
The Morality of Markets∗

Mathias Dewatripont† Jean Tirole‡

March 24, 2022

Abstract: Scholars and civil society have argued that competition erodes sup-
plier morality by offering consumer choice: “If I don’t do it, someone else will”.
This paper demonstrates that competition may not affect and may even fos-
ter moral behavior, in a testable manner; it thereby issues a strong warning
against the wholesale moral condemnation of markets and pro-competitive in-
stitutions. The paper further analyzes when competition should be expected
to weed out suppliers with high ethical standards or a nonprofit status (Gre-
sham’s law); intense competition crowds out supplier ethics, but not other
stakeholders’ ethics.

Keywords: Competition, social preferences, replacement logic, non-profits,
corporate social responsability, strategic complementarities, race to the ethical
bottom.

JEL numbers: D21, D43, D6, I11, L21.

∗This project has received funding from the European Research Council (ERC) under the European
Union’s Horizon 2020 research and innovation programme (grant agreement no. 669217 - ERC MARK-
LIM). Jean Tirole acknowledges funding from ANR under grant ANR-17-EURE-0010 (Investissements
d’Avenir program), and financial support from the Chaire SCOR “Market risks and Value creation”. We
gratefully acknowledge the comments of participants at conferences in Bonn, Chicago-LSE, Foundation
Getulio Vargas, SIOE, and TSE, as well as seminars at Université Libre de Bruxelles, Harvard, and West-
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1 Introduction

Does market competition obliterate our moral compass? While 18th century thinkers

viewed markets as creating trust among otherwise unrelated individuals (Montesquieu’s

“doux commerce”), today’s public opinion, many social scientists, politicians and religious

leaders feel that markets promote unethical1 behavior. For instance, numerous prominent

philosophers have warned against the religion of the marketplace, with a variety of view-

points from the necessity to ban repugnant markets to the stance that a market economy

is an unlikely path to a harmonious society.2

Furthermore, some recent experimental work demonstrates in specific environments

the power of the “replacement logic”, the idea that if a supplier refuses to engage in an

immoral trade, “someone else will”. This work echoes widespread narratives used by firms

and countries selling weapons to dictatorships or bribing officials to win a contract, by

banks selling toxic products or providing short-term incentives to talents they want to

attract, by employees ingratiating themselves to their superiors in order to be promoted,

by doctors overprescribing opioids and antibiotics, by professional athletes taking illicit

drugs to defeat their competitors, by farmers exploiting animals,3 or by companies white-

washing their products’ potential shortcomings (their brittleness or high fat and sugar

content). Does intense competition make such behaviors lose their moral overtones and

become mere (monetary or psychic) “costs of doing business”?

The framework, developed in Section 2, assumes that suppliers are driven by both a

profit motive and social preferences. They interact in an imperfectly competitive market.

A supplier’s social preferences are most simply interpreted as either those of the manager

in the case of an owner-managed firm (entrepreneur, doctor) or those of shareholders

under shareholder value.4 Alternatively, they might reflect a mixture of the two, with

different weights depending on the extent of agency.

We assume that social preferences are consequentialist (and later compare the results

with those under the other main moral philosophy tradition, Kantianism). Consequen-

tialist preferences admit a range of variants: A supplier may internalize her impact on

“narrow ethical welfare” (e.g. the firm’s own amount of pollution or the doctor’s own

volume of opioid prescriptions), “ethical welfare” (e.g., the industry’s total amount of

pollution or opioid prescriptions, reflecting also on what would happen if they did not

1We will use “ethics” and “morals” indifferently in this paper. For our purpose, it does not matter
whether the social preferences of suppliers or stakeholders refer to rules provided by an external source,
or reflect an individual’s own principles regarding right and wrong.

2E.g. Anderson (1993), Sandel (2012), Satz (2010), and Walzer (2008).
3Animal exploitation induces an externality/harm on other sentient beings and is considered by

philosophers as morally problematic. The rhetoric of animal farmers is often based on the replace-
ment logic: “We like animals but if we did not put animals in cages, we would import cheaper and less
humane meat from competitors.”

4“Shareholders” stand for active investors, who exert voice to impact the firm’s choice. Later, we
introduce passive investors, who have no such impact but may be willing to obtain a lower return when
investing in an ethical firm (their influence will then be reflected in the cost function).
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serve the client, as stated in the replacement logic), or else “full welfare” (which accounts

for both ethical welfare and the cost of misallocation of consumers to firms).5

The framework distinguishes between socially “irresponsible” and “responsible” con-

sumers. Consumers are socially irresponsible if an immoral supplier choice increases their

demand for that supplier (the benefits of cutting ethical corners are then demand-based).

Such situations correspond to the ones mentioned above. There are three potential ra-

tionales for such 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 are attractive to the client’s “current self” but,

being addictive, detrimental to her “long-term self”). Second and closely related, the dis-

connect may stem from an externality (as when doctors deliver fake medical certificates

to allow their client not to be vaccinated or to take sick leave, or when a firm bribes an

official who awards a government contract). A third wedge is associated with product

misrepresentation, as when a supplier misrepresents the product or exploits the client’s

incorrect prior or inattention, or whitewashes the product’s characteristics (greenwashing,

shrouded attributes...); it also corresponds to managers’ short-termism, as when they cook

the books or reduce R&D and maintenance in order to cash bonuses or just preserve their

jobs6. The reader may object to the “irresponsible” label for the internality and product

misrepresentation cases as in both cases the behavior goes against the individual’s best

interests; by “irresponsible” we mean that the consumer “does not want or is not in a

position to select the socially desirable decision”. The three wedges are unified within a

single framework.

Consumers are socially responsible if an immoral supplier choice decreases their de-

mand. We here have in mind consumers who desire to buy fair-trade products or boycott

firms that use child labor or pollute. Note that such actions reduce the cost of man-

ufacturing (“cost-based benefits of cutting ethical corners”) and do not directly affect

consumers; consumer demand is affected only to the extent that consumers are socially

conscious. The cases of socially responsible and irresponsible consumers apply to rather

different environments.

Finally, we also allow workers and investors to have moral concerns, preferring for

example to work for or invest in “green” firms. These concerns operate exclusively through

the cost of manufacturing as the stakeholders are willing to engage with such firms for a

lower wage or financial return. The social responsibility of input-supplying stakeholders

has consequences that differ from those for consumers.

5That suppliers play an important role in shaping the morality of markets is in line with Henderson
(2020)’s view that managers are key engines for “reimagining capitalism” (our framework embodies
stakeholders’ ethical concerns as well). That economic agents may behave altruistically has received
support in experimental economics and is a common assumption in the literature on social responsibility
(see e.g. Besley-Ghatak 2018, Broccardo et al 2020, Green-Roth 2020, Hart-Zingales 2017, Landier-Lovo
2020, Oehmke-Opp 2020).

6In this illustration, the manager is a supplier of their labor, and the “consumers” are the shareholders.
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Section 2 considers an imperfectly competitive industry in which each firm selects two

actions: A price and a moral action. This moral action affects demand and/or production

cost. The product’s consumers are responsible or irresponsible depending on whether a

more moral action increases the firm’s demand or decreases it. We make the separability

assumption that the consumers’ monetary or psychic benefit or cost associated with the

firms’ moral choice is price independent: It just augments or decreases the perceived price

for the product (no income effect). Social responsibility of investors and workers affects

the firms’ cost, in contrast with consumer social responsibility, which operates on the

demand side and so will be shown to interact with competitive pressure.

We ask: Does an increase in the elasticity of demand faced by the firms (due to the

entry of new rivals or an increase in the substitutability among products) weaken the

firms’ moral compass? This question is important not only because it investigates the

validity of the widespread concern about markets expressed by the public opinion, social

scientists, politicians and religious leaders, but also because it affects our stance vis-a-vis

key competition-enhancing public policies such as the opening of borders to free trade,

competition policy and the deregulation of industries.

In this respect, Section 2 obtains a startling result: The degree of competitive pressure

is irrelevant (moral choices are independent of demand functions) if

1. either prices are flexible,

2. or they are fixed, but moral actions affect cost but not demand (the product’s

consumers are socially neutral).

Take the case of irresponsible consumers for instance. When prices are flexible, sup-

pliers can either lower their price or cut ethical corners to attract consumers. A stronger

competition gives more prominence to the possibility of replacement and thereby lowers

the incentive to be virtuous; however, more competition also reduces prices and there-

fore the stake in attracting clients through unethical behavior. Separability implies that

the “replacement logic” and “reduced-stakes” effects, associated with non-price and price

competition respectively, exactly offset each other. In our consequentialist setting in

which ethical concerns are proportional to the quantity sold, this “irrelevance result” also

obtains when moral choices affect costs but not demand.

This very general irrelevance result runs counter the popular wisdom. It is also in

stark contrast with earlier theoretical results on the irrelevance of social preferences in

highly competitive environments (see the literature review for a detailed comparison,

in particular with Dufwenberg et al (2011) and Sobel (2015)): Here social preferences

(of suppliers, consumers, workers and investors) matter regardless of the competitive

pressure and it is the intensity of competition that is irrelevant. The following two sections

investigate the impact of competition when the irrelevance property fails. As the latter

suggests, the clue lies in the rigidity of prices.
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Section 3 accordingly assumes fixed prices while maintaining the symmetry assump-

tion. The situation in which firms lack price flexibility is much more common than one

would expect, since prices may be fixed by a regulatory authority, a private franchisor or

a platform. Price inflexibility is indeed a good approximation of many publicly regulated

markets (taxis, notaries) and unregulated ones (e.g. apps and franchising environments).

Other prominent industries in which providers receive externally-set prices are education

– the price is the payment per voucher – and health– for which the price is the payment

allowed by the Social Security system, Medicare or an HMO. Finally, consumer prices in

two-sided markets are often constrained by arbitrage to be non-negative (zero-lower-bound

or ZLB constraint).

Under fixed prices both the intensity of competition and the distinction between irre-

sponsible and responsible consumers matter. We show that with irresponsible consumers,

more competition impedes moral behavior. Our analysis here vindicates the familiar ex-

cuse “If I don’t do it, someone else will”. We further unveil the foundations for this erosion

of moral behavior. We show that moral choices are strategic complements, for two reasons.

First, rivals’ behaving immorally intensifies a firm’s competitive pressure by raising its

elasticity of demand (“elasticity effect”); the firm cannot afford moral behavior without a

substantial loss of market share; put differently, in the absence of price flexibility, the only

way for the firm to restore its competitiveness is to also behave less ethically. Second,

when rivals cut ethical corners, it becomes socially more important to take market share

away from them by pandering to the consumers oneself (“social responsibility effect”).

On the other hand, when consumers are responsible, more intense competition fosters

moral behavior, due to the elasticity effect. Taken together, more intense competition is

rather more “neutral” than “detrimental” to morality: (i) irrelevant under flexible prices

or under demand-neutral ethical choices; (ii) detrimental to morality with irresponsible

consumers; and (iii) morality-enhancing with responsible consumers.

Section 4 considers the impact of asymmetric weights in social preferences and takes

up cases where prices are nominally flexible, but are de facto fixed for some industry

players. First, firms with different corporate forms, for-profits and not-for-profits, may co-

exist. Indeed, it is often suggested that in industries with strong moral overtones (health,

education), the profit motive should be eliminated. The not-for-profits must align revenue

with cost and so their prices, while endogenous, are not fully flexible. Second, when

suppliers are for-profits but differ in their social preferences, the most ethical suppliers’

preferred policy puts them in the red when competition is sufficiently intense; this implies

that they are de facto, although not de jure, not-for-profits. For either most ethical

suppliers or not-for-profits, prices are endogenous but akin to fixed prices (non-negative-

profit constraint).

We show that highly ethical suppliers and not-for-profits tend to command a lower

market share (Gresham’s law of ethical behavior) when prices are fixed or when the pro-

portion of such highly ethical firms in the market is high enough. Most importantly, we

find that an intense competition leads to a race to the “for-profit-supplier ethical bottom”:

4



While for-profits mimic not-for-profits’ low price, all firms converge to the lowest-ethics-

for-profit ethical choice, which however integrates ethical concerns from other stakehold-

ers. This implies that, to be able to make their corporate form matter, not-for-profits

must be insulated from the competitive pressure of for-profits.

Section 5 first shows that our framework can be extended (a) to allow social norms

to make ethical behavior context-dependent and (b) to let the exchange institution affect

moral preferences. It then compares the implications of the two main Kantian alternatives

to consequentialism in moral philosophy: Deontologism and categorical imperative. In

the second, where each individual assumes everybody will mimic her action choice, the

social optimum always occurs. In the first, under which the individual cares about her

selected action rather than about its consequences, the impact of competition depends

on the way in which it affects the profit stake of moral actions. We thus obtain testable

differences in the predictions of consequentialist and Kantian moral criteria.

Section 6 relates the paper to the existing literature. Section 7 summarizes the main

insights and concludes with some alleys for future research. Omitted proofs are relegated

to the Appendix.

2 Framework and the irrelevance theorem

2.1 A model of competition under ethical concerns

There are n suppliers, i ∈ {1, . . . , n} and a mass 1 of unit-demand, price-taking clients.

