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The modern widely-held joint-stock corporation appears to epitomize the
economically efficient large-scale organization. Some scholars observe,
however, that other types of organizations, including government-owned
enterprises, have also achieved high degrees of efficiency and that some joint-
stock corporations have been inefficient. It is here argued that the economic
efficiency of organizations is largely a function of two major variables-market
structure and incentives within the organization-and not organizational form
or ownership structure per se. Case studies of two business firms: a mutual life
insurer and a family-controlled publisher, and two industries: higher
education and custom construction, demonstrate the importance of internal
incentives and market structures to organizational economic efficiency.

Enron’s disgrace1has helped to draw into question the popular notion2 that widely-
held joint-stock corporations, to wit large corporations that sell shares of themselves to a
large number of outside investors (a.k.a. “the public”), represent the pinnacle of large-
scale organizational economic efficiency.3 At the same time, government-owned and/or
run institutions are so often assumed to be highly inefficient that international economic
development organizations often make aid contingent on privatization.4 Undoubtedly,
many government enterprises and large non-joint-stock organizations are as
economically inefficient as conservative observers claim.5 Recent historical scholarship,
however, has excited interest in the root causes of organizational inefficiency by showing
that some non-joint-stock organizations, even some owned and run by governments, have
achieved high degrees of economic efficiency6 In recent decades, for example in China,
township-and-vfflage enterprises (TVEs) performed well economically.7 Why is it that 1 43
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government enterprises sometimes succeed while joint-stock corporations sometimes
fail? Historical and theoretical analysis of the key attributes of economically efficient
organizations may help to answer that question.

As used here, an economically efficient organization is one that, given the state of the
world at a particular time and place, could produce no more outputs from a given
quantity and quality of inputs. No organization is perfectly efficient, but some are clearly
closer to the frontier of maximum achievable output than are others: organizations that
are a considerable but ultimately arbitrary distance from said frontier scholars term
“inefficient.”8
Economic efficiency should not be confused with profitability. Obviously many joint-

stock corporations, most of the ones that exit, have been unprofitable while many
government-owned-and-run enterprises have been wildly profitable. Two examples are
Colonial Pennsylvania’s General Loan Office and the Federal Reserve.9 Profitability and
economic efficiency are by no means coterminous: organizations can be profitable but
highly inefficient; organizations can be only slightly inefficient yet wind up bankrupt.

One key cause of the disparity between profitability and economic efficiency is market
structure. Markets can be characterized along a continuum from perfect competition to
monopolistic competition, to oligopoly, to duopoly, to monopoly. Organizations that sell
into markets closer to the monopoly end of the spectrum earn higher profits, ceteris
paribus, than organizations that sell into highly competitive markets. Organizations that
sell into competitive markets, by contrast, tend to be less profitable but more economically
efficient than organizations that sell into more monopolistic markets. That is because, as
economists have long understood, highly competitive markets drive less efficient
organizations out of business, economic rents toward zero, and profits toward the
prevailing risk-adjusted rate. Monopolies, and to a lesser extent duopolies and oligopolies,
by contrast, sell fewer units at higher prices, earn oversized profits, and face limited
outside pressure to become and remain economically efficient. It was for such that Adam
Smith, and other economists have railed against most forms of monopoly.’°
Another less understood” reason why an organization’s economic efficiency and its

profitability may diverge is related to its internal structure, particularly the compatibility
of its goals and the type of incentives it offers employees, and to a lesser extent, to other
stakeholders. Organizations that sell into competitive markets are pressured to discover
the most incentive-compatible contracts and are forced to exit if they do not. John Stuart
Mill put it like this: “whenever competition is free its results will show whether individual
or joint stock agency is best adapted to the particular case, since that which is most
efficient and most economical will always in the end succeed in underselling the other.”2
And Harvey Leibenstein noted: “in situations where competitive pressure is light, many
people will trade the disutility of greater effort, of search, and the control of other peoples’
activities for the utility of feeling less pressure and of better interpersonal relations”3 So
organizations that sell into more monopolistic markets, which is to say the majority of
them,’4 may operate for extended periods with internal incentive systems that produce
outcomes short of, or even contrary to, their stated goals.
Interestingly, this conclusion does not depend on profit or utility maximization,

