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Abstract

A typology of the principal conceptions of loyalty and behavioral
agency in economic theory is developed. Three distinct modalities
are identified: first is structural loyalty—essentially an incentive-based
approach to limit the temptations of disloyal conduct by agents moti-
vated exclusively and unrelentingly by the pursuit of their self-interests;
second is characterological loyalty, which seeks to encourage or enlist
persons with perceived loyal character or preferences for pursuing ob-
servationally loyal actions and choices. Pursuit of self-interest con-
tinues to motivate behavior but these agents may possess a sense of
loyalty to others. Moving away from incentives and preferences, a third
modality is suggested, behavioral loyalty, i.e., other-regarding behav-
ioral obligations and adherence to the conduct rules that, unlike the
first two modalities, may contravene the imperatives of self-interests.
An application of the typology in law & economics scholarship is then
offered, followed by a brief conclusion.

1 Introduction

All economic models of exchange entail a theory of loyalty. Although often
implicit, one of three theoretical tracts becomes apparent on close inspec-
tion. First, and most frequently, questions of disloyalty are viewed struc-
turally (rather than characterologically or behaviorally) in models occupied
by economic agents unable to choose or act in any manner than that dictated
by narrow self-interest. These agents unsympathetically pursue their own
interests, unrestrained by the interests of others or by other independent
values.! They may allow for the theoretical possibility of loyalty in others,
but treat it as a nonbinding constraint over their own actions and choices,
much as a man in a vacuum can recognize a theory of gravity while gravity
itself exerts no force on him. In the moral vacuum of their internal work-
ings, loyalty, or what appears to be so, is determined entirely by external
structures and the contexts where these agents find themselves.



In place of context or situation, the second theoretical tract accounts
for loyalty in terms of personal character. Loyalty is treated as an aspect
of an economic agent’s identity or personality, or more formally as a direct
expression of preferences. Recognizing that preferences are malleable, this
approach expands the scope of loyalty in interesting and distinct directions
from that of the structural approach. One way to see the difference between
characterological and structural loyalty is that the latter seeks to discourage
disloyalty while the former aims to encourage loyalty. There is more to
this difference than semantics. Safeguards and incentives are used to deter
behavior that would occur in their absence, behavior that (even if rational
or natural) is considered disloyal. Safeguards and incentives are unnecessary
when actors are virtuous, possessing good character or having preferences,
for whatever reason, to engage in behavior that seen as loyal. Loyalty in this
case is realized by influencing an individual’s character, values, tastes and
preferences or by empowering individuals who already possess these positive
traits.

Lastly, and most provocatively, the third tract looks at loyalty in light
of behavioral commitments to relationships or associations or, more gen-
erally, to rules of conduct. These behavioral commitments, according to
proponents of this approach, are explained neither by context nor charac-
ter alone. They suggest a view of loyalty that goes beyond the situational
determinism and revealed preferences of the structural and the charactero-
logical tracts, respectively. Self-interest is the motor that drives purposeful
conduct when agents take loyal actions or make loyal choices due to the pull
and push of incentives and protective safeguards (structural) or the internal
forces of their individual character and preferences (characterological). But
behavioral loyalty allows for the possibility of self-abnegation and therefore
may dislodge actions and choices from the grip of self-serving behavior taken
for granted in conventional economic thought.

These three theoretical tracts of loyalty in economic theory may be
distinguished from accounts of loyalty and fiduciary law advanced by the
economic analysis of law (i.e., conventional law & economics; discussed in
section 5). Conventional law & economics models of loyalty have largely
relied on economic theory to explain existing legal institutional rules and
practices concerning loyalty and other nominal duties of fiduciaries. Law
and legal institutions in those models are objects, subject to economic anal-
ysis. By contrast, in the bulk of this draft (sections 2, 3 and 4), economics
is the object of analysis; specifically, the aim there is to analyze the ways in
which economists (often implicitly) have theorized the loyalty of agents who
intentionally undertake inadequate or otherwise inappropriate actions and
choices. Hence, “loyalty” here is notionally broader than its conventional
usage in fiduciary law. Across legal jurisdictions there are nominally many
fiduciary duties—including obligations of candor, care, confidence, disclo-



sure, impartiality, among many others—that are sometimes separated and
sometimes subsumed under a common law duty of loyalty. Though useful
in practice as well as perhaps elsewhere, these juridical partitions are not
maintained here. Any intentional failure to exercise adequate care, keep con-
fidences, demonstrate impartiality, avoid self-dealing and so on is treated as
a breach of loyalty here.

A final disclaimer: while loyalty is herein broadly conceived, there is
no aim here to provide a comprehensive survey of its usage in economics.
Theories of class loyalty that animated venerable scholarship by Friedrich
Engels, Karl Marx, and Thorstein Veblen among others are not meaningfully
addressed, nor are more recent price-discrimination models based on brand
or consumer loyalty (and much else besides). Beyond the constraints of
space, an exhaustive review would exceed the scope and purpose of this
draft, which is simply to rough out the principal economics approaches to
loyalty in agency and other relations. That said, the summaries and gloss
on the literature covered will no doubt slight important scholarship and
subtleties. Future drafts will hopefully fill in the most glaring omissions and
fix remediable flaws in the characterization that follows.

2 Structural Loyalty

Modern economic thought was inspired by reflections on the eternal burdens
of disloyal servants. Contemplating the ethics of self-serving agents, seeming
to advance their own interests above those of their one true master, Pierre
Nicole, the seventeenth-century pragmatic theologian, arrived at a radical
insight. Pursuit of individual self-interest, Nicole argued, was not only part
of the divine plan, it is the only part accessible to these fallen servants.
Acting on self-interests could be both moral and an expression of loyalty to
God’s plan. There launch the idea of enlightened self-interest, amour-propre
éclairé, later taking a more secular form in Bernard Mandeville’s profane
The Fable of the Bees (1714), which was then perfected in Adam Smith’s
The Wealth of Nations (1776).2 Self-interest begins, with Nicole, in service
of something greater, yet later with Smith it becomes the sources of ultimate
appeal. “It is not from the benevolence of the butcher, the brewer, or the
baker, that we expect our dinner,” Smith concluded, “but from their regard
to their own interest. We address ourselves, not to their humanity but to
their self-love.”?

Smith’s sober conclusion, however, could only shift, not satisfy, eco-
nomic inquiry into loyalty—that is, not unless butcher, brewer and baker
were each content to work alone. Questions of loyalty, if not to God, were
bound to resurface, “like lumps of butter coaguating in a pail of butter-



milk.”4 Division of labor demands agency. As the marginal costs of transact-
ing through contracts and markets increase individuals will engage the assis-
tance of agents, enlisting them in a manner that cannot be accomplished by
the very contractual and market relations the limitations of which gave rise
to the demand for agency in the first place. Loyalty is non-transferrable and
cannot be procured through markets or by contract.® Loyalty is makeweight,
responding to problems of contracting. When market and contractual in-
centives are inadequate, the loyalty of agents is all that remains, the last
resort of principals and beneficiaries whose welfare is entrusted to agents.

Agency, to be sure, has its own limits. Smith was well-aware of these
limitations. His critiques of apprenticeships, university lectureships and
directorships of joint stock companies characterize all the basic concerns
of so-called “agency problems.”® Smith’s clearest statements on the nature
of agency and loyalty are, perhaps, found in his comments on the governance
of European colonial interest by local agents (i.e., “clerks”) in the Americas
and East Indies:

Nothing can be more completely foolish than to expect that
clerks quite out of sight, should, upon a simple order from their
masters, give up at once doing any sort of business upon their
own account, abandon for ever all hopes of making a fortune, of
which they have the means in their hands[.]”

These agents, stressed Smith, were not properly seen as corrupt or disloyal.®
Blame should be steered toward “the nature of their situation.”® Placed in
a context where their interests diverged so greatly from those of their mas-
ters,'0 “[t]hey acted as their situation naturally directed,”!! Smith wrote,
“and the most perfect information would not necessarily put an end to their
oppressions.” 12

Self-serving disloyalty was now seen as a ‘natural’ response (not as
earlier pictured by Nicole as fidelity to a partially revealed divine plan). Re-
demption lay not in correcting their character of persons, but rather the con-
ditions that naturally tempted their conceit. “It is my impression,” George
Stigler wrote about this changing view of salvation, “that the clergy of for-
mer times devoted their finest efforts to mending the behavior of individuals,
but that in recent times they have sought rather to mend social policy.” '
Conceptions of self-interested behavior shifted, subtly and over many years,
from being an enlightened “moral” choice to a ‘natural “rational” response
to one’s situation, and with that shift critical attention also moved from
the conduct of agents to the context they inhabited. Seeds of a false di-
chotomy between ‘moral’ and ‘rational’ action were planted at this time,
with economists increasingly confining themselves to the domain of the lat-
ter.'4 Questions of personal loyalty and trust were then largely eclipsed in
the search for optimal incentives and better structural design to remedy the



natural and inevitably misaligned interests of agents and their principals.

Almost all of the models in the economic principal-agent literature are
oriented around redressing this structural misalignment.'® While certain un-
derlying assumptions vary from model to model, most assume that principals
cannot infer what agents know or what actions agents took by simply look-
ing at outcomes ex post, making it difficult to impossible to efficiently con-
dition their arrangement on realized states.'® Hence “[tJhe principal-agent
problem combines two inextricable elements, risk-sharing and differential
information.” ' Second-best contractual and market solutions then look to
exr ante incentives as a tool to align the interests of the parties. Incentive
alignment is necessary because all models assume agents never sacrifice their
own interests for the benefit of their principals—not without some expecta-
tion of compensation or punishment. Systems (or, “menus,” as economists
prefer to say) of rewards and penalties are put in place to guide the conduct
of agents toward the ends of their principals. It is these guiderails, and
not the agents themselves, that determine whether agents behave ‘loyally.’
Any observed disloyalty is then not the fault of rational agents, but rather
a failure of an incentive structure that left them exposed to moral hazard.

Moral hazard is an expression that economists borrowed from nine-
teenth and twentieth-century insurers, for whom it captured two distinct
meanings, as Tom Baker has written. First was the problem of identifying
“bad character” among those applying insurance. Second was the problem
of “temptation” created by the insurance itself. Insurers “would refuse to
insure ‘moral hazards™—that is, people with bad characters. And they would
structure the insurance contract so that it did not create a ‘moral hazard—
that is, [so as to not] tempt good people to do wrong.”'® After economists
appropriated the usage, Baker writes, they “dispensed with the insurers’
notion of ‘character’ and changed the theologically loaded ‘temptation’ into
an insurance ‘incentive’.”'¥ Actually, these two themes, bad character and
temptation, remain central in economics and are the twin pillars around
which the economic principal-agent literature has been built. Bad character
(or bad characteristics) in economics is today studied under the heading of
adverse selection or “hidden information,” while structural temptation falls
under moral hazard or more generally “hidden action.”?°

Frank Knight (1921) was an early adopter of moral hazard in eco-
nomic thought, but it was Kenneth Arrow (1963) who clarified its ethical
and moral meaning in the context of formal models with strictly rational
actors.?l Arrow insisted on the “moral” modifier as much as the more ac-
tuarial “hazard,” retaining both halves of the venerable expression, which
has since largely become an empty slogan. Today most economists might
agree with an early critic of Arrow, who argued that moral hazard “has,
in fact, little to do with morality[.]” Acting on self-interest, the critic con-



tinued (invoking an illusory distinction), “is a result not of moral perfidy,
but of rational economic behavior.”?? Moral perfidy and rational economic
behavior, however, are not mutual exclusive categories, as Arrow pointedly
replied to his critic: “No doubt Judas Iscariot turned a tidy profit from one
of his transactions, but the usual judgment of his behavior is not necessarily
wrong.”?* That Judas acted on rational self-interest, obviously, did not put
his conduct beyond reproach. His disloyalty, moreover, is subject not only to
conventional moral and ethical criticism, but also to the critical assessment
of an economist concerned exclusively with efficiency.

