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I.  OVERVIEW

What are the economic justifications for government inter-
vention in the economy? In a market economy, prices coordi-
nate the activities of buyers and sellers and convey information
about the strength of consumer demand for a good and the
costs of supplying it. Because trade is voluntary, buyers and
sellers only make exchanges when both parties benefit. Under
ideal market conditions, this process leads to an efficient alloca-
tion of goods without government intervention.

However, economics has long recognized instances in which
markets can fail to lead to an efficient outcome. The long-standing
view is that either market power or the nonexistence of markets
causes market failures. Market power is present when some indi-
viduals or firms are price makers (for example, monopolists) ra-
ther than participants in a perfectly competitive environment.
Such situations typically lead to the production of a less than effi-
cient quantity of goods. The problem of market power is the pur-
view of industrial organization economics and antitrust policy.!

The nonexistence of markets, or the failure of a robust market to
arise, can occur for a number of reasons, such as asymmetric in-
formation (when one party in a transaction has information that is
not available to another) and public goods (when a good is non-
rival and nonexcludable in consumption and thus likely to be un-
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dersupplied by the market). Another cause for the nonexistence of
markets is externalities, which occur when transactions impose
costs or benefits on a third party that are not considered in the
market exchange. A classic example is when a factory produces
and sells a good to a consumer to their mutual advantage, but the
pollution generated by the production of the good has a negative
impact on the health of nearby residents. A market for the clean
air in the affected area would not emerge if high transaction costs
of organizing the pollution victims prevented the parties from
negotiating.? The market system will fail to internalize the health
costs imposed by the factory’s operations and lead to inefficiently
high production and health consequences.

For about a century, economists have argued that policymakers
should rely, when possible, on market-based principles in design-
ing regulations to address these market failures. For example, in
the pollution cases above, a tax on production equal to the mar-
ginal external costs could lead producers to internalize the third-
party costs stemming from production, which would result in an
efficient outcome.’ Similarly, establishing a property right for the
clean air (for example, through a cap-and-trade program) could
also cause producers to internalize the third-party costs in their
market decisions, again resulting in an efficient outcome.

But in recent years, economics has seen a change from the
traditional approach of evaluating market failures and in the
justifications for government intervention in the economy, with
implications for when and how the government should inter-
vene. Recent research has focused on identifying cognitive lim-
itations and psychological biases that lead people to make
choices that cause self-harm, thus suggesting another type of
market failure that justifies government intervention.* We refer
to these phenomena as behavioral failures in that they often
involve departures from the individual rationality assumptions
incorporated in economists” models of consumer choice.

2. See generally R. H. Coase, The Problem of Social Cost, 3 J.L. & ECON. 1 (1960).

3. ROSEN & GAYER, supra note 1, at 84-85.

4. As is common in the behavioral economics literature, we classify cognitive
limitations and psychological biases as market failures, even though they reflect
problems with individual preferences, not systemic problems with the incentives
and institutions that represent the traditional market failures.
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William Congdon, Jeffrey Kling, and Sendhil Mullainathan
classify deviations from standard economic assumptions found
in psychology and behavioral economics into three categories:
imperfect optimization, bounded self-control, and nonstandard
preferences.® Imperfect optimization challenges the traditional
economics view that people are good at making decisions con-
cerning their own well-being. For example, one study suggests
that people are less likely to participate in their employer’s re-
tirement plan as the number of investment alternatives rises,
thus suggesting that a government policy of limiting options
could improve welfare.® Another study finds that the salience
of a sales tax (which differs depending on whether the tax is
included in the sticker price or computed at the register) influ-
ences the behavior of consumers, even though the net price the
consumer pays is the same in both cases.”

Bounded self-control challenges the traditional economics view
that, even when people know what they want, they are unable to
act on these interests. These bounded self-control findings include
evidence of procrastination and succumbing to immediate temp-
tation, both of which can result in self-harm.t The nonstandard
preferences phenomenon challenges some of the standard eco-
nomic assumptions about choice, such as that people value the
end state rather than the path taken to achieve an outcome. For
example, psychology and behavioral economics find that people
value a good differently depending on whether they were ran-

5. WILLIAM J. CONGDON, JEFFREY R. KLING & SENDHIL MULLAINATHAN, POLICY AND
CHOICE: PUBLIC FINANCE THROUGH THE LENS OF BEHAVIORAL ECONOMICS 7 (2011).

