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Daron Acemomoglu, Michael Kremer and Atif Mian in their article “Incentives in Markets, Firms and Governments” present a two-period model showing that private markets are inherently unable to provide low-powered incentives on a consistent basis. The model further proves that for some private goods such as education and management of pension funds governments are better suited to commit to low-powered incentives. The author’s model is complimentary to current theories of private firms and governments and demonstrates a unified platform for analyzing the interaction between markets, firms and governments. 
The authors base their arguments on the premise that many transactions are simply not subject to market incentives.  Particularly, “public” transactions and activities that involving “private” goods regulated by governments are shielded if not completely insulated from the affects of market incentives.  The authors thus conclude that in cases where activities can optimally benefit from low-powered incentives, governments often represent the most efficient and most suitable player in regulating such activities.  As the high powered incentives result in both productive and unproductive efforts, low powered incentives generated by governments tend to resolve distortions and inefficiencies caused by various competitive pressures.  Because governments’ regulation is devoid of underlying career concerns problems, governments can generally afford not to invest in rewarding employee efforts thus improving the composition and efficiency of activities such as education and pension funds.  

The authors prove their theory by looking at three different organizational structures – markets, firms, and governments, incentives they provide to teachers and using calculus, try to prove the relationship between these incentives and the amount of “human capital” produced in every structure. In their research they use different variables such as teachers’ general ability, the amounts of “good” and “bad” efforts, human capital and so forth, and shocks such as incentives to increase some of these variables in order to achieve desired results. The outcomes of the research follow.    
Education

According to the authors’ model, incentives are not as strong in the government controlled and operated educational institutions. In general, providing higher incentives to teachers produces inefficiencies.  Several studies on the subject concluded that high-powered incentives reflected in the effort to improve short term scores, by teaching “for the test”, named in the article as “bad effort”, and did not result in improving long-term scores, teacher attendance, and quality of pedagogy. Some studies also found evidence of cheating on the part of teachers subjected to high-powered incentives.  Finally, market-oriented system introduced into education overall carries significant costs and rarely provides marked improvements in “broader measures of learning.”
Pension Funds

The authors found that similar conclusions are reached in the area of pension administration.  Studies found that in the countries where pension systems are run by private firms administrative costs are higher that in the systems where government itself manages its pension funds.  These unnecessary administrative costs range from “advertising” to “customer stealing” and represent bad and inefficient effort.  Based on several studies, the authors contend that privatization of pension funds results in wasteful and inefficient competition that has negative impact on securities’ values.

Health Care and Law Enforcement
The authors argue that their model may also explain why health care and law enforcement may be government operated.  Private health care providers may wastefully compete to improve their reputation by providing better amenities not related to actual improvements in long-term health.  Overall, in the Unites States the expenditure on the non-medical amenities tends to be too high and does not lead to superior health outcomes. Finally, where law enforcement agents are subjected to high-powered incentives, they focus on short-term accomplishments which may result in such excesses as framing innocent people.

Therefore, the model presented by the authors demonstrates that low-powered and high-powered incentives are costly. High-powered incentives may lead to inefficient effort in an attempt to improve short-term performance.  Where a long-term success of an activity requires exertion of good effort, private firms will often fail, and governments will succeed because they react with low-powered incentives.  Thus government regulation and management is welcomed where customers cannot differentiate between real quality and “signal” short- term quality and where a danger of wasteful effort exists.
[Professor’s note: Consider how this might apply to auditors: (1) If financial statement users believe that audit quality is important, and 2) if “bad efforts” can successfully create the appearance of good quality (though not the reality), and (3) it is hard for users to distinguish real from apparent quality, then (4) the public in general might benefit from reducing the rewards for careers in audit. Restructuring the audit profession as a low-incentive civil service bureaucracy could increase economic efficiency by cutting down those wasteful “bad efforts”.]