1 44 rational actors, or other extreme assumptions posited by some economists, but simply on
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a form of evolution by means of natural selection whereby firms (organisms) that are least
well-suited to their environments exit (die) the economy (ecosystem). The struggle for
existence is greatest in competitive markets, leading to a faster co-evolution of
organizations and their environments.15 The biological analogy, however, is incomplete
because though controversial in biology, intelligent design, and sometimes rather
unintelligent design, has clearly influenced organizations. Market structure is not destiny;
humans can and sometimes actually have purposely engineered efficiency-inducing
incentive structures into their organizations independent of market structure or
competitive pressures.
The key insight is that people usually do precisely what they are incentivized to do.

Failure to recognize that an apparently universal human trait has had adverse
consequences for some organizations, a point made in business schools through easily
understood case stories. In one story, a major ice cream retailer decides to help out its
employees by allowing them to consume, free of charge, any mistakes they might make in
the course of serving customers. What is meant to be an environmentally-sensitive (no
waste) little perk turns into a major problem as employee waistlines bulge and profits and
economic efficiency shrink because hungry employees find it easy to make delicious
frozen mistakes. (“Oh, you said chocolate. I thought you said [insert employee’s favorite
flavor here].”) In another story, a debt collection agency reduces its efficiency and
profitability by agreeing to a change in the way that it compensates its collectors. Initially,
collectors receive bonuses based on the dollars collected divided by the dollars assigned to
be collected. So, for example, a collector who brings in $250,000 of the $1 million due on
his accounts would receive a bigger bonus than a collector who collects only $100,000 of
the same denominator (250/1,000 = .25> 100/1,000 = .10). Collectors complain, however,
that it is not fair to them if one or more of their accounts go bankrupt, rendering
collection impossible. The managers of the collection agency agree and begin to deduct
the value of bankrupt accounts from the collectors’ denominators. Under the new
incentive scheme, a collector who brings in $100,000 would receive a bigger bonus than
his colleague if, say, $800,000 of his accounts claimed bankruptcy (100/ [1,000-800=200]
= .5 which is greater than 250/1,000 = .25). Soon, the collectors transform themselves into
bankruptcy counselors. The new scheme inadvertently creates a perverse incentive, i.e.,
one diametrically opposed to the collection agency’s interest, which is to collect as many
dollars as possible, not to help debtors file bankruptcy.16

In a competitive market, pressure from competitors and the incentives of managers
would soon rectify such mishaps. But when the incentive structure of management is off-
kilter, bigger and deeper problems often appear. When managers are paid with stock
options, for instance, they are incentivized to increase stock prices, which they almost
invariably do, sometimes by making their companies more efficient but sometimes, as
investors in the US stock market in the late 1990s learned, through accounting
legerdemain.17
When the incentive structure of an entire organization is at odds with the

organization’s goals, inefficiencies become even more difficult to identify or fix. This is
where the often unspoken assumption that the joint-stock corporation is the ideal form
of organization in large-scale markets becomes dangerous. While joint-stock corporations 1 45
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are undoubtedly useful in many economic sectors, some types of economic activity, even
large-scale activity; may be more efficiently conducted by other types of organization.

As the case of Guardian Life Insurance Company of America demonstrates, a mutual
corporation combined with an independent agency system may be an efficient way of
providing whole life insurance.’8 Guardian formed on the eve of the Civil War as a mixed,
partly joint-stock and partly mutual New York life insurer under the name Germania.
Many of its early customers were indeed German; the company had offices in New York
and Berlin and sought to insure Germans resident in North and South America as well as
Europe. As the company grew, it expanded its marketing efforts to non-Germans. During
World War I, it changed its name to Guardian in response to intense anti-German
propaganda. After the war, it withdrew from foreign territories and completely mutualized
by buying all of its outstanding stock.

