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ABSTRACT

In mainstream economics, people make decisions based on a rational model
based on the cost-benefit logic. However, the behavioral attitude, as the
outcome of the teachings of behavioral economics, posits that decisions are
not made in the real world by real individuals about real issues as defined in
the rational models of decision-making (Cost-benefit); rather, the decision-
making process is influenced by biases.

One of the theories in the field of behavioral economics that deals with the
effect of these biases on individuals’ decisions is the prospect theory, which
focuses on the effect of loss aversion bias on the decision-making process.
This study investigates the effect of loss aversion bias on the legislature’s
decision-making based on the prospect theory and the teachings of
behavioral economics.

The findings of this article confirm the existence of loss aversion bias-based
thinking in the Iranian civil liability system, including the enacting of
appropriate means of litigation, foundations of liability, and principles and
rules of loss compensation. Using the prospect theory, this article seeks to
find the traces of bias of loss aversion and evaluate the position of this bias
in the liability system in order to provide a more realistic picture of the
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legislator’s decision-making.

Key Words: Loss Aversion, behavioral economy, Prospect Theory,
Cognitive Bias

INTRODUCTION

Rationality choice theory has long been one of the areas of research in
various scientific fields, doubling its importance. Gary Becker initially
developed this theory in the mid-twentieth century as a comprehensive
theory of human behavior. Becker was the first economist to successfully
apply rationality choice theory to a wide range of non-market behavior of
individuals (not just market relations). According to this theory, in the
economy, every person, as an economic entity with complete rationality,
makes a choice under conditions of certainty to achieve the desired result.
Despite its important role as the basis of analyses in economics (and
certainly in law), the theory of rational behavior leads to unrealistic analyses
due to ignoring the complexities of human behavior. Therefore, behavioral
economists provided examples in which the behavior differs from what the
classical models demonstrate. Behavioral economics is trying to achieve
more objective economic analyses according to more realistic assumptions
about people's real-world behavior affecting their decisions to increase
economics’ explanatory power by replacing strong psychological
foundations instead of the rationality assumption. Consequently, considering
all human decisions to be rational raised several criticisms, which were
mainly focused on ignoring human behavioral characteristics that play a
decisive role in decision-making.

One of the theories of behavioral economics to examine the behavioral
decision-making pattern and express cases of deviations from rational
behavior is prospect theory, proposed by Daniel Kahneman and Amos
Tversky. According to this theory, the decision-making process is affected
by various factors, especially human characteristics, and behavioral aspects
play an undeniable role in decision-making.

According to the prospect theory, people do not always seek to obtain the
greatest utility because, firstly, all options do not have the same weight
(utility), and secondly, people tend to give up a part of their profits to avoid
losses.

Conducting research based on the teachings of behavioral economics does
not mean claiming that the legislator considered concepts such as loss
aversion at the time of legislation - the legislator seems to have ignored these
concepts when drafting legal instruments. In line with the new research on
behavioral economics based on the influence of legal norms and
propositions, the aim is to consider the effect of loss aversion bias on
legislators' legislative decisions to investigate the weight of loss aversion
bias in legal decisions, which has been neglected so far.
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By adopting a behavioral approach and prospect theory, this research aims to
answer the question of to what extent the legislator's decisions regarding the
planning of legal instruments in the liability system are affected by loss
aversion bias. Also, if the aforesaid question is answered, its results will be
examined in the liability system. Therefore, in what follows, bias is initially
defined as a key concept in the current research. Then, prospect theory is
explained. Finally, the cases of loss aversion bias in the liability system and
the results of its application are pinpointed.
PURPOSE

This paper seeks to understand the psychological foundations of legal
decisions by adopting the behavioral economics approach to obtain a more
objective picture of human decisions (whether legislator's decisions or
tortfeasor's and victim's decisions). This paper introduces some of the
updated biases when making decisions, leading to decisions necessarily
based on cost-benefit logic - the logic that most economic analyses are based
on.
By analyzing the teachings of behavioral economics, including the biases
governing human behavior, people's behaviors can be predicted and better
known. Indeed, before legislation, tortfeasor's and victim's decisions can be
guided by predicting human behavior. Accordingly, loss aversion bias can be
utilized as one of the concepts of behavioral economics to make laws more
efficient.
According to the findings of this research, gains and losses have different
weights (in line with human loss aversion) in Iran's tort liability system,
reflected in the legal instruments chosen by the legislator. The instruments of
Iran's tort liability system are mainly focused on the possibility of loss (not
gain) compensation to the extent that the institution of unjust entitlement (an
instrument for claiming gain) is considered one of the secondary sources of
obligation. Moreover, the legislator's performance in other civil liability
issues, including the inability to compensate for pure economic loss, the
impossibility of demanding an increase created by the usurper, as well as
planning the principles of loss compensation, such as the principle of full
compensation and the rule of prohibition of detriment, is in accordance with
the teachings of behavioral economics, including loss aversion bias.
The author assumes that the current research findings confirm that loss
aversion bias (a type of deviation from rational behavior) affects the
legislator's decisions, manifested as legislation. Therefore, it can be stated
that the findings of this research aim to prove that the decisions of the
legislator or tortfeasor and victim as actors of the liability system are
influenced by loss aversion bias.

