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Introduction

In recent years, the third or non-profit sector (as opposed to the private for-profit
and public sectors) has attracted increasing attention from policy-makers and
public opinion. The reasans for this are twofold. On the one hand, the organisa-
tions that constitute the third sector have operated successfully in industries
(health, cuitural, leisure and welfare) which have experienced considerable
growth in recent years.! On the other hand, these organisational forms have
undergone a constant process of evolution, which has enabled them to meet part
of the growing demand for social, community care and collective services.? Since
the 1980s, third-sector organisations have gradually acquired a productive and
entrepreneurial role. Productive third-sector organisations providing services
have become, especially in Europe, increasingly active in areas previously domi-
nated by governmental or charitable intervention, such as social services and the
work integration of disadvantaged people. In countries where the provision of
these services was scarce and mainly undertaken by public institutions (e.g. Italy
and Spain), the emergence of third-sector entrepreneurial organisations is an
almost entirely new phenomenon. In other countries (e.g France and Belgium),
where private third-sector organisations were already involved in the provision of
welfare services, the trend has been towards their greater autonomy from the
public authorities.

The term ‘social enterprise’ has come inte use to distinguish the new
entrepreneurial forms from more traditional third-sector or non-profit organisa-
tions, The distinction underiines the growing involvement of the new
organisations in the production of services and it is this which differentiates them
from traditional charities. It is also necessary, because the non-profit distribution
constraint — the characteristic of third-sector organisations most stressed in the
economic literature ~ does not seem to be crucial to distinguish them from the
private for-profit enterprises. Indeed, although all social enterprises pursue
objectives other than profit maximisation, not all of them are subject to a non-
profit distribution constraint.3

The key feature of social enterprises seems to be their ability to strengthen the
fiduciary relationship within and around the organisation, and to mobilise
resources from individuals and from the local community (social capital). They do
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so using institutional and organisational mechanisms that rely, infer alia, on the
forceful and broader representation of the interests of stakeholders, on a partici-
patory and dermnocratic governance system, and on the use of volunteer labour. As
a consequence, the simple dichotomy between for-profit and non-profit, so widely
used in the economic literature, does not suffice to explain the emerging organisa-
tional differentiation within the third sector, and particularly the evolution of
social enterprises as described above. In our view, this dichotomy stemns from the
emphasis in this literature on a very specific organisational form — the foundation
-~ and its insufficient use of the insights offered by the instituticnal approach to
the study of organisations. We believe that there should be reconsideration of the
nature of third-sector organisations, bearing in mind that the sector s made up of
a plurality of organisations far richer and more complex than the homogeneous
entities described by the non-profit distribution constraint alone.

We will argue that social enterprises implement a number of institutional
arrangements whereby the objectives of the organisation (to serve the commu-
nity or a specific group of people, and to promote social responsibility at the
local level) give rise to original incentive and relational systems involving donors,
consumers, public authorities, volunteers and employees. Relations of trust with
the local comrunity, the users, volunteers and workers are guaranteed by the
involvermnent of different stakeholders, and by democratic management.

We first develop a general framework for the analysis of social enterprises
from an nstitutional point of view, and then concentrate on a specific aspect that
has been neglected by existing studies, viz. the place of workers in the organisa-
tion. We will argue that, in social enterprises, incentives for workers are not
based exclusively on monetary rewards; rather, they derive mainly from workers’
involvernent in shaping and sharing the organisation’s goals and mission. As a
consequence, opportunistic behaviour may be reduced and the functioning of
the organisation improved.

The chapter is organised as follows. A brief introduction to the institutional
approach to organisations is presented in section 1. The purpose of this section
I3 to sumrnarise the main elements of the theory of institutions. The shoricom-
ings of existing theories in analysing the recent evolution of the third sector are
considered in section 2. The peculiarities of the markets in which social enter-
prises operate are highlighted In secton 3. Tn section 4, the institutional
specificities of social enterprises are analysed, and in section 5, a view of social
enterprises as original incentive systems is proposed, and the main strengths and
weaknesses of these organisations are highlighted.

1 The firm: production function versus co-ordination
mechanism
The neo-classical and institutional approaches

In this subsection we briefly compare the neo-classical view of the firm and the
view based on the (neo-) institutional approach. Neo-classical theory seeks to
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explain resource allocation as a process guided by prices (Demsetz 1997). The
relevance of the firm to the understanding of the economy is marginal; once the
available technology and the prices of inputs and outputs are given, there is no
discretion in the production process. With perfect competition, the entrepreneur
needs only to choose the best technology among well-known alternatives, go to
the market to buy the machines (whose price is known), hire the workers (at the
wage established in the labour market), and sell the goods produced (at the price
determined on the market). Technology is also the determinant of the firm’s size.

. Whatever happens inside the firm is of no interest because there are no
particular decisions to be taken, and any rational agent would act in the same
way. The firm is a ‘black box’, a production function in which resources go in
and goods come out. There is no need to open the black box, because nothing of
interest is inside; all the interesting things happen in the market. Indeed, it is in
the market that all relevant contracts are stipulated and that transactions take
Place,

The neo-classical view has heen challenged by those theorists® who consider
the firm to be more than a mere production function. Firms involve more than
the transformation of inputs into outputs alone. They are institutions which co-
ordinate and manage costly transactions. Firms rely only partially on price
signals and contracting, and base their internal relations on other co-ordination
mechanisms (hierarchy, communication, ownership, and so on). Firms may
therefore constitute a more efficient institutional setting than markets for the
conduct of some economic activities.

Moreover, firms may enable transactions to take place when price mecha-
nisms do not convey the actual value of goods and inputs (i.e. when markets fail).
The market institution is costly insofar as there are costs involved in finding a
suitable partner for the transaction, in drawing up the contract, and in specifying
the relevant clauses.® The costs of using the price system are greatly increased if
information is asymmetrically distributed and if the future is only imperfectly
known. In the latter case, it is extremely difficult to devise contracts that foresee
all possible eventualities, and the co-ordination of transactions within the firm
becomes comparatively cheap.

Firms may be able to reduce the costs of using the market, or the costs of
contracting. This is because relations within firms do not have to foresee all
possible eventualities; they need only define the scope of the co-ordination to
take place between agents. For example, a labour contract would contain the
maximurm number of daily working hours, the wage and a rough description of
the tasks to be performed, leaving the entreprencur free to determine the specific
content of the job.

