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Abstract: Do markets promote unethical behavior? This paper studies how
the replacement logic impacts ethical behavior when suppliers are driven by
both profit and ethical concerns. To this purpose, it proposes a unified model
encompassing the three possible wedges between client and social demands:
internalities, externalities, and shrouded attributes.

When supplier fees are constrained, a good approximation of many medi-
cal, apps and franchising environments, unethical behavior is more likely, the
higher the fee and the more competitive the market. In contrast, with market-
determined fees, supplier concentration has no impact on ethical behavior as
less competition also means higher fees. More ethical firms are likely to com-
mand a lower (higher) market share under constrained (market-determined)
fees.

The replacement logic also affects ethical behavior in organizations. Of par-
ticular interest is the design of managerial incentives by owners to align ob-
jectives despite differences in ethical concerns. Corporate choices are shown
to be more ethical than owners would wish if and only if agents enjoy rents.
The paper then concludes with a study of private, public, and industry (self-)
regulations.
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1 Introduction

Do markets run contrary to the common good? While 18" century thinkers viewed mar-
kets as creating trust among otherwise unrelated individuals (Montesquieu’s “doux com-
merce” ), today’s public opinion, many social scientists, politicians and religious leaders
feel that markets promote unethical behavior. For instance, numerous prominent philoso-
phers have lately expressed their distrust toward markets, with a variety of viewpoints
from the necessity to ban repugnant markets to the stance that a market economy is an
unlikely path to a harmonious society.

Furthermore, recent experimental work demonstrates the power of the “replacement
excuse”, the fact that if a supplier refuses to engage in an immoral trade, “someone else
will”. This excuse has been used as an individual narrative by Nazis about-to-be convicted
of crimes against humanity, by firms and countries selling weapons to dictatorships, by
banks selling toxic products or providing short-term incentives to talents they want to
attract, or by doctors overprescribing dangerous drugs. Newspapers and websites that
violate the confidentiality of investigations and thereby inflict social sanctions on citizens
who have not yet been proved guilty invoke the same excuse (“the news would have
come out anyway”). So do we when we gossip about someone (“you will learn it from
somebody else”). Other examples include the bribing by business executives of officials to
win a contract, and professional athletes taking illicit drugs to defeat their competitors.

Indeed, the replacement excuse has impeccable logic to anyone with a consequentialist
bent. Important theoretical work by Dufwenberg et al. (2011) and Sobel (2015) identified
conditions under which an economy whose agents have other-regarding preferences delivers
the same allocation as if these agents were perfectly selfish: Perfectly competitive markets
completely destroy any velleity of doing good.

This paper studies how competition impacts ethical behavior when these conditions
are not met. The framework, developed in Section 2, posits that suppliers are driven by
both a profit motive and an ethical concern. They are consequentialist, in that they reflect
on what would happen if they did not serve the client; their moral compass is activated by
a disconnect between what is desired by the client and what is good for society. The first
possible wedge may be traced to an internality (as is the case when a doctor overprescribes
opioids, which is attractive to the client’s “current self” but detrimental to her “long-term
self”). Second, the disconnect may stem from an ezternality (as when doctors deliver fake
medical certificates to allow their client not to be vaccinated or to take sick leave). A third
wedge is associated with shrouded attributes® as when a supplier misrepresents the product
or exploits the client’s incorrect prior or inattention. We provide numerous examples of
these three wedges between client and social demands. In all three cases, ethical concerns
make suppliers care about the wedge between private and social values. Our model, which

1E.g. Anderson (1993), Sandel (2012), Satz (2010), and Walzer (2008).
2We borrow the terminology from Gabaix and Laibson (2006)’s work on imperfect competition subject
to such attributes.



unifies the three wedges within a single framework, looks at supplier competition along
two dimensions: the level of utility promised to customers/patients and, possibly, the
level of fees (prices).

Section 3 studies competition among suppliers whose fees are constrained, a good
approximation of many medical markets and apps or franchising environments. The
fee may be set by a regulatory authority or by a private franchisor, platform or HMO.
Alternatively, it may hit the “zero lower bound”, as is so often the case in I'T services.
It first establishes that unethical behavior is more likely, the higher the stakes (the level
of the fee), and the more competitive the market, vindicating the view that non-price
competition may work against ethical behavior. The latter result’s intuition is that ethical
behavior implies a substantial loss in market share in unconcentrated markets. The results
apply to both covered and imperfectly covered markets (in the latter case, the suppliers
compete among themselves as well as with an outside option).

