres) were 

clearly very important in many cities. Loansharking was also of same 

importance in at least a few cities. other illegal markets have probably 
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been minor for same time. Even in 1967 the President's Comnission on Law 

Enforcement and the Administration of Justice stated that "prostitution 

and bcx::>tlegging playa small and declining role in organized crime's 

operations" (p. 4): that seems to be even truer today. 

We focus then on the opportunities offered by the three forms of 

gambling and loansharking. Since there are no hard data on the scale of 

these activities, at least since 1974, the following statements are 

essentially deductive, based on expectations about the effects of 

changing external factors on these markets. 

Consider the difference between the set of legal opportunities 

available to the would-be bettor in New York in 1950 and 1980. In the 

earlier year, he had only one legal gambling outlet, narrely the 

racetrack. He could place a bet legally only if he travelled to the 

track itself. All other wagers were illegal. 

By 1980, the set of legal opportunities had expanded substantially. 

The state offered a wide variety of lotteries, including a garre which was 

alrrost identical t.o the illegal mnrbers garre. It was now possible to 

place a bet on a horse without going to the track, through the Off track 

Betting Corporation. Atlantic City provided relatively easy access to 

high quality casinos. 

These developments may not have changed the behavior of persons who 

were accustomed to betting illegally but they probably have affected the 

number of persons beginning to wager with illegal operators. Only the 

continued growth of interest in sports betting, for which there are no 

legal outlets apart fran bcx::>kroakers in Nevada, provides illegal gambling 

operators with a distinctive product not available fran legal sources. 

There are argurrents on the other side, contentions that legal 
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gambling actually increases the demand for illegal gambling. The taste 

for gambling is cultivated by the prorrotion of legal gambling 

opportunities. The tax disadvantage of sOITe legal fonns of gambling, 

such as Off track Betting which levies an additional 5 percent tax on all 

wagers , gives illegal. operators an Rdvantage, enabling them to cul ti vate 

the new clientele created by legal wagering enterprises. Nonetheless, 

the increasing sophistication of state lottery marketing efforts and the 

enormous growth of Atlantic City gambling revenues make it plausible that 

illegal wagering is a declining share of total recreational expenditures. 

So little is kno.vn about the scale and corrposition of loansharking 

that it is difficult to suggest what factors might have influenced its 

growth over the last decades. Same traditional markets, such as small 

loans to longshorerren, have probably contracted as longshorerren have 

becare fewer and wealthier. The large nufuber of goverrurent programs 

aimed at providing credit to lower incare groups has also probably had a 

negative effect on the loansharking business. However, there is simply 

no way to determine whether these segments of the market are more 

important than providing large loans to small businessrren for high risk 

ventures or for ventures which legitiroate institutions are not pennitted 

to finance. What determines the markets for these is 1.U1knawn. 

Nonetheless, the growing financial wealth of the population over the last 

three decades, the shift of population frau t..~e areas in which loansharks 

were most active, and the development of an increasingly variegated set 
I ' 

of financial institutions serving small business all suggest the 

possibility that the overall market for loansharks has declined. 
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The Growth of Other Opportunities 

Organized crime invol verrent in legal econauic acti vi ties is 

certainly not a new phenarenon. Hutchinson (1970) describes the llrrrense 

power that members and associates of the Mafia acquired in various 

industries during the 1930s. The launching of Las Vegas as a national 

legal gambling center in the late 1940s has always been ascribed to the 

energies and investments of the Mafia and its associates. 

Nonetheless, there have been changes in certain features of the u. S. 

economy which have increased the opportunities for members of the Mafia 

to obtain monies frau legal activities. Two are particularly important. 

1. Growth of the casino industry. As already rrentioned, there is 
continuing evidence that the Mafia has a major stake in the 
Nevada casino industry. That industry has grawn extrerrely 
rapidly throughout the period 1960 to 1980; declared gross 
winnings of Nevada casinos grew frau $197 million in 1960 to 
$2,273 million in 1980. The potential return frau involvement 
in this industry has correspondingly grawn over the sane 
period. 