However, relations within firms involve costs as well. There are the costs of
setting up and running the organisation, of delegating tasks and controlling
subordinates, of collective decision-making (when, as is often the case, more than
one agent shares authority), and of bearing the risk involved in the enterprise.
These costs can be labelled ‘co-ordination costs’ or ‘costs of ownership’. As
Hansmann (1996) puts it, the institutional choice between markets and firms for
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the relevant transactions depends on the relative size of the ‘costs of contracting’
versus the ‘costs of ownership’.

it 15 worth noting that the firm as a co-ordination mechanism 1 a much more
flexible concept than the firm as a production function. While the latter leaves
no room for diversity (all firms, given prices and technology, are the same), one
can imagine a great number of possible co-ordination structures. The
entreprencur making decisions within the contractual Hmits is a way of co-ordi-
nating transactions, but this does not exbaust the range of options.

We may, accordingly, say that institutional theory is better able than neo-clas-
sical theory to explain the variety of organisational forms that exist in reality. In
fact there is no such thing as ‘the firm’. Rather, there are a number of institu-
tional arrangements that substitute for the price system In governing transactions
(e.g nvestor-owned firms, customer-owned firms, worker-owned firms, and non-
profit firms). The organisational form that most efficiently performs a given
type of transaction in a given environment is the one that is able to minimise
transaction costs, i.c. the sum of contracting and ownership costs (Hansmann
1996). From this point of view, each organisational form s a particular institu-
tional answer to a sifuation 1 which the markets do not guarantee an optimal
solution, with its own costs and benefits, According to Arrow (Arrow 1963: 947),
‘when market fails to achieve an optimal state, society will, to some extent at
least, recognise the gap, and non-market social institutions will arise attempting
to bridge it’,

The idea of the firm as an institutional alternative to the market is closely
bound up with the idea that the main and most pervasive market failure is due
to the imperfect and asymmetric distribution of information. This applies both
to knowledge about technology and the price system and to the division of
labour within firms. Thus, the co-ordination role attributed to the entrepreneur
has been justified i terms of his/her ability to deal with imperfect information.
Alchian and Demsetz (1972) claim that the role of the entreprencur is to
control the effort of the other contractual parties when the contribution of each
to the final output cannot be attributed clearly. In order to motivate the
entrepreneur in this endeavour, he/she is given ownership of the firm,
including the right to co-ordinate all contractual relations with other agents,
and the right to retain the residual earmings after all contracts have been
honoured.

The firm as a nexus of contracts

Co-ordination within the firm is not per se an alternative to market contracting.
The firm may be viewed as a nexus of contracts where the agents voluntarily
accept the co-ordination role performed by the owner, but give him/her no
authority or special rights apart from those explicitly stated in contracts
{Demsetz 1997). Under this approach {sometimes called the new-institutional
theory), the rationale for the existence of the firrn is not the superiority of
mternal co-ordination with respect to the price system, but the need to have
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someone to monitor the behaviour of numerous different agents in complex
production processes. One assumption of this approach is that all agents are
able to optimally process all the available (asymmetrically distributed) informa-
tion at the time when they write contracts. Contracts are thus optimal, in the
sense that given the available mformation, the (second) best outcome is
achieved.

This new institutional theory views the firm not as an antagonist to the price
system but as an organisation which fully incorporates the price system into Its
contracts, in an environment characterised by information asymmetries among
agents. From this point of view, new-institutional theory bridges the gap with
neo-classical theory. The entreprencur, however, still has an important role to
play in co-ordinating contracts. The diversity of organisational forms can be
explained under this approach in terms of the diversity of the systems of
contractual arrangements within firms. Owners may exercise their right to co-
ordinate contractual arrangements personally, or they may appoint other agents
(the managers) to act on their behalf. A organisation may pursue a variety of
objectives, and it may use different types of contract to motivate agents to take
part in production.

The firm as an alternative co-ordination mechanism to the
market

The contractual view of the firm considered in the previous section has been crit-
icised by those economists who view the nexus of contracts as nothing more than
the reintroduction of the market system into production processes. According to
the institutional approach, organisations cannot be reduced to a web of prices
and contracts; they are fully fledged alternatives to the market. Organisations are
defined not only by the co-ordination of different agents and by the rewards that
they obtain from participation in production (price mechanismy); they also entail
authority and trust relations among agents, and the identification of agents with
the organisation and its goals (co-ordination mechanism).

It is possible to identify two main interrelated objections against the view of
organisations as simple nexuses of contracts. The first is based on hounded ratio-
nality, and the second on the incompleteness of contracts. These will now be
considered in turn.

Bounded rationality challenges the idea that agents in firms write optimal
contracts. Empirical observation shows that actual contracts within firms are
much simpler than predicted by optimal contracting theory. The bounded ratio-
nality approach maintains that this is because, in reality, agents do not have the
computational and rational abilities that the new-institutional theory requires in
order to derive optimal contracts. As a consequence, relations within firms
cannot be understood solely by relying on self-interested interactions among
perfectly rational agents. In particular, the participation and motivation of
workers in organisations cannot be studied within the usual principal-agent
framework. They depend on a larger set of variables, which Simon {1991}
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summarises as authority, reward, identification and co-ordination. While
authority, reward and co-ordination can be explained through optimal contract
theory, identification with the goal of the organisation does not seem compatible
with the assumption of maximising, self-interested individuals.

The identification with organisational goals is, according to Simon, closely
related to the idea that agents do not behave as maximising individuals; instead,
they display bounded rationality. Imperfectly rational agents internalise the
objectives and values of the organisations in which they work. Simon (1993)
shows that boundedly rational agents with a certain degree of ‘docility’ (i.e. they
are ready to accept the values of the organisation as their own, even if these
values do not affect their utility function) are, from an evolutionary point of view,
more resistant than purely self-interested individuals.

