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Abstract 
Banking solves the Principal-Agent problem with incentive contracts which assume a Homo 
Economicus representative agent. However, the Principal-Agent problem can be solved by 
assuming a ‘Reasonable Person’ representative agent, from tort law, who reliably tells the truth 
about hidden action. We describe a non-virtuous circle in finance, which is a negative feedback 
loop between motivation crowding out arising from incentive contracts, and the subsequent 
need to offer incentive contacts because agents change from the Reasonable Person to Homo 
Economicus.  We prescribe less reliance on incentive contracts in the practice of finance, and 
on Homo Economicus in the theory of finance. 
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1 Introduction 

Trust and trustworthiness are fundamental to economic welfare. They explain why most people 

are honest when making social security claims and why restaurants are happy to serve first and 

charge afterwards (Bacharach et al. 2007). It also explains why unmonitored efforts are 

rewarded on an hourly basis in so many workplaces, when neoclassical economic theory might 

suggest otherwise (Jensen and Meckling 1976). Furthermore, professionals of all kinds are 

sought out not just for their expertise, but for an assumed trustworthiness with respect to their 

clients (Downie 1990).  

Banking is one industry where trust and trustworthiness are particularly important.2 Banks 

collect detailed information on contracts and products as they interact with savers, debtors, 

investors and companies. Due to their expertise and access to private information, bank 

                                                           
1 The authors thank without implication the Oxford Martin School and the Political Economy of Financial 
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both institutions to support his sabbatical visit to Oxford and thanks the Oxford Martin School for hosting his 
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2 In this article ‘banking’  and ‘manager’ covers all kinds of financial intermediaries.  
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managers have power over shareholders and customers, and therefore a social responsibility to 

be trustworthy. As an indication of the centrality of trust to banking, the origin of the word 

‘credit’ is the Latin credere: to believe, to trust.  

Yet there is evidence that some bankers are relatively untrustworthy. A US Senate Inquiry into 

the 2008/9 Global Financial Crisis was critical of Goldman Sachs.  

‘You are taking a position against the very security that you are selling and you are not 

troubled? … And you want people to trust you? Why would people trust you?’ 

Senator Carl Levin, to Goldman Sachs CEO (quoted in US Senate 2010)  

A decade later, the 2017-2019 Australian Royal Commission into Misconduct in the Banking, 

Superannuation and Financial Services Industry has also exposed many instances of 

untrustworthiness. One testimony relates how a client had paid fees to construct a financial 

plan not permissible under Australian law:  

‘I just feel now after all the time after all the fees and insurances … that all along they were 

just aiming for us to take out an investment property that you can’t live in. I just felt after 

that, [pause] that we had been led up the garden path and had been lied to.’   

Jacqueline McDowall (quoted in Danckert 2018) 

Senate inquiries and royal commissions are subject to adverse selection, since only the most 

questionable behaviours are selected for media exposure and courtroom scrutiny. And it can 

be a mistake to generalize too widely based on particular business units. For example, the Salz 

review (2013) noted that many of Barclays’ problems began in their investment arm.  

However, even if the average level of misconduct is low there is experimental evidence that 

the relative incidence of untrustworthiness in banking is higher when compared with other 

professions. In Cohn et al. (2014), bank employees from a large international bank were 

rewarded in a coin flipping task, out of the view of the experimenter. When primed to think of 

their professional identity, the bankers as a group reported on average too many financially 

rewarding tosses, but they were generally honest when primed to think of their domestic 

identity. Yet when the experiment was repeated with other employment categories, including 
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manufacturing, pharmaceuticals, telecommunications and information technology, no 

significant increase in dishonesty in the professional identity treatment was identified.3   

Furthermore, banking as a profession seems to have a trustworthiness problem when compared 

to its past in the UK (Haldane et al. 2011, Jaffer et al. 2014, Martin 2016, Mayer 2013, Morris 

and Vines 2014, Offer 2014, The Economist 2017, Turner 2010) and the US (Fligstein and 

Roehrkasse 2016, Hill and Painter 2015). Deregulation, including extensive liberalization of 

derivatives, has been suggested as one possible factor allowing information asymmetries to be 

exploited (Noe and Peyton Young 2014, Wolf 2010) – what Berger et al. (2009) call 

competition fragility. In Australia, the ethical winds of change blew more than a decade after 

deregulation,4 but there appears to have been a decline in trustworthiness nonetheless.  

‘From 1995 to 2010, there was an increase in the flow of foreign professionals into the big 

4 banks either from overseas, or by Australians with international banking experience. … 

this lead to a cultural change in banking, where it [became] all about the money with a focus 

on short term profitability.’                                         (Hogan 2018, slide 18) 

The Salz review offers this appraisal for the UK.    