2. Failure of efforts to remove organized crine members frau 
positions of influence in certain major unions. The Teamsters, 
Laborers, and Restaurant Workers unions are only sare of those 
in which the Depar\::Irent of Justice has regularly been able to 
show that organized crine members have had control over the 
investment of pension and welfare funds. Though union 
rrerrbership itself is declining, these funds have g':awn 
substantially throughout the last three decades. The notorious 
Central States Teamsters Pension Fund alone now arrot"nts to 
several billion dollars. 

Federal agencies have paid considerable attention to both these 

matters in the last decade. Nonetheless, there seems little doubt that 

many organized crine rnerrbers are able to earn very large sums frau their 

invol vem:mt in the casino industry and certain ~ions. One can certainly 

not, given the available material, go beyond broad impressions, but it 

56 



... 

seems plausible that these activities are less risky than illegal market 

activities. 

The Mafia1s power within certain unions is a consequence of its 

reputation, which irlhibi ts effective challenge. That reputation is 

cheaply sustained by Lebuffing the occasional challenge in individual 

locals. The Mafia1s current power within the casino industry is less 

easily explained. Certainly for many years the general unrespectability 

of the activity and the regulatory policies of the Nevada Gaming Control 

Board restrained entry by major corporations (cf. Skolnick, 1978). Yet 

that has changed recently, as an increasing number of the major hotel 

chains of the nation have entered the Nevada market. The explanation for 

the Mafia I s continued power may lie in the history of many of the older 

casinos and the role that the major corrupt union pension funds have 

played in the casino industry. 

Refonn campaigns, airred at eliminating organized crine fran 

particular legitimate activities, have little record of success. The 

recent conviction of the head of the Teamsters Union, together with sorre 

not very senior mafiosi, only points again to the failure of the Justice 

Departrrent I S quarter century effort to prevent the Mafia fran controlling 

that largest of unions. The longer the Mafia is able to sustain its 

position against these attacks, the more opportunities for profitable 

legal activities become avail~hle. 

The factors that have increased Mafia involvement in legal markets 

do not currently apply to other organized crime groups. They may simply 

be too young to have acquired the requisite reputation. Or there may 

only be opportunity for one group at any point in tirre, a result perhaps 
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of the narrCMl1ess of media reporting, which can only accOlllT'Odate one set 

of gangs on a sustained Oasis. OUr kn<:Mledge of the developrrent of these 

gangs is simply too slender to pennit a forecast of their likely role in 

legitimate institutions over tine. 
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The range of activities in which organized crime members are 

involved is now, as it always has been, impressively wide. No doubt the 

extensive list of legitimate and criminal industries which the Kefauver 

cc:mnittee provided could be replicated 30 years later. 

Nonetheless, there is both argurrent and evidence that the 

distribution of organized crime involvement in these acti vi ties has 

changed. There may be fewer opportunities to extort the operators in 

illegal markets, both because of changes in the composition of these 

markets and changes in the structure of American policing. At the sarre 

time, new opportunities have arisen in the legitimate econany which rnay 

offer prospects of higher incomes and lower risk than the traditional 

illegal market activities. The continued growth of the Mafia's 

reputation in the postwar era has possibly improved its members' ability 

to capitalize on these opportunities. 

Though there are no hard data that would perrrd.t testing these 

hypotheses, there seems to be some consensus tinat such a change has 

occurred. Certainly Federal prosecutive strategies have changed in 

response to a perception of such a shift. 

Nonetheless, the fornal doctrine has not changed. The latest call 

for a national campaign against organized crime is focused on illegal 

markets. Preside.nt P-.eagan, in announcing a "national strategy to expose, 

prosecute, and ultimately cripple organized crime in Arrerica" was 

referring to the illegal drug market. He referred to its "virtual 

rronopol y in the heroin trade." 
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Campaigns against organized crime involvement in illegal markets 

have a particular attraction to politicians. The~ place the politician 

in the position of attacking two targets about whose evils there is 

little ambivalence. Moreover, there is still a widespread belief that 

significant figures in the illegal markets are almost certainly members, 

or at least close associates of, organized crime. 