Today, Guardian is still a mutual and has no intention of demutualizing. It faced
criticism for its reluctance to join the demutualization wave of the last fifteen years or so
because many in the industry assume that the joint-stock form is automatically superior
to the mutual. The owners of a mutual company are too numerous, critics contend, and
their stakes in the company too small to effectively monitor the company’s managers.
Without fear of a corporate takeover, the argument goes, the managers of mutuals wax fat
and indolent. Mutuals wifi perhaps grow large, but they will be sleepy and inefficient.
That description certainly fits some mutuals, but not Guardian, which has thrived for

decades as a mutual. It offers some of the lowest net cost (premiums minus dividends)
whole life insurance available on the back of industry-leading investment returns, and on
good mortality and expense experience. What made the managers of this mutual tick?
Why did they not conform to the stereotype of the sleepy mutual manager? Guardian, it
turns out, does not rely directly on its policyholders to discipline its managers because
they are, just as critics of mutuality claim, too numerous, too scattered, and too little
interested in governance matters. What keeps Guardian’s managers on their toes are the
company’s general agents, or GAs.

Guardian’s GAs are not employees of the company but rather outside firms that
contract with Guardian to sell its policies. The bigger, better ones earn far more in
commissions than Guardian’s executives, even its CEO, make in income. Most of the net
worth of the GAs is tied up in Guardian in the form of commissions to be paid in the
future if policies do not lapse. If Guardian were to stumble, the GAs would lose profits as
new business slowed and lapse rates increased. Unsurprisingly, the GAs behave like large
block stockholders, carefully monitoring management’s performance. Since they are
unlike stockholders and cannot readily “vote with their feet’ they are quite vociferous and
even managed to form a board of advisors that regularly meets with management to plot
company strategy. Also, unlike stockholders, there is no plausible mechanism by which
GM could raid the company’s resources, would they want to. Like Guardian’s managers
and policyholders, the GM are interested in the company’s long-term health, not quarterly
or even annual forecasts.

Focus on the long-term gives Guardian a big advantage in its chosen niche, whole life
policies, because it almost always does what is best for policyholders. In the hours after the

1 46 9/11 attacks, when casualty estimates were up to 50,000 people, for example, there was
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some talk that life insurers might invoke war clauses or other technicalities to avoid paying
claims. Upon hearing such rumors, and well before it knew the extent of its own exposure,
which could have been considerable, Guardian responded, unequivocally, that it would
pay all legitimate claims arising from the attack. It did, and then some, even helping
insurance brokers whose businesses were disrupted by the attacks. The company’s already
strong reputation strengthened yet further.

To align the incentives of its policyholders, GAs, and managers even more closely,
Guardian has created an interesting long-term incentive system for its executives. Bonuses
are based on a phantom “stock” that tracks the Economic Value Added (EVA) created each
year. Most of the bonus is simply on paper and cannot be accessed until retirement,
rendering manipulation of the phantom stock difficult. The deferred nature of the
compensation also ensures that the executives strive to create long-term value.’9
Another business in which long-term reputation is more important than short-term

revenues is knowledge publishing.2°Knowledge publishers, like John Wiley & Sons, put
out serious non-fiction trade books, professional and reference works, scholarly
monographs, and academic journals. Reputation is important because one of the
economic functions of knowledge publishers is to provide an imprimatur, a sort of Good
Housekeeping Seal of approval. Knowledge products often have long shelf lives;
customers, including libraries, professors, scientists, and researchers, can generally discern
quality from shoddy work. The mutual form is not an option here; a publisher could not
easily be owned by book buyers, not even institutional ones.

