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THE CONSTITUTION OF THE NONPROFIT
ENTERPRISE: IDEALS, CONFORMISM AND

RECIPROCITY’

Gianluca Grimalda , Lorenzo Sacconi

1. Introduction

Studies dealing with the economic and social function of the nonprofit enterprise can be traced back
into two major strands of literature. The first emphasises the peculiar failures— mainly median voter and
asymmetry of information - of both the political and the market system in the provision of public or
welfare goods (respectively Weisbrod, 1988; Hansmann, 1980), thus aguing for the necessity of new
types of organisational forms of productive activity in those sectors. However, these models do not
actualy explain what in the peculiar ingtitutional nature of the nonprofit should help to solve this kind of
inefficiency.

The second approach does offer a “positive” explanation for the nonprofit firm, which draws on the
idea that the agents involved in the nonprofit sector have other-regarding motivations such as atruism,
will to conform to the established system of norms, a disposition to reciprocate the perceived fairness of
others' action (for a review, see Rose-Ackermann, 1987). However, in our view this approach does not
provide a sound theoretical foundation for these attitudes, which risks making the whole explanation void.
Moreover, such a theory is at odds with evidence on the conflicts of interests that affect the agents
involved in the nonprofit activity, as highlighted by the frequent practise of self-imposing norms
involving fiduciary duties and codes of conduct even in the nonprofit sector. In fact, the reality of the
nonprofit sector appears much more variegated than what would result from this approach.

The model we develop in this paper seeks to address both shortcomings that we perceive in the
received theory. Fird, it takes on the question of individual mativations to choice, providing a general
model of choicein which avariety of possibly conflicting motivesto action isweighed up by an agent. In
this setting, a seemingly altruistic behaviour is not a mere attitude of the individual, but is one of the
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possible outcomes emerging from a process of rationa evaluation of different motives to action. In the
application of this model to the case of the nonprofit enterprise, we shall assume that agents' preferences
are represented by a comprehensive utility function, in which two basic motives to action are considered:
the first is a (standard) self-interested motivation, whereas the second is a conditional willingness to
conform to an ideology, or a moral principle, which for brevity we shall call a conformist, or ideal,
motive to action. Ideology, or morality, is shaped as a normative criterion of evaluation for collective
modes of behaviours, which provides the agents with a ranking of the states of affairs kased on their
greater or lesser correspondence with the fulfilment of this normative principle. The ideology is seen as
theresult of a (possibly hypothetical) contract between the agents involved in the interaction in an ex-ante
phase. This sets on a normative principle that offers an assessment in the ex-post phase of the socia
outcomes, broadly described, in terms of the fulfilment of the principle itself; that isto say, the normative
principle boils down to a social welfare function that measures the correspondence of the outcome with
the normative prescriptions provided by the ideology. Agents, therefore, use such a shared principle in
order to measure their own and any other’s degree of conformity with it, and we assume that one's own
motivation to act in conformity with the principle increases with others' (expected) conformity. In other
words, individual compliance with the ideology isconditional on others’ compliance with it, as perceived
by the agent. This peculiar feature of reciprocity over others' behaviour callsfor an extension of the usua
equipment of decision theory, which is provided by the theory of Psychologica Games (Geanakoplos et
al., 1989).

Second, we propose a possible way in which the model is capable of accommodating for the piece of
evidence mentioned above, namely the possibility of conflict of interests within the nonprofit. In fact, the
nonprofit is one of the possible outcomes in a “game of production” where some relevant agents setting
up the productive activity, ideally an entrepreneur and a worker, determine the nature of the organisation
through their decisions. Since the structure of the interaction turns out to be that of a coordination game,
then codes of ethics and self-imposed rules of conduct can be justified as devices extending the structure
of the game in order to select the outcome corresponding with the nonprofit organisation, or, as we
suggest for future extensions of the work, investments made to “reveal” the “true”’ type of the firm to
external agents, e.g. donors, in acontext of asymmetric information.

Overall, two are the features that are needed to turn the nature of the firm from profit to nonprofit
oriented in the production game. First, agents must attach a sufficiently high weight to the conformist
motive to action in comparison with the material loss that this may bring about. Second, the ideology that
agents incorporate into their system of ends is shaped as the result of a (possibly hypothetical) ‘social’
contract between the relevant figures participating in the venture. In particular, ideology is inclusive in
that not only does it take into account the interests of the agents active in the productive enterprise, but
also the interests of other beneficiaries and stakeholders of the good produced. This additiona category is
represented in the model by the presence of athird agent, the consumer, who does not have an active role
in the after-congtitutional phase; i.e. she is a dummy player in the stage game of production. By
conforming to the ideology, therefore, the promoters are aware that they are giving “voice’ to some

categories otherwise excluded from social consideration. Moreover, the ideology is assumed to apply a
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fair and efficient distribution of the surplus in accordance with a contractarian criterion, since the
interests of each participant — consumer included - are symmetrically accounted for (Brock 1979, Sacconi
1991, 2000). Given such an impartial perspective that characterises the ex-ante stage of agreement on the
set of distributive principles, the resulting choice can also be said to embody a peculiar moral character.
On an operative ground, the Nash bargaining solution is taken as the function representing this ideology.
Overdl, the nonprofit organisational form is seen as the result of a - possibly hypothetical — internal
contract agreed upon by the relevant figures setting up the enterprise, which brings in the interests of the
stakeholders external to the firm in an equitable manner. Therefore, ideology stands out as a crucial asset
for the nonprofit organi sation.

The first part of the paper is devoted to the development of the individua model of choice. Section 2
introduces the distinction between consequentialist and conformist individua preferences. The material
and ideal game ae then presented as representations of the same interaction though assessed from
different standpoints, which adopt the self-interested consequentialist and the conformist attitude
respectively. Finally, ageneral version of the comprehensive utility function is presented. Section 3 offers
a specification of the conformist motive to action, introducing a peculiar notion of reciprocity in
compliance with the ideology, which is based on an extension of Rabin’s model of fairness (1993).

The second part of the paper aims to apply such amodel of behaviour to the account of the nonprofit
enterprise as a peculiar organisational form. Section 4 illustrates the setting of the “production game”,
where both the active players have one action improving the quality of the good and another one that
leaves it unaltered with respect to a free market standard. The surplus of the consumer is directly linked
with the number of agents performing the quality-improving action. It is then shown how this stage game
leads to different solutions depending on whether it is evaluated from the self-interested standpoint
(material game) or from theideal one (ideal game).

Section 5 explores the final solution of the production game when the two conflicting attitudes are
blended into the comprehensive utility function. We show how an equilibrium is possible that leads both
active agents to perform the quality-improving solution, provided that the weight attributed to the
ideological mativation is sufficiently high. However, we observe that under the same conditions there
exists another equilibrium in which agents perform the non-quality-improving action, besides a third
equilibrium in mixed strategies. Noticing that the structure of such a psychological game resembles that
of a coordination game, we suggest that the issuing of codes of ethics by the firm may act as a cognitive
device able to generate determinate expectations for the agents over the quality-improving equilibrium.

Wefinaly interpret this result as a main underpinning for the nonprofit firm.

2. The System of Choice of the Agents

2.1. Self-Regarding and Other-Regarding Motivesto Action: an Overview

The idea that individuals take into account a large number of reasons to action when making
decisions, which extend well beyond the stereotypical self-interested motive, is now largely accepted
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among students of rationa choice. As Binmore puts it (1994: 19), “not even in Chicago are the views
[that homo-economicus strictly abides by her own self-interest] given credence any more’. This set of
supplementary motivations may include altruism, the willingness to act in accordance with the received
sense of morality, or the want to conform to the behaviour or the expectations of the other members of the
community. In principle, every type of motivations, even those dictated by a person’s whims, or by self-
destructive and anti-conformist desires, can be included in one’ s system of ends.

Therefore, according to this view, the range of the agent’s possible motives to action is left as ample
as possible. In other words, there is no constraint on the set of ends that the agent may like to pursue, but
the correspondent choices need to satisfy requirements of internal consistency in order to be called
rationa. In particular, when a sequence of choices made under different circumstances — that is, under
different values of the “parameters’ that frame the context of choice — fulfils the basic axioms of
transitivity, completeness, reflexivity, and possibly some others, then theinternal consistency and thus the
rationality of the action can be said to hold. The utility function does not have any intrinsic meaning if not
for acting as a formal device to represent such a coherent system of choice'. In particular, individual
rationality is not assessed on the grounds of the agent’s effectiveness in pursuing some notion of self-
interest, but rather on the logica internal coherence of her choices with respect to her ends: even the
behaviour of a saint can be assessed in terms of rationality in much the same way as that of a homo-
economicus’.

Ben Ner and Puttermann (1998) provide a theoretical underpinning for such a model of individua
choice, by distinguishing between self-regarding, other-regarding and process-regarding motivations.
The difference between them depends on whether the agent is concerned with the consequences of her
action on hersdlf, on others, or on the way outcomes are brought out, respectively. We shall expand on
this point in the next section. Another way of representing these ideas has been put forward by Copp
(1997), who associates different reasons to action to different standpoints that can be adopted in assessing
a particular social outcome. In particular, a self-regarding motivation stems from the adoption of a
standpoint that is internal to the individual, where the standard of assessment is some form of her well-
being. In the case of the other-regarding motivations, the agent uses a perspective external to that of her
own sdlf. In this case, she may adopt the standpoint of a single agent different from her, which may lead
to atruism, or that of the “team” she is part of (Sugden, 2000), or the point of view of an impartial
observer sympathetic to each member of the group of agents (Harsanyi, 1977).