Moral hazard illustrates the limits to which self-serving conduct can be
relied upon as an organizing principle for an efficient society—to say nothing
of the morals or ethics of such a society. It highlights the value (from an
economic perspective) of loyalty and other moderating norms against run-
away self-interest. These norms, “whether internalized as moral principles
or externally imposed, are to some extent essential for efficiency,” Arrow
observed, because the lesson of moral hazard is that “complete reliance on
economic incentives does not lead to an optimal allocation of resources in
general.”?* Though he casts a wide net, it is important to recognize that
Arrow’s moral and ethical approach remains within the structural loyalty
framework. He is interested in identifying and improving the structures that
deter disloyalty. By conscripting “systems of ethics” Arrow sought to ex-
pand the menu of rewards and penalties to better guide conduct in those
places where self-interest and situational impulses lead agents astray. It is
a familiar insight and long-held aspiration of economists. “Those general
rules of conduct,” Adam Smith (1759) wrote, “are of great use in correcting
misrepresentations of self-love[.]” Frank Knight also appreciated the “benefi-
cent limitation” of moral and ethical conduct rules.?’ Incorporation of these
rules within the rigorous models of conventional economic theory (see e.g.,
Kaplow & Shavell (2007) and Benabou & Tirole (2011)), argued Arrow,
“may ultimately be one of the greatest accomplishments of the principal-
agent literature.”?6

3 Characterological Loyalty

Loyalty is revealed only through observable actions and choices. That fact
is what makes the structural approach described above a plausible theory
of loyalty. Since loyalty is observed solely in actions and choices, structural-
ists seeking to promote fidelity see a straightforward answer to concerns of
disloyalty. Design the menu of available options so as to induce loyal con-
duct and decisions; a commonsensical answer, to be sure, well-captured by
the American satirist, Christopher Rock, who scandalously remarked that
“men are only as faithful as their options.”?” Continuing the menu-options



metaphor, it is also commonplace that people respond differently to menu
items. Some people display an appetite or preference for actions and choices
that are seen as loyal. A second approach to loyalty in the economics litera-
ture departs from this observation. Rather than presuming a neutral effect
of loyalty on the internal calculus of agents, the characterological approach
begins with loyalty as an aspect of an individual’s identity or personality.
In other words, some agents simply have a taste for loyalty.*

Treating loyalty as expressions of agents’ preferences and character
widens the scope of economic inquiry. Loyal preferences and character un-
der this approach, moreover, needn’t even be given or fixed. George Akerlof
(1983) points to this obvious fact in writing, “[w]hen people go through
experiences, frequently their loyalties, or their values, change.” He referred
to these value-changing experiences as “loyalty filters” in an article by the
same name, and then raised the less obvious point that “persons, by having
a choice over their experiences, can exercise some choice over their values.”?8
Now loyalty itself becomes a choice available to agents,?? which is not to say
that they always freely and consciously determine their own loyalties and
values, though sometimes they may. More often the determination is made
by others, such as parents and other authority figures who exercise influence
over the experiences of those under their charge. Akerlof recalls Max We-
ber’s discussion of the “Protestant ethic” as the “classic description of how
different experiences result in different personality types, with important
economic consequences.” 3’

Akerlof’s central contribution to the economic loyalty literature lies in
his emphasis that “values are not fixed, as [assumed] in standard economics,
but are a matter of choice.” As something that may be chosen, both in kind
and degree, loyalty then becomes subject to conventional rational choice
analyses. Akerlof undertakes such an analysis to develop a theory of en-
dogenous loyalty. He motivates his theory with accounts of parents who
to teach their children to be honest and loyalty to their social class, and
similarly situated academies, such as “military service academies, prestige
universities, and other institutions that not only give technical training, but
also teach loyalty to these institutions and the type of persons who are their
faculty or alumni.”3! Akerlof formalizes these accounts through signaling
models, like Michael Spence’s (1973) well-known education model, wherein
loyalty, trustworthiness and honesty are taken to be desirable but unobserv-
able qualities.?> Those who seem to possess those qualities are rewarded
for the appearance of such, as signaled by traits that are correlated with
the underlying desired qualities. Individuals or promoters acting on their
behalf (e.g., parents, leaders of elite academies and other institutional ac-
tors) may invest in “acquiring traits that cause them to appear honest. And

*Revealingly, none are modeled as having a taste for disloyalty. An absence of loyalty
remains a rational neutral, and never a negative, characteristic.



the cheapest way to acquire such traits,” the models assume, “is, in fact, to
be honest!”33 That honest or loyal persons can acquire relevant observable
traits at less cost is an essential part of the equilibrium that (on average)
separates them from disloyal actors in the population.

Although intrinsically loyal persons can acquire these traits at lower
cost than others, there must still be some perceived benefits of having these
traits to justify the costs, however low, of their acquisition. A prior question
must therefore be addressed. Why would it make sense, from an economic
perspective, for firms and other presumed rational actors to seek out, retain
and reward apparently loyal agents? To non-economists the answer may be
both unsurprising and non-obvious: loyalty is sought out when it promotes
efficiency, not a surprising aim for economists, but how this aim is pursued
(i.e., through dynamic efficiency) may not be obvious. Consider the case of
public corporations. These firms and their rational shareholders appreciate
more wealth when stakeholders (e.g., employees, suppliers, communities to
which the firms are tied and so forth) make appropriate relationship-specific
investment in their transactions with firms. However, if these stakeholders
anticipate that firms will engage in hold up or opportunistically breach their
agreements after investments are made, then stakeholders will rationally un-
derinvest in the joint enterprise.?* It is this problem, “the hold up problem,”
that turns loyal agents into a useful tool for rational actors.

In order to “ensure appropriate investment by stakeholders,” Andrei
Shleifer and Lawrence Summers (1988) argue, firms “must be trusted not to
breach contracts even when it is value maximizing to do so.”3> Corporations
led by intrinsically or “irrationally” honest, trustworthy or loyal individuals
will encourage more (appropriate) counterparty investments because em-
ployees and other stakeholders trust that these honest and loyal managers
will keep their word. As a consequence, Shleifer and Summers conclude,
firms with irrationally honest or loyal managers will tend to perform better
than firms with only strictly rational managers. It is a conclusion applica-
ble not only to corporations, but to whole economies. A key “characteristic
a successful economic system,” argued Arrow, is its capacity to support
“relations of trust and confidence,” providing assurance that counterparties
“will not cheat even though it may be ‘rational economic behavior’ to do
s0.”3% Importantly, Arrow was not describing any kind of rational trust or
honesty,3” but rather pointing to the “nonrational” or “behavioral” variety,
something closer to the ancient Roman doctrine of fides, keeping one’s word
and conformity to ethical norms not because of self-interest, but in spite of
it.

Loyalty is exploited here to increase the wealth and welfare of others.
Even a small probability that some people are irrationally loyalty, while most
remain unwaveringly ‘rational’ could be enough to encourage counterparty



confidence and cooperation, as demonstrated by Krep’s et al. (1982).3® Re-
turning to the corporate case, stakeholders may, for instance, find sufficient
assurance to justify their investment with just a small number of appro-
priately irrational managers randomly distributed in the general population
(Kreps 1984).39 Firms, of course, don’t have to rely on dumb luck to end
up with appropriately irrational managers. They, or the academies and in-
stitutions from which firms recruit, can “produce” loyal and trustworthy
managers by putting them through “loyalty filters.” Firms may also select
intrinsically loyal managers by running them through screens that sieve out
strictly rational types. Screening out rational types is easier said than done,
to be sure, since it is strictly rational to mimic the behavior of loyal and
trustworthy types given the greater pecuniary and social rewards they can
obtain. Mimics will pull off their rouse for only so long, however, as Shleifer
and Summers submit. “There are no lifetime moles.” 40

Personality types eventually reveal themselves and a lifetime of con-
summate mimicry may be economically indistinguishable from the real thing.
After all, neither type is actually loyal to their principals. Both strictly
rational and irrationally loyal types are ultimately committed to the pur-
suit of their own interests. Rational types are simply unburdened by the
self-satisfying ‘integrity’ that defines the character of loyal types. These un-
yielding personalities may nonetheless be of use to principals. By installing
irrationally loyal agents as irrevocable proxies, principals may commit to
maintain a course otherwise be susceptible to redirection or renegotiation
(Maskin and Tirole, 1999).*! It is an ancient strategy. Odysseus made his
men bind him to the mast with rope and put beeswax in their ears so they
could hear neither his countermands nor the Siren songs. Irrationally loyal
agents are akin to rope and beeswax; simpleminded contrivances serviceable
as commitment devices. These tools may, moreover, be shaped and molded
(with filters) or sought out and selected (through screens) as needed in order
to serve their limited purposes.*?

Personality, of course, consists of more than intrinsic personal tastes
and preferences. In addition to individual characteristics and quirks, per-
sonality also reflects social identities—i.e., that part of an individual’s self-
conception determined by membership in various social groups.*® Although
to this point we have discussed characterological loyalty largely in terms of
individual identity (reduced to unobservable tastes or preferences) it is im-
portant to recognize that social identity also features in these models. Fur-
thermore, considering characterological loyalty in terms of social identity will
offer a useful view and transition to the third theoretical approach to loyalty
in economics. Before turning to that final tract, however, let’s briefly con-
sider the relationship between social identity and characterological loyalty,
which is well-illustrated in Roland Fryer’s and Steven Levitt’s (2004) empir-
ical research on the distinctive naming patterns in some African-American



communities. %4

A sustained practice of giving children distinctively “Black” names is
not easily explained through traditional economics arguments, given perva-
sive evidence that individuals with such names are penalized in labor mar-
kets and social setting outside of the “black community.” Fryer and Levitt
assemble an impressive dataset to test a number of theoretical models that
might explain practice.*® They conclude the data are most consistent with
a social identity model, where distinctively “Black” names promote loy-
alty to and by the black community. Consider a parent debating whether
to give her child a distinctively Black name despite the perceived market
penalties. Parents who are themselves personally committed to the black
community (in terms of their own preferences) and hence derive utility from
its advancement might naturally wish to impart those preferences onto their
children; they may also reasonably want to the community to support and
invest in their child’s development and growth. By choosing distinctively
Black names, these parents may further their aims not only through a non-
rational (characterological loyalty) channel, but also through an explicitly
rational economic design. The design rationale is, ironically, supported by
the perceived penalties for distinctively Black names. That is, a distinctively
Black name increases a child’s commitment to the black community by lim-
iting her outside options (a structural loyalty mechanism). The community,
in turn, will have more incentive to invest in the child, knowing that she
is less likely to walk away and appropriate the returns of the community’s
contributions to her development (addressing the hold up problem).46

Social identity may also influence loyalty in the corporate setting. A
corporation may acquire a binding social identity in order to secure non-
contractual commitments to various corporate constituents.*” To see this,
consider a nexus of N contracts between a corporate entity and its vari-
ous contractual partners, including shareholders, bondholders, various com-
mercial and trade creditors, employees, customers, and so on, indexed by
i =1{1,2,3,..., N}. Define the value that the firm derives from each contrac-
tual relationship as v;(e;,-), where e; is some measure of non-contractable
effort or investment made by the firm’s contractual partner, ¢, that mono-
tonically increases the firm’s value of the contract.*® For instance, the firm
may want an employee to engage in human capital development specific to
the firm or it may desire that a supplier make some asset-specific invest-
ment. Suppliers and employees may hesitate, however, to make efficient
investments fearing they will be held up by the firm through some implicit
or explicit renegotiation of the original non-contractible agreement.*? We’ve
already discussed one solution to this problem: empower irrationally loyal
managers. Alternative solutions may be reached with strictly rational man-
agers by expanding the scope corporate loyalty to embrace relevant stake-
holder groups through bylaws or charters (see e.g., Hart 1993) or otherwise
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manipulating the corporate personality itself by giving it an efficient social
identity (Brooks 2006).°° With this nod to social identity theory we can
now turn to the final conceptual approach — behavioral loyalty.

4 Behavioral Loyalty

No plausible survey of loyalty in contemporary economics could fail to men-
tion Albert Hirschman’s (1970) Exit, Voice and Loyalty. In a chapter entitled
“A Theory of Loyalty,” Hirschman offers thoroughgoing economics approach
to loyalty, treating it as barrier to exit from relationships and associations.
Loyalty, as a barrier to exit, encourages individuals to stay put, to stay
the course and speak up when dissatisfied. In the face of falling quality,
Hirschman’s main concern, loyalty exerts a moderating force by raising the
costs of exit and fostering discourse.”® But to what end? “As a result of
loyalty,” answers Hisrchman, insiders “stay on longer than they would or-
dinarily, in the hope or, rather, reasoned expectation that improvement or
reform can be achieved ‘from within’.”?2 As a strictly rational strategy for
attaining and preserving quality goods and services, however, loyalty would
appear misplaced in circumstances of decline.

To speak of loyalty simply as a means of procuring quality goods and
services elides basic market logic. On the one hand, when quality goods and
services may be readily procured elsewhere, loyalty would seem unnecessary
or, worse — keeping individuals tied to inferior suppliers or locked in dete-
riorating arrangements. On the other hand, when there are no alternative
providers, it hardly makes sense to refer to loyalty. Loyalty requires “the
possibility of disloyalty, that is, exit.”? When there are no plausible alter-
natives, exit barriers are functionally redundant and loyalty is meaningless.
When there are many suitable or superior alternatives (lots of easy exits)
exit barriers, including loyalty, hinder access to better quality goods and
services. It is paradoxical, Hirschman observes, that “loyalty is at its most
functional when it looks most irrational.”?*

Why show loyalty when better alternatives are readily available? From
a functionalist perspective, if not a strictly rational one, the answer must in-
volve commitment to ongoing relationships and associations themselves, and
not simply the quality of goods and services derived from them.?> Hirschman
gives it away with his references to “attachment” and “cohesive ideology.”
Discouraging exit through loyalty or other means is necessary for maintain-
ing certain relationships and associations. Burdensome dissolution proceed-
ings, like loyalty, non-coincidentally extends partnerships and marriages,
even inefficient and dysfunctional ones. These barriers to exit exist in no
small part for the sake of those relationships, for their continuation — simply
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to keep them going. All sorts of relationships and associations are neces-
sarily so perpetuated. Solving the “problem of social continuity,” as Knight
put it,°6 requires something like loyalty and other constraints on exit. A
culture from which “exit is entirely costless,” Jacob Levy rightly tells us, is
“no culture at all.”>”

Seen in this light Hirschman’s functionalist approach to loyalty ex-
presses an implicit notion of commitment, yet not commitment to individ-
uals or to things or to quality, but rather to relationships, associations, or-
ganizations, communities and other going concerns.’® Commitment to such
groups often involves observing specific beliefs, practices, rules and behav-
ioral obligations — “conduct rules” as a loose shorthand — as a condition
of membership and continued good standing within the group. Compliance
with conduct rules may be driven, as already discussed, by considerations
of external rewards and sanctions (structural loyalty) or by individual pref-
erences and tastes (characterological loyalty). Now a third motivational
possibility, call it “behavioral loyalty,” may be introduced.

Behavioral loyalty is closely connected to the previously mentioned
notion of social identity. “Community, nationality, class, race, sex, union
membership,” among other social identities, observes Amartya Sen, “can
be, depending on the context, crucial to our view of ourselves|,| our wel-
fare, goals, or behavioral obligations.”® Social identities prescribe conduct
rules, i.e., appropriate beliefs, behaviors, practices and approved rules of con-
duct for their members. Members may internalize these prescriptions (e.g.,
through loyalty filters) such that their preferences lead them to follow the
conduct rules and potentially sanction those who fail to follow, thereby pro-
viding additional compliance incentives.%° Conduct rules, however, needn’t
be internalized or incentivized to be followed. People also comply with con-
duct rules out of loyalty or commitment to social groups. That is “[ojne of
the ways in which the sense of identity can operate,” says Sen, “through
making members of a community accept certain rules of conduct as part of
obligatory behavior toward others in the community.”%! Where membership
require acceptance of conduct rules, loyalty demands compliance.

