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Who stands up first to take on the leadership for collective action?

The incentive analysis of social entrepreneurs
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Abstract

 The “by-product theory” of collective action is re-founded on the incentive analysis of social entrepreneurs. By taking into consideration the indispensability of leadership for collective action or of entrepreneurship for organizational and managing work, I derive conditions for the leadership or entrepreneurship to come into being. The analytical frameworks to examine the collective action are classified into race and waiting game. In both types of games, players with (1) higher efficiency at organizing work, (2) higher efficiency at managing work, (3) lower discount rate, and (4) more persuasive bargaining-skills, are the first to stand up for leadership for collective action.    
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1. Introduction

Let me begin with an example ubiquitously observable in Japan. It is on an institutional set-up called the “social networks to preserve mountain forests”. Most of the communities in Japan are located along rivers flowing from mountain areas into coasts. Each community is located in a river-side area of the upper, middle, or down stream. Roughly speaking, natural common-pools along a river are mountain forests in the upper area, cultivated paddy fields in the middle, coast in the downstream area. Urban areas are usually located in the middle or downstream area. The mountain forests are indispensable common-pools for the survival of all industries and inhabitants in the middle and down stream area. It is because those forests are the fountainhead of river water, underground water, and irrigation canals and reservoirs. Those forests also influence the outputs of fishing industries through affecting the plankton composition of the sea water. Before the Second World War, those forests were well taken care of, because the forests industries in those days could be self-dependent, thanks to regular market demands for various products of the mountain forests. After the Second War, however, those markets have been drastically shrunk mainly due to an energy shift to oil, so that those forests have been left unmanaged, leading to a gradual destruction of forests ecology.        

   Many of the inhabitants in the middle and down stream area may be unconscious of the positive externalities of those forests, but if enlightened by some one, they can easily acknowledge that they are a beneficiary of those forests. They can get ready to pay something for the benefits obtainable from those forests. With such a social backdrop, various types of “not-for-profit” organizations are being set up with the aim of preserving the mountain forests. However, most of them directly have been appealing for voluntary activities and/or contributions, regardless of the fact that the benefits of those forests are of a public-good nature, so that the achieved level of their collective interests are still far from a targeted goal. 

Recently, some not-for-profit organizations are trying to undertake various “eco-goods” enterprises whose net proceeds are earmarked for financing the cost of preserving the mountain forests. They are unconscious of the “by-product theory of collective action”, but are actually applying it to achieving their collective interests. Here, it is an observation in common that some type of person is taking the initiative for those enterprises, and that no collective interests are achieved without his or her leadership or entrepreneurship. They are neither a volunteer motivated only with passions or missions, because they are not sufficiently rewarded only with collective interests they could achieve, nor a political and business entrepreneur motivated only with pecuniary incomes, because they can be also rewarded with collective interests. They are called social entrepreneur. Compared with those of political or business entrepreneurs, their pecuniary incomes are not so high enough as to be compensated for their uncertain and/or risky works, but we can observe they are coming out from the society to which they belong.  

Such a new observation does not necessarily mean, however, that any member of the society is willing or able to become a social entrepreneur. Not only missions or passions, but also qualifications for or capabilities of being a social organizer and business manager are their characteristics in common. They are required be able to work out and carry out some selective-incentives schemes, in the process of which they have to organize other members of the society and to overcome both hold-up and agent problems arising in undertaking those schemes. Undertaking such schemes is the “creative response” to social environments given historically (Schumpeter, 1947), where the “creative change” is brought about by the introduction of a new good and/or new organization (Schumpeter, 1934). Even if, however, the undertaking is carried out, the “entrepreneurial profit” and “quasi-rents” are not necessarily assured as a reward to their uncertain and/or risky works. If all members of a society are recognized as a self-interests seeker, how is it possible for some one of the society to come into being as a social entrepreneur? Is it possible to examine the process of the social entrepreneur coming into existence, and to derive their characteristics in common? We have to examine what types of the members of a society stand up first as a social entrepreneur. 

According to the “by-product theory” of collective action for large groups, their collective interests or goods, including any institutional reforms enhancing social welfare, are achieved or provided as the by-products of some private good. In order to organize collective action for providing those collective goods, however, some leadership or entrepreneurship is indispensable, and someone has to take it on. However, the costly aspects of the leadership have been overlooked so long in the traditional literature.
 The leadership or entrepreneurship is mainly comprised of (i) “organizing work” at some preliminary stage and (ii) “managing work” at provision stage
. The former work must be done under the condition of incomplete contracts, and therefore, is faced with the so-called hold-up problem. Political entrepreneurs in “for-political profits” arenas and business entrepreneurs in “for-business profits” arenas have been put forward as a residual-claimers’ solution to that hold-up problem.
 By contrast, in those public activities the solution to which is not easily sought out, volunteer activities have been appealed for in order to overcome the hold-up problem. On the other hand, as to the managing work, it is faced with agent problem. The rational models of “not-for-profit” enterprises have been put forward as a solution to this agent problem.
 

The above various concepts of entrepreneurs and contract problems, however, are implicitly based on an extreme polar type of preference functions. For example, the preferences of political entrepreneurs and those of for-profit business entrepreneurs are implicitly assumed to be a function of pecuniary incomes or something on a par with such a pecuniary payoff. Collective interests realized by their leadership are neglected or thought little of. By contrast, the preferences of volunteers are supposed to be a function of the collective interests or missions-values exclusive of pecuniary rewards. Generally speaking, however, those entrepreneurs who take on the leadership for collective action may well enhance their utilities not only by pecuniary rewards but also by collective goods or mission-values they are realizing. The social entrepreneur
 is defined as those entrepreneurs whose preference functions are such a general type as well as who have capabilities of or qualifications for entrepreneurship. According to this definition, the above mentioned traditional types of entrepreneurs can be classified as some polar cases of the social entrepreneur. 

When the social entrepreneur is counted in as the key player of collective action, it may be expected that he can alleviate the seriousness of both the hold-up and agent problem with the leadership for collective action. For example, since the agent problem with the managing work is caused by the principals’ distrust or mistrust of entrepreneur’s honesty in management, it may be, if not fully, alleviated by the appeal by the social entrepreneur to the “not-for-profit” or “non-distribution” constraints. Here, the not-for-profit constraints are recognized as an institutional scheme for allaying the principals’ fear that their contributions or payments may be appropriated. Likewise, the social entrepreneur may solve the hold-up problem with the organizing work, since there comes out the possibility that if he is a social entrepreneur, he can work out and carry out those selective-incentives schemes which can reward him for the organizing work done under the condition of incompletely contracts. Furthermore, solvability by the social entrepreneur becomes more secure compared with that by political or business entrepreneurs, since the social entrepreneur is faced with a lower threshold of entering into collective action, when he can be rewarded with not only pecuniary incomes but also with the collective interests he is achieving. 

Once the social entrepreneur is acknowledged as the key player of collective action, the next question we have to ask is who are willing to become a social entrepreneur. This question must be answered, since, in collective action, we cannot take it for granted that at least one social entrepreneur come into existence from scratch. Furthermore, it should be noted that one social entrepreneur will often do for the leadership for collective action. It is because a network must be formed at the organizing stage as a prerequisite for any collective action, and because one network is enough to organize collective action. Then, we have to answer the question of who are likely to stand up first as a social entrepreneur, as well as the question of who are likely to become a social entrepreneur. 

