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The Placebo Effect of Law
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Amitai Aviram

The discourse on a legal action, whether it is legislative,
administrative, executive or judicial, usually centers on an implicit
or explicit evaluation of the legal action’s objective costs and
benefits. This article argues that such analysis ignores a legal
action’s “Placebo Effect” — the impact of individuals’ subjective
assessment of the legal action’s benefits. Failure to consider
placebo effects may cause significant overstatement or
understatement of a legal action’s benefits. Through application of
literature on cognitive biases, the direction and magnitude of the
placebo effect can be estimated, leading to more accurate
evaluation of the feasibility of a legal action.
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l. Introduction

A significant portion of legal scholarship assesses the merits and demerits of legal actions
— legislation, judicial decisions, administrative rules and adjudication and executive
actions.! The discourse, though diverse in the positions it takes and the analytical tools
used, looks almost exclusively at the objective results of implementing the laws: the
benefits that would in fact result and the costs that would in fact be incurred. In this
article I argue that a legal analysis that considers only objective outcomes may
significantly overstate or understate the benefits conferred by a law, because it misses an
important element of the impact of laws — an element I call the “placebo effect” of the

law.

" Assistant Professor, Florida State University; LL.B. (Tel-Aviv University, 1995); LL.M. (University of
Chicago, 2000); J.S.D. (University of Chicago, 2003). I am grateful to Curtis Bridgman, Jonathan Klick,
Jody Kraus, Gregory Mitchell, Mark Seidenfeld, Jeffrey Stake, Amy Sweeney and the participants of the
Midwestern Law & Economics Association Annual Meeting, of New York University’s Colloquium on
Market Institutions and Economic Processes, and of the faculty workshop at the University of Florida for
their invaluable comments.

! For the sake of simplicity, I will use throughout the Article the term “law” to refer to all types of legal
actions — legislative, judicial, administrative and executive. I will refer to the implementation of the legal
action as “enacting the law”, and to the implementer as the “politician.”



A placebo effect of a law is the effect on welfare of a reduction in the perceived risk
which the law purports to address. Like the medical placebo effect from which its name
is derived,” a placebo effect of a law impacts individuals subject to the law (the
“patients”), correcting their biased perception of a risk (the “illness”) and causing it to
converge with the objective risk. Thus, like its medical counterpart, the law’s effect on
expectations (the “placebo effect of the treatment”) results in a benefit that is distinct

from the objective effect of the law in reducing the objective risk.

The placebo effect impacts social welfare by reducing a discrepancy between an
objective risk and the perceived level of the same risk. As I will explain below, research
on cognitive biases has documented that the human mind is susceptible to certain patterns
of misperception.” Specifically, the perception of risk is affected by the vividness of the
risk,* the extent to which one can recall instances in which she saw or was told of the
risk,” and the degree to which the risk concerns other people with whom one interacts.’
As a result of these biases, most people consistently over-estimate certain risks and

under-estimate others.

When an individual over-estimates a risk that she cannot eliminate, she modifies her
behavior to avoid the risk. Such behavior is desirable when a risk is correctly perceived,

but leads to excessive avoidance of desirable activity when the risk is over-estimated. In

2 On the Placebo Effect in the field of medicine, see: Walter A. Brown, The Placebo Effect, SCIENTIFIC
AMERICAN 90 (January 1998); All in the Mind, SCIENTIFIC AMERICAN 16 (October 2001); Margaret Talbot,
The Placebo Prescription, THE NEW YORK TIMES (January 9, 2000); Steve Stewart-Williams, The Placebo
Puzzle: Putting Together the Pieces, 23 HEALTH PSYCHOLOGY 198 (2004). Closely related to the placebo
effect is the connection between religion and health. From a secular point of view, religious belief reduces
subjective uncertainty (even if it does not affect objective uncertainty), not unlike a placebo. On the
connection between religion and health see: R. P. Sloan, E. Bagiella and T. Powell, Religion, Spirituality
and Medicine, 353 THE LANCET 664 (1999) (describing and critiquing polls, theoretical and empirical work
that finds a positive connection between spirituality and health).

? See, e.g., Amos Tversky & Daniel Kahneman, Judgement Under Uncertainty: Heuristics and Biases, 185
Sci. 1124 (1974); Cass R. Sunstein, The Laws of Fear, 115 HARV. L. REV. 1119 (2002).

* This is known as the vividness bias. See: Harry S. Gerla, The “Reasonableness” Standard in the Law of
Negligence: Can Abstract Values Receive Their Due?, 15 U. DAYTON L. REV. 199, 210 (1990).

> This is known as the availability bias. See: Tversky & Kahneman, supra note 3, at 1127 (The availability
bias causes people to “assess the frequency of a class or the probability of an event by the ease with which
instances or occurrence can be brought to mind.”).

% This is known as social amplification. See: Sunstein, supra note 3, at 1130-1137.

2

Amitai Aviram/The Placebo Effect of Law



economic jargon, this over-estimation of risk creates a dead-weight loss.” A law that
reduces the discrepancy between the perceived risk and actual risk — by assuring an
individual who over-estimates a risk that the risk will be mitigated — reduces this
excessive avoidance and in that way increases the individual’s utility beyond the

objective effect that it has on the individual.

In saying that laws have a placebo effect, I am not claiming that they are placebos. The
placebo effect of a law complements, rather than substitutes, its objective effect. In fact,
one would expect that very few laws would be pure placebos, because there is likely to be
some correlation between the actual effect of a law and its perceived effect: the more
effective a law is, the more likely it is to be perceived as effective. It would be a mistake,
however, to look at the objective effectiveness of a law as its only contribution. If the
public over-estimates a risk, then it might (unnecessarily) avoid that risk even if the law
had eliminated the risk. The placebo effect of the law would assure the public that the

risk has been eliminated (or at least reduced), further increasing social welfare.

Placebo effects are not uniform. This article distinguishes between four categories of
placebo effects: (1) Positive placebo effects, which occur when individuals over-estimate
a risk prior to the implementation of the law, and perceive the law as mitigating that risk;
(2) Negative placebo effects, which occur when individuals under-estimate a risk prior to
the implementation of the law, and perceive the law as mitigating that risk; (3) Positive
anti-placebo effects, which occur when individuals under-estimate the risk and perceive
the law as increasing that risk; and (4) Negative anti-placebo effects, which occur when

individuals over-estimate the risk and perceive the law as increasing that risk.

This article contributes to the accuracy of evaluations of laws by bringing attention to
laws’ placebo effects and suggesting a method to assess the direction of their impact
(increasing or decreasing utility) and its magnitude. In Section II, I will explain what

placebo effects are and how they are distinguishable from “real” psychological effects of

7 See, e.g., Oliver Williamson, Economics as an Antitrust Defense, The Welfare Tradeoffs, 58 AM. ECON.
REV. 18, 21-23 and n. 4 (1968); Herbert Hovenkamp, FEDERAL ANTITRUST POLICY: THE LAW OF
COMPETITION AND ITS PRACTICE 19-20 (3" ed., 2005).

3

Amitai Aviram/The Placebo Effect of Law



a law (such as a sense of pleasure from the symbolic government endorsement of a norm,

or from retribution against norm violators).

Placebo effects enhance social welfare when they reduce the divergence between an
actual (objective) risk and a perceived (subjective) risk. In Section III, I will rely on the
literature on cognitive biases to explain why objective and subjective risks diverge in the
first place. In Section IV I will assess the effect of placebo effects on utility, and discuss
how placebo effects should be incorporated into an analysis of a law’s effectiveness, in
order to make such analysis more accurate. Section V will distinguish between, and
illustrate, the four categories of placebo effects mentioned above. I will conclude, in
Section VI, with an illustration of the application the concept of placebo effects to the

. . . 8
evaluation of measures addressing corporate misconduct.

Il. The Invisible Subjective Effect of Law

Legal scholarship varies widely in its methodology, style and subject, so much so that
one scholar avoided any categorical definition and stated that “[1]egal scholarship is what
legal scholars do”.” The bulk of legal scholarship, however, is dedicated to an analysis
and evaluation of past, present or proposed laws - legislation,'® judicial decisions,"’

administrative rules and adjudication'? and executive actions."

¥ I suggested this application in: Amitai Aviram, In Defense of Imperfect Compliance Programs, 32 FLA.
ST. U. L. REV. 397 (2005).

? Arthur A. Leff, Afterword, 90 YALE L.J. 1296, 1296 (1981).

1 See, e.g., Orin S. Kerr, Internet Surveillance Law After The USA PATRIOT Act: The Big Brother That
Isn't, 97 Nw. U. L. REV. 607 (2003); Thomas D. Morgan, Sarbanes-Oxley: A Complication, Not a
Contribution, In The Effort To Improve Corporate Lawyers’ Professional Conduct, 17 GEO. J. LEGAL
ETtHICS 1 (2003).

' See, e.g., George S. Geis, Empirically Assessing Hadley v. Baxendale, 32 FLA. ST. U. L. REV.
(forthcoming 2005); Nicholas L. Georgakopoulos, Meinhard v. Salmon and the Economics of Honor, 1999
CoLuM. Bus. L. REv. 137 (1999); Lynn A. Stout, In Praise of Procedure: An Economic and Behavioral
Defense of Smith v. Van Gorkom and the Business Judgment Rule, 96 Nw. U. L. REV. 675 (2002).

12 See, e.g., Stuart Minor Benjamin, Evaluating the Federal Communications Commission’s National
Television Ownership Cap: What’s Bad For Broadcasting is Good For the Country, 46 WM. & MARY L.
REV. 439 (2004); Thomas Lee Hazen, Administrative Law Controls on Attorney Practice — A Look at the
Securities and Exchange Commission’s Lawyer Conduct Rules, 55 ADMIN. L. REV. 323 (2003).

1 See, e.g., Robert W. Hahn & Cass R. Sunstein, 4 New Executive Order for Improving Federal
Regulation? Deeper and Wider Cost-Benefit Analysis, 150 U. PA. L. REV. 1489 (2002).
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Some scholars employ a deontic analysis,'* which denies that right action is exclusively a
function of consequences.”” However, most legal scholarship employs variations of
consequential analysis, under which the outcomes of the law (the net benefits of its
implementation) are compared to those of alternatives. Sometimes this analysis takes the
form of an explicit (and occasionally, quantified) cost-benefit analysis.'® Other times, the

assessment of costs and benefits is implicit.