Our model has implications for advertising. It predicts that direct-to-consumer ad-
vertising of a product should be prohibited when the product generates internalities or
negative externalities. In contrast, advertising is not problematic when the consumption
of the product generates positive externalities or is neutral. We compare the predictions
with the legal framework in force in several OECD countries.

Section 4 looks at competition among suppliers whose fees are market-determined.
In contrast with the case of constrained fees, supplier concentration has no impact on
ethical behavior. As earlier, intense competition gives more prominence to the possibility
of replacement and thereby lowers the incentive to be virtuous; however, competition also
reduces prices and therefore the stake in attracting clients through unethical behavior.
The two effects, associated with price and non-price competition, exactly offset each other.

Section 5 then studies the equilibrium under heterogeneous ethical concerns, first with
constrained fees and then with market-determined ones. Unsurprisingly, with constrained
fees, the less ethical supplier commands a higher market share than the more ethical one.
More interestingly, with market-determined fees, the more ethical supplier, while still
exhibiting a more ethical behavior, also sets a lower price. Intuitively, the more moral
type offers a more ethical, but less attractive service, and so must charge lower prices;
furthermore, she is eager to gain market share as she is more virtuous than the other
suppliers, inducing her to further lower the price. In the linear-demand duopoly version
of the model, a rise in the ethical concern of the more ethical type raises her market
share, meaning that her price cut more than offsets the lower pandering to the consumer
(in contrast, we saw that the less ethical supplier has a larger market share when the fee
is constrained). The same holds for a rise in the ethical concern of the less ethical type,
provided the difference between the two types is not too large.

Section 6 analyzes the interaction between suppliers’ own ethical concerns and “del-
egated philanthropy”, in which customers and investors value ethical behavior (socially
responsible consumption and investment). We provide a simple and explicit formula for
the resulting ethics level.



We view our analysis as a cautionary statement regarding markets, not as a frontal
attack on them; for, one cannot mount an attack against markets without considering
their counterfactual. Section 7 studies the hierarchical interaction between owner’s and
manager’s ethical concerns. It shows that when managers receive no rent, ethical be-
havior is entirely determined by the owners’ social preferences. By contrast, managerial
preferences are accounted for in policy when managers enjoy rents; and so ethical con-
cerns in part add up. Section 7 also shows that the replacement logic applies to a wide
range of institutions, and compares alternative methods for ensuring compliance when
the managers’ ethical concerns differ from the owners’. The owner prefers piece rates
to exclusive territories, and tournaments/relative performance evaluation to piece rates.
Finally, we show that the same logic applies when only “orders” are possible. A parallel
can be established with moral hazard models that rely respectively on output-contingent
and efficiency-wage models.

Section 8 studies several forms of regulations. It first compares the fees set by a social
planner and a private entity (such as an HMO) to the laissez-faire fee, under a free entry
condition. It then analyzes Pigovian taxation (when the latter is feasible). Finally, it
asks whether self-regulation in the form of a club committing to good ethical practices
can supplant formal regulation. Section 9 concludes with some alleys for future research.

Related literature

The paper takes the replacement logic as its starting point. This logic receives much
support in experimental work (let alone anecdotal evidence). Falk and Szech (2017) show
that (the perception of) pivotality is key to sustaining moral behavior. Organizations
that aim at being ethical should accordingly attribute individual responsibility to their
members. Bartling and Ozdemir (2017) demonstrate that the replacement excuse is less
prevalent when there is a strong social norm, though. On the theory front, Dufwenberg et
al. (2011) provide conditions under which agents with other-regarding preferences behave
like selfish agents in Walrasian equilibrium (in which agents take prices as given). Sobel
(2015) studies strategic behavior in auction markets with full replacement or in large
economies and comes to the same conclusion: markets make selfish, and the replacement
logic implies that an observer cannot distinguish between selfish agents and agents with
other-regarding preferences. We extend the Dufwenberg et al and Sobel contributions
by assuming supplier differentiation; the replacement logic then operates only partially,
which breaks the observational equivalence of economies populated with selfish and other-
regarding agents and therefore allows us to study socially responsible behavior.