6. See Sheena Sethi-Iyengar, Gur Huberman & Wei Jiang, How Much Choice is
Too Much? Contributions to 401(k) Retirement Plans, in PENSION DESIGN AND STRUC-
TURE: NEW LESSONS FROM BEHAVIORAL FINANCE 83, 88-91 (O.S. Mitchell & S.
Utkus eds., 2004). Some more recent articles have argued that this apparently
flawed decision making when confronting seemingly excessive choices may be a
rational response to nonzero search costs not taken into account by Sethi-Iyengar
et al. See Dmitri Kuksov & J. Miguel Villas-Boas, When More Alternatives Lead to
Less Choice, 29 MARKETING SCIENCE 507, 519 (2010).

7. Raj Chetty, Adam Looney & Kory Kroft, Salience and Taxation: Theory and Evi-
dence, 99 AM. ECON. REV. 1145, 1175 (2009).

8. CONGDON, KLING & MULLAINATHAN, supra note 5, at 7.
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domly endowed with the good,” and also that people do not value
losses and comparable gains symmetrically.'

Reasonable critiques of the behavioral economics findings
abound. For example, many of the findings of deviation from ra-
tional behavior take place in laboratory or field experiment set-
tings. Nobel laureate economist Gary Becker is critical of the rele-
vance of this practice, noting that “there is a heck of a difference
between demonstrating something in a laboratory, in experi-
ments, even highly sophisticated experiments, and showing that
they are important in the marketplace.”!! Becker also points out
that “some of the defects in behavior claimed by behaviorists tend
...to be eliminated in an exchange economy.”? Indeed, one
study of the market for sports memorabilia finds that the market
experience of card traders leads to the elimination of the endow-
ment effect.’® Further, some of the findings suggesting irrationali-
ty are questioned among psychologists. One study concluded that
the “conjunction fallacy”!* found in some psychological studies is
due to the wording used in the experiments (such as using “prob-
able” instead of “relative frequencies”) and contextual interpreta-
tion by the participants rather than a failure of logic.'>

In this Article we examine a wide range of behavioral failures,
such as those linked to misperception of risks, unwarranted aver-
sion to risk ambiguity, inordinate aversion to losses, and incon-
sistencies in the tradeoffs reflected in individual decisions. Alt-

9. See Daniel Kahneman, Jack L. Knetsch & Richard H. Thaler, Experimental Tests
of the Endowment Effect and the Coase Theorem, 98 J. OF POL. ECON. 1342, 1343 (1990).

10. See generally Daniel Kahneman & Amos Tversky, Prospect Theory: An Analysis
of Decision under Risk, 47 ECONOMETRICA 263 (1979).

11. Douglas Clement, Interview with Gary Becker, THE REGION, June 1, 2002, https://
www.minneapolisfed.org/publications/the-region/interview-with-gary-becker [http://
perma.cc/23VU-99LJ].

12. 1d.

13.John A. List, Does Market Experience Eliminate Market Anomalies?, 118 Q.J.
ECON. 41, 70-71 (2003).

14. The “conjunction fallacy” is a phenomenon whereby experimental subjects
appear to assess the probability of A and B together as being more likely than the
probability of A generally—a logical impossibility. For example in the famous
“Linda problem” subjects are given a profile of Linda as a young outspoken intel-
lectual involved in social causes and indicate that it is more likely that Linda is a
bank teller and a feminist than that she is a bank teller.

15. Ralph Hertwig & Gerd Gigerenzer, The ‘Conjunction Fallacy’ Revisited: How
Intelligent Inferences Look Like Reasoning Errors, 12 J. BEHAVIORAL DECISION MAK-
ING 275, 276, 300 (1999).
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hough such shortcomings have been documented in the behav-
ioral literature, they are also reflected in government policies, both
because policymakers are also human and because public pres-
sures incorporate these biases. The result is that government poli-
cies often institutionalize rather than overcome behavioral
anomalies. This idea is the principal theme of Viscusi’s Rational
Risk Policy, which documents a wide range of parallels between
the systematic failures in risky private decisions and government
risk policies.'® These institutional irrationalities pertain quite gen-
erally to government policies and are not restricted to regulations
directly affecting consumer behavior. In this Article, we also find
that the government often relies on command-and-control regula-
tion, even when the insights of the behavioral literature counsel a
more flexible regulatory approach.