Loyalty to relevant social identities under this approach may lead indi-
viduals to follow conduct rules even in cases where preferences and incentives
would draw them in other directions. With this conception of behavioral
loyalty, in other words, actions and choices are separable from the pursuit
of self-interest. They may be separated by a wedge of ‘ethics,’ says George
Stigler, or at least by “[w]hat we [economists] call ethics, on this approach,”
which “is a set of rules with respect to dealings with other persons, rules
which in general prohibit behavior which is only myopically self-serving, or
which imposes large costs on others with small gains to oneself.” %2 Sen calls
the wedge ‘commitment’ and adds “it is not a matter of asking each time,
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What do I get out of it? How are my own goals furthered in this way?,
but of taking for granted the case for certain patterns of behavior toward
others.”%3 Here, I label the wedge behavioral loyalty. Whatever the usage,
however, the implications are largely the same. Actions and choices may be
taken independently from considerations of self-interests.

When socially called-for conduct goes against the demands of self-
interest, agents under the behavioral loyalty approach may comport them-
selves with approved rules of conduct and abnegate self-interest. Although
they have not internalized the conduct rules, they may still regard these
rules, as Hart (1961) describes, from “an internal point of view,” wherein
an agent “accepts and uses them as guides to conduct.”®® Frank Knight
pointed to the same several years earlier, suggesting the ‘internal point of
view’ is a social necessity.! Still not every agent need accept and follow
conduct rules under this approach. To be sure, “some people will gain by
violating the rules” and many may occasionally do so, particularly with re-
gard to rules seen as trivial, but, Stigler hypothesized, “few people violate
important rules often.”% Stigler was attentive to the worry that his hypoth-
esis might spring the familiar trap of revealed preference reductivism—“the
constant temptation to define the utility of the individual in such a way that
the hypothesis is tautological”—but he said little here about how to avoid
it. Elsewhere, fortunately, he offered essential guidance: “it takes a theory
to beat a theory.”%6

It is difficult to illustrate behavioral loyalty with conventional eco-

f“Man looks at nature from the outside, the stand point from which alone scientific
prediction is possible. He looks at himself and his society from the inside, which makes
nonsense of the simple instrumental approach.” Frank H. Knight, “Science, Society and
the Modes of Law,” in The State of the Social Sciences (Leonard D. White, ed.) Univ. of
Chicago Press, (1955) p. 15. It may be useful here to clarify Knight’s understanding of
loyalty to conduct rules (behavioral loyalty) as a solution to problem of social continuity
by it with the basic problem of trust that captured Arrow’s attention (supra). “This trust-
worthiness of the common man, depending on competence and the elementary morality
of respecting the freedom of others, is valid only up to a point,” Knight wrote (in Risk,
Uncertainty and Profit, Preface for the Reprint of 1957, at p. lv). Trustworthiness here
entails two separate concerns: first, a concern for practical competence, which allows one
to trust that an agent can get things done (i.e., care and prudence); second, is the concern
for moral competence, which offers assurance that the agent will get it done (loyalty and
obedience). Now recall Arrow’s conclusion that resolving this difficult problem of trust was
essential for the efficient organization of society. Knight agreed the problem was difficult,
but viewed it as strictly second-order. “It is a hard problem, yet on the whole a minor
one,” he felt. “Harder is provision for the defense of a society against external enemies.”
Id. Not only external threats but also internal dissension and dissolution. The problem
that every society, culture and other going-concern must, first and foremost, address itself
to “the problem of social continuity.” Behavioral loyalty to conduct rules offers a solution:
one way to address “[t]he social problem is,” Knight observed, to “preserve respect for the
rules [which] is a moral problem.” Frank H. Knight, Risk, Uncertainty and Profit, Reprints
of Economic Classics, Augustus M. Kelley Bookseller, New York (1964) in Preface to the
Re-issue of (1933) at p. xxxi.
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nomic theory. Much of this theory rules out the very possibility of self-
abnegation, by assumption (often multiple). Making matters more unman-
ageable, these assumptions are often concealed in what is purported as pure
method or analysis. Sen alerts us to the fact that “notions of ‘equilib-
rium’ (Nash equilibrium, strong equilibrium, the ‘core,” etc.), ‘optimality’
(Pareto optimality, bargaining-game ‘solutions,’ etc.), ‘dominant’ strategies,
and other basic concepts of the theory are interpreted in the light of these
behavioral assumptions.”®” But the difficulty here goes beyond basic ques-
tions of interpretation. Nash equilibria and related refinements can only
make sense of self-regarding actions and choices. Other-regarding conduct,
irreducible to self-interests, is simply unintelligible within the Nash equilib-
ria conceptual framework.

To demonstrate this point, and further illustrate the behavior loyalty
approach, consider the “loyalty game” described in Brooks (2017).%% Imag-
ine a party, called the principal, possessing assets, which may double in
value if placed under the management of a second party, the agent. Assume
the agent acts either in the “sole interest” of the principal (i.e., she acts
loyally) or in her own self-interest (i.e., disloyally).¥ When the agent acts
loyally the principal gets the entire return on invested assets, while disloy-
alty lowers the principal’s return by some amount, x, which is appropriated
by the agent.® The interaction is depicted in the game tree below, where the
principal’s initial asset value is 2, which will double to 4 under the agent’s
management.

principal
invest don’t invest
agent 2.0
sole interest self interest
4,0 4—z,x

Game theorists have been known to refer to interactions (i.e., games)
having this structure as “Boxed Pigs” or One-sided Prisoner’s Dilemma,
which unlike the conventional Prisoner’s Dilemma game is not solvable with
strictly dominant strategies—that is, each party cannot take an action that
is best irrespective of what the other party does. In this case, the principal
will find it best to invest only if the agent does not act too much in her

¥ Assume further all actions fit exclusively and obviously (obvious to the agent) within
the loyalty or disloyalty dichotomy. These strong assumptions may be relaxed without
losing the basic point, but are maintained for economy and expositional clarity.

§Compensation for the agent is also suppressed for simplicity, but could be assumed
to be a competitive salary, normalized to zero, representing the amount she would earn in
the market for her services if the principal did not invest with her.
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own self-interest (i.e., so long as x < 2). To simplify matters further and
focus our discussion, let x = 3, and consider the interaction converted to
the matrix (normal form) below.

agent

sole interest self interest

invest 4 0 1 3
principal

don’t invest 2 0 2 0

Each cell in the matrix depicts the payoff results of strategy com-
binations between the parties, with the principal’s payoff appearing first,
followed by the agent’s payoff. Hence, when the principal chooses to invest
and the agent acts in the sole interest of her principal, the former receives 4
and the latter 0. Had the agent instead pursued her own self-interest, then
the principal would have received 1 and the agent 3. When the principal
does not invest, the payoffs are the same (2 and 0) irrespective of whatever
action the agent would have taken had she the opportunity.

To solve this interaction in a non-cooperative game theoretic frame-
work, researchers almost always rely on the Nash Equilibrium solution con-
cept (or one of its various refinements), which requires that each player
makes the best possible decision for herself, given the decisions of all others
players in the game. The Nash solution concept is compelling for many rea-
son, but note its implicit reliance on self-interest. For instance, in the matrix
above, following Nash play, the agent must consider which of her strategies
maximize her payoff given the choice made by the principal. So when the
principal chooses to invest, the agent will act in her own self-interest (going
after a payoff of 3 instead of settling for 0 by acting in the principal’s sole
interest), and given that, the principal will choose not to invest (getting
a payoff of 2 instead of 1), which results in a stable outcome (an equilib-
rium, depicted by N* in the matrix) where neither party has incentive to
alter their strategy given the strategy of the other. This is the only sta-
ble outcome identifiable under the Nash solution concept and it is a robust
equilibrium.

As compelling as the Nash solution concept may be, there is consider-
able experimental and other empirical evidence suggesting that sensible peo-
ple often do not behave according to its predictions. Consider an alternative
“non-cooperative” approach, known as the Berge Equilibrium solution con-
cept, which requires that each player makes the best possible decision for the
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agent

sole interest self interest

invest 4 0 1 3
principal

don’t invest 2 0 2 0

other parties, given the decisions of all others players in the game.% In this
case, the agent must now focus on the first number in each cell (that is, on
the the principal’s payoff instead of her own) in order to determine which of
her strategies would maximize the principal’s payoff given the choice made
by the principal. So when the principal chooses to invest, the agent will not
act in her own self-interest, but rather in the sole interest of the principal
(generating a payoff of 4 for the principal and zero for herself), and given
that, the principal will have no incentive to deviate from the strategy of
investing because she cannot make the agent any better-off (assuming that
the principal also follows Berge behavioral rules). Hence, a stable outcome
(a Berge equilibrium, depicted with B* in the matrix) results where neither
party has incentive to alter their strategy given the strategy of the other.

agent

sole interest self interest

B‘k
invest 4 0 1 3
principal
don’t invest 2 0 2 0

Observe that the equilibrium outcome depicted above is the same ir-
respective of whether the principal follows Berge behavioral rules or Nash
behavior. Namely, given the strategy-aim of the agent to act in the sole
interest of the other party, the principal’s best (Berge or Nash) response is
to invest. Which behavioral rule should the principal follow? It depends.
Nash conduct norms may be the appropriate behavioral disposition for a
beneficiary in some fiduciary relationships, such as agency and trusts. Were
the parties “partners” or in some other communal relationship, however,
calling for mutual “other-regarding conduct,” then Berge behavioral rules
may be appropriate.

What about the behavioral disposition of the agent? Note that, un-
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like the choice involving the principal, the outcome above is not the same
whether the agent follows Berge or Nash behavioral rules. When the agent
adopts Nash (self-interested) behavioral rules the outcome is a payoff of 1
for the principal and 3 for the agent (depicted with a { in the matrix below),
and when the agent adopts Berge (other-regarding) behavioral norms the
outcome is a payoff of 4 for the principal and 0 for the agent (marked B*).
All of this suggests a simple, even obvious, strategy for a principal playing
the behavioral loyalty game: when the principal faces a self-interested agent,
whom we might call Agent Nash, then the principal should rationally not
invest; and when facing an other-regarding agent, call her Agent Berge, then
investing is a best response for the principal.

agent

sole interest self interest

B* t
invest 4 0 1 3
principal
don’t invest 2 0 2 0

To pursue this mundane strategy, two critical questions must be ad-
dressed. First, how does the principal know what type of agent she is
facing—Berge or Nash? Second, and perhaps more important, how does the
agent know what type of behavioral disposition to adopt—Berge or Nash?
Answers to both questions may be found in the conduct rules associated with
the relationship or association between the principal and the agent. That
is, the behavioral loyalty approach may provide answers, which will often
be determined at the level of the transaction within identified relationships.
For this approach to make sense, however, we must imagine a world with nu-
anced individuals — it needn’t be everyone, just some persons who are not
intrinsically and always self-serving or reflexively and mindlessly loyal (as
presumed in the structural loyalty and characterological loyalty approaches,
respectively). What if, for a given transaction, agents were able to adopt
a behavioral disposition or follow conduct rules as directed by salient as-
pects of their relationships with principals? Were that the case, then the
agent’s and principal’s problem would become one of mainly learning the
relevant conduct rule for the transaction. Brooks (2017) argues that fidu-
ciary law plays a distinctive role in providing and publicizing appropriate
conduct rules to agents, trustees and other fiduciaries. That is just a more
recent example of an extensive law & economics literature touching on the
law of agency and, in particular, loyalty. In the next section this literature
is briefly surveyed and considered in the context of the three modalities of
loyalty to further illustrate the typology and perhaps show its value.
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5 Law & Economics and Loyalty

Two branches of scholarship in law & economics, broadly understood, have
explicitly addressed legal-economic aspects of loyalty. Institutional economic
analysts, from both new and old schools, first turned their attention to the
influences of institutions—i.e., the ‘rules of the game’, including law—on
economic activity and behavioral motivation.”® Though much of this schol-
arship is often presented in the context of ‘industrial organization’ or ‘the
economics of organizations’ or ‘theories of the firm,” institutional consid-
erations are always prior to organizations and firms. As Douglass North
observed, institutions determine the game and its rules, firms and other
organizations are merely players.”" A second branch of law & economics
scholars—working from an individualist perspective, rather than an institu-
tionalist one—Ilater pursued a more conventional economic analysis of law,
including the fiduciary law of loyalty. As a shorthand, label the latter branch
‘conventionalist’ and the former ‘institutionalist.” Representative research
from both camps of law & economics are considered below in light of the
loyalty typology described above.

Several caveats ought be mentioned before specifically addressing this
literature. First, the survey that follows is brief and incomplete. It high-
lights important touch points, but does not seek to provide a comprehensive
review. Second, the placement of scholars and scholarship in one camp or
the other is admittedly arbitrary and therefore contestable. Ronald Coase,
for instance, is famously claimed by both conventionalists and institution-
alists. Third, assigning any piece of scholarship within the proposed loyalty
typology is a judgment task. Some articles express no explicit or definitive
view of loyalty, while others suggest multiple, sometimes competing, views.
Finally, and most importantly, there is no grand intention here to assign or
firmly associate scholars with any particular view of loyalty. Contrary in-
terpretations based on different (or maybe even the same) writings by these
scholars may be reasonably reached. Corrections are welcomed. Associating
scholars and their work with loyalty modalities and branches of scholarship
is mainly for the purpose of relating and organizing the surveyed literature.
An apology awaits any scholar whose work has been wrongly characterized
or cataloged.