The paper also has a strong connection with the corporate social responsibility (CSR)
literature. To situate this paper in the CSR literature, it may be useful to refer to the
taxonomy in Bénabou-Tirole (2010). In that taxonomy, the first notion of CSR amounts
to emphasizing sustainability. According to this approach (popular with sovereign wealth
funds for instance), CSR is about avoiding the short-termism that has characterized many
industries, most notably banking prior to the 2008 crisis (whether due to bonus compen-
sation or career/glory concerns). One may wonder, though, how taking a long-term



perspective to maximizing (intertemporal) profit contributes to CSR. The answer lies in
a correlation: protecting stakeholders (workers, environment) against managerial short-
termism may also protect shareholders. This first view of CSR fits with much of the
corporate governance literature, which emphasizes shareholder activism to promote long-
termism, deferred compensation, etc. Related, although less conventional, is the view
that shared control may help protect stakeholders.?

The second view of CSR equates it with “delegated philanthropy”. The firm is a
channel for the expression of citizen values; put differently, stakeholders have a demand
for corporations to engage in philanthropy on their behalf: consumers will be willing
to pay a bit more for their coffee if Starbucks embraces the fair-trade approach. FEn-
vironmentally conscious investors will accept getting a smaller return from green funds.
Workers will take a wage cut when employed by an NGO. As in the first approach, the
consumer-product company or the investment institution maximize profit, as they pass
through the higher cost or the lower return to the stakeholders. This second view is
embraced in Aghion et al. (2019) Besley-Persson (2019), and Moisson (2019). Aghion
et al. formalizes CSR behaviour as a quality parameter, shows that under some condi-
tions competition induces greener behaviour and tests this hypothesis. Besley-Persson
adds a political determination of the tax/subsidy system and allows values to adjust over
time to the (endogenous) technological evolution. Moisson puts particular emphasis on
image concerns and consequentialism; in the baseline model, consumers care about im-
pact investment. The paper studies the evolution of the green premium paid by socially
responsible investors as environmental consciousness grows.

The third approach is “insider-initiated corporate philanthropy”, namely philanthropy
that clashes with the profit-maximization hypothesis.* This is the approach taken in this
paper as well as in Hart-Zingales (2017). In that paper, shareholders also compare their
monetary gains with the ethical impact of their actions. This tradeoff has “bite” when
they vote at the general assembly or board of directors, since both impacts are non-
zero only if their vote is pivotal. By contrast, this leads them to focus solely only on
monetary gains when they buy shares (there is no socially responsible investment), since
they rationally expect to be pivotal and therefore affect the company’s future actions only
with a tiny probability.

Our paper is also related to several strands of the industrial organization literature.
The result that a more intense competition may deliver poor non-price outcomes may be
reminiscent of the work on the value of the banking franchise. In the industrial organi-
zation realm, Shapiro (1983) showed that the quality of experience goods may fall when
intense competition reduces the payoff to maintaining a reputation for quality. Our frame-

3Jager et al (2019) investigate the causal effects of shared governance building on a 1994 swift reform
in Germany and argue that co-determination may act as a substitute for worker protection. They provide
evidence that workers on the board, among other things, affect board composition (more women, fewer
aristocrats) and -contrary to expectations- increase investment in long-term assets.

4Even leaving aside the agency literature, there is of course a long tradition of analyses of non-profit-
maximization goals: Beckerian discrimination theory, labor-managed firms, etc.



work however links non-price choices to ethical concerns rather than reputation, and has
distinct policy implications. More broadly, the IO literature on quality provision refers
to “good quality”, namely to quality that is demanded by both consumers and the social
planner; the constraint on quality is then its cost. While Spence (1975) has shown that
firms with market power may provide too little or too much quality, quality is not both
demanded by consumers and frowned upon by the social planner (“bad quality”), unlike
in this paper. Finally, and in relation with Section 7, Holmstrém-Milgrom (1991) and
Laffont-Tirole (1991) stress that high-powered incentives by a principal may compromise
the agent’s provision of non-contractable quality;® we refine that insight by emphasizing
its relationship with competition, both market competition (we identify the agent’s cost
of quality as an endogenous loss in market share), and relative performance evaluation.

