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Defamation with Bayesian Audiences

Yonathan A. Arbel,* Murat C. Mungan'

How strictly should the law regulate false defamatory statements? We first show that
the presence of judicial errors often puts defamation law on a Laffer curve: regulation
that is too lax or too strict is inferior to moderate regulation. While moderate regulation
is ideal, it is not always attainable, due to practical and legal constraints. With these
constraints, the presence of Bayesian audiences can cause the optimal regulation to be
laxer than is prescribed by standard models with naive audiences. This highlights the
importance of accounting for the impact of defamation laws on belief formation.
Keywords: Defamation, Bayesian audience, information regulation, disclosure.

JEL classification: C72; D82; D83; K10; K13; K39.

1. Introduction

When statements are made in public, audiences assess their credibility based
on a variety of cues. One of these cues is how strictly the law sanctions false
statements, i.e., whether talk is cheap. Such audience effects complicate the
standard analysis of defamation law, which traditionally only focuses on how
the law affects speakers and the subjects of their speech. We investigate here
the optimal strictness of defamation law when accounting for audience effects.

Defamation law imposes tort liability on speakers who publish false state-
ments that harm their target’s good name. A typical example comes from a
recent case where a hospital staffer falsely alleged that a doctor was working
under the influence of alcohol. The doctor won a lawsuit against the staffer and
recovered millions of dollars in damages (Denman v. St. Vincent, 2020). While
the basic structure of defamation law is well established, there is an ongoing
social debate on defamation law’s proper scope. With calls from the Supreme
Court, legal scholars, politicians, and various pundits, there is growing pres-
sure today to reform defamation law (Arbel & Mungan, 2019). In the midst of
these calls, a new Restatement project was recently announced.

The literature on defamation law is vast, but the economic analysis of defama-
tion law is quite limited (Hemel, 2020). In deciding the level of strictness of
defamation law, standard legal analyses are dominated by a two-sided balanc-
ing act. On the one hand, society considers the interests of the target of the
speech—her need for compensation and the need to protect her by deterring
defamatory speech against her. On the other hand, society also considers the
speaker, his right to free speech, and the social concern with chilling valuable
speech (NYTimes v. Sullivan, 1964).
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In reality, we noted, defamation law also affects parties beyond the speaker
and his target. In particular, defamation law also affects audiences of speech.
This is not just due to the familiar idea that strict defamation law would limit
the supply of false speech through the deterrence of speakers. If that were the
case, the protection of audiences would be a simple matter of setting sanctions
as strict as legally possible. Defamation law also affects audiences by changing
their assessment of the credibility of speech and, thus, it affects the audience’s
propensity to act upon statements (Pennycook et al. 2020, Arbel 2022). Such
effects add complexity that the standard analysis neglects. The neglect of au-
dience effects may be because lawyers naturally focus on the parties that take
an active part in the legal process—the victim as the plaintiff and the speaker as
the defendant (Heymann, 2012). Whatever the reason, two recent informal ac-
counts (Hemel & Porat, 2019 & Arbel & Mungan, 2019) suggest that omission
of audience effects is consequential to the optimal strictness of defamation law.

Our object here is to bridge this gap by offering a general framework that
analyzes behavior and evaluates welfare based on the strictness of defamation
law. To do so, we construct a model that includes three key features: (i) a
Bayesian (rather than a naive) audience, (ii) errors in the court’s judgment
(wrongful liability as well as wrongful failure to find liability), and (iii) a cap
on recoverable damages. We explain the role each of these features plays, after
briefly reviewing the structure of our model and its implications.

We consider the behavior of three parties. A speaker, who has private infor-
mation about a certain target — a business or an individual. The speaker may
make claims about the target to an audience member. The audience member
then decides whether to interact—trade, collaborate, socialize—with the tar-
get. Targets can be a high- or low-type, and audiences would rather interact
only with the former kind. If the target loses an interaction, he may bring a
lawsuit against the speaker alleging defamation. We study behavior under dif-
ferent levels of damages for defamation and their social welfare implications.

Our analysis reveals three central findings. First, we find that there is an
optimal level of damages that supports separating equilibria in which would-be
defamers are deterred from sharing false information and speakers only share
information honestly with their audience. Audience members believe speakers
and act upon this information. Naturally, social welfare is highest under this
regime.