‘Over the last two or three decades, deregulation, globalisation, unprecedented prosperity 

and the availability of relatively cheap funding have been closely followed by an extended 

period of economic and financial turmoil. …[banks’ alleged role in the turmoil] has been a 

cause of the loss of public confidence.’                                                   (Salz 2013, page 4) 

In view of all this, it is a natural policy prescription to encourage errant bankers to act in a more 

trustworthy manner, setting high standards to meet the valid expectations of politicians and the 

public who ‘have the right to insist on changes’ (op. cit. page 5).  

The contribution of this paper is to make ‘trustworthy’ meaningful within the analytic 

framework of the Principal-Agent model and to draw on that framework to discuss more 

broadly how to restore trustworthiness. We first make the observation that the kind of 

representative agent that inhabits the Principal-Agent model determines the kind of solution 

that is feasible. Banking solves the Principal-Agent problem with an incentive contract, which 

                                                           
3 Many people would be curious to see some other employment categories included in this experiment. Peters 
(1987) discusses the use of lies in negotiations by lawyers ‘The fact that all lawyers have deception available to 
them as a tactic creates a specific sort of uncertainty in negotiations.’(un-paginated). MacIntosh (2007) 
discusses similar issues related to accounting. 
4 1984 saw a policy decision to allow foreign bank entry. In 1985, sixteen foreign banks were invited to liaise 
with the RBA to determine eligibility. Of these, fifteen went on to begin banking operations in Australia through 
locally incorporated subsidiaries (Parliamentary library 1995). 
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in turn assumes a Homo Economicus representative agent. However, the Principal-Agent 

problem can be solved by assuming a ‘Reasonable Person’ representative agent.  

The Reasonable Person first made an appearance in Vaughan v. Menlove (1837), predating 

Homo Economicus by several decades. He or she is defined in tort law ‘in terms of the interests 

of oneself in relationship to society’s interests and the interests of others in that society’ 

(Lydenberg 2014, pg. 288) and so we assume the Reasonable Person is someone who 

consistently tells the truth about their effort levels. This makes hidden action discoverable and 

reliability makes the hidden action contractible, so the first-best solution to the Principal-Agent 

problem is attainable. The first-best contract stipulates a fixed wage for optimal effort which 

the agent truthfully discloses, and this approximates the standard practice in many jobs.  

Using both sorts of agents, we outline a mechanism – a non-virtuous circle – which helps 

explain the loss of trustworthiness in finance. The prominence in finance of incentive contracts 

in its practice, and Homo Economicus in its conceptualization, are part of finance’s 

trustworthiness problem. We argue that their attenuation would help restore trust. 

The paper is structured as follows. In section 2 we define moral optimization and moral 

prioritization, and we use the latter to model trustworthiness in economics. We also show how 

our distinction between moral optimization and moral prioritization applies to the 

Principal-Agent framework (Jensen and Meckling 1976) and allows for solutions to be tailored 

to the relevant representative agent – Homo Economicus or the Reasonable Person. In section 3 

we outline our narrative for the demise of finance, called the non-virtuous circle. In section 4 

we argue that a reduced reliance on incentive contracts and an altered economics training would 

be helpful to restore trust in finance.  

2 Moral Optimization and Moral Prioritization Change the Principal-Agent Solution 

2.1 Principled Truth-telling is Moral Prioritization 

In this section we focus on the nature of trustworthiness required to restore finance. 

Trustworthiness involves many things: competence, reliability, promise keeping and 

truth-telling, to name a few. Arguably a lapse in any of these might be important, but we focus 

on truth-telling because two economic effects flow from lying in finance: It exposes customers 

to fraud by bankers who understand financial products better than they do, and it forces 

shareholders to solve the Principal-Agent model under the presumption that bank managers 

cannot be trusted to give a reliable account of their activities. 
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Central to this idea of trustworthiness is the notion that someone’s truth-telling can be relied 

upon, even if it ceases to be in their interests, or the interests of those they care about – that is, 

trustworthy people don’t lie even if lying passes a cost benefit analysis. Ordinary common-

sense morality recognizes this kind of trustworthiness. It treats the mandate to speak truthfully 

as an obligation which is qualified or weakened only in unusual and exceptional circumstances. 

The strength of the obligation to speak truthfully is not sensitive to the standard costs and 

benefits that lying or deceit may bring; indeed, it is precisely because there are such benefits, 

that they are costly to others to bear, and that moral disapproval is our main defence against 

opportunistic liars, that the moral disapprobation that falls on the liar is so strong.  

 

There is good experimental warrant to believe this kind of common-sense morality is 

empirically important. Erat and Gneezy (2010) provide a clean test for ‘lie aversion’.  Their 

experiment is noteworthy because they allowed subjects to improve everyone’s financial 

payoff by telling an untruth, which they called a Pareto White Lie. The mainstream economic 

solution is straightforwardly determined in this situation because:  

‘… a person should weight benefits against harm and happiness against unhappiness. The act 

of lying in itself carries no bad consequences.’                                                   (2010, pg. 724) 

In their experiment around one third (36/102) of subjects refrained from lying when given the 

opportunity to pull off a substantially and mutually-rewarding Pareto White Lie.   