Suppliers compete in price and non-price dimensions. Supplier i selects its price pi as well

a moral or ethical choice ai, both in R+. The vector {pi, ai} determines the “net price” p̂i
perceived by the consumers, as described below. Supplier i faces demand function Di(p̂)

where p̂ ≡ {p̂1, ..., p̂n} denotes the vector of net prices. Abusing notation, we will also

write firm i’s demand as Di(p̂i, p̂−i), where p̂−i denotes the vector of net prices charged

by supplier i’s rivals. Firm i’s demand is decreasing in its own (net) price. In Sections

3.3 and 4, we will specialize to the case of a fixed demand (everyone needs a doctor or a

school, say), with a mass 1 of consumers and ΣiDi(p̂) = 1 in the relevant range; we will

then say that the market is “covered”.

Ethical choice. Higher values of ai index a more moral choice, at least in the relevant

range [0, âi] where âi ≤ +∞. More precisely, choice ai has welfare impact Wi(ai), with

W ′′
i < 0 and W ′

i (0) = +∞. So there exists âi such that W ′
i (ai) > 0 if and only if ai < âi.

7

Let a ≡ (a1, . . . , an) denote the vector of ethical choices. Ethical choices are observable

(we will later note that this actually involves little loss of generality).

Incentives for suppliers to choose a given action ai will depend crucially on consumer

attitudes towards ai. “Consumers” are parties who impact the demand side. These include

7Beyond âi, making the action even more ethical is so costly that it reduces welfare and so has little
appeal to a consequentialist, however prosocially-minded she may be.
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ordinary consumers of goods and services or officials selecting a contractor. We will say

that consumers are “socially irresponsible” if they prefer a lower ai, ceteris paribus, and

“socially responsible” if they prefer a higher ai, ceteris paribus. As we explain now, both

cases are relevant, even though they typically depict different contexts.

Concerning the case of irresponsible consumers, Online Appendix A gives three mi-

crofoundations for the wedge between private and social interests and verifies that the

assumptions on the welfare footprint Wi are satisfied (in all cases with âi < +∞). The

first rationale is the presence of externalities on third parties, as when the supplier in-

duces through a bribe the choice of a less efficient or more expensive contractor or (for

a doctor) prescribes unneeded sick leaves at the expense of the social security system or

performance-enhancing drugs for a sports competition. The second relates to an inter-

nality: The doctor prescribes inadvisable opioids to please the patient’s short-term self,

at the detriment of the long-term self’s health. The third is associated with product mis-

representation, as when the supplier omits to disclose potential flaws in the product or

understates the fat and sugar content of her foods or drinks.8 In all three microfoundations

a less ethical behavior boosts demand.

The case of socially responsible consumers is more straightforward. It refers for exam-

ple to consumers objecting to a good being produced with child labor or being carbon-

intensive.9

Net prices. The consumers’ cost or benefit of the moral action is represented by a function

φi(ai) with φ′′i ≥ 0 such that10

p̂i ≡ pi + φi(ai). (1)

When consumers are

• socially irresponsible, then φ′i(ai) > 0: Their demand decreases with the morality

of the firm’s offer;

• socially responsible, then φ′(ai) < 0: Their demand increases with the morality of

the firm’s offer;

8Like all other works building on social preferences, we assume that tort law does not provide a
perfect Pigovian correction of the wedge between market and society’s demands (which is the case for the
applications envisioned throughout the paper). This may hold for multiple familiar reasons: (a) Limited
liability, risk aversion or managerial turnover may prevent the collection of the Pigovian tax; (b) there
may be no political will to levy or enforce such a tax (for example due to lobbying); (c) laws may embody
loopholes; (d) the behavior may not be verifiable (e.g. corruption, doctors’ “judgement”, interpretation
of advertising); (e) law enforcement is too costly for minor misdemeanors (Kaplow-Shavell 2007); (f) a
last reason is the inability to tax externalities, such as the use of child labor, corruption or pollution,
exerted by suppliers operating in different juridictions.

9Occasionally, a firm may face both responsible and irresponsible consumers with respect to the same
choice of ai; for example, it may use a bribe to win a public contract abroad and also face domestic
consumers of its final products who are angry at such corruption.

10The consumer’s cost or benefit of the moral action could be heterogenous. The function φi(ai) could
then stand for the average cost or benefit (there is a formal equivalence in the case of a linear demand
system).
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• socially neutral, then φ′i(ai) = 0.

In the case of socially irresponsible consumers, immoral choices raise the client (pos-

sibly their current self’s)’s surplus (access to weapons, a bribe, opioids, a performance-

enhancing drug) or perceived surplus (product misrepresentation). Socially responsible

consumers derive a psychological or image benefit from consuming carbon-free or fair-trade

products (for instance, φi(ai) = −αCWi(ai), where αC is their parameter of internalization

of welfare.11)

Costs. To allow for cost-side impacts of moral behavior, supplier i’s unit cost, ci, may

depend on the ethical choice ai: ci(ai),
12 with c′i(ai) ≷ 0. The firm may use child labor or

cheap fossil fuel sources of energy in order to keep its cost low, in which case c′i(ai) > 0.

Alternatively, the ethics-dependent cost function captures investor and worker13 social

responsibility. The latter may be willing to forego some return or some wage to be

associated with an ethical enterprise. Suppose, for the sake of illustration, that investors

(resp. workers) are willing to accept a reduction in their return equal to αIWi(ai) (resp.

in their wage equal to αWWi(ai)) to be associated with firm i. Assuming that 1 unit of

output requires 1 unit of labor and 1 unit of investment, and letting γi(ai) denote firm i’s

operating cost, then c′i(ai) = γ′i(ai)− αIW ′
i (ai)− αWW ′

i (ai), and the analysis carries over

with c′i < 0 if γi is constant. A moral action then reduces the cost of doing business. The

sign of c′i(ai) may therefore change with the action’s morality when both are present.

Remark on product misrepresentation. The examples of product misrepresentation pro-

vided so far are demand-based, with φ′i(ai) > 0: Once sold the product is consumed and

so there is no renegotiation: The food contains too much salt or fat, the product is more

fragile than the consumer expects, etc. By contrast, in much of the recent “shrouded

attributes” literature building on Gabaix-Laibson (2006)14, the lack of disclosure of bad

news for the consumer (say, the unexpected need for the latter to purchase an add-on,

then sold later at an inflated price) can be viewed as decreasing the unit cost (by exactly

the ex-post profit on the add-on if consumers are näıve): c′i(ai) > 0. So the moral ac-

tion in the product misrepresentation application may impact either cost or demand, and

our framework accounts for the type of environments considered in the Gabaix-Laibson

literature.

Remark on information. Note that, for simplicity, we assume that consumers and other

stakeholders observe ai. This is realistic in the case of a trade with irresponsible consumers

involving an internality or externality: Prescriptions of opioids, performance-enhancing

11That the consumer internalizes the welfare associated with her choice does not imply a “narrow
internalization” as we will later label it. To be certain, an alternative choice (say, firm j) would have
welfare consequences that depend on aj . However, this is taken into consideration by the consumer when
selecting a supplier. Letting εhk denote the valuation of consumer h for good k, the consumer compares
εhi− [pi−αCWi(ai)] with εhj − [pj −αCWj(aj)]. That is, the consumer accounts for the welfare impact
of alternative choices.

12Section 3.4 studies non-constant returns to scale.
13Note that investors, workers and consumers may be different actors.
14See Heidhues-Köszegi (2018) for a detailed overview of this literature.

7



drugs or sickness certificates are observed by patients; in contrast, doctors want to keep

these unknown to professional and legal authorities. In the case of irresponsible consumers

with shrouded attributes and of responsible consumers and other stakeholders, the supplier

has an incentive to overstate the ethics of her conduct. In such a case, the supplier, when

choosing ai, needs to take into account the probability of being “discovered” through a

scandal which could influence its costs and demand in the presence of ethical concerns

by consumers, workers and investors. Our analysis can be extended to account for this

possibility.15

Demand elasticity. The suppliers are substitutes (∂Di/∂p̂i < 0 < ∂Di/∂p̂j), and their

marginal revenue is decreasing in price ((pi − ci)Di(p̂) is concave in pi). We will let

ηi(p̂;σ) ≡ (−∂Di/∂p̂i)/(Di/pi) denote the price elasticity of demand for supplier i’s ser-

vices (note that ∂Di/∂p̂i is the price sensitivity of demand from (1)). The parameter

σ ∈ R+ (which we will omit when we keep it constant) will index the intensity of compe-

tition. For instance, σ might be the inverse transportation cost in the Hotelling model.

We will assume that ηi grows with σ and tends to infinity as σ → +∞ whenever supplier

i faces an elastic demand.16

Assumption 1 (elasticity of demand).17 Supplier i’s elasticity of demand increases with

competitive pressure:
∂ηi
∂p̂j

< 0.

15Anticipating a bit, the irrelevance proposition derived shortly still holds. Assume linear and sym-
metric demand (as in Section 4). If x denotes the probability that one’s behavior is observed, then the
average net price charged by firm i, which determines the demand it faces, is

p̂i ≡ pi − xφ(ai)− (1− x)φ(a∗),

where a∗ is the equilibrium behavior (anticipated by customers). So the elasticity of demand with respect
to ai is now smaller, and supplier i’s first-order condition under flexible prices is:

αΓ(a∗) = c′(a∗) + xφ′(a∗).

With irresponsible consumers, a reduction in x (until now, we assumed x = 1) implies a reduction in
the RHS of this condition, and thus an increase in the level of ethics (as is the case for an increase
in α), which is intuitive since the supplier gains customers by cutting ethical corners only when this is
observed by them. With responsible consumers, a reduction in x implies an increase in the RHS of this
condition, and thus a decrease in the level of ethics (as is the case for a decrease in α), which is also
intuitive since the supplier gains customers by behaving more ethically only when this is observed by
them. Bonneton (2020) studies the provision of information about supplier moral behavior in the form
of a binary standard. In his paper, suppliers are intrinsically motivated and have image concerns as well.

16Which may not be the case if supplier i has a zero market share or to the contrary corners the market.
17Abusing notation and noticing that ∂ηi/∂p̂j = ∂ηi/∂pj , this familiar condition for competition to

increase the elasticity of demand (∂ηi/∂pj < 0, or ∂Di/∂pj ≥ −[Di/(−∂Di/∂pi)] (∂2Di/∂pi∂pj)), is
closely related to the one stating that the goods are strategic complements, namely ∂Di/∂pj ≥ −(pi −
c)(∂2Di/∂pi∂pj). The left-hand side of both conditions, ∂Di/∂pj , is positive and reflects the fact that the
increased competition reduces the number of supplier i’s inframarginal consumers. A sufficient condition
for either is ∂2Di/∂pi∂pj ≥ 0. Furthermore, the two conditions coincide when supplier i’s price is
optimized.
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Objective functions. Suppliers care about profit, but have social preferences, as reflected

in their representation and partial internalization of overall welfare.18 Let αi ≥ 0 denote

supplier i’s (common knowledge) intrinsic ethics, that is the weight on welfare relative to

that on profit. Because demands are determined by net prices, we make:

Assumption 2 (consequentialism). Supplier i’s perception of social welfare depends on

net prices and ethical choices: Wi(p̂,a). Furthermore, perceived welfare impacts scale with

actual impacts, i.e. are proportional to demands: There exists a non-increasing function

Γi(ai) such that Γi(0) = +∞ and limai→â Γi(ai) = 0, and

∂Wi

∂ai
= Γi(ai)Di(p̂).

Supplier i maximizes the sum of profit and internalized perceived social welfare; letting

αi ≥ 0 denote the intensity of her social preferences,19 her utility function is:

Vi ≡ [pi − ci(ai)]Di(p̂) + αiWi(p̂,a).

That ∂Wi/∂ai is proportional to demand Di is consistent with the consequentialist

approach: Ethical choices are uniform over supplier i’s customers and so their impact is

proportional to demand. The condition that Γi be non-increasing simply expresses the idea

that returns to the ethical choice are non-increasing. This consequentialist internalization

(together with the separability property) is related to effective altruism and admits a wide

variety of perceptions of social well-being. We provide three lead illustrations.

1. Ethical welfare. First, suppliers may care about the social impact of the industry’s

activity, for example the resulting total pollution or opioid overuse. We define the

“ethical welfare” as:

Wi(p̂,a) = E(p̂,a) ≡ ΣjWj(aj)Dj(p̂).

2. Narrow ethical welfare. Suppliers sometimes take a narrower view of ethical welfare,

associated with the impact of their own production on well-being:20

Wi(p̂,a) = Eni (p̂,a) ≡ Wi(ai)Di(p̂).

18See Section 5 for alternative moral imperatives. Note also that the relative weight suppliers put on
profit and social welfare hinges on their compensation scheme. For example, the behavior of a supplier
i who is an agent with social preferences αi and receives a fraction ξi of the profit associated with their
activity is indistinguishable from that of a residual claimant for the firm’s profit with social preference
parameter α̂i ≡ αi/ξi. Such reinterpretations must be kept in mind when thinking about the opioid
scandal, as Purdue pharma had access to the doctors’ prescription data and could (and did) provide
high-powered incentives to its sales representatives.

