IMPORT, EXPORT, AND MULTILATERAL TRANSLATION:
METHODOLOGICAL LESSONS FROM AN ECONOMIC
ANALYSIS OF PATERNALISM IN CONTRACT LAW

PETER CSERNFE

In this paper | discuss the conceptual and metlogittdl background of an economic

approach to paternalism in contract law. This sth@adrve as a case study to a more
general problem: the role of inter- and multidisicigry research in jurisprudence and

legal studies in general.

Motives and methods of analysing legal paternalism

In recent years, contract regulation and legal rpatsm have raised interest within
both American legal academia and European privatestholarship. There are several
reasons for this: the practical ones are relatatdéaevision of the consumaquisand
the ongoing discussion regarding the pros and obti®e harmonization of contract law
in the European Union. Understandably, this subjeduces, eager interest, both
academic and practical. This interest is nurturedhieoretical considerations as well.
First, contract regulation and paternalism drawerdibn to the philosophical and
methodological difficulties involved in the justiition of the limitations on freedom of
contract. Second, they demonstrate that empiriaalirfgs on human behaviour may
lead, in many cases, to conclusions, especiallycypalecommendations that are
significantly different from the outcomes of tradital economic arguments.

More specifically, in the law and economics literat the question has been
raised as to whether the traditional anti-patesh&iew of mainstream economics based
on “consumer sovereignty” remains valid if (at Basne contracting party is
imperfectly rational or not fully informed. Furtheore, as some of these imperfections
of judgment and choice behaviour characterize hsmgenerally, legislators and
regulators with the task of setting a legal framekfor contracting, or judges and juries
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involved in individual contract disputes, are netcessarily immune from these biases
either. Thus the question should be raised whetiertraditional anti-paternalistic
stance of law and economics has to be modified,ewen replaced, by anti-
antipaternalism: a limited and critical versiorpaternalisni.

In order to give a flavour of the complexity of th@oblems concerning
paternalism in contract law, let me give an exanmaee. Usury laws have a very long
history, and not only in the Christian wofid.aws limiting the interest rate for credits
have been in force in many legal systems; theynateuncommon in today’s Europe
either. For instance, in France the maximum intenage is regulated in théode de la
consommatiorin a detailed mannérin England, usury has been traditionally prohitite
by both statutes and judicial decisions. In Germajugiges regulate usury with
reference to §138 | of the BGBi{rgerliches Gesetzbuyh

By prohibiting usurious contracts, the law does altwiw people to grant and take
on credits on very harsh or unbalanced terms. Teupe, financial contracts are also
heavily regulated in other ways. For instance, ghgose of modern consumer credit
regulation is to provide consumers with all theomfiation necessary to allow for a
rational decision.

With regard to this kind of regulation one coulk dke following question: if
consumers are aware of the conditions of the croadfitract and the relevant market is
workably competitive, how can any substantive lisuth as a cap on the interest rates
be justified? In other words, if usury laws are ecwssary for controlling the
circumstances surrounding the contracting situafibis job is done by rules on fraud,
duress, and information disclosure) they do not eeem necessary. Eventually, such
laws could be defended by paternalism, redistieuirguments, substantive fairness,
or with reference to widely shared moral principlest how compatible are they with
another widely held principle, freedom of contract?

A related issue is that usury laws can be countedyxtive. By prohibiting credit
contracts with interest rates above a given lithi¢, law makes it impossible for certain
consumers to legally access credit, as their defeld, and thus the interest rate, is so
high that in a competitive credit market there @s(private) bank prepared to lend to
them below the legally fixed maximum rate. Consediye some potentially mutually
beneficial transactions do not take place, andetlvdsom the law wanted to protect are
possibly made worse off. Usury laws make “it moif@alilt for poor people to borrow,
thus harming them ex ante though benefiting sonthesh ex post™

Another question that arises, concerns the wayyutaws actually work in
practice. In a recent article, Hynes and Posnez giv overview of usury laws in force

'“/Blounded rationality pushes toward a sort of iamtipaternalism — a skepticism about
antipaternalism, but not an affirmative defenseaternalism.” Jolls — Sunstein — Thaler 2000: 4& S
also Trout 2005.
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in the different states of the U°SSome state laws are very restrictive, others more
lenient. As the authors also demonstrate, therenarey ways to make these restrictions
ineffective through contractual arrangements. Astan the United States, strict usury
laws are hardly relevant in practice.

It is interesting to note that some legal systeamsto have found ways to deal
with the problem of poor (high-risk) debtors mengd above. In South Africa, the
Supreme Court “has decided that micro-lenders d@enader exemptions to the Usury
Act which give them the freedom to charge unresdadnterest on loans under R10000
(EUR 1400). The interest rates for such creditsadiren higher than 50 per cent per
year and sometimes even highéfThis South-African example seems to reflect the
court’s understanding that there is a group ofpabdy low-income, people who need a
special regime. In this market segment, crediniy @iable at a relatively high interest
rate, because of the high average default riskhefliorrowers as a group. Thus this
ruling of the Supreme Court is probably efficien¢, mutually beneficial from an ex
ante perspective. It makes it possible for borrewar smaller amounts to take credit
legally. Given their current set of opportunitigsserves the interest of the low-income
group as well.

Not surprisingly, when consumer credit is more Ilgaavailable, there is more
credit outstanding, and more cases of overindekt=inAs psychological studies
confirm, people are not rational in taking on ctethey fall prey to cognitive and
emotional biases which make their decisions errogeeven measured on the scale of
their own interest. Currently there is intensiveadission about the possible causes of,
and policy responses to, consumer overindebtedti@ssighout the world. The
potential policy responses can be preventive oneskimg ex ante including the
provision of adequate information, cooling-off mels and other procedural limits.
Meanwhile, other measures may help to get outaghitednesex post There are many
promising initiatives which give assistance to aonsers not only financially but by
providing information about rational managementpefsonal finances. For instance,
NGOs work on designing and distributing easily asdae information, like brochures
with simple rules of thumb and vivid illustratioa®out how to notice the threat, and
then fight the danger of overindebtedness. As wesse later, this is an instance of
what is called “debiasing through law”, a reseaiddna suggested in behavioural law
and economics.

