Full text available at: http://dx.doi.org/10.1561/0700000038

Behavioral Economics
and the Law




Full text available at: http://dx.doi.org/10.1561/0700000038

Behavioral Economics
and the Law

Christine Jolls

Yale Law School
New Haven, CT
USA

christine.jolls@yale.edu

Now

the essence of knowledge

Boston — Delft



Full text available at: http://dx.doi.org/10.1561/0700000038

Foundations and Trends® in
Microeconomics

Published, sold and distributed by:
now Publishers Inc.

PO Box 1024

Hanover, MA 02339

USA

Tel. +1-781-985-4510
www.nowpublishers.com
sales@nowpublishers.com

Outside North America:
now Publishers Inc.

PO Box 179

2600 AD Delft

The Netherlands

Tel. +31-6-51115274

The preferred citation for thiS@)ublica‘cion is C. Jolls, Behavioral Economics and the
Law, Foundation and Trends“ in Microeconomics, vol 6, no 3, pp 173-263, 2010

ISBN: 978-1-60198-398-5
© 2011 C. Jolls

All rights reserved. No part of this publication may be reproduced, stored in a retrieval
system, or transmitted in any form or by any means, mechanical, photocopying, recording
or otherwise, without prior written permission of the publishers.

Photocopying. In the USA: This journal is registered at the Copyright Clearance Cen-
ter, Inc., 222 Rosewood Drive, Danvers, MA 01923. Authorization to photocopy items for
internal or personal use, or the internal or personal use of specific clients, is granted by
now Publishers Inc. for users registered with the Copyright Clearance Center (CCC). The
‘services’ for users can be found on the internet at: www.copyright.com

For those organizations that have been granted a photocopy license, a separate system
of payment has been arranged. Authorization does not extend to other kinds of copy-
ing, such as that for general distribution, for advertising or promotional purposes, for
creating new collective works, or for resale. In the rest of the world: Permission to pho-
tocopy must be obtained from the copyright owner. Please apply to now Publishers Inc.,
PO Box 1024, Hanover, MA 02339, USA; Tel. +1-781-871-0245; www.nowpublishers.com;
sales@nowpublishers.com

now Publishers Inc. has an exclusive license to publish this material worldwide. Permission
to use this content must be obtained from the copyright license holder. Please apply to now
Publishers, PO Box 179, 2600 AD Delft, The Netherlands, www.nowpublishers.com; e-mail:
sales@nowpublishers.com



Full text available at: http://dx.doi.org/10.1561/0700000038

Foundations and Trends® in
Microeconomics

Volume 6 Issue 3, 2010
Editorial Board

Editor-in-Chief:
W. Kip Viscusi
Vanderbilt University

Editors

Richard Carson, UC San Diego (environmental economics)

Joseph Harrington, Johns Hopkins University (industrial organization)
Tom Kniesner, Syracuse University (labor economics)

Mark V. Pauly, University of Pennsylvania (health economics)

David Wildasin, University of Kentucky (public economics)

Peter Zweifel, University of Zurich (insurance economics)



Full text available at: http://dx.doi.org/10.1561/0700000038

Editorial Scope

Foundations and Trends® in Microeconomics will publish survey

and tutorial articles in the following topics:

Environmental Economics
Contingent Valuation
Environmental Health Risks
Climate Change
Endangered Species
Market-based Policy Instruments
Health Economics

Moral Hazard

Medical Care Markets
Medical Malpractice
Insurance economics
Industrial Organization
Theory of the Firm
Regulatory Economics
Market Structure

Auctions

Monopolies and Antitrust
Transaction Cost Economics

Labor Economics

Labor Supply

Labor Demand

Labor Market Institutions
Search Theory

Wage Structure

Income Distribution

Race and Gender

Law and Economics
Models of Litigation
Crime

Torts, Contracts and Property
Constitutional Law
Public Economics

Public Goods
Environmental Taxation
Social Insurance

Public Finance

International Taxation

Information for Librarians

Foundations and Trends® in Microeconomics, 2010, Volume 6, 4 issues. ISSN
paper version 1547-9846. ISSN online version 1547-9854. Also available as a
combined paper and online subscription.