The accuracy of any consequential analysis, explicit or implicit, is highly dependent on
the inclusion of all relevant consequences. Nearly all consequential analysis in legal
scholarship focuses on “real” effects of the analyzed law — the impact on behavior
prompted by objective changes the law causes to incentives or payoffs.'” For example,
when assessing the suitability of the Sarbanes-Oxley Act,'® scholars debate the extent to
which the Act will succeed in curbing the harm against which it was enacted — corporate
misconduct, by increasing the probability of detecting and the severity of punishing such

misconduct.

Some scholars also take into account ‘psychic’ effects — the benefit (or harm) that

individuals reap from their satisfaction (or dissatisfaction) with the expected outcome of

1 See, e. g., Charles Fried, CONTRACT AS PROMISE: A THEORY OF CONTRACTUAL OBLIGATION (Harvard
University Press, 1981) (a Kantian analysis of contract law); Ernest J. Weinrib, THE IDEA OF PRIVATE LAW
(Harvard University Press, 1995) (a Kantian analysis of tort law). For an argument that deontic and
consequential analyses are not mutually exclusive, see: Jody S. Kraus, The Unity of Deontic and Economic
Theories of Contract Law (unpublished manuscript, March 24, 2005, on file with the author).

" See, e.g., Jody S. Kraus, Philosophy of Contract Law 687, 693, in THE OXFORD HANDBOOK OF
JURISPRUDENCE & PHILOSOPHY OF LAW (Jules Coleman & Scott Shapiro, eds., 2002): “[D]eontic theory
treats doctrinal justifications offered by judges as constitutive elements of the law. Outcomes serve as
constraints on plausible interpretations of these doctrinal statements, but do not in themselves have
independent legal significance.”

1 See, e.g., Darryl K. Brown, Cost-Benefit Analysis in Criminal Law, 92 CAL. L. REV. 323 (2004); Kevin
E. Davis, Promissory Fraud: A Cost-Benefit Analysis, 2004 Wis. L. REV. 535 (2004). Also see Michael
Abramowicz, Information Markets, Administrative Decisionmaking, and Predictive Cost-Benefit Analysis,
71 U. CHI. L. REV. 933 (2004) (suggesting a method of policy evaluation that combines cost-benefit
analysis with information markets).

' See, e.g., Michael Abramowicz, An Industrial Organization Approach to Copyright Law, 46 WM. &
MARY L. REV. 33 (2004); Ian Ayres & Paul M. Goldbart, Optimal Delegation and Decoupling in the
Design of Liability Rules, 100 MICH. L. REV. 1 (2001).

'8 Pub. L. No. 107-204, 116 Stat. 745 (2002).
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the law."” For example, individuals may experience psychic effects from learning of the
enactment of the Sarbanes-Oxley Act, because they are happy that unethical managers
will get their just deserts. Psychic effects derived from a law are distinct from,*® though

related to,21 the “real” effect of that law.

Scholars to date have failed to recognize a third effect that laws frequently have, which I
call the placebo effect of the law. Placebo effects are a hybrid which has objective
effects on behavior that are driven by a law’s manipulation of the (subjective) perceived
risk. Thus, like psychic effects, placebo effects are caused by a law’s manipulation of
subjective perception. But, like real effects and unlike psychic effects, placebo effects
have an objective impact on the behavior of individuals — an increase or decrease in
activity related to the risk that is addressed by the law. It is this objective impact that
causes the placebo effect to increase or decrease utility, but unlike real effects of a law,

the placebo effect is triggered by the law’s perceived (not actual) effectiveness.

To illustrate the placebo effect, I return to the example of the Sarbanes-Oxley Act. The

Act intends to prevent corporate misconduct, which may harm investors* and

1% See, e.g., Donald J. Boudreaux, Roger E. Meiners & Todd J. Zywicki, Talk is Cheap: The Existence
Value Fallacy, 29 ENVTL. L. 765, 768 (1999); Daniel N. Shaviro, Psychic Income Revisited: Response to
Professors Johnson and Dodge, 45 TAX L. REV. 707, 710-712 (1990); Amy L. Wax, Expressive Law and
Oppressive Norms: A Comment on Richard McAdams’s “A Focal Point Theory of Expressive Law, 86 VA.
L.REv. 1731, 1739 note 9 (2000).

2% psychic utility and “real” utility are distinct because individuals may fail to derive psychic utility (despite
the law’s effectiveness) if they are unaware of either the law’s effectiveness or of the harm that is caused by
the misconduct that the law attempts to prevent. Likewise, individuals may derive psychic utility even
though the law is ineffective, if they are under a false impression that the law is effective. In some cases
individuals may derive psychic utility or disutility from the symbolic value of a law even if they know that
it will not be effective or even enforced. For example, a colonial Massachusetts law enacted in 1675
prohibits Native Americans from entering the city of Boston. See Menino Seeks to Repeal 1675 Law
Against Native Americans — Symbolic Act Seen as Step Forward, THE BOSTON GLOBE, Dec. 25, 2004, P.
B4. People may take offense of the existence of such law (i.e., derive negative psychic utility) even though
it has not been enforced for centuries and is unconstitutional and therefore unenforceable.

2! Psychic utility and “real” utility are related because psychic utility from a law often increases with the
perceived effectiveness of the law.

*? For example, facing an unexpected decline in business, a CEO causes his corporation’s reported financial
statistics to be manipulated so as to meet analysts’ expectations. See Indictment, U.S. v. Bernard J. Ebbers,
2004 WL 1263386 (S.D.N.Y., 2004). Ebbers was convicted on all counts on March 15, 2005. These
events led to several class actions suits by investors. See California Public Employees’ Retirement System
v. WorldCom, Inc., 368 F.3d 86 (2™ Cir. 2004).
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employees.” Suppose that there is a 5% probability that any given U.S. company would
commit corporate fraud that would eliminate a substantial portion of its shareholders’
investment.”* Knowing this, investors are less likely to purchase shares, and are more
likely either to invest elsewhere (e.g., in treasury bonds) or to consume their wealth rather
than invest it. Some investors may not be deterred from investing in a company because
of a 5% probability of fraud, especially if their opportunity costs are low (e.g., this
investment looks much more attractive than the next best alternative). But on the margin,
investors will decide that the risk of fraud makes other uses of their wealth more
attractive and will therefore refrain from investing in U.S. companies. Naturally, the
number of people who would refrain from investing in U.S. companies will increase as

the perceived risk of fraud increases.*

This pattern of avoiding activities that expose an individual to a risk that cannot be
mitigated is analogous to economic analysis of strict liability in tort law.*® In effect, an
injured party is “strictly liable” for injuries inflicted on it that cannot or are not prohibited
by public and private legal systems, in the sense that the risk of injury would cause the
injured party to both take the optimal degree of care to avoid injury, but where care is

insufficient to avoid injury, to reduce their activities that run the risk of this type of

injury.

* Employees may be harmed by corporate misconduct indirectly, either because of losing their job due to
the corporations failure following corporate misconduct, or in their role as investors in their company, for
example by having their retirement plan invest in their employer’s stock. See In re WorldCom, Inc. ERISA
Litigation, 354 F.Supp.2d 423 (S.D.N.Y. 2005) (Plaintiffs were Worldcom employees and discovered that
their 401(k) plan invested in Worldcom stock). Employees may also be harmed by corporate misconduct
directly in their capacity as employees, for example due to workplace discrimination. See, e.g., Williams v.
ConAgra Poultry Co., 378 F.3d 790 (8" Cir 2004) (employee alleges that employer subjected him to a
hostile work environment and terminated his employment based on his race).

 The 5% probability was chosen arbitrarily, and does not purport to suggest the actual probability of
corporate misconduct.

* Theoretically, law could prevent this activity avoidance by eliminating the risk involved in the activity.
For example, if fraud can be prevented by the legal system, investors need not react to this risk because the
threat of legal sanction would discipline the companies. However, the legal system is imperfect and
companies may find that they can commit fraud in a way that cannot be detected or proven in court. If a
certain probability of fraud is inevitable (in the sense that no cost-effective law enforcement can reduce
fraud below that probability), then some reduction in investment is both the likely and the efficient
response to the risk of fraud. Furthermore, even if law succeeds in eliminating fraud, individuals will avoid
some investment opportunities if they do not know or do not believe that there is no risk of fraud.

%6 See Richard A. Posner, ECONOMIC ANALYSIS OF LAW 192-197 (5™ ed., 1998) (addressing strict liability
in tort law).
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It is the perceived risk of fraud, rather than the actual risk, that determines the extent of
activity avoidance. A law such as Sarbanes-Oxley may affect the actual risk of corporate
misconduct through manipulating the incentives and payoffs of misconduct, but it also
affects the expected probability of misconduct. If the public perceives this law as
reducing the likelihood of corporate misconduct to, say, 1%, they will (again, on the
margin) increase their investment in U.S. companies compared to their investment prior

to the law’s enactment.?’

This increase in activity affects social welfare, but more information is necessary to
determine the magnitude of the effect and even its direction (i.e., whether the placebo
effect increases or decreases social welfare). If the perceived risk is exaggerated (i.e., the
risk is perceived to more likely occur than it actually is), then individuals’ avoidance of
the risk will be excessive, and will result in a dead weight loss not unlike the one caused
by a monopoly.?® This dead weight loss may be mitigated by the placebo effect, if the
placebo effect reduces the perceived risk so as to more accurately approximate the actual
risk. This reduction of dead weight loss is a welfare increase caused by the placebo

effect.

Optimism, however, does not always enhance social welfare. If a risk (such as corporate
misconduct) exists and cannot be mitigated in a cost—effective manner, it may be efficient

to avoid activities that expose individuals to that risk.*’ In such situations, increasing

27 Conversely, if the public believes that the law will somehow increase the likelihood of corporate
misconduct to, say, 10% (perhaps because they perceived the law as ineffective or having loopholes that
exculpate formerly suspect practices), then they will reduce further their investment in U.S. companies.

% See, e.g., Richard A. Posner, The Social Costs of Monopoly and Regulation, 83 J. POL. ECON. 807, 807
(1975) (“When market price rises above the competitive level, consumers who continue to purchase the
seller's product at the new, higher price suffer a loss... exactly offset by the additional revenue that the
sellers obtain at the higher price. Those who stop buying the product suffer a loss... not offset by any gain
to the sellers. [The latter] is the "deadweight loss" from supracompetitive pricing and in traditional analysis
its only social cost, [the former] being regarded merely as a transfer from consumers to producers.”). Risk
involved in an activity is a cost of that activity, and therefore an artificial increase in perceived risk has
analogous effects to a monopolist’s increase of a product’s price.