As a sort of indirect paternalism, another way rmkiivening is to regulate the
behaviour of the lenders. The many “Fairness indimn Acts” in the U.S, have,
starting from the 1970s, basically mandated that ttne costs of credit should be
communicated to the consumer. As | will argue belavhile these information
provision rules are not unnecessary, unfortunatblgy seem insufficient. Typically,
they do not help when consumers take credits knglwibut irresponsibly. One of the
current regulative ideas which is supposed to addiieis problem, parallel to helping
borrowers, is promoted under the label of “respandending”. The term refers to
voluntarily assumed norms of ethical and responBiv@ness. Indeed, it resonates with
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some jurisprudential arguments which seek to ireltlte principle of “transactional
care” into contract law in order to counteract expladtat

“Responsive lending” and “transactional care” aeemis with strong moral
undertones. What could be the theoretical and ntovendackground of these ideas?
Why am | my brother’s keeper? Such ideas can h#fereht philosophical roots and
justifications. Arguments in favour of paternalidmy a better informed (endowed)
fellow citizen, or transactional partner (and rfug state) are in part based on the idea
that not only legal norms matter: rather, socialnmd do, and should, regulate which
business practices are considered fair and so@eatgptable.

As the 2007 subprime mortgage financial crisisgat®s, irresponsible lending (in
a wider sense) may have also serious macroecorgffeitts. Even a non-paternalistic
state may have reasons for intervention in certaoumstances. These widespread
economic consequences also indicate that the ingbawedit contracts definitely goes
beyond the competencies and capacities of conaacand the judicial system.

In sum, the example of the regulation of credittcacts between formally equal
but economically powerful and weak parties suggestsgeneral ideas.
(1) Throughout history, policymakers have regulasedh transactions using various
justifications.
(2) In modern legal systems, a wide variety of legestruments are used for
paternalistic purposes, these can be comparedegtrds to their effectiveness.
(3) Economic theory can illuminate these issues.
(4) As these contracts are embedded in a socidextprunderstanding this contextual
richness requires going beyond the standard ecanappiroach.

Regulatory doctrines in contract law

To be sure, these ideas are not completely newjuelgies solving contract disputes,
their policing role in regards to labor, consumed ather standard-form contracts has
become increasingly apparent since the early @tury. Since then, there have been
several types of cases where modern legal regiraes ket limits upon the general
principle of freedom of contract. In fact, many taet law rules do not aim at
enforcing the parties’ intentions, be they actuahypothetical. Illegality, public policy
and numerous other doctrines, along with the mamngdaules of labour law, tenancy
and consumer protection set such limits, for thatror wrong reasons. These doctrines
are argued for in the literature in a number offedént ways: third-party effects
(externalities), redistribution, fairness, moraljsend paternalism are amongst the
reasons.

Following Cooter and Uleff, | give here an overview of some regulatory
doctrines of contract law. The main purpose igntify the links between the reasons
for setting limits to contractual freedom, and tiygical rules that serve these reasons.

Legal doctrine Fact triggering legal doctrine|incentive (solution) Legal solution
(problem)
Incompetence Incompetent person makes|Protect incompetents at leastinterpret contract in incompetent’s
promise cost best interest / No enforcement
Duress Promisee threatens to destrpy Deter threats No enforcement of coerced promi

° Bigwood 2004.
19 Cooter — Ulen 2004: 294 (Table 7.5).



Necessit

Promisee threatens not to
rescue

Reward rescue ‘

Beneficiary pays cost of rescue

reward

blus

Impossibility

Contingency prevents
performance

spreading

Encourage precaution and riTkiability for the least-cost risk-bearer

Frustration of
purpose

of performance

Contingency destroys purpogEncourage precaution and ri

spreading

Tkiability for the least-cost risk-bearer

Mutual mistake
about facts

Buyer and seller make same
mistake about facts

spreading

Encourage precaution and rigliability for the least-cost risk-bearer

Mutual mistake
about identity

Buyer and seller have differe
object in mind

‘Rrevent involuntary exchangg

2 Unwind contract

Unilateral mistake

Buyer or seller mistaken ab
facts

ite knowledge and control;
encourage discovery

Enforce contract

Duty to disclose

Promisee harms by withholdi

Induce supply of true

Liability for harm

information information
Fraud Promisee supplies false Deter supply of false No enforcement of contract a
information knowingly information liability for harm

IAdhesion contracts|

Cartel uses standard forms/Bestabilize cartels

Deny enforcement to contratts g

promote collusion cartels

Procedural
unconscionability

Consumer ignorant of critical Create incentive to
terms in retailer’s contract [communicate meaning of
contract terms

Deny enforcement unless bargain
process communicates crucial
information

Although based on American law, the informationtiis table can also be
generalized to other legal systems. The economasores for intervention are
essentially twofold: contracting failures and markalures. Contracting failures or
problems with individual rationality are either easof bounded rationality which is
addressed by the doctrine of incapacity; or of tramsed choice which is addressed as
coercion, duress, necessity, or impossibility. Marailures can be explained by three
types of transaction costs and addressed in conéacaccordingly. First, they can be
externalities which lead to the unenforceability afntracts which derogate public
policy or violate a statutory duty. Second, faikideriving from imperfect information
are addressed as fraud, failure to disclose, #tistr of purpose, or mutual mistake. A
third type is structural or situational monopolyiathleads to the lack of competition,
which is addressed by doctrines such as necessitgnscionability, and lesidi.How
is this categorization relevant for the discussibpaternalism?

Paternalism relates primarily to contracting falsr One can speak of
paternalistic intervention mainly: (1) in the caskesystematic cognitive failures or
insufficient cognitive capacities; (2) when there insufficient or asymmetric
information; and (3) when there are insufficienttside opportunities, due to the
circumstances of necessity or, situational or stmat, monopoly.

The fact that the number of regulatory contract thetrines in the table above is
larger than the number of problems might suggest ¢daconomic theory cannot fully
capture the problems the various doctrines arendleg to solve. Contract regimes
follow a number of goals besides correcting mafkdtires. On the other hand, there
are contract law doctrines that at first glanceklpaternalist as well as a number of
legal instruments which, in modern legal systenpicsilly serve paternalistic purposes.
Regulators have a wide set of instruments at tdesposal: formation defenses;
mandatory rules and default rules; procedural (&)nrequirements (formalities,
cooling-off periods, information disclosure); subgive rules; rules of interpretation
(construction).