Full text available at: http://dx.doi.org/10.1561/0700000038

Foundations and Trends® in

Microeconomics
Vol. 6, No. 3 (2010) 173-263 n.w
© 2011 C. Jolls
DOI: 10.1561/0700000038 the essence of knowledge

Behavioral Economics and the Law

Christine Jolls

Gordon Bradford Tweedy Professor of Law and Organization, Yale Law
School, New Haven, CT, USA, christine.jollsQ@yale.edu

Abstract

This monograph describes and assesses the current state of behavioral
law and economics. Law and economics had a critical (though under-
recognized) early point of contact with behavioral economics through
the foundational debate in both fields over the Coase theorem and the
endowment effect. In law and economics today, both the endowment
effect and other features of behavioral economics feature prominently
and have been applied to many important legal questions.



Full text available at: http://dx.doi.org/10.1561/0700000038

Contents

I liction: Behavioral E . ] l
|  American Legal Stage) 1

2 In the Beginning: The Endowment Effect in |
[ Behavioral E : [ Behavioral T I l

[_FEconomics| 5
2.1 The Coase Theorem| 5
2.2 The Endowment Effect Within Law and Fconomics| 7
[2.3  Early Evidence of the Importance of Context| 8

B The Mod D 1 of Behavioral T ] l

[__Economics| 11
[3.1  Bounded Rationality] 11
3.2 Bounded Willpower| 17
(3.3 Bounded Self-Interestl 18

|4  General Typology of Legal Responses to Bounded |
|  Rationality, Bounded Willpower, and Bounded |
[__Self-Interestl 23




Full text available at: http://dx.doi.org/10.1561/0700000038

|5 Illustrative Legal Applications:

|  Bounded Rationality| 29
5T Amd —on Tawl 29
5.2 Discovery Rules in Litigation| 45
[5.3  The “Business Judgment” Rule in Corporate Law] 47
[.4  Consumer Safety Law]| 49
5.5  “Distributive Legal Rules”| 57
5.6 Employment Mandates| 62
|6 Illustrative Legal Applications: |
|  Bounded Willpower]| 65
6.1  Employee Compensation and Employment Law Rules| 66
6.2  Rules Governing Contract Renegotiation| 66
|7 Illustrative Legal Applications: |
[__Bounded Self-Interest| 69
(7.1 _Consumer Protection Lawl 69
(7.2 Minimum Wage Regulation| 72
8 Conclusion| 81
|Acknowledgments| 83
[References| 85



Full text available at: http://dx.doi.org/10.1561/0700000038

1

Introduction: Behavioral Economics on the
American Legal Stage

Over the past quarter century, behavioral economics has gone from a
small subfield of economics to a powerful force within American society.
Nobel Laureate Daniel McFadden, not himself a behavioral economist,
asserted in 2001 that behavioral economics was “where gravity is
pulling economic science” (Lowenstein, 2001). Rather than focusing
on how a theoretical and often highly unrealistic “homo economicus”
might make decisions, economics has increasingly turned its sights to
analysis based on how real people actually behave. Such behavioral
economics analysis seeks to enhance the predictive power of economics
by improving its underlying model of human behavior.

In the years since McFadden identified the “gravitational” pull of
behavioral economics, Daniel Kahneman has been awarded the Nobel
Prize for his foundational work in behavioral economics, while the
United States has elected its first “behavioral economics President”
(see, for example, Grunwald, 2009; King, 2009). In a broad range of
contexts, the Obama Administration has turned to behavioral eco-
nomics, whether the legal policy question is how jobless benefits and
job training should be structured in today’s economy (Kling, [2009) or
whether environmental and safety regulations satisfy cost-benefit anal-
ysis (Wallace-Wells|, 2010)).
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2 Introduction: Behavioral Economics on the American Legal Stage

This monograph begins with the early evolution of behavioral eco-
nomics both outside and within legal policy analysis and then describes
the central role of behavioral economics in such analysis today. The
“behavioral law and economics” of today is rooted in more traditional
law and economics, so it is useful to start with an understanding of the
field’s jumping-off point.