2 Whether it would be efficient to avoid an activity depends on the benefit from the activity, the harm that
may result, and the probability of the harm occurring. For example, if investing in a company has an
expected return of $10 and an expected loss of $100 if the company’s officers defraud investors, then it
would be efficient to avoid the investment if the risk of fraud is over 10%, and inefficient to avoid the
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individuals’ risk by causing excessive optimism regarding the risk (e.g., by causing
individuals to believe that the Sarbanes-Oxley Act would reduce corporate misconduct)

would cause them to excessively engage in activities that subject them to the risk.

If perceived probabilities never diverged from actual risks, placebo effects would not
exist. A law that would reduce an actual probability of a risk (a “real” effect), will reduce
individuals’ perceived probability of the same risk (a placebo effect). Since the perceived
probability of the risk is identical to the actual probability both before and after the
enactment of the law, individuals will avoid the risk at an optimal level both before and

after the enactment.

But, as [ will explain in the next section, this would be an unrealistic assumption.
Perceived probabilities diverge from actual probabilities ubiquitously. Not only do
objective and subjective probabilities diverge, but they follow certain patterns in doing
so. In other words, one can predict when most individuals would over-estimate a given
probability and when they would under-estimate a probability. I will describe these

patterns in the following section.

lll. Cognitive Biases: Divergence between Objective and

Subjective Probabilities

Laws attempt to modify incentives and payoffs in order to reduce the actual (objective)
likelihood of harmful behavior (risks). But reducing the objective probability of a risk —
and even eliminating the risk altogether — does not always bring social welfare to the
same level it would be at if the risk never existed. Because individuals’ activity is based
on their perceived risk rather than on the actual risk involved in it, a discrepancy between

the perceived and actual probabilities of risk reduces social welfare by leading to either

investment if the risk of fraud is below 10% (assuming either: (1) that this investment does not limit the
ability to also invest in other ventures; or (2) that other investments do not offer better returns after
factoring in their risk).
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excessive or insufficient avoidance of activities that expose individuals to the perceived

risk.

To illustrate welfare loss due to excessive avoidance, suppose that following a wave of
terrorist attacks, the risk of a suicide bombing at a given mall is 0.01%. Given the low
probability, it would be efficient for individuals to slightly reduce their visits to the mall,
but not to completely avoid going there — the risk of death in a car accident on the way to
the mall may be higher! However, assume also that following the wave of attacks the
public perceives the same risk (of a suicide bombing at their local mall) to be 99%.*

This would cause all but a few patrons to avoid the mall entirely. This outcome is sub-
optimal — many people would have gone to the mall and enjoyed themselves had they
properly perceived the risk. Thus, a placebo effect that assures the public of a law’s
ability to mitigate a risk may increase social welfare if prior to enacting the law the public

over-estimated the risk.>!

Now, to illustrate welfare loss due to insufficient avoidance, suppose that in an AIDS-
plagued nation, the probability of contracting HIV from unprotected intercourse is 99%.
Under these circumstances, it would be efficient to undertake significant precautions to
reduce this risk, and if those precautions are unavailable or unacceptable to the
individual, then it would be efficient to avoid intercourse altogether. Assume, however,
that the public perceives the probability of contracting HIV from unprotected intercourse
as 0.01%.> Since individuals act on the probabilities they perceive rather than the
(unknown) actual probabilities, a few people may take precautions or abstain, but for the
most part behavior would be similar to that in a world without AIDS. The result is
deadly: over-optimism about the risk of infection may lead to rampant spread of the

disease and death.

%% The probability figures are arbitrary. Later in this Section I will explain why the likelihood of events
such as terrorist attacks is prone to over-estimation.

31T will discuss in more detail below, infia Section IV, the conditions required for a placebo effect to
increase welfare.

32 Again, the figures for actual and perceived risk are arbitrary and used for illustration purposes only.

33 Perhaps the low perceived probability is due to an under-estimation of the number of people infected or
of the likelihood of infection. Later in this Section I will explain when biases cause individuals to under-
estimate risks.
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The placebo effect of law mitigates the discrepancy between actual and perceived
probabilities and thus captures some of the social welfare lost because of this

discrepancy. But why do actual and perceived probabilities diverge?

This is hardly a surprise if one adopts a static view: a tossed coin has a 50% chance of
landing on “heads”. If I throw the coin only once and it lands on “tails”, I may be under
the impression that tossed coins always lands on “tails”. Of course, none of us have this
intuition, because we have seen coins tossed more than once. Human beings have the
capacity to learn from experience, so that wrong assessments of probability (e.g., coins
fall on tails 100% of the time) are gradually corrected as we observe more coins being

34
tossed.

Some events are infrequent and do not allow observers the opportunity to hone their
assessment of probabilities. Often the outcome of an event is affected by a complex
interaction of circumstances, and observers are at a loss as to which of the circumstances
caused the outcome. In both of those cases the perceived probability of a risk has little
correlation with the actual probability. However, in both cases the perceived probability
has a random quality to it; it may be higher or lower than the actual probability, by a
large margin or a small one. If we do not know whether the perceived probability is
higher than the actual probability or lower, we cannot know if the placebo effect of a law
corrects this discrepancy (and thus increases social welfare) or exacerbates the
discrepancy. Had perceived probability diverged from actual probability in a random
fashion, placebo effects would exist but their use in assessing the benefits of laws would

be very limited.

3 See, e.g., Venkatesh Bala & Sanjeev Goyal, Learning from Neighbours, 65 REV. ECON. STUD. 595 (1998)
(developing a model of social learning and demonstrating that the ability to learn from other’s experience
leads to conformity); Scott R. Herriott, Daniel Levinthal & James G. March, Learning from Experience in
Organizations, 75 AM. ECON. REV. 298 (1985) (presenting a model of incremental experimental learning
by firms); Donald Wittman, Daniel Friedman, Stephanie Crevier & Aaron Braskin, Learning Liability
Rules, 26 J. LEG. STUD. 145 (1997) (examining how individuals learn to adopt their behavior to different
liability rules).
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Fortunately, perceived probabilities diverge from actual probabilities in a more
predictable fashion. As Amos Tversky & Daniel Kahneman observed, people adopt
heuristics — mental shortcuts — to respond quickly to complex situations. Heuristics are
important, because in many circumstances a response would be untimely if it were
suspended until a full analysis of the situation took place. But heuristics are imperfect,
and their failures tend to follow certain patterns. Tversky, Kahneman and scholars who
followed their footsteps have documented cognitive biases: patterns in which heuristics

fail.

One example is the availability bias. The availability bias causes people to “assess the
frequency of a class or the probability of an event by the ease with which instances or
occurrence can be brought to mind.”* Events are more “available” (i.e., more easily
brought to mind) when we encounter them ourselves or learn about them from others.
Tversky & Kahneman demonstrated this bias in the following experiment:*®

“Subjects were asked to estimate in relative terms the number of words in
which the letter "r" appears as the first letter of the word versus the
number of words in which the letter "r" is the third letter of the word. The
subjects consistently judged that words containing the letter "r" as the
initial letter outnumbered words containing the "r" as the tertiary letter. In
fact, words with "r" as the third letter are much more common than words
in which "r" is the initial letter. The reason subjects continually made this
mistake is that words which began with the letter "r" are much easier to
recall than words which have "r" as the third letter.”’

While the availability heuristic sometimes fails, it is not baseless. As mentioned above,38
people learn from their observations (and from others’ observations that were
communicated to them). The more observations one has of the sun rising in the east, the
more likely one is to predict that the sun is likely to rise in the east tomorrow. The same
holds for risks — the more occasions one has witnessed or heard of crime in a given

setting, the higher one is likely to estimate the probability of a crime taking place there.

% Tversky & Kahneman, supra note 3, at 1127,

36 Tversky & Kahneman, Availability: A Heuristic for Judging Frequency and Probability, 5 COGNITIVE
PSYCHOLOGY 207, 212 (1973).

37 Gerla, supra note 4, at 210-11, describing Tversky & Kahneman, id.

3 Supra note 34 and related text.
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The flaw in this pattern lies in failing to account for observations that are unavailable to
us. Often there is a pattern to the information that we lack. The media, for example, is
more likely to bring to our attention a dramatic and unusual event than a mundane one. If
one person was a victim of violent crime on a given day while thousands of others had an
uneventful day, the media is obviously likely to report the crime rather than the routine
day others experienced. The result is that individuals experience their own (perhaps
uneventful) day, but can also bring to mind the crime they learned of from the media.
They cannot, however, bring to mind the numerous ordinary experiences of others, since
they neither observed them nor heard of them from others. The result is that individuals

may, due to availability bias, over-estimate the likelihood of crime taking place.

Availability bias may also cause the opposite effect — a pattern of under-estimating
certain events. If a certain value or belief is sacred in a given society, people will
probably be reluctant to share with others that they disagree with it or act contrary to it.
Discussion of violating or disagreeing with such beliefs, in the media as well as in polite
conversation, may be seen as inappropriate. Because individuals do not learn from others
about this “non-conformist” behavior, they will be less able to bring instances of such
behavior to mind, and thus will likely underestimate the probability of such behavior

taking place.*

% There are several explanations for people’s tendency to adopt views, norms and beliefs that are visible to
them and common among their peers. Cognitive biases, such as the availability bias and social
amplification (discussed infra, in this Section) describe the phenomenon but do not offer a rational
explanation for it. Whether this phenomenon is a result of a rational process or not, some rational
explanations have been suggested:

“Social norms are patterns of behavior that are widely adhered to by some group of

individuals, at least in part because of social pressures to conform to that norm. In close-

knit settings, this social pressure may take the form of ostracism or the loss of esteem for

those who violate existing social norms, and increased esteem for those who enforce or

abide by these norms (the ‘Richard McAdams theory’), or a desire to obtain the economic

rewards that are conferred upon those who signal their suitability for cooperative

exchanges by enforcing or abiding by existing norms (the ‘Eric Posner theory’).

