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2 SUNSTEIN

preference between x and y often depends on the choice set within which
they are embedded.”?

-Analysis of law should be linked with what we have been learning about
human behavior and choice. After all, the legal system is pervasively in the
business of constructing procedures, descriptions, and contexts for choice.
Most obviously, the legal system creates procedures, descriptions, and con-
texts in the course of litigated cases. For example, the alternatives (selected
to be) placed before a jury or judge may matter a great deal; liability or con-
viction on some count A may very much depend on the nature of counts B,
C, and D (as suggested by Chapter 2). In this respect the preferences and val-
ues of judges and juries can be constructed, not elicited, by the legal system.
Certainly this is true for the award of damages, where special problems may
arise. But similar points hold outside of the courtroom. The legal system'’s
original allocation of entitlements, and the structures created for exchange
(or nonexchange) by law, may well affect people’s preferences and values (as
suggested by a number of papers in Part IT). Thus law can construct rather
than elicit preferences internally, by affecting what goes on in court, and
externally, by affecting what happens in ordinary transactions, market and
nonmarket,

We might distinguish among three different tasks of those interested in
law: positive, prescriptive, and normative. Positive work is concerned with
predictions, What will be the effects of law? Why does law take the form
it does? If, contrary to conventional assumptions, people dislike losses far
more than they. like equivalent gains, predictions wilt £0 wrong insofar as
they rest on conventional economic assumptions. As we will see, this point
has important implications for positive analysis of law, prominently includ-
ing the Coase Theorem, for which Ronald Coase received the Nabel Prize;
indeed, behavioral law and economics shows that the Coase Theorem is often
wrong (See chapters 8 and 10).

Prescriptive work is concerned with showing how society might actually
reach our shared goals. If we want to decrease poverty, or save more lives,
or decrease pollution, how can we do it? Consider the following informa-
tion campaigns, which conventional analysis deems equivalent. (1) If you

- use energy conservation methods, you will save $X per year. (2) If you do
‘not use energy conservation methods, you will lose $X per year. It turms out
that information campaign (2) is far more effective than information cam-
paign (1).* As we will see, important features of human judgment, properly
understood, undermine conventional thinking about what will work best;
they help explain, to take just one example, precisely why the public ser-
vice advertising slogan “Drive defensively; watch out for the other guy” is
particularly ingenious.

Normative work is of course concerned with what the legal system should
do. Recent revisions in understanding human behavior greatly unsettle cer-
tain arguments against paternalism in law. They certainly do not make an
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affirmative case for paternalism, but they support a form of anti-anti-
paternalism. If, for example, people use heuristic devices that lead to sys-
tematic errors, their judgments about how to deal with risks may be badly
misconceived. If people are unrealistically optimistic, they may run risks be-
cause of a factually false belief in their own relative immunity from harm,
even if they are fully aware of the statistical facts. And if people’s choices
are based on incorrect judgments about their experience after choice, there
is reason to question whether respect for choices, rooted in those incor-
rect judgments, is a good way to promote utility or welfare. None of these
points make a firm case for legal paternalism, not least because bureau- )
crats may be subject to the same cognitive and motivational distortions as
everyone else. But they suggest that objections to paternalism should be
empirical and pragmatic, having to do with the possibility of education
and likely failures of government response, rather than being a priori in
nature.

Heuristics and Biases

The first part of the book is concerned with heuristics and biases. It is now
well established that people make decisions on the basis of heuristic devices,
or rules of thumb, that may work well in many cases but that also lead to
systematic errors. It is also well established that people suffer from various
biases and aversions that can lead to inaccurate perceptions. Here is a very
brief description of several biases and heuristics of particular relevance to
law. :

Biases

Extremeness Aversion. People are averse to extremes. Whether an option
is extreme depends on the stated alternatives (See Chapter 2). Extreme-
ness aversion gives rise to compromise effects. As between given alternatives,
most people seek a compromise. Almost everyone has had the experience
of switching to, say, the second most expensive item on some menu of op-
tions, and of doing so partly because of the presence of the most expen-
sive item. In this as in other respects, the framing of choice matters; the
introduction of (unchosen, apparently irrelevant) alternatives into the frame
can alter the outcome, When, for example, people are choosing between
some small radio A and a midsized radio B, most may well choose A; but
the introduction of a third, large radio C is likely to lead many people to
choose B instead. Thus the introduction of a third, unchosen and in that
sense irrelevant) option may produce a switch in choice as between two
options.

Extremeness aversion suggests that a simple axiom of conventional eco-
nomic theory - involving the irrelevance of added, unchosen alternatives —
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6 SUNSTEIN

it will not affect the ultimate state of the world, which will come from vol-
untary bargaining. The theorem is wrong because the allocation of the legal
entittement may well matter, for those who are initially allocated an entitle-
ment are likely to value it more than will those without the legal entitlement.
Thus workers allocated a (waivable) right to be discharged only for cause
may well value that right far more than they would be if employers were
allocated a (tradable) right to discharge at will. Thus breathers of air may
well value their (tradable) right to be free from air pollution far more than
they would if polluters hdd been given a (tradable) right to emit poiluting
substances into the air. The'legal entitlement creates an endowment effect, that
is, a greater valuation stemming from the mere fact of endowment. Chapters
8,10, 12, and 13 relate this finding to a number of legal issues.

There is a further point. Pecple are averse to losses, but whether an event
“codes” as a loss or a gain depends not on simple facts but on a range of
contextual factors, including how the event is framed. The status quo is
usually the reference point, so that losses are understood as such by reference
to existing distributions and practices; but it is possible to manipulate the
frame so as to make a change code as a loss rather than a gain, or vice
versa. Consider a company that says “cash discount” rather than “credit card
surcharge,” or a parent who says that for behavior X (rather than behavior Y)
a child will be rewarded as opposed to saying that for behavior Y (rather than
for behavior X) a child will be punished, or familiar advertisements to the
effect that “you cannot afford not to” use a certain product. In environmental
regulation, it is possible to manipulate the reference point by insisting that
policy makers are trying to “restore” water or air quality to its state at time
X; the restoration time matters a great deal to people’s choices?

" For present purposes, the most important source of reference points is the
law — where has the legal system placed the initial entitlement? Much of Part
II discusses the effects of this initial allocation.

Loss aversion also raises serious questions about the goal of the tort sys-
tem. Should damages measure the amount that would restore an injured
party to the status quo ante, or should they reflect the amount that an in-
jured party would demand to be subject to the injury before the fact? Juries
appear to believe that the amount that would be demanded pre-injury is far
greater than the amount that would restore the status quo ante. The legal
system appears generally to see the compensation question as the latter one,
though it does not seem to have made this choice in any systematic way.
Chapter 10 treats this issue in detail.

Mental Accounting. A simple and apparently uncontroversial assumption
of most economists is that money is fungible. But the assumption is false.
Money comes in compartments. People create “frames” that result in mental
accounts through which losses and gains, including losses and gains in sim-
ple monetary terms, are ot fungible with each other. A glance at ordinary
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practice shows that people often organize decisions in terms of separate
budgets and accounts. Thus some money is for retirement; some is for va-
cation; some is for college tuition; some is for mortgage or rental payments.
Mental accounting is an important aspect of financial self-control, and the
practice of mental accounting has a range of implications for law and pol-
icy. It suggests, for example, that government may be able to create certain
mental accounts by creative policy making. It also suggests that there may
be a demand for publicly created mental accounts, perhaps as a self-control
strategy, as, for example, with Social Security and other programs with an
apparent paternalistic dimension. Some statutes that appear to prevent peo-
ple from making choices as they wish may be best understood as responsive
to the widespread desire to have separate mental accounts. Of course, thére
are private mechanisms for accomplishing this goal, but lawyers will not
understand those mechanisms well unless they see that money itself is not
fungible. Chapter 11 deals with mental accounting in the context of legal
rules.