1 Cooter — Ulen 2004: 267.



Contract law is not the only, or the best, poliogtiument in the service of
paternalism, however. Economic theory suggests dbiate market failures should be
addressed primarily through public-law-type regolat rather than in private law.
Trebilcock argues for a “relative institutional tion of labor” among regulatory
techniques. He suggests that the “law of contradiisbe principally concerned with
autonomy issues in evaluating claims of coercignitrast and regulatory law [with]
issues of consumer welfare, and the social welgstem [with] issues of distributive
justice”® When we look at this carefully argued proposalTgbilcock, it does not
even mention paternalism. Is it possible to anatysexplain away paternalism in an
extended law and economics approach?

| think that paternalism should indeed be consdiereesidual category. If we can
find a (possibly implicit) reason for interventiam terms of a market failure or some
third party effect, we should give priority to tlieesand not attribute the regulation to
paternalistic purposes. Still, this strategy is mhapragmatic and | intend to apply it
only to the domain of contract law. Social burdeguanents are not always relevant in
terms of common moral intuitions. Similarly, thexee legal areas like criminal law or
medical law where market failures and externaljtieselevant at all, count as only
rather weak arguments. But we should not go aheaddast. First, the concept and
justifiability of paternalism should be clarified.

Paternalism in moral and political philosophy

Without going into terminological controversies, give a rough definition of
paternalism, simply indicating how | use the term this paper. There are three
conditions for an act to be paternalistic. The petkst (1) interferes with the subject’s
liberty, (2) acts primarily out of benevolence tediahe subject (i.e., his goal is to
protect or promote the interests, good or welfdrd® subject), and (3) acts without the
consent of the subject.

If we follow this definition, paternalism has bojhstifiable and unjustifiable
cases (forms). These cases differ with regardshéir fjustifiability, legitimacy, or
reasonableness, etc. According to the definiti@emalism implies doing something
against the freedom of the subject without his eahsUnder any theory which attaches
value to freedom of choice, this lack of concerm foe subject’'s consent needs
justification. Actually, paternalism provides sugheason it refers to the protection or
promotion of the interests (welfare or good) of shibject.

As to the justification of paternalism, the philpbacal discussion is centred
around three values: freedom (autonomy); welfareiests); and benevolence. These
refer to three conflicting philosophical positiordeontological, consequentialist, and
perfectionist. Under the deontological (autonomgdeh view, freedom of choice is
valuable because of the value of autonomy. Undectimsequentialist (welfarist) view,
freedom of choice is the instrument through whicefgrences are fulfilled. In some
perfectionist (Aristotelian) views, making choicespart of being human. Looking at
the extensive philosophical literature on the tpiceems difficult to decide between
the standpoints without discussing such far-reaghurestions as the nature of the good,
and the meaning of free will. The justification péternalism is a complicated case

12 Trebilcock 1993: 101.



where autonomy and welfare concerns should be tatarin some sense, the conflict
between these two values is at the core of patemal he divergent implications of the
two basic values eventually force the philosopbechoose. But, if Dan Brock is right,
on the level of theories there can be convergéhalle are not forced to choose
between different theories in discussing the jicstifon of every case of paternalistic
intervention. One way to avoid taking sides in reaching metaphysical debates is
suggested by John Rawls’ ideas about ‘public reamuh ‘overlapping consensu¥.in
this spirit, | will use arguments that can be, atedium level of abstraction, acceptable,
or at least reasonable from several comprehengvgpectives. Speaking about legal
issues of more practical concern, the idea of b&agcfor an overlapping consensus
seems quite attractive and plausible. Even suchoeipent figure of the law and
economics movement as Richard Posner once argu¢iigsadea as one possible basis
for the general acceptance of the minimizationaxfial costs as the objective of tort
(accident) law’® As | have argued in detail elsewhéfeegarding the justifiability of
paternalism in the limited domain of contract lasne can find an overlapping
consensus among these normative conceptions. Byammy some representative
versions of these philosophical perspectives, tlaetigal conclusions drawn from the
different philosophical positions turn out to bemisingly similar.

In contrast tophilosophicaldiscussionspragmatic arguments draw attention to
the side-effects and the unintended or counteniiteal consequences of paternalistic
interventions. The intervention may be more costliarmful than beneficial, either (1)
for the paternalised subject (e.g. due to the doblyid effect), (2) for third parties (e.g.
due to the over-inclusiveness of the legal rul@),of for the general public (e.g. due to
implementation costs). In regards to the unintendedlsequences, overly protective
regulation always runs the danger that certairstretions become unprofitable and lead
to the collapse of the market, or the segment whiak the object protection. To put it
in another way, paternalism may be problematichesé cases not only because it is
costly for others, but also because it might baiekfie. make worse off the very group
of persons it intended to protect.

Paternalism in economic analysis

In this section | discuss the methodological taaenomic theories offer for analyzing
paternalism. | also refer to the empirical findingspsychological research on human
decision making and choice behaviour which areiplyseelevant for paternalism.

The traditional economic approach to freedom oftiemt and paternalism is a
non-reflexive mixture of liberalism and utilitarism. As such, it is ill-equipped to
handle the problems which arise when these twociples collide. The potential
conflict between welfare-maximization and autonoadnaws attention to the non-
welfarist dimension of the problem of paternalishen this dimension igsot taken
into account, the whole problem of paternalism éslucible to a more or less

' Brock 1988: 565.

14 See Rawls 1993. To be sure, in Rawls’ view oyguilag consensus is not simply a compromise
reached by softening or mixing irreconcilable views

!> posner 1995: 505.

16 Cserne 2008.



sophisticated exercise in welfare-maximization. vita strictly welfarist perspective,

if the regulator knows better, he should decidevery case in the agent’'s place. In
terms of the preceding section, the constrain{zaternalism can only be pragmatic. In
contrast, autonomy provides a principled constrakst we will see, economists also
take this constraint into account, at least impici

In another dimension, contemporary economics enogtiticized on the basis that
it accepts existing preferences as given. As thigjee goes, economic theory does not
offer “ethical criteria for disqualifying morallyftensive, self-destructive, or irrational
preferences as unworthy of recognition.” If, to tbentrary, it acknowledges some
exceptions, as it usually does (e.g. in case obmior mentally incompetent persons)
then “some theory of paternalism is required, tbataurs of which are not readily
suggested by the private ordering paradigm itsélBeing reluctant to criticize or
“launder” preferences or rethink their model ofindual choice as a combination of
information (beliefs) and preferences, economiste an “eliminative redefinition”
strategy in order to fit paternalism in the necsileasl models.