Only recently have some contributions been put forward that build on this background theoretical
framework to provide working models of choice. In particular, Bernheim (1994) and Sugden (1998a,
1998b) add to the self-interested motivation a second one given by the desire to obtain the commendation
and avoid the disapproval of others with respect to one’s own actions. In these models the other-regarding
motive is thus associated with the desire to live up to others' expectations, which is the reason why these
approaches are generally referred to asnormative expectations models (Sugden, 1999).

Another strand of contributions is connected with the flourishing body of literature in Experimental
Economics, where the evidence gathered in laboratory experiments on individual behaviour, somewhat
unaccountable by relying only on self-interested motivations, have spurred the elaboration of new
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hypotheses in choice models. Fehr and Schmidt (2001) distinguish theories where agents are endowed
with ‘socia preferences - that is, their utility function also depends in some way on the payoffs
distribution amongst them — and theories where agents are motivated by ‘intentions-based’ reciprocity;
that is, theindividual is spurred to replicate the ‘intention’ perceived in others' actions.

In particular, the social motives taken into account in the first approach include aversion to inequality
in surplus distribution, or some form of altruism, or concern for the individual position within the payoffs
ranking. The second approach builds on Rabin's semina model of fairness (1993). The main ideais that
the agent may assign a different value to others' actions depending on how she perceives their intentions
in bringing them out. For instance, an action may be deemed as kind when it brings about an extra utility
with respect to what expected in relation with some standard of behaviour, or it may be perceived as nasty
when it leads to an unexpected loss. As a matter of fact, according to investigations in Psychology, a key
trait in human behaviour is to reciprocate the intention perceived in others behaviour with an action of the
same sign. On this view, Rabin's model is a formal device to incorporate these observations into
individual choice theory.

The theory of Psychological Games provides with some tools to embody these considerations into a
forma analysis. In fact, it introduces beliefs, of every possible order, on each other behaviour into the
utility function (Geneakoplos et al (1989)). In this fashion, it is possible to model the idea that an agent
can be more or less satisfied depending on how others actual action correspond to her initia
expectations. In particular, for smplicity restricting the analysis to the case of two-person interactions,
Rabin considers a pair of ‘kindness functions’, which measure the extent to which the agent’s and her
counterpart’s actions increase or diminish one another’'s expected payoff. This estimate is used by each
agent to appraise the kindness of the other party to hersdlf, on the grounds of her second order
expectation, and the kindness of the subject herself toward the other agent, as perceived on the basis of
her first order expectation. The way in which these functions are constructed is to consider the best and
the worst payoff that each agent can cause to the other on the basis of the reciprocal expectations, and
then to consider how the payoff actually brought abouit lies between those two extremes”.

Other models have been developed in which agents’ social preferences and intentionbased reciprocity
attitudes are both present in individual motivations. For instance, in Charness and Rabin (1999) the
‘weight’ that each individual attaches to each other individua in her own socia preference depends on
the disesteem with which the agent herself thinks of the others, which is appraised in terms of the
‘distance’ of others' behaviour from a purely disinterested one. Likewise, in Falk and Fischbacher (1999)
each agent computes a ‘ benevolence term’ for any other agent, which depends on the degree to which any
other agent’s action has increased or diminished the inequality in the overall distribution. This term is
then multiplied by a ‘reciprocity term’ that is positive or negative in relation to the other agent’s action
being percelved as kind or hostile. Finaly, another parameter measures the relative weight attached to
material utility with respect to that of reciprocity on the social distribution.

The model that we intend to build is similar to those now illustrated in that the aspects of reciprocity
are related to some forms of normative evaluation of the socia states. However, as we shall argue in

section 3 and 5.1, it differs from them in the content of the normative function.
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2.2. Conformist Preferences

2.2.1. Consequentialist Preferences Vs. Deontological Reasonsto Prefer

In the present paper we shall embrace the view outlined in the previous section that the number of
motivations that agents consider extends beyond the standard self-interested reasons to action. However,
we believe that prior to the distinction between self-regarding and other-regarding reasons to action there
exists an even deeper distinction between consequentialist and conformist types of preferences of the
individual, on which our model will be grounded. Given the importance of the matter, we devote the
present section to put forward in detail the theoretical underpinnings of the individua system of
preference.

Simply stated, preferences can be said to be consegquentialist when they are defined over the
conseguences of the agents' actions. Consider a situation of strategic interaction involving many agents.
This generates states of affairsthat can be differently described according to their different characteristics.
If these are meant as consequences, they are understood as what happensto the decision maker in a state
— i.e. as the consequencesto the decision maker hersalf - or what happens to any subset of individuals or
to every individual — that is the consequence to anyone in the same state. In the first case the
characteristics under consi deration would be an attribute of the single agent herself — such as her wedlth,
leisure, effort, etc. - and they are the result of a one to one mapping between the state set and the
consequence set held by one particular individual (the decision maker). In the second case the
characteristics under consideration would be attributes of some set of individuas (possibly all of them),
and they could be defined by a one to many correspondence between the state set and the consequences
setsheld by all the concerned individuals.

The distinction between sdlf-regarding and other-regarding consequentiaist preferences thus depends
on whether the list of characteristics takes into account only self-referred consegquences, or aso
consequences to other agents. In the former case we have self-regarding consequentiaist preferences.
When instead the agent takes account of the consequences of social interaction on other individuals,
other-regarding consequentialist preferences obtain. Notice that this definition does not necessarily imply
abenevolent disposition of the self towards other people, but only that individual preferences are affected
by the outcomes occurring to other people as well as theirs. For instance, even a sentiment of hate
towards another person would be regarded as implying an other-regarding preference for the very fact that
the set of consequences that the agent considers includes that of other agents. To be sure, however, other-
regarding preferences are the natural source for individual moral preference of a consequentiaist type -
namely, preferences over every individua’s consequences impartially weighted. In particular, we have
utilitarian moral preferences if, besides accounting for everyone's consequences, we further require that
each agent’s consequences are assessed from the point of view of each agent’'s preferences, thus
implicitly calling for interpersonal comparisons of utility, in addition to the requirement of summing up
each agent’s utility. Altruistic preferences are another special case, in which the agent attaches a high,
weight to the consequences for other agents, as assessed from the point of view of their own self-referred
preferences, rather than from her own.
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Let us now come to the second basic type of preferences of the sef, which we call personal
conformist preferences as opposed to personal consequentialist preferences. As well as the first type of
preferences, conformist preferences are defined over states of affairs, but nevertheless they are not
described in terms of consequences occurring to any individual, but as patterns of individual,
interdependent or collective behaviours, and as beliefs about such modes of behaviour. We put a
deontological element at their basis, since these preferences are grounded on some intrinsic
characteristics of the agents' actions rather than on their conseguences. In other words, agents are
motivated to act by the awareness that their actions satisfy some formal properties rather than from the
mere outcomes of their actions’. For instance, the agents may attach utility to the knowledge that the
decision procedure they follow is “fair” according to some definition. Again, it is possible to draw a
secondary distinction between self-regarding and other-regarding conformist preference, where the former
refers to the case in which the agent only cares about the intrinsic characteristic of her own action,
whereasthe latter pointsto the characteristics of both her own and the others' participants actions.

In order to better understand the distinctions between the two basic concepts of preferences, the
following elements are to be considered in sequence: i) the relevant description of states of affairs (sec.
2.2.2), ii) the preference ordering over states of affairs as it depends on the relevant description of the
states (sec. 2.2.3), iii) the induced preferences ordering over the actions set of each individual player, iv)
the numerical representation of such preferences by an utility index that we call ideal utility(sec. 2.2.4)°.

2.2.2. The Relevant Description of States of Affairs

States of affairs are now primarily described as sets of interdependent actions - to whom each player’
beliefs over the other’s actions are appended. These are considered with respect to their conformity (or
lack of conformity) to a given abstract principle of justice. Under this description states are modes of
deontological individua or collective behaviours performed by the players. We may fix a pattern of
behaviours (avector of strategies) that is meant as perfectly deontological becauseit fully conformsto an
abstract principle of fairness or to afair criterion of benefits distribution amongst the concerned parties.
Call such a state the ideal . Then we may look for the degree of conformity to the ideal displayed by each
state of affairs resulting from the individual choices actually performed by all the players (or by each
player's choice given other players choices.) In other words, we alow for the possibility that agents
experience different levels of ‘utility’ - that is, different degrees of motivational strength - in relation to
the degree to which the normative principle can be said to be fulfilled. In particular, in order to define the
character of mutuality of the preference (see next section), it will be important to single out the individual
contribution to the accomplishment of the ideal state and, conversely, the individua responsibility in the
deviation fromiit.

Another point deserves some comments. The principle of justice to which agents desire to conform
their actions, may well be a principle of distributive justice, and thiswill indeed be the case in our model.
Therefore, the outcomes for the agents have to be taken into account in order to check the degree of
fairness of the surplus distribution. This does not reduce the second type of preferences to the first. First
type utilities are no more than the rough materials of the second type. We must know about outcomes

where utilities for consequences are allocated amongst the players in order to describe whether they
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correspond to the ideal distribution defined according to an abstract principle. A principle of fairness
(some given fair bargaining solution to a social contract model) accounts for each state according to a
distribution criterion. This enables us to say whether the occurring vector of strategies in each state
determines a payoffs distribution consistent with the abstract principle of fairness. But what matters for
the relevant description of the states of affairs are not consegquences or material payoffs as such, but the
description of adistributive property of the payoffs. Under this description thereis no individual to whom
the relevant state of affairs happens as a consequence. We simply have a distribution stating the ratio
according to which a pie, which provides an amount of overall surplus as high as possible, is partitioned
amongst different players. Consequently, we may say that the concern for outcomes is in this case only
indirect, as the interest of the agents lies in the compliance with the ideal principle of justice rather than
on the consequences that this brings about. The content and the features of such a principle will be
specified in more detail in section 2.2.4 and 5.1.