II. BEHAVIORAL PUBLIC CHOICE THEORY

This Article examines the common policy implications—not
the specific empirical findings—of the behavioral economics lit-
erature, which frequently recommends “soft paternalism” poli-
cies that seek to change the structure of the choices available to
individuals in order to encourage a more desirable outcome.
But, as behavioral agents themselves, policymakers and regula-
tors are subject to the same psychological biases and limitations
as all individuals.”” Many, although certainly not all, behavioral
economics papers focus on the biases and heuristics of ordinary
individuals, while seemingly ignoring that regulators are people
too and thus subject to the same psychological forces. One study
finds that, of the behavioral economics articles proposing pater-
nalistic policy responses, 95.5% do not contain any analysis of
the cognitive abilities of policymakers.'® Congdon, Kling, and

16. W. KIP ViscUsl, RATIONAL RISK POLICY (1998). See also W. Kip Viscusi &
James Hamilton, Are Risk Regulators Rational? Evidence from Hazardous Waste
Cleanup Decisions, 89 AM. ECON. REV. 1010 (1999). For a further discussion of how
behavioral anomalies among the citizenry can impact public policy, see generally
BRYAN CAPLAN, THE MYTH OF THE RATIONAL VOTER: WHY DEMOCRACIES CHOOSE
BAD POLICIES (2008).

17. See generally Slavisa Tasic, Are Regulators Rational?, 17 J. DES ECONOMISTES ET
DES ETUDES HUMAINES 1145 (2011); Slavisa Tasic, The Illusion of Regulatory Compe-
tence, 21 CRITICAL REV. 423 (2009).

18. Niclas Berggren, Time for behavioral political economy? An analysis of articles in
behavioral economics, 25 REV. AUSTRIAN ECON. 199, 200 (2012).
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Mullainathan acknowledge that “behavioral economics creates
something of a paradox in requiring more of policymakers—
such as new judgments about identifying and distinguishing
behavioral tendencies—while suggesting that policymakers’ ca-
pacity to make such judgments may be impaired to the extent
that they too are behavioral agents.”’ Unfortunately, they sub-
sequently put this view aside. Similarly, Professor Cass Sunstein
observes, “For every bias identified for individuals, there is an
accompanying bias in the public sphere.”?

The question then is whether private decision makers acting
in the marketplace are more or less prone to psychological bi-
ases than are the public decision makers who regulate the
economy, whether through traditional regulations or through
“nudges” that seek to change the choice architecture in a way
that leads people to choose more optimal actions. This ap-
proach parallels the traditional public finance calculus of
weighing the inefficiencies caused by market failures against
the inefficiencies caused by government failures in attempting
to address market failures through regulations.?!

There are two main reasons why regulatory responses motivat-
ed by behavioral economics findings might be suboptimal.2 The
first, as already mentioned, is that as behavioral agents them-
selves, regulators are not immune from the psychological biases
that affect ordinary people. The second is that policymakers are
subject to public choice incentives that could further lead to poli-
cies that reduce welfare, and indeed could lead to the misuse of
behavioral findings by regulators in order to enhance regulatory
control or favor the influence of powerful special interests over

19. CONGDON, KLING & MULLAINATHAN, supra note 5, at 56.

20. CASS R. SUNSTEIN, WHY NUDGE? THE POLITICS OF LIBERTARIAN PATERNAL-
IsM 102 (2012).

21. See generally CLIFFORD WINSTON, GOVERNMENT FAILURE VERSUS MARKET FAIL-
URE: MICROECONOMIC POLICY RESEARCH AND GOVERNMENT PERFORMANCE (2006).

22. For additional views of the problems with basing regulations on behavioral
economics findings, see generally Robert Sugden, Why incoherent preferences do not
justify paternalism, 19 CONST. POL. ECON. 226 (2008) (arguing that mutual ad-
vantage aspect of market transactions does not require coherent preferences) and
Jayson L. Lusk, Are you smart enough to know what to eat? A critique of behavioral
economics as justification for regulation, 41 EUR. REV. OF AGRIC. ECON. 355 (2014)
(arguing that cognitive biases alone do not justify regulatory intervention).
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the interests of public welfare.?? By focusing on these two issues,
this Article seeks to answer Sunstein’s call for the creation of a
field in “behavioral public choice theory.”2

There are a number of public choice arguments about why
private decision making might be less prone to errors than
public decision making.?> The most obvious argument is that
psychological failings in citizens would suggest bad decision
making in their voting practices at least as much as in their
market transactions. To the extent that policies are decided
through a majority voting system, then under certain condi-
tions, the median voter will determine the policy response.? If
the median voter is subject to behavioral biases as suggested by
the psychology literature, then the resulting policy is likely to
be suboptimal. In other words, in a democratic system, theory
and evidence suggest that government policies will reflect the
irrationalities of ordinary people.?”