The economic literature on paternali§mtrives to justify instances of reasonable,
seemingly paternalistic regulations in several waysch, for the sake of simplicity,
can be put into four categories: market failuresritgoods, non-standard preferences
and non-welfarist objectives.

The first approach sticks with consumer sovereigaty revealed preferences.
Paternalism is redefined or “explained away” bywegimg that the policy in question
serves to prevent externalities or other markdures. This strategy of eliminative
redefinition does not question consumer soverejgryuably, this is the natural way to
treat the substantive problem in economics. Indatfitst glance it is relatively easy to
incorporate paternalism in mainstream economic yamal we just have to identify
specific transaction costs and/or informational enfigctions and asymmetries which
lead to a market failure. In this way not only ttesefor freedom of contract, but many
of its limits can be explained in relatively narr@eonomic terms, by neither relaxing
the rationality assumptions nor recurring to fagme@rgument’’ In fact, the biggest
“advantage” of this approach is that the conflietvieen welfare and autonomy does
not come to surface.

The second approach clearly and almost openly fltegonflict and solves it in
favour of welfare. In the 1950s Richard Musgraveoduced two new, closely related
concepts in the theory of public finance: merit wazand merit good?. These concepts
serve to formalize the welfarist idea of patermaligiith regard to certain publicly
provided or publicly subsidized goods. In the cakmerit wants or goods, the welfare
function that the policymaker has to maximize ohdleof the individuals is formally
modelled in a way which is different from the wayetindividuals themselves (are
modelled to) perceive and reveal their preferendes.other words, “consumer
sovereignty” is openly questioned and abandonedavwwour of a supra-individual
assessment as to how much one should receive asdroe of certain “merit goods”.
Choice is driven not by revealed preferences buinlyit wants. In the case of merit

" Trebilcock 1993: 21.

8 E.g. Burrows 1993, 1995, 1998; Saint-Paul 20@Gniz 1998.

19 Mitchell 2002, cf. Hermalin — Katz — Craswell Z0&2.

% For a useful introduction see the still veryiifiinating summary article by Head 1966.



goods, individual choice is overridden in the naofewhat a particular (political)
community considers worthwhile for individuals to (consume§’

The third category of redefinitions comprises thosere or less sophisticated
models of preference-formation and decision-makimgch introduce specifiad hoc
assumptions about the preference structure of ishais. Examples include choice
models based on path-dependent preferences, dynaounsistency or the multiple
self. The methodological goal here is to analyaéage conflicts between autonomy and
welfare with a minimal deviation from mainstreanoeomic theory (rational choice
theory). When economists analyze market behavtbey, not only implicitly rely on a
standard of voluntariness but also explicitly ostandard of rationality. According to
rational choice theory, weakness of will, “sour ggg’ mechanisms etc. are irrational
behavioural patterns. This view implies that thef@rences of real-world individuals
should be measured on a normative scale. The amtuaVealed preference structure of
individuals is compared to an ideal or rationalf@rence structure of an abstract model
construct, the rational decision-maker. Irratiotyalin this sense may justify
intervention. One’s preferences are to be respattady truly and consistently reflect
one’s desires. But this is not always the case. rélienal self can be in conflict with
other features of the very same person or in digrens with different selves. These
models re-conceptualize paternalism as a multipliefgoblem or even as an ‘intra-
personal externality’ or ‘internality’ problem. lother words, paternalism is justified
when and to the extent that the limitation of fremdof choice is instrumental to the
defence of the ‘true self’ of the subject againse’s weakness of will or judgment
errors. Eventually, these limitations may even éase the subject’s rationality and/or
autonomy.

Finally, there are such heterodox economic appesathat criticize mainstream
economic theory for the reduction of every normatimstance to preferences over
outcomes and suggest this simplistic view be reetedBy stressing the difference
between what one desires and what one has reasafusAmartya Sen belongs within
this category. This distinction would move econonainalysis in a perfectionist
direction. Other economists (or the same onesherawritings) highlight the need for
including freedom of choice in economic mod@lsThese lines of research can be
extremely helpful for an economic analysis of then-welfarist dimension of
paternalism. Originating from Amartya Sen’s semiadicle on the impossibility of a
Paretian liberaf?® there is now an emerging branch of literaturedaia choice theory
which searches methods and modelling techniquestHer incorporation of the
dimension of freedom of choice into formal econor(social choice) models. The
intuition behind this line of research is that thé¢ent of opportunities, i.e. the number
and diversity of alternatives open to an individoidiht be valuable in and of itself. The
freedom to choose among alternatives might haveeswaiue independent of the
intrinsic value of these alternativésin regards to paternalism however, this line of
research has no clear and direct policy implication

From the discussion of economic analysis of patsmaso far it has become
clear that the mainstream economic approach hiséotwo problems. First, it remains

2L Musgrave 1987.

22 See, e.g. Sugden 1998, Van Hees 2002, Sen 2002.
% Sen 1970.

24 Cf. Van Hees, 2004, Sugden 1998.



controversial from a normative point of view whathbe function of law can be
reduced to the maximization of individual preferesic Second, there remains a
methodological difficulty: the growing amount of idgnce on biases and other
irrational behaviour calling the scientific fruithess ofad hocmodelling of bounded
rationality into question. To put it differentlyn icases where people systematically
make suboptimal choices, paternalistic interventitay be justified. To determine the
appropriate scope and technique of interventiorstesyatic empirical research on
bounded rationality is necessary. However, thafjoation of interventions cannot be
based simply on revealed individual preferencethaaltimate normative benchmark,
because the concept of preference has also becoestianable. Empirical research is
crucial in order to answer questions about the pessible way to design legal rules, be
they paternalistic or otherwise, and in the disicusef the reasons for paternalism. This
implies the relevance of psychological researchldar and economics, which, in fact
has recently become a widely accepted branch ofdikeipline called, somewhat
misleadingly, behavioural law and economics. Thwhether legal policy needs
empirical foundations is not a real questidrhe question is rather, what will, and
should, these foundations look like? In recent desdhere has been a large volume of
ongoing empirical research in this direction, bbyhpsychologists and economiéidt
has been shown in thorough and extensive empistalies that human behaviour
systematically deviates from the precepts of exguectility theory and rational choice
theory in general.