2.2.3. Mutual Conformity

Preferences are then defined not directly over conseguences, but over acts n the grounds of their
conformity to an abstract norm, i.e. adistributive principle. It is apparent that the preference ordering over
states depends on an objective measure of conformity of any vector of actions to the abstract principle of
fairness as it is built into the description of each state of affairs (as seen through the beliefs of the players
over the others' actions). The more a state of affairs is expected to conform to the ideal, the more it is
preferred by a player, i.e. the degree of expected reciprocal conformity is used as the basis for defining
each player’s preference ordering over states. Therefore, conformity is the characteristic that we assume
is considered by players in order to say how desirable a state is. In particular, besides alowing for the
“measurability’ of the extent to which the set of interdependent actions fulfils the abstract normative
principle, we also assume that the expectation of greater conformity by other agents spurs a greater
incentive in the agent to conform as well. In this sense, at the basis of conformist preferences lies a
measure of how much deontology is built into the expected pattern of behaviour displayed by al the
playersin each state. This type of preference may be deemed as conformist, in that it consists of the desire
to have the rules ex-ante accepted by an agent to be obeyed by everyone else. The type of conformism we
are describing is nonetheless moral, in that the principle whose genera observance triggers utility is, in
our model, the result of an ex-ante unanimous and impartia rational choice.

In this aspect there lies the mgjor difference between approaches like Sugden’s and ours: in Sugden
(2000) there does not exist an independent normative condition shaping the rule that agents are required
to conform to: in fact, agents pay a disutility (a penalty) for not living up to anyone else's expectation.
This implies that virtually any outcome of the game can emerge as the “mord” rule to be followed, since
every convention can find support by means of the motivational force engendered by the expectations of
the community members (Grimalda, 2001). Hence, the heuristic power of such an approach can appear
questionable, since it seems that every norm can command conformity for the very fact of having come
into existence. In our model, we take a different route in modelling conformism in that the rule must
reflect an abstract principle of justice, whose only requirements are to be rationally acceptable and fair in

an ex-ante perspective. In other words, not al of the patterns of mutual conformity, but only those
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satisfying ex-ante properties of rational acceptability, are those embraced by the agents. We shall take the
Nash solution to bargaining games, and the corresponding social welfare function, to represent such a
principle (see section 5.1).

One important feature of our approach is that, despite the deontological element put at the basis of
conformism, we must not give up the ultimately subjective nature of preferences over states of affairs,
meant as some sort of subjective affection of the players (Gauthier 1986). In fact there is no reason to
conclude that the preference criterion should be based on some objective value having an ontological
reality “out there”, completely independent on the affections or the judgement of those who are asked to
express their preference. Notice that while conformist preferences depends on degrees of conformity -
which are an objective measure of the levels of deontol ogy built in the description of states - nonetheless
deontology is meant as conformity of actionsto afair distribution principle that we have simply rationally
agreed upon. As we shadll illustrate in section 5.1, rationally agreed principles of fair distribution are in
our model meant as what players would accept in an hypothetical bargaining situation amongst
symmetricaly rational bargainers, who are al equally driven by rationality postulates derived from the
same principle of utility maximisation under strategic interaction, but aswell equally incapable to identify
their own particular name and role in the game?®

To clear up the matter, let us state the hierarchy within which the different pieces of the argument
should be understood so far. First of all, for each player it is taken for granted the existence of some first
order utility function defined on states, which are initially described in terms of the consequence that each
player gets from feasible surplus allocations. Second, players accept some terms of agreement concerning
surplus distributions. This agreement is worked out according to a fundamentally subjective notion of
unanimous rational choice under ideally symmetrical bargaining conditions. Moreover, it defines a norm
for digtributing benefits in any game situation of the kind under consideration. Third, this principle is
adopted as the ideal term of reference in order to measure “conformity” of states of affairs - described as
vectors of interdependent actions - to a principle of fairness, and this introduces a deontological
assessment of states of affairs.

The result is apreference ordering defined over states of affairs, which we hold not merely because of
our primitive psychological desires for material payoffs or preferred consequences, but because it
conforms to a rationally agreed abstract principle. That conformist preferences are based on a principle
derived in turn from a rationa bargaining model (over payoffs distributions), does not make less
deontological the reason of preference at this second level of the argument. Nonethel ess the deontol ogical
nature of these second order preferences does not make them dependent on vaues (ontologicaly)
objective in nature or completely independent of the decision maker’s affectivity or judgment. Duties are
simply those we have rationally agreed upon in a hypothetical bargaining situation.

2.2.4. Preference Orderings and Ideal Utility

In the end, what really matters are each player’s preferences over her own actions. As consequentialist
preferences induce persona preferences over the actions' sets of every player, this must aso be true for
conformist preferences. Simply, these are induced by the conformist preferences over states described so

far. If a player thinks that a strategy combination conforming to the principle of fairnessis currently the
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most probable state of affairs, then she will prefer her action that conforms to the duty — call it the
deontological action — exactly because it contributes to bring about a state of affairs conforming to the
duty.

To dtate it a bit formally, agent A conformistically prefers action X, to action X, if A observes an
action Y by the other player B that would bring about a state of affairs S (a strategy vector) that conforms
to the principle Pif chosen together with action X, more than together with action X,.

This definition however hides how important beliefs are to the definition of personal conformist
preferences. We must account for the fact that a player, while he does not observe vectors of actions as
such, on the contrary holds beliefs over other players' actions and over other players’ beliefs over hisown
action. Thus he holds preferences over actions according to whether these actions, along with what she
believes other players will do and what she believes other players will believe about what she does,
contributes to bring about states of affairsthat conformsto arationally agreed principle of fairness.

To give again a forma definition, agent A conformistically prefers action X; to action X; if she
believes that agent B will adopt the action Y, given that he (B) believes that A chooses action X, so that
by choosing action X; (together with act Y) agent A believes to bring about a state of affairs S that
conforms to principle P more then by choosing action X,. This definition makes it natural explaining
personal conformist preferences of agent A as resting on a hierarchy of mutual beliefs, within which any
layer of beliefs of each party isjustified by ahigher order layer of beliefs.’

Since conformist preferences are also two-place relationships, by assuming that they satisfy the usual
conditions of completeness and transitivity, we can derive a standard preference ordering over the
strategy set of an agent . Thus, even if conformist preferences are defined over characteristics of joint
actions, rather than on their consequences, this does not impede to represent them by means of a utility
function, which would satisfy in addition the usual axioms of expected utility. We call it individua ideal
utility of actionsasit is based on the agent’ s conformist preference ordering on actions.

In what follows, we will provide an example of a utility function that additively compounds the self-
interested consequentialist motive to action and the deontologica -conformist one. The two will be
associated with what we call a material and a conformist, or ideal, (source of) utility, which, under a
reasonable assumption of separability, make up the individual comprehensive utility function. The
existence of this pair of different attitudes calls for two different types of analysis, coming down to two
different concepts of solution of the same basic game situation under scrutiny. We call the first type of
analysis the material game, in which the self-interested attitude is dominating and agents are only
concerned with their material utility: this will be given aformal illustration in sec. 2.3. The second is the
ideal game, where instead the deontological source of preference is the relevant one and aents are
concerned with their ideal utility, as shown in section 2.4. The final choice of the agent will be based on
how these two prompts to action are combined in the comprehensive utility function, and in particular on

the weight that the agent assigns to one rather than to the other prompt to action.
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2.3. TheMaterial Game

It is given agame G, made up as usual by atriplet of eements: aset | of players, a set of strategies §

and a utility function U for each agent. Formaly, G = {I ,S,U } where S=_ S defines the set of
il 1

feasible strategies profiles, and likewise U is the set of vectors of utilities. Allowing for the use of mixed
strategies by the agents, we can further introduce the operator D(X) to express the randomisations over a

set of elements X. We can thus define the set of possible randomisations over the strategy sets of the

agents: S, :=D(S,); finally, we can consider the vector including a randomisation for each agent:
S:=" S, wherethegeneric elementisindicated with S T S.
il

In the game G, the utility functions represent a measure of the self-interest of the agents, thus
reflecting the first type of motivations illustrated in section 2.2. They are defined, as customary, firstly
over the outcomes of the games - that is over the consequences to any player attached to a given way of

playing the game, such that they are functions of the profiles of pure strategies: U i (S) .° Furthermore,

taking on standard assumptions regarding expected utility, we introduce Von Neumann-Morgestern utility

functions defined over mixed strategies profiles, U, (S), where U, (S ):: é P, (S)ji (S) P, (S)
si's

represents the probability that the pure strategy profile s is played according to the mixed strategy profile

s. Provided that the nature of this game does not differ from the standard, the relevant concept of

solution would be the Nash’ s one.