2 A model of ethical concerns in markets

2.1 Framework

There are n suppliers, i € {1,...,n} and a mass 1 of clients. Suppliers provide a service
for clients. The cost of providing this service is v per client. The outcome of their
interaction is characterized by a perceived gross surplus u € [0,u] for the client and
an impact w on social welfare. The “Pareto frontier,” described in Figure 1, obeys the
following properties:

Assumption 1 (Pareto frontier). The efficient frontier w = W (u) is a smooth function
on [0, 1] and is single peaked, with a peak at @ € (0,a) (such that w = W (i) = max W (u)).
Furthermore, W is concave on [t,a] and W'(u) = —oc.

Demand functions. Let {f;}jeq1,..ny and {u;}jeq,...ny denote the fees charged by the
suppliers and the gross consumer surpluses that they deliver. The demand D; for sup-
plier i depends on net surpluses {u; — f;};=1,.» and is symmetrical (it is invariant to
permutations of net surpluses {u; — f;};2). Let

qi:ﬁi(fl—ul,...,fi—ui,...,fn—un).

Occasionally, we will specialize to a linear demand system (and indicate when we do
s0). In the relevant range:

Dy = = (1= of = w) + 0 [Sya(f; ;)

) S iw; St Sizifi .

for o > 0. Letting w_; = =Z52 y_, = 220 f = Zizili and 6 = (n—1)o, the demand
n—1 n—1 7 n—1 )

function can be rewritten as

D; = 1o ol(fi —wi) — (fi —uy)].

n

5Where quality here is viewed from the principal’s standpoint.



Figure 1: Pareto frontier.

We will focus on symmetric Nash equilibria {f*, u*} and so we will rewrite demand

functions as
q; :Di(fi_uiaf* —U*) EDi(f* —u o fi Uy fT —U*)-

The suppliers are substitutes (0D;/0f; < 0 < dD;/0f*) and their marginal revenue is
decreasing ((fi —4)D;(fi — u;, f* — u*) is concave in f; for any ). We will let
_aD;
fi
denote the elasticity of demand for supplier i’s services. Finally, we define supplier i’s

Lerner index:

fi—~

fi
Objective functions. Suppliers care about profit, but also have ethical concerns, reflected
in their contribution to overall welfare. When “acquiring” a customer, they account for
not only their markup over cost, but also how this makes a difference to social welfare.®
Let a > 0 denote the suppliers’ relative weight on the ethical impact relative to profit.
In the case of a symmetric equilibrium, with gross utilities u*, associated welfare w* and

Li:

fees f*, the supplier maximizes

Vi=[fi — v+ a(w; —w")|Di(fi — w, f* = u”).

We will first assume that, in the relevant range of parameters, the market is covered,
that is X;D; = 1; for example everyone uses a doctor. We will later relax this assumption,
which captures most starkly the replacement excuse. We will consider two cases:

6See the Appendix for alternative moral imperatives.
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(i) Constrained fees: f; = f for all i. The fee f may be set by a regulator. The assumption
of regulated fees is reasonable for medical markets in a number of countries. But it
may also be relevant in economies in which fees are negotiated between, say, an HMO
and an hospital or a group of doctors. Other examples of activities with regulated
fees include taxis, apps whose prices are capped by platforms”, and franchises whose
tariffs are set by franchisors. Finally, we use the terminology “constrained fees” rather
than “regulated fees”, as an important subclass of fixed prices is associated with the
zero lower bound on pricing, so ubiquitous in the tech industry (see Section 2.2).

(ii) Competitive fees: unconstrained suppliers set their fees non-cooperatively.

2.2 Illustrations: The three wedges

We provide three illustrations of the model. In the first two, being ethical means “being
less nice” to the client (or at least her current self); in the third one, being ethical means
“being nicer” to the client. In each case, there is a wedge between the quality perceived
by the customer and that assessed by the social planner.

Ezxample 1: Internalities (painkiller prescriptions). The supplier (a doctor) decides whether
to prescribe an opioid to the client (the patient). The painkiller brings known benefit b,
but has side effects with cost ¢. This cost is observed only by the doctor (who learns who
is at risk) and is distributed according to distribution G(c¢) and density g(c). The doctor
chooses a threshold ¢* under which she prescribes the painkiller. Assume that the patient
knows ¢*; one may have in mind that patients know the doctor’s reputation for being easy
(pill mill doctor) or tough on prescriptions. Welfare is b — ¢, but clients have hyperbolic
preferences with coefficient § < 1: They long for quick relief and value the prescription
at b — Bc. And so

u; = / i(b — pe)g(c)de  while  w; = / i(b —¢)g(c)de.
0 0

The maximum gross surplus corresponds to ¢ = b/f and is equal to u = fob/ g (b —
pe)g(c)de. The welfare optimum corresponds to ¢ = b and so

b b
0 E/O (b—c)g(c)de and ﬁz/o (b — Be)g(c)de.