5.1 Institutional Economic Analysis

In 1925 the institutionalist economist John Commons published an insight-
ful article in the Yale Law Journal aptly titled “Law and Economics.” In
this early contribution to the law & economics canon, Commons put his
finger on the chord that has always separated conventionalist and institu-
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tionalist thought.”” He accused conventionalists of accepting too quickly
Jeremy Bentham’s invitation to embrace a legal and economic theory of
conduct based on optimizing “the pains and pleasures of individuals.” Com-
bined with “the extreme individualism of English economists,” Commons
observed, this theory “made it possible for them to assume” that giving
countenance to “the selfishness of individuals was equivalent to the ethical
principle of the maximum happiness of all.””® He rejected Bentham’s ratio-
nal self-interested individual as the basis of analysis. In place of a singularly
self-seeking rational actor, Commons claimed “the true unit of economic
theory is not an individual but a going concern composed of individuals in
their many transactions of principal and agent, superior and inferior, em-
ployer and employee, seller and customer, creditor and debtor, bailor and
bailee, patron and client, etc.” " There is much to this claim, but for present
purposes consider only its implications for loyalty.

Principals, superiors, employers, patrons and the like all, to be sure,
expect loyalty. On what basis, according to Commons, will loyalty secured?
A traditional rational choice approach would look to incentives (structural
loyalty) or to preferences (characterological loyalty), but Commons consid-
ered that approach limiting, if not misleading. He instead identified what
he thought to be a more promising direction in Wesley Hohfeld’s analysis
of legal entitlements.”® Hohfeld’s conceptualization of entitlements was, to
Commons, nothing short of a general theory of conduct rules,”® shedding
light on “the way in which the common practices of any going concern con-
trol the individual members of that concern and hold them to the conduct
necessary to preserve the existence of the concern.””’ Bentham’s actively
self-serving and analytically isolated individual is replaced by a “person as-
sociated with others and participating in and controlled by the practices
common to all.” And instead of relying on the “mechanical and coercive
doctrines” of structural and characterological loyalty, Commons looks to be-
havioral loyalty, where compliance with conduct rules may arise from “the
daily habits, practices and customs of the people” embedded in relationships
and associations.

Contractual compliance offers an alternative to this “complex of habits,
practices, opinions, promises and customs” operating as “a highly intractable
force” (in Commons’ words) on persons in association with eachother.”™
These alternatives, however, are not mutually exclusive. Contracts can
and often do establish a basis for the behavioral loyalty of agents. Con-
sider, for instance, Coase’s foundational 1937 article, “The Nature of the
Firm,” wherein he conceded “[i]t is true that contracts are not eliminated
[by agency| but they are greatly reduced.” A “series of contracts” is replaced
by one, which is then governed by “the legal relationship normally called

that of ‘master and servant’ or ‘employer and employee’.” Contract creates
the relationship—where “for a certain remuneration (which may be fixed
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or fluctuating),” an agent “agrees to obey the directions of an entrepreneur
within certain limits’—thereafter it is the conduct rules and norms of mas-
ters and servants that control the everyday order and expectations within
the relationship.” That which is taken for granted in the relationship,
normally not written in the contract,® is subject to being overlooked or
discounted by outsiders. Order under these unwritten rules often results
not from expressed or implied threats, but rather from what Edmund Burke
called “gentle power and liberal obedience.”®' It is no doubt easy for ob-
servers to miss or underestimate the ‘gentle power,” that ‘highly intractable
force’ of commands coming from one’s master.

Obedience, the correlative to the master’s authority, is the essence
of what it means to be a loyal servant here. A master-servant relation, to
be sure, is not a master-slave one, but that fact does not render the for-
mer simply contractual. Slavery and strict contractual compliance do not
exhaust the scope of possibility for securing loyalty from servants. Coase
appears to identify the loyalty of servants with a broad, though not unlim-
ited, duty of obedience.®? As such, their actions and choices may follow
from behavioral loyalty, separate and apart from incentives provided by the
contract. Compliance comes not from constant consideration of incentives,
but rather because the servant-agent agreed to accept and obey directions of
the master-entrepreneur (again, ‘within certain limits’). Implicit in Coase’s
view, then, lies a claim that the law and norms governing servant-agents, as
opposed to independent contractors, entitled masters to a degree of obedi-
ence, that while perhaps weaker than what was achievable under slavery or
serfdom, was still stronger than that available in contemporary markets and
ordinary contracts.®® Whether any such distinction remains today (a topic
of much current debate), at the time of Coase’s publication one would not
have to search hard for supporting evidence of his implied legal claim.

Later commentaries on Coase’s article often failed to acknowledge,
or perhaps appreciate, the actual state of master-servant law and practice
during the nineteenth and early twentieth century, particularly the American
variant that evolved directly from a long tradition of legislation and custom
governing indentured servitude.®% For instance, Armen Alchian & Harold
Demsetz (1972) countered Coase by asserting that master-servant law offered
principals no special legal or economic advantage. To think otherwise, they
wrote disparagingly, “is delusion.” Call these principals “masters” if you
will, but they cannot whip their servants or utilize any legal inducements
not already found in the law of contracts. It’s all contracts, claimed Alchian
& Demsetz, a claim that would become a rallying call for later scholars,
especially those economic and legal scholars (discussed below) adopting a
hard-line contractarian view of the principal-agent problem and its solution.

No solution can come from the “delusion” that principals are more
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empowered under master-servant law, argue Alchian & Demsetz, than they
are under general contract principles; principals have no distinctive rights,
“no power of fiat, no power of authority, no disciplinary action any differ-
ent in the slightest degree from ordinary contracting between two people.”®>
Modern master-servant law, today’s agency law, tells us nothing, they might
have said, about the legal and economic character of business associations.
In rejecting Coase’s theory of the firm, Alchian & Demsetz offer their own
vision of loyalty, one quite interestingly grounded in the limits of the division
of labor. That is, transactional or technological problems (including mea-
surement, monitoring and metering difficulties) will sometimes recommend
that certain activities are better procured and paid for through teams rather
than strictly individual effort. Yet a team is not just a production technol-
ogy for rendering tangible commodities and services; teams also produce
loyalty, which may in turn be utilized as an input factor.

An effective structural loyalty tool is therefore available, argue Alchian
& Demsetz, “[ijf one could enhance a common interest in nonshirking in
the guise of a team loyalty or team spirit, the team would be more effi-
cient.”8® They present their argument as essentially instrumental: “Obvi-
ously the team is better, with team spirit and loyalty, because of the reduced
shirking—mnot because of some other feature inherent in loyalty or spirit
as such.”®" Still, well-informed readers, like Oliver Williamson, interpreted
team loyalty as “utopian” vision, calling for “deep commitment to collective
purposes” and uncompromising “personal subordination.”®® Strong words,
but the accusation does find some support in Alchian & Demsetz’s ‘nonra-
tional’ claim that “[e]very team member would prefer a team in which no
one, not even himself, shirked.”3? Why wouldn’t some rational team member
prefer to shirk when it’s in her individual self-interest? Perhaps Alchian &
Demsetz imagine that the entire team is or could be made to be irrationally
loyal (characterological loyalty) or perhaps team members all have a pref-
erence to want to act loyally (a meta-preference, see Amartya Sen),
when their immediate preferences and the incentives confronting them would
recommend otherwise (behavioral loyalty). Alas, it is unclear what, exactly,
grounds Alchian & Demsetz’s team theory of loyalty, and Williamson’s
strong criticism may have been more inspired by Jacob Marschak & Roy
Radner’s book, Economic Theory of Teams, itself derived from earlier work
by Marchack (1955).%1

even

Marschak & Radner (1972) adopt a strong form of behavioral loyalty,
at least in the “common interest” multi-party interactions they considered,
wherein non-cooperative conduct was assumed away. Williamson (1985),
for his own part, assumes an unflinching structural loyalty stance, showing
little patience for self-suppressing behavioral loyalty and obedience argu-
ments. While Coase could see the operation some of obedience ‘within
limits,” Williamson saw it as all-or-nothing. “Obedience is tantamount to
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non-self-interest seeking,”%? he writes, suggesting no overlap between self-
interest and behavioral loyalty. Recalling Machiavelli’s counsel to see “men
as they are,” he draws on the “primitive response” in all structural loy-
alty models.”®> Deter the natural tendency of men toward disloyalty with
“appropriate safeguards.” His take on this old stratagem stresses the ad-
ministrative efficiency of safeguards, an emphasis found in Becarria’s (1764)
early “contribution to the economics of law.”® Williamson called in ques-
tion the standard principal-agent model, pointing out that it is not enough
to speak only of realigning the incentives of agents; their tasks must also
be aligned, discriminatingly, with governance structures that economize on
transaction costs.%

As founder and the leading proponent of the self-styled school of trans-
action costs economics, Williamson’s apparent disregard of non-structural
forms of loyalty is puzzling. Allowing that a minority of men are unyieldingly
opportunistic, or that many or even that most are, there would still remain
some men who some times submit to authority in hierarchies simply out of
behavioral loyalty. Giving orders and having them followed can be an ex-
tremely cost-effective means of governance.?® Not to discount the fixed costs
of establishing hierarchical relationships, as well as more egalitarian associ-
ations, wherein behavioral loyalty may be expected and exploited; but once
established, the marginal costs of maintenance and daily governance in these
relationships and associations will often compare favorably with the costs
of providing additional material incentives to deter disloyalty. Discouraging
defection by raising the pay for an army of mercenaries calls for greater eco-
nomic resources than commanding compliance from citizen soldiers willing
to make the greatest sacrifice. Relying on authority and obedience, where
feasible, won’t always be more effective, or more cost-effective, than turning
to self-interest and material incentives. Yet, why exclude obedience from
the portfolio of transaction costs minimizing governance tools?

Another moment of Williamson’s resistance to obedience is observed
in his objection to what he perceived as a basic (but mistaken) behavioral
presumption in “standard economic models [that] treat “individuals as play-
ing a game with fixed rules which they obey’.”°7 That perception inspired
him to advance a stronger notion of self-interested conduct—one more ag-
gressive self-serving than the “simple self-interest seeking” orientation he
presumed in the standard models. He consequently introduced the usage
“opportunism,” which he defined as “self-interest seeking with guile,” includ-
ing “lying, stealing and cheating” as well as more “subtle forms of deceit.” %8
Yet every aspect of the newly introduced opportunism was already captured
by moral hazard or adverse selection, which were well-known and taken for
granted by theorists building those standard models.”® Opportunism was
not only implied and redundant, but a more straightforward and plausible
presumption could have been drawn from the apparent failure of the models

22



to address it explicitly.

It is inconceivable that hard-nosed neoclassical microeconomic theo-
rists would niavely exclude from their models all manner of opportunistic
behavior, like “stealing, cheating, or defrauding potential trading partners.”
More likely, as James Buchanan observed, “[t|he elementary exclusion of all
such opportunistic behavior from analysis relies on the presumption that the
effective ‘price’ of any good obtained opportunistically is as high or higher
than that which confronts the person in the straightforward exchange rela-
tionship.” !0 Cesare Becarria, again, in the mid-eighteenth century, antici-
pated this issue and addressed it explicitly by modeling the tradeoff between
illicit and licit trade in his analysis of smuggling.'®! Midcentury institutional
economist and legal scholar Robert Hale later turned to the law of duress
and criminal coercion to demonstrate how law draws an ever-shifting line
between lawful and unlawful threats in bargains and exchanges, which it
must since, as Hale (1943) observes, “all contracts are made, to avert some
kinds of threats.”!%? More recent writings by Gary Becker (1968), Guido
Calabresi & Douglas Melamed (1972), Alvin Klevorick (1985) and Avinash
Dixit (2004) have continued in the method, established in 1764, of modeling
an overall exchange structure with both honest and dishonest trade.'%

As for the “standard economic models,” referenced by Williamson,
they don’t presume honesty so much as they take dishonesty for granted. A
simple amendment can be suggested for interpreting these models. While
more general approaches, building on Becarria, look to a broader exchange
structure, the standard models reflect a more partial account, proceeding
as if trade takes place within a “protective perimeter,” where opportunis-
tic conduct is effectively policed by prohibitive shadow prices set through
criminal law and social sanctions.'% Now that might be enough to satisfy
Williamson’s concern, but for Buchanan “[slomething remains amiss in the
standard economists’ treatment, even as amended.”'% Missing from their
standard treatment, he argues, wasn’t some supposed elimination of oppor-
tunistic conduct, but rather something closer to the opposite: an effort to
remove all moral conduct from standard models of exchange. Exchange is
rarely an amoral neutral event because most people’s preference “ordering
over goods cannot be separated from the means through which goods are
expected to be secured.” 106

From this simple fact, Buchanan concludes that “the attempted sep-
aration between economics and morals was, at best, an illusion that simply
cannot be sustained.” 7 To demonstrate the inescapable link ‘between eco-
nomics and morals,” he initially appears to advance a behavioral loyalty
argument, very much in line with the writings of Amartya Sen on commit-
ment. “For many, perhaps most, of those who claim membership in socially
organized communities,” Buchanan writes, “a descriptive model of behav-
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ior would require recognition of the presence of endogenous constraints on
choice options.”'%® Questions unaddressed or unanswerable, empirically or
theoretically by the standard models, revealed the limits of the conventional
rational self-interested approach. “Why do many persons seem deliberately
to act contrary to the dictates of their own preference orderings? How can
those alternatives be rejected that seem, objectively, to promise higher util-
ity yields than those alternatives eligible for choice?” 09

Buchanan'’s first response to these questions might have been dictated
by John Commons. “The habits, customs, conventions, and manners that
characterize behavior in many social settings that we commonly observe are
the outward manifestations of the endogenous constraints that are imposed
on their own behavior by the individuals who participate.”'% Though hint-
ing at behavioral loyalty, Buchanan ultimately retreats to a characterological
loyalty position, informed by (boundedly) rational self-interest: “Because of
cognitive capacity limits, individuals must choose within rules; they act only
within what we may call personal psychological ‘constitutions.” But they
also act within personal moral ‘constitutions,’” for the straightforward rea-
son that they have moral tastes (values).” ! Thus, law & economics scholars
of the institutionalist camp embrace each modality in the proposed loy-
alty typology—structural (Williamson), characterological (Buchanan) and
behavioral (Commons, Coase). Conventional law & economics scholars, as
described below, tend to restrict their reach to structural loyalty arguments,
though showing variation within that modality.