METHODOLOGY

The article has been performed based on the descriptive and analytical
research method with behavioral economic approach



Encyclopedia of Economic law Journal, 29: 22, 2022 146

FINDINGS

The findings of this research show that in Iran's civil liability system, gain
and loss have different weights. This research shows that this different
weight between gain and loss, which is in line with the characteristic of
human loss aversion, is also reflected in the choice of legal instruments by
the legislator.

Most of the tools of the civil liability system in Iran are focused on the
possibility of compensating losses (and not gains) to the extent that the
unjust entitlement, which is considered a tool for claiming gain, is one of the
secondary sources of obligation. Also, the performance of the legislator in
other issues of civil liability, including the impossibility of compensation
pure economic loss, the impossibility of demanding an increase created by
the usurper, as well as the planning of compensation principles such as the
principle of full compensation and the rule of detriment are also in line with
the teachings of behavioral economics. Among them is loss aversion bias.

The author believes that the findings of the current research confirm that the

loss aversion bias, which is a deviation from rational behavior, has an impact

on the legislator's decisions, which are manifested in the form of legislation.

Therefore, it can be said that the findings of this research are trying to prove

that the decisions of the legislator or the cause of loss and the victim are

taken as actors of the liability system affected by the bias of loss aversion.
CONCLUSION

Thinking based on loss aversion and its position in the liability system
results from interdisciplinary legal studies in recent decades, which has
certainly been disregarded in Iran's tort liability system. The attractiveness of
investigating such issues in the liability system seems to lie in knowing the
psychological and economic bases of legislation, which helps better
understand the legislator's performance and the functioning of the enacted
laws. Due to the necessity of considering cognitive features in the decision-
making process, the legislator cannot legislate based solely on legal
knowledge but must also consider "reality".

Knowing people's behavioral characteristics allows the legislator to predict
their choices and intelligently prescribe liability instruments. The adoption
of such an approach by the legislator, which has its roots in deep knowledge
of human behavior and decision-making process, is a kind of legal
engineering, which facilitates the realization of well-being with more
objective and intelligent legislation, on the one hand, and implicitly new
"reference points” for people through more objective legislation as default
laws, on the other hand.

Legislation [by the legislator] can reflect and, at the same time, shape
people's choices. Thus, since reference points are changeable, it can act to
guide and shape choices. For example, by inability to claim possible pure
economic pure while defining the existing asset as a "reference point", it
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causes that only a decrease in the said asset is considered a "loss" and
everything that prevents the increase of the asset is not considered a loss.

Understanding loss aversion bias helps recognize the real properties of the
liability system and find an answer or justification for some legal
uncertainties. Furthermore, other results of thinking based on loss aversion
include the possibility of guiding choices and more objective legislation.

Regarding the presence or absence of the legislator's perspective based on
loss aversion in the legislative process, the way the legislator faces gains in
the liability system should also be investigated. In this case, proper judgment
is possible when the way the legislator faces the institution of unjust
entitlement is examined as a piece of the puzzle. Additionally, it is necessary
to explore how the legislator faces pure economic loss, possessing the debtor
in the assumption of paying the debt without the debtor's permission
(Articles 267 and 720 of the Civil Code), Profits earned by a person in the
assumption that hesshe did not request that profit (Articles 336 and 337 of

the Civil Code), the usurper's responsibility towards the owner concerning
used benefits and profits (Article 311 of the Civil Code onwards), and
inability to claim excess due to usurper's action (Article 314 of the Civil
Code) as other pieces of this puzzle.

Examining the cases mentioned above indicates the loss-aversion
perspective of the legislator. It can also be said that the disagreement in
some of the issues raised, especially the acceptance or rejection of the
institution of unjust entitlement as an independent source of obligation, as
well as strong disagreements regarding the ability to claim pure economic
loss, basically strengthens the idea of the existence of such a perspective.
More important than discovering this perspective, the quality of its
implementation, the behavior modification of tortfeasor and victim as actors
of the liability system, should be considered, which we attempted to probe in
the review of each institution.

Indeed, legislative policy determines when loss aversion bias is considered
or ignored when making legal decisions. The knowledge obtained from how
the legislator faces gains (profits) seems to be the portrait of the legislator
who acts to legislate by being aware of the effect of behavioral factors on the
human decision-making process and involving them in the legislative
process. As such, he/she uses legislation as a tool to change, modify and
guide the behavior of tortfeasor and victim as actors of the liability system to
achieve his/her goals. The quality of using loss aversion bias under Article
314 of the Civil Code may lead to behavior modification of the usurper.
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