The Difficulty, Outside of Markets, of Mapping Normative Judgments Onto
Dollars. Often the legal system requires judges or juries to make judgments
of some kind and then to translate those judgments into dollar amounts. How
does this translation take place? Can it be done well? Chapter 9 suggests that
in many contexts, normative judgments of a sort are both predictable and
nonarbitrary. With respect to bad behavior that might produce punitive dam-
ages, for example, people come up with relatively uniform judgments on a
bounded numerical scale. Similar findings have been made for environmen-
tal amenities in the context of contingent valuation. But the act of mapping
those normative judgments onto an unbounded dellar scale produces con-
siderable “noise” and arbitrariness. When people are asked how much they
are willing to pay to protect two thousand birds, or how much a defen-
dant should be punished for reckless conduct leading to personal injury, the
numbers they generate seem to be stabs in the dark.

The legal system, however, frequently relies on just those stabs. Thus
the award of damages for libel, sexual harassment, and pain and suffering is
affected by severe difficulties, as is the award of punitive damages in general.
An understanding of those difficulties may well lead to concrete reform
proposals. Perhaps the “mapping” can occur by a legislative or regulatory
body that decides, in advance, on how a normative judgment made by a
bounded numerical scale can be translated into dollars.

The Demand for Law

The third part of the book deals with the demand for law. Why is law as it
is? Behavioral law and economics provides some distinctive answers.
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SUNSTEIN

effects described above. (Some of these effects of course should not be con-

sidered distortions; people who care about reciprocity can keep themselves

out of a lot of trouble.) Is it possible for those involved iri law to “debias”

- people, in the process, perhaps, lengthening human lives? What institutions
work best at reducing the effects of biases? Would a broader understanding
of behavioral economics produce learning, and thus make it less necessary
to use behavioral economics?

Despite its length, this book is intended above all as a beginning - to new

and improved understandings of the real-world effects of law, and ultimately
to better uses of law &s an instrument of social ordering.

1

Notes )
See Paul Slovic, The Construction of Preference, 50 Am. Psychol. 364 (1995); Amos

— - — — Tversky, Rational Theory.and Constructive Choice, in The Rational Foundations of

2

3
4
5
6

10

11

Economic Behavior {(Kenneth Arrow et al. eds., 1996).

Amos Tversky, Shunuel Sattath, and Paul Slovic, Contingent Weighting in Judgment
and Choice, 95 Psychol. Rew. 371 {1988).

Tversky, supra note 1, at 186.

See Flliot Aronsen, The Social Animal 124-5 (6th ed. 1996).

See Neil Weinstein, Optimistic Biases About Personal Risks, 246 Science 1232 (1989).
Laurie Bauman and Karolyn Siegel, Misperception Among Gay Men of the Risk for
AIDS Associated with Their Sexual Behavior, 17 J. Applied Soc. Psychol. 329 {1987).
See David Kahneman and Amos Tversky, Judgment Under Uncertainty: Heuristics
and Biases in Judgment Under Uncertainty 3 (David Kahneman et al. eds., 1982).
See Itzhak Gilboa and David Schimeidler, Case-Based Decision Theory, 110 Q.]. Econ.
605 (1995).

See Robin Gregory, Sarah Lichtenstein, and D. MacGregor, The Role of Past States in
Determining Reference Points for Policy Decisions, 55 Org. Behav. & Hum, Deision
Processes 195 (1993).

See Ernst Fehr and Simon Gachter, How Effective Are Trust- and Reciprocity-Based
Incentives, in Economics, Values, and Organization 337 (Avner Ben-Ner and Louis
Putterman eds., 1998).

See The Handbook of Experimental Economics 111-73 (John H. Kagel and Alvin E. Roth
eds., 1995) for an overview. There is thus a close relation between some behavioral
research and the growing and apparently independent interest in regulation via
social norms. See also R. Ellickson, Order Without Law (1991). Tbelieve that ultimately
these two lines of inquiry will merge into a unitary field of inquiry.
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14 JoLLs, SUNSTEIN, AND THALER

legal rules are best analyzed and understood in light of standard economic
principles. Gary Becker offers a typical account of those principles; “[A]ll
human behavior can be viewed as involving participants who (1) maximize
their utility (2) from a stable set of preferences and (3) accumulate an opti-
mal amount of information and other inputs in a variety of markets.”! The
task of law and economics is to determine the implications of such rational
maximizing behavior in and out of markets, and its legal implications for
markets and other institutions.

What then is the task of behavioral law and economics? How does it differ
from standard law and economics? These are the questions we address below.

Homo Economicus and Real People

The task of behavioral law and economics, simply stated, is to explore the
implications of actual (not hypothesized) human behavior for the law. How
do “real people” differ from homo economicus? We will describe the differen-
ces by stressing three important “bounds” on human behavior, bounds that
draw into question the central ideas of utility maximization, stable prefer-
ences, rational expectations, and optimal processing of information.2 People
can be said to display bounded rationality, bounded willpower, and bounded
self-interest.

All three bounds are well documented in the literature of other social sci-
ences, but they are relatively unexplored in economics (although there is a
burgeoning recent literature). Each of these bounds represents a significant
way in which most people depart from the standard economic model. While
there are instances in which more than one bound comes into play, at this
stage we think it is best to conceive of them as separate modeling problems.
Nonetheless, each of the three bounds points to systematic (rather than ran-
dom or arbitrary) departures from conventional economic models, and thus
each of the three bears on generating sound predictions and prescriptions
for law.

Bounded Rationality. Bounded rationality, an idea first introduced by
Herbert Simon, refers to the obvious fact that human cognitive abilities
are not infinite.> We have limited computational skills and seriously flawed
memories. People can respond sensibly to these failings; thus it might be said
that people sometimes respond rationally to their own cognitive limitations,
minimizing the sum of decision costs and error costs. Te deal with limited
memories we make lists. To deal with limited brain power and time we use
mental shortcuts and rules of thumb. But even with these remedies, and in
some cases because of these remedies, human behavior differs in systematic
ways from that predicted by the standard economic model of unbounded
rationality. Even when the use of mental shortcuts is rational, it can pro-
duce predictable mistakes. The departures from the standard model can be

Behavioral Approach 15

divided into two categories: judgment and decision making. Actual judg-
ments show systematic departures from models of unbiased forecasts, and
actual decisions often violate the axioms of expected utility theory.

A major source of differences between actual judgments and unbiased
forecasts is the use of rules of thumb. As stressed in the pathbreaking work
of Daniel Kahneman and Amos Tversky, rules of thumb such as the avaitabil-
ity heuristic — in which the frequency of some event is estimated by judging
how easy it is to recall other instances of this type (how “available” such
instances are) - lead us to erroneous conclusions. People tend to conclude,

for example, that the probability of an event (such as a car accident) is greater .

if they have recently witnessed an occurrence of that event than if they have
not.* What is especially important in the work of Kahneman and Tversky
is that it shows that shortcuts and rules of thumb are predictable. While the
heuristics are useful on average (which explains how they become adopted),
they lead to errors in particular circumstances. This means that someone
using such a rule of thumb may be behaving rationally in the sense of econ-
omizing on thinking time, but such a person will nonetheless make forecasts
that are different from those that emerge from the standard rational-choice
model.