To answer these questions, we have to start from the situation where all members of a society can be candidates for the social entrepreneur in spite of their relative competences for entrepreneurship being an open question. Then, the answers depend on whether candidates for the social entrepreneur play in race game or in waiting game. In the former game, more than two candidates rush to come on the stage. In the latter game, all candidates are patient to stand up first and want someone else to take on the leadership earlier than they themselves. 

In this paper, I come up with the above two types of game models to examine the whole process of achieving the collective interests of a large group, and derive the crucial factors to determine who stands up first for the leadership, as follows: (i) competency for the managing work, (ii) competency for the organizing work, (iii) time preference, (ⅳ) salary level, and (ⅴ) initial conditions such as ex ante human networks for the race game and ex ante investment in human capital for the waiting game. From these analytical results I derive some implications on teaching programs for social entrepreneurs.  

In what follows, this paper is organized as follows: In the next section, the base model and the main logic are summarized. In the third section, the basic assumptions and concepts are explained. In the fourth section a constituent supply process is modeled by a leader-follower game played by one social entrepreneur and n members of the society. An eco-goods scheme is put into this constituent supply game, and some analytical results are derived. In the fifth section, the whole process is examined in the framework of a race and of a waiting game. The analytical results of both games are compared. In the last section, the results are summarized and some policy implications are derived. In the appendix of this paper, I make a rough survey on the relation between institutional changes and entrepreneurs.   

2. The Main Logic of the Base Model
The essential characteristics of the base model are as follows: A society consisting of n+1 member, numbered 0,1,…,n, has to make decision of whether public goods are provided on a voluntary basis.
  Once the society start providing the public goods, it continues to the end of a finite time-horizon. A selective-incentives scheme called “eco-goods” is carried out with the aim of financing provision of the public goods. It is undertaken by a social entrepreneur who comes out from the society members. All members are assumed to be homogeneous except for their relative competences for entrepreneurship or leadership for collective action. The whole process of each game begins from the 1st period and ends at the period T. It is divided into two major stages as follows: (i) organizing stage, and (ii) provision stage. In the organizing stage, the social entrepreneur must create practicable selective-incentives schemes, make plans, and persuade or enlighten other members to join in financing the public goods. In this stage, he also announces that a fixed amount is deducted from those financed revenues in order to cover his salary and the other cost of providing the public goods. For convenience, these deducted amounts are represented by the “salary” to the social entrepreneur, with which he can be rewarded for his costly organizing and managing work. In this way, the social entrepreneur tries to get over the incomplete-contract problem. 

Just at the end of the organizing stage or just at the beginning of the provision stage, the salary is determined through some bargaining between the social entrepreneur and the organized members. At the same time, in order to solve the agent problem with his managing work in the provision stage, he declares that he is subjected to the “non-distribution constraints,”
 i.e., that the eco-goods enterprise is run by a not-for-profit organization. Then, each organized consumer makes decision on how many eco-goods to purchase in each period of the provision stage. On the other hand, the social entrepreneur is required to put his “final hands” on the net proceeds of the eco-goods enterprise in order to finalize the productive process of the collective goods. Those organized consumers know the effects of his final hands on the quantity and/or quality level of the public goods. His final hands represent the managing work of the social entrepreneur. This constituent provision process is finitely repeated until the end period, T, of the provision stage. 

At the initial point of the whole game, each member of the society makes decision on whether to stand up as a social entrepreneur. Then, who stands up first? This question is answered by examining the subgame perfect equilibrium of a race and weighting game. The crucial factors to be examined are as follows:

 In the provision stage, at least one member has to meet competence requirements for the managing work, relative to his salary and benefits from the collective goods. If not, he cannot compensate even his managing work. The higher is his salary, the higher his utility becomes. But when it is raised, the utilities of the organized consumers tend to decline. The salary is assumed to be settled by bargaining under the condition that it must reconcile participation constraints on the social entrepreneur with those of the organized consumers. As the salary has to be higher, the social entrepreneur appears more of a for-profit business entrepreneur type or of a political entrepreneur type, in the sense that pecuniary incomes have to account for a larger weight in his payoff. In the opposite case, by contrast, the social entrepreneur appears more of a volunteer type, in the sense that pecuniary incomes must account for a negligible weight in his payoff. 

In the organizing stage, participation constraints on the organizing work also have to be met. Then, competence for the organizing work is crucial to classifying the whole process to a race and waiting game, due to the reason as follows: If it is enough for one social entrepreneur to carry out the organizing work, only he has to bear the cost of the work. Other members of the society may as well free-ride on his costly work. If the payoff to a free-rider is larger than the payoff to the social entrepreneur because of relatively low competence for the organizing work, but none the less it is better for him to bear the cost of the organizing work than to end up without the public goods, then they are in a waiting game. If, on the contrary, the payoff to the social entrepreneur is larger than that of a free-rider, and when more than two players have such positive net payoffs, then they are in a race game. In both games, a member characterized with higher competence for the organizing and managing work, higher discount factor, and more persuasive bargaining skills is likely to stand up first as a social entrepreneur.  

3. The Basic Concepts and Assumptions       

The basic concepts and assumptions are explained in this section.

Public Goods, Reconsidered:

   In this paper, it is assumed that collective goods are provided as a public good. Generally speaking, however, they can be provided as a private good. As Ueda (2002) put it, whether collective goods are provided as a public good or as a private good depends on a change in the transaction cost relative to quality and /or quantity change brought about by a shift in supply regime from private goods to public goods. If they should be provided as private goods, the price must be able to cover the transaction cost including the enforcement cost such as those of collecting charges or fees, in return for, if any, an increase in the quality and/or quantity of those collective goods. If, on the contrary, they are provided as public goods under the condition that the tasks of collecting those charges and fees can be neglected, the transaction cost can be left out of consideration at the cost of a decrease in the quality and/or quantity level. Thus, if the positive effects of a decrease in the transaction cost more than make up for the negative effects of a decrease in the quality and/or quantity, then they should be provided as public goods, and vice versa. 

The collective goods concerned in this paper are supposed to be those collective interests of a large group, for which institutional changes and the leadership of social entrepreneur are indispensable requisites. The positive external effects of mountain forests are an example. It is the case that the monitoring and enforcing cost to provide those goods on a commercial basis are prohibitively high, leading to the ambiguous “non-excludability” concept. Based on such reasoning, the collective goods in this paper are assumed to be provided as a public good on a voluntary basis. 

How to Finance for Private Provision of Public Goods:

When public goods are supplied on a voluntary basis, they can be financed not only by means of voluntary contributions but also by the “selective-incentives” schemes argued by Olson (1965). The selective-incentives schemes can be classified into two types, as follows: (i) entrepreneurial schemes of “private goods-cum-collective goods”, and (ii) non-entrepreneurial schemes of the “by-product of private goods”. Olson (1965) took up many examples for the latter type of schemes. As to those for the former type, charity lotteries were taken up by Morgan (2000), Ueda and Svendsen (2002), and Nishizaki, Ueda, and Sasaki (2004, 2005). On the other hand, Pecorino (2001) and Ueda (2004) proved the efficacy of a private goods-cum-public goods scheme. In this paper I take up an entrepreneurial scheme of private goods-cum-public goods, called “eco-goods” for short in what follows.  

