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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 incentivebased approach to limit the temptations of disloyal conduct by agents
motivated exclusively and unrelentingly by the pursuit of their selfinterests; second is self-serving loyalty, which seeks to encourage or
enlist persons with perceived loyal character or preferences for pursuing observationally loyal actions and choices. Pursuit of self-interest
continues 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, allegiant loyalty, i.e., other-regarding
behavioral obligations and adherence to conduct rules that, unlike the
first two modalities, may contravene the imperatives of self-interests.
The typology is used to inform the debate regarding the economic support for competing legal requirements of loyalty placed on fiduciaries.
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Introduction

Loyalty, as a matter of law, has traditionally placed strict obligations on
fiduciaries to act not in their own self interest, but in the sole interest of
their beneficiaries. Common law doctrine stipulates that an agent, absent
contrary agreement, must “act solely for the benefit of the principal in all
matters connected with his agency.”1 Agents are not the only fiduciaries
subject to this strict rule. Sole interest defines the legal requirement of
loyalty owed by conservators, executors, guardians and other administrators
acting on behalf of beneficiaries. Trust law’s duty of loyalty, which obligates
the trustee “to administer the trust solely in the interest of the beneficiary,”2
goes even further, pronouncing what has come to be known as the “no further
inquiry rule.” That is, once a trustee’s conflict is established, courts need
make ‘no further inquiry’ into other matters, such as fairness, good faith
or otherwise compelling exigencies attending the circumstances, in order to
affirm the beneficiary’s power to void any conflicted transaction.3 Conflicted
fiduciaries are subject to presumptions of liability—irrefutable under the ‘no
further inquiry’ rule—as a time honored prophylaxis.4
When, in 1928, Judge Cardozo famously announced the conduct rule
of a “punctilio of an honor the most sensitive [as] the standard of behavior” placed on the co-venturers in Meinhard v. Salmon, he was not invoking
the legal norms of contracts, partnerships or joint venture law (as often assumed) but rather the strict equitable fiduciary standards for trustees.5 “A
trustee is held to something stricter than the morals of the market place,”
Cardozo wrote of the law’s commitment to the sole interest rule and the resistant “attitude of courts of equity when petitioned to undermine the rule of
undivided loyalty by the ‘disintegrating erosion’ of particular exceptions.”6
Equity’s resolve against forces eroding the rule of undivided loyalty in 1928
(only months before the great stock market collapse) today appears nearly
exhausted from necessary concessions, we are told, for marketmakers and
market efficiency. Exceptions have swallowed the rule for many fiduciaries
engaged in commercial activity.7
Corporate and company law in many states currently allow, and in some
cases, encourage fiduciaries to take self-interested positions in transactions
pursued on behalf of their beneficiaries.8 Even within trust law, exceptions
have multiplied with the ever-increasing magnitude of assets held by commercial trusts, including pensions, hedge funds and mutual funds among other
entities.9 A vigorous debate has been sparked by the continuing proliferation of exceptions and categorical exclusion of the sole interest rule.10 Those
pushing for change argue that it is time to completely abandon the sole in-
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terest rule in favor of a best-interest standard, which allows fiduciaries to
rebut presumptions of disloyalty in conflicted transaction by showing good
faith and prudence, care, competence or fairness to beneficiaries. Sole interest overdeters fiduciaries, detractors claim, discouraging efficient and fair
transactions to the ultimate harm of beneficiaries.11
Proponents of the sole interest rule argue there is little reason for its
abandonment. Beyond the numerous carve-outs created by existing exceptions and categorical exclusions, fiduciaries can always undertake self-dealing
or conflicted transaction by securing, either expressly or impliedly, ex ante
authorization or ex post ratification from their beneficiaries, as well as by
seeking and securing court approval. All told, given the numerous avenues
available to pursue efficient and fair interested transactions, sole interest proponents see no cause to discard an ancient rule that offers protection to beneficiaries (against opportunists) as well as to fiduciaries themselves (against
their own self-doubt, temptation, moral hazard and uncertainty).12 These old
sensibilities, however, continue to suffer under the disintegrating erosion of
the tides of change. While courts have yet to shift entirely from sole interest
to best interest (outside of the now settled exceptions and categorical exclusions),13 statutory and regulatory trends would predict continuing incursion
of the best interest standard (see e.g., Uniform Power of Attorney Act and
the Securities and Exchange Commission’s recently adopted Broker-Dealer
Standard of Conduct).14
It is often suggested, by both proponents and detractors of the sole
interest rule, that an economics approach always favors the efficiency and
incentives entailed in the best interest rule.15 They are wrong. Sole interest
is entirely consistent with an economic approach to loyalty. Moreover, the
sole interest rule wherein, in the absence a of contrary agreement, conflicted
fiduciaries are subject to disgorgement of gains on a ‘no further inquiry’ basis
can both inform and inculcate appropriate dispositional attitudes of fiduciaries who take an internal point of view with regard to ethical conduct rules
of loyalty, while still encouraging efficient behavior by strictly ‘rational’ selfinterested agents. These points are demonstrated briefly in the Appendix
of this draft. In the next section, which comprises the bulk of the analysis, a typology of the principal conceptions of loyalty in economic theory is
developed and applied to the matter of sole interest versus best interest.
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Agency & Loyalty in Economic Theory

All economic models of agency entail a theory of loyalty. Although often
implicit, one of three theoretical tracts becomes apparent on close inspection.
First, and most frequently, questions of disloyalty are treated structurally 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.16 They can allow for the theoretical possibility of loyalty
in others, but treat it as a nonbinding constraint over their own actions and
choices, like men in a vacuum conceding a theory of gravity while gravity
itself exerts no force on them. In the moral vacuum of their internal workings,
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
self-serving 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, tastes and preferences
or by empowering individuals who already possess these positive traits.
Allegiant loyalty, the label for the third tract, looks at loyalty in light
of behavioral commitments to relationships and associations, or more specifically, commitments to the prescribed rules of conduct for various relationships or associations. These commitments, according to this view, are explained neither by context nor character alone. Allegiant loyalty goes beyond
the situational determinism and revealed preferences of the structural and
the self-serving tracts. Self-interest is the engine that drives conduct under
the pull and push of incentives and safeguards (structural) and the internal forces of character and preferences (self-serving). But allegiant 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.
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These three theoretical tracts of loyalty in economic theory may be
distinguished from accounts of loyalty and fiduciary law advanced in the
economic analysis of law (or “law & economics”).17 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 analysis. By contrast, economics is the object
of analysis in this section; specifically, the aim here 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, disclosure, 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 confidences, 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 (in familiar works by Engels, Marx, and Veblen
among others) are not meaningfully addressed, nor are more recent pricediscrimination 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 section, 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.