2.4. Theldeal Game

The ideal game differs from the previous one in that agents evaluate the social situation from a
different standpoint than the sdlf-interested consequentialist one, possibly including the evaluation of the
material payoffs of other agents who are affected by their actions but cannot affect the final outcome.
Hence, weintroduce an ideal game G* as an extension of the material game G, in which the set of players
is possibly larger than in the material game thus modifying the corresponding set of utilities. Formally,

this gameis defined by thetriplet: G* ={I*,S,U*} ,with | [ 1* and U* = * U, . Notice that the

il
set of actions Sis left unaltered with respect to the material game: by definition the players now included
in the game are dummy playersin the original one.

Resting upon this construction, we can now introduce the notion of a normative principle used to
appraise socia state of affairs resulting from strategic interaction. This generates aranking of the strategy
combinations made on the grounds of the ideology, or the moral principle, which is ex-ante accepted by
the agents. Notice that this ranking is established according to the level to which the vectors of material
utilities (the standard payoffs vectors) satisfy a given formal distributive property, that is whether,
attached to any outcome, a distribution of the material utilities does materialise that satisfies a normative

property T. Consequently, we are assuming that it is possible to measure on some scae the
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correspondence of the socia dtates of affairs to an ideal norm of assessment, which is represented by a
function of the social outcomes. This is analogous to an individualistic social welfare function in that it is
dependent on the material utilities of the agents involved in the interaction and establishes a certain
formal property of the material utilities' distribution amongst the agents themselves:
T= . Ui(S)® R

Therefore, such a normative principle permits the creation of an ordering over the possible states of
affairs (strategy vectors like s S), which represents the assessment that an impartial spectator would give
to the different socia situations on the basis of the relevant normative criterion of distribution. A higher
value of the function T, defined over outcomes, implies that the associated social state of affairs satisfies
to a higher degree the normative criterion.

Of course, taking the structure of the game as granted, it is possible to make the function directly
dependent on the pure strategy profile set S, and, aso, on the mixed strategies of the game:

Tls)= & P (OS]

In analogy with individua expected utility, the expected normative function is smply a weighed sum
of theindexes of welfare distribution under all possible pure strategies profiles, with weights given by the
probabilities that each outcomeis actually played.

2.5. The Comprehensive Utility Function

As dready pointed out, we allow for an agent having various, possibly conflicting, motives to action
in her own system of deliberation. The first is given by the usual self-interested motivation, whereas the
second hinges upon the ordering of the social outcomes that is carried out by means of the normative
principle T introduced in the previous section. It consists of the utility derived from the knowledge that
the action performed by the agent, given her expectation on others players action, satisfies, to some
extent, the normative principles T with respect to the assessment of the social states of affairs based on the
ranking of the corresponding outcomes.

We now introduce what we cal a comprehensive utility function, whose components are given by the
material and ideal utility. In what follows we shall assume that the agents are able to fully compare this
pair of reasons to action and to take a decision, thus leaving aside the issue of commensurability of
different sources of value™.

The comprehensive utility function will then have the following form:

Vils)=Uis )+ fT(s )] i

The first term U; represents the material utility and is shaped in accordance with the agent’s self-
interested consequentialist preferences. The second term is the idea utility and reflects the agent’s
concern with other types of reasons to action, meant in general as the degree of conformity of the socid
state of affairs - the agent’s and the others participants' behaviours- to the normative principle of welfare

distribution T. Thisis expressed as a function f, shared by all agents, of the social normative criterion T.
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For simplicity, the two components enter the function additively, and the parametersl ;, possibly different
for the agents, measure the weight attributed to their ideal rather than material source of utility. The
function f may be specified in different ways in order to account for various possible forms of the
morality-grounded motive to action. In the following section we shall provide a particular specification

based on an idea of expected mutuality in conforming to the normative prescriptions.

3. Mutual Conformism

3.1. A Reciprocity-Based Account of the | deological Motive

The modd that we wish to develop emphasises the aspects of reciprocity in acting in accordance to a
shared normative principle embodying an ideology, as represented by the welfare distribution function T.
In particular, the idea we want to capture by means of our model is germane to the common approach in
the literature on moral philosophy that sees agents as available to sustain a ‘just’ action, but possibly
detrimental in terms of self-interest, only insofar they expect other agentsto do the same. Indeed, thisisa
restatement of the usual notion of reciprocity, where this is now intended in a genera sense and with
respect to a normative principle, rather than in a two-side relationship where agents are concerned with
each other’ s payoffs.

We mode this account of reciprocity by building on Rabin's model of fairness (see sec. 2.1). In
particular, Rabin’s kindness functions are substituted by functions of expected conformity with the
normative principle, so that each agent’s incentive to perform an action satisfying the moral principle, and
possibly contrasting the sdlf-interested reason to act, is positively linked with the extent to which the
opponent is expected to perform an action consistent with the same normative principle. In this way, we
model the idea that agents derive utility from their expected reciprocal conformity to a shared normative
principle, rather than from an expectation about how kind they are one toward the other in terms of the
satisfaction of their own consequentialist preferences.

3.1.1. Expected Conformity to the I deology

To modd these ideas, we need afurther extension of the analytical structure of individual preferences,
derived from the approach of Psychological Games (Geneakoplos et al, 1989). In principle, the formal
apparatus requires the construction of hierarchies of beliefs of infinite order, but this aspect is much
simpler here since, for our purposes, bdiefs of the first two orders are al of what is needed in order to
give an account of reciprocity.

A first order belief for player i is a probability measure over the other players’ mixed strategy set,

namely B':= D(S_i ) ; thus the generic element b* T B" indicates the probability with which i believes
that the other players are going to implement the profile of strategies s.;. In the same fashion we can

define BY, :=" ., (Bj ) Obviously, when there are just two active players, we have B! := D(Sj ) and
B_li = Bj. A second order belief for player i is a conjecture over the belief of j over i's strategies.

Therefore, it consists of a probability measure over the Cartesian of other players' beliefs of first order:

13
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B’ := D(B_li ) Thus the generic element of thisset, b> T B?, represents i’s probability that the belief
of j over i's strategies is b} *". We shall indicate with b, = (bil,biz,...) the infinite-dimension vector

collecting the beliefs of each order for playeri.

We now restrict our attention to a two-person game, even though a generalisation to the case of n
players would be straightforward. In analogy with Rabin's pair of kindness functions, measuring the
mutual impact of one’'s actions on the other’s individual utility, we can now introduce functions
computing the degree of conformity to theideal - i.e. amoral principle (we call it thereafter the ideology).
We first definei’s conformity to theideology in the following way:

)= T .0) T (et)

T ) T o)

where T" (b,l): argmaXT(si,bll) and TM'N(bil):argminT(si,bll). In other words,

f.(s,,b

TV (b,l) and TN (b,l) are respectively the maximum and minimum vaue that the welfare
distribution function, representing the normative principle or ideology, can assume, depending on i’'s
action, giveni’sfirst order belief bil over the action that j is going to perform'?. Therefore, if T MAX (b,l)
(TM'N(bil)) is obtained, then agent i is maximising (minimising) the welfare function given his first
order belief. T(S . bil) isinstead the value of the welfare function corresponding to i’s actual choice s;,
given what he expects from player j.

Hence, f; (S - bl) is an index varying between -1 and 0 expressing the extent to which i’s action

i1
satisfies the normative criterion associated with the function T. When f, (S i ,bil) is equal to O (-1) it

means that i is exactly performing the strategy maximising (minimising) the welfare function, given i’s
first order belief, and this proves that his action is consistent with the normative prescriptions at the
maximum (minimum) degree. In other words, conformity to the agreed upon normative principle is
measured by the extent to which one’s action reduces the distance between the actua state of affairs and
the ided one, that is the state where the value of the welfare distribution function is maximised over the
agent’ s strategy set, given the expected choice by the counterpart.

To model the concept of reciprocity in the individual motivational system, we need to introduce a
function symmetric to that set out above. This is the esteem that player i forms about j’ s compliance with
theideology:

T(bf,b2)- T (b2)

T T )

whee  T"*(b?)=argmaxT(b2,s ) ad T““(b2)=argminT(b?s ). Therefore,

] ]

)

TMAX (bz) and TN (bz) are the value that the welfare function takes when player j respectively
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maximises or minimises it, given the second order belief of player i. In other words, those functions
indicate the maximum and minimum values that player j can attribute to the welfare function, given the
belief he has about i’ s action as percelved by i himself. In fact, recall that such a function measures the

esteem of j’s compliance to the ideology as measured from i’s standpoint. Thus, if player i hasformed a
belief bi2 about the player ' s belief over i’ saction, she will judgej’ s actions from this point of view. She
will then consider the best and the worst value that j can do with respect to the welfare function, and then

compare these valueswith T (bil, QZ ) , which isthe actual value that i expects the welfare function to take

according to his beliefs. Alike the twin function f; (S : ,bil), a value o F] (bil,b'z) equal to 0 (-1)

.
indicates the maximum (minimum) degree of conformity by player j to the ideology as embodied in the
welfare function T.

3.1.2. The Comprehensive Utility Function

We can now introduce the final version of the utility functions. Notice that, asin every psychological
game, the utility of an agent depends on her beliefs over the different possible outcomes (strategy
vectors). We assume the following representation, which blends the two functions of compliance to the

ke e 76 e 1 )

17 (| 177
The fact that bi1 now substitutes S ; depends on the fact that only in equilibrium the two are assumed

to coincide. The ideal utility, again weighted by the coefficient |;, consists of the product of the two
conformity functions augmented by 1.