Alternatively, as [ will argue... the social pressure engendering norm enforcement can be

self-imposed: an individual may conform to a norm because her self esteem depends on

her compliance with it.”
Lior Jacob Strahilevitz, Charismatic Code, Social Norms, and the Emergence of Cooperation on the File-
Swapping Networks, 89 VA. L. REV. 505, 537 (2003). Cass Sunstein examines this pressure to conform,
which he calls “reputational cascades” in connection with risk perception cascades. See Sunstein, supra
note 3, at 1133-1135. I will address reputational cascades and their impact on placebo effects and on social
welfare, infra, Section I'V.
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A related pattern of inaccurate heuristics has been called the vividness bias. The
vividness bias causes individuals to “place more weight on concrete, emotionally
interesting information than on more probative abstract data.”*® An experiment
performed by Borgida and Nisbett demonstrates this bias:*'

“Psychology students at the University of Michigan were asked to select
courses they wished to take in the psychology department. In one phase of
the experiment students were given two sources of information. One
source was the statistical summary of the comments of the entire
population of students taking the course. The other source was the live
comments of three students. Statistically, the impressions of the complete
population are more likely to be accurate than the impressions of a
possibly unrepresentative sample of three students. Nonetheless, the
student subjects were much more influenced by the live testimony of three
students than by the cold, but probably more accurate, aggregate data.”**

The vividness bias, too, may attempt to economize on decision making by focusing on
data that an individual has a relative advantage in processing. Most people are more
proficient in reading body language than mathematic formulae. Few people have the
knowledge, time or data to evaluate the adequacy of the statistical analysis presented to
them. Many people may feel more capable of evaluating intuitively and almost
instantaneously the sound and demeanor of others who provide them with information.
Also, people who are not in a position to verify subjective information that they receive
may use as a proxy for the information’s adequacy the similarity between them and the
person providing the information. Using Borgida and Nisbett’s experiment as an
example, students may know that course preference is subjective — people who are
similar to them would like similar courses, while people who are different may prefer
other courses. Therefore, information from like-minded students is more accurate than
aggregate information from the entire student body. Vivid evidence, such as live

comments from students, allows an evaluation of each student’s character to identify

* Gerla, supra note 4, at 210, citing R. Nisbett & L. Ross, HUMAN INFERENCE: STRATEGIES AND
SHORTCOMINGS OF SOCIAL JUDGMENT 55-61 (1980).

*! Borgida & Nisbett, The Differential Impact of Abstract vs. Concrete Information on Decisions, 7 J.
APPLIED SOC. PSYCHOLOGY 258, 261 (1977).

“ Gerla, supra note 4, at 210, describing Borgida & Nisbett, id.
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whether they and the test-subject are like-minded. Statistical evidence allows no such

evaluation.

Thus, the vividness heuristic focuses attention away from abstract evidence that is
difficult and time consuming to evaluate, to concrete evidence that most people have
more experience evaluating (and may evaluate not only for accuracy of the content, but
for the judgment of the information provider).* Despite this advantage, the vividness
heuristic fails in many circumstances. First, it fails if the selection of vivid evidence is
not representative of the population as a whole.* Second, it fails if people, institutions or
organizations acquire expertise in manipulating the intuitions that the vividness heuristic
relies on. Indeed, many politicians, actors, news reporters and others have developed
proficiency in evoking empathy or a desired emotion in their audience. Movies usually
succeed in causing the viewers to feel the desired sense of sympathy, fear, love or hate.*
As the movie “Wag the Dog”* caricaturizes, politicians persuade voters by manipulating
vivid images (in that movie, fabricated personal stories of victims and heroes of a non-
existent war) rather than by emphasizing abstract policies. The vividness heuristic
becomes a vividness bias because the heuristic creates an incentive for people to
specialize in manipulating the bias to their own ends. Since this vulnerability can be

exploited, potential beneficiaries from the bias will ensure that it will be exploited.

I will mention one other bias that has a significant effect in causing a divergence between
objective and subjective probabilities — social amplification.*’” Social amplification is a

heuristic by which an individual relies on others’ beliefs when the individual has little

It would be interesting to examine whether individuals who are particularly proficient in abstract
quantitative analysis (e.g., statisticians) are less prone to vividness bias (because of their relatively superior
ability to evaluate non-vivid, abstract evidence). I am not aware of any experiment that examined this
issue.

* E.g., if the three students who provided live comments in Borgida & Nisbett’s experiment were not
representative of the preferences of the test-subjects.

" [Evidence on movies evoking emotions]

% WAG THE DOG (1997). Information on this movie is available at: http://www.imdb.com/title/tt0120885/.
* The literature on cognitive biases has identified other biases as well, but they are less pertinent in the
context of placebo effects of laws.
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independent knowledge on the matter.*® This causes people to perceive as more probable
those risks that also concern others with which they interact. As a result:

“[H]ighly visible, dramatic events that capture media attention generate
immense public concern that is disproportionate to the actual risk.
According to both Slovic and Sunstein, the accident at Three Mile Island
in 1979 is an example. Although no one was killed or even harmed by the
accident, the event triggered strict regulations, cutbacks in the use of
reactors worldwide, and enhanced opposition to nuclear power. By
contrast, other risks are so familiar that "social attenuation of risk" takes
place. Because a danger is taken for granted, the risk is systematically
underestimated and insufficient measures are taken to prevent it. Relying
on Slovic, Sunstein cites smoking, indoor radon, and driving without a
seat belt as examples.”*

Like other heuristics, social amplification economizes on information collection costs at
the price of a reduction in the information’s reliability, by mimicking the behavior of
others in areas in which one has little independent information. Social amplification
further economizes on information collection costs (but also further reduces the reliability
of the information) by using the popular opinion as a proxy for the most informed

230 ¢4 the extent

opinion. The presumption that “fifty million Frenchmen can’t be wrong,
that it is driven by rational action rather than herd behavior,”' assumes that an
evolutionary process would weed out baseless concerns and therefore prevalent popular

concerns are likely to be well-founded.

But like other heuristics, social amplification may frequently lead to a divergence
between the perceived risk and the actual risk. Drawing from the literature on social
cascades,”® Cass Sunstein describes how social amplification leads to “risk perception

cascades:”

8 See Sunstein, supra note 3, at 1130.

* Rachel F. Moran, Fear Unbound: A Reply to Professor Sunstein, 42 WASHBURN L.J. 1, 3 (2002),
describing Sunstein, supra note 3, and Paul Slovic, THE PERCEPTION OF RISK (2000).

%% This is a well-known but anonymous saying, dating back to World War I or before. It was the title of a
song recorded by Sophie Tucker in 1927, and of a Cole Porter musical in 1929. See THE COLUMBIA
WORLD BOOK OF QUOTATIONS (1996) 3653, available at: http://www.bartleby.com/66/53/3653.html.

>l See, e.g., Abhijit V. Banerjee, A Simple Model of Herd Behavior, 107 Q.J. ECON. 797 (1992).

52 See, e.g., Lisa R. Anderson & Charles A. Holt, Information Cascades in the Laboratory, 87 AM. ECON.
REV. 847 (1997); Sushil Bikhchandani, David Hirshleifer & Ivo Welch, Learning from the Behavior of
Others: Conformity, Fads, and Informational Cascades, 12 J. ECON. PERSP. 151 (1998); Andrew F.
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“Ann is unsure whether global warming is a serious problem, but Bob,
whom Ann trusts, believes that it is. Influenced by Bob's views, Ann
concludes that global warming is indeed a serious problem. Carl is
inclined, on his own, to discount the risk; but confronted with
informational signals given by the shared views of Ann and Bob, Carl
might well come to believe that global warming is indeed a serious
problem. Deborah, a skeptic about global warming, would need a great
deal of confidence in the correctness of her view to reject the shared belief
of Ann, Bob, and Carl. The members of this little community will come to
share the belief that global warming is a matter of considerable concern.”

The three biases I described above — the availability bias, vividness bias and social
amplification — often occur at the same time and reinforce each other. A vivid risk is
more noticeable to an individual and is over-estimated due to the vividness bias, but it
also makes an attractive issue for the media to report. The media report causes viewers to
be able to recall another instance of this event, thus causing further over-estimation of the
risk. But the media report also affects many people’s biases at the same time, and as a
result of social amplification, each individual further over-estimates the risks that she and
her acquaintances already over-estimate due to the other two biases. As a result, for
example, “[m]any perceived "epidemics" are in reality no such thing, but instead a

product of media coverage of gripping, unrepresentative incidents.”*

As mentioned above,” if perceived probabilities never diverged from actual risks,
placebo effects would not exist. But, due to the combination of an availability bias,
vividness bias and social amplification, the probability and magnitude of risks that are
vivid and highly publicized is usually over-estimated. The over-estimation of risks leads
to an excessive avoidance of activities that are related to the risk, and therefore creates a
dead weight loss. If placebo effects succeed in de-biasing individuals,* reducing the
discrepancy between the perceived and actual probability of a risk, they will mitigate the

excessive avoidance of related activities and thus increase social welfare.

Daughety & Jennifer F. Reinganum, Stampede to Judgment: Persuasive Influence and Herding Behavior
by Courts, 1 AM. L. & ECON. REV. 158 (1999).

53 Sunstein, supra note 3, at 1132.

% Cass R. Sunstein, Hazardous Heuristics, 70 U. CHI. L. REV. 751, 758-759.

>3 Supra Section II.

% On de-biasing see: Richard P. Larrick, Debiasing, in BLACKWELL HANDBOOK OF JUDGMENT AND
DECISION MAKING (Derek J. Koehler & Nigel Harvey, eds., 2004).
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But placebo effects do not always increase social welfare. Some decrease social
welfare.”” In the following section I will classify placebo effects into four categories and

discuss the circumstances under which they increase social welfare.

IV. Incorporating Placebo Effects into Legal Analysis

Earlier I discussed risk perception cascades.”® One may expect a risk perception cascade
to be stopped by an intervention of an expert. If individuals rely on popular opinion as a
proxy for informed opinion, then the opinion of an informed expert should be more
persuasive than its purported proxy, the popular opinion. In terms of the above
hypothetical, Deborah would not be swayed by the opinion shared by Ann, Bob and Carl
if Ellen, a renowned scientist, assures her that global warming does not pose a danger.
Sunstein presents another mechanism, however, that weakens the ability of experts to
correct false risk perception cascades — reputational cascades:”

“Suppose, for example, that Alan and Betty would think ill of anyone who
argued that global warming is not a problem. Charles, who is unsure what
to think about global warming, might be unmoved privately by the views
of Alan and Betty and might even consider them fanatical. But Charles
might nonetheless be unwilling to incur the scorn of Alan and Betty, or to
appear ignorant or indifferent to the welfare of future generations. If so,
Charles might not express opposition to a proposal to take dramatic steps
to halt global warming and might even agree publicly with Alan and Betty
that such steps are necessary. If Dana is otherwise undecided, she might be
extremely reluctant to oppose Alan, Betty, and Charles publicly. Mounting
reputational pressure might well lead Ellen, Frank, George, Helen, and
many more to join the bandwagon. Eventually the result would be to
change law and policy, as citizens support massive social efforts and ask
their representatives to respond.”®’

Sunstein presents a couple of comments that demonstrate the constraints imposed on

experts by reputational cascades. He quotes a medical researcher who questions the

" In addition, even when placebo effects do increase social welfare, the law that causes the placebo effect
may not increase social welfare if it prevents the enactment of other laws which increase social welfare
more than does the placebo effect.