More generally, the function w; = W (w;) is obtained by substituting ¢*, and satisfies
Assumption 1.%

"Examples include no-surcharge rules, and best-price guarantees.

80ne has
1 d b—c* du
c — Be c




Instances of overconsumption due to imperfect self-control or biases in predicting one’s
future behavior are many outside the health domain (excessive indebtedness, gambling,
videogaming, impulsive clicking on privacy consent forms...).

Ezxample 2: FExternalities (vaccines, overprescription of branded drugs). This example
replaces the internality of Example 1 by an externality. Patients have heterogenous prob-
abilities x of getting sick in the absence of vaccination, in which case they suffer damage
d and contaminate an expected number e of other people. Patients are selfish and value
being vaccinated at E[b — ¢], where b = xd is the benefit and ¢ is a cost of vaccination.
The social planner attaches value E[(1+ )b — ¢|. It is easy to check that this externality
example is mathematically akin to the internality example, Example 1.°

Underconsumption of vaccines may also be driven by a misperception of their side-
effects. For example, the measles vaccine was falsely accused in The Lancet of causing
autism, which led to a substantial drop in MMR vaccination. Such misperceptions way
be captured as an underestimation of the true value of the vaccine, independently of
contagion considerations.

Underconsumption, unlike overconsumption, raises the question of how the supplier
can provide a quantity that exceeds the client’s desired consumption: a doctor cannot
physically vaccinate a patient who refuses to be inoculated. A first interpretation of
the underconsumption model goes as follows: when the state mandates children to be
vaccinated in order to be able to go to school or public sport facilities, parents may try to
obtain a complacent (fake) vaccination certificate from the doctor (underconsumption of
vaccines). Similarly, in some countries, occupational physicians may routinely deliver fake
medical certificates allowing employees to take paid sick leave (underprovision of work).
In both examples, unethical supplier behavior is associated with a fraudulent report to
a third party. A second interpretation applies when no law or rule mandates a level
of consumption in excess to that desired by the client. Ethical/unethical behavior then
relates to the intensity with which the doctor puts pressure on the patient, say to be
vaccinated; it may range from attempts at persuasion to outright refusal to keep seeing a
patient who refuses the vaccination.

Overconsumption occurs in the case of antibiotics. Another case in point is the over-
consumption of branded drugs when generics are available, imposing an externality on the
social security system. A fraction of French patients has always viewed generics as inferior
products. Until the mid-90s French doctors faced no cost of prescribing branded drugs
instead of generics (and pharmacists’ compensation was proportional to the price of the
drug!). Lo and behold, doctors pandered to their patients and generics’ market share was
about 2%. A reform introduced incentives for doctors to prescribe generics, and also gave
pharmacists the ability to replace a branded drug by an equivalent generic. The share of
generics’ prescriptions improved, especially with general practitioners (whose patients are
more loyal than for specialists, in conformity with the theory developed below). But the

%One has u = [>°(b—c)dF(b) and W = [,’[(1 4 €)b — c]dF(b). A supplier with ethical concerns will

choose b* in [ﬁce,c]. Then W'(u*) = 7[%} < 0and W"(u) = ﬁ% <0.



low percentage (36%)° of generics among prescriptions reimbursed by the social security
system suggests that there is still substantial pandering.

FExample 3: Shrouded attributes. Firms typically emphasize positive attributes of their
goods and services and rarely their flaws. To be certain, consumer protection agencies’
and courts’ mission is to combat inappropriate statements or frauds. But there is a thin
line between outright misrepresentation and fraud on the one hand, and omission, opaque
language and the exploitation of consumer inattention on the other hand. Unexpected
obsolescence, vague recommended usage or the downplaying of side effects may not be
illegal or else hard to regulate given their ubiquity and the limited means of the agencies.
Socially-responsible investors may not be aware that some green-looking securities they
purchase do not correspond to an actual impact on climate change. Like internalities and
externalities, shrouded attributes leave scope for moral judgment.