Traditionally, knowledge publishers maintained their long-term focus by remaining
family-owned. Parents did not want to reduce the value of their estates so they worked
hard to keep up the long-term reputations of their companies. After World War II,
however, many found that they needed to raise outside capital, so initial public offerings
of stock became common. Then came wave after wave of consolidation and
conglomeration until most of the big knowledge publishers were small cogs in giant joint-
stock corporations. Bitter complaints from editors followed. The new managers looked
too much at the short-term bottom line, which led to a degeneration of quality and a
narrowing of offerings.
Editor Andre Schiffrmn responded to the joint-stock corporatization of US publishing

by taking refuge in the non-profit form.2’ Another publisher, Wiley, took a different path.
It held an IPO in 1962 in order to fund its acquisition of refugee publishing house
InterScience, but control remained firmly in the hands of the Wiley family and its friends.
Over the next two decades, though, the family’s control of the company declined as it
issued additional shares to fund various projects. In 1982, it became the first publisher,
and the second modern US corporation, to break the long-standing “one share, one vote”
convention22by establishing two classes of common stock. Class A shareholders elect 30
percent of the board of directors; Class B shareholders elect the other 70 percent. In all
other matters, Class B shares command one vote per share and Class A shares 10 percent
of one vote.
That capital structure allows Wiley to tap the equity markets by selling Class A shares

while simultaneously allowing the Wiley family to maintain control of the company by
owning a majority of the Class B shares. The concept, incidentally, has been tested in court 1 47
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and upheld. The company discloses the different voting rights and even overcompensates
for it by paying higher dividends on A shares than on B. The effect of this unusual
ownership structure is extremely interesting. Basically, Wiley can only be bought out if the
Wiley family agrees to sell.

Since the mid-1980s, they have adamantly shunted aside most takeover offers and
ultimately found all of them wanting. The family repeatedly made clear that it would not
sell if long-term performance exceeds certain minimum levels. That protection allowed
Wiley’s managers to focus on long-term development rather than on short-term earnings.
That, in turn, allowedWiley to make some key acquisitions—VCH, VNR, Jossey-Bass, and
Hungry Minds—that diluted short-term earnings but ultimately were profitable and
efficiency-enhancing because they kept the company above minimum-efficient scale.
Focus on the long-term also allowed the company to ignore the Internet bubble. Though
its stock was flat during the big run-up, it jumped after the bubble burst in March 2000
and again after 9/11 barely affected its revenues. Today, it is highly regarded by analysts, by
its peers in the publishing industry, and by authors worldwide as “the place to be.”

Like Guardian, Wiley compensates its executives for maximizing the company’s long-
term return, not for manipulating quarterly or annual earnings. Bonuses are based on
three-year targets and most of the value cannot be tapped until after retirement. Not
surprisingly, Wiley, like Guardian, experiences very little turnover at the top. By closely
aligning the interests of the family with those of managers and customers, Wiley shows
that the joint-stock form can be modified to benefit companies that produce for markets
where reputation and longevity are important.

The US higher education and construction industries, by contrast, are examples of
what happens when incentive structures and objectives are not carefully matched. Both
are lagging sectors where productivity seems stagnant or at least increases much more
slowly than in other industries. Costs rise faster than inflation and complaints about low
quality are rampant. Both industries are arguably the best in the world, but that does not
mean they are efficient, only that foreign consumers suffer even more from the industries’
weaknesses. To a large extent, the critique of these two US industries can be applied to the
situation in other nations, where additional economic and political problems amplify the
core deficiencies in internal incentives.23

US higher education has been in perpetual crisis for the last several decades. Tuition
rates soared in real terms, forcing students to borrow or work instead of study. Standards
plummeted while grade “inflation’ actually compression, led to ridiculous outcomes, like
three quarters of classes graduating with “honors’ Businesses, meantime, found that they
had to engage in unprecedented amounts of corporate training. In recent years, foreign
enrollments have slipped, and not solely because of tighter immigration restrictions put
in place after the 9/11 attacks.
The problem with US colleges and universities, and this goes for private, public, and

joint-stock schools, is that professors are mere employees. The principal-agent problem
therefore, looms large and of course gets even worse when guaranteed lifetime
employment is thrown on top of it. But even where tenure is not offered, professors often
display the tell-tale signs of salaried employment status: lack of initiative, resistance to