The thrust of this paper, however, has been that illegal markets 

tend not to be daninated by organized crime, but are instead fragrrented-­

populated by small enterprises that are rarely connected with organized 

crime. In addition, these illegal markets are not easily dominated by 

gangs who command violent forces; such control succeeds only in certain 

limited environrrents. Therefore, enforcerrent campaigns airred at illegal 

markets will fail to strike at the power or income of mature organized 

crime. Instead, enforcement campaigns will be more successful if they 

attack organized crime in the arenas where its power is already strong or 

its involvement is gra-.ring. 
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1. E.g., "In large cities where organized criminal groups exist, 
very few of the ganibling operators are independent of a large 
organization" (President's Ccmnission on law Enforcerrent and the 
Administration of Justice, 1967, p.2). 

2. The ganibling markets were chosen precisely because they figured 
so heavily in the standard account of organized crine. Numbers and 
bookmaking were also frequently surrounded by allegations of corruption. 
Loansharking was asserted by the 1967 President's Commission to be the 
second rrost important market economically and one in which violence 
played an important role. 

3. The Kefauver Committee's description of bookmaking in Miami 
certainly supports a conclusion of central control, resting on both 
corruption and the rronopolization of a critical input, the wire service. 

4. "Excess profits" is incare earned by a factor of production, 
such as labor or capital, which exceed the incare earned by that factor 
in carq;;eti ti ve markets, account being taken of the uncertainty involved 
in the particular use considered. 

5. Anti-trust authorities attempt to prevent restraint of trade, 
which is particularly likely where there are small numbers of firms. 

6. An excellent account of the field of industrial organization is 
provided by Scherer (1970). 

7. This statement is a condensation of a canplex argurrent. The 
canplication is that the size of the market (the arrount of the good sold) 
is determined by the price. The statement refers to an equilibrium 
state; at the prevailing equilibrium price, the optimal size firm is 
small relative to the size of the market. 

8. Hay and Morris (1979, p. 42). 

9. There is a grCMing theoretical literature dealing with this 
problem (e.g., Jensen and Meckling, 1976). HCMever, it has so far had 
little influence on empirical industrial organization research. 

10. Figures suggesting this are presen-q:rl in ~ational Narcotics 
Intelligence Consumers Committee (1981, p. 30). 

11. A small number of steel firms might be able to use methods such 
as price leadership (i. e., all firms follCM the ·lead of a particular 
firm) to evade anti-trust restrictions aimed at preventing prices above 
the carq;;eti ti ve level. 

12. For a discussion of recent changes in the structure of the beer 
industry, see Ornstein (1981). 
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13. Ornstein (1981) discusses the impact of advertising on the 
distilling industry but not on the beer industry. This oversight is 
curious since the rrost significant rredium for advertising, television, is 
available to beer producers but not to distillers. 

14. Scherer (1970, pp. 125-127) provides a good surrmary of the 
existing analyses of the conglarerate phenarenon, stressing their 
dependence on unexplained capital market imperfections. 

15. Omitted from this analysis is any consideration of the effect 
of institutional and human factors on technological developrrent. In the 
long run, technology is not a given, but is generated in response to the 
needs of firms. If product illegality affects the organization of firms, 
particularly the size of firms, it will also affect the kind of 
technology they seek. HCMever, this is unlikely to be central for the 
service industries which make up the illegal sector. 

16. Of course, this would depend upon the nature of the regulations 
imposed on the marketing. Limits might be placed on the extent of 
advertising. Although First Amendment considerations probably prevent a 
ban on newspaper advertising, it might be restricted from other rredia. 
This would sarewhat reduce the ccmparative advantage of the national 
firms. 

17. Note here that markets are not defined just by final products. 
Heroin importers, selling to heroin wholesalers, constitute one market. 
Heroin retailers, selling to final consumers, constitute another market. 
For definitions of what constitutes a market, see Scherer (1970, p. 53); 
The available definitions are of limited operational utility as evidenced 
in recent efforts to clarify the notion for Justice Department merger 
policy. 