Public choice theory also suggests that private decision mak-
ers have stronger incentives to acquire information—
expending both time and money—to overcome behavioral bi-
ases, since the personal costs to a citizen who makes a bad de-
cision are higher than the personal costs to the regulator of a
rule that leads to a bad outcome for that citizen. There is some
experimental evidence that, at least for some kinds of decisions,
people with incentives can partially reduce cognitive biases
through learning,? and given that the costs of cognitive biases
weigh more on the citizen than on the regulator, one should
expect fewer errors among private than among public decision
makers. Finally, public choice studies have also found that,

23. GORDON TULLOCK, ARTHUR SELDON & GORDON L. BRADY, GOVERNMENT
FAILURE: A PRIMER IN PUBLIC CHOICE 87 (2002).

24. SUNSTEIN, supra note 20, at 100.

25. For a summary, see generally Edward L. Glaeser, Paternalism and Psychology,
29 REGULATION 32 (2006)

26. RANDALL HOLCOMBE, PUBLIC SECTOR ECONOMICS: THE ROLE OF GOVERN-
MENT IN THE AMERICAN ECONOMY 155 (2005).

27. See generally Bryan Caplan, supra note 16, at 10; Jan Schnellenbach & Chris-
tian Schubert, Behavioral Political Economy: A Survey (CESifo, Working Paper No.
4988, 2014).

28. See Colin F. Camerer & Robin M. Hogarth, The Effects of Financial Incentives in
Experiments: A Review and Capital-Labor-Production Framework, 19 J. RISK & UNCER-
TAINTY 7, 34-35 (1999).
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where a policy has high but diffuse costs and low but concen-
trated benefits (such as a trade-liberalizing policy that im-
proves net benefits, but does so by providing small benefits to
many consumers while providing concentrated costs to a few
producers), the stronger incentives of the few may have greater
influence than the preferences of the many, possibly leading to
inefficient policies.? This tendency would suggest that gov-
ernment policies aimed at addressing the deliberate manipula-
tion of the choice architecture that occurs in the marketplace
are also prone to deliberate manipulation by regulators in a
way that leads to suboptimal outcomes.

Our focus on behavioral public choice suggests a need for cau-
tion in using the findings of individual biases to justify greater
government intervention, even for soft paternalism policies that
seek to protect a degree of individual choice. This is not to suggest
that all behavioral justifications for government intervention are
invalid and inevitably prone to misuse. Daniel Kahneman consid-
ers two modes of thinking: System 1 “operates automatically and
quickly, with little or no effort and no sense of voluntary control,”
while System 2 “allocates attention to the effortful mental activi-
ties that demand it, including complex computations.”* The bias-
es that lead to suboptimal personal behavior typically result from
actions dominated by the “freewheeling impulses” of our System
1 rather than the “conscious, reasoning self” of System 2.3! Behav-
ioral economists who advocate for more soft paternalism policies
are essentially motivated by the belief that government techno-
crats are, by nature, training, and employment, disposed toward
System 2 thinking and can therefore design policies that overcome
the problems caused by System 1 reasoning.>> Some critics, how-
ever, contend that the narrowness of the expertise of government
technocrats will subject them to overconfidence caused by the il-
lusion of explanatory depth,® that such experts will have a lim-
ited and biased understanding compared to the information pro-

29. See Gary S. Becker, A Theory of Competition Among Pressure Groups for Political
Influence, 98 Q.J. ECON. 371, 392 (1983).

30. DANIEL KAHNEMAN, THINKING, FAST AND SLOW 20-21 (2011).

31. Id. at 21.

32.1d. at 48.

33. See Tasic, Illusion, supra note 17, at 430.
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vided by a more decentralized approach,® and that the use of
government nudges to limit individual choice will reduce auton-
omy, dignity, and the motivation of individuals to engage and
nurture their System 2 reasoning.®* The behavioral public choice
approach seeks to weigh the political incentives and psychological
biases of government decision making and critique the optimistic
view of a government composed of well-meaning technocrats
who are better equipped than ordinary citizens to overcome pur-
ported System 1 biases.