2.1

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.
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Acting on self-interests could, in some cases, be seen an expression of loyalty
to God’s plan. There launch the idea of enlightened self-interest, amourpropre, later taking a more secular form in Bernard Mandeville’s irreverent
Fable of the Bees (1714), which was then perfected in Adam Smith’s The
Wealth of Nations (1776).18 Self-interest begins, with Nicole, in service of a
divine lord, but later, with Smith, it becomes the sources of ultimate appeal.
“We address ourselves,” he famously concluded, not to “the benevolence of
the butcher, the brewer, or the baker,” but rather “to their self-love.”19
Whether Smith is rightly charged with ushering self-interest from the
sacred to the profane, his sober conclusion could only shift, not satisfy, economic 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 buttermilk.”20 Division
of labor demands agency. As the marginal costs of transacting through contracts and markets increase individuals will engage the assistance 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.21
When market and contractual incentives 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.”22 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[.]23
These agents, stressed Smith, were not properly seen as corrupt or disloyal.24
Blame should be steered toward “the nature of their situation.”25 Placed
in a context where their interests diverged so greatly from those of their
masters,26 “[t]hey acted as their situation naturally directed,”27 Smith wrote,
“and the most perfect information would not necessarily put an end to their
oppressions.”28
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Self-serving disloyalty was now seen as a ‘natural’ response (not an enlightened embrace of role and place in a greater plan as pictured by Nicole).
Redemption lay not in correcting the character of clerks, but rather the conditions that naturally tempted their conceit. “It is my impression,” George
Stigler wrote of this changing view of servants and their salvation, “that the
clergy of former times devoted their finest efforts to mending the behavior
of individuals, but that in recent times they have sought rather to mend
social policy.”29 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 dichotomy between “moral” and “rational” action were planted at this
time, with economists increasingly confining themselves to the domain of the
latter.30 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.31 With minor variations in assumptions from model to model, they all take the essential problem
as one revolving around a principal who can neither observe nor infer what
actions agents take (or what knowledge agents posses) simply by looking at
outcomes ex post, making it difficult to impossible to efficiently condition
their arrangements on realized states.32 Second-best contractual and market solutions then look to ex ante incentives as a tool to align the interests
of principals and their agents. Incentive alignment is necessary because all
models assume agents never sacrifice their own interests for the benefit of
their principals—not without some expectation of compensation or punishment. Systems or, as economists often say, “menus” 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 nineteenth 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 for insurance. “Lack of moral character,” observed John Haynes, “gives rise to a class of risks known by insurance
men as moral hazards.”33 Second was the problem of “temptation” created
by the insurance itself. Insurers “would refuse to insure ‘moral hazards’—
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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.”34 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’.”35 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.”36
Frank Knight (1921) was an early promoter of the importance of moral
hazard in economic thought, but it was Kenneth Arrow (1963) who clarified
its ethical and moral meaning in the context of formal models with strictly
rational actors.37 Arrow insisted on the “moral” modifier as much as the
more actuarial “hazard,” retaining both halves of the venerable expression,
which has since largely become an empty slogan among economists. Today
most 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
observed (invoking an illusory distinction), “is a result not of moral perfidy,
but of rational economic behavior.”38 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.”39 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 and ethics of such a society. It highlights the value (from an
economic perspective) of loyalty and other moderating norms against runaway 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.”40 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-
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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[.]”41
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, structuralists seeking to promote fidelity see a straightforward answer to concerns of
disloyalty. Design the menu of available options so as to induce loyal conduct and decisions. It is a design solution grounded in the strong behavioral
assumption well-captured by the American satirist, Christopher Rock, who
scandalously remarked that “men are only as faithful as their options.”42
Continuing the menu-options metaphor, it is a commonplace that people respond differently to menu items. Some people display a greater appetite or
preference for actions and choices that are deemed loyal, suggesting another
approach to loyalty to which we now turn.

2.2

Self-serving Loyalty

Rather than presuming a neutral effect of loyalty on the internal calculus
of agents, the self-serving 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 under this approach, moreover, needn’t be given or fixed. George Akerlof
(1983) describes this commonsensical point fact in writing, “[w]hen people
go through experiences, frequently their loyalties, or their values, change.”
He recalls Max Weber’s discussion of the “Protestant ethic” as the “classic
description of how different experiences result in different personality types,
with important economic consequences.”43 Akerlof referred to these valuechanging 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.”44
Loyalty itself now becomes a choice available to agents,45 which is not
to say that they always freely and consciously determine their own loyalties
∗