38 Supra, Section IIL.

%% Sunstein, supra note 3, at 1133-1135.

“1d., at 1133.
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accuracy of many Lyme disease diagnoses: "Doctors can't say what they think anymore.
If you quote me as saying these things, I'm as good as dead."®’ He also quotes a
sociologist who suggests that if you raise doubts publicly about the health threats posed

by mad-cow disease, "[y]ou get made to feel like a pedophile."®*

From the perspective of discovering truth, a reputational cascade is clearly a negative
phenomenon. It weakens the ability of experts to voice their views precisely at times in
which individuals’ views may be severely biased by risk perception cascades. In other

words, it correlates biases in popular opinion and in expert opinion.

From the perspective of maximizing welfare, the effect of reputational cascades is more
difficult to determine. On one hand, reputational cascades reduce welfare because they
help maintain false beliefs that are caused by risk perception cascades and other biases.
Thus, reputational cascades support risk perception cascades in creating a misallocation
of policy-makers’ attention and social resources, towards risks that are less severe but
perceived (due to the cascades) as more severe. For example, if a risk perception cascade
causes people to over-estimate the risk in global warming and under-estimate the risk
from smoking, and reputational cascades cause experts to support this belief (or at least
refrain from countering it), then the government is likely to spend its efforts and
resources on programs that address global warming, at the expense of programs that

address smoking.

Furthermore, reputational cascades may sway policy makers away from implementing
policies that are better able to mitigate the risk, or sway them to refrain from
implementing policies that best mitigate the risk. For example, an information cascade
may cause the public to support an ineffective but persuasive policy for global warming,

and the reputational cascade may prevent experts from speaking against this policy.

' 1d., id., quoting David Grann, Stalking Dr. Steere, N.Y. TIMES, July 17, 2001 (Magazine), at 56.
62 Id., at 1133-1134, quoting Andrew Higgins, It's a Mad, Mad, Mad-Cow World, WALL ST.J., Mar. 12,
2001, at A13.
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But reputational cascades also have a positive effect on welfare: they preserve the
placebo effects of laws enacted in response to the over-estimation of risk resulting from
the risk perception cascade. For example, suppose that a risk perception cascade causes
people to grossly over-estimate the magnitude and immediacy of global warming. People
will move away from warm areas (perceived to soon become too warm to inhabit) and
from costal areas (perceived to be flooded by oceans swelling with water from melting
icecaps). The abandonment of productive land that results from over-perceiving the risk
is a dead weight loss that reduces social welfare. Government is likely to respond to this
concern, partially motivated by a desire to increase social welfare by eliminating this
dead weight loss, and partially motivated by a desire to win votes by being seen as
responsive to voters’ concerns. There is no feasible immediate solution to global
warming; the causes of global warming can be addressed immediately, but the trend
would take years to reverse.”’ If government implements a long-term solution (and
informs the public that results will only be seen in the far future), while the public
(wrongly) anticipates immediate harm from global warming, dead-weight loss will persist
until the program begins to show its effect. Furthermore, the public may view the
government as non-responsive to the immediate impact of global warming, and vote it

out of power.

To mitigate the dead-weight loss in the interim and to remain in office, government might
implement a highly publicized program that promises (falsely) to bring about more
immediate effects. Because the public over-estimates the short-term impact of the global
warming, even a program that is a pure placebo (i.e., that has no “real” effects) would

seem effective. The assured public would reduce dead weight loss by continuing to use

8 Chiara Giorgetti, From Rio to Kyoti: A Study of the Involvement of Non-Governmental Organizations in
the Negotiations on Climate Change, 7 N.Y.U. ENVTL. L.J. 201, 204 (1999) (“To control the consequences
of climate change, the climate system requires the adoption of long-term solutions.”); Rudy Perkins,
Electricity Deregulation, Environmental Externalities and the Limitations of Price, 39 B.C. L. REV. 993,
1038 (1998) (“Where the costs of an electricity option are not fully manifest for scores of years, or even
centuries-as may be the case with the global warming impacts of CO2 emissions-the inherent near-
sightedness of individual consumer choices based on price may be even more problematic.”).
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costal land, and will allow the incumbent politicians to remain in office and implement

the long-term solution to global warming.**

Besides risks that have only long-term solutions but raise (false) short-term concerns,
there are two other situations in which placebos may be particularly useful. The first
situation occurs when it is not cost-effective to mitigate a risk, but the public over-
perceives the risk and therefore wants government to take costly actions to mitigate the
(exaggerated) risk. From an objective perspective, it is best to take no action against the
risk, but should government do that, the public would vote the incumbents out of office,
and would avoid activities that expose it to the risk, creating a dead weight loss. A
placebo may placate the public’s concerns and prevent the dead weight loss, while

costing less than a program that would wastefully reduce the objective risk.

The second situation occurs when the risk in question is exacerbated by the public’s
reaction, creating a negative feedback loop in which the public’s exaggerated concerns
increase the severity of the risk, which in turn increases further the public’s concerns.
Economic recession is as an example of such a risk. People who anticipate a recession
may increase their savings to buffer a potential loss of employment. If the perceived risk
of recession is exaggerated, the excessive savings would result in an excessive reduction
in consumption, which would reduce demand for firms’ products, which in turn may
require them to downsize. The resulting lay offs may further exacerbate individuals’
concern with the recession, resulting in even more saving and less consumption, which

could require another round of downsizing, and so forth. In this case, a law that has the

5 There is a separate question of whether the politicians would implement a long-term solution at all (and
whether voters would want them to do so) if its effects will only be seen in the distant future. See Ross
Sandler & David Schoenbrod, DEMOCRACY BY DECREE: WHAT HAPPENS WHEN COURTS RUN
GOVERNMENT 171 (“Politicians are regularly tempted to sacrifice the long-term public interest for their
own short-run private political gain”); Mark Tushnet, "Sir, Yes, Sir!": The Courts, Congress, and Structural
Injunctions, 20 CONST. COMMENT. 189, 193-194 (2003) (“[V]oters no less than politicians overlook long-
term costs in pursuit of apparent short-run benefits... This suggests that politicians who pursue short-run
goals while disregarding long-run costs may well be faithful servants of a shortsighted public.”).

But this problem exists whether or not a placebo short-term program is implemented. If the politicians
lack an incentive to implement long-term solutions, then they will not do so whether or not a placebo is
also implemented. If politicians have an incentive to implement long-term solutions, they would likely
only be able to do so if they stay in office long enough. A placebo would help them stay in office and
therefore have the ability to implement a long-term plan.
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effect of persuading people that the recession will soon end (or will never materialize)
may stop the cycle of negative feedback, even if it does not have any “real” effects (i.e.,

even if it does not affect whatever causes are seen to have led to the recession.®’

How are these placebo effects related to reputational cascades? If not for reputational
cascades, experts would have a strong incentive to disabuse the public of overly
optimistic expectations from a law.®® This is always good if one’s goal is to maximize
knowledge. It may also be good if one’s goal is to maximize welfare, if prior to enacting
the law the perceived probability of a risk was no higher than the actual risk. But if the
perceived probability of a risk was higher than the actual risk (i.e., the public is overly-
pessimistic), then an over-optimistic assessment of the impact of the law (which triggers
the placebo effect of the law) may set-off the previous pessimism and re-align the
perceived and actual probabilities of the risk. An expert’s rebuttal of the placebo effect

could then reduce social welfare.

The fact that in a given situation a law’s placebo effect increases welfare, or that an
expert’s response reduces the placebo effect, does not mean that the law is always
welfare enhancing or that the expert’s response is always welfare reducing. The placebo
effect increases or decreases welfare, but the law has other effects — “real” effects,
psychic utility, costs of implementation and operation. How is the placebo effect

incorporated in the analysis of a law?

First, one must determine whether the law has a placebo effect: that is, that people’s
subjective expectation of the law’s ability to reduce the risk differs from the law’s

objective ability to reduce the risk. This will increase with the extent to which the public

65 Laws that apply to this category of situations (in which the risk is objectively exacerbated by an increase
in the perceived risk) seem to contain a greater portion of placebo effects in relation to “real” effects, and
are sometimes pure placebos. For example, the effect of a monetary policy is primarily a placebo effect.
An expansive monetary policy (reducing the interest rate) increases economic development because people
believe that it does. Its objective effect, increasing the supply of money, has little effect in itself because
without the subjective belief in its effect, it would cause inflation that would devaluate money to its former
value. [Reference]

% Experts would also have an incentive to disabuse the public of overly pessimistic expectations from a
law, but politicians are unlikely to enact a law that is perceived by the public to make matters worse. I will
discuss this later in this Section, when addressing anti-placebo effects.
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is aware of the law®” and with the extent to which the public believe the law would have
“real” effects. Perhaps counter-intuitively, the placebo effect will decline as the “real”
effects of the law increase (holding the perceived effect of the law constant). The
placebo effect is determined not by the perceived effect of the law, but on the net of that
perceived effect after deducting the actual effects of a law). For example, suppose that
the probability of a given risk is 3% but the public perceives it as being 6%. The public
expects a new law to reduce this risk by 1%, but the law actually reduces the risk by 2%.
The real risk is now 1%, but the public perceives it to be 5%. Activity avoidance would
now be lower in absolute terms than it was before the law, but compared to the (now
lower) actual risk, activity avoidance has relatively increased. In other words, when
assessing the laws benefits, one would over-estimate the benefits if she credited the law
with the full effect of a 2% reduction in the risk, because some of this benefit will be lost

due to the failure of the public to recognize the law’s full effect.