19We assume that these social preferences are common knowledge. Otherwise, suppliers may be
reputation-conscious, in which case the objective function below has to be augmented with an image
term as in, e.g., Bénabou-Tirole (2006).

20The distinction between ethical and narrow ethical welfares is reminiscent of Oehmke-Opp (2020)’s
distinction between broad and narrow mandates and Green and Roth (2020)’s contrast between sophis-
ticated and naive social investors (or “impact” and “value” investors).
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3. Full welfare. Consumers may not be matched with their preferred supplier. This

will be the case even in symmetric oligopoly when net prices {p̂i} differ. To illus-

trate this misallocation, consider for notational simplicity constant, identical costs

(the reasoning extends to heterogenous costs). The demand function Di(p̂) stem-

ming from a consumer discrete choice model, suppose that consumers have unit

demands with valuations {εhi}i∈{1,...,n} drawn from some joint distribution. Con-

sumer h therefore buys from supplier i if εhi − p̂i > maxj 6=i{εhj − p̂j} and does

not otherwise. The misallocation cost for consumer h is the difference between the

surplus she gets from her preferred supplier and that offered by the supplier i(h)

she ends up picking. Aggregating over all consumers yields the misallocation cost:

M(p̂) ≡
∫ [

(max
i
εhi)− εhi(h)

]
dh.

Note that in symmetric oligopoly M(p̂) = 0 (and is therefore minimized) when all

net prices are equal. This implies that misallocation losses are locally second-order:

∂M/∂p̂i = 0 at a symmetric equilibrium.21

More generally, total welfare is22

W(p̂,a) = E(p̂,a)−M(p̂).

Assumption 2 is satisfied by all three welfare internalizations, since ∂M/∂ai = 0, ∂E/∂ai =

W ′
i (ai)Di(p̂) and so Γi(ai) ≡ W ′

i (ai) satisfies Γ′i < 0.

2.2 The irrelevance property

Using the definition of net prices, we can rewrite supplier i’s objective function as

Vi = [p̂i − φi(ai)− ci(ai)]Di(p̂) + αiWi(p̂,a). (2)

21Consider an n-firm overlapping Hotelling model in order to provide a concrete expression for the

misallocation costM. There are n(n−1)
2 markets, each with a mass 2

n(n−1) of consumers (so total mass is

still 1). Each pair (i, j) is an Hotelling duopoly on one of these markets. The corresponding segment has
length 1, firms are located at the two ends of the segment, the transportation cost is t per unit of distance,
and the segment is covered. Assume that firm i adopts a uniform policy {pi, ai} in all submarkets in which
it is involved, whether for transaction-cost, legal or informational reasons (it cannot tell the submarkets
apart; the case in which it can engage in segment-contingent policies yields similar results). Letting
σ ≡ n−1

nt , the resulting demand system is then symmetrically linear in the relevant range:

Di =
1

n
− σ

[
p̂i −

Σj 6=ip̂j
n− 1

]
.

The misallocation cost can be written as

M =
σn

4(n− 1)
Σi<j(p̂i − p̂j)2.

22We could add the consumer net surplus from consumption (weighted by α), but this would not
change the derivations below; for, a small change in i’s policy implies a shift, from or toward alternative
suppliers, of marginal consumers who by definition are indifferent between supplier i and their best
alternative supplier. So the marginal impact on consumer surplus is 0.
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We optimize over ai taking net price p̂i as given. The implicit assumption here is that

any small change in ethical behavior can be offset by a small change in price so as to keep

the net price constant. This requires that prices be locally flexible:

Definition 1 (price flexibility) Prices are flexible at some price configuration p̂ if

(i) price pi is not locally constrained (say, by a public or private regulation or by the

ZLB) and,

(ii) supplier i’s corporate charter does not preclude it from increasing or decreasing its

price (which may not be the case if the supplier is not-for-profit, even though its

price is then endogenous).

Because ∂Wi/∂ai = Γi(ai)Di(p̂), supplier i’s optimal ethical choice satisfies ∂Vi
∂ai

=

[−φ′i(ai) − c′i(ai) + αiΓi(ai)]Di(p̂) + ∂Vi
∂p̂i
φ′i(ai). The latter term is equal to 0 under price

flexibility from the envelope theorem; hence, supplier i’s ethical behavior ai is independent

of the demand function, and so of the intensity of competition. In the case of an interior

solution for ai:
23

αiΓi(ai) = c′i(ai) + φ′i(ai) (3)

The left-hand side of Condition (3) (the supplier’s marginal demand for ethical be-

havior) is decreasing in ai, while the right-hand side (the generalized marginal cost) is

increasing; furthermore, as ai tends to â (resp. 0), the left-hand side goes to 0 (resp.

+∞). So even though the sign of c′i and φ′i can be positive or negative as we discussed,

Condition (3) defines a unique level of ethics a†i .
24

Proposition 1 (irrelevance) Suppose that prices are flexible at an equilibrium (p̂,a) and

Assumption 2 holds. Supplier i’s ethical behavior a†i is uniquely defined by condition (3).

It is therefore independent of the demand curve Di faced by firm i, and thus of the intensity

of competition.

This simple, but striking result runs counter the conventional wisdom that competition

erodes firms’ moral compass. It calls for four comments:

23Together with limai→0 Γi(ai) = +∞ and Γi(âi) = 0 (from Assumption 2), if c′i(âi)+φ′i(âi) > 0, there
exists an interior solution, since the LHS of (3) is decreasing from +∞ to 0 as the moral action increases
from 0 to âi, while the RHS is convex by assumption. See Online Appendix B for the verification of the
global second-order condition.

24Consider a symmetric oligopoly (with a covered market ΣiDi = 1). A symmetric constrained opti-
mum (p, a), specifying a price p and a moral action a identical for all, maximizes consumer welfare subject
to per-firm welfare exceeding some level: min{p+ φ(a)} subject to [p− c(a) +αW (a)]/n ≥ V̄ . The FOC
w.r.t. p yields a shadow price of the constraint equal to n. The FOC w.r.t. a yields the symmetric version
of (3): αW ′(a) = c′(a) + φ′(a). This is reminiscent of Spence (1975)’s result on the social optimality of
the equilibrium provision of quality in oligopoly: Indeed, the willingness to pay for marginal quality is
here the same for a marginal and an inframarginal consumer. Incidentically, Spence’s analysis shows how
our theory can be amended to reflect different willingnesses to pay for the marginal and inframarginal
consumers. There are several differences with the Spencian model, though; for instance, we will show
that with irresponsible consumers (but not with responsible ones), a stricter price cap implies an increase
in quality as viewed by the social planner (a).
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(a) Intuition. Suppose that supplier i faces tougher competition. Making Assumption

1 (which is not required for Proposition 1), this increase in competition is captured by

an increase in the elasticity of demand ηi faced by firm i. On the one hand, lowering or

raising ethical behavior has a bigger impact on supplier i’s market share, making a non-

profit-maximizing ethical choice costlier. So, the supplier is more tempted to cut ethical

corners when facing socially irresponsible consumers and to raise ethical standards when

consumers are socially responsible. On the other hand, more intense competition implies

that prices and markups are smaller, making ethical concerns relatively more important.

The two effects of competition, “replacement logic” and “reduced stakes”, exactly offset.

(b) The case of socially conscious stakeholders. The formula αiΓi(ai) = c′i(ai) + φ′i(ai)

is completely general (with Γi(ai) = W ′
i (ai) for ethical welfare internalization). Let us

make it more explicit in the case in which all stakeholders, workers (W), investors (I) and

consumers (C)25 internalize welfare Wi(ai) with coefficients αW , αI , and αC respectively

(as discussed earlier).

Letting γi(ai) denote the operating cost:

c′i(ai) ≡ γ′i(ai)− (αW + αI)W
′
i (ai)

Similarly, letting ψi(ai) denote the monetary equivalent of the moral action for those

consumers whose demand is negatively impacted by the action’s morality (while aggregate

“remorse” over all consumers is αCW
′
i (ai)):

φ′i(ai) = ψ′i(ai)− αCW ′
i (ai).

And so, the general formula (3) applied to this case yields:

αiΓi(ai) = γ′i(ai) + ψ′i(ai)− (αW + αI + αC)W ′
i (ai)

or, if Γi(ai) = W ′
i (ai) (as is the case of ethical welfare, narrow ethical welfare and full

welfare),

(αi + αW + αI + αC)W ′
i (ai) = γ′i(ai) + ψ′i(ai).

(c) Cartel. The irrelevance result applies equally well when comparing the cartel and the

competitive solutions. To avoid questions relative to the aggregation of preferences when

objective functions differ, consider a symmetric oligopoly, omit subscripts and look for

the cartel-optimal symmetric policy {pm, am} (where “m” stands for monopoly). Then,

αΓ(am) = c′(am) + φ′(am). The moral behavior is the same as under competition. In

contrast, prices and net prices are higher for a cartel. The standard cartel analysis for

competition policy remains unchanged under supplier social preferences.

25The firm may have multiple groups of consumers. For example, the official who may receive a bribe
or the consumers longing for opioids see their demand increase with the unethical action; meanwhile
consumers of the firms’ other products may frown upon such practices and reduce their demand when
the firm behaves unethically.
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(d) Doing well by doing good. Condition (3) formalizes the notion of “doing well by doing

good” as a special case. Suppose that firm i’s consumers are willing to pay αCWi(ai) if

their coffee is produced in conformity with fair trade principles “at level ai”. Fair-trade-

production costs increase with ai: c′i(ai) > 0. Suppose that the firm is a pure profit

maximizer (αi = 0). Condition (3) then yields αCW
′
i (ai) = c′i(ai). Keeping other firms’

policies constant, concavity then implies that the firm makes more profit than when

operating at the cost-minimizing ethical bottom ai = 0 (this special case was labelled

“delegated philanthropy” in Bénabou-Tirole 2010’s informal treatment).

(e) Pure cost-based benefit from cutting ethical corners. Suppose that consumers are

socially neutral (φ′i ≡ 0 or, normalizing, φi ≡ 0), so that moral choices do not affect

profits through the demand side; and that moral actions raise cost (c′i > 0; otherwise the

moral choice is a no-brainer). Condition (2) can be rewritten as Vi = [pi − ci(ai)]Di(p) +

αiWi(p,a), yielding first-order condition:

αiΓi(ai) = c′i(ai).

We thus obtain

Proposition 2 (cost-based benefits). When ethical behavior affects only costs, the irrel-

evance theorem holds even when prices are fixed: Moral choices are independent of the

demand function.

Roadmap for the rest of the paper. Propositions 1 and 2 raise a puzzle: Are the

widespread opinion that competition erodes morality and the discussion around the re-

lated replacement logic groundless? These two propositions suggest an answer to this

question. An impact of competition on moral behavior must be related to prices not

being flexible (whether constrained by regulation, the ZLB, solvency, or the corporate

charter) and to demand responding to ethical choices (Proposition 2 demonstrates that

dispensing with price flexibility may not make the intensity of competition relevant). If

so, should we expect market morality to increase or decrease with the intensity of com-

petition?

3 Escaping irrelevance: Fixed prices

3.1 Equilibrium ethics

Consider the first-order condition with respect to the ethical choice (∂Vi/∂ai = 0), keeping

prices fixed. Behaving more ethically (increasing ai) has three effects:

13



(pi − ci)φ′i
∂Di

∂p̂i
− c′iDi︸ ︷︷ ︸

impact on profit

+αiW
′
iDi︸ ︷︷ ︸

ethical
impact on
supplier i’s

inframarginal
consumers

+αiφ
′
i

∂Wi

∂p̂i︸ ︷︷ ︸
ethical
impact
of gain/
loss in
market
share

= 0. (4)

using
∂Di

∂ai
= φ′i

∂Di

∂p̂i
= φ′i

∂Di

∂pi
. (5)

An increase in supplier i’s ethical standards increases (resp. decreases) her demand when

consumers are responsible (resp. irresponsible), resulting in an impact on profit propor-

tional to her markup (pi − ci). It also may affect unit cost. Next, the increase in ai has

a positive ethical impact on supplier i’s inframarginal consumers. Finally, supplier i also

gains (resp. loses) market share at the detriment of the other suppliers. The ethical impact

of this reallocation of market shares depends on the suppliers’ perceptions of morality.

The latter two effects are proportional to supplier i’s social preferences parameter αi.

3.2 Replacement logic as strategic complementarity

When deconstructed, the familiar phrase, “if I don’t do it, someone else will”, explicitly

suggests a need for less ethical behavior when facing a strong competitive pressure. More

implicitly, the “someone else” is behaving in an unethical manner (the mere loss of mar-

ket share per se does not seem a strong moral defense). The replacement logic can be

understood as reflecting either the first, elasticity effect alone or both effects.