Classification of Leadership:

   It is assumed that a society consists of n + 1 members, numbered 0,1,2,…,n, whose set is defined as N = (0,1,2…,n). At least one of them has to choose becoming a social entrepreneur. He takes the leadership in providing public goods on a voluntary basis. His leadership has to be shown in two arenas or two different stages. In the first arena called organizing stage, he has to arrange for a selective-incentives scheme mentioned above prior to other members’ decision on purchase of the eco-goods. All tasks required for this arrangement are called organizing work en masse. It should be noted that it is costly, but is of an unverifiable nature. Thus, it has to be undertaken under the condition of an incomplete contract. In order to get over this hold-up problem, the social entrepreneur is assumed to undertake the eco-goods enterprise. 

In the second arena called provision stage, he has to carry out the eco-goods enterprise, i.e., to turn the net proceeds of each scheme into financing for the public goods, and to put his hands on them to finalize the production process of the public goods. His works at this second stage, called managing work en masse, are indispensable for determining the final quality and/or quantity level of the public goods. The supply of the public goods is, therefore, the function not only of those net proceeds but also of the managing work of the social entrepreneur. This work suffers from agent problem, but the social entrepreneur alleviates this problem by his appealing for the “non-distribution” constraints, or “not-for-profit” constraints.  

The Eco-Goods Scheme:

   The eco-goods scheme is undertaken in three separate steps. In the first step, the social entrepreneur announces the scheme including his salary, θ, just at the end of the organization stage or just at the beginning of the provision stage. The cost of the organizing work which has been done by j member, is denoted by Cj. In the second step, each member except the social entrepreneur decides on her purchase of the eco-goods with a given price, p. Commodity chosen for the eco-good is necessities with sufficient demands at the prevailing competitive price. The quantity purchased by i consumer is denoted by yi. Here, the consumer i makes decision of yi under the condition that her purchase influences the managing work done by the social entrepreneur in the next step. Therefore, the net proceeds of the eco-goods enterprise is 
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where C1 is the cost function of the eco-goods. It is assumed C1’ >0, and C1” <0, as usual. As will be mentioned in Eq.(1), however, this cost is omitted without loss of generality. 

In the third step, the social entrepreneur puts his final hands on the total net proceeds less salary, and then the quantity and /or quality level of the public good is determined at the end of this third step. The final hands by the social entrepreneur represent his managing work, denoted by e. Efficiency at the managing work is represented by a function, described by 
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, if the j member is social entrepreneur. It is assumed thatφj’(0)> 1,φj’>0, andφj”< 0. 

Those last two steps constitute one constituent process of the provision stage. They are repeated finitely until the end of the time-horizon, T. In each constituent supply process, the organized consumers and social entrepreneur play as the leader and follower of this constituent supply game, respectively. 

The Supply Function of Public Goods:

The supply function of the public goods is defined by Eq.(1), if they are provided by the player j.
   Ψj(Y, e ;θ) = pY -θ+φj(e)                                           (1)
 where Y = 
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   In general, the cost of producing the eco-goods, dented by C1(Y), must be deduced from the right hand of (1).However, in what follows it is omitted for simplicity, because even if this cost is counted in, the main results of this paper are valid.

Preferences and Constraints in the Provision Stage:

   The preference and income constraint of i consumer are defined by Eq.(2) and (3) respectively, when j player is social entrepreneur. 

Ui (xi, yi,Ψj(Y,e:θ)) = xi + 
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   Ii = xi + pyi,   for i ≠j,                                                (3)
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in Eq.(2) means the selective benefits obtainable from purchasing the eco-good, yi, subject to the “as usual” assumption that 
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<0. Thus, taking into consideration the concavity of ν, Ui is a quasi-linear function of yi.  

   Next, the preference and income constraint of the social entrepreneur are defined by Eq.(4) and (5) respectively, when j player is the social entrepreneur. 

    Uj(xj,Ψj(Y,e:θ)) = xj +ν(Ψj(Y,e:θ))                                      (4)

   Ij + θ= xj + e                                                           (5)

where it is assumed for simplicity that the social entrepreneur does not purchase the eco-good. If we take into consideration the possibility that the eco-good is purchased also by the social entrepreneur, the participation constraints on him become looser, thanks to benefits obtainable from his consumption of the eco-goods. 

As the benefit function, ν, in Eq.(2) and (4) shows, all players are assumed to obtain the same benefits from the public goods. They are distinguished by their competence for the managing work, represented by φj(e)and for the organizing work, denoted by Cj. These assumptions aim at making the role of leadership more conspicuous. When we describe the payoff functions for the whole process including the organizing stage, the organizing work must be counted in. This is discussed in the fifth section. 

4. The Analysis of Supply Process

In this section, the constituent supply process in the provision stage is analyzed. It is a game with strategy-profiles consisting of n consumers’ purchasing activities and a social entrepreneur’s managing work. The equilibrium is the Nash equilibrium characterized both by the leader-follower relationship of the n consumers and social entrepreneur, and by zero conjecture among those n consumers. In what follows, it is assumed for simplicity that both ν” and φj” are a negative constant, and that p is normalized to unit, i.e., p = 1. 

4.1. Constituent Supply Game

This sub-section is coming up with a game model where the eco-goods enterprise is undertaken with the aim of financing for the public goods. From Eq.(1), (2), (3), (4), and (5), the optimization problem of the i consumer and that of the social entrepreneur are formulated by (6) and (7), respectively. 
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where 
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From (6) and (7), assuming the inner solutions, we can derive the maximizing conditions, (6)’ and (7)’, respectively. 
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The best response functions are denoted by yi* (e*; θ), and e*(yi+ Y-i; θ). First of all, the existence and uniqueness of the Nash equilibrium, denoted by yi* (e*; θ), and e*(Y*; θ), are proved in the following Lemma 1.  

Lemma 1: There exists the unique Nash equilibrium of the eco-goods scheme.  

Proof: It is obvious that both yi and e belong to a compact and convex set, respectively, and that Ui and Uj are continuous and quasi-convex with respect to yi and e, respectively. Thus, the existence of the equilibrium is assured. 
By taking the differentials of (7)’, and by arranging the result, Eq. (8) is derived.  
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Then, by substituting (8) into (6)’, we can derive Eq. (9).
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By substitution of (7)’ into Eq.(9), it is rewritten as follows:             
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from which it is obvious that the left side is an increasing function of yi, and that the right side is an increasing function of e. On the other hand, the relation (8) requires for e* to be a decreasing in yi. Therefore, e(yi+Y-i:θ) and yi (e:θ) cross at one point in the first quadrant of (e,yi) plane. In passing, it is derived from (6)’ and (9)’ that 
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Next, we can derive the positive effect of a parametric shift in θ on both e* and yi*. The results are summarized by the following lemma. 

Lemma 2:  
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Proof:  By taking the differentials of (7)’ with respect to e*, yi, and θ, and by substituting (8) into the result, Eq. (10) is derived.
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In passing, by comparing (10) with (8), it is obvious that 
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   Next, by taking the differentials of (9) with respect to yi*, e*, and θ, and by substituting (7)’ into the result, Eq. (11) is derived.  