The contract incompleteness approach to the study of organisations is rela-
tively recent.” Like the bounded rationality approach, it starts from the
empirical observation that actual contracts are usually strikingly sunple —
contrary to the predictions of optimal contract theory. Incomplete contract
theory suggests that this is so because there are prohibitive costs to writing
optimal contracts. Even when it is possible to envisage all future events and
their associated probabilities, giving exact contractual specification to all of
them entails costs. Even assuming that these costs are not particularly high, it
may stil happen that a third party {e.g. a court that must decide whether the
contract has been fulfilled) is unable to verify important events that can be
ohserved by the parties involved in the contract. For this reason, contracts are
often incomplete insofar as they do not specify all possible events but instead
specify who has the authority to take decisions {L.e. who possesses ‘control’) in
situations not covered by the contract. The incomplete contract approach there-
fore regards the firm as a truly alternative co-ordination mechanism  with
respect to the market institution. At the same time, it leaves room for diversity
among organisationai forms in the ways in which authority can be distributed
within an orgamsation.

As noted above, the rationale for choosing a particular organisational form
resides in its capacity to reduce transaction costs. Both bounded rationality
and contract incompleteness provide a theoretical foundation for the compar-
ative study of organisations as institutions that seek to minimise the costs of
contracting (i.e. the costs of carrying out transactions in the marketplace) and
the costs of ownership (i.c. the costs of carrying out transactions within the
firm). In the sections that follow, we shall mainly use the conceptual cate-
gories of incomplete contract theory (assuming that workers are rational,
although not purely self-interested) to analyse the existence, the evolution, and
the diversification of third-sector institutions. However, it should be noted
that incompiete contracting and bounded rationality are, to some exteat,
complementary in the theory of csrganisatifms.B Very similar conclusions to
ours could be reached starting from an approach based on bounded ratio-
naklity.
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2 The institutional approach and third-sector
organisations: existing theories and their
Himitations

Economists have drawn largely on institutional theory to explain the existence of
third-sector organisations and, more generally, of organisations and enterprises
owned by stakeholders different from investors. A very brief review of the
economic literature on third-sector organisations may help to illustrate this

. point.? This literature has focused principally on four explanations for the exis-

tence of such organisations:

Hansmann (1980) considers mainly non-profit organisations, and interprets

them as less Liable to exploit consumers than their for-profit counterparts

when producers have an informational advantage on the quality of the
product;

«  Ben-Ner (1986,) extending his analysis to include other third-sector organi-
sations, stresses the role of consumer control on output production in
overcoming the asymmetric information problem;'?

* Weisbrod (1977) considers third-sector production to be the private response
to a public failure to satisfy heterogeneous demand for public goods. This
theory has since been integrated with Hansmann’s (Weishrod 1988);

« the role of entrepreneurs and managers in shaping the objectives of third-

sector organisations is stressed by Young {1983, 1997) with regard to

f::ntrepreneurial preferences, James (1989) who considers religious and polit-
cal heliefs, Rose-Ackerman {1987) who analyses cross subsidisation of
preferred non-profit activities through market production, Glaeser and

Shleifer (1998) who describe the choice of a non-profit organisation as a

rational entrepreneur’s commitment to soft incentives.

To a large extent, these interpretations of the economic role of third-sector
organisations are compatible (Anheier and Ben-Ner 1997; Krashinsky 1997),
and they have often been used jointly. For example, Hansmann and Weisbrod
explain why consumers may want to buy from non-profit organisations, while
Ben-Ner and the ‘entrepreneurial approach’ explain why people may decide to
set up a third-sector organisation. Not all the theories consider the non-profit
distribution constraint to be crucial for understanding the phenomenon,
However, the most influential explanation, which is almost universally accepted,
is the one proposed by Hansmann. As a consequence, the ‘non-profit-distribu-
tion constraint’” has become the most important characteristic used to define the
organisational typology.

In Hansmann’s theory, the non-profit distribution constraint coincides with
the absence of agents formally identified as owners of the organisation. The
importance of this characteristic can be better understood if we recall the two
principal formal rights associated with ownership, (1) the right to select, sign and
C.O-Ol"diﬂatﬁ contracts with the agents that establish a relation with the organisa-
tion, either as suppliers of puts or as purchasers of the goods or services
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produced, and {2) the right to appropriate the residual mcome of the organisa-
tion, once all contractual relations have been honoured.!!

The fact that these are formal rights obviously means that it is not necessary
for them to be directly exercised by owners. In several organisational forms some
ownership rights are delegated to some other agents. In particular, the right to
decide on contracts to be signed Is often delegated to managers, who thus have
effective control over the organisation. The owners retain a right to exercise control'®
over the actions of the managers.!

In his early works, Hansmann (1980} focused mainly on the right to the
residual income of the organisation, disregarding the issue of the allocation of
control rights. The essence of the non-profit distribution constraint is, in fact, the
formal recognition that nobody Is entitled to the residual income of the organisa-
tion. This view was expressed by Hansmann in the following way: ‘a non-profit
organisation is, in essence, an organisation that is barred from distributing its net
carnings, If any, te individuals who exercise control over it’ (Hansmann 1980:
838). Since the organisation cannot distribute profits, the owners gain no advan-
tage from exploiting any superior information that they may possess on product
quality in order to maximise profit. Consumers are therefore somewhat
protected against contractual failure,

In this approach, third-sector organisations have very often been identified
solely with this highly specific allocation of residual income: the non-profit distri-
bution constraint. As a consequence, the complexity of the third sector has been
reduced to a simpler set of organisations, narely non-profits, Many of the other
interesting features of third-sector organisations have been neglected as a result
of this reliance on the non-profit distribution constraint in defining the sector.'*
This is particularly the case in many European countries, where the non-profit
distribution constraint is not the main characteristic of most third-sector organi-
sations, as the contributions to this book show.

More recently, Hansmann (1996) argued that non-profits asise when both the
costs of contracting and the costs of ownership are too high for some category of
patrons. In this case, defining specific owners for the organisations is inefficient
and the control role is substituted by a fidudiary relationship with the managers,
who possess effective control over the organisation, so that ‘the non-profit form
abandons any benefit of full ownership in favour of stricter fiduciary constraints
on managers’ (Hansmann 1996: 228).