18. For example, the wholesale diarrond trade is famed for its 
reliance on verbal agreerrents between individuals, often involving 
hundreds of thousands of dollars. On the other hand, very formal 
contracts characterize the retailing of automobiles; the retailer makes 
no organizational resource commitment without a formal contract signed by 
the custarer. 

19. The tenn "police" is used here generically to refer to any 
representative~1 of government whose function it is to detect and help 
sanction illega~ market activities. Tax agencies, either federal or 
state, fall into the category. 

20. On police recruitment of informants following arrest, see 
r.-lanning (1980) and Skolnick (1966). The behavior is particularly 
important in the drug trades. 

21. The regulator potentially deals with all other participants. 
Indeed, it is this impact that rrost affects their behavior. HCMever, his 
ability to intervene is determined by the dealings of the criminal role 
groups with each other. They do not, except through corruption, have a 
direct relationship with the regulator. 
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22. Many ~rsons are known throughout an illegal market by their 

nicknarres. Social contact will always take place away from the hare thus 
preserving anonymity and also, not so incident~lly> ,reduc0g ,the risk ?f 
neighbors beccming aware of the fact that the mdivldual lS mvolved m 
an illegal activity. 

23. One anecdote suggests though that perhaps even those with 
well-developed reputations for command of violence are reluctant to use 
physical discipline against long-term employees. Angelo de Carolo, a 
Manfiosi in Northern New Jersey whose office was bugged during the 
1960's, was very suspicious that the manager of one of his numbers banks 
was cheating him. He tried frequently to verify his suspicions but never 
actually disciplined the man. See Zeiger (1975, Chapter 6) . 

24. The two administrative influences nay not both playa role. If 
the administrative cost expands rapidly enough as the result of the 
necessity for keeping workgroups snall, then the optimal structure nay 
involve a snaller number of direct-contact subordinates than the 
entrepreneur would impose as a constraint given no other cost 
considerations. 

25. This example also suggests a definitional problem which is not 
directly dealt with in the industrial organization literature. When does 
an agent becare a I"lEIT\ber of the enterprise, as opposed to an independent 
supplier to it? A non-exclusive crnrnission agent, such as a runner 
(retailer) in the bookmaking business, might be classified as a 
non-rrernber precisely because of the non-exclusi vi ty . The ability of the 
bookmaker to direct the runner's actions is very limited. A runner who 
"-Drked on an exclusive basis SeP.lTIS to Ire to fallon the margin of 
rrernbership. The very fact that he is paid on the basis of results not of 
his inputs indicates a belief on the part of the entrepreneur that he 
cannot effectively control his agent's actions. 

26. The assertion about the relative importance of the two labor 
components is rrore speculative than it looks. Wages paid in illegal 
rnarket enterprises are not strikingly high. A numbers clerk in New York 
in the mid-1970's might receive a wage of $2000 per week. While this is 
clearly higher than the rnarket wage for low skill clerical work (a bank 
teller in 1977 earned approximately $175 per week), it does not include 
any unemployment or social security contributlons by the employer, nor 
any other fringe benefits. 

27. Moore (1977, Part I) analyzes the New York heroin rnarket in 
terms of vertically non-integrated enterprises. Details about certain 
heroin enterprises provided in court documents sUpport this assumption. 
However, heroin dealers at high levels, for example handling multi-kilo 
lots, do seem also to sell snaller lots when the opportunity presents 
itself. Since the whole purpose of the non-integration is t.o cut down on 
the number of persons who can put the high level dealer at risk, that is 
an ill-advised practice. Probably, high level dealers are willing to 
sell to low level custarers whom they know well, since they perceive such 
sales as 1~7 risk. This perception is, of course, a questionable one; a 
small time dealer who can give the police a very high-level dealer is 
likely to receive particularly lenient treatrrent. 
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28. F ' or an analysls of on-the-job training, see Becker (1975). 

29. One undercover policenan accounted for his meteoric rise within 
a Numbers bcn:uc by noting ~t in the cr.irninal world the si.rrple ability to 
turn up on tlffie at the appomted place made him an outstanding performer. 