5.2 Economic Analysis of Law

Conventional law & economics analysis of loyalty was presaged by the col-
laboration between an institutionalist economist, Gardiner Means, and a
corporate lawyer, Adolf Augustus Berle Jr. In their The Modern Corpora-
tion and Private Property (1932), Berle & Means described the separation
of ownership and control (with the attendant concerns over divided loyalties
that Adam Smith observed in eighteenth century joint stock companies) as
the principal problem facing nineteenth and twentieth century industrial cor-
porations. Berle & Means saw the problem as essentially one of agency, but
the solution they imagined was significantly grounded in the law of trusts.!1?
Economic analysis of loyalty, proper, largely swaps the “spirit of the trust
metaphor,” as Lewis Kornhauser (1989) puts it, for a strictly contractual
view of both the problem and its solution.!'® Precipitating the switch in
agency’s guiding metaphor, from trust to contract, was a remarkable article
by economists Michael Jensen and William Meckling. Though they were
hardly the first economists to see agency in purely contractual terms, the
clarity and force of their argument was striking. Not only was the agency re-
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lationship merely contractual,'** but according to Jensen & Meckling (1976)
the corporation itself was nothing more than a nexus of its contractual deal-
ings.!1® Taken up with equal force by Chicago law & economic scholars,
particularly Frank Easterbrook and Daniel Fischel (1989, 1993, 1996), the
contract metaphor would expand the structural loyalty approach in both
legal and economic theory.!6

To appreciate the distinctiveness of the Easterbrook & Fischel con-
tribution, it may be useful to clarify the role of contracts and courts in
the traditional economic principal-agent literature. One extraordinary fea-
ture of standard principal-agent model is the absence of anything hinting
at fiduciary law and relationships. There are only contractual relationships,
initiated when principals propose optimally designed contract offers, which
agents rationally accept and perform because the terms are selected so that it
is in the agents’ individual self-interest to accept and perform them. Courts
play a limited role in this model because it is in no one’s interest to breach
their contracts. Were breach to occur—though in the equilibrium of these
models it never, or almost never,''” does—then the only action required by
courts would be a specific performance order. Ordering specific performance
is an entirely feasible task for a competent court here because the contract,
by design, is based only on those terms that a court can verify. Enforcing
the order is another matter, but again enforcing orders (or any other active
participation by a court, including hearing motions or interpreting the con-
tract) is off the equilibrium path and not meaningfully contemplated by the
standard principal-agent model.

Courts carry very little burden in the standard model because all
the difficulty is borne by the optimal (structural) design beforehand. It is
the contracting parties, the principals and agents, who bear the specifica-
tion and assignment burdens ez ante, leaving little or nothing for the court
to determine ez post.'® By contrasts, Easterbrook & Fischel’s structural
approach to loyalty reverses the demands on the various parties. Courts
become very active players under their approach and relatively less is ex-
pected of principals and agents. Their approach departs from the observa-
tion that an agency relation, or more generally, “a ‘fiduciary’ relation is a
contractual one characterized by unusually high costs of specification and
monitoring.” ''® Suboptimal design and contractual incompleteness are al-
most certain to result. Courts can correct the design and complete enough
of the contract ex post, however, by rationally reconstructing the bargain
that the parties would have reached had their ex ante contracting costs
not been prohibitive.!?° As such Easterbrook & Fischel’s approach offers
a complementary structural solution to the one presented in the standard
principal-agent model; it also raises complementary difficulties in shifting to
the court an information burden that may be unbearable.?!
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Beyond ex post contractual completion by the court, Easterbrook &
Fischel also suggest that the law and the courts may encourage the parties
to complete the contract themselves at interim stage, when they are better
informed about relevant facts. There are two available paths, then—ez post
hypothetical bargains and interim actual bargains—where fiduciary law and
courts may address loyalty concerns. These paths, however, as Easterbrook
& Fischel describe them, are untouched by characterological and behavioral
loyalty considerations. Their approach is purely structural and strictly con-
tractual. Fiduciary duties, according to Easterbrook & Fischel, “have no
moral footing; they are the same sort of obligations, derived and enforced in
the same way, as other contractual undertakings.”!??> Contracts, of course,
needn’t be without a moral footing,'?? but Easterbrook & Fischel’s insistent
conflation of contractual undertakings with an absence of morality faithfully
reflects an age-old and strident branch of structuralism in American legal
and economic theory.!?*

Not every economic analysis of fiduciary law is so quick to dismiss all
moral underpinnings from the economic and legal context. In a foundational
contribution to the literature, Robert Cooter and Bradley Freedman (1991)
point out that “[d]isloyalty brings moral condemnation” and is “viewed as
immoral” when an agent exploits “the principal’s reliance, trust, and vul-
nerability” or when disloyal undermines “the vitality and utility” of certain
relationship or associations or “results in harm to society as a whole.”!?5
Yet while Cooter & Freedman are attentive to moral considerations, they
undertake an essentially structural analysis, contrasting two distinct types
of fiduciary wrongdoings: “first, the fiduciary may misappropriate the prin-
cipal’s asset or some of its value (an act of malfeasance); and second, the
fiduciary may neglect the asset’s management (an act of nonfeasance).” 26
These wrongdoings are commonly characterized as breaches of the fiduciary
duty of loyalty and the fiduciary duty of care, respectively, but malfeasance
and nonfeasance are also commonly used, as are “self-dealing” and “shirk-
ing,” respectively. Wrongdoings in their model are curbed and corrected by
legal structures, not the ethical or moral considerations to which they allude
in passing.

Cooter & Freedman’s analysis proceeds from the claim that the two
types of wrongdoings are motivated by distinct structural temptations and
therefore require different legal responses. Specifically, they assert that
breaching a duty by appropriating another’s assets or opportunities for one’s
own enrichment (i.e., self-dealing, malfeasance, breach of loyalty) is more
profitable, and therefore more enticing, than breaching a duty through a
simple lack of effort (i.e., shirking, nonfeasance, breach of care).'?” Cooter
& Freedman then propose that the organization of fiduciary law itself pro-
vides a structural framework geared to efficiently deter these wrongdoings.
Moreover, they conclude, the legal-institutional features of the law (i.e., bur-
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dens and standards of proof, the presumptions and the remedies provided by
fiduciary law) respond specifically and distinctly to the two types fiduciary
wrongdoings. Fiduciary law shifts the usual legal burdens and presumptions
of innocence in cases involving breach of loyalty, say Cooter & Freedman,
because “a fiduciary’s misappropriation is profitable and difficult to prove.”

Not only does fiduciary law shift the presumption of innocence in
breach of loyalty cases, it should as a matter of policy, argue Cooter &
Freedman, “it is appropriate for fiduciary law to infer disloyalty from its
appearance.”'?8 Additionally, fiduciary law does, and should, expose dis-
loyal fiduciaries to greater remedial sanctions (as compared to the usual
civil penalty of compensation) including disgorgment and punitive awards,
to effectively deter gainful wrongdoings. These adjustments in the law pro-
vide increased deterrence for profitable and concealable breaches of loyalty,
which would otherwise create heightened temptation to engage in disloyalty.
In their words, “the economic character of the fiduciary relationship em-
bodies a deterrence problem for which the duty of loyalty provides a special
remedy.”'?? Since temptation is presumed to be weaker in cases of nonfea-
sance, shirking and breach of care or prudence, the law can maintain its
usual civil burdens, standards, presumptions and remedies.

A summary of the arguments so far may be useful. Whereas the
standard principal-agent model relies on menus of rewards and penalties to
secure loyalty (with a minimal mechanical role for law), Cooter & Freedman
take the procedural and remedial features of fiduciary law to be efficient
regulatory responses to the temptations of disloyalty, while Easterbrook &
Fischel turn to an informed court that assumes an active judicial presence,
converting ‘disloyal’ conduct to contracts (i.e., to what the parties would
have agreed to regarding that conduct). In their writings, Cooter & Freed-
man, on the one hand, and Easterbrook & Fischel, on the other, typify two
standard approaches in economic analyses of fiduciary law. One approach
tends toward efficiency analyses of the legal-institutional governance rules
that regulate principals and agents (including default and mandatory rules,
remedies and procedures). The other approach assumes a strong contractar-
ian stance, treating the entire fiduciary enterprise as default rules (including
procedures and remedies) and looks to courts and default law to bring about
bargains that parties would ideally reach but for prohibitive contracting and
information burdens. 39

These two approaches within the economic analysis of law are simi-
larly illustrated by Saul Levmore and Eric Talley, separately, in articles on
loyalty and business opportunity doctrines.'! Levmore (1988) investigates
strategic delay by principals, partners and other beneficiaries who wait to
bring claims against fiduciaries they believe have wrongly taken projects or
opportunities that belong, at least in part, to the fiduciaries’ principals, part-
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ners or beneficiaries. There is often advantage in waiting to see if projects
pan out before suing and, of course, there are also costs in delay (e.g., as
reflected in the equitable doctrine of latches). Levmore sketches these trade-
offs, but rather than offering a formal model of optimal delay, he develops
his arguments by scrutinizing cases involving agency, corporations, partner-
ships (especially) and trusts.!3? Combining traditional doctrinal analysis
with an informal law & economics approach, Levmore provides a thoughtful
comparison of law’s regulation of strategic actors in the fiduciary and the
contractual context.

Searching through caselaw and doctrine, Levmore identifies a diver-
gent pattern: plaintiff’s who strategically wait to sue their fiduciaries are
apparently penalized more than contracting parties who engage in compa-
rable strategic delays. What explains the law’s more punitive disposition
in the fiduciary context? To address this question Levmore points to a key
structural feature of private law. “Put simply, the law is more eager to do
nothing than to intervene.” When contracting parties strategically delay,
engaging in dubious but not fraudulent conduct, the law tends not inter-
vene.'33 That’s what doing nothing means in that context. “On the other
hand, when a fiduciary has behaved questionably and a beneficiary [plain-
tiff] delays strategically, the law can penalize [the beneficiary’s| strategic
behavior by withdrawing rather than intervening.”'®* That’s what doing
nothing means in this context. It’s not fiduciary law per se, according to
Levmore, that explains the apparent doctrinal difference, it is rather private
law’s overarching hesitation to intervene.

Talley (1998) too provides a careful analysis of business opportunity
cases but, unlike Levrome, he aims also to identify “an ‘optimal’ doctrine”
using a formal economic analysis. His analysis, like Easterbook & Fischel’s,
departs from a basic information problem that prevents the parties from de-
vising an efficient ex ante contract. Parties in Talley’s model are asymmetri-
cally informed, however, which is to say, agents possess private unverifiable
information about projects and opportunities that arise. Like Easterbook
& Fischel, again, Talley “adopts a normative account of corporate law with
an unambiguously ‘contractarian’ flavor,” and seeks to fashion “a rule that
replicates [what] the parties themselves would have bargained for ex ante
had they anticipated [the relevant] contingencies.”!3% Talley’s hypothetical
bargains, however, differ from Easterbrook & Fischel’s because the court
capacity to play any ex post verification role is prevented by the information
structure—i.e., agents possess private non-verifiable information. Hence,
Talley’s proposed solution would offer agents additional incentives to share
their private information. Additional incentives for better-informed agents
(known as “information rents”) come at the cost, however, of sacrificing
some ez post efficiency. A basic tradeoff thus results, the contours of which
Talley outlines with his contractarian approach.
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Some economic analyses of fiduciary law embrace both the contractar-
ian and regulatory governance approaches described above. For instance, in
several articles applying economic analysis to agency and trust law, Robert
Sitkoff emphasizes the contractual element of these areas of law, 3¢ while also
acknowledging a mandatory noncontractual core of fiduciary law.'” Manda-
tory elements of fiduciary law regulate the internal order of the fiduciary-
beneficiary relationship, also well as, more importantly, its external man-
ifestation.!3®  Sitkoff (2014) refers to this as “the external categorization
function, the mandatory core [that] addresses the need for clean lines of
demarcation across types of legal relationships, among other things to min-
imize third-party information costs.”!3 Providing clean lines is an impor-
tant function of law, as described in Levmore’s early contribution, though
he himself was “not wedded to a view of fiduciary law[,] that takes cate-
gories such as partnership, corporation, agency, trust, and contract, terribly
seriously.” 149 Still he recognized “the familiar and sensible idea that a legal
system that makes these distinctions may lower transaction costs by offering
parties a number of pre-specified arrangements from which to choose.” 14!
More than making it easier for parties to see and choose pre-specified forms,
law’s operation here also makes it easier for them to signal the nature of
their arrangements by allowing others to observe the form chosen and infer
the rights, obligations and commitments that ensue.

In this vein, a number of economic analyses have approached fiduciary
law as a means of signaling and committing to third-parties. Recall, for in-
stance, Hart (1993) and Brooks (2006) who argue that weakening the bonds
(or perhaps better put, “broadening the scope”) of fiduciary obligation may
offer an efficient solution to holdup problems. They base their arguments,
in part, on the distinctiveness and relevance of corporate personality, a con-
cept rejected out of hand by Jensen & Meckling who felt “that the person-
alization of the firm is seriously misleading.” But nothing about corporate
personality contradicts Jensen & Meckling’s view of the contractual corpo-
ration. Contracting, in fact, presupposes legal personality. True enough,
we could replace the term “personality” with “entity” or “right-and-duty-
bearing unit” and retain an adequate contractual referent. Personalization,
however, does more than provide a point of reference. When we personalize
things, connections are established which may serve as a basis for ongo-
ing relationships and credible commitments. When we personalize entities
(like corporations; see ‘holdup’ discussion near end of section 3) or when we
personalize roles or teams or whatever, it often involves or creates “attach-
ments,” with meaningful economic implications (as Albert Hirschman wrote
concerning the pervasive and seemingly irrational commitments to football
teams, nations, companies and other going-concerns in every community).