One way to formalize this within our model goes as follows: Suppose that the good
actually delivers gross surplus « to the consumers. Supplier ¢ can inflate this surplus and
claim it is u; € [0, u]. Consumers take the announcement at face value (see below for
a more rational version) and plan around the announced value, leading to later incon-
venience (complementary investments miscalibration, misleading claims made to down-
stream users. .. ) cost I'(u;—a), with I'(0) = 0, IV(0) = 0, I (uw;—a) > 0 and I (w;—a) > 0
for u; > 4, and I'(u — @) = +oo for some maximum exaggeration level @ — @. Then
W(u) =4 — I'(u — u) satisfies the general assumptions. Supplier i’s objective function is
[fi =7+ a[W(u) = W(u)IDi(fi — ui, f* — ).

Finally, note that a more rational, asymmetric-information, version of the model would
have consumers not know about the misreporting function. For example, with some
probability they believe that misreporting is infeasible; the “irrational version” is just the
limit of the “rational version” as this probability goes to 1.

The case of apps. The tech industry illustrates both the possibility of constrained fees and
the three factors of wedge between consumer demand and social welfare. First, note that
many applications (such as search, videos, GPS navigation software, social networks. . .)
are available free of charge to the consumer. As emphasized in the industrial organization
literature, such services really have negative opportunity costs (the profit from targeted
advertising and data collection far outweighs their tiny physical cost), so that their optimal
price is constrained by the zero lower bound linked to the threat of arbitrage by bots.

Apps also exhibit the “wedge trilogy”. First, we all click impatiently, perhaps overem-
phasizing our immediate gratification over the long-term loss of privacy (internality).
Second, our e-mails and postings on social networks reveal information about others, vio-
lating their privacy (externality).!! Third, the false sense of privacy experienced by most
consumers is an illustration of shrouded attributes; for instance most users of the “Do not
track” privacy setting do not know that big tech companies do not abide by the spirit of

0Generics penetration in the US, UK and Germany exceeds 80%.
HSee, e.g. Choi et al (2019).
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the request!?. More broadly, tech companies work on reassuring consumers more than on
really protecting their privacy.

3 Equilibrium ethics under constrained fees

3.1 Equilibrium characterization

Suppose that the fee is constrained at some level f. We make the following assumptions:

d(nL
Assumption 2 : M > 0.

df
Assumption 2 will ensure the monotonicity of equilibrium behavior with respect to
f. Tt is reasonable. Note first that % > (0. So for Assumption 2 to be satisfied, it
suffices that the elasticity of demand does not decrease too fast with f. For example,
the elasticity of demand is proportional to f (and so is increasing in f) when consumers’
demand obeys a unit-demand, discrete choice model.'> Another illustration relates to
the free-entry outcome: intuitively, a higher fee leads to more entry, which exacerbates

competition.
Assumption 3 : Let n(u*) = —22i(f —u*, f —u*)nf denote the elasticity of demand in

ofi
a symmetric equilibrium (u; = u* for all i). Then Z((Z:)) < VV‘I/,,((Z:))

Assumption 3 will ensure uniqueness of a symmetric equilibrium. It is satisfied for
example for CES and Hotelling-Lerner-Salop demand functions, as well as in the discrete
choice model (for which 7' (u*) = 0). In the absence of Assumption 3, there may be
strategic complementarities and multiple symmetric equilibria (see the Appendix).

We look for a symmetric equilibrium. Supplier ¢ then solves:

max|f — v+ o[W(u;) — w*||D;(f — w;, f —u”),

{ui}
yielding first-order condition in a symmetric equilibrium:
—aW'(u") = n(u")L (1)

where, recall, L = f% is the Lerner index, and n(u*) denotes the elasticity of individual
demands when net prices are all equal to f — u™.

12\Web sites are legally entitled to decide what they think is right.
13A consumer h selects to buy from supplier i if u; + ;5 — f > max;;{u; +e;n — f}, where €., are
idiosyncratic taste shocks obeying a symmetric distribution. Then D; = Pr(u; —u* > maxjz;i{ejn —€in})
oD
in a symmetric equilibrium is independent of f and —3% is proportional to f.

i

14This is indeed the case for the Lerner-Salop model, for which both n = % (where V is the

reservation utility or fixed entry cost) and L = f% are increasing in f.
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We will assume that the second-order condition is satisfied; a sufficient condition for
this is that the demand be linear or concave.