III. BEHAVIORAL RATIONALES FOR GOVERNMENT POLICY

The prominent role of behavioral rationales for government
regulation is exemplified by the recent wave of government
initiatives by the U.S. Department of Energy (DOE), the U.S.
Environmental Protection Agency (EPA), and the U.S. Depart-
ment of Transportation (DOT) mandating energy-efficiency
levels for many major consumer durable goods. In an earlier
paper, we examined these regulations and found that the tradi-
tional market failure justifications (for example, externalities
and asymmetric information) are incidental to an assessment of
the merits of these regulations.® Rather, the agencies justify
these regulations based on the contention that consumers suf-
fer from psychological biases that lead them to make irrational
choices in their purchases of durables.

There is a long-standing empirical finding, known as the en-
ergy-efficiency gap, which shows that consumer choices for en-
ergy-efficiency purchases imply a discount rate much higher
than market discount rates. This finding suggests that consum-
ers underestimate the future cost savings stemming from an en-
ergy-efficient product compared to the weight they put on fu-
ture savings in other market settings.” This apparent bias could

34. See F. A. Hayek, The Use of Knowledge in Society, 35 AM. ECON. REV. 519, 524
(1945).

35. Jeremy Waldron, It’s All for Your Own Good, N.Y. REV. OF BOOKS, Oct. 9, 2014,
http://www.nybooks.com/articles/archives/2014/oct/09/cass-sunstein-its-all-your-
own-good/ [http://perma.cc/Y9JP-ATEX]; Steven Poole, Not so foolish, AEON (2014).

36. Ted Gayer & W. Kip Viscusi, Overriding consumer preferences with energy regu-
lations, 43 J. REG. ECON. 248, 249 (2013).

37. See, e.g., Jerry A. Hausman, Individual Discount Rates and the Purchase and
Utilization of Energy-Using Durables, 10 BELL ]. OF ECON. 33, 50-52 (1979). Recent
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arise from irrational consumer behavior driven by psychological
heuristics. Some studies find evidence that people make deci-
sions regarding which appliances to purchase based on current
energy prices rather than on expected future prices, leading to a
tendency to forgo purchasing energy-efficient products.’® How-
ever, other studies find that consumers reasonably base their
forecasts of energy prices on current prices and therefore do not
present a behavioral market failure.® Yet other studies find that
the psychological “salience” of the more expensive, efficient ap-
pliance leads to underinvestment in energy efficiency.*

However, alternative explanations for the energy-efficiency gap
exist that are consistent with individual rationality. The observed
consumer choice may simply reflect actual consumer prefer-
ences.*! For example, the high implied discount rates could be a
rational response to high sunk costs and uncertainty over future
conservation savings.*? If you are planning to move or you have a
liquidity problem, buying the more energy-efficient but more ex-
pensive appliance may not make sense. Many of the studies pur-
porting to show that consumers forgo profitable energy decisions
are based on engineering studies that calculate the net present
value of a set of possible energy-efficiency consumption choices,
which requires assumptions concerning such things as capital
costs, current and future energy prices, duration and frequency of
appliance use, and discount rates.* These studies omit other rele-
vant costs or benefits that can drive the purchase decision.

studies suggest little evidence of consumer myopia with respect to automobile
fuel economy. See Meghan R. Busse, Christopher R. Knittel & Florian Zettelmeyer,
Are Consumers Myopic? Evidence from New and Used Car Purchases, 103 AM. ECON.
REV. 220, 221 (2013).

38. Willett Kempton & Laura Montgomery, Folk Quantification of Energy, 7 EN-
ERGY 817, 822-23, 826 (1982).

39. Soren T. Anderson, Ryan Kellogg & James M. Sallee, What Do Consumers
Believe About Future Gasoline Prices? 2 (Nat'l Bureau of Econ. Research, Working
Paper No. 16974, 2011).

40. Charlie Wilson & Hadi Dowlatabadi, Models of Decision Making and Residen-
tial Energy Use, 32 ANN. REV. OF ENV'T & RESOURCES 169, 175 (2007).

41.Jerry A. Hausman & Paul L. Joskow, Evaluating the Costs and Benefits of Ap-
pliance Efficiency Standards, 72 AM. ECON. REV. 220, 222 (1982).

42. Kevin A. Hassett & Gilbert E. Metcalf, Energy conservation investment: Do
consumers discount the future correctly?, 21 ENERGY POL"Y 710, 710 (1993).