Personality, role and commitment also feature prominently in another
line of law & economic inquiry into fiduciaries, arising out of the burgeon-
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ing field of behavioral and experimental law & economics. How might the
motivations and biases of individuals change when they self-consciously act
within the role of an agent or fiduciary? An important question, to be sure,
an initial answer to which was offered by Jennifer Arlen, Matthew Spitzer
and Eric Talley (2002). Their experimental findings reveal that subjects
situated as agents exhibited less of an endowment effect in trading transac-
tions.'#2 Arlen and Tontrup (2015) build on this finding by showing that
parties acting as principals often deliberately engage agents to curb their
own biases (i.e., self-debiasing to limit ‘nonrational’ anticipated regret, loss
aversion and so on).!43 More recent experimental work by Tontrup (2018)
shows that the endowment effect disappears entirely when agents are em-
ployed in markets where parties trade solely for profit;'4* and Hoeppner,
Korobkin & Stremitzer (2018) demonstrate that fiduciary relationships may
encourage agents to keep promises they would breach if acting on their own
behalf (given the same incentives) because of the moral force of loyalty to
their principals.'*® On the other hand, agency may create “moral wiggle
room” and less promise-keeping when agents feel neither personally com-
mitted to promise’s fulfillment nor loyalty to their principals. Obviously,
this is an exciting and far-reaching line of research.

Regrettably, the constraints of space and scope prevent further re-
view of the extensive law & economics literature touching on agency and
fiduciary law. I would be remiss, however, if I failed to provide at least a
passing reference to some other notable contributors to the field, such as
Jonathan Macey, on whose analysis of fiduciary law Hart (1993) largely re-
lies,!40 and not to overlook Alison Grey Anderson (1978) and W. Bishop
& D. D. Prentice (1983).147 An appropriate closing remark to character-
ize dominant disposition of the field may be found in comments of great
provocateur Henry Manne, whose 1966 article “In Defense of Insider Trad-
ing” challenged all settled beliefs of fiduciary loyalty in legal and economic
academies, as well as in related professional practices.'*® Manne, more than
most, embodied and echoed the structural strain of economic analysis of law
portended by Oliver Wendell Holmes, Jr.. Recalling Henry Adam’s famous
quip, Manne concluded: “Morals, someone once said, are a private luxury.
Carried into the arena of serious debate on public policy, moral arguments
are frequently either sham or a refuge for the intellectually bankrupt.” 4
He doesn’t speak for everyone in the field, but there’s no denying the broad
reception of his sentiment.

6 Conclusion

A typology of the principal conceptions of loyalty in economic theory was
offered in the proceeding. Three distinct modalities were identified. First
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was structural loyalty—essentially an incentive-based approach to limit the
temptations of disloyal conduct. Second was characterological loyalty, which
seeks to encourage or enlist persons with perceived loyal character or, more
precisely, characteristics that correlate with preferences for observationally
loyal actions and choices. Moving away from incentives and preferences,
particularly their influence on the pursuit of self-interest, we arrived at the
third modality: behavioral loyalty, which was described in terms of other-
regarding behavioral obligations and adherence to the conduct rules of rele-
vant communities. A survey of the law & economics scholarship concerning
loyalty was then offered, organized around the typology of loyalty

A principal aim of the survey is to bring to the attention of the legal
community, ideas and writings on loyalty by institutional and organizational
law & economics scholars. Their general absence from fiduciary law discourse
is puzzling. These are not unknown academics working on fringe theories
of contracts, constitutions, corporations and more broadly the relations be-
tween principals and agents. Buchanan, Coase, Hart, North and Williamson
have all received Nobel prizes for their work on these topics. Moreover, these
scholars, along with Alchien, Commons, Demsetz and Hale, published their
research law reviews as well as in economics journals. Additionally, a num-
ber of conventional law & economics scholars whose work may not be fully
appreciated (or known) are highlighted by the survey.

A second aim of the survey is to categorized the scholarship according
to distinct loyalty modalities in order to illustrate and test the utility of the
typology. These distinctions, as with all socially determined distinctions, are
of course contestable. One can imagine close cases where it would be diffi-
cult to assign an agent’s loyalty to one category or another. Furthermore,
the three modalities are easily and closely connected. Structural incentives
may be established to influence preferences and character (e.g., “Corpora-
tions and business firms try to instill a spirit of loyalty.” Alchian & Demsetz,
1972, p. 791); characterological loyalty may be drawn into the structural
apparatus as envisioned by Kenneth Arrow; and surely behavioral loyalty
(with proper accounting for self-interest) may be regarded structurally and
may certainly impact character. These are only a few of the possible per-
mutations. Nevertheless, the basic outlines of the typology presented may
serve as a useful point of departure to collect, catalog and potentially refine
and build upon the models and conceptions of loyalty not only in law and
economics, but perhaps in other disciplines as well.
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1Gen refers to this as “Goal-priority: Each player pursues his or her goal subject to
feasibility considerations, without being restrained by any other values.” Amartya Sen,
“Goals, Commitment, and Identity,” Journal of Law, Economics, & Organization, 1(2):
341-355 (1985), at 343 (emphasis added). This is not to claim that loyalty is itself a value
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84I mean not, however, by anything which I have here said, to throw any odious
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much less upon that of any particular persons.”
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94Tt is the system of government, the situation in which they are placed, that I mean
to censure, not the character of those who have acted in it.”

10«The real interest of their masters, if they were capable of understanding it, is the
same with that of the country, ... [bJut the real interest of the servants is by no means the
same with that of the country[.]”

1Smith continues, “and they who have clamoured the loudest against them would
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a special form of rational behaviour.” As John Harsanyi observed, “a rational pursuit of
common human and humane interests, which, in my view,, is the very essence of morality.”
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Augustus M. Kelley Bookseller, New York (1964) in Preface to the Re-issue of (1933) at
p- xxxi
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ford J. Grossman and Oliver D. Hart, “An Analysis of the Principal-Agent Problem,”
Econometrica, 51(1): 7-45 (1983).

16Mechanism design approaches have suggested complex solutions under some informa-
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tion structures, but the basic problem is quite robust.

"Kenneth J. Arrow, “The Economics of Agency,” in Principals and Agents: The Struc-
ture of Business (eds. John W. Pratt and Richard J. Zeckhauser), Boston, MA: Harvard
Business School Press (1985) 3751, at 44. Most models further assume that the prin-
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49 J. EcoN. HiST. 857 (1989). See also Avner Greif, (1993) “Contract enforceability
and economic institutions in early trade: The Maghribi traders’ coalition,”’
Economic Review, 83(3), 525-548.

American

38David M. Kreps, Paul Milgrom, John Roberts and Robert Wilson, “Rational Cooper-
ation in Finitely Repeated Prisoner’s Dilemma,” Journal of Economic Theory, 27: 245-252
(1982).

39Ghleifer and Summers mention Kreps’ (1984) model relaxing the strict rationality
assumption (“a rational reputation is modeled as a small probability that the manager is
irrationally honest,” [at 39, emphasis added].)

4Opincite

“Parties’ ex ante desires are often subverted by their ability to renegotiate arrange-
ments ex post. Whether they can credibly commit to “no renegotiation” and what form
that commitment might take are questions that economists have given much attention.
Eric Maskin and Jean Tirole suggest that contracting parties could include irrevocable
clauses in their contracts, prohibiting renegotiation and stipulating large legally enforce-
able penalties (i.e., liquidated damage clauses) if renegotiation occurs. Of course, these
clauses may themselves be renegotiated by the parties (unless one party will simply not
respond to invitations to renegotiate (e.g., persons with beeswax in their ears or with per-
sonalities disallowing such considerations). Maskin and Tirole respond to this challenge
by pointing out that “the parties could in principle register their contract [clauses] pub-
licly and play out the mechanism before an arbitrator.” American courts, however, have
shown great reluctance to enforce large liquidated clauses. Yet despite this institutional
constraint, it is certainly true that parties can credibly commit to “no renegotiation” in
varying forms and degrees.

42«Whatever the exact mechanism,” loyalty filters, screens or other schemes, “it is es-
sential to see that shareholders deliberately choose as managers individuals for whom value
maximization is subordinate to satisfaction of stakeholder claims, and then surrender to
them control over the firm’s contracts.” Shleifer and Summers, 40

43Tajfel, H., & Turner, J. C. (1986). “The social identity theory of intergroup be-
haviour”. in S. Worchel & W. G. Austin. Psychology of Intergroup Relations. Chicago,
IL: Nelson-Hall. pp. 7724.

“Roland Fryer and Steven Levitt, “The Causes and Consequences of Distinctively Black
Names,” Quarterly Journal of Economics 119(3):767-805 (2004)

“*They consider an ignorance model (i.e., ignorance among black parents), a price theory
model, a signaling model, and an identity model.

460ne might interpret Wisconsin v Yoder, 406 U.S. 205 (1972), where an Amish commu-
nity sought and received an exemption from the state’s mandatory education requirement,
as an instance where the Court supported parental desires to restrict children to an insular
community by limiting their exit options. Of course, these matters cannot be reduced to
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a purely utilitarian calculus, but nor are these parental decisions to identify their children
with certain communities entirely non-consequentialist.

4TThe corporation may, for instance, stipulate in its articles of incorporation that the
entity’s legal personality shall hereafter be associated with some chosen social identity.
By using the charter for this purpose, the corporation’s commitment to that identity and
associated others is publicly registered (as suggested by Maskin and Tirole). Promoters
generally have strong incentives to choose efficient identities (i.e., ones that maximize
returns over the nexus of contracts) for inclusion in the corporate charter, including no
explicit identity or a pro-shareholder identity. All of this, of course, is nothing new.
Businesses that pursue not-for-profit incorporation, and those that advertise themselves
as socially responsible, and even those that display allegiance to shareholder primacy by
incorporating in Delaware are all making public commitments to certain practices and
communities of individual (e.g., shareholders).

48That is, it is assumed investments positively affects the value of the contract, but they
are non-contractable—which is to say the parties cannot write an enforceable contract that
specifies the investment level that ¢ ought to take because investments are unobservable,
unverifiable, indescribable or otherwise prohibitively costly to enforce.

““Even if the firm’s management does not wish to do so, a single shareholder may
compel the corporation to engage in some activity consistent with shareholder primacy
but inconsistent with the optimum ex ante prescribed behavior of the parties. Fearing the
possibility of being held up, employees and suppliers will have reduced incentives to invest,
lowering the value of the contracts with the firm: the “holdup problem.” If, however, the
firm could credibly commit to not renegotiate, then incentives to invest optimally may be
maintained and the holdup problem avoided.

%00liver Hart, “An Economist’s View of Fiduciary Duty,” University of Toronto Law
Journal, 43: 299-313 (1993). Charters and bylaws by help solve the holdup problem. “One
way to do this is to broaden the scope of fiduciary duty to include workers and suppliers,
so that payments to these groups are not subject to judicial scrutiny.” Id., at p. 307. See
also Richard R.W. Brooks, “Incorporating Race,” Columbia Law Review: 106: 2023-2094
(2006)

! Countering an impulse to leave, Hirschman observes, “loyalty hold exits at bay and
activates voice.”[78]

52[check quote; Hence, “far from being irrational,” loyalty “can serve [a] socially useful
purpose.” [79 (emphasis added)]

53[82]

S4pincite. “This conclusion is a little unexpected[:] ... when loyalty means strong
attachment to an organization that does not seem to warrant such attachment because it
is so much like another one that is also available.” 81

55 «Such seemingly irrational loyalties are often encountered, for example, in relation to
clubs, football teams, and political parties. . . . Loyalty to one’s country, on the other
hand, is something that we can do without, since countries can ordinarily be considered
to be well-differentiated products.” 81

56«The ultimate difficulties of any arbitrary, artificial, moral, or rational reconstruction
of society center around the problem of social continuity in a world where individuals
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are born naked, destitute, helpless, ignorant, and untrained, and must spend a third of
their lives in acquiring the prerequisites of a free contractual existence. The distribution
of control, of personal power, position, and opportunity, of the burden of labor and of
uncertainty, and of the material produce of social industry cannot easily be radically
altered, whatever we may think ideally ought to be done. The fundamental fact about
society as a going concern is that it is made up of individuals ‘who are born and die and
give place to others; ... The existing order, with the institutions of the private family
and private property (in self as ’well as goods), inheritance and bequest and parental
responsibility, affords one 'way for securing more or less tolerable results in grappling with
this problem. They are not ideal, nor even good; but candid consideration of the difficulties
of radical transformation, especially in view of our ignorance and disagreement as to what
we want, suggests caution and humility in dealing with reconstruction proposals.” Frank
Knight, 374-375

7 Jacob T. Levy, The Multiculturalism of Fear 112 (2000).

S8Corporate directors, for instance, owe loyalty to their corporations, which is to say
to corporate bodies, not to shareholders, individually or the sum of them, or any other
affiliated persons.

591348] [emphasis added; check pincite].