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

8

and values, though sometimes they may. More often the determination is
made by others, such as a parent, pastor or other authority figures who exercise influence over the experiences of those under their charge. Akerlof’s
key 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 endogenous 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.”46
Akerlof formalizes these accounts through signaling models, like Michael
Spence’s (1973) well-known education model, wherein loyalty, trustworthiness or honesty are taken to be desirable but unobservable qualities.47 Those
who seem to possess these qualities are rewarded for the appearance of such,
as signaled by traits that are correlated with the underlying desirable qualities. Individuals (or their promoters, e.g., parents, leaders of elite academies
and other institutional actors) may invest in “acquiring traits that cause
them to appear honest. And the cheapest way to acquire such traits,” these
models assume, “is, in fact, to be honest!”48 That honest and loyal persons
can acquire relevant observable traits at less cost is an essential part of the
equilibrium that (on average) separates them from dishonest and 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 small, of their acquisition. A prior question
must therefore be addressed. Why would it make sense, from an economic
perspective, for firms and other presumably 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 gain
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-
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derinvest in the joint enterprise.49 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.”50 Corporations led by intrinsically or, as they say, “irrationally” honest, trustworthy or
loyal individuals will encourage more (appropriate) counterparty investments
because employees 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
applicable not only to corporations, but to whole economies. A key “characteristic of 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 so.”51 Importantly, Arrow was not describing any kind of rational trust
or honesty,52 but rather pointing to the “nonrational” or “allegiant” variety,
something closer to the ancient 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).53 Returning to the corporate case, stakeholders may, for instance, find sufficient
assurance to justify their investment with just a small number of appropriately irrational managers randomly distributed in the general population
(Kreps 1984).54 Firms, of course, don’t have to rely on dumb luck to end
up with appropriately irrational managers. They, or the academies and institutions 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 profitable and strictly rational to mimic the behavior
of loyal and trustworthy types given the greater rewards they command.
Mimics will pull off their rouse for only so long, however, as Shleifer
and Summers submit. “There are no lifetime moles.”55 Personality types
eventually reveal themselves and a lifetime of consummate 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
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types are ultimately committed to the pursuit of their own interests. Rational types are simply unburdened by the self-satisfying ‘integrity’ that defines
the character of loyal types. These unyielding personalities may nonetheless
be of use to principals. By installing irrationally loyal agents as irrevocable
proxies, principals may commit to maintain a course otherwise susceptible
to redirection or renegotiation (Maskin and Tirole, 1999).56 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
Sirens’ 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 these limited purposes.57

2.3

Allegiant Loyalty

No plausible survey of loyalty in contemporary economics could fail to mention 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.58 But to what end? “As a result of
loyalty,” answers Hisrchman, insiders “stay on longer than they would ordinarily, in the hope or, rather, reasoned expectation that improvement or
reform can be achieved ‘from within’.”59 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 offends 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 deteriorating 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.”60 When there are no plausible alternatives, exit barriers are functionally redundant and observational 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.”61
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Why show loyalty when better alternatives are readily available? From
a functionalist perspective, if not a strictly rational one, the answer must involve commitment to ongoing relationships and associations themselves, and
not simply the quality of goods and services derived from them.62 Hirschman
gives it away with his references to “attachment” and “cohesive ideology.”
Discouraging exit through loyalty or other means is necessary for maintaining
certain relationships and associations. Burdensome dissolution proceedings,
like loyalty, non-coincidentally extends partnerships and marriages, even inefficient and dysfunctional ones. These barriers to exit, in no small part,
exist for the sake of those relationships, for their continuation—to simply
keep them going. All sorts of relationships and associations are necessarily
so perpetuated. Exit barriers address, as Knight put it, the “problem of social continuity.”63 A society or 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 expresses an implicit notion of commitment, yet not commitment to individuals or to things or to quality, but rather to relationships, associations, or†

Jacob T. Levy, The Multiculturalism of Fear 112 (2000). It may be useful here to
clarify Knight’s understanding of loyalty to conduct rules (allegiant loyalty) as a solution
to problem of social continuity by contrasting it with the approach suggested by Arrow
seeking in seeking to enlist trust or fides to address problem of moral hazard (structural
loyalty). “This trustworthiness 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
take the appropriate and prescribed action (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 wrote. “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 is “the problem of social continuity.” 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), Preface to the Re-issue (1933)
p. xxxi. Similarly, the institutional economist John Commons argued that Wesley Hohfeld’s conceptualization of entitlements was nothing short of a general theory of conduct
rules, describing “the way in which the common practices of any going concern control the
individual members of that concern and hold them to the conduct necessary to preserve
the existence of the concern.” (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.” John R. Commons,
Law and Economics Yale L.J. (1925) at 375.
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ganizations, communities and other going concerns.64 Commitment to these
groups often prescribes certain beliefs, practices, behavioral obligations and
approved rules of conduct (call the whole “conduct rules” for short) as a condition of membership and continued good standing within the group.65 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 providing additional compliance
incentives.66 Conduct rules, however, needn’t be internalized or incentivized
to be followed. People also comply with conduct rules out of loyalty or commitment to social groups. That is “[o]ne of the ways in which the sense
of identity can operate,” says Amartya Sen, “through making members of
a community accept certain rules of conduct as part of obligatory behavior
toward others in the community.”67 Where membership require acceptance
of conduct rules, loyalty demands compliance.
Loyalty to a group or concern can lead individuals to follow conduct
rules even in cases where their preferences and the incentives they face would
draw them in other directions. Strictly speaking, it is not blind loyalty when
one acts (with eyes wide open) on the dictates of allegiance to conduct rules
calling for actions anc choices contrary to self-interest. We may call these
behavioral dictates “ethics,” say says George Stigler, or at least “[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.”68 Sen prefers the term “commitment,” and adds
“it is not a matter of asking each time, 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.”69 Here, I use the term “allegiant 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 selfinterest, agents under the allegiant loyalty approach may comport themselves
with the approved rules and abnegate their self-interest. Although they have
not internalized the conduct rules, they may still regard these rules from an
internal point of view, wherein an agent “accepts and uses them as guides
to conduct.”70 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 regard to rules
seen as trivial, but, Stigler hypothesized, “few people violate important rules
often.”71 Stigler was attentive to the worry that his hypothesis might spring
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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 some useful guidance: “it takes a theory to beat a
theory.”72
It is difficult to illustrate allegiant loyalty with conventional economic
theory. Much of this theory rules out the very possibility of self-abnegation,
by assumption. Confounding matters more, there are often multiple such
assumptions, some of which concealed by what is purported as pure method
or analysis. Sen alerts us to the fact that “notions of ‘equilibrium’ (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.”73 But the difficulty here goes beyond basic questions of interpretation. Nash equilibria and related refinements can only make sense
of actions and choices seen by individuals as ‘best responses’ from an inherently self-regarding stance (even when these individuals incorporate the
welfare of others or other values within their own utilities or payoffs). Otherregardingness, irreducible to this self-focused orientation, is unintelligible
within the Nash equilibria conceptual framework. To demonstrate this point,
and further illustrate the behavior loyalty approach, see the Appendix, describing the “loyalty game” and some of its alternative solutions. The next
Part of the Article considers “loyalty” in the law & economics field.