Second, we find that defamation laws often follow a ‘Laffer Curve.” Lax
regulation results in a flood of cheap talk, which leads to audiences discount-
ing all statements—true or false—and simply acting on their priors. This re-
sults in equilibria where important information is left uncommunicated. Sanc-
tioning defamation too strictly is also unwanted, because high sanctions invite
frivolous litigation, which in turn chills true negative statements. In between
these two extremes, the optimal level of damages follows an inverse U shape,
with a range of optimal damages. Thus, our unified framework shows that
both cheap talk and ‘overpriced’ talk are undesirable as they deprive audiences
of relevant information that could be made available to them under moderate
damages.



Our third result emerges when the cap on damages is lower than the level
necessary to support equilibria in which the target’s type is fully revealed. In
reality, it is difficult to calculate the exact level of damages, and even when
possible, damages are bounded by both constitutional considerations and lim-
its on defendants’ wealth. In such cases, we find that a lax approach can be
superior to a more stringent one. The reason is that stringent regulation invites
audience trust, but because some statements are false, this trust can be mis-
placed, leading to the deterrence of valuable interactions. Compounding the
issue is that stringent regulation increases litigation. Lax regulation, however,
invites audiences to rely more on their priors and reduces litigation. Thus, per-
haps counter-intuitively, lax regulation becomes preferable to strict regulation
when reputational harms are large, and the opposite conclusion may hold when
reputational harms are small.

All three features of our model (Bayesian audience, judgment errors, and
damage caps) play important roles in the production of these results.

First, when courts make no errors in judgment, people have no incentive
to bring frivolous claims against speakers. In this case very large damages (if
feasible) are always preferable to smaller damages, because they only deter
false speech without having any impact on true negative speech. This is a dy-
namic that emerges in many other contexts as well, and highlights the role of
judgment errors in explaining the inefficiency of very large damages in the
defamation context, and the emergence of the Laffer Curve to which we al-
luded.

Second, the prior economics literature on defamation law assumes that a
publisher (e.g. a tabloid, journal, an individual etc.) can always harm another
person by making negative statements about them, and the extent of this harm
is independent of the laws in place (e.g., Garoupa 1999a,b, Bar-Gill & Ham-
dani 2003)8 This is equivalent to the audience —whose beliefs and behavior
is not considered in the prior literature— naively forming its beliefs and acting
upon them. Thus, in the prior literature, the main function of reforming the law
is to alter the expected costs and benefits of making disparaging statements,
but not the harmful impact of defamatory statements. With a naive audience,
increasing damages leads to a reduction in the expected harm to the target, be-
cause it deters negative speech. This is not so when the audience is Bayesian.
Because very low damages result in frequent false allegations, they dilute the
informational content of speech, and therefore causes the audience to act ac-
cording to its priors. Thus, in addition to providing straightforward rationales
for some behavioral responses in the defamation context (e.g., disregarding
certain false speech), the incorporation of Bayesian audiences also has impor-
tant normative implications, e.g., lowering damages can reduce the harm that
results from defamatory statements.

1. The mirror image of this assumption is also invoked in this literature: the speaker’s benefit
from making a negative statement is independent of the audience’s beliefs, because the audience is
not considered in this literature. This assumption is made, for instance, in Dalvi and Refalo (2008),
which focuses exclusively on the speakers’ incentives and ignores not only the audience’s beliefs
and behavior but also the target’s.
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Third, this normative distinction becomes quite significant with binding
damage caps in which case false disparaging remarks cannot be fully elimi-
nated. Thus, with Bayesian audiences, the choice is between a high degree of
interactions between the audience and targets (good and bad) achieved through
low damages, and the maximum level of damages that causes bad interactions
to be deterred along with some good interactions. The former option is prefer-
able when the value of good interactions are large. On the other hand, with a
naive audience, maximum damages are always preferable, because even with
low damages the audience believes false disparaging remarks, which are in
high supply due to the lack of deterrent damages.

In short, the main impact of judicial errors in our analysis is to rule out
the optimality of very large damages. This becomes an important issue when
the damage cap is very large (or non-existent), in which case the presence
of judicial errors supplies an independent rationale for not having very large
damages. On the other hand, when the damage cap is binding, a naive audience
implies that the maximum damage is optimal, and this result is overturned with
Bayesian audiences.