Conversely, assume again that the probability of a given risk is 3% and the public
perceives it as being 6%, but this time assume that the public expects the new law to
reduce the risk by 2%, while the law actually reduces the risk by 1%. Now the actual risk
is 2%, and the perceived risk is 4%. Crediting the law only with the benefit of reducing
the risk by 1% would under-estimate the law’s benefit, because in addition to that the law
reduced somewhat (though not completely) the excessive avoidance of activities related

to the risk.

Step two in incorporating placebo effects into the analysis of a law requires determining
whether the public over-estimates or under-estimates the risk (or risks) that the law

purports to address.®® A placebo effect will be welfare enhancing if it causes a

57 One expects that politicians will try to focus the public’s attention on laws that have a placebo effect, and
attempt to keep attention away from laws that they want to enact but expect the public would perceive as
making a certain risk more probable. [Reference]

% It is difficult to quantify precisely the degree to which the public over-estimates a risk or the degree to
which the public over-estimates a law’s ability to mitigate the risk. However, very few aspects of legal
analysis have readily-available, exact data. Most of the evidence available to regulators (and to other
entities that form laws) is inexact. Agencies, courts and legislators manage to form policies and enact laws
while relying on approximations. Incorporating placebo effects into the analysis would be no more, but
also no less exact than other factors that are considered. The literature on cognitive biases discussed infra,
Section 111, has developed criteria that allows a prediction of the likely magnitude of the availability bias,
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convergence (a reduction in the difference) between the perceived probability of a risk
and the actual probability.” Once the convergence between the perceived and actual
probabilities of the risk has been assessed, the expected reduction in activity avoidance
can be calculated, and the reduction in dead weight loss assessed.” This reduction in
dead weight loss is the utility of the placebo effect, and should be incorporated in the

(explicit or implicit) cost-benefit analysis of the law.

Step three compares the proposed law to other laws. The placebo effect’s impact on
utility should be considered together with the “real” effects, psychic utility, and the costs
of implementing the law. If implementing the law does not preclude the adoption of
other proposed laws, then the law should be enacted if the net benefits are positive.
However, if implementing the law would preclude the adoption of other proposed laws,
then the law’s net benefit (after deducting costs) should be compared to the net benefit of
the proposed laws. To illustrate why this is necessary, suppose that the public over-
estimates the risk of global warming, and that global warming does have a cost-effective
solution, but implementing it would discredit a law that is pure placebo (e.g., a global-
warming version of a rain dance). A pure placebo may increase welfare — it would not
affect the actual risk of global warming, but if it reduces divergence between the
perceived risk and the actual risk, it would prevent excessive abandonment of coastal and
warm-climate locations. Even though the placebo law increases welfare compared to a
having no law, the placebo law’s net benefit must be compared to the net benefit of the
alternative solution that reduces the real risk of global warming (and any other law that is

incompatible with it).

vividness bias and social amplification. Statistical tools are available to measure the public’s subjective
assessment of a risk, and are adaptable to measuring the public’s subjective assessment of a law’s effect.

[Reference]

This Article’s contribution is to point out that the above factors are important in assessing the net benefit of
a law, and should be considered, together with other considerations (primarily, the law’s “real” effects,
psychic utility and costs), in determining its feasibility.

% The placebo effect, therefore, must not ‘overshoot.” Suppose (as in most examples in this Article) that
prior to the enactment of the law the public over-estimated the probability of the risk and also over-
estimated the law’s ability to reduce the risk. In these circumstances, a placebo effect might reduce welfare
if, after enactment of the law, the public would be over-optimistic and under-estimate the risk.

™ [References on how this is done]
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V. Placebos and Anti-placebos

Thus far this Article has focused primarily on placebo effects that occur in one set of
circumstances: the public over-estimates the law’s ability to reduce the risk as issue, and
prior to the enactment of the law the public over-estimates the probability of the risk. But
placebo effects occur any time there is a divergence in these risk assessments. I classify a
placebo effect as a “positive placebo effect” when it occurs in the set of circumstances on
which I have focused on thus far. Positive placebo effects increase social welfare, and
are probably the most common of placebo effects, because laws often address highly-
publicized issues (and thus affect voters’ assessment of the entity enacting the law). As
mentioned above,’" issues that are highly-publicized are more likely to cause availability
bias and social amplification, and therefore are likely ones in which the public over-
estimates the risk (which is why politicians may find it easier to respond to these
concerns than to ones that require an actual improvement in order to satisfy the public).
Politicians are also adept in manipulating cognitive biases in order to publicize their
actions, and therefore one may expect that they would publicize the laws they enact in a

way that would make the public over-optimistic about the law’s effect.

Since placebo effects occur any time there is a divergence in both the assessment of the
law’s effect and the assessment of the risk, and each divergence can be of one of two
types (over-estimating or under-estimating the actual risk), one can classify placebo
effects into four categories. In addition to positive placebo effects, there are also negative
placebo effects, and positive and negative anti-placebo effects. The figure below

illustrates the classification of placebo effects.

™ Infra, Section III.
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Public under-estimates
law’s effect

Negative placebo effects reduce social welfare, because they make the public expose
itself excessively to the risk (i.e., insufficiently avoid activities related to the risk).
Negative placebo effects occur when the public is optimistic and perceives a risk as less
probable than it actually is even before a law is enacted, and then over-estimates the

effect of the law.

Why would the public be so optimistic? The biases discussed earlier’* explain under-
estimation of risks just as they explain over-estimation. Just as there is social
amplification of some risks, there is a social attenuation of others, by which individuals
become less concerned with a risk because the risk does not seem to concern others. Just
as the vividness bias causes vivid risks to seem more likely, there is an under-estimation
of risks that are dull, abstract and emotionally uninteresting. Finally, just as the
availability bias causes people to over-estimate risks that they can recall encountering or
hearing of, it has the reverse effect of causing an under-estimation of risks that the

individual does not encounter or hear about. One may also add to these the illusion of

" Infra, Section III.
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control, which causes individuals to be over-optimistic about outcomes that depend on

both skill and chance.”

When negative placebo effects occur, the harm that is caused by the public’s increased
exposure to the risk after enacting the law should be deducted from the law’s benefits.
Failing to take into account the negative placebo effects results in crediting the law with a
greater benefit than it will achieve. Some (and perhaps all) of the “real” benefits of the
law may be lost because of the law’s unintended side effect of increasing individuals’

excessive exposure to the risk.

For example, suppose that individuals are overly-optimistic about their ability to survive
a car accident without wearing a seat belt. To mitigate the same risk (car accidents),
Congress passes a law requiring car manufacturers to implement in all cars safety devices
and that reduce the risk of car accidents. If the public is overly-optimistic about these
safety devices’ ability to reduce the number or severity of car accidents, then some
individuals may reduce further the precautions they take, including wearing seat belts.
Some of the individuals that lower their precautions because of the law will be harmed in
car accidents. Therefore, in an evaluation of the law’s benefits (which include mainly the
“real” effect of mitigating the risk of car accidents by implementing the safety devices)
one must deduct the negative placebo effect (the expected harm caused by the lower
precautions undertaken by individuals as a result of their over-estimating the law’s

effect).

Gregory Mitchell and Jonathan Klick make a theoretical argument that runs in parallel

lines to this Article’s analysis of negative placebo effects.”* Mitchell and Klick argue

7 See Amitai Aviram & Avishalom Tor, Overcoming Impediments to Information Sharing, 55 ALA. L. REV
231,254-257 (2004); Ellen J. Langer, The Illusion of Control, 32 J. PERSONALITY & SOC. PSYCHOL. 311
(1975); David V. Budescu & Meira Bruderman, The Relationship Between the Illusion of Control and the
Desirability Bias, 8 J. BEHAV. DECISION MAKING 109, 110 (1995). This illusion stems from people’s
inability to distinguish between “skill” and “chance” situations and their more general desire to believe they
can control the world around them. It leads to inflated expectations of personal success in tasks whose
outcomes depend, in part or in whole, upon chance factors. /d. at 109-10; Langer, supra, at 313.

™ Jonathan Klick & Gregory Mitchell, Government Regulation of Irrationality: Moral and Cognitive
Hazards, 90 MINN. L. REV. (forthcoming 2005).
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that paternalistic laws that are justified by the existence of cognitive biases exacerbate the
same biases. Their argument is supported by the framework laid out in this Article.
Paternalistic intervention is often justified by cognitive biases that cause individuals to
under-estimate risks (and therefore fall prey to people who manipulate these biases).” If
the overly-optimistic individual knows about the paternalistic law and over-estimates its
effect in mitigating the risks it was designed to address, then she may further reduce the

precautions she takes against the same risks. This is precisely a negative placebo effect.”®

The final two categories of placebo effects are the positive and negative anti-placebo
effects. Anti-placebo effects are the impact on social welfare caused by the public’s
under-estimation of a law’s effectiveness in addressing a risk. The results are a mirror
image of placebo effects: if, prior to the enactment of the law, individuals over-estimated
the risk (and therefore excessively avoided activities related to the risk), then after the
law is enacted they will avoid activities even more excessively (either because they
believe the law increases the risk, or because they believe that the law reduces the risk by

very little and therefore justifies a very small increase in activity, while the law actually

* [Reference]

76 A possible empirical illustration of negative placebo effects may be found in: Jonathan Klick & Thomas
Stratmann, Subsidizing Addiction: Do State Health Insurance Mandates Increase Alcohol Consumption?,
35 J. LEG. STUD. (forthcoming 2006). Klick and Stratmann identify, in an empirical examination of the
effects of laws mandating health insurance coverage, patterns that are consistent with this Article’s negative
placebo effects. They find a correlation between alcohol consumption and the adoption of state laws that
subsidize the treatment of alcohol abuse by regulating the terms under which health insurance policies
cover treatment of alcoholism. In other words, individuals drink more (increasing their risk of alcoholism)
if the state subsidizes the treatment of alcoholism. This empirical finding may suggest that people under-
estimate the risk of becoming alcoholics and over-estimate the effects of the law that expands insurance
coverage. As a result, they excessively undertake an activity (drinking) that is related to a risk the
probability of which they are under-estimating (alcoholism).

It is reasonable to expect that people under-estimate the likelihood that they would become alcoholics.
People tend not to discuss substance abuse problems they have, and therefore most people cannot easily
recall acquaintances who are alcoholics. The availability bias (or, in this case, the unavailability bias)
causes them to under-estimate the probability of becoming an alcoholic. Another bias, the illusion of
control (supra note 73 and related text) may also cause people to under-estimate the risk of alcoholism, by
believing that they can control their drinking habits or their addiction.

