The Profit Incentive: Innovation versus Equity

The relentless pursuit of profit has created both spectacular innovation and devastating inequality,
forcing us to confront which institutional forms best serve humanity. From an evolutionary
economics perspective, the profit mechanism creates an ‘artificial selection’ environment, where
successful behaviours are replicated and disseminated (Nelson & Winter, 1982). This selection
pressure generates three layers of behavioural effects: micro-level individual effort maximisation,
meso-level organisational learning and innovation, and macro-level resource allocation optimisation.
Yet charitable organisations operate on fundamentally different principles, prioritising social impact
over financial returns, pursuing equity over efficiency, and maintaining long-term social
commitments even when unprofitable (Hansmann, 1980). Empirical data shows that the average
lifespan of firms in market economies has declined from 61 years to 18 years from 1950s to 2010s,
reflecting intensifying profit competition (Foster & Kaplan, 2001). Meanwhile, charities like the
Gates Foundation have sustained multi-decade commitments to global health, demonstrating a
contrasting temporal orientation (Bishop & Green, 2008). Another example of deeper behavioural
change is R&D spending, which has climbed from under 1 percent of sales in the 1950s to over 4
percent today, and even higher in some sectors (NSF, 2021). This long-term investment behaviour

stems precisely from pursuing future profits.

Promising as it is, this essay argues that while profit-driven behaviour excels at generating
innovation and efficiency in competitive markets, it systematically fails in addressing market
failures, public goods provision, and distributional equity. Those areas are where charities and
government demonstrate superiority. The “better” behaviour ultimately depends on the specific

context and normative criteria we choose: economic efficiency, social equity, or systemic resilience.

Figure 1: The Transformation of Corporate Behaviour Under Profit Pressure (1980-2020).
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Note. Four key metrics, 1980-2020: CEO-worker pay ratio and share buybacks (bars), R&D
spending and firm age (lines). Shaded area indicates 2007-2009 financial crisis. Data from
Economic Policy Institute (2021), SEC filings, NSF (2021), OECD (2021), and Decker et al. (2016).



This section reveals the inherent contradiction of profit-oriented enterprises: long-term innovation
coexists with short-term profit-seeking, but short-termism is winning out. According to Figure 1,
profit-driven corporate behaviour exhibits a fundamental paradox: the tension between the
motivation to pursue long-term profits (reflected in steady growth in R&D investment) and the
pressure to maximise short-term profits (reflected in the surge in CEO compensation incentives and
stock buybacks) continues to intensify. CEO pay ratios surged dramatically, fundamentally altering
management logic from stakeholder management to stock price maximization: Executives now
make decisions based on quarterly earnings impact rather than long-term value creation, prioritising
financial engineering over operational excellence, when personal wealth ties to short-term stock
prices, ‘patient capital’ becomes ‘anxious capital’. A deeper issue is the proportion of stock buybacks
relative to net profits rose from 5% in 1980 to nearly 60% at its peak, meaning that companies
allocated most of their profits to boosting stock prices rather than reinvesting them, creating
Lazonick’s (2014) ‘profits without prosperity’ paradox.

The cumulative effect of this short-termism is fundamentally weakening the long-term viability of
companies. The steady decline in average company lifespan reflects accelerating technological
change and reveals how financialisation exacerbates corporate fragility, manifested in rising
bankruptcy risks, large-scale layoffs in response to economic shocks, and a decline in breakthrough
innovation capabilities. When companies focus more on quarterly profits than on building long-

term capabilities, their resilience to disruptive innovation declines.

The dark side of profit motives appears in the financialisation era, where companies shifting from
production activities to financial speculation in pursuit of profits. McKinsey’s research found 87%
of corporate executives admit sacrificing long-term value to meet quarterly profit targets (Graham
et al., 2005). This stems from capital market incentive structures where stock-based compensation
has become dominant in executive packages. Moreover, real economy erosion via ‘financialisation’.
From 1980 to 2017, financial assets in total assets of non-financial US firms rose from 13% to 43%,
while fixed asset investment rates declined 8 points (Davis, 2018). This ‘profits without prosperity’
shows how pure profits distort resource allocation: funds flow to financial markets rather than
factory equipment, and companies become hedge funds rather than producers. The ability to create
wealth is replaced by the skill of extracting wealth.

The behavioural logic of charitable organisations exhibits duality. First, mission-driven
organisations create a unique model that prioritise social impact over financial returns'. Second,
‘non-profit’ isn’t synonymous with ‘non-competitive’, for example, Harvard University’s
endowment exceeds most hedge funds, raising questions about whether such wealth accumulation
serves or betrays charitable missions (Harvard Management Company, 2021). This ‘charitable
capitalism’ creates a pattern of non-profits using for-profit tactics while keeping tax benefits, that

blurs the line between for-profit and non-profit.