Just as unbiased forecasting is not a good description of actual human
behavior, expected utility theory is not a good description of actual decision
making. While the axioms of expected utility theory characterize rational
choice, actual choices diverge in important ways from this model, as has
been known since the early experiments by Allais and Ellsberg.” There has
been an explosion of research in recent years trying to develop better formal
models of actual decision making. The model offered by Kahneman and
Tversky, called prospect theory, seems to do a good job of explaining many
features of observed behavior, and so we draw on that model here.®

Bounded Willpower. Inaddition to bounded rationality, people often display
bounded willpower. This term refers to the fact that human beings often take
actions that they know to be in conflict with their own long-term interests.
Most smokers say they would prefer not to smoke, and many pay money to
join a program or obtain a drug that will help them quit, As with bounded
rationality, many people recognize that they have bounded willpower and
take steps to mitigate its effects. Theyjoin a pension plan or “Christmas Club”
(a special savings arrangement under which funds can be withdrawn only
around the helidays) to prevent undersaving, and they don't keep tempt-
ing desserts around the house when trying to diet. In some cases they may
vote for or support governmental policies, such as Social Security, to elimi-
nate any temptation to succumb to the desire for inmediate rewards. Thus,
the demand for and supply of law may reflect people’s understanding of
their own (or others”) bounded willpower; consider “cooling off” periods
for certain sales and programs that facilitate or even Tequire saving.
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s0 long as transaction costs are zero.® Many economists and economically
oriented lawyers think of the Coase Theorem as a tautology; if there were
really no transaction costs (and no wealth effects), and if an alternative allo-
cation of resources would make some agents better off and none worse off,
then of course the agents would move to that allocation. Careful empirical
study, however, shows that the Coase Theorem isnot a tautology; indeed, it
can lead to inaccurate predictions (see Chapter 8), That is, even when trans-
action costs and wealth effects are known to be zero, initial entitlements
alter the final allocation of resources. These results are predicted by behav-
ioral economics, which emphasizes the difference between opportunity and
out-of-pocket costs.

Consider the following set of experiments (described more fully in Chap-
ter 8) conducted to test the Coase Theorem; let us offer an interpretation
geared to the particular context of economic analysis of law. The subjects
- were forty-four students taking an advanced undergraduate course in law

and economics at Comell University. Half the students were endowed with
tokens. Each student (whether or not endowed with a token) was assigned
a personal token value, the price at which a token could be redeemed for
cash at the end of the experiment; these assigned values induce supply and
demand curves for the tokens. Markets were conducted for tokens. Those
without tokens could buy one, while those with tokens could sell. Those with
tokens should (and do) sell their tokens if offered more than their assigned
value; those without tokens should (and do) buy tokens if they can get one
at a price below their assigned value. These token markets are a complete
victory of economic theory. The equilibrium price was always exactly what
the theory would predict, and the tokens did in fact flow to those who valued
them most.

However, life is generally not about tokens redeemable for cash. Thus
another experiment was conducted, identical to the first except that now
half the students were given Cornell coffee mugs instead of tokens. Here
behavioral analysis generates a prediction distinct from standard economic
analysis: Because people do not equate opportunity and out-of-pocket costs
for goods whose values are not solely exogenously defined (as they were in
the case of the tokens), those endowed with mugs should be reluctant to part

- with them even at prices they would not have considered paying to acqutire
a mug had they not received one.

Was this prediction correct? Yes. Markets were conducted and mugs
bought and sold. Unlike the case of the tokens, the assignment of property
rights had a pronounced effect on the final allocation of mugs. The students
who were assigned mugs had a strong tendency to keep them. Whereas the
Coase Theorem would have predicted that about half the mugs would trade
{since transaction costs had been shown to be essentially zero in the token
experiments, and mugs were randomly distributed), instead only 15 percent
of the mugs traded. And those who were endowed with mugs asked more
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than twice as much to give up a mug as those who didn’t get a mug were
willing to pay. This result did not change if the markets were repeated. This
effect is generally referred to as the “endowment effect”; it is a manifesta-
tion of the broader phenomenon of “loss aversion” — the idea that losses are
weighted more heavily than gains ~ which in turn is a central building block
of Kahneman and Tversky’s prospect theory.

There are at least three important lessons here. First, markets are indeed’
robust institutions. Even naive subjects participating at low stakes produce
outcomes indistinguishable from those predicted by the theory when trading
for tokens. Second, when agents must determine their own values (as with the
mugs), outcomes can diverge substantially from those predicted by economic
theory. Third, these departures will not be obvious outside an experiment,
even when they exist and have considerable importance. That is, even in
the mugs markets, there was trading; there was just not as much trading as
the theory would predict. These lessons can be applied to other markets; we
offer some examples below.

The Role of Market Forces

In some (fairly unusual) circumstances, such as futures trading, market
forces are strong enough to make the three “bounds” irrelevant for predic-
tive purposes. The point is important; it suggests that while human beings
often display bounded rationality, willpower, and self-interest, markets can
sometimes lead to behavior consistent with conventional economic assump-
tions. Then the question becomes when, exactly, do market forces make it
reasonable to assume that people behave in accordance with those assump-
tions? What circumstances apply to most of the domains in which law and
economics is used?

In this regard it is instructive to compare the market for futures contracts
with the market for criminal activity. Consider the proposition that a poten-
tial criminal will commit some crime if the expected gains from the crime
exceed its expected costs.’® Suppose a criminal mistakenly thinks that the ex-
pected gains outweigh the expected costs, when in fact the opposite is true.
First notice that no arbitrage will be possible in this situation. If someone is
unfortunate enough to commit a crime with a negative expected value, then
there is no way for anyone else to profit directly from his behavior. Qutside
of financial markets (and not always there), those who engage in low-payoff
activities lose utility but do not create profit opportunities for others. Nor do
they typically disappear from the market. (Even poorly run firms can sur-
vive for many years; consider GM.) Being a bad criminal is rarely fatal, and
except possibly for organized crime, there is little opportunity for “hostile
takeovers.” Finaily, the decision to enter a life of crime is not one that is made
repeatedly with many opportunities to learn. Once a teenager has dropped
out of high school to become a drug dealer, itis difficult to switch to dentistry.
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2 JoiLs, SUNSTEIN, AND THALER

typically reject offers of less than 20 percent of the total amount available;
the average minimum amount that Responders say they would accept is
between 20 and 30 percent of that sum.’® Responders are thus willing to
punish unfair behavior, even at a financial cost to themselves. This is a form
of bounded self-interest. And this response seems to be expected and antic-
ipated by Proposers; they typically offer a substantial portion of the sum to
be divided — ordinarily 40 to 50 percent,’®

Economists often worry that the results of this type of experiment are
sensitive to the way in which the experiment was conducted. What would
happen if the stakes were raised substantially, or if the game was repeated
several times to allow learning? In this case, we know the answer. To a first
approximation, neither of these factors changes the results in any important
way. Raising the stakes from $10 per pair to $100, or even to more than
a week’s income (in a poor country) has little effect; the same is true of
Tepeating the game ten times with different partners.?® (Of course, at some
point raising the stakes would matter; probably few people would turn down
an offer of 5 percent of $1,000,000.) We do not see behavior moving toward
the prediction of standard economic theory.