However, it is ot clear what the origin of the fiduciary relationship is, nor
how it actually takes place, nor what factors guaraniee that it will be respected.
Implicitly, a great deal of importance is once again given to the non-profit distri-
bution constraint, as the mechanism that prevents opportunistic behaviour by
managers. The theory rests on twe main assumptions. The first Is that the
absence of agents formally entitled to the residual income effectively protects
consumers against opportunistic behaviour. The second is that for-profit firms do
not have an incentive to establish a reputation as being non-exploitative of
consumers. However, neither assumption seems particularly robust (Ortmann
1996). In fact, the non-profit distribution constraint has proved highly ineffective
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n preventing the onset of opportunistic behaviour and the exploitation of
consumers. If the fiduciary relationship cannot be enforced, and in the absence
of explicit residual rights of control, organisations seem unable to prevent the
exploitation of their resources by the agents who hold effective control, they
therefore fail to operate efficiently.

Moreaver, the economic literature has focused mostly on the relationship
between organisations cn the one hand, and the donors or the customers on the
other The relations among agents within organisations have not been thor-

- oughly analysed. For example, little attempt has been made to interpret the

motives that induce workers and managers to supply their labour to third-sector
organisations and to behave in accordance with the goals of their founders. In
other words, attention has concentrated on the capacity of third-sector organisa-
tions to cope with failures in the product market, while their ability to remedy
failures in the control of managers and workers {agency costs) has been
neglected.

This theoretical weakness is all the more evident when the theory seeks to
explain the more recent forms of third-sector organisations, those that engage
in the production and sale of social sexvices to government agencies or directly
to the public. In many of these services, in fact, both consumers and govern-
ment agencies are able to exert some control over quality, while the for-profit
provider is able to overcome information problems by investing in reputation
(Ortmann 1996). Indeed, Hansmann himself recognises that his theory is
mainly a theory of donative non-profits. He admits that, when non-profits
produce private goods or services, the problems of asymmetric information ‘are
madequate to explain why investor owned firms do not have an even larger
market share in these industries than they already do. The non-profit form is a
very crude consumer protection device’ (Hansmann 1996: 234-5). Hansmann’s
conclusion is that the main strength of non-profits which produce goods or
services is often their being well-established incumbents in the market, since
they do not gain significant comparative advantages from mitigating the cost of
contracting. This conclusion highlights the difficulties that beset the view of
third-sector organisations as based on the non-profit distribution constraint
when i seeks to explain the complexity of the phenomenon and its recent
evolution.

For a more general theory, it should be borne in mind that third-sector organ-
isations can assume a plurality of roles including: advocacy for a particular
group of citizens or for certain rights; redistribution of resources among individ-
uals, groups, or activities; and the stable and continuous production of social and
collective services. In a given period of time, an organisation may more actively
engage in one of these activities and, in many cases, entirely specialise in it. The
contributions to this book clearly identify a trend in third-sector organisations
towards the production of services, with an increasingly entrepreneurial orienta-
tion in the marketplace. Otten, social enterprises have developed out of already
existing consumer or volunteer associations that focus their activity on advocacy.
T'his 15 so in the case of the Italian social co-operatives. The shift from advocacy
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toward direct production has been a consequence of the decreasing role of the
public administration in social services provision.

The different roles played by third-sector organisations may explain the co-
existence of a variety of organisational and legal forms in the sector The
social, legal and economic context, the evolution of needs, changes in the
demand for services, and the development of alternative forms of service provi-
sion (public and for-profit) may help in explaining the shift of third-sector
organisations from one role to another. Social enterprises are part of this evolu-
tion. In particular, they represent an entreprencurial evolution of third-sector
organisations. Understanding this evolution requires that one must first specify
the distinctive features and the market failures of the industries in which they
operate. One must then determine how the institutional characteristics of social
enterprises can exert a relative advantage over other organisational forms in
those industries.

3 The peculiarities of personal and collective services

A striking characteristic of the evolution of the personal and collective services
sectors over the last twenty years is that supply has not been able to match, either
in quantitative or qualitative terms, the rapidly growing potential demand for
what are commonly considered to be merit goods.'® Tn other words, the tradi-
tional producers of these services have grown increasingly unable to satisfy new
and recognised needs arising from society. There are two reasons for this trend.
Firstly, the socially efficient level of production may not be achieved because, at
that level, consumers’ capacity to pay is below the price charged by traditional
suppliers. In this case, the efficient level can be achieved if the provider is able to
mobilise private or public resources so that a reduced fee can be charged to
consumers. In other words, the organisation must be capable of mobilising and
redistributing resources in favour of the beneficiaries of its services, thus shifting
their dernand to the efficient level, Secondly, the socially efficient level of
production may not be achieved because it is impossible or excessively costly to
organise a stable supply to serve an existing and willing-to-pay demand. T his
may be the consequence of market or organisational failures, whereby tradi-
tional providers cannot satisfy the needs arising from society I a new
organisational arrangement is able to overcome the causes of the failure, it will
yield an efficiency gain in providing the service. Both elements seemn relevant in
explaining the provision of social and collective services by social enterprises, in
which both income redistribution and innovative production organisation play
an important role.

Regarding redistribution, the need arises when initial endowments of income
and abilities are perceived to be unjust. Even when this need is recognised by
substantial groups in society, government policies may be unable or unwilling to
guarantee the desired redistribution of the resources. Private individuals, or
groups of people, may then take action to alleviate this failure through organisa-
tions based at least partly on donations and volunteer work. The activity of these
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organisations may take different forms, such as: advocacy for more effective
government policies, the direct redistribution of wealth, or the production of
specific social services to meet the needs of disadvantaged groups. While third-
sector organisations are active in all these areas, social enterprises operate in the
latter category, providing services to groups unable to pay a price that fully
covers the costs and for which public authorities are unable or unwilling to inter-
vene. .This is the case for many new social services, for which 2 private
organisation is able tc operate only if its stakeholders accept price discrimination

- {if they are consumers), or if they agree to provide the necessary financial

resources (if they are donors) or production: factors (if they are workers or volun-
teers) free of charge or at a price below market levels.

The market and organisational failures that affect social services often depend
on .the multi-dimensional nature of either the service or ks provision. Typically,
social services comprise qualitative dimensions that can be evaluated (iiﬂ"erenti;f
by different users, The multi-dimensionality of a service does not per se consti-
tute a source of market failure, nor is it Incompatible with provision by
traditional entrepreneurial forms. It may indeed be possible to devise contractual
forms, .whéch specify the desired level of each dimension of the service as
constraints in the maximisation problem, then leave the organisation free to
maximise profits. A mechanism of this kind, however, is not available if some of
t%zc objectives are non-identifiable or non-measurable. In this case, the dimen-
sions that cannot be clearly Inserted as constraints in the maximisation probiem
will mevitably be ignored or overlooked by the agents who possess effective
control over the organisation (Holmstrém and Milgrom 1991).