   
[image: image29.wmf])

'

1

(

"

[

"

j

f

-

×

v

j

+ 
[image: image30.wmf]'

"

"

v

v

j

f

+ 
[image: image31.wmf]}]

'

)

(

"

"{

"

2

'

v

v

j

j

f

f

j

+

×



 EMBED Equation.3  [image: image32.wmf]q

d

dy

i

*

 

      =  
[image: image33.wmf]2

"

2

'

3

2

"

"

"

}

'

)

(

"

{

}

)

'

(

)

(

"

4

"{

v

v

v

v

v

j

j

j

j

j

f

f

f

f

f

+

×

+

 > 0                      (11) 

The coefficient of 
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 on the left side of (11) is positive owing to the assumptions on φj,ψ, and ν. On the other hand, the right side of (11) is positive. Thus, 
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The above lemma means that a parametric increase in the salary stimulates not only the social entrepreneur to make harder effort of the managing work, but also the organized consumers to purchase more of the eco-goods. This latter effect is caused by the belief of each consumer that as long as it is stimulated by an increase in θ, the managing work has a positive effect on the benefit to her obtainable from the public goods in spite of her purchase having a negative effect on the managing work. 

   Next, we can derive the effects of θ on the equilibrium preference level, denoted by Uj(*) and Ui,(*), which are summarized in Lemma 3. 

Lemma 3: d Uj(*) / dθ> 0, d Ui(*) / dθ< 0. 
   Proof:  First, it is proved that dUj /dθ is positive over a range of θ. By taking the derivative of Eq.(4) subject to Eq.(5) under the equilibrium conditions, Eq.(12) is derived.
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from which the identity condition (12)’ is derived.
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Next, by substituting (7)’ and (9)’ into Eq.(11), and arranging the result, we derive Eq.(13). (In what follows, the subscripts of 
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 Thus, by inserting 
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 into the right hand of (11)’, we obtain the relation (13)’, where I note that as long as υ”,φ”and ” are negative, the normalization to minus one has no effect on the sign of (13)’.
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 is still positive for φ’ < 1. Therefore, it is obvious that dUj /dθ is positive over the range of 
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Secondly, it must be proved that dUi(*) /dθ is negative over a range of θ. By taking the derivative of (2) subject to (3) with respect to θ, substituting (10) and (7)’, and rearranging the result, we obtain Eq.(14).
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Here it should be noted that 
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 As θ increases, (1-φ’) also increases because dy*/dθ>0 due to (13). Thus, the lower limit of φj’ increasingly approaches to unit.         Q.E.D.
The positive effects of θ on Uj  stimulate the social entrepreneur to try to raise his salary as high as possible. On the other hand, the negative effects of θon Ui,  for i≠j, discourage those organized consumers from joining in the eco-goods scheme for fear of their being exploited by the social entrepreneur. We assume that θ is determined by a bargaining between the social entrepreneur and the consumers, when the former organizes the latter in the organizing stage. 

Based on the above three lemmas, we can make assumptions on the individual rationality and payoff relations in the base model, as follows:

(A1)  Ij < Uj(*) < Y* + Ij,  for social entrepreneur

(A2)  Ii < Ui (+) ≡
[image: image89.wmf]i

y
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{ Ii – yi+ φ(yi) } < Ui(*),  for consumers, i ≠j 
where Uj(*), Ui(*) and Y* are the equilibrium utility level of the social entrepreneur and that of i consumer, and the equilibrium gross proceeds of the eco-goods, in turn. The second inequality of (A1) means that the social entrepreneur has an incentive for appropriating the whole proceeds of the eco-goods, if he were not subjected to any constraint. 

4.2. The Rational Foundation of Not-for-Profit Constraints

The social entrepreneur has the rational basis for choosing the not-for-profit constraint. He prefers it because, if he is subjected to that constraint, he can attain a higher level of his utility. In this sub-section, I present the rational logic of why the not-for-profit constraints are preferred by the social entrepreneur seeking self-interests. That logic is summarized by Lemma 4, as follows: 

Lemma 4: As long as a change in the output level of public goods can be perceived by the consumers, trigger strategies assure that the social entrepreneur prefers the not-for-profit constraints by his rational calculus. 

   Proof: Assume that by his declaring that the eco-goods scheme is carried out under not-for-profit constraints, the social entrepreneur is obliged by law to put any net proceeds only into the scheme’s objectives, i.e., the provision of the public goods. Furthermore, assume that he honestly complies with the constraint
 and that each consumer of the eco-goods can perceive a deteriorated change in the quality and/or quantity of the public goods. Then, given θ, the Nash equilibrium of the constituent supply game, represented by Y*(θ) and e*(θ), are realized from the beginning period of the provision stage to that end period. If the utility of the social entrepreneur for one period under the equilibrium condition is denoted by Uj(*), the net increase in his payoff  obtainable from the begging period, s, to the end, T, amounts to 
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 where, it is noted, the values are discounted to the period when the provision process begins.  

If, in one period denoted by s’, for s’ ≧s, he appropriates all of the net proceeds of the eco-goods without putting them into the original objectives under no constraints, his utility of this period increased to Ij + Y*, but from the next period to the end, his utility is reduced to the status quo level, i.e., Ij. Even if only part of the net proceeds appropriated, his utility is reduced to Ij after the period s’. This is because the consumers become aware of his betrayal, due to a change in the quality and/or quantity of the public goods. Accordingly, he appropriates all rather than a part of the net proceeds, if he tries to betray. Thus, the social entrepreneur prefers the not-for-profit constraint, if the following inequality is met: 
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Without the not-for-profit constraints, however, the above inequality can not hold at s’ = T, because, by (A.1), Uj(*) < Y* + Ij. At the end period, T, therefore, the social entrepreneur appropriates Y*, unless he is subjected to the not-for-profit constraints. The utility of the consumer i is declined to Ui(*) – ν(*), if she would spend yi* on the eco-goods at that period. Here, it should be noted that Ui(*) – ν(*) = Ii – yi*+ φ(yi*) < Ui(+) =: Max { Ii – yi+ φ(yi) }. Thus, if at the end period T she stops purchasing the eco-goods and changes to purchasing the same goods from other suppliers for the same price, she can achieve the utility level of Ui(+). So, the decisions of both players in the period T-1can not influence the decisions in the last period.  

In the period T-1, the consumer i stops purchasing the eco-goods for the same reason as in the last period. The payoffs in the periodT-1 are also Ij and Ui(+) for the social entrepreneur and consumer i, respectively. By backward induction, the social entrepreneur tries to appropriate Y* at the first period of the provision stage, but the consumer i refuses to purchase the eco-goods from scratch, unless the social entrepreneur is subject to the not-for-profit constraints. Their best responses lead to the payoff of Ij and Ui(+), respectively, in all periods. Since Uj(*) > Ij, the social entrepreneur prefers being subjected to the not-for-profit constraints by his rational calculus. The trigger strategies assure that a series of the equilibrium strategy-profile (e*, yi*) are played as the subgame perfect equilibrium of a finitely-repeated game whose constituent game is the constituent supply game.   Q.E.D.                              
The view point of this paper is critical of the conventional notion of not-for-profit organizations according to which organizations of a not-for-profit type are considered as an ideal goal rather than a means for realizing any collective interests on a voluntary basis. Such a notion of not-for-profit organizations has been discouraging candidates for social entrepreneur from developing their competences and skills for leadership or entrepreneurship. This paper takes the not-for-profit constraints to be an institutional means for financing collective action. When social entrepreneurs are not well motivated to take on the costly leadership for collective action, alternative fund-sources are required to give incentives for his leadership. The eco-goods and contributions scheme are some examples for the fund-resources. However, those schemes are involved in the agent problem. The social entrepreneur has to solve this problem somehow. The not-for-profit constraints are an institutional means to alleviate that problem. 