With this in mind we distinguish between what we call ‘moral optimization’ and ‘moral 

prioritization’.  Moral optimization is the modelling of ethical behaviour using standard 

preference-satisfaction techniques, where the content of preferences may include a regard for 

others (Collard 1978, Becker 1981, Hausman 2012). Moral optimization would always enjoin 

a Pareto White Lie because it would always pass a cost benefit analysis under any preference 

weighting of self versus others.5 

                                                           
5 We use ‘cost benefit analysis’ and ‘optimization’ interchangeably in this paper because they are equivalent for 
a wide class of standard problems. Consider the maximization of f under a binding constraint. 

max
𝑥𝑥,𝑦𝑦

𝑓𝑓(𝑥𝑥,𝑦𝑦)    𝑠𝑠. 𝑡𝑡.    𝑔𝑔(𝑥𝑥,𝑦𝑦) = 𝑐𝑐;    𝑓𝑓𝑥𝑥, 𝑓𝑓𝑦𝑦,𝑔𝑔𝑥𝑥 ,𝑔𝑔𝑦𝑦 > 0.   

We move towards optimality when df>0 by, without loss of generality, dx>0 (and dy<0 since a binding 
constraint implies dy/dx=-gx/gy <0). We denote the effect on f of positive dx as marginal benefit (MB), and the 
effect on f of negative dy as marginal cost (MC), giving the cost-benefit MB>MC criterion to attain optimality.  

𝑑𝑑𝑓𝑓 = 𝑓𝑓𝑥𝑥𝑑𝑑𝑥𝑥 + 𝑓𝑓𝑦𝑦𝑑𝑑𝑦𝑦 = 𝑓𝑓𝑥𝑥𝑑𝑑𝑥𝑥 − 𝑓𝑓𝑦𝑦
𝑔𝑔𝑥𝑥
𝑔𝑔𝑦𝑦

𝑑𝑑𝑥𝑥 > 0        →          𝑓𝑓𝑥𝑥 > 𝑓𝑓𝑦𝑦
𝑔𝑔𝑥𝑥
𝑔𝑔𝑦𝑦

           or         𝑀𝑀𝑀𝑀 > 𝑀𝑀𝑀𝑀 
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In contrast, moral prioritization rejects the framework of preference satisfaction when 

modelling some ethical acts, allowing utility-maximizing to be overridden (Williams 1973, Sen 

1977). This appears to be a sensible way to explain a reluctance to commit a Pareto White Lie.  

It is beyond the scope of this paper to adjudicate whether moral prioritization should be 

represented in non-standard preferences, or appear as a constraint.6 However, as a practical 

matter, since the inception of economics (Smith 1759 and 1776) it has been recognized that 

certain ethical norms are necessary for a well-functioning market system (Wight 2015), and so 

it has proven uncontroversial to make them implicit in modelling constraints. That is, some 

cost benefit analyses of an ethical nature are actually ruled out in the way the models have been 

set up.  

2.2 When is Moral Prioritization Important in a Model? 

Hausmann (2012) provides one example of ruling out a cost benefit analysis, namely 

elementary utility maximization (figure 1A). As shown by the arrow, any consumer that has 

income taken away from her will accept a decline of utility as a result. What is missing in 1A, 

but is included in 1B, is a parameterization of theft. The optimal amount of theft could be 

calculated such that it is decreasing with utility. That is, when utility gets very low theft rises, 

expanding the budget set.7  

                                                           
6 Some features of the debate can be summarized briefly: Hausman (2012) assumes that all ethical behaviour 
can be modelled by manipulating preferences (by including regard for others in the ‘utility function’) or by 
manipulating constraints, which he takes to be Amartya Sen’s approach. Hausman himself opts for the former, 
and therefore believes that ethical behavior currently modelled in constraints should instead be modelled in 
preferences. For example, absolute prohibitions should be modelled as the satisfaction of lexicographic 
preferences (vertical or horizontal indifference curves). Having said that, he acknowledges that ethical 
considerations are sometime built into constraints, as we shall see below. In contrast to Hausman, Williams 
(1973) proposes that ‘the unthinkable’ is itself a moral category, thus denying that all morality can be built into 
preferences or constraints in a rational choice model. ‘Entertaining certain alternatives, regarding them indeed as 
alternatives, is itself something that [the moral individual] regards as dishonourable or morally absurd’ 
(Williams 1973, pg. 92). In de-emphasizing rational choice, Williams affirms a legitimate place for emotion in 
ethics (Augustine 426, Haidt 2013) in contrast to Kant’s (1785) highly influential rejection of emotion.  
7 Mathematically, let preferences for X and Y be standard and let theft augment the budget set, albeit at an 
additively separable utility cost. We choose X, Y and T (theft) in Lagrangian U(X,Y)-T2/2+λ(m+T-PxX-PyY). 
The first order conditions give Ux/Px=Uy/Py=T which implies that when X and Y are very low, their real 
marginal utilities are very high, leading to high level of theft. When X and Y are high, theft is low.  
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Figure 1A: Undergraduate Diagram  

(reduced utility from lower income) 
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Figure 1B: Optimal theft  

(dashed budget set includes receipts from theft) 

X 

 

                           U 
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We argue that this ruling out of theft is a desirable modelling convention, and we conjecture 

Smith (1759) might agree. As a positive matter, it is in fact the case that the vast majority of 

transactions in the economy occur without consumers contemplating theft. As a normative 

matter, those being trained in economics are not repeatedly being asked to calculate an optimal 

amount of theft, as they would be if figure 1B were used. Therefore any tendency for Homo 

Economicus to function as a moral norm, such that ‘optimal’ becomes confused with ‘ethically 

good’, is rendered harmless by the use of figure 1A.   