1 48 change, and detailed attention to the minutia of the conditions of work life. Professors are
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not about to strain themselves to invent a new form of pedagogy in return for baubles and
perhaps a fancy title. Like debt collectors and ice cream shop employees, they do precisely
what they are incentivized to do.24

The problem, though, is that startup costs are currently prohibitive. Many barriers to
entry must be worked through before a de novo school can begin operation. The
marketplace itself is also a barrier. Currently, there are no good ways to rank schools’
ability to teach undergraduates so assumptions regarding quality are often based on name
recognition, which in turn often rests on little more than hoariness or a high-proffie sports
program. But these are more symptoms than causes. Professor-owned schools would be
eager to develop quantitative measurements of student learning such as skills and
knowledge at the end of the degree program minus skills and knowledge at the beginning.
The best practices could emerge and competition could winnow out the laggards,
especially if government subsidies were paid to students instead of to schools.25

In short, higher education has an internal incentive problem that explains most of its
difficulties. Similarly, a large portion of another troubled industry construction, has an
incentive problem at its core. Custom construction projects should be structured around
equity; not debt, relationships. In other words, contractors and owners should share the
risks and rewards of constructing buildings, bridges, airports, dams, and other structures.
Construction activity can be divided into three types: force account, speculative, and

custom. Force account construction is the term for construction activities undertaken by
an owner-contractor for the owner-contractor. Speculative construction is the term for
construction activities undertaken by an owner-contractor for arms-length sale to a new
owner. In those two types of construction, the incentives of the owner and the contractor
are aligned because they are the same party. Force account construction is very efficient,
and speculative somewhat less so because the owner-contractor builds with the intent to
sell to a relatively uniformed third party. Nonetheless, a fairly efficient market for new
buildings exists in many places in the United States, so the speculative owner-contractor
cannot stray far from the prevailing price/quality equilibrium without suffering for it.
Unfortunately, most of the $1 trillion per year construction industry engages in

custom building. Here, the owner and the contractor are different parties with vastly
different incentives. Contrary to received wisdom, the bidding process does not ensure
efficient outcomes. Contractors regularly “game” bids, bidding strategically based on who
they suspect is also bidding the job and how much they think that the owner can pay. Most
winning bidders have no intention of receiving only the amount bid. Instead, they intend
to pad their bifis through “change orders:’ Extra charges that emanate from owner-
initiated plan changes ought to be paid for by the owner, of course, but most change
orders are initiated by contractors who claim that the plans are flawed or concoct other
justifications.

Owners often submit to change orders because they do not know any better and, after
a job begins, because the contractor is a near monopolist due to the time and expense it
would take to engage a new firm. Owners sometimes employ attorneys or construction
managers to protect their interests, but such contractors stymied on change orders have
other ways to make owners pay, such as by reducing the quality of materials or
workmanship. They can easily get away with such behavior because owners and their 1 49
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agents cannot be everywhere at once and because government inspectors merely ensure
that materials and workmanship are up to code, not that those specified in the plans have
been used. Contractors also shift resources to more lucrative sites, making the owner who
pushes back on change orders pay with delays.

Little wonder that a large percentage of construction projects end up over budget
and/or past deadline. The percentage of projects where owners received lower quality
materials or workmanship than they contracted for cannot be known with certainty, but
undoubtedly it is also high. Once the incentive structure problem is clearly perceived,
many of the traditional excuses for the construction industry’s lagging productivity—
unions, seasonality, cyclicality, difficulties inherent in customization, general management
backwardness—begin to look more like symptoms than root causes. Most construction
companies are micro-size; even big ones are not large given the size of the industry. The
firms remain small because there are no scale economies in gaming bids, which is where
most competition in custom construction occurs. It is not accidental that the largest, most
innovative construction firms, from Levitt to Toll Brothers, have been speculative builders,
not custom contractors.