3

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.74 Though much of this scholarship
is often presented in the context of ‘industrial organization’ or ‘the economics
of organizations’ or ‘theories of the firm,’ institutional considerations 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.75 A second branch of law & economics scholars—working
from an individualist perspective, rather than an institutionalist one—later
pursued a more conventional economic analysis of law, including the fiduciary
law of loyalty. As a shorthand, label the latter branch ‘conventionalist’ and
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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 highlights 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 institutionalists. 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 interpretations 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.

3.1

Institutional Economic Analysis

In 1925 the institutionalist economist John Commons published an insightful
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 institutionalist
thought.76 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.” Combined 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.”77 He rejected Bentham’s rational 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, employer and employee, seller and
customer, creditor and debtor, bailor and bailee, patron and client, etc.”78
There is much to this claim, but for present purposes consider only its implications for loyalty.
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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 (self-serving loyalty), but Commons considered 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.79 Hohfeld’s conceptualization of entitlements was, to Commons,
nothing short of a general theory of conduct rules,80 shedding light on “the
way in which the common practices of any going concern control the individual members of that concern and hold them to the conduct necessary to
preserve the existence of the concern.”81 Bentham’s actively self-serving and
analytically isolated individual is replaced by a “person associated 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 self-serving loyalty, Commons looks to allegiant 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.82
These alternatives, however, are not mutually exclusive. Contracts can and
often do establish a basis for the allegiant loyalty of agents. Consider, 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 or fluctuating),” an agent
“agrees to obey the directions of an entrepreneur within certain limits”—
thereafter it is the conduct rules and norms of masters and servants that
control the everyday order and expectations within the relationship.83 That
which is taken for granted in the relationship, normally not written in the
contract,84 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.”85 It is no doubt easy for observers 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
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sure, is not a master-slave one, but that fact does not render the former 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 unlimited, duty
of obedience.86 As such, their actions and choices may follow from allegiant 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 masterentrepreneur (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 obedience, that
while perhaps weaker than what was achievable under slavery or serfdom,
was still stronger than that available in contemporary markets and ordinary
contracts.87 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.88 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 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 different in
the slightest degree from ordinary contracting between two people.”89 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 measurement, monitoring and metering difficulties) will sometimes recommend that
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certain activities are better procured and paid for through teams rather than
strictly individual effort. Yet a team is not just a production technology
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, “[i]f one could enhance a common interest in nonshirking in
the guise of a team loyalty or team spirit, the team would be more efficient.”90 They present their argument as essentially instrumental: “Obviously the team is better, with team spirit and loyalty, because of the reduced
shirking—not because of some other feature inherent in loyalty or spirit as
such.”91 Still, well-informed readers, like Oliver Williamson, interpreted team
loyalty as “utopian” vision, calling for “deep commitment to collective purposes” and uncompromising “personal subordination.”92 Strong words, but
the accusation does find some support in Alchian & Demsetz’s ‘nonrational’
claim that “[e]very team member would prefer a team in which no one, not
even himself, shirked.”93 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 (selfserving loyalty) or perhaps team members all have a preference to want to act
loyally (a meta-preference, see Amartya Sen),94 even when their immediate
preferences and the incentives confronting them would recommend otherwise (allegiant 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).95
Marschak & Radner (1972) adopt a strong form of allegiant 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 allegiant loyalty and obedience arguments. While Coase could see the operation some of obedience ‘within limits,’
Williamson saw it as all-or-nothing. “Obedience is tantamount to non-selfinterest seeking,”96 he writes, suggesting no overlap between self-interest and
allegiant loyalty. Recalling Machiavelli’s counsel to see “men as they are,” he
draws on the “primitive response” in all structural loyalty models.97 Deter
the natural tendency of men toward disloyalty with “appropriate safeguards.”
His take on this old stratagem stresses the administrative efficiency of safeguards, an emphasis found in Becarria’s (1764) early “contribution to the
economics of law.”98 Williamson called in question the standard principalagent model, pointing out that it is not enough to speak only of realigning
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the incentives of agents; their tasks must also be aligned, discriminatingly,
with governance structures that economize on transaction costs.99
As founder and the leading proponent of the self-styled school of transaction 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 allegiant loyalty. Giving orders and having them followed can be an
extremely cost-effective means of governance.100 Not to discount the fixed
costs of establishing hierarchical relationships, as well as more egalitarian associations, wherein allegiant 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 economic 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) allegiant presumption in “standard economic models [that] treat “individuals as playing
a game with fixed rules which they obey’.”101 That perception inspired him
to advance a stronger notion of self-interested conduct—one more aggressive
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,” including “lying, stealing and cheating” as well as more “subtle forms of deceit.”102 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.103 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 to address it
explicitly.
It is inconceivable that hard-nosed neoclassical microeconomic theorists
would nı̈avely 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
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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 relationship.”104 Cesare Becarria, again, in the mid-eighteenth century, anticipated
this issue and addressed it explicitly by modeling the tradeoff between illicit and licit trade in his analysis of smuggling.105 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.”106 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.107
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 opportunistic conduct is effectively policed by prohibitive shadow prices set through
criminal law and social sanctions.108 Now that might be enough to satisfy
Williamson’s concern, but for Buchanan “[s]omething remains amiss in the
standard economists’ treatment, even as amended.”109 Missing from their
standard treatment, he argues, wasn’t some supposed elimination of opportunistic 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.”110
From this simple fact, Buchanan concludes that “the attempted separation between economics and morals was, at best, an illusion that simply cannot be sustained.”111 To demonstrate the inescapable link ‘between
economics and morals,’ he initially appears to advance a allegiant loyalty
argument, very much in line with the writings of Amartya Sen on commitment. “For many, perhaps most, of those who claim membership in socially
organized communities,” Buchanan writes, “a descriptive model of behavior would require recognition of the presence of endogenous constraints on
choice options.”112 Questions unaddressed or unanswerable, empirically or
theoretically by the standard models, revealed the limits of the conventional
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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 utility
yields than those alternatives eligible for choice?”113
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.”114 Though hinting
at allegiant loyalty, Buchanan ultimately retreats to a self-serving 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 reason that they
have moral tastes (values).”115 Thus, law & economics scholars of the institutionalist camp embrace each modality in the proposed loyalty typology—
structural (Williamson), self-serving (Buchanan) and allegiant (Commons,
Coase). Conventional law & economics scholars, as described below, tend to
restrict their reach to structural loyalty arguments, though showing variation
within that modality.