We now come to a key point in our paper. We would argue that the classic incentive contract 

of Jensen and Meckling (1976) contains an undesirable modelling convention, judged by the 

same positive and normative criteria we have just applied. As is well-known, the agent in a 

Principal-Agent model acts on behalf of the principal, but their action is hidden. The standard 

analysis then asserts that because their actions are hidden they cannot be contracted on.  

Importantly, this is making an unwarranted ethical assumption that reliable truth-telling is 

impossible. For only in that case does hidden action necessarily imply that hidden action is 

both undiscoverable and uncontractible.  If instead an agent tells the truth, hidden action is 

discoverable. Furthermore, if they do so reliably hidden action can be contracted on.  

We think this is an undesirable convention. As a positive matter, we have already noted Erat 

and Gneezy’s (2010) evidence that reliable – in the sense of being Pareto pessimal8 – truthful 

communication occurs too frequently to ignore. We could add that some situations in everyday 

life seem to bear this out.9  As a normative matter, those being trained in economics are 

                                                           
8 A Pareto pessimal outcome is one which makes all parties worse off. Refraining from a Pareto White Lie 
makes all parties worse off.  
9 Many people will answer an everyday question truthfully before, or without ever, justifying this with cost-
benefit considerations. Trust enables us to know far more than we can independently verify.  
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repeatedly being presented with the claim that when it is impossible to directly confirm a fact 

(here, the effort level in Jensen and Meckling’s model) no one is trustworthy enough to ask.  

Interestingly, despite this implication that truth-telling is impossible in the setup of Jensen and 

Meckling (1976) – Jensen himself now believes that truth-telling can and must be taught, and 

that teaching the universal applicability of cost benefit analysis stands in the way of this. 

‘This is a great failure of the curriculum of every business school I know: we teach our 

students the importance of conducting a cost/benefit analysis in everything they do. In most 

cases, this is useful – but not when it comes to behaving with integrity [including 

truth-telling10]. In fact, treating integrity …as a matter of cost/benefit analysis virtually 

guarantees that you will not be a person of integrity.’                          (Jensen, 2014, page 18)  

All this is ethically problematic to the extent that Homo Economicus functions as a moral norm. 

This potentially negative educative role of Homo Economicus is one possible explanation for 

the experimental evidence that economists as a group are relatively lacking in pro-social 

preferences (Bauman and Rose 2011, Cipriani et al. 2009, Frank et al. 1993, Frank and Schultze 

2000, Frey and Meier 2003). Some work in this literature controls for problems of adverse 

selection, whereby certain types choose to study economics, but it still finds a training effect.11   

2.3 How does the Solution to the Principal-Agent Model Change Under Moral Prioritization? 

The kind of representative agent that inhabits the Principal-Agent setup determines the kind of 

solution that is feasible. Banking has solved the Principal-Agent problem with Jensen and 

Meckling (1976) which assumes a Homo Economicus representative agent. As we just noted, 

agents like these are untrustworthy because they cannot be relied upon to tell the truth about 

hidden action.  

Homo Economicus cannot be offered the first-best contract, which is a fixed wage for the 

optimal effort. If they were offered such a contract, Homo Economicus would subvert it by 

shirking, all the while claiming to have put in optimal effort. In the event of poor performance 

they would collect the wage and blame bad luck. Thus it is not optimal for the Principal to offer 

such a contract, so they must instead offer the agent a contract where good outcomes result in 

more remuneration than poor outcomes. This is the theoretical justification for the widespread 

                                                           
10 For Jensen behaving with integrity includes truth-telling (‘Word-4’ in Erhard and Jensen 1998, page 17).  
11 Naturally we accept that the free market liberalism system can function with a modicum of good motives both 
in the domains of optimal allocation (Arrow and Debreu 1954, Smith 1759 and 1776) and information 
processing (Hayek 1945), so we accept ‘ethically problematic’ is a matter of degree. However, recent events in 
the finance industry suggest that the system was crippled by bad motives that were significant in degree.   
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practice of incentive contracts in finance, but they are second-best because the risk-averse agent 

must be compensated for being loaded up with risk.  

Other professions solve the Principal-Agent problem using moral prioritization. Rather than 

incentivize good behaviour, the solutions enjoin or command the agent to act well, by appealing 

to fiduciary duty.12 This framework of professionalization makes the most sense if the 

representative agent is more like the Reasonable Person from tort law, whom we met earlier.  

