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Abst r act

Agency probl ens beset firnms and pronpt opportunistic
behavi or by enpl oyees. Opportunistic behavior redistributes
val ue, whereas cooperative behavior creates value. Firmspecific
fairness norns typically pronote the firms efficiency by
i ncreasi ng cooperation and decreasing opportunism Firmspecific
fairness nornms best pronote efficiency when supported by
reputation effects and when the firnms agents internalize the
norns. People who internalize norns acquire character. W wll
devel op the concept of *“good agent character,” by which we nean
agent character that serves the firms profitability by enbodying
the firms fairness norns. Good agent character conveys an
advant age to superiors and subordinates in form ng cooperative
relations with other people who can read character.
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FAI RNESS, CHARACTER, AND EFFI Cl ENCY | N FI RVB

Robert Cooter & Melvin A Eisenbergf]

“In the mddling and inferior stations of life, the
road to virtue and that to fortune, to such
fortune, at least, as nmen in such stations can
reasonably expect to acquire, are, happily in nost
cases, very nearly the sane. 1In all the mddling
and inferior professions, real and solid
professional abilities, joined to prudent, just,
firm and tenperate conduct, can very seldom fai

of success.” Adam Sm th, The Theory of Mbral
Sentinments |.iii.3.5. (Liberty Fund, |ndianapolis,

1984, page 63).

| nt roducti on

What forces shape the conduct of individuals and firnms?

Legal scholars traditionally focused on the explicit content of

the directions that legal rules give to people. Wthin the |ast

* W& thank Lisa Bernstein and C aire Finkelstein for val uabl e
comments on an earlier draft of this paper.

C:\gail's work\6.Rc& ME.Norms.4-27-01.doc- 2 -



twenty-five years, however, |aw and-econom cs schol ars have
shifted the focus fromexplicit directions to inplicit incentives
created by legal rules. Wthin the |ast ten years, |awers and

| aw- and- econom cs schol ars have both turned their attention to
the interaction between | egal rules and non-legal nornms. This
recent discussion nostly concerns the norns of |arge social
groups, such as nerchant conmunities, ethnic groups, or the
corporate comunity, the general society. We call norns of this

type general social norns. In contrast, this paper concerns

norns that are specific to firnms: in particular, firmspecific
fai rness norns.

We advance two theses: First, firmspecific fairness norns
typically pronote efficiency. Second, firmspecific fairness
norns best pronote efficiency when supported by reputation
effects and when the firms agents internalize the norns.

I nternalized norns beconme part of agent’'s character. W w |
devel op the concept of “good agent character,” by which we nean
agent character that serves the firms profitability by enbodying
the firms fairness nornms. This neglected topic hel ps explain

how firnms work and why they exist.

|. Definitional |ssues
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We begin with the issue, what constitutes a norm A common
approach to this issue is to define norns as unofficial standards
of conduct backed by i nformal enforcement.III We call this type of
definition standards-based. Violating a standard of behavior
typically provokes criticism by others, whereas departing froma
mere reqgularity only pronpts surprise.

St andar ds- based definitions are unduly exclusive, because in
ordinary |anguage the term “norni enconpasses regularities that
are not st andar ds, such as the ©practice of bl ue-chi p
corporations, prior to the md 1970’s, not to nmake hostil e tender
offers.EI

St andar ds-based definitions are also unduly inclusive,
because they enconpass types of standards that are not
characterized as norns in ordinary |anguage. Norns are only one
kind of standard. Anot her consists of explicit private rules
such as the rules of organized baseball. Although rules of this
sort are regularly enforced and conplied with, they are seldomif
ever referred to as nornms. A third kind of standard consists of
cul tural values, such as whether social standing is based on
merit or lineage, whether there is social approval or disapproval

of commerce and nerchants, and whether the society’s ideol ogy

1 See, e.g., Richard A Posner, Social Nornms and the Law. An
Econom ¢ Approach, 87 Am Econ. Rev. 365, 365 (1997).
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enphasi zes individuals or groups. Like explicit rules, cultura
val ues are usually not called norns.

In short, social standards range in a spectrum from
explicit rules, through nornms, to cultural values. Two elenents
characterize novenent along this spectrum The first elenment is
specificity. Usual |y, explicit private rules are highly

specific; norns are |less specific; and cultural values are highly

general . The second elenent is the nechanism of creation and
change. Explicit private rules are promul gated, anended, and
repeal ed. Norns evolve as practices and commtnents shift.

Cultural values are transmtted through socialization into a way
of life.

Bearing all these considerations in mnd, we define norns
as social standards and regularities other than explicit private
rules or cultural val ues.

Like the general society, every firm has its own rules,
norns, and cultural values, which we call firmspecific. Qur
particular interest in this paper is in firmspecific fairness
norms, that is, nornms of a firmthat require fair conduct by its

agents.