_ The problem of non-verifiability is particularly relevant to services with a
high refational component,'” for which some dimensions are easily verifiable (for
exampie, unit cost or nuraber of clients served) but others less so {for example
the quality of the service, the degree of client satisfaction, or the relational cffor;
made by the workers). In this case the dimensions which cannot easily be moni-
tored and verified by the parties directly involved (producers and consumers), as
well as by third parties, are crucial for the assessment of the service’s quaiiq;.
Indeed, the quality of the service depends on the {informal} relationship between
provider and consumer, and it is therefore particularly hard to measure. This
may lead to relations characterised by asymmetric information of various types
which we shall now discuss. J
‘ The first type of information failure, and the one most frequently mentioned
in the non-profit literature, is the informational advantage of producers over
consumers concerning the service provided. If consumers are able to pay, but
unable to control the behaviour of producers efficiently without incurring
sul')stamtiai costs, they tend to be exploited by profit-maximising producers who
enjoy an informational advantage. Third-sector organisations, on the other
hand, may be less willing to exploit consurners because they cannot distribute
profits or, as in the case of many social enterprises, because they involve
consumers or volunteers in management and control of the organisations. These
institutional characteristics reduce consumer exploitation, so that third-sector
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organisations may thus help to reduce the costs of contracting when consumers
are weak. This view was considered in section 2 and will not be discussed
further. . -

A second type of information failure characteristic of the social services
sector is the informational advantage possessed by consumers with regard to
their willingness to pay for the services that they desire. This gives rise to the
well-known ‘free-rider’ problemn. Third-sector organisations and social enter-
prises may attenuate this problem insofar as they induce consumers to reveal
their true preferences and allow for price discrimination. Some authors show
that co-operatives and other third-sector organisations may help overcome thf:
free-rider problem (Grillo 1989; Bilodeau and Slivinski 1994). Ben-Ner (1986)
considers the case in which consumers take control of the organisation, thereby
at least partly eliminating the incentive for free-riding. In this case the high costs
of contracting (due to producer—consumer and consumer—producer asymmetric
information) induce substitution of the market institution with an organisation
controlled fully or partiaily by consumers. .

A third type of information failure arising in the production of social services
stems from the incompleteness of labour contracts and relates to the costs of
ownership. Managers and workers have better information than their principals
do on the effort that they put into their work. This applies to any type of Prqduc—
tion, and generates the much-studied agency relationships within organisations.
In the case of personal and community services, however, the probien_q_of effort
monitoring is particularly intractable, given the difficulties in organising well-
functioning labour relations.”® It follows that an organisation able to cope
efficiently with this problem may be more successful in delivering such services.

However, the latter issue has not received a great deal of attention n the
economic literature on non-profit third-sector organisations, with the exception
of the relation hetween the organisation and its managers.!? The experience of
social enterprises shows the importance of the relationship betwc&p workers and
organisation, as a determinant of the cost and quality of the services plroducc‘d.
For this reason, the remainder of this chapter 1s devoted to this pomt in partic-
ular, analysing how the institutional features of social enterprises are able to
alleviate the effort-monitoring problem.

4 The institutional specificity of third-sector
organisations and social enterprises

In most Furopean countries, in the last twenty years, third-sector organisations
and social enterprises have been the protagonists of a shift toward a more
productive and entrepreneurial stance. Indeed, they offer a stable, continuous,
and to some extent autonomous production of a fairly well-defined and limited
range of services, characterised by one or more of the following @jme.n.sions:
labour intensive technology, difficuit effort monitoring, and the inability of
customers to pay the full cost of production. These services, or the metht_)d' of
their delivery, are often innovative, especially when compared with existing
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private and public production. The relative importance of some dimensions of
the services compared with others translates into the different organisational and
legal forms (co-operatives, associations) that social enterprises may assume.

Given the complexity of services, and the variety of social enterprises that
have evolved to deliver them, analysis of the phenomenon requires full deploy-
ment of the tools offered by institutional theory, paying special attention to the
allocation of control rights within organisations. In social enterprises, the alloca-
tion of control rights is no less important than the destination of residual
income. This Is because one of the control rights assigned to the agents entitled
to exercise them is the crucial right to determine the objectives of the organisa-
tion. This right is exercised through the ultimate control over all contractual
relationships, which influences the incentive systemn within organisations and
thus their internal structure.

Like many third-sector organisations, social enterprises do not possess clear-
cut mechanisms with which to define those entitled to control rights, and
consequently to determine the objectives of organisations (as opposed to for-
profit organisations, where it is the contribution of risk capital that matters).2®
However, in the absence of predetermined control, right assignment does not
imply the absence of a control structure (Alchian and Demsetz 1972; Hansmann
1996). The control structure has a different, and potentially more variable, char-
acterisation. The variety of systems for the allocation of control rights reflects
the differentiation of the third sector and of social enterprises. The literature has
already recognised this feature. For example, some stress the role of donors as
the providers of the financial resources in donative non-profit organisations, and
thus justify their entitlement to exercise the residual rights of control (Fama and
Jensen 1983); others argue that there is no clear-cut way to identify who is enti-
tled to control rights, and the allocation follows informal patterns (Ben-Ner,
Montias and Neuberger 1993); while Ben-Ner and van Hoomissen {1991} in
discussing mainly consumer co-operatives and associations, simply entrust
consumers with ultimate control rights. Often, as many of the studies in this
book show, control rights are entrusted to more than one category of stake-
holders (Borzaga and Mittone 1997). Contro} over the organisation and over the
definition of s ohjectives gives these stakeholders an incentive to establish and
efficiently manage the organisation in the pursuit of its chosen objectives.