The idea we wish to capture through this specification is twofold. On the one hand, the agent’s utility
depends positively on the redisation of the “best” social state of affair, in terms of the satisfaction of the
normative criterion; indeed, the ideal utility is increased when an agent performs an action increasing the

value of T, whoever sheis. The second aspect is the character of “reciprocity” in the compliance with the

normative criterion: in fact, the (esteemed) conformity of the other player, as expressed by F] (b-l b-z),

may be seen as the “margina incentive’ that the subject has in pursuing her ideal motivations, as

b ) Therefore, the ideal utility increases as the counterpart’s action is perceived

represented by  f; (S
as more consistent with the ideology, thus dliciting a similar behaviour in the agent hersdlf. In the extreme

caseinwhich F] (b,1 , biz) is equal to—1, which denotes the worst action that agent j can perform in terms

of the normative principle, the coefficient of the ideological motive gets equa to zero, thus leaving the

self-interest as the only relevant motive to action*®. Conversely, when 1+ ﬂ (bil,biz) is positive and
sufficiently “large”, then agent i may accept to pursue an action that is contrary to her self-interest but
conform to the normative principle'®. In general, the evaluation of the opponent’s conformity to the
normative principle magnifies or shrinks the individua motivation to act in accordance with the

normative principle aswell.
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3.1.3. The Psychological Nash Equilibrium

The peculiar innovation introduced in the comprehensive utility function, that is the inclusion of
beliefs in the arguments of the function, cals for an extension of the standard concept of solution of
games, namely the Nash equilibrium. We shall adopt the original notion of Nash psychological
equilibrium put forward by Geanakoplos et al. in their semina contribution, although some refinements
of this notion have been suggested (Van Kolpin, 1992) and others appear possible.

The underlying idea of this concept isthat, if we arein equilibrium, then the beliefs of rational players
must be coherent with the strategies that are there being dayed. As an example, if in equilibrium |

observe my opponent playing the (possibly mixed) strategy S | i Sj , then my first order belief must
assign probability one to that particular strategy and O to all of the others. This is tantamount to saying

that once an equilibrium has been reached, al of the first order beliefs must be single-point distributions
assigning probability one to the equilibrium strategy. The higher order beliefs are then generated upon a

condition of coherence with thisinitial condition (Geanakoplos et al, 1989: 64). We shall call b, (S ) the
distribution of beliefs associated with the distribution that is coherent with assigning probability 1 to the
strategy s, and with b(S ) = (b1 (S ),...b N (S ))T B the profile of such beliefs for then players.

Recalling the definition of b; as the vector collecting the beliefs of each order for player i, and
consequently of b= (b,,.. b,) asthe profile of beliefs for each of then players, we are now able to provide
the definition of Psychological Nash equilibrium (Geanakoplos et a, 1989: 65):

A psychological Nash equilibrium for a nperson normal form psychological game G is a pair
(6,§)T B” S suchthat:

hb=h(s)

i foreachil 1ands 1S,V (b.6,.5,))evi[.s)

Condition (ii) is a simple restatement of the standard Nash equilibrium condition, affirming that for
each player the equilibrium strategy must confer a payoff not smaller than what attained by any other
feasible strategy, given the opponents’ strategiesand the beliefs™®. Condition (i) restrains the beliefs to be
coherent with the equilibrium strategy. Notice that if beliefs are not part of the utility function then

condition (i) becomes redundant and the definition boils down to the standard Nash equilibrium
definition.

4. The Game of Production

After the philosophical and analytical underpinnings of the system of choice of the agents have been
set out, we can now apply this model of choiceto the analysis of the nonprofit enterprise (NPE hereafter).
First, we depict a situation of interaction in the production of a good (section 0), whose outcomes
correspond to a variety of different behaviour of afirm corresponding in turn to different organisationa
form. This game is analysed in accordance with the two attitudes that make up the utility functions of the
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players (section 0). In section 5, the Nash social welfare function is adopted as the normative principle
used by the agents, and we anayse the conditions under which a nonprofit organisational form can be an

equilibrium of the game.

4.1. The Setting of the Game

We suppose that three players are involved in the game of production: a worker (W), an entrepreneur
(E) and a consumer (C)*°. The latter is actually adummy player, her actions not having any impact on the
others payoffs, though her payoff is affected by the others actions. The worker and the entrepreneur
work together in a firm, and are to decide the degree of their commitment to the company, which is
supposed to be measurable along some scale. Their different degree of involvement brings about different
organisational formsfor the firm. More specifically, each of the active agents has two available strategies;
one prescribes performing an action that would be standard in a free-market, profit-oriented context. The
other action permits the improvement of the quality of the supplied good with respect to such a forprofit,
free market, standard, but triggers an extracost, with respect to the aternative strategy, that is to be
sustained by the agent herself. For instance, the entrepreneur may decide to adopt a productive practise, or
a technology, which permits to increase the quality of the good, where, though, this technology is more
costly with respect to that adopted in a purely competitive context. Analogously, the entrepreneur may
renounce to a part —or al- of his profits in order to reinvest them in the productive process either by
improving the quality or increasing the quantity of the good supplied at the same price. We shall indicate
with hg and | ¢ the adoption of the good' s quality-improving action and that |eaving the quality of the good
unaltered with respect to market standards respectively, where the lettersh and | refer to the high or low
quality-enhancing purpose of the action, and the subscript E stands for the entrepreneur.

Likewise, the worker may decide to work at a lower wage than that fixed in a free market context,
thus partially — or totally - supplying his labour contribution in a voluntary form. Similarly, he may
increase his effort in the provision of the good at the same wage. In both cases, either the quality of the
good isimproved, or this is offered in a larger amount at the same price. We shal indicate this pair of
action with hy,and |, The consumer does not have actions affecting the utility of the other two agents,
but the surplus derived from the consumption of the good depends on its quality, thus on the level of
effort put in by the producers.

Following the formalisation introduced in section 0 and 0, we distinguish between the set 1I={W,E} of
the active players and the set 1*={W,E,C} that includes the dummy player C. A strategy set for the two
agents can be easily introduced by considering that both have an action that improves the quality of the
good and ancther that leaves it unatered with respect to a competitive context. We indicate thiswith § =

{hi, li }, il 1. Alsorecall that S :'T,| S., where the generic element ST S indicates a vector of pure
I

dtrategies for the two players, and that S:= ~ S, is the set of mixed strategies profile, with generic
il

dements 1 S.

The game representing the interaction depicted so far isthen as follows:
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hW W’R- V_V' C’S V_V1R- V_")S

I — = S - =

W w, R- w- C,E w,R- w,0
Figure 1

The first, second and third terms in each box represent the material payoff for the worker, the
entrepreneur and the consumer respectively. ¢ stands for the extra cost that must be paid for by the
entrepreneur if she wants to engage in the quality enhancing action of the good, namely he. R indicates
the revenues of the selling of the good, which is assumed to be constant in all of the four possible
outcomes, and w is the wage, which enters as a cost for the entrepreneur and as the only source of

material utility for the worker'”. There are two possible levels of the wage: W isa comparatively high

level that obtains when the worker supplies a level of labour in accordance wth a market standard

(strategy lyw), whereas W is alower level that the worker is available to earn when engaged in the good's

quality enhancing action (strategy hy). Therefore, the difference between W and W isthecut in the real
wage that the worker is available to accept in order to improve the quality of the good.

The consumer’ s utility is given by the surplus gained in the four possible outcomes. This depends on
the effort put in by the other agents in improving the quality of the good. In particular, we normaise to 0
her level of surplus in the outcome where neither the worker nor the entrepreneur engage in the quality
improving action, that is (Iy, |g). We then assume that when both agents agree to enhance the quality of
the good, the surplus gained by the consumer is comparatively higher, equal with the level s, whereas
when only one of the two agents contributing to production provides such an activity the surplus reaches
an intermediate level, for simplicity equal with s/2.

We identify the outcome in which both agents perform the quality improving actions asthat leading to
the constitution of a nonprofit venture. The intuition is quite simple: provided that by construction the
outcome (I Ig) is associated with the level of effort supplied in a free market context, (hy, hg) takes on
all the relevant characteristic of a nonprofit-oriented firm; that is, the entrepreneur gives up her profits to
invest in a quaity-enhancing technology, or simply to increase the quality or the quantity of the good,
while the worker supplies a larger amount of effort or some voluntary work. The surplus of the consumer
isthen as high as possible. The other pair of outcomes represent different situations: (hy, 1) gives the best
payoff for the entrepreneur as she can count on the worker giving the maximum of his effort while not
performing any quality-increasing action; conversely (lw, hg) provides the worst payoff for the
entrepreneur as the extra-costs that she sustains cannot be compensated by the provision of some extra:
work by the worker.

If the game were played by the two active players without any concern for the dummy player, then the
game of fig.1 would degenerate to the following standard game, where only the payoffs of the agents

representing their self-interest are depicted, asthey are the only relevant to the solution of the game:
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hE |E
hw w,R- w-c w,R- w
hw W,R-w-¢c | WR-w
Figure 2

It is apparent how a unique Nash equilibrium in dominant strategies exists, in which both agents
perform the low-quality action. In fact, neither agent has any incentive to perform the quality-enhancing
action, being the utility of the consumer neglected in this game. One could say that a non-profit form of
enterprise could emerge only if some other-regarding attitude toward the beneficiary is sufficiently
developed amongst the active agents. However, in what follows this attitude is not directly modelled as
altruistic toward the dummy player, but as a conformist preference for mutual compliance with an
accepted principle of fairness or toward the non profit ideology. How this ideology can be selected isthe
argument of the next section.