4.3. The Merits of the Social Entrepreneur        

It is obvious that the social entrepreneur can meet the participation constraint more easily than the for-profit entrepreneur or political entrepreneur, because, by their definitions, these latter types of entrepreneurs do not obtain any benefit from the collective goods which they are providing for. Therefore, they are required to be rewarded only with pecuniary payoff, leading to a higher minimum salary to motivate them to take on the entrepreneurship for collective action. 

   Furthermore, the organized consumers can be benefited more by the leadership of the social entrepreneur than by that of other types of entrepreneurs. It is because the consumers can attain their utility by lower cost burden, if the public goods are provided by the social entrepreneur. The reasoning is as follows; a polar type of entrepreneur has such a preference function as 
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 Thus, her optimal response leads to the necessary condition as follows: 
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, the latter value of which is the optimal value for the case of the social entrepreneur. We can evaluate the social entrepreneur on those two merits.  

4.4. The Eco-Goods vs. Voluntary Contributions

The efficacy of the eco-goods scheme is shown by comparing both with pure commodity without eco-benefits, and with contributions scheme. They are summarized by two lemmas in what follows.

Lemma 5: The quantity of the commodities purchased under the eco-goods scheme is larger than that of the same commodities without such a scheme. 

Proof:  Firstly, if the numeraire goods of the base model are purchased without any additional benefits, the optimal quantity purchased by the consumer i, denoted by yi0, is determined so as to meet the equation as follows: 
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. On the other hand, if it is purchased under the eco-goods scheme, the optimal condition is changed to Eq.(9)’, from which it is obvious that 
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being negative. Q.E.D. 

The above lemma implies that the utility level of those consumers is higher under the eco-goods scheme than under pure commodities without the eco-benefits. It is because the utility level in the former can be attained by a smaller expenditure than in the latter.  The next lemma shows the efficacy of the eco-goods scheme over contributions scheme. 

Lemma 6: Expenditure on the eco-goods is larger than expenditure on voluntary contributions.

Proof:  The optimal quantity of purchase for the eco-goods, yi*, is determined so as to meet (9)’. It is rewritten by substituting (7)’, as follows:
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On the other hand, the optimal expenditure on voluntary contributions, gi*, is determined so as to meet the equality; 1=
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By comparison, it is obvious that
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. Here, the function f  is an increasing function of υ’ and therefore, it is a decreasing in gi* and yi*, becauseυ”is negative. Thus, we obtain the result that gi* < yi*.  Q.E.D.                     

The above lemma implies that the utility level of the consumer is higher under the eco-goods scheme than under the voluntary contributions scheme.   

5. The Analysis of the Whole Process of Collective Action

In this paper, the whole process of achieving collective interests was divided to the organizing stage and provision stage. In this section, the organizing stage is taken into consideration after explaining the finitely-repeated supply process of the provision stage. I note that the analytical results of this section can be applied not only to the eco-goods scheme but also to other schemes for financing the cost of achieving collective interests. 

5.1. The Analysis of the Provision Stage: A Finitely-Repeated Supply Process

Suppose that the j player takes on the managing work, just after the organizing stage has been cleared. Then, the strategy profile, (yi*, e*) for i≠j, i ∊ N, is the equilibrium of each constituent supply game under the not-for-profit constraints. A finite repetition of this equilibrium is the unique subgame perfect equilibrium of the provision stage game.   

Suppose that the provision of the public good is started from the period s. If the player j is social entrepreneur, the net payoff to him of the constituent supply game and that of the whole provision stage are defined by UjE and by Ej(s), respectively. If, on the other hand, this j player is a consumer, his payoff of the constituent game and that of the provision stage are denoted by UjF and by Fj(s), respectively. They are defined by Eq.(16) and (16)’, respectively.  
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Fj(s) = 
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where it should be noted that both are discounted to the initial period of the whole game.   
In what follows, it is assumed that at least one member of the society prefer playing the role of a social entrepreneur to that of a consumer in the provision stage. Of course, it is not enough for them to be willing to take on the managing work, since they have to count in the cost of the organizing work under the condition of incomplete contract, before they choose becoming the social entrepreneur at the beginning of the organizing stage.

When the organization work and its cost are counted in, in order to examine the whole process and to derive the characteristics of the best candidate of the social entrepreneur, two types of game models, i. e., a race game and waiting game, are examined, depending on whether candidates for the social entrepreneur rash to be the first for the leadership or they reluctantly come into being in the end. In the organizing stage, the social entrepreneur has to bear the cost of the organizing work, denoted by Cj, if the j player takes on the organizing wok. When this cost is counted in, the net payoff to the social entrepreneur may be larger or smaller than the payoff obtained if he is a consumer. Roughly speaking, if the former case prevails, then he is in a race game. If not, but if taking the leadership is preferable to what the status quo brings about to him in the end, then he is in a waiting game.  

5-2. Race Game

The first condition for the race game to be played is that at least two players, denoted by j and k, come into being. The second condition is that both of them have to meet their participation constraints and incentive-compatibilities, which are formulated as follows: (i) Ei(s) – Ci(h)≧0 and (ii) Ei(s)–Ci(h)≧Fi(s), i= j or k, where h is the initial period from which the organizing work is started, their reservation utility, Ii, is omitted, and the functional forms of Ci are formulated according to each game structure later. In this sub-section, only two candidates for the social entrepreneur are assumed to come into being, for expository purpose. It is easily generalized to the case of more than two candidates.

The Assumptions and Game Structure
 

   Two candidates, called j and k, have to clear the organizing stage as soon as possible. The player who organizes other n members of the society in the first can win this competition in the organizing stage, and monopolizes the provision of the public good in the provision stage. It is because one entrepreneur is enough to organize those members. Both candidates have to organize n members in order to pass through the organizing stage, but each has his own targeted goal line less than n, thanks to his existing human networks formed by now. Let’s assume that the j and k candidate have to organize Nj 0and Nk0 members, respectively, both of which are equal to or less than n. The j and k candidate can organize Wj(a) and Wk(b) members by his organizing effort a and b, respectively, where it is assumed, as usual, that Wj(0) =Wk(0)= 0, Wj’ >0, Wk’ >0, and Wj”< 0, Wk” < 0.
Let’s suppose that the organizing process is started by the first move of the j player, and after observing it, the k player carries out his work, in turn. Define Njt (Nkt ) as the number of those society members who remain to be organized by the j (k) candidate at the beginning of t period of the organizing stage. Then, we can describe a series of the organizing efforts as follows: After the j candidate has spent his t-th effort at, the unorganized number for each candidate at the beginning of the t+1 period are as follows:

Nj2t-1 = Nj2t-2 – Wj (at), and 

 Nk2t-1 = Nk2t-2 ,  for odd t .

On the other hand, after the k candidate has spent his t-th effort bt, those unorganized numbers are as follows:

    Nj2t-1 = Nj2t-2, and 

    Nk2t-1 = Nk2t-2 – Wk (bt), for even t.

If the j (k) candidate can get Njt ≦0 (Nkt ≦0) with the smaller t, then j (k) wins this organizing race. 

   If the j candidate wins the organizing race with his effort expenditure at the t period, and monopolizes the managing work from the period t+1 onward in the provision stage, then the payoff to the player j of the whole game, denoted by 
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If, on the contrary, the organizing process is finalized by his opponent player at the period t, he can not win the organizing race, and his payoff, denoted by
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It should be remembered that in both cases, the cost to organize is sunk. The payoff to the k candidate is defined in the same way, mutatis mutandis. 

   Then, the unique subgame-perfect equilibrium of the above race game can be proved to exist, which is summarized by Lemma 7. 