3.2

Economic Analysis of Law

Conventional law & economics analysis of loyalty was presaged by the collaboration between an institutionalist economist, Gardiner Means, and a
corporate lawyer, Adolf Augustus Berle Jr. In their The Modern Corporation 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 corporations. Berle & Means saw the problem as essentially one of agency, but
the solution they imagined was significantly grounded in the law of trusts.116
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.117 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 relationship merely contractual,118 but according to Jensen & Meckling (1976)
the corporation itself was nothing more than a nexus of its contractual deal-
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ings.119 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.120
To appreciate the distinctiveness of the Easterbrook & Fischel contribution, it may be useful to clarify the role of contracts and courts in
the traditional economic principal-agent literature. One extraordinary feature 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,121 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 contract) 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 specification and
assignment burdens ex ante, leaving little or nothing for the court to determine ex post.122 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 expected of principals and agents. Their approach departs from the observation that an agency
relation, or more generally, “a ‘fiduciary’ relation is a contractual one characterized by unusually high costs of specification and monitoring.”123 Suboptimal design and contractual incompleteness are almost 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.124 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.125

22

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—ex 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 self-serving and allegiant loyalty
considerations. Their approach is purely structural and strictly contractual.
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.”126 Contracts, of course, needn’t be
without a moral footing,127 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.128
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 vulnerability” or when disloyal undermines “the vitality and utility” of certain
relationship or associations or “results in harm to society as a whole.”129
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 principal’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).”130
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 “shirking,” 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).131 Cooter & Freedman
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then propose that the organization of fiduciary law itself provides a structural framework geared to efficiently deter these wrongdoings. Moreover,
they conclude, the legal-institutional features of the law (i.e., burdens 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.”132
Additionally, fiduciary law does, and should, expose disloyal 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 provide 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 embodies a deterrence
problem for which the duty of loyalty provides a special remedy.”133 Since
temptation is presumed to be weaker in cases of nonfeasance, shirking and
breach of care or prudence, the law can maintain its usual civil burdens,
standards, presumptions and remedies.134
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 & Freedman,
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 contractarian 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. 135
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These two approaches within the economic analysis of law are similarly
illustrated by Saul Levmore and Eric Talley, separately, in articles on loyalty
and business opportunity doctrines.136 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, partners 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 tradeoffs, but rather
than offering a formal model of optimal delay, he develops his arguments by
scrutinizing cases involving agency, corporations, partnerships (especially)
and trusts.137 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 divergent
pattern: plaintiff’s who strategically wait to sue their fiduciaries are apparently penalized more than contracting parties who engage in comparable
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 intervene.138 That’s
what doing nothing means in that context. “On the other hand, when a
fiduciary has behaved questionably and a beneficiary [plaintiff] delays strategically, the law can penalize [the beneficiary’s] strategic behavior by withdrawing rather than intervening.”139 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.140
Talley (1998), like Levmore, 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 devising an efficient ex ante contract. Parties in Talley’s model are
asymmetrically 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.”141 Talley’s hypo-
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thetical 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 ex post efficiency. A basic tradeoff thus results, the contours of
which Talley outlines with his contractarian approach.
Some economic analyses of fiduciary law embrace both the contractarian 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,142 while also
acknowledging a mandatory noncontractual core of fiduciary law.143 Mandatory elements of fiduciary law regulate the internal order of the fiduciarybeneficiary relationship, also well as, more importantly, its external manifestation.144 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 minimize thirdparty information costs.”145 Providing clean lines is an important function
of law, as described in Levmore’s early contribution, though he himself was
“not wedded to a view of fiduciary law[,] that takes categories such as partnership, corporation, agency, trust, and contract, terribly seriously.”146 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.”147 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 instance, 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 concept
rejected out of hand by Jensen & Meckling who felt “that the personalization
of the firm is seriously misleading.” Nothing about corporate personality contradicts Jensen & Meckling’s view of the contractual corporation. Contracting, in fact, presupposes legal personality. True enough, we could replace the
term “personality” with “entity” or “right-and-duty-bearing unit” and retain
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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 ongoing 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 “attachments,” 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).148
Personality, role and commitment also feature prominently in another
line of law & economic inquiry into fiduciaries, arising out of the burgeoning 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 transactions.149
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).150 More recent experimental work by Tontrup (2018) shows that the
endowment effect disappears entirely when agents are employed in markets
where parties trade solely for profit;151 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.152 On the other hand, agency may create “moral wiggle room” and less
promise-keeping when agents feel neither personally committed to promise’s
fulfillment nor loyalty to their principals. Clearly, this is an exciting and
far-reaching line of research.
Regrettably, the constraints of space and scope prevent further review
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 relies,153 and
not to overlook Alison Grey Anderson (1978) and W. Bishop & D. D. Prentice (1983).154 An appropriate closing remark to characterize dominant disposition of the field may be found in comments of great provocateur Henry
Manne, whose 1966 article “In Defense of Insider Trading” challenged all
settled beliefs of fiduciary loyalty in legal and economic academies, as well
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as in related professional practices.155 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.”156 He doesn’t speak
for everyone in the field, but there’s no denying the broad reception of his
sentiment.