Proposition 1 (impact of competition on ethics under constrained fees and a covered
market). There ezists a symmetric equilibrium under constrained fees. The equilibrium
level of ethics is unique under Assumption 3,5 and is given by

—aW'(u*) = n(u*)L.

(i) Itis decreasing (u* is increasing) in the intensity of competition (n), from the socially
desirable level (u* = @) when the clients are captive (n = 0) to the ethic-free outcome
(u* = u) under perfect competition (n = c0).

(i1) It is decreasing (u* is increasing) in the constrained fee (f) under Assumption 2,
from the socially desirable level for f =~ to the ethics-free outcome as f tends to
17
0.

(#i) It is increasing (u* is decreasing) with o € [0, +00) from the ethic-free outcome to
the socially desirable level.

Income effects. Condition (1) can be re-interpreted to shed some light on Shleifer (2004)’s
insight that ethical behavior is a normal good, and therefore likely to improve as societies
become richer. Suppose that a supplier’s value of money is an increasing and concave
function ®. Then V; = ®((f —v)D;) + a[W (u;) — w*|D;. The analysis is then the same,
except that « is replaced in condition 1 by

. a
0= —7F.
f_

o (57)

The denominator captures Shleifer’s impoverishment effect: an exogenous downward
shock on the marginal utility of money &’ increases the suppliers’ relative weight on
money and ceteris paribus makes them behave less ethically. When the increased concern
for money results from a decrease in the fee f however, a second effect operates in the
opposite direction: the suppliers have a lower stake in behaving unethically (Proposition
1 (ii)). The net effect is a priori ambiguous. So it is not necessarily the case that, ceteris

15The second-order condition writes, using W (u;) = w* at u; = u*:

0D;
ofi

2.
|+ 155 <o

« WNDZ' — QW/

16 Assumption 1 implies that the continuous function —aW’(u*) —n(u*)L is negative at @ and positive

at u. Its derivative when it takes value 0 is aW’(u*) {:’7/((5:)) - VV[‘;/,/((Z*))} . Soifn'/n < W"”/W’, the function

equals 0 at exactly one value of u*.
170f course, for very large f, the assumption that the market is covered becomes much less plausible.
More on this shortly.

12



paribus, rich doctors will behave better than their poorer counterparts in other parts of
the world.'®

Patient imperfect information

Serious controversy arose regarding the aggressive advertising of OxyContin by Pur-
due. More generally, direct advertising to consumers is viewed as putting pressure on
doctors to prescribe drugs. Suppose that a fraction of patients are not aware of the
availability of the drug (and consequently do not know the doctor’s reputation in the
matter). Those patients go to the doctor nonetheless to be treated; under regulated fees,
each doctor receives market share 1/n in this subgroup of patients. Other patients are
as described above. If the doctors can discriminate between informed and uninformed,
then u* = 4 for the uninformed and —aW’(u*) = n(u*)L for the informed. If z is the
fraction of informed clients, the lack of consumer information generates a social gain equal
to (1 —2)[W(a) — W (u*)]. In this model direct-to-consumer advertising should be banned
as it augments the pressure on suppliers to please the client.’

This corollary of our previous analysis would be worth of empirical investigation. Ca-
sual empiricism, based on a few legislations (Table 1), indeed suggests that consumer
advertising is much more tightly regulated for prescription drugs, for which overconsump-
tion can be very costly, with some exceptions in the case of underconsumption (vaccines,
tobacco addiction reduction). By contrast, regulations on advertising are much more le-
nient for non-prescription drugs.

Canada Australia China France Germany Sweden USA
Yes, subject to Yes, subject . i
- . - . . Yes if no risk for
Advertising of non-prescription medicine | FDA regulation on to prior Yes ublic health Yes Yes for adults|  Yes
content approval P

No except for
Yes but limited to P

- e L . vaccines and No except for
Advertising of prescription-only medicines | name price and No No L No X Yes
. tobacco addiction vaccines
quantity .
reduction
Yes, can . .
i . Yes but no Yes if no Yes if no Yes but not
) X Yes, can discuss mention .
Disease awareness campaign . reference to | referencetoa | referenceto | focusingon Yes
treatment options| treatment L. L. L.
medicine medicine a medicine | treatments

options

Table 1: drug advertising

[Built using data from https://iclg.com/compare/pharmaceutical-advertising]

Do good doctors behave more ethically than bad ones?