Lemma 7: Suppose two candidates for the social entrepreneur, denoted by j and k, have to organize Nj0 and Nk0 members, respectively, in order to monopolize the leadership for collective action. Then, the candidate with a higher efficiency at the organizing work (Wj or Wk), lower number of unorganized members (Nj0 or Nk0), higher discount factor (λj or λk), and higher net benefits (Ej or Ek,),which is represented by θ, is the first to win the race. Only one of those two candidates launches into the organizing work, and the other candidate drops out at the beginning of the race. These strategies are the subgame-perfect equilibrium, and it is unique.    
Proof:  First of all, define a sequence of D0, D1, …, Dh  as follows: D0 = 0. For h ≧1, Dh is the maximum D such that the inequalities
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can be satisfied jointly in a1, a2, …, ar for some r. That is, Dh is the maximum distance from the finishing line that the player j can cover with a sequence of a1, a2, …, ar subject to the condition that the first organizing effort a1 can cover the distance between D and Dh-1, and subject to the net payoff being positive. The same defining procedure is applied mutatis mutandis to the player k by replacing Dh and ai with dh and bi. 

Then, as long as Nj0 ≦Dh or Nk0 ≦ dh for some finite h, the perfect equilibrium exists if and only if there are only four possibilities; (i) For some h≧1, Nj0 ≦Dh and Nk0 > dh, then the player j wins. The player k bids zero. (ii) For some h≧1, Nj0 >Dh and Nk0 ≦ dh, then the player k wins. The player j bids zero. (iii) For some h ≧0, Dh < Nj0≦Dh+1, and dh< Nk0≦dh+1, then the player j (k) wins if it is the player j’s (k’s) turn to bid. (ⅳ) For any h≧0, Nj0 >Dh and Nk0 > dh, then both players always bid zero. 

   The last forth possibility is deleted because of the condition of the race game in this section. Furthermore, the above perfect equilibrium is unique because Wj and Wk are both a concave function. And it is obvious that for all h ≧1, Dh (dh) is strictly increasing in Ej (Ek) and Wj (Wk), and that for all h ≧2, Dh (dh) is increasing in λj (λk). The above model and lemma can be straightforwardly generalized to the case of n players. The essential characteristics of the race game of this section are the same as the patent race model of Harris and Vickers (1985). Q.E.D.

From the above lemma, we can infer that as far as the conditions of the race game are met, the society member who is talented for the best mix of (i) competence for leadership, represented by the efficiency at the managing and organizing work, (ii) high valuation on future, represented by
[image: image118.wmf]i

l

, (iii) his own existing human networks, represented by Ni0, and (ⅳ) more persuasive negotiation skills to fix Ѳ, is the first to stand up for the leadership or entrepreneurship for collective action. 

5-3. Waiting Game
The conditions for the waiting game in a discrete time
 to be played are defined as follows: (i) that every member wants someone else to take on the leadership rather than he or she does it, (ii) that if he has to take on the leadership, then the sooner, the better, and (iii) that waiting is better than tying. In the waiting game setting, accordingly, the problem is not only who, but also when to stand up for the leadership. In this sub-section, the waiting game is formulated in a discrete time framework in order to adjust to the race model in the previous sub-section.

The Assumptions and Definitions:

Every candidate for the social entrepreneur has to organize other n members. It is assumed that it takes a time-interval, denoted by Δ periods, to finalize the organizing work. The player j has to spend ωj to finalize the work of one period in terms of the numeraire. ωj is assumed to be constant. Before he carries out the organizing work, however, he has to spend some time and energy on creating ideas and making strategies. It is assumed that they, denoted by κj in masse, are done at the beginning of the period in which he launches into the organizing work. Thus, denoting by Cj (t) the total cost to the j player of the organizing work when he launches into it just at the period t, it is defined by (19).
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   The payoff to the j consumer when some other candidate launches into the organizing work at the period t, denoted by 
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, is defined by (20). (In what follows, the status quo utility level, Ij,, is set at zero to save space.)
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On the other hand, the payoff to the j player, 
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, when he himself takes on the leadership at the period t, is defined by Eq.(21). 
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The Conditions for the Waiting Game in a Discrete Time:

   The exact conditions for the waiting game to be played are defined as follows.

   (C.1) 
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of (C.3) is the payoff to the player j , when both two players launch into the organizing work at the period t at the same time. 

The essential nature of the first condition (C.1) is that the payoff to the follower, which is realized from Δ-periods later onward, is larger than the payoff to the leader. In the third section, we assumed that 
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 for some j. Therefore, this first condition requires Cj to be large enough to offset the accumulated values of this difference. 

On the other hand, the second condition (C.2) means that if the player j has to take on the leadership, the sooner the better. This requirement is satisfied as long as the benefit obtainable from the public goods is large enough relatively to the cost of the organizing work. The third condition (C.3) insists that the payoff of tying is smaller than the payoff of waiting. This condition is justified because the payoff of tying can be assumed to be less than the payoff of leading
 which is less than the payoff of waiting due to (C.1). 

The Analysis:
Define 
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 ≦ T –Δ. It is because, only after Δ-periods of the organizing work, the public goods are provided. Then, without loss of generality, those n+1 members can be re-numbered in order of 
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 is interpreted as follows: Just before the period 
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, the j player had better stand up, conditional on anyone having not taken the leadership, but from that period onward, he had better wait until the end period T. Thus, it is a measure for the impatience of the j player to stand up, conditional on any others having not yet done it. In what follows, we have to examine the relation between the value 
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 and the best candidate for the social entrepreneur. First of all, we can prove the existence of the subgame perfect equilibrium of the waiting game, summarized by Lemma 8. 

Lemma 8: As long as 
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 the strategy profile whose strategy of the player 0 is to stand up at the first period is the subgame perfect equilibrium of the waiting game. 

Proof: The condition, 
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is met, because of (C.2), and because of the assumptions that at least one player meets the participation constraint. Then, the Theorem 6.2 of Hendricks and Wilson (1985) supports the proposition of this lemma. Q.E.D.

The above lemma insists that there is the subgame perfect equilibrium in which the most impatient member of the society stands up first for the leadership for collective action. Next, let’s derive the characteristics of this most impatient player. For this purpose, insert (19) into (21), and then we obtain Eq.(22).  
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Then, from Eq.(22) and definition of 
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, we can derive the characteristics of the best candidate for the social entrepreneur, which are summarized by Lemma 9, as follows. 

Lemma 9:  The higher efficiency at the managing work, represented by φj, the higher efficiency at the organizing work, represented by ωj, the higher ex ante investment, represented by κj, the higher valuation on future, represented by λj, and the higher salary, represented by θ, then the higher 
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 because the other parts of the lemma are easy to prove. By differentiating (22) with respect to 
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Thus, an increase in λj brings about an increase in τj.   Q.E.D.
The above lemma leads to the conclusion that the player with the best mix of those characteristics is the first to stand up for collective action.  
6. The Conclusions and Some Implications

Some leadership or entrepreneurship is indispensable for achieving any collective interests, and the social entrepreneurs are the key player who takes on the leadership. The leadership of the social entrepreneur is mainly comprised of his organizing work and managing work. In accordance with this classification, I divided the whole process of providing public goods into the organizing stage and provision stage. However, the organizing work and the managing work are faced with an incomplete-contract problem and agent problem, respectively. The traditional concepts of “business entrepreneur” and “political entrepreneur” are an institutional response to the incomplete-contract problem in the arena of for-profit-business and in the arena of rent-seeking politics, respectively.  In both arenas, the so-called “residual claimers” incentives have been acknowledged as a solution to that problem. On the other hand, even in those arenas, the agent problems have remained to be solved, in spite of various attempts at designing incentives contracts and/or monitoring schemes. 