43. See, e.g., MCKINSEY & CO., ELECTRIC POWER AND NATURAL GAS: UNLOCKING
ENERGY EFFICIENCY IN THE U.S. ECONOMY, July 2009, http://www.mckinsey.com/
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Another possible explanation for the energy-efficiency gap
findings is that consumers do not expect to receive as high a
return in energy savings as the regulatory analyst assumes.
This might be the case if, for instance, engineering estimates of
potential savings misrepresent energy savings because they are
based on highly controlled studies that do not directly apply to
actual realized savings in a representative house. There is some
evidence that engineering estimates of energy savings are in-
deed faulty.* For example, Gilbert Metcalf and Kevin Hassett
find that the realized return on attic insulation falls short of the
returns promised by engineers and product manufacturers.®
Accounting for this discrepancy eliminates the paradox of the
energy-efficiency gap in this situation.*

Another approach to measuring the energy-efficiency gap is
to use empirical studies of energy-use data to estimate the av-
erage returns for the set of consumers that adopt an energy-
efficient technology, such as by comparing natural-gas billing
data in the first year after weatherization work is done to the
same data from the previous year. In addition to the problem
associated with a short-time horizon, these studies also suffer
from the common pitfalls associated with omitted variable bias
in which other key factors affecting the decision are ignored.
As Hunt Allcott and Michael Greenstone explain, such studies
can omit many relevant costs and benefits.#” For example,
weatherizing a home can be a time-consuming and unpleasant
task for the homeowner. Weatherization can also yield benefits
not measured by billing data, such as greater home comfort. Fail-
ing to account for these factors that contribute to the consumption
decision can lead to spurious findings of an energy-efficiency gap.

clientservice/electricpowernaturalgas/downloads/US_energy_efficiency_full
report.pdf [http://perma.cc/3KXK-GY5F].

44. Steve Nadel & Kenneth Keating, Engineering Estimates vs. Impact Evaluation
Results: How Do They Compare and Why? 3, 6 (Research Report U915, American
Council for an Energy-Efficient Economy, January 1, 1991), available at http://
www.aceee.org/research-report/u915 [http://perma.cc/UM7C-42B7].

45. Gilbert E. Metcalf & Kevin A. Hassett, Measuring the Energy Savings from
Home Improvement Investments: Evidence from Monthly Billing Data, 81 REV. OF
ECON. & STAT. 516, 516 (1999).

46. Id. at 516, 527.

47. Hunt Allcott & Michael Greenstone, Is There an Energy Efficiency Gap? 14 (Mass.
Inst. of Tech., Working Paper No. 12-03, January 1, 2012). See also Hunt Allcott, Con-
sumers’ Perceptions and Misperceptions of Energy Costs, 101 AM. ECON. REV. 98 (2011).
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Taken as a whole, the literature on the energy-efficiency gap
does not provide strong, credible evidence of persistent con-
sumer irrationality. Nonetheless, government agencies justified
the energy-efficiency mandates on the basis of correcting con-
sumer irrationality, even though they offer little or no evidence
that consumers are causing self-harm in their purchasing deci-
sions concerning the regulated consumer durables. Again, in
an earlier paper, we found that the preponderance of the esti-
mated benefits stemming from most energy-efficiency regula-
tions derive from this presumption of addressing consumer
irrationality, not from reducing the external costs associated
with energy use.®® For example, for the recent fuel economy
mandates for passenger cars and light trucks, the Department
of Transportation estimated a total cost of $177 billion and a
total benefit of $521 billion.* Of the $521 billion in benefits (as-
suming a discount rate of three percent and constant 2009 dol-
lars), fully $440 billion (or eighty-five percent) stems from the
purported benefits of addressing consumer irrationality.> The
evidence that consumers undervalue fuel economy is very
weak, and the upper bound estimates of consumer mispercep-
tions suggest benefits much smaller than those estimated by
the regulatory agencies.” For the same rule, the Environmental
Protection Agency estimated that eighty-seven percent of the
total benefits (estimated at $613 billion) were due to addressing
consumer irrationality. We found that the purported need to
address consumer irrationality was also a large driver in other
energy-efficiency regulations, including fuel economy stand-
ards for heavy-duty vehicles, clothes dryers, room air condi-
tioners, and incandescent light bulbs.>

This approach by the agencies to justify their regulations
based on weak evidence of consumer irrationality illustrates a
key negative consequence of misusing behavioral findings: the
welfare loss associated with ignoring heterogeneous preferences.
The one-size-fits-all approach that ignores potential heterogenei-

48. Gayer & Viscusi, supra note 36, at 249.

49. Id. at 251.

50. Id.

51. Hunt Allcott, The Welfare Effects of Misperceived Product Costs: Data and Cali-
brations from the Automobile Market, 5 AM. ECON. J.: ECON. POL"Y 30, 32 (2013).