2 See Ei senberg, Social Norns and Corporate Law, 99 Colum L. Rev.
1253, 1287-91 (1999).
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1. Firm Specific Fairness Norns and Efficiency

Peopl e can often create val ue by cooperating with each
other. The value that they create nust be distributed. Disputes
over distribution inpede cooperation and waste resources.

Fai rness norns reduce disputes over distribution. Qur first
thesis is that firmspecific fairness norns pronote a firms
efficiency by increasing cooperation anong its agents. Next we
expl ain several manifestations of the efficiency of firmspecific
fairness norns.

A. Loyalty

To begin wth, firnms can be efficient only if their agents
render |oyal performance, by which we nean that the agents
performtheir contractual obligations diligently and honestly.

Di | igent and honest agents create value by cooperating with their
firms and co-agents, whereas disloyal agents redistribute wealth
to thensel ves by sl acking and deceiving or otherw se betraying
their firnms and co-agents.

One way to achieve |oyal performance is by |egal sanctions.

Legal sanctions al one, however have limted effectiveness,
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because detecting breaches of the duty of loyalty is difficult
and | egal enforcenent is expensive.

Bondi ng and nonitoring provide a second net hod of achi eving
loyalty. To illustrate bonding, a corporation may award options
to an agent that vest after a fixed nunber of years of
enpl oynent. Such options bond the agent to the corporation in
two ways. First, because the agent will do well if the
corporation does well, the agent has an incentive to do what is
best for the corporation. Second, if the corporation detects
di sloyalty by the agent during the relevant period, it can
di scharge the agent before the options vest, that the agent | oses
the options. To illustrate nonitoring, a firmmy enpl oy
external and internal auditing systens and various conpliance
pr ogr ans.

Li ke I egal sanctions, bonding and nonitoring devices are
expensi ve and have limted effectiveness. A nore effective and
reliable method for ensuring loyalty is the devel opnent of a
regime of firmspecific fairness norns. As we explain bel ow,
devel opi ng such a reginme also has costs, but the costs are
typically |ower than either |egal enforcenent or bondi ng and

nmoni toring. Legal sanctions, nonitoring, and bonding all have an
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i nportant place in ensuring diligence and honesty by agents, but

nornms have the central role in achieving that objective.E

A. Supracontractual Perfornmance

In Section 1, we explained that firmspecific fairness norns
pronote efficiency by inducing diligent and honest performance of
contractual obligations. However, firns will be nost efficient
if agents go beyond their contractual obligations. For exanple,
subordi nates may put in |longer hours and exert nore effort than
their contract requires, in which case we say that performance is

supracontractual. Firnms have an obvious efficiency interest in

i nduci ng supracontractual performance.

A subordi nate who perforns supracontractually will normally
do so because she forns a reasonabl e, noncontractual expectation
that, when the tine conmes, her superiors will reward her with a
raise or a pronotion or in some other way. Such expectations are
speci al cases of the well-known phenonenon of inplicit contracts.
I n such cases, however, it is often easy and profitable (at |east
in the short run) for superiors to exploit the subordinates

trust by not fulfilling the latter’s expectations. Accordingly,

> Here we differ from Rock and Wachter, who seemto suggest that
| egal enforcenment and nonitoring, rather than norns, play the decisive
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bef ore agents render supracontractual performance they need a
reasonabl e degree of assurance that their trust wll not be
expl oi ted opportunistically.

In a world of perfect information and no transactions costs,
agents coul d protect against this kind of opportunism by
contract. A perfect contract would enconpass the subordinate's
future performance, endogenous changes in the firm exogenous
changes that affect the firm and what constitutes fair treatnent
under a variety of circunstances. In the real world, contractual
protection of this sort usually fails because the needed terns
are difficult to specify, observe, and prove.

Firmspecific fairness norns enter to suppl enent inperfect
contracting.EI Two kinds of firmspecific fairness norns are
relevant. The first consists of firmspecific versions of
general fairness norms, such as "Reciprocate within the firm"
and, "Don't lie within the firm" These norns are firmspecific
rat her than general, because at least in principle they are
conpatible with norns that tolerate acting nonreciprocally and
telling lies to people outside the firm The second kind of
firmspecific fairness normconsists of norns that hel p define

fairness within the firm For exanple, conpensation depends on

role in controlling honesty. See Rock & Wachter at 30-32.
* Benjami n Hermalin, Economics and Corporate Culture (Xerox,
2000) .
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seniority in sonme law firns, while in others it depends on the
anount of business that a partner generates. Paying a young
partner top conpensation could be fair in the second context and

unfair in the first.

B. Mentoring

Continuity in nost firns requires a nentoring system under
whi ch superiors train subordinates to assunme ever greater
responsibility. Mentoring involves significant costs. A good
mentor nust not only incur tinme and trouble, but nust also share
with the protege valuable skills, techniques, and secrets about
the firmand even about hinself.