Klick and Stratmann’s findings may have a simpler explanation: people increase their consumption of
addictive substances as the state subsidizes the costs of addiction. However, addiction itself may be driven
by discrepancies between perceived and actual risks. Jonathan Gruber and Botond Koszegi argue that
addiction to smoking is caused (in part) by time-inconsistent preferences. Jonathan Gruber and Botond
Koszegi, Is Addiction "Rational"? Theory and Evidence, 116 Q.J. ECON. 1261 (2001). People may be
over-optimistic about their likelihood of quitting smoking in the future. A placebo effect of a law, which
would cause them to become even more over-optimistic, would increase addiction.
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reduces the risk to a greater degree).”” This effect reduces social welfare and therefore I
call it a negative anti-placebo effect. On the other hand, if the public under-estimated a
risk prior to the enactment of the law, then after the law takes effect it would reduce
individuals’ excessive optimism and cause them to reduce their (excessive) exposure to
the risk. Like positive placebo effects, these positive anti-placebo effects increase social
welfare unless they ‘overshoot’ and cause the formerly too optimistic public to be too

pessimistic and excessively avoid the risk.

Anti-placebo effects occur when a law causes the perceived risk to increase more than the
actual risk, or when a law causes the perceived risk to decrease by less than it decreases
the actual risk. In many non-legal contexts welfare-enhancing actions increase the
perceived risk more than the actual risk to combat over-optimism. For example,
campaigns against drunk driving or encouraging the wearing of seat belts use vivid,
sometimes gruesome or emotional commercials to increase individuals’ perceived risk.
This is designed to counter the illusion of control that causes some people to take

insufficient precautions against car accidents.

Similarly, politicians and others manipulate cognitive biases to increase a perceived risk
above the actual risk in order to influence ideological preferences’ or to create an
artificial fear that they can then calm (and take credit for) through positive placebo

effects.”’

" Note, again, that this does not mean the law reduces social welfare. The fact that the placebo effect is
negative merely means that the law’s effect on social welfare would be over-stated if one only considered
its “real” effects. In this case, the law might increase welfare significantly by reducing the actual risk, yet
some of this welfare increase will not be realized (and therefore should be deducted from the analysis)
because of the excessive avoidance of individuals who under-estimate the law’s effect in reducing the risk.
" For example, ideologically-driven movies use vividness and capitalize on the availability bias and social
amplification to portray opposing ideologies or ideological groups in a negative, sometimes dangerous
fashion. E.g., THE DAY AFTER TOMORROW (2004) (portraying global warming as an immediate danger
that leads to hundreds of millions of deaths), information on this movie is available at:
http://www.imdb.com/title/tt0319262/; THE PASSION OF THE CHRIST (2004) (portraying Jews as vicious and
bloodthirsty), information on this movie is available at: http://www.imdb.com/title/tt0335345/; BOWLING
FOR COLUMBINE (2002) (portraying opponents of gun control and large businesses as heartless, violent or
stupid), information on this movie is available at: http://www.imdb.com/title/tt0310793/.

™ It is outside the scope of this paper to address the potential abuse of placebo effects through the creation
of a discrepancy between objective and subjective risk and then curing this discrepancy with a placebo law.
This is yet another agency problem that constitutional law and administrative law need to address.
[Reference]
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However, anti-placebo effects are rarely intentionally used in laws. The payoffto a
politician employing them is likely to be negative. Even if the population is over-
optimistic about a risk and its welfare would increase if a law had positive anti-placebo
effects (i.e., the law reduced the divergence between the under-estimated perceived risk
and the actual risk), the population would view the law as the cause of the increased risk

and punish the politician that enacted it.

Similarly, politicians are unlikely to intentionally enact a law that reduced the perceived
risk by less than it reduces the actual risk. Politicians are skilled in manipulating
cognitive biases (e.g., through use of the media, framing issues in a vivid manner, etc.) in
ways that cause voters to over-estimate the effect of the laws the politicians enacted.
Since politicians are judged by the public based on the perceived effect of their laws on
risk, they would not want to “undersell” their laws. They are likely to shy away from
facilitating laws that are unlikely to be perceived as successful, regardless of whether the
laws are in fact successful. If the context of a given law is such that it cannot be
presented in a way that causes voters to over-estimate its effect, a politician may opt to

spend her efforts enacting other laws.

Therefore, laws that intentionally have anti-placebo effects are rare. However, anti-
placebo effects may occur inadvertently, such as when the public becomes so
disillusioned of the legal system’s ability or intention to address a risk, that it under-
estimates a law’s effectiveness. In these circumstances, enacting the law would cause
placebo effects that would either add to or deduct from the law’s real effects, depending
on whether prior to enacting the law the public was over-estimating or under-estimating

the risk.

VI. Conclusion: Placebo Effects and Corporate Crime

This paper pointed out an important factor in the utility (or disutility) of laws, that is

intuitively familiar to politicians yet is neglected in explicit (and even in implicit)
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evaluations of laws. Besides any other impact a law may have, it also has placebo effects
in all cases in which there is a divergence between the objective and subjective
assessment of: (a) the risk a law purports to address; and (b) the effect the law has (or will
have) on that risk. Due to the cognitive biases described above,* such divergences are
very frequent, and placebo effects are ubiquitous. Their effect varies according to the
degree of divergence between objective and subjective risk assessments and according to
the demand curve for the activities that are related to the risk (and that individuals may

avoid or excessively participate in due to the divergence in risk assessment).

A law’s “real” effects have an objective impact on individuals’ behavior that does not
depend on individuals’ subjective attitudes towards the law. Conversely, psychic utility
derived from a law does not have an objective impact on individuals’ behavior and is
derived from individuals’ subjective attitudes. Placebo effects are a hybrid, which has an
objective impact on individuals’ behavior that is derived from individuals’ subjective

attitudes towards the law.

While placebo effects are not the only impact a law has on social welfare, neglecting
them in the analysis of a law’s benefits may significantly under-estimate or over-estimate
the benefits of a law. If a law’s placebo effects increase social welfare,”' than neglecting
to account for them would result in under-estimated a law’s benefits. On the other hand,
if a law’s placebo effects reduce social welfare,"” then failing to deduct their effect on

social welfare would over-estimate a law’s benefits.

Earlier™ I described the steps required in incorporating placebo effects into the analysis
of alaw. I will now illustrate this process in the context of corporate compliance

programs designed to mitigate corporate crime.™

% Supra, Section III.

81 As is the case with most positive placebo effects and positive anti-placebo effects. See supra, Section V.
%2 As is the case with all negative placebo effects and negative anti-placebo effects. See supra, Section V.
8 Supra, Section IV.

% The following analysis is taken from Aviram, supra note 8.
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Criminal liability can attach to an organization® whenever an employee of the
organization commits an act within the scope of her employment,*® even if the employee
acted contrary to company policy and instructions.®” To mitigate organizations’ liability
for an employee’s unauthorized criminal acts and to create incentives for organizations to
self-police, the U.S. Sentencing Commission amended the sentencing guidelines to
consider the adoption by an organization of an “effective program to prevent and detect

violations of law.”®® Such programs are known as compliance programs.

The existence or absence of a compliance program that is deemed effective by the
Guidelines has substantial effects on an organization’s liability: an effective compliance
program reduces an organization’s sentence,’’ the absence of an effective program may
be a reason for the court to place an organization on probation,” and the implementation
of an effective program may be a condition of probation for organizations.”’ The recent
Supreme Court decision in U.S. v. Booker’® weakened somewhat the force of the

Guidelines by determining that they are advisory, rather than mandatory, and therefore

% An organization is defined in the U.S. Criminal Code as “a person other than an individual.” 18 U.S.C. §
18. This definition includes “corporations, partnerships, associations, joint-stock companies, unions, trusts,
pension funds, unincorporated organizations, governments and political subdivisions thereof, and non-
profit organizations.” Commentary to §8A1.1 of the 2003 Federal Sentencing Guidelines, available online
at: http://www.ussc.gov/2003guid/tabcon03 1.htm. This Article will focus on corporations and corporate
misconduct, though the same analysis will usually apply to all organizations.

% For a survey of the development of corporate criminal liability see V.S. Khanna, Corporate Criminal
Liability: What Purpose Does it Serve?, 109 HARV. L. REV. 1477, 1479-1489 (1996).

87 See, e.g., NEW YORK CENT. & HUDSON RIVER R.R. v. UNITED STATES, 212 U.S. 481, 493-494 (1909)
(“Tt is now well established that, in actions for tort, the corporation may be held responsible for damages
for the acts of its agent within the scope of his employment... And this is the rule when the act is done by
the agent in the course of his employment, although done wantonly or recklessly or against the express
orders of the principal... In this case we are to consider the criminal responsibility of a corporation for an
act done while an authorized agent of the company is exercising the authority conferred upon him...
Applying the principle governing civil liability, we go only a step farther... by imputing [an agent’s] act to
his employer and imposing penalties upon the corporation for which he is acting in the premises.”).

% See: United States Sentencing Commission, 2003 Federal Sentencing Guideline Manual, Chapter 8 (“the
Guidelines”), available online at: http://www.ussc.gov/2003guid/tabcon03 1.htm. On the development and
goals of the Organizational Sentencing Guidelines see: Diana E. Murphy, The Federal Sentencing
Guidelines for Organizations: A Decade of Promoting Compliance and Ethics, 87 IowA L. REV. 697
(2002).

¥ Section 8C2.5(f) of the Guidelines, id.

% Section 8D1.1(a)(3) of the Guidelines, id.

! Section 8D1.4(c) of the Guidelines, id.

2US. v. Booker, 543 U.S. 125 S.Ct. 738, 160 L.Ed.2d 621 (2005). On this case see, e.g., O. Dean
Sanderford, The Feeney Amendment, United States v. Booker, and New Opportunities for the Courts and
Congress, 83 N.C. L. REv. 736, 759-762 (2005).
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judges are allowed to stray from their dictates. While it is too early to determine the
impact of the Booker decision on the sentencing guidelines, the cases that have been
decided since Booker suggest that judges have not significantly modified their

sentences.93

Some scholars object to the leniency afforded to companies whose compliance programs
are deemed effective, but have failed to prevent an employee from committing a crime.
In particular, Kim Krawiec recently suggested that corporate criminal liability should be
agnostic to the implementation of compliance programs.” Kraeiec claims that judges are
unable to assess the effectiveness of compliance programs and therefore cannot identify
ineffective programs that are implemented solely to reduce the organization’s liability.”
Indeed, argues Krawiec, empirical research of compliance programs does not indicate
that they are, in fact, effective.”® Strict liability, achieved by a maintaining indifference
to an organization’s adoption of a compliance program, will not discourage effective
programs (because the organization, subject to strict liability, will have the incentive to
implement programs that reduce its exposure to criminal liability). At the same time,
courts would avoid the pitfall of rewarding those compliance programs that are mere

‘window dressing’.”’