Thus, the factors that many economists thought would change the out-
tome of the game did not. But, as we learned in a study conducted for
this chapter, a factor that economic theory predicts will not have an effect,
namely the introduction of a sunk cost, does have an effect. As noted above,
€conomics predicts that decision makers will ignore sunk costs in making
their choiees (see fundamental principle two above); but in fact decision
nakers often do not behave in this way. Do surk costs alter behavior in
the yltimatum game? To find out, we asked classroom volunteers to bring
85 - what would become a sunk cost for them — to class. Students were given
a form asking them how they would play both roles in an ultimatum game
inwhich the $10 to be divided was contributed half by the Proposer and half
by the Responder. They were told that their role would be determined by
chance, so they had to decide first what offer to make if they were chosen to
be a Proposer and then what minimum offer they-would be willing to accept
if they were a Responder.?! We also ran a version of the standard ultimatum
game {(without sunk costs by the students) as a control.

Although economic theory says that the sunk-cost variation of the ulti-
matum game will have no effect on behavior (since the $5 collected from
each student is a sunk cost and should therefore be ignored by the play-
ers), we predicted that in this domain sunk costs would matter. In particular,
we anticipated that Responders would feel that they had an “entitlement”
to the $5 they had contributed to the experiment and would therefore be
reluctant to accept less. This is precisely what we found. In the original
version of the game, when the $10 to be divided was provided to subjects
by the experimenter, the average minimum amount demanded by Respon-
ders was $1.94. In the sunk-cost version, where the students each paid $5 to
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Table 1.1. E&..S&:E.Qnam Results

Average  Percent Percent
Demand Demanding $4.00 Demanding $5.00

MITMBA  $3.21 61% 32%

UC MBA 3.73 67 . 40
UC Law 3.35 47 23

participate, the average demand was $3.21 for a group of MIT MBA students, .
$3.73 for a group of University of Chicago (UC) MBA students, and $3.35
for a group of UC Law students (see Table 1.1). Each of these means is sig-
nificantly different from the control value of $1.94 under any conventional
measure of statistical significance. Looking past means, 61 percent of the MIT
students demanded at least $4.00, and 32 percent demanded a full refund of
their $5.00. For UC MBA students, 67 percent demanded at least $4.00, and
40 percent demanded $5.00. The UC Law students were slightly less extreme:
47 percent demanded at least $4.00, and 23 percent demanded $5.00.

Note that our emphasis here, as well as in the ordinary ultimatum game,
is on the fairness behavior of Responders, not on affirmative concerns for
fairness on the part of Proposers. (As noted above, their behavior appears
fully consistent with financially maximizing responses to Responders’ fair-
ness behavior; other experimental results support this conelusion.)? We do
know, however, that in other contexts people appear to display affirmative
concerns for fairness.

The fairness results obtained in various experimental settings, such as the
ultimatum game, cannot be explained on grounds of reputation. The parties
are interacting anonymously and in a one-shot fashion. Of course, many
real-world situations may reflect a combination of reputational and fairness
factors. The ultimatum game results show that people will often behave in
accordance with fairness considerations even when itis against their financial
self-interest and no one will know. Thus, for instance, most people leave tips
in out-of-town restaurants that they never plan to visit again.

Fairness, Acrimony, and Scruples. Theoretical considerations. How can eco-
nomic analysis be enriched to incorporate the behavior observed in the ulti-
matum game and its sunk-cost variant? As we have indicated, the first step
is to relax the assumption, common to most economic theorizing, of “un-
bounded self-interest.” This assumption implies that Proposers should offer
the smallest sum possible, and Responders should accept. An alternative

view is offered in the following account:

In the rural areas around Ithaca it is commuon for farmers to put some fresh produce
on a table by the road. There is a cash box on the table, and customers are expected
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suspect that spiteful behavior is frequently observed in conditions of acri-
mony even when reputational concemns are unimportant; for exarnple, we
think that the average contestant in a divorce case that ends up in court would
be likely, in the role of Responder in the ultimatum game playing against his
soorn-to-be-ex-spouse, to reject low offers, not wanting the Proposerto benefit
greatly.®

What is “Fair”? Absent acrimony, spiteful behavior — such as rejection of
small offers in the ultimatum game—is typically observed in situations where
one party has violated a perceived “norm of fairness.” This raises an obvi-
ous question: What is “fair”? In the ultimatum game, most people regard

an offer of, say, a permy to the Responder as “unfair.” This perception is an

illustration of a more general pattern: People judge outcomes to be “unfair”
if they depart substantially from the terms of a “reference transaction” — a
transaction that defines the bénchmark for the parties’ interactions.? When
the interactions are between bargainers dividing a sum of money to which
neither is more entitled than the other (and this is common knowledge),
the “reference transaction” is something like an equal split; substantial de-
partures are viewed as unfair and, accordingly, punished by Responders. If
parties are'bargaining over the division of money and both have reason to
view one side as more entitled than the other, then the “reference transaction”
is a split that favors the more-entitled party.?' And if the parties are a con-
sumer and a firm in the market, the “reference transaction” is a transaction
on the usuat terms for the item in question.” We will have much more to say
about this last context below. For now our goal is simply to offer our general
definition of what is “fair” and to make clear that we do not view the term as
a vague and ill-defined catch-all. Rather, we view it as having a reasonably
well-specified meaning that can generate useful predictions across a range
of contexts.

Norms. Fairness-related norms are a subset of a large category of norms that
govern behavior and that can operate as “taxes” or “subsidies.” An analysis
like that above could be undertaken for many decisions in which people care
not only about material self-interest but also about their reputations and their
self-conception - for example, through purchasing books, suits, and vacation
spots, or through smoking, recycling, and discriminating on the basis of race
and sex, or through choosing friends, restaurants, and automobiles. A better
understanding of the ingredients of individual utility could help a great
deal with both the positive and prescriptive analysis of law. For example, it
might help us understand more about (and be better able to predict in related
contexts in the future) the massive changes in behavior that have foliowed
largely unenforced bans on smoking in public places — the phenomenon of
“compliance without enforcement,”
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Bargaining Around Court Orders

Coasian Prediction. As noted above, an important aspect of law and eco-
nomics is the Coase Theorem, which says that the assignment of a legal en-
titlement will not influence the ultimate allocation of that entitlement when
transaction costs and wealth effects are zero. A straightforward application
of this idea is that when a court enters a judgment, whether in the form of
an injunction or a damage award, the parties are likely to bargain to a dif-
ferent outcome if that outcome is preferable to what the court did and the
transaction costs and wealth effects are small. {Thus, for instance, if the court
enters a prohibitively high damage award but the activity in question is effi- -
cient, the parties should bargain for a lower damage level, since this would
increase the surplus to be shared between them.) To whom an entitlement
is allocated after litigation, and how it is protected (by a property rule or a
liability rule), are irrelevant to the ultimate allocation of the entitlement in
these circumstances.

Behavioral Analysis. Influenced by behavioral economics, many legal com-
mentators have observed that in light of the endowment effect described
above (an aspect of prospect theory, and thus an instance of bounded ratio-
nality), the assignment of a legal entitlement may well affect the outcome
of bargaining, even when transaction costs (as conventionally defined) and
wealth effects. are zero. This conclusion is suggested by the mugs experi-
ments described above, as well as by a substantial body of other evidence on
the endowment effect.* Although the endowment effect suggests generally
that the assignment of a legal entitlement may affect the outcome of bargain-
ing, such an effect is especially likely when the entitlement is in the form of a
court order obtained after legal proceedings between opposing parties {(our
focus here). This is so for several reasons.