, 30. This is d~stinct from the problems presented by expanding the 
slze,of the enterpr1se. Integrating new functions within the enterprise 
requ1res the development of additional performance measures and 
man<;tg~t skills. Gi~ren that managerrent skiJ,.ls are correlated with 
l~ltlIllate market ~arnmgs" the risk premium that must be paid to rrore 
~killed nanagers w111 be higher than for other kinds of labor used in 
l~legal enterprises. Hence, it is likely that such enterprises must find 
s~l~ structur~s ~t reduce the necessary competence of nanagement for 
efflclent functlonmg. 

, 31. ~hi~ raises an, interesting question as to whether individuals 
~ght ~peclallz~ as ~uditors for illegal enterprises. Apart from the 
rlsks,mv?lve? m namtaining books in these enterprises the auditing 
functl~n ,lS like~y to f?~der on two other related issues. The process 
,?f audit;mg requ1res glvmg :the auditor access to a great deal of 
~ornatlon abo~t the enterprlse generally. The auditor would became the 
ldeally placed mformant. His arrest would put many enterprises at risk 
~reove~, ~e fact that an auditor is dependent on reputation for his . 
mcarne ~plles that he would be particularly vulnerable to detection by 
the pollce. 

32: Of course the lender and borro.ver share an interest in 
preventmg the police from seizing the asset. To this extent the 
~rrow~ c~ ass~ that the lender will be cautious in preventing 
diSSeInlnatlon of mformation about the asset. 

33. "Moral hazard" refers to self-selection in the insurance 
rnarket, where the in~ured have information about themselves which they 
c;tre unable to ccmnunlcate cheaply to the i:lsurers. This latter feature 
lS referred to as "information i.rrpactedr.ess." See Williamson (1975 pp 
13-16) for an account of these terms. ' • 

,34. Figures presented in National Narcotics Intelligence Consumers 
C~tt~ (1982, p', 30) suggest that the price of a kilogram of pure 
herom m the U. S . lS rrore than double its export price from Europe. 

, 35. Necessary reserves are quite substantial, perhaps equivalent to 
SlX rrontI:s ,?f gross bank earnings. The reserves requirement is increased 
~y ~~ difflculty that bankers have in collecting rronies owed to them by 
mdivld~l collectors (retail agents) and by the very skewed distribution 
of bet~~g preferences that they face. The latter factor increases the 
probab111ty that on anyone day the banker will have to make substantial 
payrrents to bettors. 
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36. In theory ull partners could bo allcwed to audit transactions 
at their discretion, letting each judge the extent to which such auditing 
was necessary. The auditing might include review of very transient 
written records, thus minimizing ex];X)sure to the police. For exanple, 
partners in a bookmaking enterprise might have bettors whose records they 
occasionally checked at the end of the day to confirm that the managing 
partner was correctly recording the gross and net revenues generated by 
this bettor's activities. This certainly raises the transaction cost of 
partnership financing. 

37. That does not rrean that no illegal enterprise has used brand 
narres. The Illinois State Legislature, investigating numbers in the 
black areas of Chicago cited a number of banks which used the narre of 
praninent rock groups on their numbers slips. For a tirre it is said that 
same heroin retailers in New York put brand names on their product. 
However, these are exceptions. 

38. Given the difficulty of obtaining external capital, ther-e is 
another factor that shortens the operating lifetirre of the entrepreneur, 
naJ.lEly that he may not be able to begin the enterprise till he has 
acquired an adequate capital fund himself. Again, it is useful to note 
that this is not a problem in high risk activities such as narcotics 
trading, where a small working capital can be quickly augrrented by a few 
successful transactions. 

39. The conversion of illegal profits to legal assets in his own 
narre raises the risk for the entrepreneur of a tax investigation. But 
given the small number of criminal tax indictrrents brought each year, no 
more than 3500 in the late 1970' s (long, 1980, p. 26), this cannot be 
seen as too great a threat. 

40. It is interesting to note the persistence of corruption 
problems in particular industries, such as stevedoring and construction. 
Most of these industries are characterized by locally defined and 
regulated markets. The fact that corruption seems to arise in many of 
the relatively autonomous local markets suggests that the problen1 is a 
structural one, perhaps arising fran the inappropriateness of the 
regulatory approach. 