50George Akerlof and Rachel Kranton lay the foundation for this model in their model
of identity associated with “prescriptions,” which dictate utility-maximizing actions. [cite]

61349 [emphasis added]

521t is difficult to determine Stigler’s view of the precise relationship between “rational-
ity” and the “ethics” that he identifies in his Tanner lectures. A committed neo-classical
theorist, Stigler departs from strict view basic human motivation: “Man is eternally a
utility-maximizer, in his home, in his office—Dbe it public or private—in his church, in his
scientific work, in short, everywhere.” However, because utility-maximizing man “can and
often does err”, as he observes, Stigler appears to suggest a bounded rationality hypothesis
for the existence of these “ethics.” Yet at the same time he warns against “surreptitiously”
introducing an implausible “theory of mistakes” as well as “the constant temptation to
define the utility of the individual in such a way that the hypothesis is tautological.” 189

53[349] Sen’s comment brings to mind John Kennedy’s famous invocation of national
loyalty: “ask not what your country can do for you—ask what you can do for your
country.” Unlike Stigler, Sen specifies a precise relationship between “rationality” and
“commitment.” Cf., Philip Pettit, (2005) “Construing Sen on Commitment,” Economics
and Philosophy, 21: 15-32, questioning whether Sen’s specification is sustainable.

SYH.L.A. Hart, The Concept of Law at 91 (1961) [confirm pincite]. Again, “internalized”
here means internalized into preferences as in the characterological loyalty approach. Cf.
Scott J. Shapiro, “What is the Internal Point of View,” Fordham Law Review, 75: 1157—
1170 (2006). Rebecca Stone, “Economic Analysis of Contract Law From the Internal Point
of View,” Columbia Law Review, 116(8):

551189].

56George J. Stigler, “The Process and Progress of Economics,” Nobel Memorial Lecture,
Economic Sciences, 57-76, 8 December, 1982, at 67.
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57Sen [pincite]. Sen unpacks these assumptions in characteristically insightful and care-
ful manner in [cites].

58Richard R.W. Brooks, “Loyalty and What Law Demand,” Working Paper, 2017.

59Named for French mathematician Claude Berge, who first characterized it in his 1957
book, General Theory on N-Player Games, the Berge Equilibria has largely evaded the
attention of game-theorist for a variety of reasons, including that it was published in French
and that it was largely followed up on by Russian scholars, writing in relative isolation from
most western game theorist. See, Pierre Courtois, Rabia Nessah and Tarik Tazdat, How
to Play the Games? Nash versus Berge Behavior Rules, WORKING PAPER [nd]; Andrew
M. Colmana, Tom W. Koérnerb, Olivier Musyc, Tarik Tazdait, Mutual support in games:
Some properties of Berge equilibria, 55(2) J. MATH. PSYCH. 166175 (2011)

70 See Terence W. Hutchison, “Institutionalist Economics Old and New,” Zeitschrift Fiir
Die Gesamte Staatswissenschaft / Journal of Institutional and Theoretical Economics,
140(1): 2029 (1984), Herbert Hovenkamp, “The First Great Law & Economics Move-
ment” Stanford Law Review, 42: 993— (1990); Malcolm Rutherford, “Institutional Eco-
nomics: Then and Now,” Journal of Economic Perspectives 15(3): 173-194 (2001). As
Frank Knight observed,

“Recognition of other elements in motivation, social-symbolic, ethical, etc. will make
the treatment [of behavior by ‘traditional economics’] more realistic and true in a human
sense, less scientific in the sense of the objective sciences of nature,” yet there is still,
observed Frank Knight, “a kind of objectivity possible, since the procedures dealt with are
essentially rules of the game and the results different kinds of game or social constitution.”
Frank H. Knight, Risk, Uncertainty and Profit, Reprints of Economic Classics, Augustus
M. Kelley Bookseller, New York (1964) in Preface to the Re-issue of (1933) at p. xviii.

"'Distinguishing “institutions from organizations is crucial if one is to get a handle
on the dynamics of institutional change. Institutions are the rules of the game and or-
ganizations are the players.” Douglass North, “Institutions and Credible Commitment.”
Zeitschrift Fir Die Gesamte Staatswissenschaft / Journal of Institutional and Theoreti-
cal Economics, 149: 11723 (1993) at 12. North’s is not the only understanding of that
distinction in economics. See e.g., Avner Greif, who would treat organizations as a kind
(a subset) of institution, along with rules, beliefs and norms and Avinash Dixit (2004,
6), referring to Schotter (1981) and Calvert (1995) while observing that institutions may
also be usefully described in terms of regularities and equilibria. Avner Greif, “Contract
Enforceability and Economic Institutions in Early Trade — the Maghribi Traders Coali-
tion,” American Economic Review, 83(3), 525-548 (1993); Avner Greif, “The Fundamental
Problem of Exchange,” Review of Furo- pean Economic History 4: 251-284; Avinash K.
Dixit, Lawlessness and Economics, Princeton University Press (2004).

"Better known is Commons’s 1924 book, The Legal Foundations of Capitalism, the
1925 article and other related works have received some attention. See e.g., Herbert J.
Hovenkamp, “The First Great Law & Economics Movement” Stanford Law Review, 42:
993 (1990); Warren J. Samuels, “John R. Commos (1862-1945)” in The Elgar Companion
to Law and Economics (edited by Jiirgen G. Backhaus) Second ed. Elgar Publishing Ltd.
(2005) and Herbert J. Hovenkamp, “Coase, Institutionalism, and the Origins of Law and
Economics” Indiana Law Journal, 86:499-542 (2011).

" John R. Commons, “Law and Economics,” Yale Law Journal, 34: 371-382 (1925) at
371
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7375, Commons drew his insight, he said, from observed courtroom practice. “The
court always begins with two conflicting persons, instead of one selfish person, and with
the common practices of two opposing classes of persons instead of a mass of disconnected
individuals, as the economists had done in imitation of Jeremy Bentham. ... The court
begins with a transaction, where economists, following Bentham, begin with individuals.”
374 Courts “have thus converted the economists’ ‘individual’ into a set of relations, habits,
transactions, or customs, of associated individuals.” 375

"SWesley N. Hohfeld, “Fundamental Legal Conceptions as Applied in Judicial Reason-
ing” Yale Law Journal, 26: 710— (1917).

"6Legal analytical approaches, like Hohfeld’s, clarifying the influence of conduct rules
(i.e., ‘institutional’ or ‘working’ rules) on actual practice, was what Commons took to
be “the grand contribution which the science of law gives to the science of economics.”
Commons, 376

""Commons, 375 (emphasis added). “These principles are just as applicable to the shop
rules of an industrial concern, or to the ethical rules of a family or any of the many cultural
concerns, as they are to the supreme political concern.” 375

"8 Commons, 376

"Ronald H. Coase, (1937) “The Nature of the Firm,” Economica, 4(16): 368-405, 391
(first emphasis added; latter in the original).

80Even assuming that rendering to written form is feasible given the constraints of “inde-
scribability,” bounded rationality and the transaction costs of specification and subsequent
interpretation of adequate and appropriate terms.

81Edmund Burke, Reflections on the French Revolution, 1790, at 128

82As he notes, “[i]t would be possible for no limits to the powers of the entrepreneur
to be fixed,” but “such a contract would be void and unenforceable.” Ronald H. Coase,
(1937) “The Nature of the Firm,” Economica, 4(16): 368-405, 39, note 2.

83Ronald H. Coase, (1937) “The Nature of the Firm,” Economica, 4(16): 368-405. See
also, Oliver E. Williamson, (1964) The Economics of Discretionary Behavior: Managerial
Objectives in a Theory of the Firm.

84Gee Christopher L. Tomlins, “The Ties That Bind: Master and Servant in Mas-
sachusetts, 180071850,” Labor History, 30(2): 193-227 (1989) and Christopher L. Tomlins,
Freedom Bound: Law, Labor, and Civic Identity in Colonizing English America, 1580-1865
(2010).

85 Armen A. Alchian and Harold Demsetz, “Production, Innovation Costs, and Economic
Organization,” American Economics Review 62: 777—, (1972) at 777-8 (emphasis added).

86 Alchian & Demsetz [790, emphasis added]

87 Alchian & Demsetz [790]. “Corporations and business firms try to instill a spirit of
loyalty.” This spirit of loyalty “can be preached with an aura of moral code of conduct a
morality with literally the same basis as the ten commandments,” yet “[t]he difficulty, of
course, is to create economically that team spirit and loyalty.” Alchian & Demsetz [791]
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88Qliver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985) at
p- 49.

89 Alchian & Demsetz [790] (emphasis added).

9 Amartya Sen, Rationality and Freedom, Cambridge, MA: Harvard University Press
(2002).

91J. Marschak and Roy Radner, Economic Theory of Teams, (Cowles Foundation for
Research in Economics at Yale University, Monograph 22), Yale University Press, New
Haven and London, 1972; J. Marschak, “Elements for a Theory of Teams,” 1 Management
Science 127-137 (1955).

92Qliver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985) at
p- 49. He ties obedience to the “behavioral assumption that is associated with social
engineering”. .. “stewardship of an extreme kind in which self-interestedness vanishes.”
Oliver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985) at p.
49

9Qliver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985) at
p- 48

[1381)

94Pier Luigi Porta, in Handbook on the History of Economic Analysis Volume II:
Schools of Thought in Economics (eds., Gilbert Faccarello and Heinz D. Kurz) Edward
Elgar Publishing, (2016) 92-106, at 102 (referring to Becarria’s An Essay On Crimes and
Punishments).

95 “Transactions that are subject to ex post opportunism will benefit if appropriate safe-
guards can be devised em ex ante. ... Incentives may be realigned and/or superior
governance structures within which to organize transactions may be devised.” Oliver E.
Williamson, The Economic Institutions of Capitalism, Free Press (1985) at pp. 48-49.

960ne way to get people “to do anything is to provide material incentives that reward
desirable behavior and penalize undesirable behavior. But it is not the only way,” as
Stephen Smith observes, with particular reference to “people and institutions that are
authorities. The first thing that most authorities do if they want to encourage those
under their authority to act in certain ways is tell them how to act. Parents tell their
children how they should behave. Coaches tell their players how they should play.” Orders
and commands alone, or merely providing directions or rules is “a low-cost method that
authorities can, and typically do, use to influence their subjects’ behavior.” Stephen A.
Smith, “Duties, Liabilities, and Damages,” Harvard Law Review, 125:1727-1756 (2012),
at 1732.

970liver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985),
note 7 at p. 49 (quoting Peter Diamond; emphasis added)

98Qliver E. Williamson, The Economic Institutions of Capitalism, Free Press (1985) at
p. 47 (emphasis added). See also note 8, at p 51, describing his motivation to substitute
“opportunism” for “moral hazard.”

9Williamson was well-aware and acknowledges that moral hazard and adverse selection
allowed for guile and other forms of conduct contained in his notion of “opportunism”
(including “the full set of ez ante and ez post efforts to lie, cheat, steal, mislead, disguise,
obfuscate, feign, distort, and confuse”). But perhaps fearing (not unreasonably) that
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moral hazard and adverse selection had become empty slogans in the field he sought
emphasize the robust means of self-serving conduct implicit in opportunism. See Oliver
E. Williamson, The Economic Institutions of Capitalism, Free Press (1985), note 8 at p.
51.

100 James M. Buchanan, “Choosing What to Choose,” Journal of Institutional and Theo-
retical Economics (JITE) / Zeitschrift fir die gesamte Staatswissenschaft, 150(1): 123-135
(1994) at 124.

101 Becarria’s mathematical model was built around a pervasive problem of states in their
regulation traders who would consider legally sanctionable trade. When a state taxes
imported goods with a custom duty and confiscates smuggled goods, then the trader
debating whether to engage in illegal smuggling faces “an inducement and a deterrent;”
as Reghinos Theocharis put it, “the inducement is that, if he is successful, he will make a
profit equal to the tax he has not paid; the deterrent is that if he is caught, he will lose the
value of his wares.” With a simple formal model Becarria was was to clearly demonstrate
that “[t]he higher to duty, the more profitable therefore becomes smuggling,” among other
insights. Reghinos D. Theocharis Farly Developments in Mathematical Economics, The
MacMillan Press Ltd. 1961, at 21-22

102Robert L. Hale, “Bargaining, Duress and Economic Liberty,” 43 Columbia Law Re-
view, 603-626 (1943) at 612. See also Common’s discussion on threats of “withholding”
something as the basis for all non-gift exchanges in John R. Commons, The Legal Foun-
dations of Capitalism 1924.

103Gary S. Becker, “Crime and Punishment: An Economic Approach,” Journal of Politi-
cal Economy 76(2): 169-217 (1968); Guido Calabresi and A. Douglas Melamed, “Property
Rules, Liability Rules, and Inalienability: One View of the Cathedral,” Harvard Law Re-
view, 85(2): 1089- (1972); Alvin K. Klevorick, “On the Economic Theory of Crime,” in
Nomos XXVII: Criminal Justice, (Ronald Pennock and John W. Chapman eds.) (1985);
Avinash K. Dixit, Lawlessness and Economics: Alternative Modes of Governance, Prince-
ton University (2004).

104 gee Hart’s discussion of Bentham’s categories of legal rights, especially the analysis
liberty-rights plausibly proceeding under the protective perimeter of criminal law and
other rules limiting “cruder forms interference” of fine tuned entitlements. H. L. A. Hart,
Essays on Bentham: Jurisprudence and Political Theory, (1982) Oxford, at p. 171.

105Buchanan 126

196 [Buchanan 127]

197[Buchanan 128]

198 Buchanan 132]

199 Buchanan 126]

19Buchanan 132

"1 Buchanan 133

11211 the same year that The Modern Corporation and Private Property was released,
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the Harvard Law Review published a famous debate between Adolf Berle and Merrick
Dodd Jr., with Berle staking out the claim that agents are obligated solely to stockholders
(i.e., the “shareholder primacy” argument) and Dodd countering with an argument of
agent “responsibility conceived not merely in terms of stockholders’ rights, but in terms
of economic government satisfying the respective needs of investors, workers, customers,
and the aggregated community” A. A. Berle, Jr., “For Whom Corporate Managers Are
Trustees: A Note” Harvard Law Review, 45(8): 1365-1372, at 1372; E. Merrick Dodd
Jr., “For whom are corporate managers trustees?” Harvard Law Review, 45(8): 1145-1163
(1932). Yet while Berle and Dodd debated to whom corporate agents were obligated, both
seemed to treat the agency relationship as closer to trust than contract. “The agent himself

. owes something more than a contract duty toward his principal. He is a fiduciary who
must loyally serve his principal’s interests.” Id. at 1145.

