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P L A N  F O R  T O D A Y

Firms

XYZ car sales

Power and inequality

Owners, managers, and employees





P O W E R  A N D  
I N E Q U A L I T Y



0–1 scale

0 = Perfect equality
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1 = Perfect inequality

0.3ish = medium
0.5+ = high

G I N I  C O E F F I C I E N T

$20,000

$50,000

$100,000

$200,000



G I N I  C O E F F I C I E N T

0.484
A

B



S H O R TC U T

2

K2�M BM+QK2 ⇥ *Qp(BM+QK2, +mKmH�iBp2 W Q7 TQTmH�iBQM)
<latexit sha1_base64="vxyaEkdEoTmB3E9HkEf9QoTSDXw=">AAACSnicbVBNa9tAEF05SZu4aes2x1yWGIMLxUhpID2G5tKjC7ETsIxZrUfJkv0QuyNTI/T7csmpt/6IXHpICL1kLemQrwcLj/dmZmdekknhMAz/Bq219Y03bze32u+233/42Pn0eexMbjmMuJHGniXMgRQaRihQwllmgalEwmlyebzyTxdgnTD6BJcZTBU71yIVnKGXZh0Wp5bxYr8sYoTfWChgmgrNjYKypDEKBY7W1rFZlP 2aNgVfG4fnKpd+4AJo3KMmpZnJKsHo8sus0w0HYQX6kkQN6ZIGw1nnTzw3fiRo5JI5N4nCDKcFsyi4hLId5w4yxi/ZOUw81cyvOC2qKEra88qcpsb6p5FW6uOOginnlirxlYrhhXvurcTXvEmO6fepPzzLETSvP0pzSdHQVa50LixwlEtPGLfC70r5BfPZok+/7UOInp/8koz3B9G3QfjroHv0o4ljk+ySPdInETkkR+QnGZIR4eSK3JBbchdcB/+C++B/XdoKmp4d8gSt9QdypLVw</latexit>



F I RMS





Employ people

W H A T  D O  F I R M S  D O ?

Purchase inputs to provide 
goods and services

Set prices higher than 
cost of production



H O W  A R E  D E C I S I O N S  M A D E ?

Choices emerge with 
no centralized planning

Decisions are 
centrally planned

In markets In firms

"[The market] is in fact a very 
Eden of the innate rights of 

man. There alone rule 
Freedom, Equality, Property."

"If a workman moves from 
department Y to department X, 

he does not go because of a 
change in prices but because 

he is ordered to do so."
Karl Marx, Capital, chapter 6

Ronald Coase, “The Nature of the Firm”



C O N S E Q U E N C E S  O F  A U T H O R I T Y

“The directing motive, the end and 
aim of capitalist production, is to 
extract the greatest possible amount 
of surplus-value, and consequently 
to exploit labour-power to the 
greatest possible extent.”

Karl Marx, Capital, chapter 13



C O N S E Q U E N C E S  O F  A U T H O R I T Y

Costs of transacting in a market lead 
to the natural emergence of firms to 
deal with them. Firms make markets 
more efficient.



“The firm in a capitalist economy 
is a miniature, privately owned, 

centrally planned economy.”

“…islands of conscious 
power in this ocean of 

unconscious cooperation”

ESPP 6.2

D. H. Robertson, The Control of Industry



O R G A N I Z A T I O N A L  S T R U C T U R E S

Ownership?

Strategy?

Implementation?

Nonprofits?

Governments?



O R G A N I Z A T I O N A L  S T R U C T U R E S

Proposal power Enforcement power

Implementation power Decentralize

Centralize



X Y Z  C A R  S A L E S



Lemons are resold for $500

Good cars are resold for $2,500

≈50% of cars are lemons



A S Y M M E T R I C  I N F O R M A T I O N

Adverse selection
Hidden knowledge

Moral hazard
Hidden action

Repairs Crime prevention Reaching exact incentives

Lemons Insurance Death spirals



A S Y M M E T R I C  I N F O R M A T I O N

Adverse selection
Fix with screening

Moral hazard
Fix with monitoring

I have insurance so I’ll take up skydiving

I’m going skydiving next week so I’ll get insurance



E X P L A N A T I O N S  G O  B O T H  W A Y S



O W N E R S ,  M A N A G E R S ,  
A N D  E M P L O Y E E S



CON F L I C T S O F I N T E R E S T

Benefit from profits

No direct benefit 
from profits



CON F L I C T S O F I N T E R E S T

Not constantly 
monitored

Need to ensure 
high quality effort



How do you align everyone’s interests?

Contracts!
A legal document or understanding that 
specifies a set of actions that parties to 

the contract must undertake 

Temporary, limited transfer of authority 
in labor markets