41. 'Ihe police might have acted without criminal cooperation. 
Bookmakers could have been taxed directly. The wire service probably 
provided a low cost method of supervising extortion and the Miami police 
could not provide that service without criminal assistance. Attempting 
to do so would have increased the probability of their ex];X)sure to other 
police agencies. 

42. This analysis draws heavily on the work of Rose-Ackerman 
(1978) . 
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43. The District Attorneys in New York could investigate and 
prosecute rrernbers of the Police Department for corruption. Indeed, this 
happened shortly after the Kefauver Committee had completed its work. 
~t prosecution (knav..'I1 as the Harry Gross scandal) is briefly discussed :.n Ko~lUI? (1976). However, the District Attorneys lacked independent 
mvestlgatlve resources; they were assigned rrernbers of the Police 
Department for short periods of tirre. The prosecutors were not in a 
position to monitor routinely either the police or the illegal markets 
with which they dealt. 

44. Bookmakers are liable for two specific federal taxes. The more 
important is the Wagering Excise Tax (26 U.S.C. 4401) which levies a 2 
percent tax on all wagers except those specifically exempted by statute. 
A ?ookffiaker's gross margin for sports wagering is only about 4 percent, 
WhlCh he shares with agents. Bad debts are a significant expense so that 
his operating r,narg0 may be only 1 percent or less. All legal wagers, 
except those Wlth 11censed bookmakers in Nevada, are exempt. The second 
tax is the Wagering Occupational StaIrp Tax (26 U.S.C. 4411) which levies 
a $500 annual fee, payable quarterly, on all persons employed in a 
non-~~t gambling business. Ag~in, only licensed Nevada bookmaking 
establl~hrnen~s, among legal gamblmg enterprises, are not exempt. Tax 
collectlon flgures suggest that only a trivial percentage of illegal 
bookmakers pay these taxes. 

45. There is a hierarchy of effective investigative authority which 
dese:ves note here. Federal agencies investigate local police from tirre 
to t1ITe, but the local police almost never investigate federal agencies. 
Pay~g off federal agents would involve little risk of ex];X)sure to local 
pollce. However, the federal agents cannot provide the same routine 
protection as can the local police, with their vastly larger forces. 
Moreover , generally the federal agencies adopt more extensive 
anti-corruption measure. 

46. Indeed, one's impression fran reading materials such as the 
wiretaps on the De Cavalcante and De Carlo (Zeiger, 1973, 1975) and on a 
New York numbers banker (Reuter and Rubinstein, 1982, pp. 130-131) is 
that ~e, purpose ,of corrupt police protection was not to suppress 
Cornpetltlon but slmply to reduce the risk of interrupting the smooth 
operation of a b~siness. The police, in turn, seem to have been willing 
to offer protectl0n to any operator. That was certainly true of the 
major gambling protection ring in New York during the 1960's. 

, 47. There is one qualification to that argument. Criminals become 
mformants as the result of particular incidents. It is not, in m any 
cases, a continuing state. Police officer who has consl.mmated a number 
of cor~p~ transactions with a criminal ought not be surprised if the 
same cr1mmal makes use of that valuable information the next time he 
faces serious criminal charges from another agency. However, addi t.ional 
trc;msactions have d~ishing va~ue to the criminal in providing him with 
eVldence to use agamst the offlcer. Certainly the officer has lower 
ex];X)sure from three transactions with a single criminal than from one 
transaction with each of three criminals. 

66 

--



r 

I 
r 

t 

- .... "".--...--~-~--~ ~--- . -- -

48 . E. g., a typical ntm1bers. investigation will ~in w~ th 
observation of dense customer trafflc at a store at partlcular tlIDeS of 
the day. The custorrers leave the store without :my vi~ible p~chases. 
The observation of this pattern by a patrol offlcer wlll provlde the 
basis for a vice squad investigation. Since heroin custorners face at 
least a rrodest prospect for short-tenn incarceration, they can be fair.ly 
easily persuaded to provide infonnation about their dealer, at least If 
they have access to more than one so that turning in a dealer does not 
prevent them fran getting heroin when they need it. 