There are various reasons why superiors are willing to incur
these costs. Sone of these reasons are sel f-seeking and others
are not. In the absence of a regine of fairness norns, superiors
are unlikely to nentor subordinates, because the superior wll
not be able to count on the subordinate to reciprocate

appropriately, keep secrets, and so forth.

1. Reputation and Good Agent Character

We previously explained that firmspecific fairness norns
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pronote efficiency by encouraging |oyalty, supracontractual
performance, and nmentoring. Now we explain why people m ght
respect firmspecific fairness norns and adhere to them In an
effective regine of firmspecific fairness nornms, the firms
agents have sone assurance that adherence will be substantial and
not nerely nomnal. Two nechani sns especially provide such
assurance: reputation effects and good agent character. W

expl ain several ways that reputation and character support

fai rness norns.

A. Reputation effects

An agent may adhere to firmspecific fairness norns because
he believes that acquiring a reputation for adhering wll further
his own interests. For exanple, if a superior devel ops a
reputation for truth-telling, reciprocity, and trustworthiness
within the firm he will be nore able to i nduce supracontractua
performance from subordi nates. Conversely, if a superior
devel ops a reputation for lying, non-reciprocity, and
untrustworthiness within the firm he will be I ess able to induce
supracontractual performance. Therefore, a superior may tell the
truth, reciprocate, and act like a trustworthy person, not

aut hentically, because he has internalized firmspecific fairness
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norns, but instrunmentally, to obtain the reputation that he needs
to i nduce supracontractual performance from subordi nates.

As a nmethod of making firmspecific fairness norns
effective, reputation is inportant but inperfect. To illustrate
the inperfection, the existence of an inplicit contract, and the
failure of a superior to honor such a contract, are often
difficult to denonstrate to third parties. Furthernore, a
superior’s reputation only inperfectly follows his nove to
another firmor even his transfer within the firm A subordinate
therefore knows that inperfect information gives superiors
significant |leeway to break inplicit contracts without a | oss of
reputation. Reciprocity is especially problematic when a
relationship is ending, because the two parties no | onger have
the expectation that they will receive future rewards for
conveyi ng present benefits.

A subordi nate al so knows that if a superior’s only notive
for acting fairly is reputation, then when the time cones to
reci procate the superior will make an instrunmental cal cul ation of
costs and benefits. Specifically, the superior will consider
whet her his gain fromfailure to reciprocate will exceed his |oss
of reputation discounted by the prospect of detection. Bruce
Chapman expl ai ns how t hese cal cul ati ons can defeat thensel ves:

[ Suppose that an individual who acts only on an
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i nstrunmental basis nakes a prom se, and put aside the
i ssue of legal enforceability.] The question is
whet her such a prom se can be a credible one in the
eyes of . . . other individuals. The difficulty is
that a prom se made for only an instrunmental or

f orwar d-| ooki ng reason, the sort of reason that a
rati onal maxi m zer of her own preferences would
provide, is a prom se that should, rationally, be
broken when it pays to do so. . . . Having prom sed,
for purely instrunental reasons, to [perform the
individual] will find that these sanme instrunenta
reasons tell her to break the prom se that she has
made. Furthernore, all this instrumentally rational
behavi our can be predicted perfectly by the other

i ndi vidual; after all, they too are rational in this

way. B

Kenneth Arrow makes a rel ated comment about trust:
Trust is . . . extrenely efficient; it saves a | ot
of trouble to have a fair degree of reliance on other

people’s word. Unfortunately this is not a coomodity

° Bruce Chaprman, Trust, Economic Rationality, and the

Corporate Fiduciary Obligation, 43 U Toronto L. Rev. 547, 581 (1993)
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whi ch can be bought very easily. |f you have to buy
it, you already have sonme doubts about what you’ ve

bought.EI

B. Good Agent Character

Anot her mechani smfor making a regine of firmspecific
fairness norns effective is good agent character. Before
considering this specific concept, we nust exam ne the general
concept of good character. Earlier we identified standards-based
norns, which supply standards for eval uating behavior. Moral
norns are one inportant type of standard, but a social norm may
i npose a standard wi thout being noral. For exanple, people who
attend a Metropolitan Opera premere in informal dress may be
criticized, but this is a matter of etiquette, not norality.

The internalization of standards by actors closely rel ates
to good character. Internalization has two aspects that parallel
the preceding distinction between regularities and obligations.
First, an actor may adhere to an internalized normreflexively.

The econom st Kaushi k Basu descri bes refl exi ve adherence to a

(Enphasis in original).
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nor m
[Certain nornms stop] us fromdoing certain things or
choosing certain options, irrespective of how nmuch utility
that thing or option gives us. Thus nost individuals would
not consi der picking another person's wallet in a crowled
bus. This they would do not by specul ati ng about the anmount
the wallet is likely to contain, the chances of getting
caught, the severity of the | aw and so on, but because they
consider stealing wallets as something that is sinply not

done.ﬂ

An actor may al so adhere to an internalized norm out of
deli berate commtnent. |In deciding what to do, a sense of
commtnment to norns receives weight relative to the actor’s self-
interest. To illustrate, assunme that an actor recogni zes that
adhering to a normhas nore costs than benefits to herself. |If
she adheres to the norm anyway, then her adherence denonstrates
her sense of commtnent. |n general, adherence against self-
i nterest denonstrates comm tnent to norns.