Assume that suppliers internalize ethical welfare E (as we will later note, symmetric

equilibria of symmetric oligopoly are the same when suppliers internalize full welfare; we

will also consider the case of narrow ethical welfare internalization). Then ∂Wi/∂p̂i =

(∂Di/∂pi)wi + Σj 6=i(∂Dj/∂pi)wj, letting wi ≡ Wi(ai). One can rewrite the first-order

condition with respect to ai in the following simple form:

αiW
′
i (ai)− c′i(ai)
φ′i(ai)

= ηiLi, (6)

where ηi is the elasticity of demand facing supplier i and Li is the “generalized Lerner

index”

Li ≡
pi − (ci − αiSi)

pi
,

where ci ≡ ci(ai) for short. Under irresponsible consumers, φ′i(ai) > 0 and the LHS of (6)

is a decreasing function of ai. Under responsible consumers, φ′i(ai) < 0, and the LHS of

(6) is an increasing function of ai.
26

26Indeed, in this case the partial derivative of the LHS wrt ai is [φ′i(αiW
′′
i − c′′i )−φ′′i (αiW

′
i − c′i)]/(φ′i)2,

which is positive since sgn(φ′i) = sgn(αiW
′
i − c′i) from (6).
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Letting good 0 denote the outside option (with some associated per-unit welfare w0),

Si is the “social responsibility index”:

Si ≡ Σj 6=i
j≥0
σij(wi − wj),

where σij ≡ [∂Dj/∂pi]/[−∂Di/∂pi] (where Σj 6=i
j≥0
σij = 1) measures the fraction of the

market share gain by supplier i that comes from supplier j’s customers when supplier

i lowers her price by one unit. [If the market is covered, Σj 6=i
j≥1
σij = 1.] The social

responsibility index captures supplier i’s competitive impact on overall welfare and is

equal to her ethical differentials with other suppliers weighted by her substitutability

with these suppliers. Si is positive if supplier i is on average more ethical than her rivals

(including the outside option) and negative otherwise.

Simple cases. The social responsibility index takes a particularly simple form in the

following two cases, which will be studied in Sections 3.3 and 4. Both assume a covered

market.

(a) Covered market, symmetric equilibrium. Suppose that the model is symmetric:

Demand functions are symmetric (and so σij = σik for arbitrary but different i, j, k),

costs are equal (ci = c), and social preferences are identical (αi = α). Then in a

symmetric equilibrium, wi = wj for all j and so

Si = 0.

Whether the symmetric price p is fixed or flexible, the generalized Lerner index Li
is equal to the ordinary Lerner index:

Li = L ≡ p− c
p

.

(b) Covered market, symmetric impact. When
∂Dj

∂pi
= ∂Dk

∂pi
≡ 1

n−1

(
− ∂Di

∂pi

)
≡ σ

n−1
for

all (j, k) different from i, as is the case for example for linear demand system

Dj ≡ 1
n
− σ

(
p̂j − Σk 6=j p̂k

n−1

)
, but the equilibrium is not necessarily symmetric (say,

because social preferences differ), then, letting w̄−i ≡ Σj 6=iwj

n−1
denote the average

welfare footprint of i’s rivals,27

Si = σ(wi − w̄−i).

What drives the replacement logic? We can now define the replacement logic precisely.

To do so, return to condition (6) for a given fixed price p, and consider how supplier i

changes her ethical behavior ai when supplier j behaves less ethically (decreases aj). The

familiar phrase “If I don’t do it, someone else will”, that is meant to capture the essence

of the replacement logic, can be understood by looking at the impact of aj on ηi and on

Li (see the RHS of condition (6)):

27For a duopoly, it is always the case that Si = wi − wj .
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• Elasticity effect. From Assumption 1 and condition (6), with irresponsible con-

sumers, the elasticity facing supplier i is decreasing in aj, since a decrease in aj
reduces i’s sales, and so induces a decrease in ai in order to raise sales. And, with

responsible consumers, the elasticity facing supplier i is increasing in aj since it is

an increase in aj that reduces i’s sales, and so induces an increase in ai in order to

raise sales.

• Social responsibility effect. Second, a decrease in aj lowers wj and thus increases

the social responsibility index Si. The less ethical the rivals, the higher the moral

urge to take market share away from them; when prices are fixed, the only way to

do so under irresponsible consumers is to be less ethical oneself. Under responsible

consumers, a higher aj now lowers Si, which reduces the incentive to raise ai. So,

the social responsibility effect per se induces strategic substitutability. Note that

in either case, in a symmetric equilibrium, Si = 0, and so the net strategic effect

(elasticity plus social responsibility) is strategic complementarity.

Both effects make ethical behaviors strategic complements, under irresponsible con-

sumers, or at a symmetric equilibrium under responsible consumers.

What about alternative forms of internalization? Consider first narrow ethical inter-

nalization (Wi = En). Firm i’s ethical choice is still given by (6), except that the modified

Lerner index is now Li = [pi−(ci−αiwi)]/pi. So, other firms’ ethical choices no longer im-

pact the social responsibility index Si (= wi), and so strategic complementarity is driven

solely by the elasticity effect.

Last, suppose that suppliers internalize the full welfare (E − M). Relative to the

expression for the ethical welfare, condition (4) implies an extra incentive to decrease ai
when aj goes down, namely −αiφ′i(ai)

∂M(p̂)
∂p̂i

. The derivative with respect to aj of this

incentive is proportional to −∂2M(p̂)/∂p̂i∂p̂j since φ′i(ai)φ
′
j(aj) ≥ 0. The consideration

of the misallocation cost therefore adds a third factor of strategic complementarity if

∂2M/∂p̂i∂p̂j < 0. The latter property holds for instance for the generalized Hotelling

model developed in footnote 21, where the cross-term inM is (proportional to) (p̂i− p̂j)2.

Intuitively, optimizing the matching of consumers to firms often requires aligning net

prices and therefore, for a given common price, aligning ethical behaviors. This third

effect can be labelled the “misallocation minimization effect”, or alternatively the “net

price alignment effect”.

Proposition 3 (strategic complementarity) Moral choices are strategic complements due

to

• the elasticity effect if Wi = Eni

• the elasticity effect, and (under irresponsible consumers) the social responsibility

effect if Wi = E
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• the elasticity effect, (under irresponsible consumers) the social responsibility effect,

and (if ∂2M/∂p̂i∂p̂j < 0) the misallocation minimization effect if Wi = E −M.

3.3 Symmetric oligopoly

Suppose that

• suppliers have the same cost function (ci(ai) = c(ai) for all i), symmetric de-

mand functions (Di(p̂i, p̂−i) is invariant to permutations of p̂−i and Dj(p̂i, p̂−i) =

Di(p̂i, p̂−i) for all (p̂i, p̂−i)) and the same social preferences (αi = α for all i). The

market is covered.28 So by “symmetric equilibrium”, we will mean an equilibrium

in which all suppliers pick ai = a∗ for some a∗, and the market is covered.

• suppliers internalize either the ethical welfare E or the full welfare E −M.

Lemma 1 Consider a symmetric equilibrium of a symmetric-oligopoly game in which the

firms internalize the ethical welfare E. Then the resulting allocation is also an equilibrium

of the game in which the firms internalize the full welfare W = E −M.

Proof. Even though a supplier’s deviating from a symmetric-equilibrium behavior gener-

ates a misallocation of consumers to firms, the proof of Lemma 1 is straightforward: The

resulting misallocation of consumers to firms makes such a deviation away from symmetric

behavior even less attractive under full-welfare internalization than when only the ethical

welfare is considered.

Consider an arbitrary fixed price p ≥ c. Let us make an assumption which will

ensure the uniqueness of equilibrium and the monotonicity of equilibrium behavior a∗

with respect to the symmetric fixed price p:

Assumption 3 Suppose that the price is fixed at some level, pi = p ≥ c for all i. Let

η(p, a∗) ≡ −∂Di(p̂)
∂pi

p/Di(p̂) denote the elasticity of demand in a symmetric equilibrium

(ai = a∗ for all i) and L(p) ≡ (p − c)/p denote the ordinary Lerner index. Then, for all

a∗,

(i)
∂η(p, a∗)L(p)

∂p
> 0,

(ii)
∂η(p, a∗)/∂a∗

η(p, a∗)
≥ αW ′′(a∗)− c′′(a∗)

αW ′(a∗)− c′(a∗)
− φ′′(a∗)

φ′(a∗)
.

Assumption 3 is reasonable. Note first that dL
dp

> 0. So for Assumption 3(i) to be

satisfied, it suffices that the elasticity of demand does not decrease too fast with p. For

28A covered market combined with the symmetry among the n suppliers will imply that the firm’s
social responsibility index is equal to 0 in equilibrium. In contrast, if the outside option has positive
market share, there is no reason why the associated welfare, w0, be equal to the welfare generated by the
suppliers, w∗, and that Si = 0 in equilibrium.
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example, the elasticity of demand is proportional to p (and so is increasing in p) when

consumers’ demand is linear and the market is covered. As for part (ii), it is satisfied for

example in the discrete choice model when the market is covered (for which ∂η/∂a∗ = 0).

Assumption 3 (ii) guarantees that there is a unique symmetric equilibrium.

In the symmetric case, the first-order condition for a symmetric equilibrium writes:

αW ′(a∗)− c′(a∗)
φ′(a∗)

= η(p, a∗)L(p) (7)

where, recall, L(p) ≡ p−c
p

is the ordinary Lerner index, and η(p, a∗) denotes the elasticity

of individual demands when net prices are all equal to p+ φ(a∗). Our assumptions imply

that the LHS of (7) is decreasing in a∗.

We will assume that the second-order condition is satisfied; a sufficient condition for

this is that the demand be linear or concave.

Proposition 4 (impact of competition on ethics under fixed prices). Suppose that sup-

pliers internalize the ethical welfare or the full welfare. Under Assumption 3, there exists

a unique29 symmetric equilibrium under fixed prices. The symmetric-equilibrium level of

ethics is given by
αW ′(a∗)− c′(a∗)

φ′(a∗)
= η(p, a∗)L(p).

(i) Suppose that an exogenous parameter σ (e.g. a substitutability parameter30 or the

number of firms) moves the elasticity η(p, a∗;σ) with ∂η/∂σ > 0. Then, with irre-

sponsible consumers, the equilibrium level of ethics a∗ is decreasing in the intensity

of competition (η) towards the ethic-free outcome, that obtains (a∗ = 0) under per-

fect competition (η =∞). Instead, with responsible consumers, the equilibrium level

of ethics a∗ is increasing in the intensity of competition (σ) towards the socially

desirable level â, that obtains under perfect competition.

(ii) With irresponsible consumers, the equilibrium level of ethics a∗ is decreasing in the

fixed price (p), from the socially desirable level â for p = c to the ethics-free outcome

0 as p tends to ∞.31

(iii) The equilibrium level of ethics a∗ is increasing with α ∈ [0,+∞) from the profit-

maximizing level (which is the ethic-free outcome a∗ = 0 for irresponsible consumers,

but not for responsible consumers) to the socially efficient level (â).
29That W ′(0) = +∞ implies that the continuous function αW ′(a∗)− η(p, a∗)L(p)φ′(a∗) is positive at

a∗ = 0. It is strictly negative at a∗ = â (as W ′(â) = 0). Its derivative when it takes value 0 is negative
from Assumption 3 (ii). So, the function equals 0 at exactly one value of a∗.

30Suppose for instance a linear demand system: Di = 1
n − σ[p̂i − Σj 6=ip̂j

n−1 ]. Then, at a symmetric

equilibrium, η(p, a∗)L(p) = [σnp][p−cp ] = σn(p− c). So the substitutability parameter σ and the number
of firms n are alternative measures of how competitive the industry is.

31With responsible consumers, when p = c, we also have the socially-efficient level of ethics â; with
higher prices, a∗ can thus only go down; but for very high prices, raising ai is very attractive, since it is
the only way to gain market share and so there is an incentive to go all the way to â. Of course, for very
large p, the assumption that the market is covered becomes much less plausible.
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3.4 Non-linearities

We have so far presumed constant returns to scale and risk neutrality. Are our results af-

fected when we relax these two assumptions? For brevity, we focus on symmetric oligopoly

(including a covered market) and only sketch the analysis. As earlier, we assume that

suppliers internalize either ethical welfare (Wi = E) or full welfare (Wi = E −M).

a) Decreasing returns. Suppose that firm i’s cost function is a convex function of its

production C(Di(p̂), ai) with ∂C/∂Di > 0, ∂2C/∂D2
i > 0, and ∂2C/∂a2

i > 0

Flexible prices. We first consider the robustness of the irrelevance property under flexible

prices when returns are not constant. The first-order condition under flexible prices is

αΓ(ai) = φ′(ai) +
∂C(Di(p̂), ai)/∂ai

Di(p̂)

In a symmetric equilibrium Di(p̂) = 1/n and so the equilibrium morality is independent

of the demand curve: The irrelevance property still holds despite non-constant returns to

scale.

Fixed prices. Under fixed prices, the first-order condition for the choice of ai is, at ai = a∗

and Di = 1/n,

αΓ(a∗)

n
− ∂C

∂ai

( 1

n
, a∗
)
−
[
− ∂Di

∂pi

( 1

n
, a∗
)
φ′(a∗)

][
p− ∂C

∂Di

( 1

n
, a∗
)]

= 0.

In a symmetric equilibrium, −∂Di/∂pi = ηi/np. So if an increase in σ (in competition)

results from higher substitutability, sgn(∂a∗/∂σ) = −sgn(φ′) like in the constant-returns

case.

b) Income effects. Shleifer (2004) argues that ethical behavior is a normal good, and there-

fore likely to improve as societies become richer. Consider again the symmetric-oligopoly

case. Suppose that a supplier’s value of money is an increasing and concave function Φ.