5. The Psychological Equilibria of the Game

5.1. Contractarianism and the Ideology of the Nonprofit Enterprise

As dready pointed out, the set of normative criteria moulding the conformist motive to action (see
section 2.5 and 3.1.3) has not been attributed a specific shape yet. In fact, to the purpose of building up a
model of choice, our main point was to emphasise the existence of a prompt to action different from the
sdlf-interested one, which emphasises the conditional willingness of the agents to abide by some genera
moral or ideologica principle. But the question of the exact shape of such a genera principle had been
somehow left on the backstage of the argument. To be sure, this is nothing but a secondary question,
which conveys other relevant matters like the convergence of every agent to embrace the same general
principle as a reference point in the evaluation of their actions. Needless to say, seeking a general answer
to those questions lies beyond the scope of this paper.

However we suggest here a conjecture that we take as reasonably suitable for an account of the non
profit enterprise, both from the positive and normative standpoints, which is based on the consideration
that both the entrepreneur and the worker of the non-profit enterprise are “ideologues’ (Ackerman, 1996).
We make this point by introducing two assumptions in sequence. These are meant to capture two distinct
roles of mordity in the NPE: the first is the “rational justification giving” role that we capture in terms of
contractarian ethics. The second is the motivational role, which we model by a particular interpretation of
the ideal utility of the NPE members. It is a basic tenet of this paper that these two roles must be
considered as both indispensable but irreducible to one another, so that both should be squarely faced by
any endeavour to explain how morality can play arolein economic organisations'®

Hp.1:The NPE internal players’ ideology states that the NPE is based on an hypothetical ‘social contract’
amongst all the players - the consumer included - affirming a principle of fairness.
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The situation has to be understood as if, before playing the actual game, a hypothetical cooperative
bargaining game amongst all the players would be played. This game captures the ex ante perspective
according to which the players could agree to join the organisation in the different roles of entrepreneur,
worker and consumer. In doing this they look for a justification of their joining the organisation. Thus,
they take an impartia or moral point of view, which means that the decision of joining must be rationally
acceptable from whichever point of view. In other words, the terms of agreement must be rationally
acceptable under the permutation of the persona or role-relative point of views, so that the agreement
must result invariant when it is considered under both two apparently distinct perspectives: the
perspective of each particular player, choosing according to his best payoff, and the perspective of
"anyone’ - that is the perspective of whichever player who would consider the problem of finding an
acceptable agreement without any knowledge of his name and personal role in the game (Sacconi, 1991).

In fact the impartial perspective is adopted in order to settle the mission and the conjoint strategy of
the organisation, which is intended as the one that would be agreed upon amongst al the internal
members and the external stakeholders of the NPE aswell. In particular, this perspective is taken in order
to identify the reasonable and acceptable balancing amongst the claims of all the interested participants,
from which the internal players derive the fiduciary duties that the NPE must discharge toward the
beneficiaries (consumer). Thusthe “social contract” works as a“ Constitutional” ideology legitimating the
enterprise as an institution from the ex-ante perspective.

At the very core of the contractarian approach lies the idea that a fair distribution can be worked out
through arational agreement for mutual advantage of all the interested parties. The inclusion aso of the
consumer within the set of bargaining playersis due to the impartial perspective taken in thisjustificatory
exercise. Asit is an example of the justificatory role of ethics, it disregards the efective influence of the
dummy players in the actual game. On the contrary it considers the ex ante perspective in which aso the
consumer would have a voice about the terms of agreement on the cooperative venture in which the
beneficiary essentialy contributes, as he accepts to consume the organisation’s output. A rational
agreement in this hypothetical game thus requires an efficient production of the surplus and its fair
distribution amongst the internal and external players aswell.

Formally this can be modelled as the requirement that the NPE distributes the surplus according to the
Nash Bargaining Solution for cooperative bargaining games, i.e. we pick up the distribution maximizing
the product of the three players payoffs net of the status quo (Nash 1950). Note that Nash Bargaining
Solution aways selects an outcome reflecting the degree of symmetry of the payoff space, which means
that if the payoff space is symmetric the solution is perfectly symmetric amongst the players (i.e. it splits
the pie in equa parts). Consequently the solution is covariant with any asymmetry in the utility
representation of the outcome space. This solution excludes any discrimination against whichever player
(of coursethe utilities’ product becomes zero if any factor inthe multiplication is zero) and always selects
equality in so far as equality is represented in the shape of the payoff space. In sum, we adopt to the Nash
bargaining solution as a normative criterion for defining a mora preference over the outcomes of the
original game, which orders outcomes according to ‘ fairness .
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With respect to the non-cooperative game of the foregoing section, the constitutional ideology is what
can be called the result of a “pre-play communication” phase, an agreement that players endorse before
the beginning of the actual non-cooperative game on surplus allocation. However the actual game of the
foregoing section is non-cooperative. This means that commitments on the ideologica principle are not
binding per se, and there is nothing in the rules of the game that make sure that the precepts of the
ideology will be enforced or put in practice by the players. Moreover, due to the payoffs structure of the
actua game and its Nash equilibrium, we know that the players do not have the appropriate incentives to
put in practice the precepts of the constitutional ideology. Why then the active players, the entrepreneur

and the worker, do comply with their constitutional ideology? Here comesin our second hypothesis.

Hp 2.The internal players of the NPE take the expectations of reciprocity in conformity to the constitutional
ideology as a source of utility per se.

In other words, there is an intrinsic source of utility in acting according to the ideology in the event
that you believe that, whilst you act according to the ideology, other players are aso conforming to the
same ideology, and you also believe that they in fact expect you are acting according to the ideology
whilst they act according to it. This is where ideal utility based on conformist preferences enter the
production game, but now the resulting comprehensive utility function of the players is specified by the
contractarian form of the NPE members’ ideology.

5.2. The Nonprofit Enterprise asa Psychological Equilibrium

Recall that the expression of the Nash welfare function is asfollows:

i'di)

where d; represents the reservation utility that agents can get when the process of bargaining breaks

N(ul,...uN):é(u

down, that is when they renounce to act in mutual cooperation. In the present context, we think
appropriate to set all of these reservation utilities to the level of zero®.

Applying this function to our model, and expressing it with respect to the pair of the relevant agents
actions, we obtain the following values:

Nhho N(h/v’hE):V_V(R' w- C)S
Nhl ° N(h\/\/’lE):W(R' V_V)g

—(, — \s
N, © N('W’hE):W(R_ W- C)E
N, ° N('W’IE):O
For a significant set of the parameters, we can assume that the Nash function is maximised in

(hwhe)?. Recalling what set out in the previous section, this would be the allocation obtained in the
process of bargaining between the three agents.
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It is now straightforward to show how the agents can view this outcome as optimal when the
conformist utility is sufficiently high with respect to the material. Specificaly, we want to prove that
(hwshg) can be sustained as a Nash psychological equilibrium, as defined in section 0. Let usfirst consider
the position of the worker and compute his level of utility associated with such an outcome. His materia
utility is clearly the lower wage; what about his conformist utility? Recalling the expressions of the two
functions measuring conformity to ideology, we can notice that, provided that Ny, is the maximum for the
function, both compliance functions will be equa to zero, thus attributing the maximum val ue to the
ideological source of utility: V,, (h,\,,b&, =h.,b} = hN)Z w+| . Notice that in the computation of
this value we have used the definition of the Nash psychological game equilibrium, which implies that the
beliefs of the agents must be confirmed by the agents’ actual choice. Accordingly, the beliefs assign
probability one to the equilibrium strategies (see section 0).

Let us now test whether the worker finds this alocation optimal or he has any incentive to deviate. In
Psychologica Games, a deviation from a certain alocation consists of a change in the agent’s strategy,
given the set of beliefs held in that alocation. In other words, when deviating, the agent must take into
account what the expectations of the other agents on his behaviour are, and then compute the possible
change in his own comprehensive utility deriving from not conforming to such expectations. In our case,
we shall genericaly indicate with s\<1 the probability with which the worker plays hy, in the mixed
strategy adopted in the deviation. The estimation of the entrepreneur’s compliance to the ideology is
unaffected by this deviation, since by construction the worker knows that she still believes that he is
going to perform hy

However, the worker's very conformity to the normative principle must change. Given that the

entrepreneur is still going to perform with probability one hg, the resulting value for the Nash function
is: N(S W,hE)ZSW N, +(1- Sw )Nm- Given the worker's belief, his action that maximises
(minimises) the Nash function is to play hy (ly). Formaly: NY% (h;, = hE): N,,, and
NM (b&, =he ) = N,,. Substituting these values into the function measuring the conformity of the

worker with the normative principle, we obtain:

fW&W’b/lv = hE): (l- Sﬁhi(l_\llr\l;h Nhh) = (1' SW)

Hence, the comprehensive utility of the deviation is:

VW(SW’Q}\/ = thh/%/ = h\/\/):SW\’_\"i'(:l-' SW)W+I Sw
Theideal source of utility isnow smaller: the worker is paying the fact that he is not reciprocating the
action of the counterpart. Knowing that the entreprereur is dong her best to act in accordance with the
normative principle, the fact that heis partly failing in doing the same causes alesser satisfaction deriving
from the conformist mative. A different but related interpretation is that the worker fedls quilty for not

having conformed to the counterpart’s expectations. On the other hand, the expected value from the
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material utility is certainly higher. To ensure the optimality of the choice of the quality improving action
for the worker, we therefore need a further condition:

VW(hN’bVlv = hE’h/%/ = h\N)>VW(SW’QiI = hE’QIZV = h\N)U I w >V_V' w

This condition states that the weight attributed to the ideological source of utility must be sufficiently
large so to compensate the loss in materia utility caused by not performing the best action in terms of
self-interest.