Human decision-making, choice and judgment reactbefaviour are often
characterized by loss aversion, the endowment tediledt framing effects. Furthermore,
people commit judgment errors when assessing pildiEs By using mental shortcuts
called heuristics (availability, representativenes$s.) their judgments might become
biased and vulnerable to manipulation — self-sgrvimas, hindsight bias, over-
optimism, unstable risk-assessment being the mektuvown examples.

For instance, several hundreds of studies raisaedaimental doubts about the
assumptions regarding preferences in economicyh&be framing effect shows that in
many situations the concept of preference itselindeterminate. In a descriptive
psychological sense, the assumption that prefesesm@eautonomous and stable is false.
Several other features and mechanisms of humamjeigand choice have been also
described which contradict the assumptions in @essatal economics (rational choice
theory). Cognitive limits and emotional biases akequitous. These should be, and
have been, theoretically explained and modelledhiviheuro-sciences and cognitive
psychology. It is important to note that in ternfigheese sciences, the issue is not one of
biases and anomalies but the understanding ofeheway human minds work.

The question to be raised it: how should law amshemics (being interested in
how law works) react to these insights? Is it possiblbuidd a competing (and possibly
superior) version of legal theory based on the ymmal of these psychological
phenomena? There are many obvious difficulties adimgesuch an endeavour. On the

% On empirical research in contract law scholarseip Korobkin 2002.
% For overview with further references see Sun26®0, Englerth 2004, Camerer et al. 2004, Korobkin
— Ulen 2000.
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whole, however, the objections usually raised agdiehavioural law and economics
are either not convincing or not decisive in disitig it as a line of researéh.

As to the policy implications of psychological raseh, it is clear that empirical
findings alone cannot justify legal interventiorheTnormative implications (and policy
conclusions) are not straightforward. Psychologigakights suggest that the
justifiability of paternalism is an “uncertain cdseoutright anti-paternalism should not
be replaced by uncritical paternali$fiin short, there are strong arguments both for and
against paternalism. The behavioural findings mesd] in certain circumstances, to
normative conclusions (policy recommendations) & significantly different from
those arising from the traditional anti-paternalisth mainstream economics. The
consequences for normative analysis, however, ave simply the uncritical
endorsement of paternalism. Some researchers sjeak anti-anti-paternalism in this
respect.

The prima faciearguments for paternalism seem obvious: when Ewpromote
the interests of humans by reducing their biaseseasing their autonomy, it should.
But why should the lamot always intervene despite systematic irrationalBgzides
the well-known pragmatic antipaternalist argumef(dsscussed above), there are
numerous specific psychological arguments for mdérvening in people’s choices
which can complement traditional skepticism towgodernmental regulation.

First, they refer to the fact that biases are lyiglointext-dependent. We simply do
not know enough about the biases to suggest aajeeenedy. Second, what are called
“biases” in the light (or shadow) of rational cheitheory are in fact (in terms of
psychology) components embedded in a complex @ecrsiaking mechanism. In this
complex cognitive and emotional system, there akeml interactions between these
mechanisms. It is possible that one bias may tempaher. When such interactions are
neglected, debiasing might make the overall regaise than the initial situation.

Third, learning effects can be at work. In a dymaperspective, regulation may
lead to the inhibition of learning and negativeffeat rational and autonomous choice
in the future. This provides a dynamic or developtakargument against paternaliém.
This dynamic effect, already stressed by J. S.,Miks been now convincingly
demonstrated in empirical terrffsln my view, it provides a reason why the law skioul
deliberately deviate from a “psychologically adetgliaview of man. Arguably, if
rational autonomous choice is accepted as a narenateal, especially for contracts,
then the law should counterfactually slightly “csfeoot” with its assumptions
concerning both of them. This should be done irepmbt to simply map and thus
stabilize biases but to leave space for learnimgdavelopment’

Fourth, since biases are so varied and complexatten the case that individuals
themselves are in the best position to cope withr town irrational tendencies and

2" In Cserne 2008, | discuss six objections agaims$tabioral law and economics and the possible
answers (counter-arguments), loosely based on RakhP006.

?® Rachlinski 2003, Blumenthal 2007.

% Feinberg 1986: 24: “If adults are treated asdckil, they will in time come to be like children.
Deprived of the right to choose for themselvesy thwll soon lose the power of rational judgment and
decision. Even children, after a certain point, batter not be ‘treated as children,’ else they mélver
acquire the outlook and capability of responsiveltsd’

% See Klick—Mitchell 2006.

%1 Eidenmiiller 2005.
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deficiencies. In fact, this is what happens wheappe hire experts, use self-binding
techniques etc. Law should encourage, or at ledstrowd out these mechanisms.

New regulative ideas

In arguing for protective rules, legal commentatoiten refer to empirical data about
the vulnerability of consumers to biases and mdatmn. The psychological,
pragmatic, economic and philosophical argumentd,caninter-arguments, discussed in
the previous section should make supporters ofl lggdernalism cautious. An
uncritical, across-the-board support of paternalismnwarranted. Recently, law and
economics scholars have suggested a number of ondess sophisticated approaches
to take into account both the behavioural insigind some of the counter-arguments. |
briefly recall here three regulatory ideas: asymimetpaternalism, libertarian
paternalism, and debiasing through law.

“Asymmetric paternalism”

“A policy is asymmetrically paternalistic if it cages large benefits for those people who
are boundedly rational while imposing little or t@arm on those who are fully
rational.”®® More concretely, it is argued that legal interfere with private choices is
justified (in a firm/consumers setting) if:

(p*B)-[(1-p)*C]-1+d[>0,
where B denotes the net benefits to boundedly rationahtsg€ is the net costs to
rational agents, stands for the implementation cost§] denotes the change in firms’
profits, andp is the fraction of consumers who are boundedlyomat (all other
consumers are supposed to be fully ratiofal).

The economists and psychologists who argue formasgtric’ paternalism on a
welfarist basis also compare real-world agents with fully rational individual as
assumed in orthodox economic models. They go aayothat bounded rationality is
something which can be justifiably regulated inmailsr way to externalities. Here one
has, first, to suppose the existence of a trueefirgelf’, characterized by such desires
and beliefs which are normatively undisputed, arepted as rational. Second, one has
to explain the behavior of real world individuals eases where their inner self falls
prey to certain anomalies. As | mentioned aboves oh the problems with this
approach, is that it is not clear which featureshef empirical self should be respected
and protected.