4

Conclusion

A typology of the principal conceptions of loyalty in economic theory was
offered in the proceeding. Three distinct modalities were identified. First
was structural loyalty—essentially an incentive-based approach to limit the
temptations of disloyal conduct. Second was self-serving 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: allegiant loyalty, which was described in terms of other-regarding
behavioral obligations and adherence to the conduct rules of relevant 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 between
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 number 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 difficult to assign an agent’s loyalty to one category or another. Furthermore,
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the three modalities are easily and closely connected. Structural incentives
may be established to influence preferences and character (e.g., “Corporations and business firms try to instill a spirit of loyalty.” Alchian & Demsetz,
1972, p. 791); self-serving loyalty may be drawn into the structural apparatus
as envisioned by Kenneth Arrow; and surely allegiant loyalty (with proper
accounting for self-interest) may be regarded structurally and may certainly
impact character. These are only a few of the possible permutations. 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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Appendix: The Loyalty Game
Imagine 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 disloyalty 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
@
@
R
@

agent
sole interest
4, 0

@
@

2, 0

self interest
@
@
R
@

4 − x, x

Game theorists have been known to refer to interactions (i.e., games)
having this structure as the “Trust Game” or “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 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.
Each cell in the matrix depicts the payoff results of strategy combinations between the parties, with the principal’s payoff appearing first, followed
‡

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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agent
sole interest

self interest

invest

4 0

1 3

don’t invest

2 0

2 0

principal

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 framework, researchers almost always rely on the Nash Equilibrium solution concept (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 reason, 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 equilibrium, 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 stable outcome identifiable
under the Nash solution concept and it is a robust equilibrium.
agent

invest

sole interest

self interest

4 0

1 3

principal
N?

don’t invest

2 0

2 0
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As compelling as the Nash solution concept may be, there is considerable experimental and other empirical evidence suggesting that sensible
people often do not behave according to its predictions. Consider an alternative “non-cooperative” approach, known as the Berge Equilibrium solution
concept, which requires that each player makes the best possible decision for
the other parties, given the decisions of all others players in the game.157 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
B

self interest

?

invest

4 0

1 3

don’t invest

2 0

2 0

principal

Observe that the equilibrium outcome depicted above is the same irrespective 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, unlike
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
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agent
sole interest
B

?

self interest
†

invest

4 0

1 3

don’t invest

2 0

2 0

principal

principal and 3 for the agent (depicted with a † in the matrix above), 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
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.

5

Sole Interest’s Conduct & Decision Rules

Two critical questions must be addressed in order to pursue the mundane
strategy described above. 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 allegiant 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
nuanced 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 self-serving 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 aspects
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.
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5.1

Conduct Rules & the Psychological Matrix

Fiduciary law plays a distinctive role in providing and publicizing appropriate conduct rules to agents, trustees and other fiduciaries. As a conduct
rule, the sole interest directive calls attention to behaviors and strategies toward beneficiaries. An agent is instructed to consider not her own payoffs
in deciding how to conduct herself. Actions and behaviors for and toward
beneficiaries are supposed to be the singular focus of fiduciaries under the
sole interest rule (not the weighing of their own payoffs in any degree). Any
desirable outcome for a beneficiary may be reached by adjusting a fiduciary’s
payoffs and, to be sure, reinterpreting payoff structures to make them align
with desirable consequences is a tempting expedient. But that too is inadequate under the sole interest rule. To see this, consider the notion of the
psychological matrix, described by John Thibaut & Harold Kelley in their
work on social exchange theory.
Thibaut & Kelley emphasized that parties don’t all see the numbers
in the cells in the same objective way. One fiduciary may take a completely
egoistic view of the payoff matrix, considering only her own payoff as contributing any direct value or utility (i.e., only the utility of the fiduciary, uf ,
directly matters to the fiduciary) as typified in conventional law and economics arguments; another may take a cooperative view (where the sum of
the parties’ utilities, uf + ub , directly matters to the fiduciary); another may
take a competitive-comparative view (seeking to maximize the positive difference of her payoff and that of the other party’s, max{uf − ub }) or an equality
focus (seeking to minimize the difference between payoffs, min{uf − ub })
or even a completely altruistic or other-regarding orientation (i.e., the fiduciary’s payoffs take on the values of the beneficiary’s, i.e., the fiduciary sets
uf equal to ub ).¶
The last (psychological) payoff transformation, the altruistic or otherregarding orientation, would seem to capture the directive of the sole interest
rule. But that’s misleading and wholly inadequate. Converting one’s own
payoff to fully reflect another party’s payoff and then acting in a self-regarding
manner with respect to the transformed payoff misses the point. Sole interest
is a rule of conduct: it tells fiduciaries to look at no other party’s interest,
including their own (even in transformed form), when deciding a course of
action on behalf of beneficiaries. Moreover, as a conduct rule, sole interest
both inculcates and informs. Which is to say, the conduct rule trains or so¶

[Discuss, John Geanakoplos, David Pearce and Ennio Stacchetti, Psychological Games
and Sequential Rationality, 1 Games & Econ. Behav., 60-79 (1989) and related subsequent literature.]
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cializes agents toward adopting other-regarding behaviors, not payoffs. This
is the inculcating function.
Finally, fiduciary law’s conduct rules inform parties about when it is
appropriate to be self-regarding. Not all agents are subject to strict sole
interest duties—interested agents, agents with proxies and corporate agents
are all granted significant leeway to pursue self-interested behavior—but law
demands of other fiduciaries that they look away from their own interests
(and that of third parties) when acting on behalf of their beneficiaries. Corporate fiduciaries may act like Agent Nash; traditional trustee should follow
Agent Berge. There is room for both types of agents.