In terms of the current discussion we may say the Reasonable Person is someone who exhibits 

moral prioritization with respect to truth telling. This makes hidden action discoverable and 

reliability makes the hidden action contractible, so the first-best solution to the Principal-Agent 

problem is attainable. They are paid a fixed wage for optimal effort which they truthfully 

disclose, and this approximates the standard practice in many situations. 

3 The Non-virtuous Circle 

We now describe the decline in trustworthiness in finance with a mixed population containing 

people who act as either Homo Economicus or Reasonable People. The framework is inspired 

by Bowles’s (2011) stylized evolutionary-game theory of institutional and cultural change. 

A bank contains two types of managers Homo Economicus and Reasonable People whose type 

at any moment is assumed to be known to shareholders, perhaps by their actions or by their 

words. Shareholders choose whether to motivate the managers by incentive contracts or by 

appealing to fiduciary duty. Since they know the type, the optimal procedure is to offer an 

incentive contract to Homo Economicus and pay a fixed wage for optimal effort to a 

Reasonable Person. 

Following Bowles we assume that exposure to the incentive contracts leads to motivation 

crowding out, which we model as a Reasonable Person turning into Homo Economicus. A 

classic motivation crowding out example is the study of six day-care centres in Haifa (Gneezy 

                                                           
12 The fiduciary relationship is a concept of legal theory. The fiduciary is a person who holds a legal or ethical 
relationship of trust with one or more other parties (person or group of persons). A core legal duty that arises 
from the fiduciary relationship is the duty of loyalty (Gold and Miller 2016). The fiduciary has to be trusted 
because they have greater expertise, or have special powers to act on behalf of the person who trusts them. In 
the case of banking, ordinary customers or shareholders are generally unable to understand the complexity of the 
financial system, so managers often have more expertise and are given more powers to act, making them 
fiduciaries. But managers actions are arguably ‘hidden’ by this complexity too, making them ‘agents’ in the 
Principal-Agent framework. This justifies the identification of the fiduciary in legal theory with the agent in 
Principal-Agent theory, as we have done in the text. This identification makes it clear that the requirement of 
trustworthiness is met in legal theory by enjoining responsibility (buttressed by legal penalties) whereas it is 
essentially abandoned in economics. Instead, the principal manipulates incentives to cajole the agent, who is 
assume to be egotistical, to act as well as possible.     
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and Rustichini 2000). On the introduction of a fine for parents who were late in picking up their 

children, the surprising result was that the incidence of lateness increased, more than doubling. 

Financial incentives apparently had the effect of transforming late-arrival from a morally 

reprehensible violation of a principle to a problem to be solved with cost-benefit analysis.  

There is now a significant body of international evidence supporting motivation crowding out. 

An early contribution was due to Titmuss (1970), who argued that financial incentives can 

evacuate intrinsic motivation, as they did in the day-care example.13 For a long time, these 

effects were regarded as curiosities by economists, and with the exception of Collard (1978) 

there was little attempt to incorporate them into mainstream theory. However, by the close of 

the last century a substantial body of experimental evidence pointed to the fact that financial 

incentives could crowd out, and sometimes crowd in, good motivations (Frey 1997).14  

When incentive contracts change Reasonable People into Homo Economicus, the firm moves 

down the Motivation Crowding Out (M) schedule in figure 2. We identify the mentoring power 

of bonus culture as one possible crowding out mechanism, whereby employees in ethically 

negative environments ‘will work out for themselves what is valued by the leaders to whom 

they report’ (Salz 2013, page 7) via bonuses. Hogan (2018) puts it this way: 

‘Bonuses not tied to formal outcomes but to the approval of the manager charged with 

dispersing them, have a largely unrecognised power to change culture quickly. … this was 

a factor in changing the culture of bankers from 1995 to 2010’    (Hogan 2018, slide 18)    

The more prevalent incentive contracts are, the more a culture which favours transactions over 

relationships, and financial purposes over business purposes (Salz 2013) can spread. We also 

assume the culture of the bank τ can deteriorate independently with the uptake of global 

banking culture (‘global’) resulting in a shift down to the dashed line. 

Figure 2: Motivation Crowding Out 

Reasonable 
People  
 
 

                                                           
13 Titmuss compared the UK blood donation system, which relied on voluntary contributions, with the US for-
profit system, and showed how a non-market system based on altruism can be more effective. 
14 An example of crowding in is given by Bowles (2016). In a Public Goods Game with punishments, agents 
have to reveal their contributions. In some cultures, low contributions invoke punishment by fellow players, and 
this holds up the contributions of everyone. On balance, however, crowding out is more common. See Bowles 
and Polania-Reyes 2012 for an extensive review, and Bowles 2016 for a popular discussion. 
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   M (IC, τ (global)) 

                 ↓ τ 

 

      Incentive Contracts (IC) 

Over the time relevant for the recent deterioration in finance, Hogan describes global banking 

culture as being, ‘all about the money with a focus on short term profitability’ (2018, op. cit.). 