Asymmetric paternalism is a purely consequentialigument. As such, it is open
to criticisms for not taking autonomy seriously.aden a different way, this formula
only illustrates the structure of the problem afdkepaternalism. It does not serve to
measure and quantify these variables, but to lgghWwho are the beneficiaries, and
who are the cost bearers of a paternalistic intérore. These costs and benefits can be
more precisely assessed in specific contexts.

32 Camerer et al. 2003: 12109.
33 Camerer et al. 2003; 1219.
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“Libertarian paternalism”

While “asymmetric paternalism” suggests policiesttiprotect boundedly rational
individuals while not (significantly) burdening @is who do not need protection,
“libertarian paternalism” draws attention to th&fetent methods and techniques of this
protection. More precisely, “libertarian paternalissuggests policies that respect the
autonomy of boundedly rational people to the exfmvdsible, but nevertheless help
them to avoid making bad choic¥slt advocates paternalistic interventions mainly in
the form of default rules and “menus.” As we wiles contract law is the legal anear
excellencavhere even non-mandatory rules can improve theaneelff the parties.

“Debiasing through law”

Still another regulatory ideal, suggested by Chéstlolls and Cass Sunstein is more
ambitious® Instead of searching for legal rules which arepéida to judgment and
decision errors, it aims to reduce the occurrerideoandedly rational behavior at the
first place. In addition, the novelty of this vias/to suggest debiasing be achieved by
exploiting (or at least relying on) bounded ratityaitself. As already mentioned,
psychologists have found several instances whasebiinteract, and more specifically,
offset each other. In these cases, an intervetimed at the reduction of only one of
the biases can actually worsen the overall redutiw, the interaction between
compensating biases may be deliberately designédused by policymakers as well.
Jolls and Sunstein illustrate, with examples fraanaus legal areas, how legislators can
make use of the presence of one psychological meha(e.g. the availability
heuristic) in order to counteract the self-detritaéreffects of another (e.g. over-
optimism). One of their examples is consumer sdéaty*®

It is a well-established fact that consumers agenasetrically uninformed about
the safety features of most of the products theychmse. Mandatory disclosure
requirements are a wide-spread legislative respdaséhis kind of informational
asymmetry, both in the United States and in Eufope.principle, this is a preferable
way of intervention, as information provision resjseindividual choice. In practice,
disclosure does not necessarily work well. One aedsr this is that people do not
process the information in a rational way. Not othigt they deviate from Bayesian
theory. Even if their understanding (estimation§)thee general risk probabilities is
correct in a statistical sense, they are overlynaptic about the occurrence of safety
risks in their own specific case. In the psychatagiliterature this is called over-
optimism bias. The idea of debiasing through lawisemedy this bias by making use
of another, the availability heuristic. By usingvid and personified examples, the
tendency towards underestimation of personal rtsiks be compensated. If people are
confronted by a story about a recent real-life cabdharm caused by a defective
product, they become more aware or even overlyawofthe risks involved.

To be sure, this rudimentary idea of debiasinguglolaw should be refined in
many ways before making actual use of it in infaiora regulation. Even if the

3% Thaler — Sunstein 2003, Sunstein — Thaler 200BaFestatement of their view see Thaler — Sunstein
2006.

% Jolls — Sunstein 2006.

% Jolls — Sunstein 2006: 215.

37 See e.g. Grundmann — Kerber — Weatherhill 2001.
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psychological argument is sound, a traditional lleggdolar would definitely have a
large number of doctrinal and systemic argument® aghy the idea cannot be easily
put in legal fornt®

This brings us back to the core questions of thiskehop: how, and to what
extent can philosophical, economic, and psychodgarguments be “imported” in
legal discourses? Before answering this questicettly, | should say a bit more about
the methodological premises (assumptions, commisheof the extended law and
economics approach | am arguing for. Elaboratingtteese issues in the following
section will hopefully provide some more generatimeological lessons as well.

Methodological lessons

In my view, in order to assess the problems ofrpatesm in contract law properly, an
empirically based policy-oriented view is both fful and necessary. More generally,
legal scholarship should take into account not gbctical philosophy, but insights
from both economic theory and empirical researcivels

Economists learning from law?

Specifically and succinctly, lawyers can, and stplgarn from both economics and
psychology. Or is it the other way around? Intengdy, Robert Cooter and Thomas
Ulen, two eminent law and economics scholars sugbes this learning shouldlso
work the other way around. Economists should Iéeym law, most notably contract
law. In the introductory chapter of what is prolyatile most popular textbook on the
subject, they write: Economists frequently extol the virtues of volupt@xchange, but
economics does not have a detailed account of whaeans for an exchange to be
voluntary. [...][Clontract law has a complex wellt&culated theory of volition. If
economists will listen to what the law has to te#ltbm, they will find their models
being drawn closer to realit}®®

Although these sentences have been reprinted irbdlo& several times since
1988, they seem to have elicited little formal coemtn Nevertheless, their claim is far
from trivial. In this statement Cooter and Ulenwadere for a kind of import; if not
from jurisprudence, at least from the law. In mewj even if this gesture of two
economists towards lawyers is to be appreciatethrihot be taken at face value. The
“theory of volition” of contract law, well-articutad as it may be, is not well-founded
theoretically’® In the law, this generally seems to be the casgalrules and doctrines
doubtlessly often reflect practical rationality aofter at the level of folk psychology an
intuitively appealing shortcut to endless philosophdebates. For instance, in many
legal systems there is a close-to-ordinary-languag#octrinal-technical legal meaning
to concepts like voluntariness, intent, or causatidhe former interpretation typically
characterizes the Common law, the latter Contindetgl rules. These legal concepts

%8 Cf. Aaken 2006.
% Cooter — Ulen 2004: 11.
4% Another problem is that, important overlaps ndtsianding, there are as many “theories of volition”
as national (as well as infra- and supranatior@ifract laws.
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usually half-knowingly reflect philosophical or satific standpoints of earlier agésr
just express some folk-psychological notions. Far ¢veryday working of law as a
practical enterprise these naive or common sereswids are fully satisfactory, at least
in the so called ‘easy cases’. But what the laws s#lyout voluntariness, causation etc.
can be called a “theory” only in this “practicaBrse*?