An analogous condition ensuring the pursuing of the quaity improving action holds for the
entrepreneur:

Ve (he,bt =hy, b2 =he)>Ve(s ¢ bt =h,,b2 =h. )0 | >c

We therefore have a smple intuition of how the presence of a conformist motivation in the individual
system of preferences hel ps the emergence of an equilibrium associated with what we can identify as the
NPE's behaviour . When the importance attributed to this is sufficiently high in comparison with the
material gain that must be given up when acting in conformity with the normative principle, then the
outcome in which both agents perform their best action in terms of the interests of the third party involved
in the interaction, going against what the pursue of their mere self interest would prescribe, does emerge
as an equilibrium of the game. Hence, the presence of two agents motivated to act in accordance with the
normative principle, which we identify with the NPE constitutional ideology, emerges as a necessary
condition for the emergence of an equilibrium state where we observe the typical behaviour of the NPE.

Up to now this result seems fairly natural: whenever two agents are sufficiently concerned with the
conformity to the normative criterion, and when they entertain reciprocal expectations that both will abide
by such acriterion, then an conformist equilibrium emerges as a solution of the game. However, there are
some questions still unanswered: is the presence of ideology-“motivated” agents a sufficient condition in
order to ensure the emergence of this outcome? As we shall argue in the next section, the answer is
negative: even when the agents have conformist preferences, the type of interaction resembles a
coordination problem, where the outcome corresponding to the for profit behaviour of the firm can

emerge as an equilibrium too.

5.3. Multiple Equilibria and Codes of Ethics as Devicesfor Selection

We now want to investigate if other types of solutions are feasible in the game. First, let us examine
whether the “opposite” outcome to that until now considered, in which both agents perform the best
action in terms of self-interest (I, Ig) can be sustained as a psychological equilibrium. The answer isin
fact positive. Consider the worker’s situation. Since each agent is performing the worst action in terms of

the maximisation of the normative function given the belief on the other’s action, the worker derives
utility only from the material component: V,, (IW N E) = W. However, the worker cannot gain any
benefit from the deviation from this outcome: in fact, the esteem accorded to his counterpart is at the

minimum level, namely f~E (b&, =g, b@ = IW) = - 1. Therefore, he does not have any incentive to
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perform an action going against his self-interest and somehow respecting the moral principle. Every other
strategy cannot do but worse than the current outcome.

Obvioudly, similar considerations hold for the entrepreneur, thus making (I Ig) a psychological Nash
equilibrium for the game. This is indeed a relevant fact: even when agents are inclined to act in
accordance with the moral principles reigning in asociety, that istheir | s are sufficiently high, and thisis
known to them, there exists an equilibrium where the agents do not care about such morality-grounded
motivations and just perform the action respecting their self-interest. This may be indeed be seen as a sort
of “nonprofit failure’: even when the necessary conditions to build a nonprofit enterprise are present, the
salf-interested outcome can nonetheless emerge.

The situation is therefore similar to a coordination problem, where the existence of a multiplicity of
roughly similar equilibria leaves open the problem of the selection of one of these. That thisisindeed the
case can be shown more generaly: the problem of the choice of each agent’s best reply to the opponent’s
is represented in the graph of fig.3.

It is noticeable how there exists a threshold leve in the best reply functions such that each agent
performsthe “good” action only if the action of the counterpart is sufficiently “good” and vice versa. This
givesriseto athird equilibrium, thistimein mixed strategies, for the game.

Therefore, the presence of a significant attitude by the agents to perform the actions prescribed by the
fairness principle to a full extent is a necessary condition in order that the NPE be derived as an
equilibrium of the game. However, this condition is not sufficient: even when agents assign a large
“weight” to their conformist motiveto action, afailurein signaling their attitude to their counterpart may
lead to the selection of the for profit organisational form as the equilibrium.

Sw
A

1

Figure 3

This observation points to the importance of some characteristics of the possible coordination
equilibria that may be “externa” to the inner structure of the game, and that can act as focal points to
make one of the equilibria “salient” with respect to the others. As suggested extensively in the literature
(Schelling, 1960; Lewis, 1969; Sugden, 1986), the ability to recognise the salience of one outcome within
a set of available results rests on the sharing by the agents of some common cultural traits that makes the

convergence to that outcome common knowledge for all the agents. Codes of ethics can be thought of as
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an effective devices in order to signal the agents' disposition to coordinate on the socially more efficient
outcome in a context of a coordination game or, more generally, in asituation of contract incompleteness.
In the present context, codes of ethics would take on the role of signalling the agents' mutual disposition
to comply with the moral principles in a pre-play phase; this would make common knowledge their
assigning large importance to the ideology-grounded motivation within their individual system of choice.
In other words, agents coupled to play the productive game should make it manifest to the counterpart
their magjor attitude to follow their conformist attitude. In our view, this may take the shape of an
announcement by both the entrepreneur and the worker directed to the other party concerning the main
goals that the partnership in the productive activity should attain. Indeed, this type of announcement is
exactly what is embedded in a code of ethics. In such a fashion, codes of ethics can act as focal points
generators in solving the coordination problem and in attracting agents with “good” dispositions to the
equilibrium associated with the setting up of anonprofit firm.

Whereas in the context of a purely co-ordination game, such as the psychological game under
scrutiny, the present argument does not seem too problematic, the consideration of the most realistic
situation of incomplete information on each other’'s types rises some concerns as to whether the
announcement of the constitutiona ideology through a code of ethics is sufficient to create the
appropriate reciprocal expectation system leading to the NPE. This would be a situation in which the
disposition of the agents as to their conformist attitude is a private hidden characterigic, namely atype; in
other words, each weight | i would be unknown to the counterpart. It is clear that in such a situation,
viewing a code of ethics as a cost-free announcement would not help solving the co-ordination problem
between players with high disposition to conform to the ideology. In fact, the possibility that such an
announcement is used strategically by a profit-oriented entrepreneur in order to attract the collaboration
of non profit-oriented workers, thus bringing about extraprofits for her, would make this device
ineffective. In other words, agents with low | have an incentive to ‘cheat’ in the pre-play phase, thus
leading to the well-known result of a pooling equilibrium in asignalling game.

However, acode of ethics can be seen as a substitute for the commitments within a game of reputation
under unforeseen contingencies, where standard commitments on specific and concrete strategies of the
game (the standard “types’ of the reputation game literature) are made void because of the impossibility
to specify ex ante their requests contingently upon the unforeseen states of the world that have revealed ex
post (Sacconi 2000, 2001). In arelated work one of us (Sacconi 2002) suggests that a code of ethics may
therefore work as the basis for introducing reputation affectsin arepeated trust game between the NPE as
awhole and its external consumers and stakeholder in general, which has been modelled as a game under
unforeseen contingencies and incompleteness of contracts. Thisisin fact the typica context within which
it can be expected that an institutional form of firm like the NPE is constituted, such that the firm is
endowed with some authority toward the beneficiaries under the condition that it discharges some
fiduciary duties toward the keneficiaries themselves. In this case the existence of strong reciprocal effects
can be proved between the game of production interna to the firm (the interaction between the
entrepreneur and the worker, with the consumer as adummy player) and the game involving the NPE as a

whole and its external stakeholders. On the one hand the existence of ideology and conformist preference
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provide the underpinning for assuming that the “type’ of the enterprise which discharges its duties
according to the commitment (the “type” coinciding to the code of ethics) has positive prior probability.
On the other hand, the beliefs dynamics of the reputation model, which proves the existence of an
equilibrium of reputation such that the firm complies with its code, makes also salient the outcome of the
internal game where the active players give up some of their material utility to the advantage of the
consumer. Then the expectations system is formed that supports the emergence of the psychological
equilibrium of the interna game in which the ideal utility of the agents plays the main role in guiding
their strategy choices (lylg).

6. Conclusions

The goal of the paper was to offer a characterisation of the nonprofit enterprise to some extent
different from the others put forward in the literature so far. Our main point has been to emphasise the
importance of the sharing of a common ideology by the participants to the productive venture, whose
main feature is the inclusion of all the relevant stakeholders in the decision over the organisational form
of the enterprise, the nature of the productive activity, and the distribution of the surplus. In order to attain
this goal, we have introduced an individual model of choice encompassing a self-interested and a
mutually conformist prompt to action. We have then devel oped a specification of the latter to bring in the
simple intuition that the disposition to comply with moral principlesis greater when the other participants
to the socidl interactions are doing so.

Through this model of reciprocity in individuals system of choice, we have been able to account for
the constitution of the nonprofit enterprise as one equilibrium in a Psychological game where the weight
assigned to the morality-grounded motivation is sufficiently high compared with the self-interested one.
Therole of codes of ethics has then been emphasised as a helpful device in order to solve the coordination
problem that arisesin thistype of interactions.

Of course, the analysisis not complete in that some other important aspects of the nonprofit enterprise
have been overlooked. First, the question of the efficiency of the nonprofit firm has been somehow
neglected, although it is apparent how its constitution can help reducing transactions costs in the “ market”
of the demand and supply of welfare goods. This aspect has been elaborated in a different work (Sacconi,
2002). Moreover, the extension of the model to the case of incomplete information, which has been
sketched in section 5.3, opens the analysis to the relevant issue of the ‘externa’ relation of the NPE with
other stakeholders than the consumers, such as donors, where reputation effects become relevant. Said
that, we believe that focussing on the “internal” framework of the constitution of the nonprofit venture
was a helpful starting point in order to develop a comprehensive theory on this subject, something that we

aim to develop in the further stages of our work.
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Notes

! For the evolution of the concept of “utility” in economic theory, see Broome, 1999: Chapter 2.