Three distinctive features help to demarcate work that is typically
regarded as within the field of law and economics[] First, work within
law and economics focuses, among the huge range of economics topics
that relate to law in some way, on areas of law that were not much
studied by economists prior to the advent of law and economics as
a field; these areas include tort law, contract law, property law, and
rules governing the litigation process. Second, law and economics
often (controversially) employs the normative criterion of “wealth
maximization” (Posner, 1979) rather than that of social welfare
maximization — not, for the most part, on the view that society
should pursue the maximization of wealth rather than social welfare,
but instead because law and economics generally favors addressing
distributional issues that bear on social welfare solely through the tax
system (Shavell, [1981)). Third, much work within law and economics
reflects a sustained interest in explaining and predicting the content,
rather than just the effects, of legal rules. While a large body of work
in economics studies the effects of law (see |Jolls, 2007a for examples),
outside of work associated with law and economics only political
economy has generally given central emphasis to analyzing the content
of law, and then only from a particular perspectiveﬂ

Behavioral law and economics has sought to bring the insights of
behavioral economics to bear on many topics within the field of law
and economics. This monograph describes a number of the central
attributes and applications of behavioral law and economics to date. It
does not embrace every area in which behavioral economics has become

! The remainder of this paragraph is reprinted with minor changes from |Jolls| (2007a), which
also provides examples of the broad scope of work in economics that relates to law in some
way.

2The three features of law and economics identified in the text are not meant to demarcate
the intrinsic essence of the field; instead the claim is that these features characterize much
of the existing work generally regarded as within law and economics.
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3

influential in legal policy in America and beyondﬁ but it does seek to
give a representative sample of the burgeoning modern field of behav-
ioral law and economics.

Section [2|begins with the early development and refinement of one of
the pivotal insights of behavioral economics — that people frequently
exhibit an endowment effect — both outside and within the field of
behavioral law and economics. The endowment effect refers to people’s
tendency to assert a higher value for an object or right if they possess
it initially than if they do not. While the empirical evidence of the
endowment effect is compelling, it is clear that the effect is context-
specific. Within law, it is thus critical to attend to the legal context in
assessing the likelihood and significance of the endowment effect.

Section [3] offers a general overview of the features of human deci-
sion making that have informed modern behavioral law and economics.
As in Thaler| (1996)), the discussion is organized by reference to three
“bounds” on human behavior: Bounded rationality refers to both judg-
ment error and departures from expected utility theory; bounded
willpower refers to people’s failure to adhere to their previously laid
plans; and bounded self-interest refers to departures from material self-
interest maximization.

Section [] provides a general typology of legal responses to bounded
rationality, bounded willpower, and bounded self-interest. In many
instances of bounded rationality, the behavior in question is uncon-
troversially viewed as an “error,” and in such cases law often should —
and does — seek either to debias the mistaken actor or to insulate
outcomes from the effects of the actor’s mistake. In some behavioral
law and economics applications, however, actors’ behavior cannot be
straightforwardly categorized as erroneous or otherwise normatively
undesirable; in such cases, behavioral law and economics often focuses
on positive or descriptive, rather than normative, analysis.

Sections [f] through [7] move from the general to the concrete, offering
a range of illustrative applications of behavioral law and economics in
the domains of bounded rationality, bounded willpower, and bounded
self-interest, respectively. A particular emphasis in recent applied work

3For an example from abroad, see |Chakrabortty] (2008]).
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4 Introduction: Behavioral Economics on the American Legal Stage

has been legal debiasing approaches (see especially Section. Greatly
predating the broad range of modern topics in behavioral law and eco-
nomics, however, was the early focus of both behavioral economics and
behavioral law and economics on the endowment effect, the topic of
Section
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