Sel f-interest can be defined narrowmy to enconpass wealth,

6 Kenneth Arrow, The Limts of Organization 23 (1974), quoted
i n Chapman, supra note 5, at 581 n. 62.

! Kaushi k Basu, Social Norns and the Law, 3 New Pal grave
Encycl opedi a of Law and Economics 476, 477 (1998).
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power, pleasure, prestige, and little else. Under the narrow
definition, self-interest often conflicts with norality.
Alternatively, self-interest can be defined broadly to enconpass
noral val ues, such as truthful ness, integrity, and generosity.
Under the broad definition, self-interest seldomconflicts with
nmorality. Thus the distinction between conmtment to nornms and
self-interest is sharp for the narrow conception and dull for the
broad conception of self-interest.

The prem se that people are notivated by nornative
comm tments chal | enges nuch econom c thinking, which relies on a
narrow self that is interested only in wealth, power, pleasure,
and prestige. Normative conmtnent, in contrast, inplies a broad
conception of the self. The debate about whether understanding
| aw requires a narrow or broad conception of the self seens
fertile. In contrast, the debate about whether all behavior is
ultimately self-interested seens tautological and relatively
sterile. For this reason, we will not debate about whether or
not all behavior is ultimately self-interested. Instead, we wll
devel op our argunent that understanding |law in general, and the
| aw governing firnms in particular, requires a broad conception of
the self.

Just as violating a social standard provokes criticismfrom

others, so violating an internalized standard provokes self-

C:\gail's work\6.Rc& ME.Norms.4-27-01.doc- 16 -



criticismand guilt. Those who insist that all behavior is self-
interested often want to fold guilt into the actor’s cal cul ation
of the cost of violating a norm Certainly people want to avoid
guilt and other painful feelings. Reducing normative conm tnent
to the avoidance of guilt, however, m sconstrues commtnent in a
way that underestimates its stability.

To see why, consider two ways to avoid guilt. An actor nmay
avoid guilt by changing either her behavior or her feelings. For
peopl e who only seek to avoid psychol ogi cal pain, elimnating
guilt by elimnating conmtnent to the normis just as good as
elimnating guilt by conformng to the norm For people
commtted to the norm however, these two ways of avoiding guilt
are unequal. For a commtted person, the only acceptable way to
avoid guilt is by conformng to the norm Consequently, a
commtted person’s adherence to a normis nore stable than the
adherence of sonmeone who nerely avoids painful feelings.

We have expl ained that internalizing a norminvol ves a
comm tnent that manifests itself through dimnished reflection or
choi ces against narrow self-interest. The internalization of
standards rel ates to good character, by which we nean an
aut hentic disposition to adhere to normati ve standards, either
reflexively or on the basis of conmtnment even when agai nst

interest. To have good character, a person need not always

C:\gail's work\6.Rc& ME.Norms.4-27-01.doc- 17 -



adhere to normative standards. It suffices that she has the
di sposition to do so and typically does so.

Cynics argue that actors conformto normative standards only
for reputational reasons, as opposed to internalization. W
reject that argunent because it is contradicted not only by
experience but by experinent. |In |aboratory ganes conducted by
econom sts and soci al psychol ogi sts, people persistently
cooperate nore than predicted by reputation effects. For exanple,
peopl e share payoffs with others when doing so i s unnecessary
because reputation effects are elimnated by anonym’ty.EI

Qutside the | aboratory, the internalization of norns
expl ains sone types of inportant behavior for governnent and | aw
that baffle theories of narrow self-interest. To illustrate,