5.2

Decision Rules & Economic Welfare

Conventional law & economics arguments in favor of the best interest approach would suggest that the Berge behavioral norms (as reflected in the
sole interest rule) are grossly inefficient and inappropriate to the demands
placed on modern fiduciaries. Supporters of this suggestion would get rid of
the sole interest conduct rule and replace it everywhere with Nash behavioral norms that combine with incentives for fiduciaries to act in the best
interest of beneficiaries. The fiduciary’s reasons for action would then follow
from those incentives within a self-interested (structural loyalty) framework,
rather than conduct rules taken from an internal point of view. In the remainder of this section, I challenge this broad claim about what is required
for efficient behavior and what the law requires, with particular emphasis on
the decision rule that follows from violations of the sole interest conduct rule.
The argument in favor of Nash behavioral norms stems from the concern
that fiduciaries will not have sufficient incentive to act in the best interest
of their beneficiaries when the optimal course of conduct for the beneficiary
coincides with the individual or personal interests of the fiduciary. In such
cases, because the decision rule requires the fiduciary to disgorge any gains
from conflicted transactions, she will have little incentive, it is argued, to act
in the best interest of beneficiaries. It is important to note that fiduciaries are
often allowed to retain their compensation in these cases of conflict, unless
there is a clear showing of bad faith in the conflicted transaction. They are
simply not allowed to hold on to any profits from these efficient conflicted
transactions,k and consequently, the argument goes, fiduciaries avoid these
k

I will assume the transaction is both efficient and in the best interest of the beneficiary.
Otherwise—since few commentators argue against the sole interest rule when it serves to
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transactions, even though they are in the best interest of beneficiaries.
The classic case of Boardman v. Phipps,158 is often presented as the
prime example of overdeterrance and inefficiency caused by the sole interest
rule (see also In re Kilmer). The Phipps case involved a trust which owned
roughly one-quarter interest in a closely held corporation. The defendants,
acting as agents for the trust, proposed a plan to reorganize the corporation
for the benefit of all shareholders, including the trust. The success of the
plan was threatened when the trust declined to purchase addition shares, at
which point the defendants purchased the additional shares in their individual
capacity. By doing so, they assured the success of the plan, generating sizable
profits for all shareholders, including the trust and, of course, for themselves
based on their additional purchases.
Subsequently, the defendants were sued and held liable under the sole
interest rule. Although they were allowed to retain a generous compensation
for their efforts, the defendants were forced to disgorge to the trust their
profit earned on their individual holdings. As Professor Langbein argues,
notwithstanding the fact that the outcome well served the interests of all
parties, sole interest rule stood to undermine the efficiency of the transaction
and the best interest of the trust. “Because, however, the conduct at issue in
the transaction in Boardman was (and was at all times meant to be) value
enhancing for the trust, the policy of deterring the overlap or conflict of
interest was contrary to the best interest of the trust. But for the conflicttainted conduct, the trust would have been worse off.159
The claim that the fiduciary will lose incentive to engage in efficient
(conflicted) transactions on behalf of beneficiaries when forced to disgorge
any profits earned from breach of the sole interest conduct rule is similar to
arguments made about efficient breach of contractual promises.160 Yet, contrary to the often expressed and implied assumptions about efficient breach,
the promisor does not require all of the gains of breach to behave efficiently.161
Indeed, based on the rational self-interested structure that underlies the efficient breach hypothesis, it is sufficient for the promisor to receive an amount
that is indistinguishable from nothing! Give up this implication and one is
forced to also give up all efficiency claims and marginal analyses based on
continuity, which is to say the entire theoretical apparatus of law and economics. Now there may be reasons—based on fairness, efficiency or some
justice consideration—to allow the promisors to capture the gains of efficient
breach.162 Similarly, there may be reasons to give the promisee some or all
discourage inefficient transactions and those not in the best interest of beneficiaries—there
is nothing to argue over.
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of the gains from breach, based on fairness, efficiency or some justice consideration. The distribution of gains from breach is a separate matter from the
question of efficient allocation through breach.
The same argument applies to a fiduciary who breaches the sole interest
conduct rule and is forced to disgorge her gains under the decision rule that
follows violation of the sole interest command. Even if the fiduciary finds all
of her reasons for action in a self-interested incentivized formula, even this
Nash-inspired agent, will not be discouraged from taking efficient actions
(as I will demonstrate below). The disgorgement decision rule preserves
the incentives of fiduciaries following Nash behavioral norms, while the sole
interest conduct rule provides reasons for action to agents capable of finding
motivation for action from Berge behavioral norms. Of course, often the
same individual may adopt a Nash behavioral disposition in one context and
a Bergean disposition in another context—for instance, acting as an agent in
a commercial context as compared to acting on behalf of a child or elderly
parent—and some times the individual will not know what is the proper
disposition and may look to law for guidance.163
The point above concerning the efficiency of the disgorgement rule is
illustrated in the following simple abstraction. Let ∆ represent the total
gains from efficient breach of the sole interest rule, i.e., when the fiduciary
participates in the transaction. That is, assume the underlying transaction
leaves the beneficiary no worse off in addition to generating a surplus gain
of ∆ > 0, which is realized or captured by the fiduciary as a consequence
of the value-enhancing transaction for the beneficiary. Assume (without loss
of generality) that the next best (less efficient) alternative course of action
produces zero profits (i.e., ∆ = 0) while the underlying transaction again
leaves the beneficiary no worse off. An other-regarding Berge agent would be
indifferent between the two courses of action because the beneficiary’s payoff,
which is the sole interest of the agent, is exactly the same in either case.
The question now is, how much of ∆ must the self-regarding Nash
agent capture to pursue the efficient value-enhancing transaction? It is often
suggested that offering the fiduciary anything less than the entire surplus,
∆, would lead to inefficiencies, but that is patently false. To see this, let the
fiduciary’s share of the gains from efficient breach of the sole interest duty
be represented by N1 · ∆, where N ∈ {1, 2, 3, ...}. In this case the fiduciary
gets the entire gain when N = 1, which of course leads her to take the
efficient course of action. Yet the fiduciary also takes the efficient course
when N = 2, even though she gets only half of the, which is better than
nothing from taking the less efficient course. Note that the beneficiary is

37

also better off, getting one-half of ∆.
Therefore, continuing the argument, the Nash-inspired fiduciary will
take the efficient course of action when N = 3, where she gets a third of the
gain, and when N = 4, where she gets only a quarter of the gain, and so
on. This sequence may fairly represent the default division of the surplus
for breach of contracts within N -party partnerships and joint ventures. As
N approaches infinity the fiduciary’s share of the gain approaches 0 and the
remedy becomes indistinguishable from the disgorgement remedy (the conventional remedy issued for breach of the duty of loyalty by fiduciaries). Yet
even as her share of the surplus races toward 0 in the limit, the hyper-rational
self- interested Agent Nash fiduciary, which is assumed in the standard law
and economics models, will continue to breach the sole interest duty rule
whenever its breach is efficient.