In social enterprises, the identification of the controlling stakeholders is a
consequence of the type of redistributional needs and market failures that char-
acterise the production of a specific good or service. However, one cannot expect
social enterprises to have the same type of control that is observed when the
residual income claimants are fully and formally identified. This is due not anly
to the different institutional mechanisms possessed by the organisation; it is also
related to the fact that the objectives of the organisation are not as clear and well
established as they are in its for-profit counterpart. On the one hand, the separa-
tion of rights of control from rights over residual income strongly suggests that
the for-profit motive does not figure importantly among the organisation’s formal
objectives.?! On the other hand, the alternative formal objectives cannot he
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stated independently of the conditions that characterise the market in which the
organisation operates. -

If a line of reasoning applied to government institutions (Tirole 1994} is
extended to social enterprises, it is likely that the profit maximisation objective
will be substituted, not by a single, alternative goal for the organisation but by a
plurality of potentially conflicting objectives. The presence of multiple cbjectives
is clearty more likely when control rights are shared among different categories
of stakeholders. These objectives are often intrinsically very difficult to quantify
and codify because they concern qualitative dimensions of the activity or general
principles {e.g democracy in the organisation, customer well-being, a certain
degree of resource redistribution, and so forth), the translation of which in
precise guidelines is extremely difficult. A related problem is that, even when the
objectives can be identified, it is difficult to weigh them in order to obtain a
stable and well-defined objective function to maximise. 2

Social enterprises are thus highly complex and diverse organisations, and the
national chapters in this bock give a broad picture of this complexity and diver-
sity. Consequently, it is difficult, and sometimes simplistic, to apply a single
organisational model when seeking to explain them. The degree of effective
control and the category of patrons controlling the orgamsation may vary
according to the type of organisation. Goals and objectives are not always clearly
codified even within organisations, and stem instead from the history of the
organisation and the shared values of its stakeholders. However, this is very
different from assuming that their characterising elements can be identified with
the non-distribution constraint alone. The patterns of aliocation of control
rights, together with a consistent governance structure, are of particular impor-
tance i productive and entrepreneurial third-sector organisations like social
enterprises, given the amount of potential conflict that may arise between the
objectives related to the production process and those refated to the distribution
of the benefits that it generates. At the same time, the aliocation of control rights
is the main institutional mstrument with which a social enterprise can build an
incentive structure within the organisation, which is consistent with its objectives,

5 Social enterprises as incentive structures

The actual allocation of control rights In social enterprises can be explained in
the light of the two main difficulties that arise in the production of social and
collective services, viz. the need to mobilise resources for redistribution and the
presence of market and organisational failures. When the redistributive compo-
nent is very substantial, and social enterprises need a high level of support in the
form of donations and volunteer labour, control rights are allocated mainly to
volunteers, trustees and local community representatives. When, on the other
hand, the redistributive component of the organisation’s activity Is less pressing,
for example when the public authority recognises it by subsidising productive
social enterprises, control rights are allocated principally in order to cope with
market and organisational failures. In the latter case, control of the organisation
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1s assigned to clients, workers and managers. Moreover, workers and managers
often accept monetary compensations which are lower than those that they
would receive for comparable tasks in other organisations, thereby accepting a
partial redistribution of resources from labour suppliers to consumers.

The picture arising from these considerations is quite complex and dynamic,
as the history and the experiences of social enterprises testify However, since the
problems related to the redistributional aspects have been widely analysed by the
literature on non-profit organisations, this section is devoted in particular to the
ability of social enterprises to mitigate the negative consequences of failures in
workers’ contractual relations.

"The non-standardised nature of social and collective services gives rise to
difficulties in effort monitoring and in the use of traditional contractual instru-
ments. Agency problems within the organisation cannot be solved by linking
workers” remuneration to the dimensions of their performance that can be
monitored. In other words, incentives in the organisations that produce these
services tend to be low-powered. This engenders incentive structures in which
relatively ligie weight is given to the more easily measurable and verifiable
dimensions of production in order not to jeopardise the pursuit of less verifiable
obiectives.

One consequence of low-powered incentives is that agents have limited moti-
vation to behave efficiently. Since their remuneration is only loosely related to
performance, low commitment on the part of workers with no monetary motiva-
tions is to be expected. At the same time, opportunistic behaviour may affect
output in such a way that production is not viable. This is especially the case
when the price determined by public or private demand for the services only
partially pays for their cost, leaving the organisation with a redistributive
commitment in favour of its clients. In this case, the organisation must mobilise
human and financial resources and select workers willing to exert effort not only
in exchange for monetary compensation.

The organisational structure of social enterprises seerns better able to avert
the danger of opportunistic behaviour, when compared not only with for-profit
enterprises and public agencies but also with traditional third-sector organisa-
tions {e.g. foundations). "This is so because the organisational structure can give
rise to incentive systems, which are consistent with organisational objectives. In
particular, the nature of the organisation influences the type of incentive system
offered to workers and managers. The choice of a particular institutional form
thus signals to stakeholders the kind of objectives that the organisation will
pursue, and consequently the incentives that it will offer.

The characteristics of social enterprises that seem crucial for definition of
their incentive structure are closely related to their social dimension. Particularly
relevant are: the existence of an explicit social aim to serve the community or
part of it; the direct involvement of a group of people belonging to the compmu-
nity or sharing common needs; limited profit distribution; and democratic and
open management. These characteristics are closely related. We will consider
them in turn, highlighting their common features.
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The existence of an explicit social aim in social enterprises is an important
signal of the organisation’s nature to both workers and other stakeholders, and
also to the cutside world. As a consequence, both existing and potential workers
and volunteers are able to measure their abilities and expectations against the
organisational goals that they will be asked to pursue. This can be seen, for
example, in work-integration services, where actual and prospective workers are
made aware of the fact that part of the added value they contribute will be used
to reward and improve the human capital of disadvantaged workers. It is also
evident in social services production, where the organisations commit the
realised profits to favour the development of new activities or to broaden the
number of beneficiaries. Moreover, explicit social goals and monetary objectives
are to a large extent mutually exclusive. A clear signal that no monetary objec-
tives are pursued seems to be consistent with the production of services with
non-measurable or non-verifiable dimensions. As noted above, contracts for the
production of such services tend to be low-powered, and remuneration unrelated
to observable performance.