A further difficulty is that this “legal world vietvis not of much help in policy
design. It is impossible, for instance, to answent a purely legal perspective how the
legally required degree of voluntariness of contfacmation, or the criteria for the
judicial control of standard form contraaisouldbe reasonably regulated. If we want to
understand and/or criticize the rationale behirghlleules, then what law regulates in
this or that way has to be analyzed and evaluaited &n outside perspective, i.e. from
a not strictlylegal point of view.

Interdisciplinarity

Regarding the proper methods and scope of suchnadodrinal analysis of legal
issues, many methodological questions can be ratée@, mention will only be made
of a fgouple of points which help elucidate the rodtiiogical stance taken in this
work.

The reason why legal policy should be informed Inypeical and theoretical
research on human decision making and judgment aslyn instrumental. This
information makes it possible to systematicallydicethe consequences of legal rules,
and their alteration. Here, both economic and psiggiical insights are highly
relevant™

In modern societies law is often conceived of aseans to various policy ends.
On the other hand, it is also understood as armsystenstitutional actions performed in
the name of ‘the law’. To the extent that legatdigrse is formally rational, it has some
autonomy that does not allow for the direct codificn or application of any normative
philosophy or the results of empirical resedrctaw oraslaw.*® In this sense, ‘the law’
is a specialized practical activity rather thandditigal or academic, i.e. scientific, or
philosophical discussion.

An important implication of this is that ‘the lawas a practice cannot be
suspended until the best theoretical solutionganed. Since time constraints are strict,
resources, including expertise, are limited, andeexnentation is exceptional,

41 “[T]he metaphysics of the Stone Age” (Hart — Ha@d985: 2). These authors do not share the critique
implied by the term.
2 For a classical analysis of causation from an itend language philosophy” perspective see Hart —
Honoré 1985. The rather innocent quote by Cootat Hifen raises important jurisprudential and
philosophical questions. The relations between fp#iychology, legal epistemology and scientific
knowledge are a fascinating research topic bsthielyond the scope of this work.
3 These questions are discussed extensively in gren@h-speaking law and economics literature. See
e.g. Behrens 1986, Eidenmdller 1995, Aaken 2003.
* This does not imply that law should have a “psyobimally adequate” view of man. As | have
mentioned above, there can be reasons for thedadeltberately deviate from such a “psychologically
adequate” view.
%> 0On legal formalism see Kennedy 1973, 1976. Themtike Luhmann and Teubner represent some
version of this idea.
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pragmatism and simple rules are used and neé@diedegislation and, to an even larger
extent in adjudication, the use of external knogkeds limited by both systemic and
practical considerations.

As to the incorporation of interdisciplinary knowfe in the theoretical
understanding or analysis of law, these practioats are irrelevant. On the other hand,
whether the findings of (behavioural) economics aserelevant for jurisprudence
proper, as for legal policy, is not straightforwartluch depends on the self-
understanding (definition, purpose, methods) ofllegholarship itseff’

In this respect, | can only note a few points héteonomic, psychological,
sociological etc. analysesf law are legitimate theoretical approaches. Theyigde
insights to law from an external point of view. Whsuch analyses do notplace
doctrinal argumentation which has important segafanctions to fulfil in a complex
modern legal system, they interact with it in a te@mof ways. For the purposes of this
thesis one of these ways is especially relevamin@uics, psychology, philosophy help
scholars who criticize and improve legal rules addctrines through policy
recommendation®

As | have argued, various factors place limits upba direct usefulness of
philosophy, economics and psychology in the devalm of legal policy and in
jurisprudence. It is important to note however,tttiee proper role of economic and
other non-legal insights in adjudication, or ledatision-making in general, cannot be
determined generally: rather, it depends on a numibeharacteristics of legal decision-
making (linked to various issues like discretiorpertise and legitimacy). Particular
legal cultures (Continental, common law, and norsi&ia), national legal systems, or
even legal areas (private law, administrative lawgd criminal law) differ crucially
along these dimensions. An important sub-questiotis context concerns the role of
consequentialist reasoning, especially that of esva analysis in legal decision
making*®

In various legal systems and in different legalaarehis role is considered to be
different. As noted above, law as a practical tn8bn needs, and has, some autonomy.
One should avoid “the jurisprudential naiveté abihgt ultimate connection, if any,
between [...] economic analysis and the sort of aentnthat might be acceptable to
courts.”™ This idea suggests that the direct impact of espo@nalysis on adjudication
depends on the&anon of argumentzonsidered legitimate or acceptable within a
particular legal system or legal ar&aThis reasoning applies to contracts and torts in
common law as well. As Richard Craswell had argukds appropriate to regard each
economic analysis as being limited by the prefaceith makes clear that the particular
efficiency arguments of the analysis should be icemed by judgedo the extent

8 There are various normative legal theories argtongsimple rules”, see e.g. Epstein 2006.

47 As Peter Behrens convincingly argues, the methmicdl self-understanding of “legal science”
(Rechtswissenschafand economics has a crucial impact on the passiblys of their cooperation and
the perspectives of interdisciplinary researchamn &and the economy (Behrens 1986: 6—30).

“8 Roughly, this is the way Hans Albert conceivessprnudence. See e.g. Albert 1972, 1986, 1992, 1993.
9 0n the role of consequentialist arguments in adgiibn see e.g. Walde 1979, Deckert 1995, Cane
2000. For two opposing views on the role of efiicig arguments in (German) law see Eidenmiuiller
1995: part IV, Kétz — Schafer 2003: vi-viii.

%0 Craswell 1993: 293.

1 On the “canon of acceptable arguments” see Hoh®78: 64—66.
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prudential arguments are relevatft In brief, economic analysis is relevant in
adjudication if and when prudential arguments inagal are relevant.

To be sure, policy arguments are not necessartliyeaded to judges. In other,
non-judicial arenas other “canons of acceptableraents” operate. As | argue below,
for the issue of paternalism in contract law, tmena of legal policy is of primary
relevance. Concerning the role of economic anaiysisgal policy, it may be said it is
both vindicatedandlimited by the following meta-criterion. “[E]Jconomic analyscan
claim that its reasons justify outcomes becausth®frole the principle of efficiency
plays in the overall set of institutions sanctiort®d the normative political theory
justifying political authority.®

To sum it up, while interdisciplinarity does notpiy that lawyers should become
economists, psychologists or philosophers, theylshoevertheless rely both on a
transparent normative theory about the goals toadt@eved through law, and on
empirical research about, and a theory of, huméaweur facilitated and regulated by
law. In the complex interrelations of empirical easch, theoretical models and
philosophical questions, multilateral translatioddearning seem not only fruitful but
necessary. In my particular subject, the need foultilateral translation” is almost
obvious, for a simple reason. Paternalismpghitgosophicalconcept which is used in the
analysis ofegal problems with the tools aconomics

The policy perspective

Roughly speaking, one can distinguish three diffexdiscourses in which arguments
from law and economics can be relevant. It can deceived as a (consequentialist)
normative legal philosophy; as an explanatory theurlaw (rational choice theory
applied to law); and as a set of propositionsdgal reform (legal policy).