49. This assurres that such infonnation is accurate. There is a 
cost to misrepresenting that it is Fat Tony.'s money, namely that ~at Tony 
will learn of this and effectively approprlate the customer, haVlng now 
learned that the loanshark is weaker than he. This argument is expanded 
in Reuter (1983). 

50. The divisional fonn and its evolution in rrodern American 
business is discussed extensively in Chandler (1962). 

51. As an individual becorres wealthier, there are two reasons why 
he might became increasingly cautious in avoiding imprisonment. First, 
he has a larger wealth which may be taken from him through a successful 
investigation of his assets. Second, he will ~alue his freedom more 
highly because he has more wealth to consurre durlng that freedan. 

52. The weaker control of force in remote locations is a function 
of the returns to reputation, which in turn are positively affected by 
the compactness of the relevant population; the investments which yield a 
reputation for being able to deliver threats ~ve a higher ret~ where 
the relevant population has nurrerous interactlons. The probablllty that 
any individual will have heard about a reputation-enhancing act is an 
increasing function of the probability that he has contact, through a 
continuous chain of other persons, with at least one witness to the act. 
Persons in other cities have less likelihood of being in such a chain. 
For effective control of force in other cities, the entrepreneur must 
incur the costs of acquiring a reputation in that city. 

53. One fonner pilot testified that he received payrrents of $30 per 
pound or $60,000 for a small airplane load (U.S. Senate, 1981, p. 35). 

54. The ntm1ber of wiretap orders issued by courts each year is 
quite rrodest; the number averaged less than 700 during the period 
1969-78. However, a single order might cover more than one telephone, 
through successive amendments to the original order. Nonetheless, the 
ntm1ber of tapped phones each year was surely less than 10,000. Hov.:ever, 
a phone call involves two instrurrents and the caller is likely tc' be 
unaware that the other phone might be tapped. The total ntm1ber of 
instrurrents which were overheard in a wiretap each year may be in the 
hundreds of thousands, sjnce each phone is in contact with nurrerous 
others in the course of a month. 
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55 . That is not to deny that the police may be very well infonred 
incidents of violence in illegal markets. That is one of the major yields 
from informants. But it is less for the purpose of arresting the 
perpetrator than to learn about relations between participants in these 
activities. The victim himself is less likely to provide the infonnation 
to the police than is sorre associate. 

56. It is difficult to make any definite staterrent about the 
detenninants of resource commitments against illegal markets. However, 
it is plausible that the belief that a particular illegal activity is run 
by a single group will, on sorre occasions, lead to more intense 
enforcerrent. 

57. In a legal setting, the entrepreneur and the errployee could 
take out a performance bond, guaranteeing the errployee payrrent in the 
case of the entrepreneur's death or other adverse contingency. This 
option is not available for illegal activities. 

58. The problem is actually symuetric. The gang leader must be 
concerned about false claims. Any recruit may assert that he was 
attacked by members of the other gang and suffered some financial or 
physical damage in consequence. The leader will have difficulty in 
detennining the validity of such claims. 

59. Actually firing gang members is probably a risky strategy 
because that provides a signal of decline, which will be reinforced by 
Staterrents by the fired gang member. 

60. The gang leader may believe that the current gang has 100 
rrernbers and that llO will be enough to defeat them. Haw'ever, there is a 
10 percent probability that the true gang size is 105, for which a gang 
of 115 will be necessary for victory. The rival gang leader will then 
have to assemble a gang larger than 110 to optimize his investment. 
Exactly what size will depend on his taste for risk. 

61. Landesco's (1929) classic account ot the battles in Chicago 
does not give figures for the numbers involved in individual conflicts. 
However, the language certainly suggests that r~ding parties of 10 were 
cammon for major attacks. 

62. This is not to say that most persons arrested for gambling, for 
example, are rrernbers or agents of the Mafia. However, the justification 
given by city police for gambling enforcerrent is the role of the Mafia in 
gambling and long-tenn investigations are targeted against ostensible 
Mafia operations. On these matters, see Fowler !et al. (1978). 