In fact, social enterprises tend to use a mix of monetary and non-monetary
components in a remuneration package in which the wage component is less
substantial than in for-profit organisations operating in the same industries.?®
The monetary dimension is not the only, or even the main, dimension of the
exchange as much for the agents as the principal. In other words, social enter-
prises seem able to motivate workers by using non-wage incentives. Of course,
the demand for labour expressed by social enterprises can find a matching offer
only if there are workers willing to exchange extrinsic {wage-related) rewards for
intrinsic motivations. Both experimental (Frey 1997) and empirical evidence
suggests that this is the case. A recent empirical study on employment conditions
in the Italian social services sector shows that for the large majority of workers in
social enterprises the choice of organisation and sector of activity was a conse-
quence of a specific interest in the content of the job, and not dictated by lack of
ajternatives or attractive monetary rewards (Borzaga 2000). At the same time,
work satisfaction was higher for the workers who have joined the organisation in
the pursuit of intrinsic motivations.

Indeed, a constant characteristic of soclal enterprises is more wage moderation
and lower wage differentiation within the organisation than in for-profit and
public organisations. Moreover, their workers seem to be satisfied with their jobs
and less prone to leave the organisation.”® As a consequence, the worker satisfac-
tion and on-the-job effort crucial for the production of relational services can be
achieved in conjunction with cost containment. This point is an important one
because wage moderation in social enterprises is sometimes mistakenly taken as an
indicator of work exploitation, rather than as an aspect of a peculiar remuneration
package. The requirement that the agents who establish and run social enterprises
should have a stake in their activities creates trust relations, and strengthens and
gives credibility to the goals of the enterprise. Indeed, the opportunistic risk
related to low-powered incentives can be at least partially averted if the objectives
of the organisation and those possessing control rights coincide to some extent.
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In general, the higher degree of freedom for workers to determine the
content of the work awarded through low-powered incentives can be used to
achieve personal objectives different from monetary profit (although not neces-
sarily coincident with the institutional objectives of the organisation).?> However,
the direct mvolvement of stakeholders most interested in achieving the social
goals of the organisation greatly reduces this risk, Cohesiveness within the group
carrying out the activity also increases the degree of awareness of, and control
over, the effort exerted by fellow workers. This is especiaily important when goals
have multiple dimensions.

Not much needs to be said about limited profit distribution, which is to be
interpreted in relation to the elements discussed above. We have already noted
that the existence of social goals is hardly compatible with profit maximisation.
The role of a constraint on profit distribution should therefore be only
marginal. *0 In social enterprises, the fimit on the distribution of profits originates
as an institutional choice taken within the organisation, rather than as a charac-
teristic imposed exogenously (by law or by the policy-maker). Obviously,
monetary variables are still important when running the organisation, for
example in guaranteeing its financial strength and its survival in the market
(since these organisations face a significant level of economic risk). However, in
this case the monetary dimension acts as a constraint (e.g. a certain return must
be achieved in order to reward the capital invested) to the pursuit of the chosen
objectives, instead of being a maxim in iself. Nevertheless, the limited profit
distribution criterion is important for social enterprises, for two main reasons.
Firstly, it is a powerful, although partial, signal for the stakeholders and the
outside world, of the real objectives of the organisation. Secondly, it limits the
possibility that other, profit-maximising organisations will label themselves social
enterprises in order to obtain unwarranted fiscal and reputational advantages.
Clearly, this also applies to social enterprises that initially pursue non-monetary
goals but then shift towards more traditional profit-oriented behaviour.?’

Finally, detnocratic and open management is another major characteristic of
social enterprises, and it is consistent with the features discussed above. It is
consistent in particular with the need for the constant involvement of workers in
affirming and defining the goals of the organisation, and also with the represen-
tation and participation of other stakeholders, such as clients and customers.
Moreover, democratic management is often correlated with a wage schedule that
is relatively flatter than in for-profit organisations. A democratic structure does
not sharply differentiate between hierarchical levels when it comes to deciding
monetary remuneration. This also seems to correspond with the lower impor-
tance of monetary dimensions in social enterprises, and is consistent with the use
of low-powered contracts. If' contractual relations are necessarily loosely defined,
democratic and open management has the important role of redirecting strate-
gles so that they are consistent with organisational goals.

The foregoing analysis supports our initial claim that there is a link between
the characteristics of social enterprises and the goods that they produce. Social
enterprises emerge as institutional arrangements, which seek to reduce the
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difference between the goals of the organisation as such, and those of the agents
that take part in production. Insofar as they limit opportunistic behaviour, they
are successful In reducing the costs of ownership ws-d-vis other organisational
forms.

Clearly, even if agency problems and opportunistic behaviour may be
reduced in social enterprises, they do not disappear completely. Moreover, social
enterprises offer an organisational model that is at once very fragile and very
unstable. One of the main difficulties faced by social enterprises is achieving a
constant balance among organisational goals, the allocation of control rights, the
mmcentive structure, and the characteristics of the markets in which they operate.
This is a daunting task for these organisations, especially because there seems to
be a lack of points of reference in managerial theory and experience, and
because existing incorporation forms significantly limit the stabilisation of their
governance struciure.

Moreover, social enterprises are extremely sensitive to changes in public
policy, especially regarding the types of services eligible for public subsidies,
Understandably, social enterprises can be negatively affected by a decrease n
public support for the production of social services. But this is not the only
example of fragihty Even the decision of public authorities to finance the
production of a service previously provided using private resources could require
delicate institutional changes, and thus constitute a risk. If the public authority
decides to take up the redistributional aspect of a given service, this implies not
onily contractual change for social enterprises, but also radical change in organi-
sational arrangements, the allocation of control rights, and the incentive
structure.

Although these weaknesses are a major obstacle to the development of a
social enterprise production model, the studies in this book show that social
enterprises may be better able to organise the efficient production of particular
goods than are for-profit enterprises, pubbc agencies, and traditional non-profit
organisations.

Conclusions

In this chapter we proposed an institutional interpretation of social enterprises
as a pecullar incentive systern. Soclal enterprises constitute an organisational
form that is able to perform well in the production of personal and collective
services that cannot be efficiently produced by for-profit or public organisations
for two main reasons. Firstly, these services may involve market and contractual
failures (often related to the reational component of the service). Secondly, a
certain degree of redistribution from financiers or producers to consumers may
be required for production to take place.