The political entrepreneur is a justifiable metaphor of “for-profit-business” entrepreneur, in the sense that the former pursues selfishly “political profits” such as privileged benefits and status as his residual claims, just like the latter pursues monetary profits as its own residual claims. However, those traditional concepts presuppose either that both types of entrepreneurs gain no benefit from the collective interests they are achieving. Therefore, unless some other residual-claims on a par with pecuniary revenues can be devised, the traditional concepts of entrepreneurs cannot find out any solution to the question of who can take on the leadership, and thus the logic of “free-riding on leadership by someone else” is reinforced. 

The social entrepreneur, on the other hand, gains some benefit not only from pecuniary incomes but also from the collective interests his leadership is achieving. If, therefore, he can secure more benefits from the collective interests themselves, he prefers spending more of his human and/or physical resources on taking the leadership for the collective interests, at the cost of pecuniary incomes, because his costly works, if not all, can be rewarded with the benefits of the collective interests. The participation constraints on pecuniary payoff become looser, and thus the social entrepreneur can enhance the utilities of other society members, compared with other types of entrepreneurs. 

However, the leadership for collective action is quite often so costly as to discourage all of the society members from taking it on first. In order to get over such an incentive problem, candidates for the social entrepreneur have to be able to design and undertake appropriate incentives-schemes so as to be able to reward for all of his costly works. The “eco-goods” are an example for those schemes. The game models to describe the whole process of such a collective action are classified into a race game and waiting game. Then, we are faced with three questions as follows: (i) what type of scheme is the more efficacious means of financing for collective action, (ii) how the agent problem with the financing can be solved, and (iii) what type of the society member stands up first for the leadership for collective action. 

Firstly, this paper showed both the relative efficacy of the eco-goods scheme to the contributions scheme, and that of the eco-goods to pure commodities, in terms of the output level of collective goods and the utility level of the society. 

Secondly, this paper proved that the agent problem with the eco-goods scheme can be alleviated by the not-for-profit constraints. We showed that not-for-profit organizations have their own rational foundations.

Thirdly, this paper derived the main characteristics of the best candidate for the social entrepreneur, according to which, for not only the race but also waiting game, a society member equipped with the best mix of (i) higher efficiency at the organizing work, (ii) higher efficiency at the managing work, (iii) higher valuation on future, and (ⅳ) persuasive skills for fixing his salary, is likely to stand up first to take on the leadership for collective action. 

In the waiting game, the ex ante investment in human capital, the cost of which is represented by κj, is another factor to determine the best candidate. The more capable or talented, the lower the cost is. In the case of the race game, an initial condition is another crucial factor. It is the extent of human networks which have been formed by each candidate before the game begins. The candidate with more extensive network has an advantage over his competitors. Many of “junior politicians” and bureaucrats-turned politicians have such an inherited advantage in political arena. In a similar way, junior business entrepreneurs and those entrepreneurs who have business networks in advance have an advantage of saving the organizing work over his competitors.  

   If the characteristics of the best candidate for the social entrepreneur are a common knowledge, we can launch into social or educational projects for bringing up those candidates for the social entrepreneur. According to the analytical results of this paper, they should be enlightened so as to be talented mainly (i) for sympathy with collective interests, (ii) for competence for the organizing work and managing work, and (iii) for future-oriented way of life. The first talent is required for the social entrepreneur to have preferences for collective interests. The requirement of the second talents is obvious, but the talent for the organizing work can not be emphasized too much. The third talent is required, because the social entrepreneur has to be able to take into consideration as long-run effects as possible, in particular, when he is concerned with ecology or sustainability problems of our communities. 
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Appendix: Institutional Change and Entrepreneurs

Decision-making and its behavior-pattern are classified into (i) the adaptive response and (ii) creative response, according the terminology of J. A. Schumpeter (Schumpeter, 1947).
 The adaptive response is quantitative response to external environments. It does not change parameters such as technologies, preferences, and social frameworks. On the other hand, the creative response means qualitative or institutional change to external environments. It changes institutional frameworks or parameters such as technologies, preferences, and social organizations. This creative response can be brought about by the leadership of entrepreneur. He is an agent who takes on the leadership for the creative response. In this sense the entrepreneur can and should come into being in every social organization and in every field. But the terminology of entrepreneur is too general. In this paper I classify entrepreneurs into (i) business entrepreneur, (ii) political entrepreneur, and (iii) social entrepreneur, and compare them from the perspective of each objective function. I begin with the definition given by Schumpeter.

1. The Concept of Entrepreneur defined by J. A. Schumpeter

The creative change is realized by the carrying out of a series of “new combinations.” They are consisted of the following five factors: (1) the introduction of a new good and / or a new quality of a good, (2) the introduction of a new method of production, (3) the opening of a new market, (4) the conquest of a new source of suppliers, (5) the carrying out of the new organization of any industry (Schumpeter, 1934, pp.66).

The entrepreneur is an agent who takes on the leadership for the new combinations. The most important function of the entrepreneur is to change the existent parameters to survive new external conditions. For this purpose, he has to be able to make the design of a newly targeted situation (imagination power), influence the other persons and carry out some schemes to achieve the design. The targeted situation is always haunted by uncertainty more or less, and so the imagination power is important. The qualifications required for the entrepreneur can be summarized as the imagination power and influential power. 

Schumpeter insisted that the motives for the entrepreneurship are (1) the dream and will to found a private kingdom or dynasty, (2) the will to conquer, and (3) the joy of creating (Schumpeter, 1934, pp. 93-94). Only the first of those motives is a pecuniary motive. It is called the “entrepreneurial profit.” This entrepreneurial profit excludes any risk premium (interest and distributed profit), managerial incomes, and land rents. It should be called a quasi-rent. 

According to the above motivations, the entrepreneur is compensated for his costly leadership functions not only with pecuniary rewards but also with some mental satisfaction such as the joy of creation itself and of achievement itself. But these latter motives are a necessary qualification required for any creator rather than motives. Without such qualification, nobody can create something original. So, we have to pick out the first pecuniary motive, i.e., the entrepreneurial profit, as the main motive for the entrepreneurship of a Schumpeterian type.   

Regarding the above concept, we have two points to criticize. First, the new combinations should be divided into those to create something new and those to redistribute industrial outputs. The latter refer to the fifth factor (the carrying out of a new organization, such as the formation of monopoly) defined above. This latter type of activities is of a mere redistributions nature, which belongs to a coalitional collective action but not to productive activities. 

Secondly, Schumpeter did not investigate the problem of incomplete contract in which the entrepreneur is involved. As he pointed out, any of new combinations requires the undertaker to spend ex ante energy and effort prior to the stage of managing it. That energy and effort are more or less relation-specific and non-justifiable, even if observable. So, the undertaker is not necessarily assured of compensation for or reward to his effort and energy expenditure. Then, he may loose the motive to undertake the new combination. 

As to the problem of incomplete contract, business entrepreneur can solve it not so hard, because as long as the new combination is successful, he can obtain the entrepreneurial profit as reward to his effort. This is called “residual-claimers” solution, and Schumpeter did not have to mention the problem. 