Then Vi = Φ((pi− c)Di) +α[W (ui)Di + Σj 6=iW (uj)Dj] (neglecting the misallocation term

if perceived welfare is full welfare, as justified by Lemma 1). The analysis is then the

same as earlier, except that α is replaced in condition (7) by

α̂ ≡ α

Φ′(π)
,

where π ≡ [p− c(a)]D(p+ φ(a), . . . , p+ φ(a)) is the equilibrium per-firm profit.

The denominator of α̂ captures an impoverishment effect: A decrease in profit π exerts

an upward shock on the marginal utility of money Φ′, increases the suppliers’ relative

weight 1/α̂ on money and ceteris paribus makes them behave less ethically.

Flexible prices. Under flexible prices, market morality is given by α̂Γ(a∗) = φ′(a∗)+c′(a∗).

The irrelevance result no longer holds. An increase in competition σ makes it less moral.

Note, though, that the equilibrium price depends on the number of competitors while

individual market shares remain equal to 1/n. An increase in n lowers p and so the
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overall effect is that an increase in competition (number of competitors, substitutability

among them) lowers market morality.

Fixed prices. An increase in the elasticity of demand η faced by individual firms induces

more competition and impoverishes them, reducing their effective altruism α̂.

By contrast, an increase in the price p now has an ambiguous effect. The increased-

stake makes suppliers less ethical; yet, suppliers are richer and because ethical behavior

is a normal good, the increased stake also makes the suppliers more ethical. The overall

impact on market morality is ambiguous. So it is not necessarily the case that, ceteris

paribus, and assuming that doctors are paid more in richer countries, doctors in these

countries should be expected to behave better than their poorer counterparts in other

parts of the world.32

We summarize these insights in:

Proposition 5 (non-linearities) Consider a symmetric oligopoly.

a) Non-constant returns to scale. The irrelevance property under flexible prices still

holds. Under fixed prices, an increase in substitutability hinders morality under

irresponsible consumers and fosters it if consumers are responsible, again like in the

constant-returns case.

b) Immiseration. An increase in the elasticity of demand or a decrease in the fixed

price p ceteris paribus induce suppliers to put less weight on ethics under decreasing

marginal utility (the impoverishment effect).

(i) Under flexible prices, the irrelevance result no longer holds. An increase in the

elasticity of demand makes the market less moral.

(ii) Under fixed prices, the impoverishment and reduced-stake effects both imply

that an increase in the elasticity of demand makes the market less moral. By

contrast, they have opposite implications for a decrease in the price, making

the impact of the latter on market morality ambiguous.

4 Escaping irrelevance: Asymmetry and financial

viability

The focus thus far has been on for-profit suppliers with social preferences. It is often

argued that industries that are highly exposed to ethical choices, such as health and

education, are particularly suited to the non-profit paradigm.33 Is this so? Should we

32There is another caveat. A society’s average other-regarding preference (α) may evolve to reflect
changes in the benefit of prosocial behavior. Thus, while the effects analyzed in the text are robust, they
may not be the only relevant effects.

33Indeed, many health and school providers around the world are not-for-profit entities, when not
state-owned.
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expect not-for-profit hospitals or schools to behave differently when in competition with

for-profit entities? Furthermore, one would want to understand how competition among

for-profits with different ethical objectives plays out. To contrast it with Section 3, we

assume price flexibility in the entire section.

We allow suppliers to differ in their corporate forms and/or their ethical values. To

avoid compounding multiple sources of heterogeneity, we assume that the suppliers face

symmetric demand and cost functions. Suppliers i ∈ {1, . . . , n1} are for-profit suppliers

ranked by the intensity of their social preferences:34

0 < α1 ≤ α2 ≤ · · · ≤ αn1 .

As earlier, we denote by a†i the level of morality given by condition (3) (αiΓ(a†i ) ≡ c′(a†i )+

φ′(a†i )), with a†1 ≤ · · · ≤ a†n1
. Suppliers i ∈ {n1 + 1, . . . , n} are not-for-profits; note that

the absence of profit motive implies that their objective function is αiWi, and so their

social preferences do not matter whenever αi > 0, which we will assume.35

To handle such asymmetric environments, we further strengthen our assumptions:

Assumption 4 (linear demand system, covered market) In the relevant-prices range, the

demand system is Di = 1
n
− σ

[
p̂i − Σj 6=ip̂j

n−1

]
, and so the market is covered.

An important property of the linear demand system (which satisfies Assumption 3) is

that firm i’s change of behavior impacts other suppliers symmetrically.36

Assumption 5 (financial viability) Suppliers must be financially viable: pi ≥ c(ai) for

all i.

To illustrate the rationale for Assumption 5 in the case of for-profits, consider an

otherwise symmetrical duopoly situation in which one supplier is more ethical than her

rival, prices are flexible, cutting ethical corners boosts demand and not cost (c(ai) = c

34α1 = 0 is allowed as well (take the limit as α1 → 0). We assume α1 > 0 for expositional simplicity.
35We could assume that firms with different corporate status attract employees with different social

preferences (see e.g. Besley-Gathak (2005), Prendergast (2007), Brekke-Nyborg (2008), Kosfeld-von
Siemens (2011), Lazear et al (2012), Barigozzi-Buranib (2019); for field experiments on sorting and
prosociality, see Ashraf et al (2020) and the references therein). A motivation for this assumption on the
empirical side is assortative matching (not-for-profits attract more ethical employees), although it is not
clear that working for a not-for-profit is necessarily the moral thing to do for someone who wants to have
a strong ethical impact (Singer 2015). The same holds for entry decisions into an industry. It may well
be that entering an immoral industry in which one can make a difference is more moral than entering
an ethical one (Moisson (2020) shows that the moral pecking order is highly context specific; a known
example of this general point concerns socially responsible investment, for which best-in-class strategy
may have a bigger impact than the exclusion of sin stocks. See also Green-Roth (2020)).
Of course, there may be no such thing as a pure not-for-profit. Insiders may manage to convert profits
into private benefits; private benefits are an inefficient currency, but more to the point, such conversion
of profits would reinstate a role for the not-for-profit suppliers’ exact level of altruism.

36For example, one can construct strongly asymmetric linear demand systems for which Proposition 7
does not hold.
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for all ai) and finally there exists an interior welfare-maximizing action â (such that

W ′(â) = 0).37 Supplier 1 is selfish (α1 = 0), and therefore selects a1 = 0; supplier 2 is a

saint (α2 = +∞), and therefore, in the absence of financial constraint, selects ai = â and

is willing to set any price that will take market share away from firm 1: A deep-pocket,

very ethical supplier would lose money when facing a much less ethical rival.

Assumption 5 deserves a couple of further comments. First, ignoring the issue of access

to capital, Assumption 5 is irrelevant when differentials in social preferences are “not

too large”; what this exactly means depends on the intensity of competition.38 Second,

Assumption 5 is innocuous in the absence of investors who have strong social preferences

and are willing to foot the bill for virtuous actions. To be certain, one can think of

undertakings that are financed by such investors (NGOs, Gavi. . . ), but the thrust of the

debate on market morality is on firms that must at the very least break even (whether

for-profits or not-for-profits).

We will say that there is a race to the supplier ethical bottom if

lim
σ→+∞

ai = a†1 for all i.

In particular, in the limit in which one of the suppliers is a pure profit maximizer, a race

to the supplier ethical bottom implies that competition prevents any pro-social behavior

originating from social preferences.

4.1 Irrelevance of not-for-profits and race to the supplier ethical
bottom

Proposition 6 (irrelevance of not-for-profits and race to the supplier ethical bottom).

Assume n1 for-profits with social preferences α1 ≤ α2 ≤ · · · ≤ αn1 and n2 = n − n1

not-for-profits, and flexible prices. Under Assumptions 4-5,

(i) Suppose that the suppliers internalize the ethical welfare (Wi = E). Not-for-profits

behave more ethically than for-profits (there exists a∗ such that ai = a∗ ≥ aj if

i > n1 ≥ j). Furthermore, there exists 1 ≤ m ≤ n1 such that ai = a†i for i ≤ m and

pi = c(ai) and ai = a∗ for i > m. That is, constrained suppliers (all not-for-profits

and those for-profits who are financially constrained) adopt the same moral behavior

and are more virtuous than the financially unconstrained for-profits.

(ii) Whether the suppliers internalize the ethical welfare (Wi = E) or the full welfare

(Wi = E −M), the behaviors of all suppliers converge when competition (as indexed

by σ) is intense: The for-profits mimic the not-for-profits’ low price (pi → c(ai) for

37This is the case in all examples provided as microfoundations in Online Appendix A.
38For example, in Section 4.2 applied to a duopoly (with α2 > α1) and demand-based benefits from

unethical behavior, a sufficient condition for the financial constraint not to bind is 1 ≥ 2σα2(w2 − w1),
where αiW

′(ai) = φ′(ai) and wi ≡W (ai).
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all i as σ → +∞), while the latter behave no more ethically than for-profits. There

is a race to the supplier ethical bottom: ai → a†1 for all i as σ → +∞.

Part (i) of the Proposition says that the more virtuous among the for-profits are

financially constrained and therefore behave like not-for-profits. Their scruples makes

them less attractive (in the case of demand-based benefits of unethical behavior) or face a

cost disadvantage (for cost-based benefits), making it more difficult to compete for market

share and even to break even. This holds for any intensity of competition σ. Part (ii)

looks at intense competition. Under intense competition for consumers, suppliers end up

charging similar net prices. The for-profits must lower their markup toward 0 to not lose

all demand, while the not-for-profits must pander at (approximately) level a†1 for the same

reason. Competition homogenizes behavior across corporate forms and ethical preferences.

Convergence happens toward the low-price, low-ethics “anchor” (p = c(a†1), a = a†1). Thus

not-for-profits have no influence on the market when competition is intense.

Proof of Proposition 6. Let 1M = 1 if suppliers internalize full welfare (E−M) and 1M = 0

if they internalize only the ethical welfare (E). Let M(p̂i, p̂−i) denote the misallocation

cost when firm i charges p̂i while its rivals charge p̂−i.

We distinguish three groups. Unconstrained for-profits select a positive mark-up

(pi > c(ai)). Proposition 1 then implies that ai = a†i . For these suppliers, wi ≡ W (a†i ).

Constrained for-profits have no mark-up (pi = c(ai)) and therefore behave like suppliers

in the third group, the not-for-profits. We gather the latter two groups under the heading

“constrained suppliers”.

The objective function of supplier i in any of these three groups is

Vi = [p̂i−φ(ai)−c(ai)]Di(p̂i, p̂−i)+αi

[
wiDi(p̂i, p̂−i)+Σj 6=iwjDj(p̂i, p̂−i)−M(p̂i, p̂−i)1M

]
,

where we can without loss of generality adopt the convention that αi = +∞ for not-for-

profits and constrained for-profits.39

Let us show that at least one firm must be unconstrained. Suppose, a contrario, that

all suppliers sell at cost. Then in a symmetric equilibrium with moral action a∗, pi = c(a∗)

and wi = W (a∗) for all i. A small increase in the price pi of a for-profit then has only a

second-order effect on the misallocation (all net prices are equal) and no impact on ethical

welfare (as all suppliers select the same ai). This price increase raises profit by Di = 1/n.

And so not all suppliers can charge their marginal cost.

Using the identity p̂i = φ(ai) + c(ai) for all constrained suppliers i > m, their FOC

with respect to ai yields ai ≡ a∗ (with associated welfare w∗ ≡ W (a∗) and individual

demand D∗), where

W ′(a∗)

φ′(a∗) + c′(a∗)
D∗ = σ

Σj 6=i(w
∗ − wj)

n− 1
+
∂M
∂p̂i

1M. (8)

39More precisely, a not-for-profit maximizes the term in brackets in the expression of Vi.
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Turning to unconstrained suppliers (k ≤ m), their FOC with respect to p̂k is

Dk −
[
p̂k − φ(a†k)− c(a

†
k)
]
σ − αk

[
σ

Σj 6=k(w
†
k − wj)

n− 1
+
∂M
∂p̂k

1M
]

= 0. (9)

The opportunity cost function,40 c(a) + φ(a), is always increasing in the case of irre-

sponsible consumers; for responsible consumers, c(a) + φ(a) is first decreasing (for a <
◦
a)

and then increasing (for a >
◦
a), where φ′(

◦
a) ≡ −c′(◦a). Intuitively, choices ai <

◦
a are

dominated for supplier i: They represent immoral actions that have a high cost. So, in

the following we will focus on choices in [
◦
a, â], where

◦
a = 0 in the case of irresponsible

consumers.

Suppose, first, that 1M = 0. To show that constrained firms behave more ethically

than unconstrained for-profits, suppose a contrario that a∗ < a†m ⇔ w∗ < w†m ⇔ φ(a∗) +

c(a∗) < φ(a†m) + c(a†m) for choices a∗ and a†m in the relevant range (above
◦
a). Because

p∗ = c(a∗) and pm ≥ c(a†m), p̂m > p̂∗, and so Dm < D∗. Now, let

E∗ ≡ Σj 6=i
(w∗ − wj)
n− 1

for i > m

and

Em ≡ Σj 6=m
(w†m − wj)
n− 1

.