It is not realistic to expect that all construction activity could be of the more efficient
speculative or force varieties. But construction contracts that are immutable, not subject
to change orders, would better align the interests of contractors and owners by essentially
making them equity partners in specific construction projects. Firms that offered both
detailed planning, architectural and construction services could, for a fee, work with
owners to create plans detailed and accurate enough not to be subject to change order
gaming. Owners could then hire the contractor for actual construction or bid out those
plans, perhaps paying an additional fee for a guarantee of the accuracy and completeness
of the plans.
Contractors dislike the suggestion that they be debarred from issuing change orders,

other than those initiated by owners, because they do not want to assume the risk of, say,
hidden subterranean obstructions like boulders. There are many uncertainties in life,
some of which can be reduced. Perhaps contractors ought to invest in subterranean rock
finding technology. Or maybe they should simply assume the average number of boulders
and charge accordingly. Some jobs will be less profitable than expected but others more
so. Owners really cannot be expected to bear such idiosyncratic risks because information
in construction is highly asymmetric. It is easy for contractors to get away with a lie.
Moreover, just as students rarely tell professors that a material scoring mistake was made
in their favor, so too have contractors rarely given owners rebates when projects went
better than expected.

Once contractors, rather than owners, have to pay for mistakes, competition will shift
from gaming bids to making accurate ones. Once that occurs, scale economies will be
significant and the time of tiny, highly-inefficient contractors will soon end. Solutions to
labor unions (if they are indeed a problem at all), seasonality cyclicality, and so forth will
also eventually emerge. Custom construction will never be easy, but its productivity can
be greatly increased by paying closer attention to incentives.

Figure 1 illustrates this article’s main argument. Organizations with high levels of
1 50 internal incentive compatibility that sell into competitive markets, like Guardian and
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Wiley, wifi be efficient (upper left quadrant). Monopolies with low levels of incentive
compatibility, by contrast, are doomed to inefficiency (lower right quadrant). While it is
true that most government-owned-and-run organizations fall into the lower right
quadrant and many joint-stock corporations into the upper left, the model presented here
generates testable hypotheses about observed exceptions. For example, it predicts that
China’s TVEs and other efficient government enterprises wifi have good internal incentive
compatibility and sell into relatively competitive markets. It also predicts that inefficient
joint-stock corporations, like Enron, sell into more monopolistic markets and have
incompatible internal incentive structures.

Figure 1: The Economic Efficiency of Organizations.

Efficient Varies

Varies Inefficient

The remaining two quadrants are indeterminate, varying according to particular
circumstances. They explain the existence of some monopolistic but efficient
organizations as well as some relatively inefficient organizations that sell into more
competitive markets. Inefficient institutions that supply higher education, a fairly
competitive market, likely suffer from poor internal incentives (lower left quadrant).
Inefficient custom construction firms, by contrast, likely arise from the quasi-
monopolistic nature of the market they sell into (upper right quadrant). Clearly,
additional research on the nature of the organizations in those two quadrants is
warranted.

If the analysis presented here is correct, then the economic efficiency of organizations
is not so much a function of the nature of their owners and operators, as it is of the market
structures in which they are embedded and of their internal incentive structures. The view
that private companies in large-scale markets, especially widely-held joint-stock
corporations, are naturally more efficient than mutual corporations, family-controlled 1 51
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companies, or government-owned and operated organizations is untenable. Adam Smith
and John Stuart Mill were essentially correct in their argument that certain types of
organizations (ones with low agency costs or routine procedures, like banks and insurers)
would be best served by the joint-stock corporate form, but that others (with high agency
costs or much discretion, like trading companies) would not, especially if they failed to
align the incentives of employees, management, and stockholders. Mill, in particular,
realized that incentive alignment was achievable across a wide variety of organizational
forms because “there is a long series of intermediate positions, between working wholly
on one’s own account, and working by the day, week, or year for an invariable payment.”
Finding the right type of compensation contract, Mifi realized, could “be a very material
stimulus to zeal and carefulness” regardless of organizational form.26 What matters most,
then, are the incentives of the people doing the work, including management. If they are
carefully aligned with the organization’s goals, whether through competition, luck, or
analysis, efficiency will result, even if it is a government enterprise. If they are not, then the
organization wifi be economically inefficient.
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