Suppose now that suppliers differ in their talent. Let s; denote supplier ¢’s exogenous

8There is another caveat. A society’s average other-regarding preference () may evolve to reflect
changes in the benefit of prosocial behavior. Thus, while the effects analyzed in the text seem robust,
they may not be the only relevant effects.

90f course, the model abstracts from potential benefits of direct-to-consumer advertising, such as
informing the patient that a treatment exists, inducing her to see a doctor (this effect is most likely for
recently approved drugs).
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talent. Assuming a duopoly and linear demand, supplier i’s demand is D;(f —u; — s;, f —

uj — s;) =3 —ol(fi —u; — s;) — (f; — u; — s;)]). The first-order condition writes:

olf — 7+ alw; — w))] = a[-W'(u)]|D.

Suppose that the good doctor (call her ) is no more ethical than the bad one (call her j):
w; > u;. Then w; < w;, D; > D; and —W'(u;) > —W'(u;), a contradiction. So u; < u;:
good doctors behave more ethically, and (from the FOC and the properties that W/ < 0
and W” < 0) command a larger market share (D; > D;).

3.2 Non-covered market

In Section 3.1, clients had no choice but picking a supplier; in other words, outside options
were never attractive. In contrast, let us introduce an outside option yielding utility wug
and welfare wy. This outside option might stand for not consulting a doctor, finding
illegal drugs to replace OxyContin, etc. When performing comparative statics below, we
will posit that wy covaries negatively with ug (although not necessarily according to W
as the outside option might have a different nature).

We consider the same oligopoly model, but in which outside options are “co-located”
with the products. This model offers the convenience of a smooth transition from perfect

competition to pure monopoly.?’

In this nested discrete choice model, (1) the client
chooses among the suppliers (so ;=1 ,D; = 1); (2) the client chooses between her
preferred within option (i, say) and an outside option co-located with 7. The outside
option offers utility ug and welfare wy; it involves an idiosyncratic cost k € R of using the
outside option, distributed according to cumulative distribution X (k). Without loss of
generality, we assume that the price of the outside option is equal to that of the regulated-
fee products (f = fy); if this is not the case, one can renormalize the distribution of k
to obtain the expressions below. We assume that X’/(1 — X) is increasing (monotone

hazard rate property). The demand for good i is then [1 — X (ug — u;)|D;(f — w;, f — u®).

Supplier i then solves (assuming a symmetric equilibrium, so we can rewrite the de-
mand function as D;(f — u;, f — u*))

max V; = X (ug — w;) Di(f — i, f — u*)|[owo] + [1 — X (ug — w)|Di(f — ugy f — u®)[f — v+ aW(w;)]

{wi

+ X(uo — )1 = Di(f = wi, f — u)][awo] + [1 = X (uo — u”)][L = Di(f — us, [ — u")][aw].

aD;

Let n = — a,T denote the “within elasticity” and ¢ = = )f(, denote the “across elasticity”.
i i

The total elasticity is 7 = n + ¢. Similarly the Lerner indices in equilibrium are equal to:

f}’)’ and KEf—’Y‘i‘Oéf(”LU*—wo)

20Bénabou-Tirole (2016). This formulation, unlike Hotelling-style specifications, allows a distinction
between the within-industry elasticity and the elasticity with respect to the outside good, as seen below.

L
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The following proposition shows that unethical and attractive outside options exacer-
bate the need to be attractive to capture demand and reduce suppliers’ ethics:

Proposition 2 (Outside options). In the presence of co-located outside options, the eth-
ical choices are given in a symmetric equilibrium by

—aW'(u) = gL + eK = fL + MS'

Assume linear demands and exponential cumulative distribution X (k). Then, suppliers
are less ethical, the less ethical the outside option (the lower wy is).*!

Application: There is detailed empirical evidence that, when the FDA forced Purdue
pharma to make OxyContin “abuse-resistant”,?? patients massively shifted towards heroin.
As we suggest, a wider availability of illegal drugs (e.g. when fentanyl made illegally in
China becomes increasingly available in the US and Europe) has an additional effect: Doc-
tors become less ethical (not in preferences, but in behavior as they increase u*) because
they feel that keeping patients addicted to prescription opioids limits a (worse) addiction

to illegal opioids.?3

4 Equilibrium ethics under market-dete