63. See the testmony of the Depa.rtrrent of ,Justice (Criminal 
Division) before the Commission on the Review of the National Policy 
toward Gambling (May 11, 1976). Also, General Accounting Office (1977) 
and the Hearings of the U.S. Senate Permanent Subcammittee on 
Investigations (1980). 
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64. If the gang leader does not expect to be in the position rrore 
than another five years, say, then he will want to maximize the revenues 
that he can obtain in that period. he will deplete the actual re~urce 
of the gang faster than would a young leader who expects to obtam 
returns for twenty years or rrore. The occasional suc?essions s~ggles 
in the Mafia may revolve around younger members wmltmg to avold th~ 
running down of actual gang r,=sources which is advantageous for the agmg 
leader. 

65 President Reaaan in a speech armouncing the creation of a . ~" , . 
major federal program against drug traffic, identified only herom as 
under the control of the Mafia (Nevl York T.ines, October 15,1982, p. 11). 

66. The elasticity of demand is measured by the percentage decline 
in unit sales resulting fran a 1 percent increase in price. Highly 
elastic demand means that a small increase in price will substantially 
lCMer sales vol1..lIl'e, reducing total revenue. With highly, e~astic dern:u:d , 
the rronopolist's effort to raise prices above the COmpetltlve level wlll 
result in little additional profit. The constant returns to scale means 
that the rronopolist does not get increased profits as tLe result of 
declining costs fram having an output level higher than that of all the 
finus in a canpetitive industry. See Scherer (1970, Chapters I and II) . 

67. Mcx:lre (1977, Chapter 1) argues that the demand for heroin, may 
be elastic in the short-run because there is a substantial non-addlct 
population. At the long-run rronopoly I?rice, ~here only addic~s are in 
the market, the demand may be quite melastlc. ,the lCM prlce of 
marijuana, relative to comparable fonus of recreatlon, such as alcoh?l, 
suggests an inelasUc demand. Cocaine demand, aJc the current very, hlgh 
prices ($80 for an evening's entertainment), may be the rrost prlce 
responsive. 

68. The fact that the retailer is the inmediate object of the 
threats does not rrean that only the retail end of the market can be so 
controlled. The exclusive dealing arrangements of retailers implies that 
the ability to coerce retailers fram the market will also lead to the 
exclusion of their associated banker. 

69. An analysis of the centrality of carrpaigns against illegal 
gambling is presented in Reuter and Rubinstein, (1982, Chapters V and VI) . 

70. GAO (1981) reported that the priorities of the federal 
Organized Crime Strike Forces, as establish~ ip 1977" were "l~r 
racketeering, infiltration of legitimate busmess" publlC cor~p~lon, 
narcotics conspiracies, and violence II (p. 11). ,This w~s very dlfferent 
fram the effective priorities established when the Strike Forces ?egan; 
gambling cases dominated their effort against the labor racketeermg and 
legitimate business interests is contained in Heymann (1980). 

71. A good account of Mafia involvement in Nevada casinos is 
provided in Skolnick (1978). 
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72. It is difficult to identify any authoritative account of the 
Mafia's involvement in the heroin trade in earlier years. This 
description is pieced together by a skeptical reading of such sources as 
McCoy (1972, Chapters 1 and 2) and the McClellan Corrrnittee Report (1965) 
on narcotics. 

73. This is certainly no rrore than an impression, based on review 
of investigative documents concerning sare major Mexican heroin importing 
gangs. At least one gang, the Herrera family, is carmonl y asserted to 
have survived the incarceration or flight of n1..lIl'erous leaders and to have 
expanded the scope of its operations beyond narcotics. 

74. The export price for cocaine, as reported in National Narcotics 
Intelligence Cons1..lIl'ers Committee (1981, p. 49), is only 2.5 percent of 
the final price. Columbian officials cannot get all of that 2.5 percent, 
suggesting either that rronopoly rents are not available at that level or 
that such rents are extrerrely rrodest. 

75. For interesting material on careers in the marijuana trade, see 
U.S. Senate (1981, pp. 22-24 and pp. 278-292). 

76. [To be submitted.] 
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