In the first branch, what | mean by law and ecorusnas legal philosophy is a
normative analysis dealing mainly with questiorgareing the justifiability of adopting
efficiency as the main guiding principle of 1&fin the second, explanatory branch, law
and economics seeks either to explain how law @mites human behavior by changing
incentives (law agxplanany or to analyze legal, and possibly non-legalesuhs the
outcome of interactions between rational individug@law asexplanandumn The
emergence and change of legal rules and doctrireetha subject matter of “positive
political economy” or public choice theory. Finallpy law and economics as legal
policy it is meant: a more or less coherent systéproposals for reforming legal rules
in order to fulfill certain given or hypotheticalormative criteria, among which
efficiency has primary importance.

As with categorizations usually, this one is usefuit helps systematize our
arguments. Thus the main research questions addrégsthe thesis can be grouped
into three categories which correspond to the tleeels of economic analysis.

(1) Conceptual and normative questions. What daderpalism mean? Is it
justified to limit someone’s freedom in order taoprote his interests? If so, in which

°2 Craswell 1993: 292-293.

*% Kraus 2006: 15.

> For book-length arguments for efficiency in thispect see Posner 1981, Kaplow — Shavell 2002. For
discussion and criticism see the still informat@lection of articles in Symposium 1980, espegyiall
Kornhauser 1980.
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cases, to what extent and, by whom? Why and to exiant do we need freedom of
contract? What are legitimate reasons for interfgwith contracts?

(2) Empirical questions. Do people generally, andgiven contexts, choose
rationally? Do they evaluate risks correctly? How tthey process the information
available to them? How do individuals (consumers] kegal entities (firms) react to
different regulations? What are the side-effect$ possible non-intended consequences
of contract regulation?

(3) Policy questions. Assuming sub-optimal consanty occur, should the law
interfere with contractual agreements in which pagy was not fully informed, or not
fully rational? If so, which instruments would besh applicable to achieve this? What
are the legal, political and other institutionsnoechanisms most suitable in any given
case?

Obviously, the questions raised on each of theseldeare linked to each other.
Most importantly, the third level of analysis ralien both the first and the second
levels. As legal policy refers to a more or lesherent system of proposals for
reforming or interpreting legal rules, the basieadehind such proposals is that the law
should fulfill certain, either hypothetically orcifly accepted, normative criteria. In the
law and economics literature, Pareto or, more oftddor—Hicks, efficiency is the
most important of these criteffdln this work, the analysis is based on arguments
regarding the justification of certain instancegaternalism, and some empirical facts
or hypotheses concerning the effects of freedohofce and legal intervention. These
are combined in order to contribute to a legal @olliscourse regarding the possible
legal means for achieving certain normative gaalksn effective way.

Extending standard methods

In the quote above Cooter and Ulen also suggesttlyi that sometimes legal problems
draw attention to highly important questions, taakhstandard economic analysis does
not offer any well-developed answer. Arguably, theaning and value of freedom of
choice and the arguments for or against paternal&sm such questions. This
observation raises the methodological question, thrdneand how the traditional
economic arguments against paternalism and forddme of contract should be
reassessed in light of recent empirical and thealestudies. If Cooter and Ulen are
right, then law and economics scholars should benof insights coming from
elsewhere. While the methodological starting pahtpolicy-oriented legal research
should be rational choice theory, as applied in ld@ and economics literature,
limitations, corrections and extensions to thisrapph should be taken into accotfht.
As we have seen, the standard law and economeestlire usually rejects
paternalism as a bad reason for limiting freedoroaritract. This view is not, however,
strongly nor coherently argued. First, it largebild to take into account relevant

%5 A social arrangement (the allocation of resourée$)areto-efficient if reallocation can make nopod
better off without making somebody worse off tharitie status quo. When it is possible to makeegtle
one person better off without making anybody woofle we speak about a Pareto improvement. In
contrast, a change is called potential Pareto imgrent if the winners’ gains from the change aghéi
than the losses of the losers, so that the formeecapable to compensate the latter. Such changedsa
called Kaldor—Hicks improvement. For technicallggise definitions and refinements see Zerbe 2001.
°% On rational choice theory in law and economicsl$iea 2000.
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empirical facts about contracting behaviour. Secangkenerally uses a strange mixture
of liberal and utilitarian (welfarist) arguments thout reflecting about their
relationship. As | have illustrated, the tools rebedeveloped within two branches of
economic theory can contribute to an approach terpalism which is simultaneously
more coherent and richer in nuances than the imaditlaw and economics perspective.
By reconsidering standard economic arguments andfrading them with
psychological, philosophical and jurisprudentiahsiolerations, | suggest enriching and
modifying the traditional law and economics argutseabout paternalism in two main
ways. The first way is to incorporate the empiriiadings of behavioural decision
theory which offer a more realistic view of theusitions susceptible for paternalistic
intervention. The second is to take into accousigims from the analysis of freedom of
choice in social choice theory concerning the gokiyi to include the non-welfarist
dimension of the subject in economic analysis.

Instead of discussing the benefits and methodaddgificulties of incorporating
these ideas, methods and results in legal schgsarshbstractg these questions should
be dealt in the context of specific issues. Hemeelely note that these methodological
extensions have consequences for all three levetgpes of legal discourse. On the
level of normative political and legal philosophlyet problem of autonomy makes
economic theories on freedom of choice and a nstitimental analysis of
opportunities relevant. On the level of explanatsogial science the empirical results
and theoretical constructs of psychology come pity. Finally, the level of legal
policy should rely both on the two other levels amdorder to avoichaivetéor the
accusation of being dictatorial, it has to takeoimtccount the politico-institutional
framework within which the legal policymaking ofreodern democracy operat¥s.
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