Mark(Guolin) Tao
Junni Liu
Yuan Wang

http://papers.ssrn.com/sol3/papers.cfm?abstract_id=500322&rec=1&srcabs=193121
Profit Sharing and the Role of Professional Partnerships
In the modern economies, there are quite a few organizational models, such as privately held proprietorship, profit-sharing partnerships, and investor-owned corporations. The corporate business model dominates the manufacture, technology and many service industries, while partnerships are prominent in human-capital intensive services.  The article uses empirical data and mathematical equations to demonstrate a specific organizing form, partnership, in comparison with Corporation.

This article has three main parts: first, author uses a simple monopoly firm model to analysis the hiring policies; second, how the market structure, wages and organizational form determine the equilibrium environment; finally, how partnerships keep high quality through special mechanisms such as up-or-out promotion systems and non-compete clauses.
In the first part of the article, by using a simplified monopoly model, authors analyze the different hiring policies that the corporation and partnership adopted. A Corporation makes hiring decisions based on the intention of maximizing profits (Corporation Equilibrium), while an equal-sharing partnership would like to maximize profits per partner (Partnership Equilibrium). Authors use perfect Bayesian equilibrium (PBE) for both a corporation and a partnership to prove that corporation’s perform is better than profit-sharing partnerships when market monitoring is strong, and partnerships are strictly more profitable than corporations when market monitoring is weak.  Under the monopoly model, a corporation’s optimal hiring policy is to hire up to the point where the expected marginal product of the agent being hired is exactly equal to the wage. In the partnerships, however, a new partner is hired only when the marginal product of the new member is equal to the average profit share of the members already hired.

In contrast to the monopoly model, the authors present a competition and market equilibrium model in which organizational form, wages and market structure are determined. Under this model, competition allows workers with different level ability to command different level salaries. The core idea of this model is that one organizational form would lead to efficient hiring but may not be able to survive in free entry and competitive pressure. This is because it may not be able to pay its best employees enough to prevent them from being hired away by an entering firm. Under this competition, a partnership might convert to corporate form by selling to an outside buyer or making a public equity offering, or change compensation structure, such as adopting a productivity-based compensation. Furthermore, there may be an incentive on the margin to bring in additional partners at lower compensation who would previously have been below the firm's threshold, so competition will undermine a partnership's commitment to quality service provision.
The article suggests that the current trend for partnership require increased capitals, which also makes the corporation form more desirable.  It says that usually a partnership is not capital intensive, but in order to raise the equity, partnership has to sell some stakes to the shareholders, whose focus are to maximize profit, the optimal goal of a corporation.  Given the conflict of interests, a partnership may convert to a corporation. 

In addition, the article exams a partnership by describing a partnership’s up-or-not promotion schemes, non-compete clauses, limited liability, tax issues, and legal constraints: 

Up-or-not promotion schemes: using a law firm as an example, it hires new employee for an inexpensive entry-wage, and only promote the employee to be a partner when his performance is above profit equilibrium. 

Non-compete clauses: in an employment contract, if an employee leaves a firm, he cannot practice in the same profession within some time period and geographical location.
Limited liability: The partnership used to be formed as general partnership where general partners have unlimited liabilities.  Now with the availability of limited liability partnership, more and more partnerships are formed this way. 

Tax issues: Unlike a corporation, partnership does not have to be imposed with double taxation issue. 

Legal constraints: it specifies some legal issues associated with law firms in most of the states. 

In conclusion, the article states that organizing as a partnership can be desirable in human-capital intensive industries where product quality is hard to observe.  For that reason, partnership is a common form among professional industry services such as law, accounting, medicine, investment banking, architecture, advertising, and counseling.  The defining feature for a partnership, the article points out, is the re-distribution of profits among partners.  