Contesting Krawiec’s arguments about the small “real” effects of compliance programs
and the organizational guidelines that endorse them is outside of the scope of this paper.
Rather, I will examine whether this analysis may be enhanced by considering placebo
effects. Krawiec’s analysis of the organizational sentencing guidelines, like most

scholars’ analysis of laws, looks only at “real effects” — the effectiveness of compliance

% Most Sentences Still Within Guidelines Following Booker Decision, 73 THE U.S. LAW WEEK 2569
(March 29, 2005). This article cites a report by officials at the U.S. Sentencing Commission, which states
that 62% of all sentences imposed since the Supreme Court’s January 12 decision in U.S. v. Booker have
been within the Guidelines’ ranges. In comparison, 65% of sentences imposed in fiscal year 2002 were
within the Guidelines’ ranges. Since Booker, 36% of sentences were below the Guidelines’ ranges and
1.9% were above those ranges, compared with 34.2% and 0.8%, respectively, in fiscal year 2002.

% Kimberly D. Krawiec, Organizational Misconduct: Beyond the Principal-Agent Model, 32 FLA. ST. U. L.
REV. 263 (2005).

% Id., at Section 1L.B.

% Id., at Section IV.

7 Id., at Section 1.
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programs in deterring corporate misconduct. Compliance programs, however, may (and,
I posit, do in fact) serve an additional purpose of assuring the public that the
implementing corporation is less likely to violate the law. If the public over-estimates the
probability of corporate crime, it would excessively avoid activities that may be affected
by corporate crime, such as investing in corporations (if the crimes of concern involve
corporate and securities laws),”® or working for the corporation (if the crimes of concern
involve anti-harassment or anti-discrimination laws). The placebo effect of a corporate
compliance program would be a reduction of this dead weight loss by causing a
convergence of the perceived and actual risk of corporate crime. This would be a

positive placebo effect.

Step one in evaluating a placebo effect is examining whether people’s subjective
expectation of the law’s ability to reduce the risk differ from the law’s objective ability to
reduce the risk. This depends to a large extent on whether people know that a given
corporation has implemented a compliance program, whether they believe that the
compliance program is effective, and whether the corporation is able to take advantage of

cognitive biases to increase the public’s perception of its program’s effectiveness.”

The public may be suspicious of the corporation’s motives. The corporation may be

perceived as benefiting from the misconduct,'”

and thus lacking the incentive to self-
police appropriately. On the other hand, while popular culture often portrays
corporations as greedy, calculating and heartless,'®" it also seems to acknowledge and

. . . . 102
even emphasize a role for socially responsible companies.'

The fact that companies
engage in “PR activities” (well-publicized contributions to public causes) suggests that

the public perceives some firms as “good” despite business’ generally negative

% See the Sarbanes-Oxley Act hypothetical above, supra Section II.

% E.g., through use of the media and frequent communication of vivid messages such as the application of
the compliance program in individual cases, rather than abstract statistical data regarding the program.

100 goe Kraweic, supra note 94, at Section V.A.2.

1% See, e.g., Larry E. Ribstein, Film and Firms (unpublished manuscript) available online at:
http://home.law.uiuc.edu/~ribstein/ribsteinmovies.pdf, at pp. 26-27; Carol B. Swanson, The Turn in
Takeovers: A Study in Public Appeasement and Unstoppable Capitalism, 30 GA. L. REV. 943, 957-958,
969-970 (1996).

12 See Ribstein, id.

34

Amitai Aviram/The Placebo Effect of Law



stereotype. Individuals thus decide whether to place a given corporation in the “good” or
“bad” rubric, and assess the perceived effectiveness of their compliance programs

accordingly.

This is where government endorsement plays a significant role: Criminal enforcement
that is agnostic to the implementation of compliance programs — as proposed by Kraweic
— sends a message to the public that compliance programs are ineffective. Kraweic is
likely correct that if companies are held strictly liable to all consequences of their
misconduct, they would still implement the programs that are most effective in mitigating
misconduct, and reduce business activity that cannot be effectively self-policed.
However, the public will not perceive the risk mitigated, and thus will itself reduce
activity that is affected by corporate misconduct. This dead weight loss may be
prevented if the placebo effects of compliance programs are embraced by signaling
government’s belief that an effective compliance program reduced the risk of

misconduct.

Thus, in step one as applied to our context we should examine the subjective beliefs of
the class of people who could be injured from the type of corporate crime that the
company is charged with. If these people are more likely over-optimistic than over-
pessimistic about the effectiveness of the compliance program, then step one has been
satisfied and a positive placebo effect may result from government endorsement of the

compliance program.'”

Step two requires determining whether the public over-estimates or under-estimates the
risk (or risks) that the law purports to address. The risk of corporate misconduct is
particularly susceptible to being over-estimated. As we mentioned above, popular culture

frequently portrays big business and the capitalists that control it as evil, calculating and

193 1t seems that the outcome of the first step is highly dependent on the circumstances of individual
corporations and specific corporate crimes. For example, a company may heavily publicize its compliance
program to its employees and cause them to over-estimate its effectiveness, while not having the same
effect on its investors or consumers.
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heartless.'” For example, several popular movies portray managers callously defrauding
or manipulating shareholders.'” Though the audience is aware that the movies portray
fictitious events, the movie makes corporate fraud more vivid, and creates a sense of
familiarity with corporate fraud. This may trigger an availability bias and cause
individuals to perceive corporate fraud as more likely. Because the same movies are seen
by many people at the same time, they social amplification may exacerbate the over-

estimation of the risk of fraud.

The business cycle is another cause for a divergence between perceived and actual risk of
corporate misconduct. Allegations of corporate misconduct are more common when the
alleged perpetrator is doing poorly.'® There are at least two explanations for this pattern.
First, it is easier for perpetrators to cover-up their misdeeds when the company is
expanding and its profits increasing. Conversely, when the company is doing poorly
misconduct is harder to conceal. Second, investors may be more trusting when the
economy is doing well, or less forgiving when their investment did not fulfill their

: 107
expectations.

Business cycles cause many businesses’ prospects improve and worsen at the same time.
As many companies decline at the same time, each becomes more susceptible to
allegations of misconduct. The public then becomes aware of many simultaneous
allegations of wrong-doing, and this may bias individuals to over-estimate the probability
of wrong-doing. Significant media coverage of these allegations, which finds and
focuses on emotionally charged, vivid stories related to the misconduct, adds a vividness
bias, and because many people see these reports at the same time, social amplification of

the risk is likely as well.'® As a result, during the nadir of the business cycle, cognitive

1% See note 101.

15 E g, SOLID GOLD CADILLAC (1956) (managers overcompensate themselves, manipulate shareholder
meetings and patronize small shareholders); THE HUDSUCKER PROXY (1994) (managers conspire to appoint
an incompetent CEO to drive share prices down so that they can acquire control of the company).

1% [Reference]

197 See Larry E. Ribstein, Bubble Laws, 40 Hous. L. REV. 77 (2003).

1% This is not to say that media coverage of corporate misconduct is welfare-reducing, only that it
contributes to over-estimating the threat and making corporate misconduct seem ubiquitous. On the other
hand, media coverage may deter some executives from wrong-doing by increasing both the probability of
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biases may cause corporate misconduct to falsely seem to be an epidemic. The opposite
effect, of social attenuation of risk, under-estimation of the risk of corporate misconduct

and excessive risk taking, may occur at the peak of the business cycle.

Thus, at least during certain phases of the business cycle, the public is likely to over-
estimate the risk of corporate crime and could benefit from a placebo effect. Depending
on the quality of the data available about individuals’ preferences and perceptions, an
economist may be able to quantify the increase in activity (e.g., investing or employment)
as a result of the placebo effect. When assessing the benefits of compliance programs,
one must add this placebo effect to the program’s “real” benefit in reducing corporate
crime (a benefit that Krawiec seems to suggest is negligible). The balance may be
sufficiently high to justify government’s endorsement, through the organizational

guidelines, of effective compliance programs.

The final step in the analysis compares the benefits (real, psychic and placebo) to those of
any other law that is foreclosed if we allow government to endorse compliance programs.
This step is required because a placebo that increases social welfare might still be inferior
to another action that increases social welfare even more, but would not be available if
the law containing the placebo were enacted. In the case of the organizational guidelines’
treatment of compliance programs it seems that this is not a concern. Compliance
programs do not hinder any government action to curb corporate misconduct, and do not
eliminate incentives for the company to police itself effectively, since the company still
suffers significant non-criminal sanctions (such as civil liability and harm to its public

relations) for its misconduct.'”

It seems, therefore, that in many circumstances, but certainly not in all circumstances,
compliance programs may increase social welfare through their placebo effects, even if
they are not effective in reducing corporate crime. In such circumstances, we may lose

the placebo effects if we followed the policy Krawiec endorses (and refrained from any

detection and the magnitude of punishment. “Sunlight is the best disinfectant; electric light the best
policeman.” Louis D. Brandeis, OTHER PEOPLE'S MONEY 92 (1914).
199 See Aviram, supra note 8, at Section II1.
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government subsidy of compliance programs). A better policy may be one in which the
Guidelines offer leniency to companies that implemented compliance programs that
increase social welfare: either because of their “real” effects (the effectiveness of the
compliance program, which the guidelines currently take into account), because of their
placebo effects (if the three steps above were satisfied), or because of the combination of
both “real” and placebo effects. Currently the guidelines only consider “real” effects.
However, in a post-Booker court, a judge could stray from the Guidelines and reduce a
sentence when a program likely caused positive placebo effects. Likewise, a judge
should impose a harsher sentence on corporations whose actions have a welfare-reducing,

negative placebo effect.

The above analysis was preliminary and inevitably incomplete. The legal world is rife
with placebo effects, yet they are to date largely (almost entirely) ignored. By
incorporating them into theoretical analyses and improving our ability to measure them

we may significantly improve the precision with which we evaluate legal actions.
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