lawyers in the U S. often abandon nore lucrative practices to

8 See Max H. Bazerman & Margaret A. Neale, The Role of Fairness
Consi derations and Rel ati onships in a Judgnental Perspective of
Negotiation, in Barriers to Conflict Resolution 86 (Kenneth J. Arrow
et al. eds., 1995); Karen Cook & Karen Hegtvedt, Enpirical Evidence of
the Sense of Justice, in The Sense of Justice: Biological Foundations
of Law 187, 197-200 (Roger D. Master & Margaret Gruter eds., 1992);
El i zabeth Hof fman et al., Behavi oral Foundations of Reciprocity:
Experi mental Econonics and Evol uti onary Psychol ogy, 36 Econ. Inquiry
335, 347 (1998); Elizabeth Hoffnan et al., Preferences, Property
Ri ghts and Anonynity in Bargai ning Ganes, 7 Ganes and Econ. Behav.
346, 371-72 (1994); Elizabeth Hoffrman & Matthew L. Spitzer
Entitl enments, Rights, and Fairness: An Experinental Exam nation of
Subj ects' Concepts of Distributive Justice, 14 J. Legal Stud. 259,
259- 260 (1985); Matthew Rabin, |ncorporating Fairness into Gane Theory
and Economics, 83 Am Econ. Rev. 1281, 1283 (1993); Paul Graham Loones
Burrows, The I npact of Fairness on Bargai ni ng Behavior, presented at
EALE annual neeting, Rone (1990). See generally, Blair & Stout.
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becone federal judges, presunmably because they enjoy
participating in public Iife and shaping the law to their vision.
In other words, judges sacrifice narrow self-interest for the
sake of self-expression, including stanping their normative
commtnments on public life. As another exanple, the punishnment
for tax evasion in nost countries, discounted by the probability
of prosecution and conviction, is small relative to the gain.
Whereas econom ¢ nodels of self-interest predict |ow rates of tax
conpliance, sone countries, like the U S. and Switzerland, enjoy
high rates of tax conpliance. Ctizens in these countries
apparently have internalized a nornmative comnmtnent to tax
conpliance.EI

Econom cs expl ai ns behavi or as the confrontation of
preferences and opportunities. For econom sts, preferences are
i nternal values mani fested by choi ces, whereas opportunities are
external constraints. Internalizing a normative standard
incorporates it into preferences. |In contrast, wthout
internalization, an obligation remains external and only affects
behavi or by constraining it. Econom sts typically assune that
actors regard their own reputations as inposing external

constraints, not as expressing internalized values. These

® Eric Posner discusses this phenonmenon and provides an
alternative rationale in, Eric Posner, Law and Social Norns: The Case
of Tax Conpliance, Va. L. Rev. (forthcom ng).
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econom sts either deny that people have preferences to adhere to
normative standards, or deny that peoples’ preferences to obey
normati ve standards affects aggregate behavior in equilibrium"_-al

So far we have been di scussing good general character, by

whi ch we nean the disposition of a person to adhere to society’s
normati ve standards refl exively or against interest. Good
general character, however, is not our main concern. Qur main

concern is with good agent character, by which we nean the

di sposition of an agent of a firmto adhere to the firm's
normati ve standards, reflexively or on the basis of commtnent
even when agai nst interest.

General and agent character are separabl e psychol ogically.
To illustrate, the Mafia specializes in illegal businesses that
require loyalty anong nenbers and ruthl essness towards outsiders.
Thus, the Mafia prizes nenbers with good agent character and bad
general character. Conversely, the two forns of character
converge when an institution requires its nmenbers to treat
outsiders the sane as insiders. Thus the Catholic Church ideally
requires priests to practice the sane honesty towards everyone.

Earlier we discussed limtations on reputation as a

mechani smto ensure adherence to the firm s norns.

Specifically, reputation fails to ensure adherence when an

0 Virginia Law Review, forthcon ng...
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opportunity arises to nake a |large gain, net of reputational
costs, by exploiting another’s trust. 1In these

ci rcunst ances, a calculation of benefits and costs pronpts
the actor to sacrifice reputation. Simlarly, reputation
does not deter unfairness when the relevant comunity cannot
detect that an inplicit contract was broken. A person with
good character, however, does not behave opportunistically.

| nstead, such a person passes over such opportunities and
reflexively or deliberately chooses against interest. Thus,
good agent character generally overcones the limtations of

reputation.

V. How Firms Assure Good Agent Character

We conjecture that al nost every firmbenefits fromits
agents dealing fairly with itself and one another, although the
actual content of fairness norns differs anong firns. Sonme firns
al so benefit fromits agents dealing fairly with outsiders, in
whi ch case good agent character goes with good general character.

O her firms, however, benefit fromits agents dealing unfairly
with outsiders, in which case good agent character goes with bad

general character.
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How can firnms assure good agent character? The nost
i nportant nechanisns fall into the categories of screening,
filtering, educating, and socializing. Screening occurs when the
prospect that a person will have good agent character is taken
into account in hiring decisions. Filtering occurs when agent
character is taken into account in pronotion decisions.
Educati on occurs when the firmvoluntarily undertakes prograns,
such as conpliance prograns, that comunicate the firmis norns to

its agents. Socialization occurs when informal interactions

communi cates the firms norns anong its agents. For exanple, the
firmmay encourage agents to think of thenselves as firm players,
pronote social events that increase cohesion anong its agents,
and so forth.