First, the process of going through litigation may strengthen the endow-
ment effect, Experimental evidence suggests that there is an especially strong
endowment effect when a party believes that he has earned the entitlement
or that he particularly deserves it.* Of course someone who has received a
court judgment in his favor will believe that he has earned it. Such a person
may also believe strongly that this outcome s fair, based on the self-serving
bias discussed in the following section.

Bounded self-interest, and specifically the actimony notions developed
above, provide an additional reason we might expect less bargaining in real-
world settings than in law and economics texts. Even if there are financial
gains from making a deal, it is difficult to bargain without communication,
and litigants are often not on speaking terms by the end of a protracted
trial. Even if communication is possible, bargains are unlikely to be struck
when both sides take pleasure in making the other side worse off; in such
circumstances it can be difficult to reach agreements on settlements even
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The conventional argument against mandatory terms such as those just
mentioned has two steps. First, since the parties did not bargain for the
term in question when left to their own devices, the cost of the term muist
exceed its benefit (otherwise they would have agreed to it on their own).
The second step in the conventional argument is that imposing a mandatory
term in these circumstances will operate as a tax on the parties, causing
the wage to fall (or, in the case of a habitable apartment, the price to rise)
by somewhere between the benefit and the cost of the term, and causing
the number of profitable trades to fall. This analysis assumes an upward-
sloping (not vertical) labor supply curve, but, at least for the worker group
discussed below in connection with the existing empirical evidence (female
employees), this assumption is clearly reasonable.

The conventional account thus offers sharp predictions about the effects of
imposing mandatory contract terms. Do the data bear out these predictions?
The leading study in this area is by Jonathan Gruber; Gruber examines the
effects of imposing mandatory coverage of childbirth expenses in employer-
provided insurance policies.® Imposition of the mandatory health-insurance
term - which represented a substantial departure from the usual contractual
arrangements prior to the mandate — caused the wages of affected workers
{most prominently, married women of childbearing age) to fall by at least the
cost of the mandated coverage according to most of the author’s estimates.
The study also found that the hours of employment of these workers were
either unchanged or slightly higher with the mandate and that their prob-
ability of beftig employed was either unchanged or slightly lower. In sum,
“[thhe findings consistently suggest shifting of the costs of the mandates on
the order of 100 percent, with little effect on net labor input.”* These findings
are not easy to reconcile with the conventional account, which predicts a fall
in wages less than the cost of the benefit. (If the wage were going to adjust
by the full cost of the benefit, then some substantial fraction of employers
should have offered the benefit even prior to the mandate.)

Behavioral Analysis. Departures from the assumptions of expected utility
maximization by unboundedly rational agents suggest a different account
_ of the effects of imposing mandatory contract terms, one that is consistent
- with the empirical findings just described. As noted above, the endowment
effect implies that people are often less willing to sell entitlements that are
given to them than to buy entitlements that they do not already possess; if
given a mug, they will not sell it for three dollars, but if not given a mug,
they will not buy one for that price. Thus, the fact that an employee (say)
chooses not to purchase a particular workplace benefit if he is not granted
an entitlemeni to it does not imply that he would want to sell the entitlement
(if he could) once it has been granted. The corollary of this observation is
that imposing a mandatory term may have different effects than the stan-
dard analysis predicts. In supply-and-demand terms, imagine a labor supply
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curve prior to the imposition of the mandate, reflecting willingness to work
at different wage levels given provision of the benefit; the consequence of
the endowment effect may be that this curve is shifted to the right once the
mandate is imposed, and this move may more than compensate for the back-
ward shift in the employer’s labor demand curve as a result of the mandate.
If this occurs, then the wages of the affected worker will fall by as much as
or more than the cost of the benefit. This is precisely what the Gruber stucy
of mandated childbirth coverage finds. :

Three caveats are important here. First, while the endowment effect is
consistent with complete or more than complete adjustment of the wage or
price, it is also possible to have less than complete adjustment of the wage or
ptice in the presence of the endowment effect. Perhaps workers are not any
more willing to supply labor in exchange for a given wage plus the benefit
in question once they have an entitlement to the benefit; it may be just that
they would be even less willing to supply labor in the absence of the benefit.
It is also possible that conventional economic analysis, by incorporating a
market failure such as adverse selection (a possibility generally ignored by
the above-mentioned critics of mandatory contract terms), can explain the
empirical findings discussed above. Qur point is just the modest one that
the behavioral account can predict an instance of observed behavior that
is inconsistent with the standard law and economics account of mandatory
terms. Future empirical work could attempt to address the adverse selection
possibility by examining the effects of mandatory contract terms in a setting
in which (in contrast to the health insurance context) adverse selection is
unlikely to be a significant force.

The second qualification is that the endowment effect may not operate
in contexts in which the beneficiaries of a mandatory term must give up
a preexisting level of income, since they may be highly averse to such a
loss. This qualification applies only to situations in which there is a financial
loss relative to some preexisting expectation; thus it would not apply to, for
example, a consumer’s purchase of a durable good af a higher price due to
the inclusion of a warranty. The final qualification here is that our analysis
in this section is purety positive, concerned with the effects of imposing a
mandatory contract term. The endowment effect does not necessarily imply
that, from a normative perspective, mandatory terms are desirable; they may
be efficient, in the sense that they would not be undone (if they could be) once
imposed, but the situation without such terms is also efficient, for the same
reasons given by the standard account, and there is no obvious means by
which the two situations can be compared. Unlike several of the scenarios
discussed in the last section, in which we think there is often a relatively
strong argument for choosing one normative benchmark over another (say
because people are likely to underestimate certain objective probabilities
based on some form of judgment error), here there does not seem to be a
clear basis for such a decision.
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trades. Note that the prediction is not that all high prices (ones that make

it difficult or impossible for some people to afford things they might want)

will be banned; what we predict will be banned are transactions at terms far

from the terms on which those transactions generally occur in the marketplace.
Consider this example:

A store has been sold out of the popular Cabbage Patch dolls for a month. A week
before Christmas a single doll is discovered in a store room. The managers know
that many customers would like to buy the doll. They announce over the store's
public address system that the doll will be sold by auction to the customer who
offers to pay the most.®

Nearly three-quarters of the respondents judged this action to be either
somewhat unfair or very unfair, though, of course, an economic analysis
would judge the auction the most efficient method of assuring that the doll

- goes-te the person who values it most. Although the auction is efficient, it

represents a departure from the “reference transaction,” under which the
doll is sold at its usual price. (Of course, there would be no need for a law
banning such behavior, since it does not appear to be prevalent.) As in the
doll example, if money is loaned to individuals at a rate of interest signifi-
cantly greater than the rate at which similarly sized loans are made to other
customers, then the lender’s behavior may be viewed as unfair. Since lumber
generally tends to sell for a particular price, sales at far higher prices in Em
wake of (say) a hurricane, which drives demand sky high, are thought unfair.
Tickets to sporting events or the theater often sell for around the face price of
the ticket, so large markups over that amount are judged unfair. Consistent
with this last suggestion, subjects asked whether a team should allocate its
few remaining tickets to a key football game through an auction thought
that this approach would be unfair; allocation based on who waited in line
longest was the preferred solution.** Of course, waiting in line for tickets is
precisely what happens with laws against ticket scalping. Thus, pervasive
fairness norms appear to shape attitudes (and hence possibly law) on usury,
price gouging, and ticket scalping. a