The institutional characteristics of social enterprises form an original incen-
tive system that helps to overcome the problems asseciated with production of
personal and collective services. Particularly relevant, from this point of view, are
the explicit social aim, the proximity between producers on the one hand and
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consumers and the local community on the other, and an internal organisation
that values open and democratic management over monetary remuneration for
workers’ effort,

Social enterprises strike a difficult balance between organisational goals, allo-
cation of control rights, incentive structure and characteristics of the markets in
which they operate, While these elements allow social enterprises to adapt their
internal organisation to the specific problems posed by the production of
personal and collective services, they also make the social enterprise a fragile
organisational model, extremely sensitive to changes in market conditions and
public policies.

Notes

I As aresult, the relative weight of the third sector has grown steadily over the past two
decades in most Western economies. According to Salamon and Anbeier (1994), the
third sector accounted for 12.8 per cent of the new jobs created in the United States
between 1980 and 1990 (its relative weight in the economy being 6.8 per cent in
1890), 11 per cent in Germany (3.7 per cent) and 15.8 per cent in France (4.2 per
cent). Borzaga (1991) estimates the growth of employment in the non-profic sector in
Traly at 39 per cent during the 1980s, while total employment grew by 7.4 per cenr
oniy. Employment growth continued at a sustained rate in the period 1990-1995
(Salamon and Anheier 1997). The national chapters in this books testify to the devel-
opment of numercus traditional and new third-sector organisations.

2 As the chapters of this book show, third-sector organisations are virtually non-existent
in maost industries. They are concentrated in the production of what could, broadly
speaking, be called ‘collective services’ (the term used by Ben-Ner and van Hoomissen
1991} or ‘communal services’ (OECD definition). In this chapter, we will sometimes
use the term ‘social services’, When third-sector organisations operate in the agricul-
tural and manufacturing sectors, the core activity is almost invariably service
provision, i.e. the creation of emgployment opportunities for disadvantaged workers,

3 For example, some social enterprises are incorporated as co-operatives, and are there-

fore allowed to distribute some of their profits.
Starting with Coase (1937).
5 Furthermore, the nature of market contracting implies the replication of these costs
for repeated transactions.
6 Each of them, in turn, enables further organisaticnal options,
The seminal studies are those by Grossman and Hart {1986} and Hart and Moore
{1990).
8§ Whether bounded rationality is necessary for a theory of incomplete contracts is a
matter of debate. It s sometimes argued that there may be 2 limited degree of
bounded rationality embedded in the fact that third parties are unable to verify some
clauses of written contracts (Hart 1980). However, the ncomplete contracting
approach does not generally assume bounded rationality on the part of the
contracting agents. The interpretation of unbounded rationality in incomplete
contracting has been recently crivicised, most notably by Maskin and Tirole (1999},
9 Yor a more comprehensive survey of the literature, see Anheier and Ben-Ner (1997).
10 See alse Ben-Ner and van Hoomissen {1991).
11 Similar concepts can be found in, e.g Alchian and Demsetz {1972), Fama and Jensen
{1983) and Ben-Ner and Jones (1995},

12 The terms ‘control rights” and ‘effective control’ are taken from Burkart, Gromb and
Panunzi {1997). A similar idea i3 put forward by Aghion and Tirole (1997), who
distinguish berween ‘formal’ and ‘real’ authority

-
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13 This is the case, for example, in most organisations which issue equity, where the
control exercised by owners over managers is limited to a formal assessment, carried
out at set dates, of the overall performance of the management activity. Owners do
not, as a rule, take day-to-day decisions.

14 This is the approach, for example, tzken by the influential empirical study carried out
by Salamon and Anheier {1994), in which the definition of ‘non-profit’ is almost
exclusively based on the non-profit distribution constraint.

15 On the different trend roward commercialisation thar the US non-profit sector is
witnessing, see Weisbrod (1998).

16 All country studies stress the gap between the emerging needs for personal and collec-
tive services and the capacity of existing supply to meet them. For a review of
research that has tried to measure unsatisfied demand, see Laville and Gardin (1997).
Low employment rates in the persenal and collective services sector across Europe
stand as an indirect proof of the msufficiency of current production (see European
Commission 1999).

17 Services have a relational component if the direct relation between producers and
consumers influences the quality of the service provided. On this point see Gui (1994,
1996}, Uhlaner (1989), and Zamagni (1997).

18 See, for example, Young {1999).

19 See for example Handy and Katz (1998} ane Preston {1989).

20 In investor-owned organisations, the subjects entitled to control rights according to
their monetary contribution to the venture — i.e. the owners — define the ohiectives of
the organisation (the maximisation of the expected value of the enterprise), thereby
determining the incentives structure — usually based on monetary variables ~ best
able to achieve this oblective.

21 Note, however, that as a consequence of agency problems, profit distribution may
oceur even iff it is not a formal objective. From this point of view, the distribution of
profits within non-profit organisations, when it occurs, will reflect a failure in the
wbernal control activity. The traditional literature, on the contrary, considers the distri-
bution of profits rather as the realisation of the covert objectives of the crganisation,
stermuming from inefficient sxternal controls.

22 To continue with the previous example, what is the right balance between the level of
the democracy within an organisation, the level of consumer well-being, and the
degree of redistribution to adopt in favour of beneficiaries?

23 Handy and Katz (1998) explain the lower wage of managers in non-profit organisa-
tions as resulting from a signalling game i which ndividuals committed to the goals
of the organisation self-select to the non-profit job.

24 See for example Borzaga (2000}, Similar results are found by Mirvis (1992) and
Preston (1990}

25 Swangely encugh, most criticisms of third-sector organisations have focused on
the first aspect (maximisation of monetary return) when modelling the conflict of
interests between principal and agents. However, there is no reason to conclude
that agents in third-sector organisations do actually pursue non-monetary objec-
tives, such as the maxieisatdon of the size of the organisation, the number of
people they have authority over, the gquantitative or qualitative level of production.

26 Swictly speaking, social enterprises should be subject to the opposite limitation; that
is, they should be prevented from maximising monetary losses in order to fnance
their non-monetary objectives. In reality no such limit is needed as the credit
market already imposes a strict limit on the borrowing capacity of these organisa-
tions,

27 However, it is worth noting that the incorporation forms social enterprises assume do
not often allow for change to outright for-profit status (this is the case for example of
the Italian social co-operatives).
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