2 Despite this change in the perspective and scope of rational choice theory, this approach cannot be said
to be immune from various types of criticism, both of empirical and theoretical nature. On the one
hand, critics stress the bulky informational assumptions that are needed in order that such a logically
coherent set of choices be made. On the other hand, experimental economics single out the existence
of systematic violation of the axioms underlying the standard theory of rational choice, especially
under conditions of uncertainty, in the individuals actual choices. See for instance Hogarth and
Reder: 1985, and Hargreaves-Heap (1989). For areview: North, 1990: ch. 3. Also, Nelson and Winter
(1982) are among the first authors who have extensively argued on this subject.

% In particular, the threshold level that Rabin thinks of as appropriatein order to classify an action as kind
or hogtile is what he calls the ‘ equitable payoff’, which consists of the middle point between the best
and the worst payoff the agent can obtain, provided that both of the associated outcomes are Pareto
efficient.

* Our argument may be subject to the following type of criticism: an outcome can always be defined so
that it comprises every characteristic to which the agent assigns value, thus aso possibly including
deontological properties of the patterns of actions. In fact, these elements can be included in the
description of the state of affairs. Thisis essentially the theory advocated by Sen (1985, 2000, 2001),
with particular reference to the notion of freedom as the significant deontological property. As
Scanlon (2001) points out, this approach calls for a subjective theory of value, whereas only on an
objective account can the distinction between ‘consequences and ‘actions leading to such
consequences still be said to be significant and neat. In particular, the latter case corresponds to what
Scanlon calls Foundational Consequentialism, which is consistent with classical Utilitarianism, as
opposed to Representational Consequentialism, where value is subjectively determined by the agent
and some notion of fairness pre-exists to that, so that the traditional means-ends relationship is no
more than aformal construct of rational choice. Verbeek (2002) even holds a more radical position in
arguing that the inclusion of the agent’s concern for the fairness of the process is incompatible with
any notion of Consequentialism. Notice that Sen’s theory would in fact lie in the middle between
these two categories, in that he endorses a subjective account of value but mora values are not pre-
determined: in this there would lie the properly consequentialist trait of his theory. According to this
view, the distinction between ‘ conseguences’ and ‘ set of actions’ that leads to such consequences may
appear somehow redundant. This would also undermine our distinction between consequentialist and
deontologica preferences. However, we believe that this separation at any rate significant in that it
helps to clarify the different sources of value that the agents deem as relevant. See also note 9 on this
point.

> More about thisin Sacconi (2002)

® Harsanyi (1977) states the set of symmetrical rationality postulates from which the bargaining solution
is derived, Binmore (1997) shows a symmetrical bargaining game suitable for ethical theory. See dso
Sacconi (1991) for adifferent account.

" Hierarchies of beliefs are typical game theoretical constructions built on David Lewis seminal account
of common knowledge (Lewis 1968); see Mertens and Zamir (1985) and Tan and Werlang (1988).
They are dso basic for the theory of psychological games (Geanakoplos et al. 1989).

8 Aslong as conformist preferences are assumed to satisfy the formal conditions for being represented by
a utility function, | suggest that this is an example of the betterness relationship proposed by John
Broome (Broome 1999), which is a binary relations expressing whichever reason for saying that in
one state of affairs or action there is “more good” (it is better) than in ancther. Therefore, these
preferences can be represented by a utility function, even if it does not correspondsin any senseto the
typica “desire” or “revealed” interpretation of preference.

® Outcomes are here intended as what happen to each single player in consequence of the result of a
certain way of playing the game by the participants (see Harsanyi 1977, p. 90); see aso Binmore
(1992, p.27): “Each termina node [of a game tree] must be labelled with the consegquences for each
player if the game ends in the outcome corresponding to that terminal node”. In this sense outcomes
are the relevant description of the state of affairs resulting from strategic interaction required by
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consequentialist preferences. However, the same state of affair can be described also directly in terms
of characteristics of the action per se. We have suggested in the foregoing section that the relevant
characteristic is the fairness of the strategy combination, but we also argued that this can be detected
by a property of the utility distribution attached to the outcomes as compared to an abstract principle
of fair distribution.

19 T0 be sure, that agents are able to fully compare different values is far from an trouble-free question:
for the question of incommensurability of values, see Broome (1999, Ch. 8 and 9). For a sceptica
view doubtful as to the possibility of comparing various reasons to action in an individual’s system of
practical choice, see Copp (1997).

1 Although beliefs are probability distributions iteratively defined over probability distributions, the
associated probabllltles over pure strategies can be easily obtained by means of the following

formulas: Phl(s) ( )bl( )dsj, b2 ODbl( ) (l)db1

Thus the first formulamdmates the overall probability that player j isgoing to play s;, according to the
belief bi1 held by player i, and the second the overall probability that player | holds about i's

performing s, according to the second order belief bi2 .

12 Notice the dependence of T ™ (Ql) and TV (b,l) onthe belief b' . Indeed the belief is necessary in
order to determine the probabilities for the expected value of the welfare function, which is:
T('s e ) a a T( S, ])P (Si)qu (sj), where the probability F, (si) is what prescribed by

J
the mixed strategy s;, and Pbi (Sj ) is the probability computed in accordance to the formula of the

previous note.

13 To be sure, if agent i performs her worst action in terms of conformity to the normative pr|nC| iple, the
fact that agent j acts contrarily or in favour of the same normative principle does not affect i’ s overall
utility function. Therefore, we can interpret the situation where one or both the agent perform the
action leading to the worst outcome according to the welfare distribution function as one in which the
social contract between the agents breaks down.

1% Of course this is only one of the possible models of the ideological motive to action. Another one,
which, mutatis mutandis, coincides with Rabin’ s specification is thefollowing:

L p? )= ')+ 9&+ 2 1ue3+ u
\/i(si’bl’bl)_ui(si’h) |82 f(b b)HS f( hl)H

An “equitable’ payoff in the normative function is here identified with haf of the difference between

TM and TN . Hence, agent i will experience a positive incentive to perform an action increasing
the socia welfare only when the opponent performs an action above this level. However, if agent |
executes an action below this equitable level, then agent i would be subjected to an incentive to act
contrarily to the normative criterion. This specification seems to emphasise the aspect of reciprocity
per se partly neglecting the other aspect of the will to contribute to the normative principle
satisfaction. We think, however, that this emphasis would be somehow inappropriate in the present
context, thus opting for a specification in which the incentive provided by the opponent in acting
according to the normative principle is aways non-negative, and nil only in the extreme case of him
inflicting the least value to the social welfare function. A specification in which the agent is not
concerned with the action of the counterpart would be the following:

Vil )=Ui(s)+1,[T6)]

This account captures the idea that agents are interested in the fulfilling of the normative principle of
distribution through the materialisation of appropriate socia outcomes, without any concern for the
other agents' commitment to the same principles. This specification can be taken as a useful reference
point with respect to the more elaborated version of the next section, other than an interesting account
of the ideal motive to action per se.

!> The refinements of such a notion of equilibrium deal with the possibility that the beliefs of the player
that is“deviating” from the equilibrium can vary as well, reflecting the “ direction” of this deviation.
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16 As customary, we attribute different sexes to the players: E and C are both females, whereas W is a

male.

Y For simplicity the material utility of both worker and entrepreneur is assumed to be linear in the

18

19

monetary revenue.

For a similar point see Gauthier (1986), where he makes the basic distinction between internal
rationality of the social contract, what can be solved in terms of rational bargaining theory, and
external rationality of the social contact, i.e. the compliance problem, a point that however we facein
acompletely different way by introducing conformist preferences.
The idea to base the Socia Contract on Nash's bargaining solution was first given by Horace Brock
(Brock 1979) see also (Sacconi 1986, 1991, 2000). It is also adopted in a somewhat different way by
Ken Binmore (Binmorel997). | admit that using here the words “Socia Welfare Function” can be
misleading, because they induce to think that there exists a sort of super-individual decison maker
whose objective function is defined according to the SWF. That is not the case however. By this SWF
| only mean an ethical criterion of fairness useful to judge the outcomes of the game. It is not a
consequence that a decision maker would bring eout for herself. This is clear given the underlying
contractarian account of the Nash Bargaining Solution.

% This choice calls for some justification. Many authors would argue that the proper choice for the “exit

2 n particular, N, >N, U R- w> 2¢ and N,>N, U0 2

option” would be the Nash solution of the material game played non-cooperatively. However, this
choice is not immune for criticism as a possible situation of prevarication of one party over the other
in the status quo would carry over to the final “mora” solution. This is the reason why other authors
have proposed the notion of a “moralised” status quo, in which some minima form of reciproca

respect are dready in place. Therefore, one may consider our choice equivalent with a, perhaps naive,
notion of moralisation of the status quo from which the “bargaining” starts.

R_—V:V_C > w “Thefirst condition
R-w-c w

impliesthat the extra cost required for the quality improving technology is not too largein comparison
with the profits of the firm when the worker accepts the lower wage. The second condition ensures
that the increase in the consumer and entrepreneur’s utility when the worker partly acts voluntarily
compensates the lossin the earnings of the worker himself.
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