The Salz review describes how Barclays imported it via the investment arm of their business: 

‘Most but not all of the pay issues [inappropriate remuneration] concern the investment bank. 

To some extent, they reflect the inevitable consequences of determinedly building that 

business – by hiring the best talent in a highly competitive international market (and during a 

bubble period) – into one of the leading investment banks in the world. … Nevertheless, based 

on our interviews, we could not avoid concluding that pay contributed significantly to a sense 

among a few that they were somehow unaffected by the ordinary rules. A few investment 

bankers seemed to lose a sense of proportion and humility.’            (Salz 2013, page 9) 

We now show in figure 3 the optimal contract offers curve (O) which describes how many 

incentive contracts shareholders should offer. If shareholders are not trained to treat everyone 

as Homo Economicus, by articles like Jensen and Meckling (1976), then the number of 

incentive contracts offered could be low, even in an ethically compromised bank, like Barclays 

was.15   

Figure 3: Optimal Contract Offers 

Reasonable 
People 
                          

                  H*                          R* 

            R*       

                                                  O      

                                            -1 

                                                           
15 We have no reason to doubt that Salz’s observation about Barclays ‘… the overwhelming majority [of 
employees] are focused on the bank’s customers and doing their best for them’ (Salz 2013, page 5) is applicable 
elsewhere. That is, we might suppose that most bankers are Reasonable People.  
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             0           Total Employees         Incentive Contracts (IC) 

If R* of total employees on the vertical axis are Reasonable People, they exhibit moral 

prioritization with respect to truth telling. Thus, they can be offered a first-best fixed wage 

contract and it is optimal for the shareholders to do so. This leaves a balance of employees H* 

(total employees minus R*) who act like Homo Economicus and must therefore be offered an 

incentive contract. There is no alternative to this because Homo Economicus will subvert the 

first-best solution, as described above. The slope of the optimal offers curve is minus one, 

because, for every Reasonable Person who turns into Homo Economicus, an extra incentive 

contract must be offered.   

 The crossing of the two curves creates a temporary cultural-institutional equilibrium (Bowles 

2010). This is stable since a perturbation in incentive contracts (shareholders mistakenly 

offering too many) will result in a move down the M curve as some Reasonable People turn 

into Homo Economicus, as shown at the dot in figure 4. However, because motivation 

crowding out is not complete (that is, not everyone who is offered a contract becomes 

untrustworthy), when the shareholders realize their mistake they can offer a fixed wage contract 

again to those who have not been transformed into Homo Economicus, which in turn undoes 

some motivation crowding out, which allows the bank to cancel some more incentive contracts, 

and so on, taking us back to the original equilibrium.  

Figure 4: Temporary Cultural-Institutional Equilibrium 

Reasonable 
People (R) 
                          

            

          R*                                                            

                                                                 M                

                                            -1       O 

             0               H*  Total Employees         Incentive Contracts (IC) 

We now consider the situation where there is an exogenous shift downwards in the MCO curve 

due to a deterioration in ethical culture from global banking.  
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Figure 5: Deterioration in Ethical Culture from Global Banking 

Reasonable 
People (R) 
                          

                            O 

 

                                                               M (IC, τ (global))          

                                                                              

             0                 Total Employees         Incentive Contracts (IC) 

We take the total derivative at the equilibrium O=M; we define ‘global’ so that it enters τ 

linearly with coefficient of unity; and we note from before that the slope of O is minus one: 

𝑑𝑑𝑑𝑑 = 𝑑𝑑𝑀𝑀 

𝑑𝑑𝐼𝐼𝐼𝐼𝑑𝑑𝑑𝑑𝑀𝑀 = 𝑀𝑀𝐼𝐼𝐼𝐼𝑑𝑑𝑑𝑑𝑀𝑀 + 𝑀𝑀𝜏𝜏𝑑𝑑𝑑𝑑  

−𝑑𝑑𝑑𝑑𝑀𝑀   = 𝑀𝑀𝐼𝐼𝐼𝐼𝑑𝑑𝑑𝑑𝑀𝑀 + 𝑀𝑀𝜏𝜏𝑑𝑑𝑔𝑔𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑 
𝑑𝑑𝑑𝑑𝑀𝑀

𝑑𝑑𝑔𝑔𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑𝑑
=

−𝑀𝑀𝜏𝜏

1 + 𝑀𝑀𝐼𝐼𝐼𝐼
< 0                                                                        (1) 

𝑀𝑀𝜏𝜏 > 0  and 𝑀𝑀𝐼𝐼𝐼𝐼 < 0 .                                                                            (2)   

 

In the first instance, there is a direct effect of a negative shock to global banking culture 

(dglobal<0) which takes the firm to the first dot. Intuitively, if the global banking culture makes 

agents less trustworthy, the shareholders are forced to offer more incentive contracts for every 

additional agent who becomes untrustworthy as Homo Economicus.  