[to be completed].
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Notes
1

Restatement (Second) Agency §387 (1958); see also Restatement (Third)
Agency §§8.01-8.06 (2006).
2
See Restatement (Second) of Trust §170(1) (1959; see also Restatement
(Third) of Trusts §78 [date]; and the Uniform Trust Code (UTC) §802(a), which
provides: “A trustee shall administer the trust solely in the interests of the beneficiaries.”
3
See e.g., the comments UTC §802(b), which in relevant part states: “A transaction
affected by a conflict between the trustee’s fiduciary and personal interests is voidable by
a beneficiary who is affected by the transaction. Subsection (b) carries out the “no further
inquiry” rule by making transactions involving trust property entered into by a trustee for
the trustee’s own personal account voidable without further proof. Such transactions are
irrebuttably presumed to be affected by a conflict between personal and fiduciary interests.
It is immaterial whether the trustee acts in good faith or pays a fair consideration. See
Restatement (Second) of Trusts Section 170 cmt. b (1959).”
4
On the traces of presumed liability in Roman and Medieval law see Sir Henry Maine
Ancient Law (1861) and Oliver Wendell Holmes, Jr. The Common Law (1881). On
economic arguments, mostly based on asymmetric information, see, Robert Cooter and
Bradley J Freeman, The Fiduciary Relationship: Its Economic Character and Legal Consequences 66 N.Y.U. L. Rev. 1045 (1991); Frank Easterbrook and Daniel Fischel, Contract
and Fiduciary Duty, 36 J. L. & Econ. 425 (1993); Eric Talley, Turning Servile Opportunities to Gold: A Strategic Analysis of the Corporate Opportunities Doctrine, 108 Yale
L. J. 277 (1998) and Robert H. Sitkoff, The Economic Structure of Fiduciary Law, 91
B.U. L. Rev. 1039 (2011); Richard R.W. Brooks Knowledge in Fiduciary Relations, in
Philosophical Foundations of Fiduciary Law (Andrew S. Gold and Paul B. Miller,
eds) Oxford Univ. Press, at 225. See also Robert H. Sitkoff, Trust Law, Corporate Law,
and Capital Market Efficiency 28 J. Corp. L.565 ( 2003) (finding justification for no
further inquiry, if on balance, subject transactions “are so frequently undesirable that the
costs of extirpating the entire class of transaction (a rule) are less than the costs of caseby-case adjudication (the fairness standard). Id. at 573-574. Psychological claims, going
beyond the hidden actions and information of agents, tend to stress the bounded rationality, judgment and information impactedness of fiduciaries themselves. The no further
inquiry rule, writes Lionel Smith, exist because the law has an insight into the way the
human mind works when it is exercising judgment. When a person exercises judgment in
a conflict situation, it is impossible for that person to be certain that they have excluded
extraneous [self-interested] considerations. Lionel Smith, Fiduciary Relationships: Ensuring the Loyalty Exercise of Judgment on Behalf of Another, 130 L. Q. R. 608, 624 (2014)
[check quote]. See also Sung Hui Kim, Fiduciary Law’s Anti-Corruption Norm, Working
Paper (June 6, 2016). Reporters for the most recent Restatement of Trust Law emphasize
the often irresistible temptation faced by all too human fiduciaries (“The rationale [for no
further inquiry] begins with a recognition that it may be difficult for a trustee to resist
temptation when personal interests conflict with fiduciary duty. In such situations, for
reasons peculiar to typical trust relationships, the policy of the trust law is to prefer (as
a matter of default law) to remove altogether the occasions of temptation rather than to
monitor fiduciary behavior and attempt to uncover and punish abuses when a trustee has
actually succumbed to temptation. The Restatement (Third) of Trusts §78 cmt. b
(2007).)
5
Contracts, partnerships and joint venture law are subject to their own conduct rules,
as Cardozo observed: “Many forms of conduct permissible in a workaday world for those
acting at arm’s length, are forbidden to those bound by fiduciary ties.” 164 N.E. 545, 546
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(NY 1928).
6
164 N.E. 545 (NY 1928). While it is debatable whether Judge Cardozo was correct in
his application of the unyielding fiduciary loyalty rule that binds trustee to this particular
controversy; his characterization of the law of loyalty for trustees, however, was without
question correct.
7
In its strongest form, the old rule, known also as the English rule, viewed compensation
for fiduciary services as contrary to the sole interest mandate. English courts of equity
questioned whether a trustee’s undivided loyalty could be maintained if “the trustee were
allowed to perform the duties of the office and to claim remuneration for his services.”
John Mowbray et al., Lewin on Trusts §20-132, at 503 (17th ed. 2000). This view
evolved from particular conceptions of status and wealth in English law. Trustees were
gentlemen gratuitously fulfilling the office, not marketmen seeking pay for professional
services. Changes in wealth management and professionalization of the field naturally
led to the American rule allowing compensation for trustees. See John H. Langbein,
Questioning the Trust-Law Duty of Loyalty: Sole Interest or Best Interest?, 114 Yale L.
J. 929, at 939-941.
8
Delaware’s allow partners in general, limited and limited liability partnerships (along
with members of limited liability companies) to limit or eliminate the duty of loyalty
entirely. [cites, plus add reference to statutory trust and corporate law].
9
Corporate bonds and special purpose vehicles for pooled securitized assets organized
under the federal Trust Indenture Act or state business trust statutes are among numerous
other ventures opting for the trust form. For an accessible description of the commercial
trust proliferation, see John H. Langbein, The Secret Life of the Trust: The Trust as an
Instrument of Commerce 107 Yale L. J. 165 (1997). While personal trusts in the U.S.
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