Screening and filtering require people to perceive the
character of others. The obstacle to accurate perception is that
persons with bad character may di ssenbl e good character. The
ability to dissenble effectively is |imted, because character is

transl ucent, which neans that people can see through actions into

character, although not perfectly. 1In statistical ternms,
transl ucence neans that people correctly infer authentic
character fromactions with higher frequency than chance woul d
produce. |If people could not infer authentic character from

actions at a rate higher than chance, then rational people would
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never attenpt to make such inferences. |If no one attenpted such
i nferences, then no one coul d decei ve anyone about character.
The very possibility of deceit inplies both that many people
internalize normative standards into their character and that
peopl e infer authentic character from objective evidence with

| ess error than chance woul d produce.

In general, nature creates a parasite for every host. The
very existence of a parasite presupposes the host’s existence.

Di ssenbl ers are parasitical not only because they redistribute
rather than create, but al so because dissenbling by sonme inplies
internalization and authenticity by many.

Li ke reputation, good agent character only inperfectly
ensures adherence to firmspecific fairness norns. But just as
i nperfection does not preclude an inportant role for reputation
effects in firns, so the possibility of deception does not
preclude an inportant role for character in firnms.

In the next section we discuss processes through which a
person can acquire good character. Firnms sel dom provi de the neans
by whi ch peopl e acquire good character; rather, individuals with
good character typically bring it wwth themto firns. Therefore,
screening and filtering dom nates education and socialization in
t he enpl oynent practices of nost firms. If firms reward good

agent character, however, then persons w thout good agent
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character have an incentive to change. The next section

di scusses how peopl e change their character.

V. The Oigins of Values

Peopl e often change their character to inprove their
opportunities. To illustrate, bankers may cultivate
trustworthiness and conputer scientists may cultivate creativity.
Simlarly, agents of firnms can often increase their opportunities
by acquiring good agent character. Superiors with good agent
character have an advantage over others in inducing
supracontractual performance. Superiors who induce
supracontractual performance fromtheir subordi nates increase
their probability of success leading to pronotion. Simlarly,
subordi nates with good agent character have an advant age over
others in gaining trust fromsuperiors. Trusted subordi nates
have a hi gher probability of distinguishing thenselves and
securing pronotion.

Superiors al so have an incentive to devel op nore insight
into the character of others, since nore insight enables themto
screen, filter, educate, and socialize nore effectively.

Correspondi ngly, insightful subordinates are nore likely to
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attach thenselves to superiors with good firmcharacter, who wl|l
repay their trust. Good agent character in a subordinate al so

i ncreases the probability of being nentored by a superior.

I nsightful superiors will tend to adopt proteges who will repay
their trust. 1In short, while agents with bad character are
parasitic, agents with good character and agents with good
insight into character are synbiotic.

Agents with authentic good character and agents who are good
readers of character enjoy a conpetitive advantage in finding
partners for cooperative ventures. Evolution has, consequently,
fitted us to signal and detect character. Thus, evolutionary
forces operating anmong and within firnms should select for both
good agent character and good insight into character.

In so far as people with good agent character enjoy better
careers, agents with bad agent character have incentives for
i nprovenent. Inproving character involves internalizing
normative standards and thereby adopting them as preferences.
While the fact of internalization is easily denonstrated,
expl ai ning how internalization conmes about is nmuch nore
difficult. Changing one's preferences requires technique. The
pl et hora of self-help books and therapists testify to the fact
t hat one cannot autonatically beconme who one wants to be.

Psychol ogi sts have extensively researched the internalization of
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nornms. Notably, Piaget and Kohl berg have studi ed stages in the
devel opment of noral reasoni ng anong chi | dren. W According to
their theories, children perfect the ability to internalize noral
nornms as they acquire a capacity for general reasoning. This
research makes the process sound rational and cool.

In contrast, “depth psychol ogy” often traces the internal-
ization of norality to irrational processes that are inchoate and
hot. According to these theories, internalization of norality
ingrains new inpulses in a child through enotional experiences.
An exanple is Freud's theory that norality is the “ghost in the
nursery,” neaning the repressed nenory of parental puni shment s. 2

Repression transnmutes fear into guilt. The Freudi an idea that

internalization attaches a “guilt penalty” to violating a norm

1 piaget presented his ideas about stages in nental devel opnent
in a series of books witten in French beginning in 1937, including
the English translation Jean Piaget, The Mral Judgnent of the Child
13-108 (Marjorie Gabain trans., 1965). Kohl berg al so devel oped his
ideas in a series of books and articles over nmany years; see Law ence
Kohl berg, The Phil osophy of Mral Devel opnent: Moral Stages and the
| dea of Justice, in 1 Essays on Mral Devel opment 1, 409-12 (1981), in
whi ch the appendi x outlines his account of the six stages of noral
devel oprment. Flaws in Kohl berg's approach have generated nuch
criticismfromfeninists, notably Carol Glligan, In A D fferent
Voi ce: Psychol ogi cal Theory and Wnen's Devel opnment 18-23 (1982).