Conditions (8) and (9) can be rewritten (when 1M = 0) as

W ′(a∗)

φ′(a∗) + c′(a∗)
D∗ = σE∗ and

W ′(a†m)

φ′(a†m) + c′(a†m)
Dm ≥ σEm,

using αmW
′(a†m) = φ′(a†m) + c′(a†m). Because W ′/[φ′ + c′] is decreasing, W ′(a∗)

φ′(a∗)+c′(a∗)
D∗ >

W ′(a†m)

φ′(a†m)+c′(a†m)
Dm. On the other hand, a∗ < a†m implies that E∗ < Em, a contradiction.

Condition (8) requires that as σ → ∞, [mw∗ − Σj≤mw
†
j ]/n tend to 0. And so wj →

w(a†1) for all j: The equilibrium exhibits a race to the supplier ethical bottom.

Using condition (8), condition (9) requires that p̂k → φ(a†k)+c(a†k) as σ → +∞, and so

there is convergence to marginal cost pricing. Note also that only suppliers with αk = α1

can be unconstrained as σ goes to ∞.

The equilibrium when 1M = 0 satisfies p̂i = φ(a†1) + c(a†1) in the limit as σ → +∞.

And so, any small departure from the net price structure has only second-order effects:
∂M
∂p̂i

(p̂i, p̂−i)
∣∣
p̂i=p̂1=φ(a†1)+c(a†1)

= 0. So the equilibrium when only ethical welfare is internal-

ized is still an equilibrium when full welfare is internalized, that is when 1M = 1.

40A unit increase in φ(a) can be compensated by a unit decrease in price, implying de facto an increase
in cost.
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Proposition 6 is consistent with evidence about the hospital sector. As argued in

classic work by Weisbrod (1988) and Hansmann (1996), not-for-profits have historically

been an important commitment device against excesses associated with the profit motive

(see also Besley and Ghatak 2005). In recent decades, though, for-profit hospitals have

made inroads in the sector, and, unsurprisingly, have been shown to put more emphasis

on profit-related managerial compensation (Ballou-Weisbrod 2003) in comparison with

their not-for-profit peers, consistently with part (i) of Proposition 6. In support of part

(ii), Arnould et al. (2005) show that more competition from for-profit hospitals leads to

a higher importance of the “profit motive” (i.e. net financial income) among not-for-

profit ones, both in terms of the structure of managerial compensation and of managerial

turnover decisions (and this is understood by donors, who reduce their contribution as a

result of this weakening of the not-for-profit mission). Finally, Bubb and Kaufman (2013)

show empirically that nonprofits use much more ethical contracts than for-profits in the

financial services industry, again consistent with part (i) of Proposition 6.

Next, suppose that there are only not-for-profits in the industry (n1 = 0). Condition

(8) yields a uniform moral behavior with ai = â for all i (such that W ′(â) = 0), p = c(ai)

and no misallocation
(
M = ∂M

∂p̂i
= 0

)
. This shows that when competition is intense

(σ → +∞) and when suppliers internalize either the ethical welfare or the full welfare,

a single “bad apple” (a for-profit) drastically changes the behavior of not-for-profits and

morality (from â to a†1).

Corollary 1 (need for sheltering not-for-profits). Under intense competition, the entry

of a single for-profit changes the not-for-profits’ moral behavior from the socially optimal

level â to the low level a†1 (and maintains the price close to marginal cost).

Does intense competition crowd out moral behavior? Proposition 6 indicates that intense

competition crowds out supplier ethics. If firms differ only in their ethical urge but not in

their charter or technology, the formula derived in section 2 with flexible prices for each

supplier i, namely:

(αi + αW + αI + αC)W ′(a∗) = γ′(a∗) + ψ′(a∗)

becomes in the limit as competition becomes very intense:

(α1 + αW + αI + αC)W ′(a∗) = γ′(a∗) + ψ′(a∗).

This leads to two remarks:

1. While intense competition crowds out supplier ethics, it does not do so for the

ethical impact of other stakeholders.

2. Then there is the question of the dispersion of suppliers’ ethical parameters: Should

we expect α1 to be close to zero when competition in the market is intense? In many

countries “shareholder value” has become the key force determining firm behavior
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(with top management being largely paid in stocks and stock options). But, as

argued by Broccardo et al. (2020), this need not imply a pure for-profit behavior

without any ethical consideration, since shareholders may have social preferences

too. Moreover, the emergence of very large asset managers voting “on behalf of”

diversified shareholders and owning stakes in many big players of key markets in

the economy is a trend that could reduce the variance of supplier altruism.

4.2 Gresham’s law of ethical behavior with irresponsible
consumers?

Do unethical suppliers drive out ethical ones? The proof of Proposition 6 (i) only

shows that constrained/ethical suppliers and not-for-profits have higher opportunity costs

(c(a∗) + φ(a∗) ≥ c(a†k) + φ(a†k) for an unconstrained firm k). But they also have lower

markups. To investigate the possibility of a “Gresham law of ethical behavior”, we con-

sider the following simple environment:

Proposition 7 (Gresham’s law) Consider a symmetric oligopoly with for-profit firms

satisfying Assumption 4, φ′ > 0 (irresponsible consumers), and c(a) = c for all a. There

are nA suppliers with social preferences αA and nB suppliers with social preferences αB >

αA (so nA + nB = n). Consider equilibria in which suppliers’ strategies are {pA, aA}
and {pB, aB} (uniform within a group), and per-firm realized demands are DA and DB.

Suppliers internalize ethical welfare.

(i) Under a fixed price (p > c), less ethical suppliers command a larger market share:

DA > DB.

(ii) Under flexible prices and assuming that the financial-viability constraint is not bind-

ing (which requires that σ not be too large), there exists n∗A ≥ 1 such that

• DA > DB for nA ≤ n∗A (this is therefore the case under duopoly)

• DA ≤ DB for nA > n∗A.

Part (i) of Proposition 7 (the proof of which can be found in Online Appendix C)

is intuitive. Under fixed prices, a more ethical firm is less attractive to irresponsible

consumers. This handicap in the market place translates into a smaller market share. Part

(ii) stresses a force in the opposite direction; namely, under flexible prices, a more ethical

supplier can lower price to offset her “quality” disadvantage, and gain market share in

particular at the expense of less ethical suppliers; the ethical impact of such undercutting

hinges on the “market’s morality”. With few unethical suppliers, the ethical gain is low

and an ethical firm still commands a lower market share than an unethical one. By

contrast, in a low-morality market, the ethical firm has a big impact when undercutting

and ends up commanding a higher market share.
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The bottom line of Proposition 7 is that, although ethical suppliers are at a competitive

disadvantage due to their scruples, they need not command a smaller per-firm market

share: Their moral obligation to make the market ethical makes them fierce competitors

in the market place. Indeed, they command a higher market share when there a few of

them in proportion to unethical ones.

5 A broader perspective on moral preferences

In accordance with much theoretical and experimental literature, this paper presumed

that suppliers and stakeholders have consequentialist social preferences. But, as pointed

out in the introduction, there is a variety of alternative ethical criteria. We start this

discussion with some common empirical criticisms of consequentialism and show how

they are amenable to be taken on board in this framework.

5.1 Common criticisms of consequentialism

Context-dependent ethics. Experiments show that moral behavior is driven not only by

intrinsic and extrinsic incentives, but also by self- and social-image concerns. Because

social preferences have been assumed to be common knowledge, there was no loss of

generality in ruling out such image concerns. One could more generally allow for privately-

known social preferences and add a term to supplier i’s objective function, µE[αi | ai],that

would reflect both an intensity of image concerns, µ, and inferences about the supplier’s

empathy, αi, as a function of her moral action ai (and the competitive environment she

faces). Image concerns would lead to more ethical choices. While the introduction of

image concerns would not affect the main insights of this paper, it would open the door

to social norms based on “what society deems acceptable”.41

Reverse causality. Like the rest of the literature, the paper has taken the stance that

ethical preferences are given (up to the above remark on context-depending ethics, which

maintains this approach while allowing norms to affect individual ethics) and investigated

the consequences of competition under this assumption: The exchange institution per se

does not make suppliers selfish or unselfish. But one could make the alternative assump-

tion that competition alters moral criteria, that is that α decreases when competition

increases. This approach assumes that competition is intrinsically bad for ethics, which

the exogenous-preferences approach does not (and indeed shows that this conclusion de-

pends on the environment).

One way to partially reconcile the two views is to introduce excuses. Often indi-

viduals are pivotal in decisions with moral overtones, but manage to distort reality so

as not to feel responsible for otherwise-unethical behavior (as if they were not pivotal).

41As in, say, Bénabou-Tirole (2006, 2013).
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This violation of consequentialism42 is an apparent violation, rather than a conceptual

one: It is precisely because individuals assess moral behavior through the lens of the

consequences of their actions that they distort reality. We know from the large empirical

literature on “moral wiggle room” that subjects seize on the slightest excuse to not behave

morally.43 The presence of competition and therefore of substitution opportunities for the

client represents such an excuse. Combining this replacement logic with image concerns

would add an additional effect to our analysis: The suppliers could prevail themselves of

the replacement logic to avoid looking too selfish.44 We will return to this idea in the

conclusion.

5.2 Kantian morality

Returning to the symmetric oligopoly case, we investigate the impact of two common alter-

native formulations of “ethics”, deontologism and categorical imperative, on our results,

so as to derive a few testable implications that might help distinguish ethical concepts.

Deontologism. In Kant’s deontologism, the morality of an action is based on whether

the action is in itself right or wrong, rather than its scale and more broadly on the con-

sequences of this action. Suppose therefore that supplier i values the act per se rather

than its consequences. For instance, supplier i’s payoff could be Vi = [pi − ci(ai)]Di(p̂) +

αiWi(ai), where Wi(ai) (satisfying W ′i > 0 >W ′′i ) could be the welfare Wi(ai) associated

with choice ai, or more generally any increasing and concave function of ai. Such prefer-

ences are only partly deontological, as they still reflect a profit component (unless αi is

large).45

The first-order condition for the moral choice under flexible prices writes: [φ′i(ai) +

c′i(ai)]/αiW ′i(ai) = 1/Di(p̂), and so the irrelevance property associated with consequen-

tialist preferences in general does not hold. [The irrelevance property still holds when

the market is symmetric and covered (Di ≡ 1/n) and the increase in competition comes

from an increase in substitutability, keeping the number of firms constant; in contrast, if

the market is covered, but the increase in competition comes from entry of new firms (n

increases), the increase in competition fosters moral behavior: Competition limits finan-

cial stakes and makes it more appealing to “do the right thing”.] Finally, if competition

results in an expansion of the per-firm production (Di increases), the profit motive is

magnified relative to the ethical one and morality is eroded.

42Another apparent violation relates to the role of intentions: Suppose that I meant to hurt you, but by
clumsiness failed to do so. There is then a signaling aspect to my choice, that hinges on the consequences
that would have prevailed, had I been more skillful.

43See e.g., Bartling-Fischbacher (2012), Dana et al (2006), Dana et al (2007), Exley (2016), Hamman et
al (2010) for early contributions to the field, and Bartling et al (2020), Bursztyn et al (2020), Foerster-van
der Weele (2018, 2021), and Saccardo-Serra Garcia (2020) for recent entries.

44They would form motivated beliefs that overestimate the elasticity of demand they face when they
behave more ethically.

45Such preferences exhibit the Kahneman and Knetsch (1992)’s “embedding effect”. Contingent valu-
ations surveys tend to deliver stated willingnesses to pay that neglect scale.
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Next, under fixed prices the first-order condition writes: αiW ′i(ai)− c′i(ai)Di(p̂) + (p−
ci)

∂Di

∂p̂i
φ′(ai) = 0. So for linear demand (∂Di

∂p̂i
= −σ) and demand-based benefits of cutting

ethical corners (c′i = 0), the intensity of competition (σ) erodes moral behavior like in the

consequentialist approach. In both cases, the (size-independent) deontological focus on

the moral action alters the relative weight on material incentives and on moral ones.

Categorical imperative. Suppose that suppliers follow Kant’s categorical imperative. If

the market is covered,46 then each supplier, behaving as if her choice was to be mimicked

by other suppliers, selects the socially optimal a∗ = â. Suppliers behave fully ethically

(as if αi = +∞). There is by construction no scope for the replacement logic.

In conclusion, the model accommodates a range of variations on the moral criterion.

Kantian and consequentialist criteria have different implications for the impact of the

nature of competition.

6 Related literature

Dufwenberg et al (2011) and Sobel (2015), like us, assume some form of non-standard

preferences, and then derive conclusions regarding the nature of market outcomes. Both

papers derive conditions under which other-regarding preferences (ORPs) make no be-

havioral difference relative to selfish preferences. In both papers, the absence of market

power is key to the result. In Dufwenberg et al. (which only allow for consumer, and not

producer, ORPs), this is in the context of a Walrasian setting, in Sobel perfect competi-

tion emerges as the limit of a standard double auction (with one good and money) with

anonymous trading in large economies. Sobel also extends the analysis to the existence

of market power and identifies conditions under which ORPs do not make a difference

either.