The strength of the effect from there depends on the existence of motivation crowding out, 

which in our model is parameterized by the slope MIC. If the M lines were flat, this would be 

the final equilibrium. However, since MIC is non-zero, extra contracts that have been offered 

up to the first dot crowd out motivation and turn more Reasonable People into Homo 

Economicus, shown on the diagram as the decline from the first dot to the dashed line. Thus, 

more incentive contracts need to be offered, and so on, to the final dot.   

We call this negative feedback between the initial offers of incentive contracts, on the one hand, 

and the demand for further contracts that this creates, on the other, a non-virtuous circle. If the 

denominator of (1) approaches zero, the non-virtuous circle could succeed in transforming all 
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Reasonable People into Homo Economicus. However, a crisis or government intervention or 

both (none of which are modelled) might interrupt the model before this happens.  

We earlier noted that trustworthiness involves many dimensions such as truth-telling: 

competence, reliability, and promise keeping. While we have emphasised truth-telling about 

manager effort within the Principal-Agent model as a mechanism that propagates incentive 

contracts, we believe that a lack of trustworthiness has general effects. 

The most direct effect of untrustworthiness involves the mistreatment of clients, who are often 

far less informed about financial products than bankers are. Increased competition and 

deregulation in the latter decades of the twentieth century tended to reduce the number of 

repeated interactions between bankers and clients as the markets swelled in size and, 

interestingly, as the cultural dominance of particular groups, like White Protestants in the US, 

waned (Hill and Painter 2015).16  

We know from the Folk theorem that Homo Economicus agents require repeated interactions 

to support cooperation. So the joint impact of reduced interactions with particular clients, plus 

a growing proportion of agents becoming like Homo Economicus through the non-virtuous 

circle, was always likely to erode general integrity.  

‘In traditional investment banking … reputational capital was as important as financial 

capital. The people who ran investment banks understood that temptation to take advantage 

of customers for short-term gain was always present, but they made a concerted effort to 

control it.’        Hill and Painter (2015, page 101) 

In one interesting anecdote, a client of Salomons in the 1970s paid the equivalent of a hefty 

100 basis points for a bond trade facilitated by the organization. In a development surprising 

by today’s standards, the managing partner returned part of the money and castigated the young 

bond trader with the words ‘Salomon Brothers does not make such a profit’ (op. cit. page 101). 

Hill and Painter wryly note that the trader’s actions were not even illegal whereas, in the 

ethically transformed decades that followed, the same firm under a different partner broke the 

law in the 1991 US Treasury bid scandal. During these turbulent times Goldman Sachs emails 

                                                           
16 It is not for nothing that UK bankers prior to deregulation were known as ‘gentlemen bankers’. For more than 
a century after the ‘panic of 1866’ (Bagehot, 1866), the stability of the British banking system had never been in 
question (Offer 2014) and British banking for most of the 20th Century was not marked by adventurous attitudes 
to risk and truthfulness. During the post-war construction of the British welfare state, financial markets were 
strictly regulated and international movements of financial capital were limited. The financial sector was highly 
fragmented, with participants being vetted to ensure they were deemed ‘fit and proper’ to carry out their 
functions. Individuals, firms, and partnerships not so deemed were dealt with by their peers and in extreme cases 
were excluded from the markets and from the social and professional networks of the City. 
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circulated by some managing directors referred to their clients as ‘muppets’.   

In model language we might say that there are significant externalities associated with financial 

professionals changing from Reasonable People to Homo Economicus, especially if the newly 

transformed agents eventually come to occupy key positions.      

4 Restoring Trust in Finance 

In this section we make a number of proposals for the restoration of trust in the finance industry. 

We have chosen the word ‘restore’ carefully, so as to avoid being utopian. Perhaps there are 

ways to ‘transform’ finance so that it is more ethical that other professions, or more ethical than 

it ever was, but that is more than we know.  

The model of section 3 is fully symmetric, implying that a positive shock to ethical culture 

could lead to a virtuous circle, reversing the damage of the last few decades. However, there 

are two matters of concern to be raised: First, we do not know very much about the timeframe 

for the reversibility of motivation crowding out. Interestingly, in the day-care example (Gneezy 

and Rustichini 2000) where fines perversely increased bad behavior, the incidence of late 

coming stayed high even after the fine was removed. That is, a cost benefit mindset seemed 

‘sticky’ and we haven’t modelled this.  Second, we cannot see anything comparable in 

magnitude to the 1980s change in global banking culture, but of the opposite sign, to set off 

such a virtuous circle. It is true that regulations have been tightened in many jurisdictions, but 

regulations may be ineffective at changing character, or at least their effectiveness may not be 

clear for some time.  

If it is granted that most bankers are well represented by Reasonable People, and that Homo 

Economicus tends to be concentrated in certain business units, one way to depopulate these 

business units of Homo Economicus is to be conservative about pay structures. If Gneezy and 

Rustichini (2000) is to be believed on this matter – that Homo Economicus does not quickly  

change back into a Reasonable Person – it may be possible to un-incentivise them so that they 

leave of their own accord, naturally after the appropriate cost benefit analysis.    