See al so Nona P. Lyons, Two Perspectives: On Self, Relationships, and
Mrality, in Mapping the Moral Domain 21 (Carol Glligan et al. eds.
1988)

2 1n Freud's account, norality is the repressed nenory of
puni shnent and threats froma child's father. |In technical terns, the
super-ego energes when a child represses her Cedipal fears and
identifies with her father. See Signund Freud, The Ego and the Id 18-
29 (James Strachey ed. & Joan Riviere trans., WW Norton & Co. 1962)
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fits well with econom ¢ nodel s where behavior flows froma
cal cul us of psychol ogi cal benefits and costs. B More recently,
t heori sts have argued that people experience “di ssonance” when
facts conflict with commtnents. To relieve dissonance, people
change their beliefs about the facts or their commtnent to
values.EZI

We have nentioned sone psychol ogi cal theories of how
pref erences change. Perhaps these theories are primtive, or
perhaps they hold the prom se of yielding effective techniques to
change oneself. In either case, it is sufficient for nost
pur poses of this paper to assune that people can change their
preferences at sone cost, w thout explaining howthey do it. W
turn now to the logic of choosing one’ s preferences.

Assumi ng that preferences influence opportunities, how would

a rational person choose his own preferences? One possibility is

(1960). A clear explanation is in Richard Wllheim Freud 177-218
(1971).

3 On the use of a guilt penalty to change the payoff matrix in a
game, see Mark Casson, The Econonics of Business Culture: Gane
Theory, Transaction Costs, and Economi ¢ Performance 29-52 (1991).
Antiutilitarian philosophers typically reject the theory that
conforming to a principle of norality involves weighing alternative
reasons and bal ancing them For exanple, see the account of
excl usi onary reasons in Joseph Raz, The Morality of Freedom 267-87
(1986) .

¥ G A Akerlof, The Econonic Consequences of Cognitive
Di ssonance (1986); Matthew Rabin, Cognitive Di ssonance and Soci al
Change, 23 J. Econ. Behav. & Org. 177, 178 (1994).
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to i nvoke neta-preferences or higher-order preferences.!a To
illustrate, a person's choices mght reveal a preference for mlk
over coke. Behind this choice mght lie a preference for health
over infirmty. |In this exanple, the first order preference is
for mlk and the second order preference is for health. Behind
our particular preferences lie nore general, abstract
preferences. At the highest |evel, perhaps sone people order al
of their specific choices with respect to a suprene val ue.

Tradi tional candidates for a suprene val ue anong phil osophers

i ncl ude pl easure and happi ness, whereas econom sts typically
favor wealth, political theorists sonetinmes favor power, and

t heol ogi ans sonetinmes favor piety.

The exi stence of different orders of preferences provides a
potential explanation for how a rational person would choose his
own preferences. |If a person's |ower-order preferences determ ne
his opportunities, then he should choose his | ower-order
preferences so that the resulting opportunities maxim ze the
satisfaction of his higher-order preferences. To illustrate, a
eudaenoni st woul d choose honesty over dishonesty provided that
honesty increased his happiness. Simlarly, an anbitious

politician m ght choose di shonesty over honesty provided that

15 K. J. Lancaster, A New Approach to Consumer Theory, 74 J. Pol.
Econ. 132 (1996).)
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di shonesty increased his power. |If the quote from Adam Smth
that begins this paper is right, a person in the “mddling and
inferior stations of life” who wants wealth will cultivate
virtue, specifically “prudent, just, firm and tenperate
conduct .”

I n general, higher-order preferences can provide a guide for
changi ng | ower-order preferences. Moral philosophers devote nmuch
time and energy to understanding rationality in higher order
preferences, whereas ordinary people give relatively little
thought to this problem Many people remain uncertai n about
their higher-order preferences. To illustrate, many people are
unsure about the extent to which they prefer wealth over
pl easure, or happi ness over fanme, or virtue over status.

Uncertai nty nmakes higher order an inperfect guide to choice.
Fortunately, people often can nake rational choices about their
| oner order preferences with little guidance from higher order
preferences. This is possible when the effect of |ower order
preferences on opportunities is strong enough. To illustrate, if
| earning diligence in school pronotes happi ness and weal th, then
a student who remains unsure about the relative inportance of
happi ness and wealth still has sufficient reason to |earn
diligence. O, if AdamSmth is right, a mddle class person who

remai ns unsure about the relative inportance of virtue and
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fortune still has sufficient reason to | earn prudence and
justice.

An idea borrowed fromwel fare econom cs may prove powerfu
in generalizing this insight. Assune that a person with
preferences U, enjoys opportunities F,. Let X, denote the point in
Fo that maxi m zes U, Also assune that changi ng her performance in
a way that inproves her character will inprove her opportunities.
Specifically, a person with preferences U, who changes to U,
causes opportunities to change fromF, to F;. Let X; denote the
point in F, that maxi m zes U,

Shoul d the person make the change? |If the increase in
opportunities is |arge enough, then the consunption bundle X;
W ll be preferable to X, by either set of preferences U, or U
In notation, U(X)) > U (X) and Uy( X)) > Uy(X;). After making the
change in preferences, the opportunities enjoyed by the person
are better than before relative to her new preferences and her
old preferences. This fact provides a reason to nake the change
in preferences.