At first glance our results may seem to be drastically at odds with those in Dufwenberg

et al and Sobel. With flexible prices or cost-based impacts of moral behavior, our firms

adopt the same behavior regardless of the intensity of competition: A monopolist behaves

as morally as perfectly competitive firms; what is irrelevant for moral behavior in our

model is the intensity of competition, not social preferences like in these two papers. The

difference in conclusions naturally can be traced to the different assumptions.

Dufwenberg et al and Sobel assume that one can only affect others’ utilities through

one’s impact on others’ quantities traded or the market price. Dufwenberg et al study a

standard multi-good Walrasian setting. Indeed, next to a separability assumption (con-

sumers’ ordering over feasible consumptions is independent of other’s choices, an assump-

tion we also make), they assume that consumer i’s preferences can be represented by a

utility function Vi(mi(xi), x−i, B) where mi(xi) is the material utility from consumption

46We are agnostic as to the meaning of the categorical imperative in the presence of outside options,
as the latter have no reason to obey the imperative and align the moral content with the suppliers’ moral
choice.
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vector xi, x−i is the vector of consumptions by others, and B are the agents’ budget sets.

This framework allows for externalities as well as inequality aversion (Velez 2017), but not

for a consequentialist internalization as captured by Assumption 2: in particular, they do

not consider as ORP the fact that an individual may want to change her consumption

basket just because it is objectionable to others, even if this does not affect their ability

to trade. Another difference with our framework is that decisions are interdependent in

our framework (a supplier’s moral action conditions the support of its stakeholders and

therefore affects the supplier indirectly as well as directly. The additional assumption

on preferences which guarantees irrelevance of ORPs is that individuals prefer to make

a desirable trade themselves rather than let another individual make exactly the same

trade.

Because there is a possible impact of competition on ethical behavior, we provide

a precise identification of environments in which it makes markets more or less moral.

Competition may erode or foster morality depending on whether consumers are socially

irresponsible or responsible (which happens in different environments). We study the

impact of ethical or corporate-form heterogeneity and derive the impact of a heterogeneity

in social preferences on supplier ethics, as well as conditions under which a Gresham law

of ethical behavior obtains.

Our theoretical framework can be related to the evidence on the replacement logic.

Falk et al (2020) show that (the perception of) pivotality is key to sustaining moral behav-

ior. Their baseline experiment has full pivotality, with a single subject deciding between

“killing a mouse” (not saving a surplus mouse) and forgoing 10 e. In the treatment, each

subject can choose between unconditionally forgoing 10 e and giving the mouse a chance

to survive, which will happen only if all 7 other subjects also abandon 10 e (which is

unlikely). Many more choose to keep the 10 e. This experiment points at consequentialist

preferences rather than deontological ones and at the potency of the replacement logic.47

Falk et al’s findings are consistent with Proposition 3 (i): The stakes are fixed (10 e),

but the probability that the monetary sacrifice delivers the morally right action decreases

with the reduction in pivotality.

Bartling et al (2015) run experiments in settings similar to our “socially responsible

consumers/cost benefits from cutting ethical corners/flexible prices”. “Sellers” both set

prices and a production technology: They choose between a costly & clean good and a

cheap & polluting one. Bartling et al ask, will the cheapest, polluting good be delivered

in a competitive market, as the replacement logic would suggest? They find, to the

contrary, that “increased competition does not diminish the degree of concern exhibited

toward externality-bearing parties outside of the market”, consistently with Proposition

1.

47Bartling and Ozdemir (2021) demonstrate that the replacement logic is less prevalent when there is
a strong social norm.
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The paper also has a strong connection with the corporate social responsibility (CSR)

literature.48 A prominent 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 ap-

proach.49 Environmentally 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 view is

embraced in Aghion et al. (2019), Besley-Ghatak (2007), Besley-Persson (2019), Green-

Roth (2020), Landier-Lovo (2020), Moisson (2020) and Oehmke-Opp (2020). Aghion et

al. formalizes CSR behaviour as a quality parameter, shows that under some conditions

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, investors care about impact invest-

ment. The paper studies the evolution of the green premium paid by socially responsible

investors as environmental consciousness grows.50 Weber and Zhang (2021) find experi-

mental support for our result that competition fosters ethical behavior when consumers

are willing to pay more to those suppliers who stand for their values (they show that

there is indeed such a willingness to pay and that the suppliers react by incurring costs

to express support to the causes that are favored by the buyers).

An alternative view of CSR is “insider-initiated corporate philanthropy”, namely phi-

lanthropy that clashes with profit-maximization.51 This is the approach taken 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 piv-

otal. 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 not to

be pivotal and therefore affect the company’s future actions only with a tiny probability,

48See, e.g., the taxonomy in Bénabou-Tirole (2010).
49Conversely, responsible consumers can boycott firms that behave unethically (in the tradition of

Baron 2001 and subsequent papers of his). Egorov and Harstad (2017) formalize a war of attrition
between responsible consumers who want the firm to stop misbehaving and the firm which hopes that
consumers will abandon first; Egorov and Harstad add the possibility of regulation, supposed ineffective
(as in all papers in the literature), but feasible (unlike almost all the literature); regulation is used in last
resort when the boycott has failed, but its prospect affects the war of attrition.

50Barigozzi and Tedeschi (2015) consider two-sided observable ethical heterogeneity in a credit market
where ethical concerns by both the borrower and lenders increase the value of successful project com-
pletion and thereby help relax the moral hazard constraint on borrower’s effort provision. They derive
conditions under which an equilibrium exists with active ethical pairs next to pure for-profit project
finance. Barigozzi and Tedeschi (2019) extend this to the case where the borrower’s ethical concern is
private information. Extending our framework to two-sided ethical heterogeneity would be interesting.

51Even 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.
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a “leakage” that is also present in Green-Roth (2020) and Moisson (2020). Broccardo

et al (2020) extend the analysis in a model where they endogenize investor divestments

and consumer boycotts (which they call “exit” mechanisms) where individual investors

and consumers internalize their (nonzero) impact on firm behavior on aggregate social

surplus. In their model, under social preference parameters consistent with experimental

evidence, divestments and boycotts are insufficient and shareholder engagement through

voting (“voice”) is socially preferable. Oehmke-Opp (2020) also emphasizes the benefits

of voice exerted by socially responsible investors; in their paper, the latter relax the firm’s

borrowing constraint conditional on choosing a clean production process.

Our paper belongs to these two literatures, as we allow both the supplier and the

stakeholders to have social preferences and allow ethical choices to maximize corporate

profits or to reduce them. Its unique focus is on the impact of the intensity of competition

on market morality and on the predictions of heterogeneity in preferences and corporate

form for market shares.

The paper also relates to the multi-task incentive literature. Holmström-Milgrom

(1991) stress that high-powered incentives by a principal may compromise the agent’s

provision of non-contractable quality.52 Relatedly, the paper also connects to the litera-

ture on not-for-profit firms. This literature emphasizes that the absence of profit motive

reduces the incentive to cut on unobservable quality (Hansmann 1980, Glaeser-Shleifer

2001, Besley-Malcomson 2018)53. Our paper is complementary: It assumes by contrast

that the “quality” assessed by consumers is observable (directly, or through word of mouth

or reputation) but not socially desirable; and it looks at a different set of issues (e.g., the

convergence of behavior of for- and not-for profit firms as a function of the degree of

competition).

The IO literature on competition and incentives also stresses the role of product mar-

ket competition on firms’ non-price behavior. In that literature, a firm’s manager picks

an effort under profit-based compensation, in the same way our suppliers pick a moral

action and not solely a price. The “principal” of the IO literature corresponds to the

stakeholders in our model, who demand a higher moral action; but there is no coun-

terpart in the IO literature to our irresponsible consumers, who play a key role in the

replacement logic literature. Besides the rather distinct motivations, there are several

other differences between our paper and that literature: the information or benchmarking

route that makes competition facilitate stronger incentives (Hart 1983) plays no role in

this paper. Schmidt (1997)’s suggestion that managers exert greater effort under com-

petition to avert bankruptcy does not operate (in Section 4, where financial viability is

52Where quality here is viewed from the principal’s standpoint. In Lazear (1989), two workers are
engaged in a tournament. The relative performance determines individual pay raises, which is conducive
to “sabotaging”. Itoh (1991) studies optimal incentives for team workers who have individual performance
measures but help each other.

53For instance, Besley and Malcomson posit that not-for-profits internalize the benefits of various
dimensions of quality, although maybe in a paternalistic fashion. Their focus is on the ease of entry by
a non-profit facing a for-profit incumbent, and variations thereof, to match the observations on entry in
the school and hospitals sectors.
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invoked) when morality is cost increasing: Indeed competition forces the firm to behave

less morally, not more. The “scale effect”, the idea that effort is a fixed cost and is

therefore less valuable when the market share is lower and so competition may reduce

incentives, is prominent in the IO literature (e.g. Raith 2003), but absent in our paper, as

most of the analysis involves proportional costs and consequentialist social preferences.54

Finally, Becker (1957) made the opposite point that (perfect) market competition

weeds out suppliers who have a preference for discrimination. There is no contradiction

here. Becker considered situations in which the immoral behavior raises the cost of busi-

ness (as we noted, this configuration also occurs in our model when workers or investors

are socially responsible). He also argues that purely profit-maximizing (and thus unprej-

udiced) suppliers will “cater” to the prejudices of consumers. This is consistent with the

results derived from limit results of our model concerning irresponsible consumers when

αi = 0.

7 Summing up and some alleys for future research

As critics of market economies have long emphasized, the institutional context may frame

our ethical choices. Competition- understood as an increase in the number of competitors

or in their substitutability- may strengthen incentives to cut ethical corners in order to

please the consumer or to cut costs, raising potential concerns.

The paper embodies three main contributions. First, it develops theoretical founda-

tions for this concern, providing its rationale, the three reasons why moral choices in

general are strategic complements, and an exact identification of the environments in

which the replacement effect affects ethical choices. When prices are fixed by regulation

and consumers are irresponsible, critics of the market are vindicated. Furthermore, the

replacement logic is more potent, the stronger the competition and the higher the fixed

price.

Second, and importantly for the public debate and public policies, the paper offers

a strong warning against a sweeping condemnation of the market based on the ground

that it promotes immoral behavior. Indeed, a striking irrelevance result shows that the

intensity of competition does not affect behavior as long as prices are flexible or when

moral behavior impacts the cost but not demand. Furthermore, an increase in competi-

tion fosters moral behavior when prices are fixed and consumers are socially responsible.

Overall, the presumption should be that competition, unlike values, cannot be the over-

riding source of moral problems in trade; at the very least, it is ill-advised to blame the

54Dufwenberg et al. (2022) find support for individuals having reciprocal preferences and they exper-
imentally show that successful market interactions, interpreted as the efficient equilibrium outcome of a
cooperative coordination game, triggers generosity in a dictator game. Our perspective is different in that
we focus on how the nature of market interactions themselves affect players’ own tradeoffs between prof-
its and ethical concerns. Like Dufwenberg et al., we assume market interactions do not change intrinsic
preferences.
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market for immoral behavior and to question the appropriateness of competition policy,

anti-bottleneck regulation and competition though trade, without specifying in detail the

nature of competition.

Third, the paper derives the impact of competition among suppliers who differ in their

ethics, either intrinsically or because of their corporate mission. The idea there is that

some actors’ prices may be de facto, although not de jure, fixed, as they must equate

revenue with cost. Not-for-profits behave more ethically than for-profit suppliers; and

among the latter, more ethical suppliers tend to behave more ethically than less ethical

ones. Most importantly, an intense competition in the market leads to a race to the

for-profit-supplier ethical bottom. This suggests not mixing corporate forms within the

same competitive markets if the goal is to encourage moral behavior through subsidies or

lighter regulation for not-for-profits.

Let us conclude with several issues of interest left open by our paper:

Counterfactuals and organizational design. Criticisms of the market economy must en-

vision its counterfactuals. In that respect, our study of ethics in markets only begins to

analyse the general issue of the morality of markets, raised in the 18th century and very

prominent in the political discourse since the financial crisis and the backlash against

globalization. The market is only a specific system of incentives. Within organizations,

different ways of incentivizing managers and workers lead to different work ethics. And

who runs the organizations matters. The interaction between ethical behavior and the

design of incentives is a rich object of study for future research.

Our analysis will have implications for the design of incentives in organizations and of

regulation, to the extent the principal can select the strength of the replacement logic. A

step in this direction is offered by Schmidt and Herweg (2021) in the context of price vs.

quantity regulation of carbon emissions, assuming that the carbon price, either a tax or

the price of a quota, faces a given, politically-determined cap (otherwise the institutional

choice is neutral). With price regulation a consumer with a consequentialist morality can

reduce overall pollution by consuming less than what she would consume without moral

concerns. With quantity regulation there is full replacement.