Private Behavior. 1t is interesting to note that these transaction-banning
laws often mimic, rather than constrain, the behavior of the firms they regu-
late. Consider first usury: It is a well-known puzzle of lending markets that
lenders often refuse to loan money to risky borrowers even at above-market
interest rates; rather, someone either qualifies for a loan at the offered rate
or does not qualify for a loan at all.> This is true even when a modest in-
crease in the interest rate would not violate usury laws. (Adverse selection
considerations may also explain this behavior, but they cannot easily explain
the existence of laws against such behavior.) Price gouging and ticket scalp-
ing are similar in terms of private actors’ behavior. Thus, when Hurricane
Andrew hit Florida and the demand for lumber and other building supplies
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skyrocketed, Home Depot, a major national chain, continued to sell these
goods at its-usual prices, despite the fact that the stock could have been
sold at an enormous (short-term) profit, and despite the fact- that no law
banned price increases. More generally, economists have often remarked on
the failure of firms to increase prices in response to temporary increases in
demand.* Likewise, an interesting feature of ticket-scalping laws is that they
will keep prices down only to the extent that firms choose to sell tickets at
reasonable prices in the first place; but in fact firms routinely do this. For
example, during the 1997 NBA playoffs, the Chicago Bulls sold some tick-
ets to the general public at prices that were somewhat higher than regular
season games but a fraction of the price the tickets commanded on the (legal
in Illinois) ticket broker open market. As the head of a major theater com-~
pany explained, “there’s a strong public relations argument” against raising
prices for tickets for very popular shows (and presumably sporting events as
well) - despite excess demand for seats at the going prices —because the pub-
lic already believes “that Broadway ticket prices are too high."# Consistent
with the foregoing analysis, recent evidence of price stickiness shows that
firms’ behavior seems to be affected greatly by their customers’ perceptions
of unfair price increases.*® Note that this is not a standard reputation story;
fairness considerations are the reason that raising prices harms the firm’s
reputation,

Why then are the laws necessary? Some of the relevant actors will not
be constrained by fairness norms in the absence of a law. Noninstitutional
lenders may be willing to lend at exorbitant rates; suppliers selling lumber
out of the back of pickup trucks will often charge whatever the market will
bear (as occurred after Hurricane Andrew); ticket scalpers, who are typically
anonymous actors engaged in one-time transactions, have no reason to keep
prices down. It is these actors who are regulated by the law. The more pow-
erful mainstream firms will tend to- support, or at least not oppose, rules
banning unfair transactions. (Note, though, that their support would not be
predicted by the standard account.)

Other Bans. Laws banning economic transactions are just a species of a
broader form of regulation of transactions. Many deals are blocked, across a
wide range of contexts. People may not buy and selt body parts. They cannot
sell their votes. In some states, commercial surrogacy is prohibited, and baby
selling is banned in all states, People may not contract around bans on race
and sex discrimination, as for example through written agreements. Blocked
trades can be found in every American jurisdiction.

Bans of this variety raise serious normative questions; those questions
have been well ventilated. Doubtless reasonable distinctions can be drawn
between bans in different areas; sometimes externalities are readily appar-
ent. We make a simple positive point here: Behavioral analysis suggests that
pervasive judgments about faimess may account for many such bans on
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mgm»m:.q behavioralists, operating strategically to promote their selfish or
nonselfish goals. “Availability entrepreneurs” will thus focus attention on a
specific event in order to ensure that this event will be salient and available
to many members of the public (see Chapter 15). ,

The availability heuristic can lead to under- as well as overregulation.
Hum.oEm sometimes (although not always) underestimate the likelihood of
low-probability or low-salience events because these threats simply do not
make it onto people’s “radar screens”; many health and environmental risks
{such as the health threats from poor diet and exercise) may fit this description
with some parts of the population, But when a particular threat, even an
unlikely one, becomes available, as when, for example, asbestos is discovered
in schools, then regulation wiil be demanded, The behavioral account thus
predicts a patchwork of environmental laws characterized by both over- and
underregulation, with overregulation when a particular risk has recently

. materialized, particularly if the harm in question is highly salient.

-

Prescriptions

In this section we shift our focus from the positive to the prescriptive. Qur
claim in each context that we consider is that attention to behavioral insights
can improve the law’s ability to move society toward desired outcomes,

Negligence Determinations and Other Determinations of Fact or Law

Background. Frequently juries are called upon to determine the probabitity
of an event that ended up occurring; a prominent example is the negligence
standard, which (in the formulation favored by the economic analysis of law)
requires jurors to assess the costs and benefits of the defendant’s course of
action from an ex ante perspective, and thus to determine the probability that
harm would end up coming of that action. These determinations are made
with the “benefit” of hindsight; jurors know at the time they make their
decision thal the event in question did in fact occur. Jurors’ determinations
are thus likely to be afflicted by “hindsight bias” — the tendency of decision
makers to attach an excessively high probability to an event simply because
it ended up occurring.

Hindsight bias will lead juries making negligence determinations to find
defendants liable more frequently than if cost-benefit analysis were done
correctly — that is, on an ex ante basis. Thus, plaintiffs will win cases they
deserve to lose. Hindsight bias has been observed in a wide range of con-
texts across many studies and is likely to be present whenever juries make
negligence determinations.

A threshold issue raised by the hindsight-bias account of negligence de-
terminations is whether hindsight bias is simply a countervailing weight toa

- than others’ probability, although of course this cannot be
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tendency on the part of defendants to underestimate the likelik,

sanctioned. A common feature of human behavior is overg °
tend to think that bad events are far less likely to happen to 1
ers. Thus, most people think that their probability of a bag

od of being
Ptimism: People
them than tg oth-
Outcome is far less
tfrue for more than

half the population.” If defendants exhibit such Overoptimism, then th
'3 mw

will be underdeterred by a correct application of the i
overestimation of the probability of ?%.ﬂ., based on Eﬂ&ﬂ.wmmuﬂm%ﬂnm Seprd;
be a desirable countervailing factor. We think that defendant omm a:mw.; a,_mb
is likely to be a much smaller factor for firms than for FQmiacmw Maww tirmism -
since firms that make systematic errors in judgment will be a¢ ; msamzﬂ.m\
tive disadvantage. And for individuals, the role of o<m3_um5mm9m.~ n_a.umﬁoa-
vary significantly with context. In a case in which the threat of 1, ing mm_% o
liable is highly salient, individuals may tend to overestimate th m__.m_..am ound
of being sanctioned, for reasons discussed in connection with ar aamood
of Superfund above. Hindsight bias, in contrast, seems to be mboE. ot
board phenomeneon; it has been observed in a wide range of no:wmn_.o%-nrm-
many studies and is likely to be present whenever a jury makes a o o
determination. negligence
In fact, the law in areas such as patent law already
dress the problems caused by Eb%mmmrw bias. Thus, Mm Wwwwmwﬁ m_M._w.Hum Wo ad-
recently pointed out, patent courts are required to guard mmmm:mnﬂ L:ma H._..mm
bias in determining whether an invention was “nonobvious” at th ” sight
invention - despite its now (perhaps) seeming obvioyg - by looki e ~:=m of
“secondary considerations” as “commercial suecess, long feli | Hﬁsm 0such
need, [and] failure of others”;® this is in effect a limited form %m % Hwa..or.\mm
of the decision maker. (Thus, the law seems to mnwboé_mnmm that i M _mmu.sm
juries, may exhibit hindsight bias - although there is evidence Emﬂﬂwmmwm.\ ike
less for judges than juries.)® But in the area of tort lawy the existin .
are partial and incomplete at best. Hindsight bias seems to be s om Mmmv%:m.mm
grained in the tort system that even when it is called to a court’s m:mm_u. Y :w-
may be difficult for the court (never mind a juror) to recognize o MMUQP.:
How might the law respond to hindsight bias in tort cages? racdressit
An obvious response is the use of jury instruc
the bias and tell them to focus on the ex ante situation,
debiasing techniques appear either to have no effect on m“ﬂﬂﬂwwﬁm? such
hindsight bias by only a limited degree, leaving a significant ma HM reduce
ex post and ex ante decision making.6® The findings on the _wzﬂ n._w ?Mwm:
of debiasing techniques suggest that attempts by lawyers to mE_ w S
techniques may also be of limited effectiveness, although there 5 “u o ﬂ:n_._
for future research on the role of lawyers. Because of the mﬁvmwmaﬂuﬂ .
debiasing, we propose two alternative prescriptions - one simp|e Hmzﬂm o
cut, but limited to certain sorts of cases, and the other general mva i
to important avenues for future research. n@giving rise