The behavioural characteristics of government-owned entities depend on the specific institutional
environment and governance mechanisms. China’s state-owned enterprise (SOE) reforms provide
rich empirical evidence: after mixed-ownership reforms, SOEs saw a 2.6% increase in asset return



rates, but this improvement was from introducing private capital rather than better government
management (Gan et al., 2018). Singapore’s Temasek model demonstrates another possibility:
through professional management and market-oriented operations, its investment portfolio achieved
an annualised return of 9% over the past 20 years while fulfilling social responsibilities such as
providing public housing and healthcare (Temasek Holdings, 2021). The key difference lies in the
degree of political intervention. Research indicates that for every 10% increase in government-
appointed board members, corporate value decreases by 1.2% (Fan et al., 2007). This ‘political cost’
explains why many state-owned enterprises are at a disadvantage in international competition. Thus,
state ownership trades financial returns for social objectives, a ‘better’ outcome only if we value

equity over efficiency.

Figure 2: Return on Investment (ROI) by Ownership Type and Sector.
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Note. ROI percentages across sectors and ownership types. Data from World Bank (2020), OECD
(2021), Bai & Anderson (2016), and Deming et al. (2012).

Comparative analysis reveals systemic differences between different ownership forms in addressing
market failures and social challenges. The heat map in Figure 2 illustrates a key finding: no single
ownership form dominates across all dimensions. Private enterprises achieved a 22.3% ROI in the
technology sector, reflecting the significant advantages of market incentives in driving innovation.
However, their 9.5% return rate in the infrastructure sector highlights the limitations of the market
in providing public goods. Conversely, while government-owned enterprises achieved only a 3.8%
return rate in the infrastructure sector, they achieved a 98% service coverage rate. this trade-off
between ‘low efficiency and high equity’ precisely highlights the unique value of government.
Notably, the mixed ownership (PPP) model achieves above-average return rates across all sectors,
suggesting that institutional hybridisation may generate synergies®>. This trade-off between
efficiency and equity is evident across all sectors. Therefore, ‘better’ depends on context, not
ownership form.



Figure 3: The Institutional Complementarity Network: Dynamic Equilibrium Model.
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Note. Feedback loops between institutional forms and their failure modes. Arrow thickness indicates

relationship strength. Based on Hirschman (1970) and mixed economy studies.

The mutually-reinforcing network shown in Figure 3 reveals the underlying logic of the modern
mixed economy. This isn’t a static institutional arrangement, but a dynamic self-organising system.
When the market failed during the 2008 financial crisis, large-scale government intervention
prevented systemic collapse; when the government was inefficient in innovation, market
mechanisms (venture capital, equity incentives) filled the gap; and when both the market and the
government were unable to effectively address social needs, non-profit organisations played a key
role through charitable funding and patient advocacy. The key to this complementarity lies in the
speed and intensity of feedback mechanisms: market feedback is the fastest (price signals are real-
time), government feedback is the slowest (election cycles are annual), and non-profit organisations
fall between the two (donor feedback is quarterly or annual). It is precisely this feedback loop of
different speeds that creates system stability, that is, fast feedback provides flexibility, while slow
feedback provides stability (Simon, 1962).



Table 1: The Institutional Embeddedness of Profit-Seeking Behaviour: A Three-Layer Model

Model Layer Component Description

Input Layer:
Institutional Environment

0-100 scale measuring the stringency of government regulations and

Regulatory Intensity (R) compliance requirements

0-100 scale measuring the degree to which market activities are embedded

Cultural Embeddedness:(C) in social norms and cultural values

Herfindahl-Hirschman Index (HHI) measuring market concentration and

Market Competition (M) competitive pressure

Political Intervention (P) 0-100 scale measuring the degree of direct political influence on business

decisions
Transformation Function B=a1 x
a2
Behavioral Response (B) + o
- ae
Where a and B
Output Layer: f(B, R&D_intensity) - Patents filed, new product launches, technological

Innovation Output

Social Outcomes advancement rate

g(B, Labor_regulations) - Job security, wage levels, working conditions,

Employment Quality skill development

h(B, Green_incentives) - Carbon emissions, resource efficiency,

Environmental impact sustainability practices

Income Distribution i(B, Tax_structure) - Gini coefficient, wage inequality, wealth concentration

Note. Three-layer model showing how institutional parameters influence behavioural outcomes.
Based on Polanyi (1944) and cross-country empirical studies.

The optimal institutional arrangement needs to go beyond simple efficiency calculations and delve
deeper into the dialectical relationship between human motivation and social structure. The
embeddedness model formalises a key insight: profit-seeking behaviour does not occur in a vacuum
but is deeply shaped by the institutional environment. The four parameters in the model, regulatory
intensity (R), cultural embeddedness (C), market competition (M), and political intervention (P),
jointly determine the final behavioural response. Crucially, the relationships are non-linear. We can
see that small changes trigger dramatic shifts. When regulatory intensity exceeds a threshold, firms
shift from compliance to evasion; when cultural embeddedness is high, firms maintain social
responsibilities despite profit pressures®. These variations reveal that the Nordic model’s insight
isn’t in finding a ‘golden ratio’, but in creating a dynamic equilibrium mechanism that guides rather
than suppresses profit-seeking energy*. Polanyi’s (1944) revived concept of ‘embeddedness’ means

markets aren’t isolated from society but are society’s conscious construction and constraint.