2. Entrepreneur and Profit; Definition of F. Knight
F. Knight classified uncertainty into the measurable and unmeasurable one.
 The measurable uncertainty is objectively evaluated by objective probability, and the unmeasurable uncertainty is estimated only by subjective probability. He calls the former risk, and the latter uncertainty (Knight, 1921, pp.233). The risk is evaluated by a priori probability or by statistical probability. But the uncertainty has no objective basis to evaluate it. Of course, any decision-maker makes effort to reduce the uncertainty by the methods of “grouping” and “specialization.”

When an economic organization is engaged in production and sales, the revenue surpassing all contracted incomes is brought about by the uncertainty and Knight calls it profit. Here, the contracted incomes consist of not only the cost of material inputs but also the incomes accruing to suppliers of productive services such as labor, land, capital, and managing work. All of those services are of a routine type. The income level of each service is determined by competitive market, and objectively evaluated. 

The uncertainty elements are created by unusual effort beyond the routine level, made by entrepreneurs, for example. In this sense, the profit is a reward to the function of entrepreneurship called the innovation or new combination, which, however, must be unforeseen in order to meet the Knight’s definition of the profit. But Knight did not make it clear what bring out the uncertainty in general. A sheer luck can bring about a profit according to his definition. If so, his definition of the profit is in conflict with that of Schumpeter.  

3. New Institutional Economics Approach to Institutional Change  
As Schumpeter put it, human responses to external environments are classified into (i) the adaptive response and (ii) the creative response. Douglass C. North repeated this classification by saying that the maximization behavior of a firm takes (i) the form of selecting an optimal outcome under the existing conditions, and /or (ii) the form of changing those conditions (North, 1990, Chapter 9).
 He called the efficiency for the former case allocation efficiency, and that for the latter adaptive efficiency. 

In order to evaluate the net effect of institutional change, we have to calculate not only transformation cost (the cost of direct production) but also transaction cost. The transaction cost is composed of (i) the cost to measure the quality and attributes of outputs and (ii) the cost to monitor and execute contracts. If supply system under an institutional form is expected to yield the higher net payoffs than those under other institutional forms based on the calculation of the above two types of costs, then that system is selected. Here we have to keep in mind that those costs are influenced by institutional forms. In this respect, market regimes may not be efficient, if the transaction cost for them is too expensive. 

According to North (1990), a change in the net payoff is determined by a change in relative costs and preferences. And the change of the relative prices and preferences are initiated by the creativity of entrepreneurs;

Organizations and enterprises are agents for institutional changes, and decide the course of the changes (North, 1990, Chapter 9). 

When the entrepreneur launches into a creative response, he has to make some image of a newly created institutional environment, i.e., conscious foresight. He has to pursue this image, even if it is uncertain. 

   Furthermore, what types of courses are pursued is dependent on the existing institutional conditions (path-dependency), because they specify the contents of the incentives for innovative effort by entrepreneurs. The effort may be directed at non-economic activity such as politics, if political institutional changes ensure them the best payoff under the existing conditions. One of the reasons why many underdeveloped countries remain backward is that innovative efforts are directed at redistribution but not production. In order to strengthen the adaptive efficiency, therefore, the existing institutional structures must be able to give incentives for the leadership to take the initiative to create a new institution that can adapt to new environments. 

Whilst Douglas C. North pointed out the influence of institutions, not only formal but also informal ones, on the efficiency of governance or contract types from the standpoint of both transformation and transaction costs, Oliver E. Williamson focused mainly on the influence of formal institutional environments on the governance or contract types (Williamson, 2000).
 He associates several key ideas with the New Institutional Economics. The most basic is the hypotheses on human actors, in particular, that referred to as bounded rationality. This makes contracts incomplete and conscious foresight uncertain.

But the bounded rationality should be attributed to the cost of collecting information a la Hayek (1945),
 which is one of the transaction costs. So, the logical relation should be as following: The high information cost makes decisions based on bounded-rationality a rational decision, and makes incomplete contracts a rational contract, and makes conscious foresights an uncertain one. 

We can trace the origin of the new institutional economics back to Demsetz (1964, 1967).
 He recognized the establishment of any property right system as the setting up of an institutional form. He derived clearly the thesis that a property right system is developed to internalize externalities when the gains of internalization become larger than the cost of internalization. Here, the cost consists of both transformation and transaction cost, and the externalities are resulted from changes in production functions, market values, and aspirations, in short, changes in technology and preference.

Changes in knowledge result in changes in production functions, market values, and aspirations. New techniques, new ways of doing the same things, and doing new things—all invoke harmful and beneficial effects to which society has not been accustomed. It is my thesis in this part of the paper that the emergence of new property rights takes place in response to the desires of the interacting persons for adjustment to new benefit-cost possibilities. (Demsetz, 1967, pp.350)

   However, New Institutional Economics has not taken into due consideration the serious aspect of collective action indispensable for any institutional change. On the other hand, the Olsonian logic of collective action has not examined the incentive aspect of entrepreneurship for collective action. Both approaches can be synthesized by taking the social entrepreneur into consideration. 

� As an exception, see Tullock (1971).


� As to the details of those works for collective action, see Ueda (2003).


� Refer to Wagner (1966) and Frolich et al (1971) as to the political entrepreneurship, to Alchian and Demsetz (1972) as to the for-profit entrepreneur.


� See Bilodeau and Slivinski (1998), Fama and Jensen (1983), and Hansmann (1980).


� Refer to Ueda(2004) as to the details of the social entrepreneur.


� In general, collective goods can be provided as a private good, too. As to how to classify private and public goods, see Ueda (2002). 


� This paper does not take into consideration “profits in disguise” such as perks supposed by Glaeser (2002) and Glaeser and Shleifer (1998), because an objective of this paper is to derive the rational foundations of not-for-profit organizations.


� This assumption may appear optimistic. As Glaeser (2002) pointed out, the manager of a not-for-profit firm can actually appropriate the net proceeds in various disguises. But the purpose of this sub-section is to prove that even without such an appropriation in disguise, his utility becomes higher than under no constraints. Of course, it is needless to say if the possibility of a punishment on appropriation is taken into consideration, the social entrepreneur complies with the constraints.     


� Refer to Harris and Vickers (1985) as to the details of the race game.


� As to the details of the waiting game of this subsection, see Hendricks and Wilson(1985). 


� As to the waiting game in a continuous time, Bilodeau and Slivinski (1996), and Hendricks et al.(1988). 


� For example, assume that � EMBED Equation.3  ���=� EMBED Equation.3  ���.  


� Schumpeter, J.A., “The Creative Response in Economic History,” Journal of Economic History, Vol.7, No.2, Nov. 1947, pp.149-59.


� Schumpeter, J.A., The Theory of Economic Development, Oxford; Oxford University Press, Reprinted in 1978.


� Frank H. Knight (1921). Risk, Uncertainty, and Profit, Chicago; University of Chicago Press, printed in 1971.


� Douglass C. North, Institutions, Institutional Change and Economic Performance, Cambridge University Press, 1990.


� Williamson, Oliver, E. “The New Institutional Economics: Taking Stock, Looking Ahead,” Journal of Economic Literature, 38, September 2000, 595-613.


� Hayek, Friedrich, A. (1945). “The Use of Knowledge in Society,” American Economic Review, 35(4), 519-30. 


� Demsetz, Harold.(1967). “Toward a theory of property rights,” American Economic Review, 57(2), 347-59.


Demsetz, Harold (1964). “The exchange and enforcement of property right,” Journal of Law and Economics, 7, 11-26.
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