tions that inform jurors of

S
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this determination must be made against the backdrop of knowledge that
the issue or problem in fact materialized, and produced a large drop in the
company’s stock price. In this situation, a decision maker will likely.find it
difficult to see how a reasonable ex ante decision maker might have thought
the prospective issue or problem other than material. Consistent with this
analysis, the main predictor of whether a securities fraud action is brought
seems to be whether there has been a large change in the company’s stock
market value, not whether the company’s behavior was reasonable from an
ex ante perspective.®’

Another example here involves damage suits for violations of the Fourth
Amendment. A risk in such suits is that if the allegedly illegal search did
in fact produce damaging evidence (say, drugs or other contraband), then
decision makers are likely to conclude that the law enforcement agency’s
behavior was reasonable. This will be true even if, from an ex ante perspective

L {without knowing the eventual outcome)}, this behavior would not have been

found reasonable.

Information Disclosure and Government Advertising

Background. Suppose it is agreed that individuals lack adequate informa-
tion on a given subject — for example, workplace safety, appliance energy
efficiency, or the effects of drug use. In some such instances the government
may seek to foster comparison shopping and informed decision making (as
in the federal truth-in-lending law, which requires lenders to announce inter-
est rates, measured the same Smﬁmmm in other instances the government may
have a specific policy goal (reducing drug use, encouraging the use of energy-
efficient refrigerators). Conventional economics acknowledges the possible
desirability of each of these goals (the second in the case of phenomena such
as externalities), and it often advocates, as a means of achieving them, pro-
viding additional information to citizens, either through a mandate to the
relevant private actors (for instance, employers), or through provision of
information by the government itself.*” ‘

The prescription to “provide more information” is striking in its spareness.
Behavioral analysis suggests that this prescription is far too spare. “Provide
more information” says nothing about the way in which the information will
be provided, and yet we know that this will matter a great deal.

That presentation matters has several implications. One is “antiprescrip-
tive”: Prescriptions directed toward fostering comparison shopping - the
first government goal mentioned above — will often be incomplete and may
even be paralyzing, since there is often no “neutral” way to present infor-
mation. The second implication is that effective prescriptive strategies for
achieving the second goal mentioned above - discouraging particular types
of behavior — must take behavioral factors into account. 1t is not enough
simply to “provide information.” We discuss several examples of this below.
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Antiprescription. Consider the following example of a government mmmBE
to foster informed decision making. In the case of defined contribution plans
such as 401(K)’s, the Labor Department, the relevant government authority,
has ruled that employers must give employees investment alternatives and
must provide information about those alternatives (such as risk and returns);
but firms are not aliowed to offer “advice” as to how to invest. We ﬁzbw‘m;mm
such spare guidelines place employersina very difficult position. The reason
is that the way firms decide to describe and display information on invest-
ment alternatives will have a powerful impact on the choices employees
make. :

ﬁ.uobmamn in this connection a recent study of the division of retirement
savings by university staff employees between two different funds, a safe
one (bonds) and a risky one (stocks).”? All the employees were shown actual
Em»oanm_ data on the returns of the two funds, but this information was
displayed in two different ways; one group was given the distribution of
one-year rates of return, while the other was given a simulated distribution
of thirty-year rates of return. Those shown the thirty-year returns elected
to invest nearly all their savings in stocks, while those shown the one-year
returns invested a majority of their funds in bonds. Our point is not that one
of these outcomes is better. Our point is simply that in the real world, she
who provides information ends up giving advice. :

. This is an example in which the prescription to “provide more informa-
tion” may be paralyzing; in other instances it may simply be incomplete.
Thus, suppose that the prescription is that certain private actors be required
to provide “information”; what does this mean? If it means that those who
expose people to a dangerous substance or product in the workplace (say
Wm.umm:mv must provide them with accurate information about the danger,
this leaves open a tremendous range of possibilities. The actors subject to
the mandate will often have an inferest in providing the least scary, most
pallid version of the information possible (for example, “benzene has been
associated with a statistical increase in risk”), while regulators might want
the most scary, salient message available (say, “exposure to benzene will in-
crease your risk of getting CANCER and other raTAL diseases”). Of course, the
best message in this case, if the goal is accurate knowledge, may well be
somewhere in between. An important goal of the analyst’s task in making
prescriptions in this area is to say how the information should be provided -
not just that it should be provided.

HH._ still other contexts, such as ones in which the presentation of infor-
mation will affect people’s preferences rather than just their perceptions of
me. it is not clear in theory what is meant by ensuring “informed deci-
sion making.” It is not even clear that there are steady or stable background
_uaﬁmnmsnmm that might be “informed.” The preferences can themselves be an
artifact of the method of informing. For instance, one of the central features of
Kahneman and Tversky's prospect theory is that people evaluate outcomes
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that the benefits are immediate, while the costs (if they are incurred at all) are
spread out over time —often a very long time. Economic analysis assumes that
such future costs are discounted to present value, and A. Mitchell Polinsky
and Steven Shavell have recently suggested that potential criminal offenders
may have unusually high discount rates, so that years in prison far in the
future will be discounted very heavily.”” Behavioral economic analysis car-
ries this idea further by incorporating seif-control issues often emphasized
by criminologists.”

Prescriptions. Asjust noted, the existing economic analysis assumes a con-
stant discount rate {(although perhaps a high one); this means that the differ-
ence between the attractiveness or aversiveness of a reward or punishment
today versus tomorrow is the same as the difference between a year from now
and a year and one day from now. In contrast to this theory, there is consid-

—...erable evidence that people display sharply declining discount rates.” This

means that impatience is very strong for near rewards (and aversion very
strong for near punishments), but that each of these declines over time - a
pattern referred to as “hyperbolic discounting.”*

What does hyperbolic discounting imply for effective deterrence of crim-
inal behavior? With this sort of bounded willpower on the part of potential
offenders, the difference between not getting caught and being imprisoned
for, say, a year differs dramatically from the difference between being im-
prisoned for ten years and being imprisoned for eleven years (even apart
from any fixed costs that may accompany the fact of conviction). While the
standard theory says that these two things differ only insofar as the costs
of imprisonment in year eleven must be discounted to present value in or-
der to be compared with the loss of wages and personal freedom in year
one, behavioral economic analysis (and basic common sense) tells us that
this is not so. Short punishments will thus have much more effect than long
punishments as a result of the “priority of the present”; adding years onto a
sentence will produce little additional deterrence.?!