Change could also be assisted by altering some norms in the workplace. Where there is a 

reasonable prospect that agents act like Reasonable People, professional codes of conduct can 

be encouraged through rules, though professionalism is about more than rules. Positively, the 

professional is enjoined to exhibit what Downie calls beneficence, which includes truth-telling 

and loyalty (Downie 1990, Gold and Miller 2016).  
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On a practical level there are a number of ways that professionalization functions. The most 

obvious is through a professional body’s self-certification of its members. One of the tasks of 

a self-certified regime would be review performance pay, and we would recommend less 

reliance on it, based on the phenomenon of motivation crowding out. Self-certification has a 

long history in environments without external authorities. This is clearly not the case in the 

current environment, but it is equally true that internally generated self-denying ordinances are 

necessary. Hill and Painter (2015) describe some hopeful signs that banks are taking 

responsibility for ethical reform, and developing a more professional ethical culture.17  

There is a lively debate on whether professionalism requires a degree of monopoly power to 

operate effectively.   Certainly the system of ‘gentleman bankers’ in the UK up until the 1980s 

deregulation was, on the one hand, relatively uncompetitive, yet on the other it was considered 

to be more trustworthy than banking in recent decades. Taking a much longer view, Krause 

(1996) argues that professions – like medicine, law, engineering and the university 

professoriate – are essentially outgrowths of the medieval guilds by virtue of possessing the 

same ‘guild powers’ of association, workplace control and presenting a united front in dealing 

with the state, all made possible by a degree of market power.  

Guilds are generally regarded negatively by economic historians, with Olgvie (2011) 

following in the footsteps of Smith (1776) who denounced them as a conspiracy against the 

public. But Epstein and Prak (2008) counter that there are many tasks for which it is helpful 

to specify rules for the ways in which work is done, and that creating communities of practice 

enable valuable tacit knowledge to be transferred from person to person. Sox (2007) critiques 

the contemporary US medical profession by drawing on this ‘guild model’. He argues that 

professions act as a buffer for consumers against a controlling state or commercial interests 

more generally, echoing Krause’s (1996) reading of Marx, Weber and Durkheim. 

Paradoxically, he says, some monopoly profits by professionals gives them the freedom to 

enshrine service rather than profit orientation in its code of ethics.  

Some of Sox’s critique sounds plausible, especially when we recognize the phenomenon of 

motivation crowding. Extreme focus on profitability is indeed likely to crowd out ethical 

concerns, and extreme focus on profitability is a natural consequence of operating in highly 

                                                           
17 They list Deutsche Bank’s promises of ‘concrete cultural change’ on its website; Goldman Sach’s business 
standards committee which emphasises service to clients and reputational sensitivity; and the response by 
Barclays to the Salz review. Although it was birthed earlier (following the 1997 Asian Financial Crisis) the 
Toronto Centre (https://www.torontocentre.org) has had an active role in promoting financial sector integrity, 
though it operates primarily through regulators.  
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competitive environments. This is true of any workplace, but perhaps the finance profession is 

especially prone to such an extreme financial focus, given the nature of the day-to-day tasks 

are already ‘about money’. Such a focus may crowd out ethical motivations even more than in 

other industries.  

Yet for all this we are not proposing a general clamp down on finance, greatly reducing its size 

and creating large monopoly rents for a favoured few firms. There is a great deal of policy 

middle ground to cover without returning to ‘gentlemen bankers’ era, and there is currently a 

lot of healthy pressure on banks to recover good reputations. Once earned, these may be more 

of a barrier to unethical behaviour than they have been in the recent past.  

Finally, we argue that economics training could be altered so that students are exposed to 

representative agents that are different to Homo Economicus. For example, the utility 

maximization problem of figure 1B could be taught assuming the Reasonable Person who 

displays moral prioritization with respect to stealing, and Homo Economicus who optimizes 

by choosing the optimal amount of theft. Another step would be to teach agency theory 

differently, bringing the concerns from Jensen (2014), quoted above, into conversation with 

Jensen and Meckling (1976), much as we have done in this paper. On this note, Jensen is an 

instructive figure to study because he began as a canonical contributor to agency theory, 

became an instigator of some of the changes at Harvard Business School in the 1980s which 

Khurana (2007) criticizes, and, finally, has ended up as an advocate of moral prioritization for 

matters of integrity. 

One thing we have reason to doubt is that the ethical challenges we have discussed can be 

solved by further general deregulation. It is an appealing idea that any kind of firm that behaves 

unethically will be driven out of a competitive market, in much the same way that a seller trying 

of blemished apples would be. However, this has not proven to be a reliable metaphor in 

finance. The fundamental informational asymmetries in finance make it a special case – its 

irreducible complexity requires that society asks for principled agents who act with the same 

integrity as other professions.  
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