Leading by example. Suppliers may have information on the severity of unethical behavior,

i.e. on the magnitude of the externality. By moving first, they may signal to other

suppliers that unethical behavior is just unacceptable (for example by withdrawing from

the market altogether); and even if the other suppliers are also informed about the size

of the externality, society may not be, and the revelation that “there are other ways to

run the business” may generate stakeholder pressure on these other suppliers.55

Everything goes? We saw that the competitive pressure may reduce morality, not affect

it or increase it. Is the theory testable? The answer is yes because it makes clear predic-

tions within each situational context. Under flexible prices or pure cost-based benefits,

55This is reminiscent of both Hermalin (1998)’s theory of leading by example and the informed principal
approach in Bénabou-Tirole (2013).
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we should expect no relation between ethics and the intensity of competition. Under fixed

prices and ethics-contingent demand, consumer attitudes will be crucial. Take fair trade,

say: Rich-world consumers enjoy no direct gain from poor farmers’ getting a higher in-

come. Their demand is entirely driven by social responsibility and so the prediction

is that competition will improve moral behavior by empowering morally conscious con-

sumers. In contrast, in the bribing, performance-enhancing drug, unneeded prescription

of opioids or sick days, or product misrepresentation examples, immoral behavior boosts

demand. The context offers a clue as to the relevant prediction; this also shows that the

apparently-divergent experimental results are in fact no inconsistent (see Section 6).

Replacement: An excuse? Similarly, the fact that the theoretical impact of competitive

pressure is markedly different under flexible and fixed prices helps us figure out whether

the replacement logic applies56 or to the contrary is yet another narrative allowing the

individual to engage in moral wiggle room. Theory suggests that the logic is real (com-

petitive pressure should affect consequentialist moral choices) in the following examples:

a) using performance-enhancing drugs in a sports contest or cheating in an exam (there

is a “fixed-prize” for winning the contest); b) working in Nazi camps (where workers

or doctors presumably were “salary-takers”); c) prescribing unneeded antibiotics or sick

days, in countries in which doctors’ fees are regulated. In contrast, competitive pressure

should not affect consequentialist moral choices in the following illustrations: d) bribing

an official: The contractor/bidder picks a bid and a bribe; e) peddling opioids, if the

doctor’s fee is unregulated; and so experiments that would find an impact of competitive

pressure would point at the existence of moral wiggle room.

Telling apart consequentialist and Kantian ethics. A side benefit of our analysis is to

suggest a strategy to tell apart the two main moral philosophy traditions. Under fixed

prices and demand-side benefits of cutting ethical corners (or under flexible prices and

moral wiggle room), the replacement excuse and its implication for competitive pressure

operates under the various consequentialist criteria, but not under Kantian ethics. We

leave such tests and the many other related fascinating research alleys for future work.

56A “real excuse” of course does not mean that it is moral, only that it is generated by consequentialist
social preferences (with extremely low degree of/no welfare internalization in some of these examples);
indeed, it is collectively wrong. See Sobel (2015) for an interesting discussion of this theme.
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Online Appendix

A Socially irresponsible consumers: The three wedges

between consumer and social demands

We provide three reasons why demand-side considerations may drive immoral choices.

In all cases, there is a wedge between the quality perceived by the customer and that

assessed by a social planner; and being more ethical means reducing demand.

Example 1: Internalities (painkiller prescriptions). The supplier (a doctor) decides whether

to prescribe an opioid to the client (the patient).57 The fee pi paid by the patient is either

regulated or competitive, and is paid for the visit, regardless of what the doctor will pre-

scribe. The painkiller brings known benefit b, but has side effects with cost γ. This cost

is observed only by the doctor (who learns who is at risk) and is distributed according

to distribution G(γ) and density g(γ). The doctor chooses a threshold γ∗ under which

she prescribes the painkiller. Assume that the patient knows γ∗; 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− γ, but clients have hyperbolic preferences with coefficient

β < 1: They long for quick relief and value the prescription at b−βγ. And so the surplus

of the short-term self, ui, and welfare, wi, are:

ui =

∫ γ∗i

0

(βγ − b)g(γ)dγ while wi =

∫ γ∗i

0

(b− γ)g(γ)dγ.

The maximum gross surplus of the short-term self corresponds to γ∗i = b/β and is

equal to ū ≡
∫ b/β

0
(βγ − b)g(γ)dγ, yielding w ≡

∫ b/β
0

(b− γ)g(γ)dγ. The welfare optimum

corresponds to γ∗i = b, û ≡
∫ b

0
(βγ−b)g(γ)dγ, and ŵ ≡

∫ b
0
(b−γ)g(γ)dγ. Letting ai ≡ −ui,

one has W ′ > 0 > W ′′58 over the relevant range ai ∈ [−ū,−û].

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. . . ).

Example 2: Externalities (vaccines, overprescription of branded drugs). This example

replaces the internality of Example 1 by an externality. Patients have heterogenous prob-

57Opioid overconsumption illustrates internalities, given the addictive nature of such painkillers. Opi-
oids represent both a useful treatment for acute pain (e.g. in case of terminal cancer) but also run the
risk of addiction without proven medical benefits in the case of chronic pain (e.g. back pain). Opioid
overdoses have been called the worst drug epidemic in the history of the United States (McGreal 2018).
The crisis has multiple dimensions, including the role of companies like Purdue Pharma in inducing doc-
tors to prescribe their opioid OxyContin. Our paper focuses on doctors’ decision when facing patient
demands for opioid prescriptions (see Schnell 2019 for a recent assessment of policies aimed at keeping
opioid prescriptions in check).

58One has

W ′′(a) =
d

dγ∗

(
b− γ∗

βγ∗ − b

)/ da

dγ∗
< 0.
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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 − γ], where b = xd is the benefit and γ is a cost of vaccination.

The social planner attaches value E[(1 + e)b − γ]. It is easy to check that this external-

ity example is mathematically akin to the internality example, Example 1. After all, an

internality is just an externality of the short-term self on the long-term one.59

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

low percentage (36%)60 of generics among prescriptions reimbursed by the social security

system suggests that there is still substantial pandering.

Example 3: Product misrepresentation. Tobacco companies’ advertising failed to warn

against the harmful effects of smoking. More generally, 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,

59Underconsumption of vaccines may also be driven by a misperception of their side-effects. For
example, a triple jab of 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 net value of the vaccine, independently of contagion considerations.

60Generics penetration in the US, UK and Germany exceeds 80%.

41



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. Like internalities and externalities, product misrepresentations

leave scope for moral judgment.

One way to formalize this within our model goes as follows: Suppose that the good

actually delivers gross surplus û to the consumers. Supplier i can inflate this surplus

and claim it is ui ∈ [û, ū]. Consumers take the announcement at face value (see be-

low for a more rational version) and plan around the announced value, leading to later

inconvenience (complementary investments miscalibration, misleading claims made to

downstream users...) cost Γ(ui − û), with Γ(0) = 0, Γ′(0) = 0, Γ′(ui − û) > 0 and

Γ′′(ui − û) > 0 for ui > û, and Γ′(ū − û) = +∞ for some maximum exaggeration level

ū − û. Again let ai = −ui. Then W (a) ≡ −â − Γ(â − a) satisfies the general assump-

tions. Letting supplier i’s objective function when internalizing the ethical welfare is

(pi − c)Di(p̂) + αi[W (ai)Di(p̂) + Σj 6=iW (aj)Dj(p̂)].

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 three wedges together; the case of apps. The tech industry illustrates both the pos-

sibility of fixed prices 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 (pi = 0). As

emphasized in the industrial organization literature, such services have negative oppor-

tunity costs (the profit from targeted advertising and data collection far outweighs their

tiny physical marginal 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).

Some apps indeed design their privacy policy and consent procedure so as to exploit our

impatience. Second, our e-mails and postings on social networks reveal information about

others, violating their privacy (externality) and apps may exploit these “data externali-

ties”.61 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 the request62. More

broadly, tech companies work on reassuring consumers more than on really protecting

their privacy.

61See Choi et al (2019), Acemoglu et al (2022) and Bergemann et al (2021).
62Web sites are legally entitled to decide what they think is right.
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B Verifying global second-order conditions under

flexible prices in symmetric oligopoly

Let us check that the tentative equilibrium is a global optimum for each supplier. Let

Di(p̂i, p̂) denote the demand faced by supplier i when it charges net price p̂i and all others

offers the same net price p̂. Suppose that suppliers internalize E (which implies that a

symmetric equilibrium is still an equilibrium when they internalize E −M). Equilibrium

behavior requires that there be no (pi, ai) such that

[p∗−c(a∗)]Di(p
∗+φ(a∗), p∗+φ(a∗)) < [pi − c(ai) + α[W (ai)−W (a∗)]]Di(pi+φ(ai), p

∗+φ(a∗))

≡ V(pi, ai).

The concavity of [αW − c− φ] and condition (3) imply that

α[W (ai)−W (a∗)] ≤ [φ(ai) + c(ai)− φ(a∗)− c(a∗)].

So

V(pi, ai) ≤ [pi − c(a∗) + φ(ai)− φ(a∗)]Di(pi + φ(ai), p
∗ + φ(a∗)).

The maximization w.r.t. the net price for a given moral behavior a∗ by supplier i

implies that for all p̃i, (p∗−c(a∗))Di(p
∗+φ(a∗), p∗+φ(a∗)) ≥ (p̃i−c(a∗))Di(p̃i+φ(a∗), p∗+

φ(a∗)). Applying this to p̃i = pi + φ(ai)− φ(a∗) yields

(p∗−c(a∗))Di(p
∗+φ(a∗), p∗+φ(a∗)) ≥ [pi−c(a∗)+φ(ai)−φ(a∗)]Di(pi+φ(ai), p

∗+φ(a∗)),

a contradiction.

C Proof of Proposition 7

We study sequentially fixed and flexible prices. Suppose that suppliers differ solely in

their ethical concerns. Assuming that Wi = E (ethics-based internalization), supplier i

solves:

max {(pi − c)Di + αi [wiDi + Σj 6=iwjDj]} .

Fixed prices. Let wi = W (ai) and w̄−i =
Σj 6=iwj

n−1
. In the fixed-price context, pi ≡ p for all

i, and the only decision variable is ai. The maximization of supplier i’s objective function

with respect to ai yields first-order condition

σ[(p− c) + αi(wi − w̄−i)]φ′(ai) = αiW
′(ai)Di. (C.1)

The intuition behind condition (C.1) goes as follows: A unit decrease in ai (and so in

p̂i) attracts σ new clients, bringing markup (p − c) on each of them. A unit increase in

market share further improves welfare by wi− w̄−i (decreases it if wi < w̄−i). Finally, the
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decrease in the welfare corresponding to the Di clients of supplier i has an ethical cost

and a monetary benefit for supplier i.

Consider two firms i and j with types B for firm i and A for firm j. Suppose that

ai ≤ aj, implying for socially irresponsible consumers φ′(ai) ≤ φ′(aj). Then wi ≤ wj and

so (wi−w−i)− (wj −w−j) = n
n−1

(wi−wj) ≤ 0, so the LHS of (C.1) is weakly smaller for

firm i than for firm j. Furthermore p̂i ≤ p̂j and the symmetry of the demand functions

imply that Di ≥ Dj. Finally, W ′(ai) ≥ W ′(aj) > 0. This implies that αiW
′(ai)Di >

αjW
′(aj)Dj. And so (C.1) cannot be satisfied for both i and j, a contradiction. This

proves (i) for this case: High-ethics firms have a lower market share, and so p̂i > p̂j or

ai > aj.

Next, let us check whether the solution to the FOCs satisfies financial viability and

positive demand. Because p must exceed c for firms to be financially viable, the financial

constraint is not binding. Remembering that more ethical firms have a lower market

share, if DB = 0, type-αB suppliers could set ethical choice aA + ε for ε small, command

a positive market share, make a financial profit and improve overall morality. Hence all

suppliers have a strictly positive equilibrium market share.

Flexible prices. The first-order condition with respect to pi is

−σ[(pi − c) + αi(wi − w̄−i)] +Di = 0. (C.2)

The intuition for (C.2) is similar to that underlying condition (C.1). Furthermore,

combining (C.1) and (C.2) yields the irrelevance property in our context:

αiW
′(ai) = φ′(ai). (C.3)

Do firms with higher ethical concerns still command a lower market share? Condition

(C.3) implies that aB > aA and so their ethical choices will make them unattractive to

clients. But this is not the end of the story. Their lack of attractiveness calls for lower

prices. And their ethical concerns also make them eager to capture market shares away

from less scrupulous suppliers, who conversely do not want to gain market share for that

specific reason. Subtracting the first-order conditions (C.2) for the two groups and using

Assumption 4 yields(2n− 1

n− 1

)
(p̂B − p̂A) = φ(aB)− φ(aA) + (wA − wB)

[
αA

nB
n− 1

+ αB
nA
n− 1

]
.

The concavity of W , the convexity of φ and condition (C.3) yields

φ(aB)− φ(aA) + αA[W (aA)−W (aB)] > 0 > φ(aB)− φ(aA) + αB[W (aA)−W (aB)].

Thus there exists n∗A < n such that p̂B < p̂A if and only if nA ≥ n∗A. In the duopoly

case (nA = nB = n − 1), p̂B < p̂A and so the ethical firm commands a higher market

share. Finally, the ethical group’s financial viability constraint is not binding for σ ≤ σ∗

for some σ∗.

�
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