137 ewis A. Kornhauser, “The Nexus of Contracts Approach to Corporations: A Com-
ment on Easterbrook and Fischel,” Columbia Law Review, 89(7): 1449-1460 (1989). See
also John H. Langbein, “The Contractarian Basis of the Law of Trusts,” 105 Yale Law
Journal 625 (1995); Richard A. Epstein, “Contract and Trust in Corporate Law: The
Case of Corporate Opportunity,” 21 Delaware Journal of Corporate Law 1 (1996).

14«We define an agency relationship as a contract under which one or more persons (the
principal(s)) engage another person (the agent) to perform some service on their behalf
which involves delegating some decision making authority to the agent.” Michael C. Jensen
and William J. Meckling, “Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure,” Journal of Financial Economics 3: 305-360, at 308 (1976) (empha-
sis added). “Agency costs are defined as the sum of the costs of structuring, bonding, and
monitoring contracts...” Jensen C. Michael, “Organization Theory and Methodology,” The
Accounting Review, LVIII(2): 319-339, at 331 (1983). See also Eugene F. Fama, “Agency
Problems and the Theory of the Firm,” Journal of Political Economy, 88: 288— (1980).

15 «Contractual relations are the essence of the firm, ... most organizations are simply
legal fictions which serve as a nexus for a set of contracting relationships among indi-
viduals.” Michael C. Jensen and William J. Meckling, “Theory of the Firm: Managerial
Behavior, Agency Costs and Ownership Structure,” Journal of Financial Economics 3:
305-360, at 308 (1976) (emphasis in original).

"6Frank H. Easterbrook & Daniel R. Fischel, “The Corporate Contract,” 89(7) Columbia
Law Review 1416 (1989); Frank H. Easterbrook and Daniel R. Fischel, “Contract and
Fiduciary Duty,” 36 Journal of Law & Economics 425 (1993); Frank H. Easterbrook &
Daniel R. Fischel, The Economic Structure of Corporate Law, Harvard University Press
(1996).

17 A small possibility of breach may be sustainable in interactions analyzed by so-called
“trembling hand” equilibrium solution concepts, where some unintended tremble or ‘slip
of the hand’ leads the parties to an unanticipated outcome off the equilibrium path. See
Reinhard Selten, “A Reexamination of the Perfectness Concept for Equilibrium Points in
Extensive Games,” 4 (1) International Journal of Game Theory, 25 (1975).

18Richard R.W. Brooks, “Knowledge in Fiduciary Relations,” in Philosophical Foun-
dations of Fiduciary Law (Andrew S. Gold and Paul B. Miller, eds.), Oxford University
Press (2014), at 232. “The informational demands on the parties are notable. Not only
must the contract and the outcomes on which it is based be verifiable (which is all that is
required of courts), but the states of the world and some belief regarding their likelihood
must be known ex ante by the parties, as well as the technology and the agent’s utility
derived from actions and payments.” Id., at 231.

43



19%yank H. Easterbrook and Daniel R. Fischel, “Contract and Fiduciary Duty,” Journal
of Law & Economics 36: 425—, at 427 (1993).

'290ne can imagine that even this ex post task assumed by the court may be handled
ex ante by the parties with only a sightly more sophisticated contract, wherein the par-
ties specify a mechanism by which any gaps, vagueness or ambiguities in the contract are
to be resolved by the parties themselves, an arbitrator, or even the court. Such a solu-
tion would return us to the assumption of a high-level of sophistication and knowledge
possessed by the principal and agent in the standard model. See Benjamin E. Hermalin
and Michael L. Katz, “Judicial Modification of Contracts between Sophisticated Parties:
A More Complete View of Incomplete Contracts and Their Breach,” em Journal of Law,
Economis & Organization, 9: 230— (1993) at 232. See also A Konakayama, T Mitsui, and S
Watanabe, “Efficient Contracting with Reliance and a Damage Measure,” Rand Journal of
Economicsl7: 450— (1986). See also Alan Schwartz and Robert E. Scott, “Contract Inter-
pretation Redux, Yale Law Journal, 119: 926 (2010) (suggesting a rule of interpretations
for the court to follow that may be implied or expressed in the contract by sophisticated
parties).

121 See Kornhauser (1989) and Brooks (2014).

122Frank H. Easterbrook and Daniel R. Fischel, “Contract and Fiduciary Duty,” Journal
of Law € Economics 36: 425—, at 427 (1993).

123See e.g., Charles Fried, Contract as Promise (Harvard University Press 1981); See also,
Seana Valentine Shiffrin, “The Divergence of Contract and Promise,” 120 Harv. L.Rev.
708 (2007) and responses to Shiffrin by Charles Fried, “The Convergence of Contract and
Promise,” 120 Harv. L. Rev. F. 1 (2007); Liam Murphy, “Contract and Promise,” 120
Harv. L. Rev. F. 10 (2007) and Barbara H. Fried, “What’s Morality Got To Do With
1t?” 120 Harv. L. Rev. F. 53 (2007).

1244One of the many evil effects of the confusion between legal and moral ideas,” against

which Oliver Wendell Holmes railed, resulted from “the use of moral phraseology” in
contract law. “Nowhere is the confusion between legal and moral ideas more manifest
than in the law of contract,” he wrote, concluding “I often doubt whether it would not
be a gain if every word of moral significance could be banished from the law altogether,
and other words adopted which should convey legal ideas uncolored by anything outside
the law.” Oliver Wendell Holmes, Jr., “The Path of the Law,” 10(8) Harvard Law Review,
457 (1897) at 458, 462-4.

125Robert Cooter and Bradley J. Freedman, (1991) “The Fiduciary Relationship: Its
Economic Character and Legal Consequences,” 66 New York University Law Review, 1045,
at p. 1073, note 90 and accompanying text. Additionally, even though efficiency may favor
“deterring fiduciary wrongdoing [with] large sanctions,” Cooter & Freedman caution that
such an approach “may violate conventional morality.” Id., at p. 1071

126Robert Cooter and Bradley J. Freedman, (1991), at p. 1047

127Their assertion rests on assumptions that may be reasonably challenged, but we can
presume its plausible in order to consider the basic argument of their article.

128Cooter & Freedman, 1048. “Once the appearance of disloyalty is established, the
burden shifts to the fiduciary who must prove her innocence.” Id.

129¢Tp contrast, lack of care is not as profitable for the fiduciary.” Cooter & Freedman ,
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1048.

130T he text describes (a la Easterbrook & Fischel) the court’s role in promoting hypothet-
ically desired bargains, but the role of default rules in leading to mutually advantageous
outcomes is much greater. See Ian Ayres and Robert Gertner, “Filling Gaps in Incom-
plete Contracts: An Economic Theory of Default Rules,” 99 Yale Law Journal 87 (1989).
Moreover, just as claims that an expectation damages default rule leads to efficient allo-
cation of resources (i.e., the “efficient breach of contract”) and therefore encourages the
outcome that the parties would have specified had the ex ante transaction costs been less
prohibitive, so too, suggests Smith & Lyman, might efficient fiduciary default rules be seen
as furthering outcomes parties would have hypothetically bargained for in the absence of
transaction costs. See e.g., D. Gordon Smith and Daniel P. Lyman, “Efficient Breach of
Fiduciary Duty,” (n.d); Cf. Deborah A. DeMott, Relationships of Trust and Confidence in
the Workplace, 100 Cornell L. Rev. 1255, 1268 (2015) (“fiduciary law does not entertain
the concept of efficient breach.”)

131 Gee Saul Levmore, Strategic Delays and Fiduciary Duty, 74 Va. L. Rev. 863 (1988)
and Eric L. Talley, “Turning Servile Opportunities to Gold: A Strategic Analysis of the
Corporate Opportunities Doctrine,” 108 Yale Law Journal, 277 (1998).

13241 am not prepared to formalize further the problem of optimal delay because, al-
though it is possible to identify some costs and benefits of delay, I do not think it is
possible to say much about many of the costs and benefit.” Levmore, Strategic Delays
and Fiduciary Duty, 74 Va. L. Rev. 863 (1988) at 875.

13311 the contractual context, says Levmore, law displays a “general unwillingness to
intervene when something less than fraud, misrepresentation, and the like is at issue.”
Levmore, Strategic Delays and Fiduciary Duty, 74 Va. L. Rev. 863 (1988) at 907

134«Had [the beneficiary] not behaved strategically, the law might have intervened be-
cause the improper taking of an opportunity by a fiduciary is one of those wrongs that
is sufficient to bring on legal intervention. Strategic behavior by a plaintiff, however,
“allows” the law to revert to its nonintervening posture. [The beneficiary’s] strategic be-
havior can be deterred by legal nonintervention, allowing the fiduciary to escape, whereas
[a contracting party’s] strategic behavior can only be deterred by legal intervention. And
intervention and nonintervention are not equal.” Levmore, Strategic Delays and Fiduciary
Duty, 74 Va. L. Rev. 863 (1988) at 907-8.

135Eric L. Talley, “Turning Servile Opportunities to Gold: A Strategic Analysis of the
Corporate Opportunities Doctrine,” 108 Yale Law Journal, 277, at 280-1, 285 (1998)
(emphasis added). Though he acknowledges alternative accounts, Talley concludes that,
“[u]ltimately, however, I find that the contractarian account is the most persuasive in the
corporate opportunities context.” Note 3, p. 281.

136 “Piduciary law thus minimizes transaction costs. Instead of trying in advance to
reduce to writing provisions for every future contingency, the parties need only specify
those contingencies that are important and likely enough to warrant the transaction costs
of express provision. For all other contingencies, fiduciary obligation fills the gap.” Robert
H. Sitkoff, (2014) “An Economic Theory of Fiduciary Law” in Philosophical Foundations
of Fiduciary Law (Andrew Gold & Paul Miller eds., 2014) at 202. See also, Robert H.
Sitkoff, “The Economic Structure of Fiduciary Law,” 91 Boston University Law Review,
1041 (2011); Robert H Sitkoff, “An Agency Costs Theory of Trust Law,” 89 Cornell L Rev
621 (2004); Jonathan Klick and Robert H Sitkoff, “Agency Costs, Charitable Trusts, and
Corporate Control: Evidence from Hershey?s Kiss-Off,” 108 Colum L Rev 749, 779783

45



(2008); Robert H Sitkoff, “Trust Law as Fiduciary Governance Plus Asset Partitioning,”
in Lionel Smith (ed), The Worlds of the Trust (2013) 428.

137«The existence of a mandatory core of fiduciary law vexed the prior generation of
economic analysis. Committed contractarians have had difficulty in explaining why the
parties to a fiduciary relationship do not have complete freedom of contract. Easterbrook
and Fischel went so far as to assert, erroneously, that in trust law ‘[a]ll rules are freely
variable by contract in advance’.” 205

138 “Rules regarding the internal order of the relationship may, or may not, be fairly char-
acterized as resulting from bilateral contracting between two rational parties (the internal
order appears to be the exclusive domain of the ‘fiduciary as contract’ argument) but
when third parties are involved the [principal-agent/fiduciary-beneficiary] dyad’s separate
appearance becomes more visible. Nowhere is this more evident than in matters concern-
ing knowledge and information among the parties.” Richard R.W. Brooks, “Knowledge in
Fiduciary Relations,” in Philosophical Foundations of Fiduciary Law (Andrew S. Gold and
Paul B. Miller, eds.), Oxford University Press (2014), at 227. See also, Brooks 2017, who
argues that fiduciary law plays a distinctive role in providing and publicizing appropriate
conduct rules to agents, trustees and other fiduciaries.

139Robert Sitkoff, “An Economic Theory of Fiduciary Law,” in Philosophical Foundations
of Fiduciary Law (Andrew S. Gold and Paul B. Miller, eds.), Oxford University Press
(2014), at 205 (emphasis in original).

1408aul Levmore, Strategic Delays and Fiduciary Duty, 74 Va. L. Rev. 863 (1988), p.864,
Note 1.

141Saul Levmore, Strategic Delays and Fiduciary Duty, 74 Va. L. Rev. 863 (1988), p.864,
Note 1.

142 Jennifer Arlen, Matthew Spitzer and Eric Talley, “Endowment Effects within Corpo-
rate Agency Relationships” The Journal of Legal Studies, 31(1): 1-37 (2002).

143 Jennifer Arlen and Stephan Tontrup, “Does the Endowment Effect Justify Legal In-
tervention? The Debiasing Effect of Institutions,” The Journal of Legal Studies 44(1):
143-182 (2015).

H445tephan Tontrup, “What Remains of the Endowment Effect When Sellers Trade for
Profit? - On the Debiasing Effect of Market Institutions” Working Paper (2018).

145Sven Hoeppner, Russell Korobkin, and Alexander Stremitzer, “Delegated Promises,”
Working Paper (2018).

146 Jonathan Macey, “An Economic Analysis of the Various Rationales for Making Share-
holders the Exclusive Beneficiaries of Corporate Fiduciary Duties,” Stetson Law Review
21: 23-44 (1991).

147 Alison Grey Anderson, “Conflicts of Interest: Efficiency, Fairness and Corporate
Structure,” UCLA Law Review 25: 738 (1978); W. Bishop & D. D. Prentice, “Some Le-
gal and Economic Aspects of Fiduciary Remuneration,” Modern Law Review 46: 289-309
(1983).

“$Henry G. Manne, “In Defense of Insider Trading,” 44(6) Harvard Business Review

46



113 (1966).

49Henry G. Manne, “Insider Trading and the Law Professors,” 23 Vanderbilt Law Review
547 (1970), at 549.

47