52. Gayer & Viscusi, supra note 36, at 257-63.
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ty in consumer preferences is most common in command-and-
control regulations (such as energy-efficiency mandates), but
even the soft paternalism approach steers all people in the same
direction. Differences in preferences and income generate differ-
ent levels of consumer demand for products. Even for products
all consumers might find attractive, there will be differences in
preference; some consumers are willing to pay more for the
product than others, giving rise to the usual downward-sloping
demand for the product. There will also be more extreme situa-
tions in which some consumers may not want a product at any
price even though others may value it, as in the case of vegetari-
ans who do not wish to consume meat. In recognition of such
differences, the market often generates highly differentiated
products, ranging for instance from very basic automobiles,
which serve as a functional form of transportation, to luxury
cars. Homogenizing these choices through command-and-
control regulations, or even through more subtle manipulation
of the choice architecture, imposes costs on those with prefer-
ences outside of the allowable options.

The fuel economy mandate also provides evidence in support
of William Niskanen’s public choice view that regulators will
attempt to maximize their authority rather than social welfare.>
The behavioral economics approach recommends soft paternal-
ism options over regulations. Indeed, a broad reading of this lit-
erature counsels in favor of many welfare-improving policies
that change existing hard regulations to soft, nudge-like regula-
tions. In other words, behavioral economics does not and should
not only justify more traditional government interventions; in
many cases it should justify a reduction in regulatory power.
Public choice theory, however, suggests that regulators would
be more prone to use behavioral findings to justify increasing
regulatory power than to move toward softening regulations.

The fuel economy regulation is a case in point. The EPA’s
and DOT’s analyses find that the preponderance of the benefits
stem from correcting purported consumer irrationality, not
from reducing externalities. This raises the question of why a
rigid mandate is warranted rather than an informational regu-

53. WILLIAM A. NISKANEN JR., BUREAUCRACY AND REPRESENTATIVE GOVERN-
MENT 36 (1971).
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lation that would nudge consumers to make sounder choices.
Indeed, in 2011 the EPA did just that by issuing its Motor Vehi-
cle Fuel Economy Label Final Rule.> The mandated label for all
new cars is quite extensive, including an overall miles per gal-
lon (mpg) rating, a city mpg rating, a highway mpg rating, gal-
lons per 100 miles, driving range on a tank of gas, fuel costs in
five years versus the average new vehicle, annual fuel costs,
fuel economy and greenhouse gas rating, and smog rating.%
These components of the label address the purported behav-
ioral failures in that they (i) indicate the longer-term fuel costs,
thus diminishing the effect of high discount rates, (ii) make the
benefits of fuel economy salient and a less “shrouded” attrib-
ute, (iii) provide easy calculations of fuel economy, (iv) enable
consumers to understand the actual fuel economy benefits ra-
ther than relying on rough rules of thumb, (v) make it clear that
fuel economy is a valued vehicle attribute, not a proxy for a
less expensive vehicle, (vi) make it easier for consumers to
identify which vehicles provide fuel economy, (vii) provide
diverse measures of fuel economy that consumers can relate to
their driving style, and (viii) make the fuel costs more apparent
as an upfront cost similar to the sticker price of a vehicle. In-
deed, the EPA label rule is directed at remedying almost all of
the types of consumer choice failures that the EPA claims ac-
count for the private benefits of fuel economy standards.

What is striking about the EPA’s regulatory impact analysis
of the fuel economy mandates is that it does not even mention
the existence of the agency’s own new label rule.> This over-
sight goes to the heart of the fuel economy standard analysis,
as most of the benefits needed to justify the regulation relate to
consumer choice failures targeted by the new labeling rule. The
EPA analysis of the fuel economy mandate should address the
effectiveness of the label rule and the degree to which it ame-
liorates the need for an additional mandate. It is not necessarily

54. Revisions and Additions to Motor Vehicle Fuel Economy Label Final Rule,
76 Fed. Reg. 39, 478 (July 6, 2011).

55. Id. at 39, 478-80.

56. U.S. ENVIRONMENTAL PROTECTION AGENCY, EPA-420-R-12-016, REGULATO-
RY IMPACT ANALYSIS: FINAL RULING FOR 2017-2025 LIGHT-DUTY VEHICLE GREEN-
HOUSE GAS EMISSIONS STANDARDS AND CORPORATE AVERAGE FUEL ECONOMY
STANDARDS (2012).
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inconsistent to have both a labeling rule and a fuel economy
mandate, but any assessment of the desirability of a fuel econ-
omy should take into account the impact of the labeling regula-
tion and the role of differences in consumer preferences. If the
label rule is completely worthless and generates no benefits for
consumer choice, then the EPA was remiss in issuing the regu-
lation, and the Office of Management and Budget, the watch-
dog over all major new federal regulations, was remiss in per-
mitting the agency to move forward with a rule that other EPA
assessments implicitly treat as worthless.””