A change that is better with respect to the preferences of
everyone affected by it is called a Pareto inprovenent. By
anal ogy, a change in preferences that | eaves the person better

off with respect to his original preferences and his final
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preferences can be called a Pareto self-inprovema*nt.':I

We have explained that the inpetus to inprove character
often conmes fromrecogni zing that better character will lead to
nore opportunities. By offering nore opportunities to people
with better agent character, firns notivate people to acquire
better agent character. Thus firnms do not change people so much

as firms give people incentives to change thensel ves.

Concl usi on

We have expl ai ned that agency problens beset firns and
pronpt opportunistic behavior by enployees. Opportunistic
behavi or redi stributes val ue, whereas cooperative behavi or
creates value and thus contributes to profits. Agents who have
internalized firmspecific fairness norns are less inclined to
opportuni smand nore able to cooperate. Agents who internalize

firmspecific fairness norns acquire good firmcharacter and act

' This concept is analyzed graphically in Cooter 1998b; Cooter
1998a. Cooter, Self-Control and Sel f-Inprovenent for the “Badman” of
Hol mes, Boston U. Law Rev. 903 (1998). |In proceeding fromthe
sinple to the conpl ex, m croeconom cs textbooks first explain the
| ogic of preferences in a tineless world, and then introduce the
conplications of tinme later. Simlarly, we discuss the |ogical
probl ens of changing preferences in a tineless world. In this
paper we will not consider the problem of tine-consistency, which
requires reconciling rational choice and shifting noods and
tenporary enotions.
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authentically frominternalized val ues, whereas agents wth bad
character act instrunmentally and opportunistically.

Good firm character conveys an advantage to superiors
and subordinates in form ng cooperative relations wth other
peopl e who can read character. Evolution has, consequently,
fitted us to signal and detect character. For every host,
however, evolution creates a parasite. Effective
di ssenblers who transmt false signals also enjoy the
strategi c advantage of deceiving others. Dissenblers,
however, are parasitical not only because they redistribute
rat her than create, but al so because they cannot
successful |y decei ve anyone unl ess ot her people behave
aut hentically.

We conjecture that al nost every firmbenefits from
effective fairness nornms within the firm although the
actual content of these norns differs anong firns. Thus,
evol utionary forces operating both anong and within firns
shoul d reward, and therefore select for, good firm character
and good insight into character. Firns that survive,
however, may deal with outsiders in a variety of ways, sone

relying on honesty and others on deception. |In conpetitive
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equilibrium all firnms that survive are equally profitable.
The surviving m xture of honesty and decepti on depends on

the nature of the market. Sonme markets |ike insurance
presumably equilibrate at a m xture favoring honest sellers,
whereas other markets |like used cars presunmably equilibrate
at a mxture favoring di shonest sellers. Repeat
transactions tend to favor honesty, whereas |arge-val ued
one-shot transactions tend to favor dishonesty.

A simlar argunent applies to individuals as well as firns.

| ndi vi dual s gain an advantage frombetter insight into the

characters of others. Thus evolutionary forces should reward and
select for good insight into character. |In so far as people have
insight into character, people with good agent character have the
advant age of cooperating better with others. D ssenblers,
however, have the advantage of eliciting trust, which gives them
the power to exploit others. Business conpetition can exert
strong pressures on character. Conpetition tends to equilibrate
rates of return. In evolutionary equilibrium authenticity and
di ssenbling are equally profitable on average.[zI The extent of
authenticity and di ssenbling depends on the characteristics of

the market. Authentic signaling is easier to distinguish from
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di ssenbling in repeat transactions than in one-shot transactions.
In repeat transactions, a person of good character will receive a
wage prem um from enpl oyers who read character well
Consequently, markets with repeat transactions, tend to
equi l i brate when the nunber of authentic actors greatly
out nunbers the nunber of dissenblers.

Di stinguishing firns frommarkets preoccupi es the theory of
the firm Qur reflections on good agent character suggest a
di fference between firnms and markets. |Inconplete contracts
aggravat e agency probl ens whose control depends especially on
reputation and character. People easily develop |oyalty towards
organi zations and their nenbers. The firm overcones agency
probl ens partly by devel oping specific loyalties anong its
menbers. In contrast, people seldomdevelop loyalty to markets.
To illustrate, an enployee of CGeneral Mtors is far nore likely
to feel loyalty towards her conpany than towards the autonobile
industry. Firnms exist partly because good agent character sol ves
t he probl em of cooperation within firns better than good general

character solves the problem of cooperation in markets.

W inplicitly assunme that |earning authenticity or dissenbling
requires a sinilar investnent of resources by the individual.
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