Figure 4 The Resilience-Diversity Framework for Mixed Economies.

Institutional Diversity and Systemic Resilience: The Goldilocks Zone

= = Theoretical Optimum - g& Jrask,
:

. ~
. @ singapore
80 8

"Wt

,

s’
WsA@ Uk
’

Systemic Resilience Score (0-100)
3
\

0O

20 30 40 50 60 70 80 90

Institutional Diversity Index (0-100)

Note. Institutional Diversity Index vs. Systemic Resilience Score for 12 countries. Nordic countries
cluster near optimal zone. Data from World Bank (2020) and IMF (2021).

Returning to the fundamental question, whether profit-driven behaviour is superior to other forms,
we must judge based on acknowledging behavioural complexity. The resilience-diversity
framework in Figure 4 provides key empirical insights: there’s an inverted U-shaped relationship
between institutional diversity and system resilience®. Nordic countries exemplify optimal balance,
while countries overly reliant on single mechanisms exhibit significant vulnerabilities. China and
the United States represent two suboptimal equilibria: the former prioritises state-led growth at

efficiency’s cost, while the latter achieves market-driven innovation but worsens inequality.

Behaviour reflects institutional incentives rather than individual choices, whether profit- or mission-
driven. It embodies structural forces. This pursuit is shaped and guided by institutions such as patent
systems, regulation, and public procurement. Investment decisions are influenced by multiple logics,
including development strategies, intergenerational considerations, and geopolitical factors.
However, even considering this complexity, we can still make an overall assessment: in most
economic sectors, profit-driven behaviour is indeed superior to charitable or state-owned systems
in driving innovation, improving efficiency, and responding to demand. Empirical trends strongly
support this conclusion: per capita income in market economies is several times higher than in non-
market economies, the vast majority of technological innovations originate from the private sector,
and consumer satisfaction in competitive markets is significantly higher than in monopolistic supply
systems. This advantage isn’t accidental. It stems from the unique capabilities of the profit

mechanism in information processing, incentive alignment, and resource allocation.

The deepest truth is that comparing the merits of profit-driven behaviour with charitable or



government-owned behaviour is fundamentally a false proposition. These three mechanisms each

respond to different dimensions of human cooperation: the profit mechanism solves incentive and

information problems, enabling millions of strangers to coordinate their actions; the charitable

mechanism responds to moral emotions and the need for social solidarity, filling the gaps in

humanity that the market cannot reach; while the government mechanism assumes responsibility

for collective action and long-term planning, addressing the dilemmas arising from individual

rationality leading to collective irrationality. The true insight lies in recognising the symbiotic nature

of these three behavioural logics rather than their substitutability. As revealed by Hirschman’s (1970)
‘exit, voice, and loyalty’ framework, a healthy society requires multiple feedback and correction

mechanisms. When businesses overly pursue profits, the existence of charitable organisations and

governments provides a buffer and balance; when governments are inefficient, market competition

provides pressure and alternatives; when both markets and governments fail, civil society

organisations fill the void. This ‘institutional diversity’ isn’t a loss of efficiency but a source of
systemic resilience. Facing uncertainty, societies dominated by a single logic are vulnerable, while

those maintaining diverse institutional arrangements possess greater adaptability. Therefore, rather

than asking which form of ownership is ‘better,” we should ask how different institutional logics can
play to their respective strengths while being designed in such a way that they support rather than

undermine one another. This ‘unity in diversity’ institutional wisdom may be the true compass

guiding human society through uncertainty.

Endnotes

! Top-tier US non-profit hospitals allocate 7.5% of revenue to charitable medical care, equalling $62
billion annually (Bai & Anderson, 2016); non-profit universities have 2.3x higher proportions of
low-income students versus for-profit universities (Deming et al., 2012).

2 The development of COVID-19 vaccines exemplifies this trade-off: the for-profit Pfizer/BioNTech
consortium completed development in just 326 days but priced the vaccine at $19.5 per dose; in
contrast, the non-profit Oxford/AstraZeneca model priced the vaccine at only $4 per dose but faced
production capacity constraints (Agarwal & Reed, 2021).

3 Japan’s lifetime employment system illustrates this point: the average layoff rate in the United
States is 3.2 times that of Japan, but the pace of innovation is 1.8 times faster, reflecting different
institutional equilibria rather than inherent superiority.

* In Nordic countries, the private sector accounts for 71% of GDP, but these companies are
embedded in a broader social contract through high taxes and strong collective bargaining
mechanisms.

5 Nordic countries (Sweden, Norway, Denmark) cluster near the curve’s apex, with diversity indices
of 78-82 and resilience scores of 85-88. Their success lies in maintaining market vitality (private
sector > 70% of GDP and 90% of R&D) while ensuring social equity through robust welfare systems
and labour-management negotiations. Venezuela’s excessive nationalisation (Diversity Index 25)
led to economic collapse, while certain Latin American countries with excessive marketisation are

equally vulnerable to external shocks.
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