Although the agencies’ analyses of the energy-efficiency stand-
ards invoke broad references to the behavioral economics litera-
ture to justify their presumption of consumer irrationality, no-
where in these analyses do they invoke behavioral findings that
could suggest a diminished need for regulation. For example,
findings from the psychology and behavioral economics literature
suggest that people care about the outcomes realized by others.
These other-regarding preferences mean that people might volun-
tarily internalize the costs of their actions to others, mitigating the
need for regulations to address pollution externalities. The exist-
ence of other-regarding preferences would also suggest ap-
proaches other than mandates to reduce energy use. Indeed, some
studies suggest that economic incentives can discourage pro-
social, other-regarding behavior,’® undermining the standard eco-
nomic argument for pollution taxes to address externalities. Nu-
merous findings suggest that social norms influence individual
behavior, including one study that found evidence of a “conspic-
uous conservation effect,” in which people value the “green halo”
signal of owning a Prius over other, more traditional-looking hy-
brid vehicles.” Other studies suggest that providing feedback to
customers on energy use with a focus on peer comparisons leads

57. Cf. John D. Graham & Cory R. Liu, Regulatory and Quasi-Regulatory Activity
Without OMB and Cost-Benefit Review, 37 HARV. ].L. & PUB. POLY 425, 431-39 (2014).

58. See, e.g., Roland Bénabou & Jean Tirole, Incentives and Prosocial Behavior, 96
AM. ECON. REV. 1652, 1654 (2006).

59. Steven E. Sexton & Alison L. Sexton, Conspicuous Conservation: The Prius Ef-
fect and Willingness to Pay for Environmental Bona Fides 1-2, 22 (UC Berkeley, Work-
ing Paper, 2010).
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to a reduction in energy consumption at a low cost.®* Nonetheless,
we are not aware of any instances where softer regulations that
provide information to influence social norms were considered in
the regulatory agencies’ analyses of the various energy-efficiency
mandates for consumer durables.

IV. FAILURES OF RISK PERCEPTION AND RISK ASSESSMENT

A major and well-documented class of failures of rationality
in individual choices pertains to the assessment and perception
of the probability levels of different outcomes. In this Part we
focus on behavioral failures linked to what is termed “risk,”
and in Part V we address closely-related issues concerning am-
biguity surrounding risk levels. The risk-related concerns per-
tain to the absolute levels of a probability and possible changes
in these levels, whereas the uncertainty concerns address im-
precision and ambiguity involved in the assessed risk levels.
We describe how government policies that reflect individual
behavioral anomalies with respect to risk and uncertainty lead
to suboptimal outcomes.

How risk and uncertainty enter the decision process depends
on the decision context and the normative reference point. In
the case of government policies, the normative assumption that
we adopt in guiding our discussion is that policies should be
based on a comparison of the expected costs with the expected
benefits, where the probabilities used in these calculations are
the mean values of the probabilities. Thus, we assume that the
precision of the probabilistic judgments should not be a con-
sideration. It is the best estimate of the probability levels, not
the worst-case or best-case assumptions regarding the level of
the risk, that should guide risk assessments.*!

Environmental risks provide an instructive context for consid-
ering how probabilities enter the regulatory impact analysis. The
expected benefits for EPA regulations often are expressed in terms

60. Ian Ayres et al., Evidence from Two Large Field Experiments That Peer Compari-
son Feedback Can Reduce Residential Energy Usage 2 (Nat'l Bureau of Econ. Research,
Working Paper No. 15386, 2009).

61. We explore possible exceptions to this principle below. In situations in
which learning about the probabilities can take place, the precision of the proba-
bilities also enters as a pertinent concern.
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such as the expected number of cancer cases prevented, calculated
using the probability of cancer and the size of the exposed popu-
lation. These expected health effects are then weighted by the
agency’s monetary valuation of these cancer risks to make the
cancer case reduction benefits in the same monetary terms as the
regulatory costs, thus facilitating a comparison of the benefits and
costs.2 One might, of course, choose to adopt a normative policy
criterion other than a benefit-cost framework. The biases that