Normative Analysis: Anti-Antipaternalism

Initsnormative orientation, conventionatl law and economics is often strongly
antipaternalistic. The idea of “consumer sovereignty” plays a large role; cit-
izens, assuming they have reasonable access to relevant information, are
thought to be the best judges of what will promote their own welfare, Yet
many of the instances of bounded rationality discussed above call this idea
into question — and also, as we will emphasize below, call into question
the idea that intervention by government actors, who themselves may face
the same cognitive or motivational problems as everyone else, can improve
matters. In this way bounded rationality pushes toward a sort of anti-antipa-
ternalism — a skepticism aboutantipaternalism, but not an affirmative defense

Behavioral Approach 47

of paternalism. We also note (although we do not explore this point here) that
while bounded rationality may increase the need for law (if government's
failings are less serious than citizens’), bounded self-interest may reduce it,

by creating norms that solve collective action problems even without gov-
ernment intervention, 2

Citizen Error

Many of the forms of bounded rationality discussed above call into ques-
tion the idea of consumer sovereignty. For example, overoptimism leads most -
people to believe that their own risk of a negative outcome is far lower than
the average person’s. Similarly, the effect of salience may lead to substantial
underestimation of certain risks encountered in everyday life (for example,
the risks from poor diet), since these harms may not be very salient. When
overoptimism is combined with salience, people may underestimate risks
substantially. We emphasize that these problems are not ones of insufficient
information per se; they are ones of insufficient ability to process accurately
the information one possesses insofar as that information bears onone’sown
risks. Thus, for example, people may have reasonably adequate information
about the risks of smoking,® but this does not at all imply that they have
adequate perceptions of the risks of smoking that they themselves face.$?
Even if people can obtain accurate statistical knowledge, statistical knowl-
edge may not be enough to inform actual choices.®> It does not follow from
this that information is useless; it is just that having information per se does
not automatically imply optimal behavior.

Further questions about the idea of consumer sovereignty arise from the
gap between “decision” and “experience” utility. The utility of actual ex-
perience may diverge from the anticipated uiility as revealed by people’s
decisions.% The identity of decision and experience utility in conventional
economics is often treated as an axiom, or at Jeast as a proposition that could
not be falsified. But behavioral research shows that people’sjudgments about
their future experience at the time of decision can be mistaken, in the sense
that people are sometimes unable (even apart from the sorts of informational
issues recognized by conventional economics) to assess what the experience
will actually be like. Thus, for example, people appear not to predict accu-
rately the consequences of becoming seriously ill or disabled ¥ They tend
to underestimate their ability to adapt to negative changes, a point that may

bear on law and policy in such areas as global climate change.®

But this suggestion about adaptation raises a complex normative question:
Is a person’s measure of welfare after (for example) becoming ill the appro-
priate measure of value? Perhaps people, through coping mechanisms, are
able to adapt to disease better than they anticipate in advance, buit does
this mean that disease is a less severe problem than prior attitudes would
have suggested? On conventional utilitarian grounds, the answer is probably
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but often false. People display bounded rationality: They suffer from certain
biages, such as overoptimism and self-serving conceptions of fairness; they
follow heuristics, such as availability, that lead to mistakes; and they behave
in accordance with prospect theory rather than expected utility theory. Peo-
ple also have bounded willpower; they can be tempted and are sometimes
myopic. They take steps to overcome these limitations. Finally, people are
{fortunately!) boundedly self-interested. They are concerned about the well-
being of others, even strangers in some circumstances, and this concern and
their self-conception can lead them in the direction of cooperation at the ex-
pense of their material self-interest (and sometimes spite, also at the expense
of their material self-interest). Most of these bounds can be and have been
made part of formal models.

In this chapter we have sketched some of the implications of enriching the
traditional analysis by incorporating a more realistic conception of human
behavior. We have insisted on the value and importance of using the three
bounds in the economic analysis of law; more tentatively, we have explored
a series of legal problems in which the bounds may be significant. Obviously
there is a great deal of research to be done, and one of our principal goals
has been to outline areas that could benefit from further work, both analytic
and empirical.

We do not doubt that replacing the simple maximizing model of economics
with a more complicated psychological treatment comes at some cost. Solv-
ing optimization problems is usually easier than describing actuai behavior.
It has beerrsaid (we believe by Herbert Simon} that economics makes things
hard on mm..,mamh but easy on economists; behavioral economics, we suggest,
does the owwOmzm. We recapitulate here some of the reasons we think the
enriched model is worth the trouble for those interested in the economic
analysis of law.

1. Some of the predictions of the standard mode} are simply wrong. For
example, people can be both more spiteful and more cooperative than tradi-
tional analysis predicts, and this matters a great deal to law. It is also impor-
tant to know that even in a world without transaction costs and wealth ef-
fects, the assignment of property rights alters the ultimate allocation of those
rights, and that this may be particularly true for certain forms of property-
rights assignment (such as court orders). These features of the world matter
greatly for making predictions and formulating policy.

2. In other cases economics makes no predictions (or incorrect predictions
of no effect). Prominent in this category are the effects of presentation; since
economic theory assumes that choices are invariant to the manner in which
a problem is framed, it falsely predicts that the language of a media account
or advertisement has no effect on behavior, holding the information content
constant. In contrast, it is well established that people react differently to po-
tential outcomes depending on whether they are perceived as foregone gains
or out-of-pocket costs (losses), and that they are likely to think, mistakenly,
that salient events are more common than equally prevalent but more subtle
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ones. These points bear on the supply of and the demand for law, and on the
‘behavior of agents in their interactions with the legal system.
3. Standard economic theories of the content of law are based on an un-

* duly limited range of potential explanations, namely optimal (or second-

best) rules set by judges and rent-seeking legislation determined by self-
interested log rolling. Behavioral economics offers other sources of potential
explanation — most prominently, perceptions of fairness. We have tried to
show that many laws which are seemingly inefficient and do not benefit
powerful interest groups may be explained on grounds of judgments about
right and wrong.

4. A behavioral approach to law and economics offers a host of novel
prescriptions regarding how to make the legal system work better. Some
stem from the improved predictions mentioned in point 2 above. Cognitive
difficulties and motivational distortions undermine or alter conventional
economic prescriptions about the jury’s role, most notably in the context of
assessing negligence and making other determinations of fact or law. We
have taken some preliminary steps in suggesting ways to reduce the costs of
some of these problems.

3. A behavioral approach to law and economics produces new questions
about possible mistakes by private and public actors. On the one hand, it
raises serious doubts about the reflexive antipaternalism of some economic
analyses of law. On the other hand, it raises equivalent questions about
whether even well-motivated public officials will be able to offer appropriate
responses to private mistakes and confusion.

We hope that this chapter will encourage others to continue the inquiry
and research, both theoretical and empirical, that will be needed to flesh out
the behavioral approach for which we have argued here. This approach will
use traditional economic tools, enhanced by a better understanding of human
behavior. Thirty years from now, we hope that there will be no such thing as
behavioral economics. Instead we hope that economists and economically
oriented lawyers will simply incorporate the useful findings of other social
sciences, and in so doing, transform economics into behavioral economics,
and economic analysis of law into one of its most important branches.

Appendix: Framework and Summary
of Applications

This appendix summarizes our framework for behavioral law and economics.
It also lists the law and economics issues we analyze within each category of
the framework. The specific behavioral mechanisms we draw upon, which
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