While our analysis focuses on defamation law, the basic question we pose
here is relevant for a broad range of legal contexts. The law regulates false
speech in domains as diverse as corporate disclosures, false advertising, whistle-
blowers, and law enforcement. Common to these domains is a basic tension
between the strictness of sanctions for misreporting and the informativeness of
speech, and we comment on potential implications.

The next section offers some brief background and reviews the related lit-
erature. Section 3 presents the model and its analysis. Section 4 evaluates the
welfare implications of different damages regimes, and highlights the impor-
tance of accounting for audience effects. Section 5 contains several extensions
and discussions of the basic model, such as the public enforcement case, the
generalization of the model to cases where speakers may be motivated to speak
truthfully or to excessively praise the target, and discussions of contexts other
than defamation law. Section 6 provides concluding remarks.

2. Literature Review
Defamation law regulates the dissemination of false statements that are ‘defam-
atory.” To be defamatory, a statement must not only be false but also made
public and be capable of harming one’s reputation and standing in the commu-
nity. Defamation law is considered to be a branch of torts, and it encompasses
several distinct torts, most notably libel and slander. Today, however, the dis-
tinction has less practical significance than in the past, and in what follows, we
abstract from it.
Many defamation lawsuits are brought by individuals, but businesses and
firms can also bring suit. A recent high-profile example involves a lawsuit by
‘Dominion,” a firm that sells voting hardware and software, against various

2. A similar dynamic also emerges when courts frequently make judgment errors, as we briefly
explain in section 5.4., below, and in greater detail in Arbel and & Mungan 2020.



public figures and media outlets, who alleged it was involved in the manipula-
tion of election votes[]

Defamation law evolved in the common and ecclesiastical courts of Eng-
land. In the United States, the states took the doctrine and used it to develop
their own variants. A major development took place in 1964, when the Supreme
Court decided the seminal case of NYTimes v. Sullivan. There, the Court re-
viewed the existing body of doctrine in light of the First Amendment protec-
tion of free speech and press. The Court made it considerably harder for public
figures to bring lawsuits on matters of public interest. In the years that fol-
lowed, the doctrine was refined and, while still carrying signs of its convoluted
history, reached a certain degree of balance. In recent years, however, there has
been growing pressure to reform the law. Comments from the Supreme Court
(McKee v. Cosby, 2019; Berrisha v. Lawson, 2021), the political sphere, le-
gal commentators, and pundits—all reveal dissatisfaction with the law. Many
of these comments suggest that defamation law should be made stricter; e.g.,
Cass Sunstein called the NYTimes v. Sullivan decision ‘anachronistic’ and ar-
gued that public figures should be allowed to bring suit more easily (Sunstein,
2021). Interestingly, the reason why the law should protect good name inter-
ests is not well understood. Some ground the law’s intervention in a property
like interest in good name, or good name’s basis in dignity, property, and honor
(Post, 1984) while others relate it to concepts of social status and reputation
(Arbel, 2021).

The legal literature on defamation law is rich and vast, and it explores a
variety of topics, involving deep questions of political philosophy and consti-
tutional commitments. It is therefore quite surprising that the literature on the
economics of defamation law ‘has lagged’ and is sparse (Hemel, 2020). Some
notable contributions in this space includes Richard Posner’s pioneering anal-
ysis (Posner, 1973, 1986), which highlighted the applicability of cost-benefit
analysis to defamation law. More recent work focuses on the law’s effect on
media’s incentives to investigate and report topics of public interest (Bar-Gill
& Hamdani, 2003, Dalvi & Refalo, 2008, Acheson & Wohlschlegel, 2018) and
on political dishonesty (Garoupa, 1999a,b). As noted, this paper differs from
these analyses by considering a Bayesian audience, alongside damage caps and
judicial errors.

Despite these contributions, courts and legal commentators are limited to a
fairly rudimentary understanding of the incentives fostered by different defama-
tion law regimes. Here we amplify on two informal contributions that recog-
nize the relevance and importance of audiences to the analysis of defamation
law (Hemel & Porat, 2019, Arbel & Mungan, 2019). Methodologically, our
article borrows tools from the rich literature on signaling (Spence 1973) and
cheap talk (Crawford & Sobel, 1982). Our analysis can also be interpreted as
part of emerging literature that looks at how laws can be used to create in-
formal sanctions through the behavior of third parties (e.g., Deffains & Fluet,

3. US Dominion, Inc. v. Fox News Network, LLC, C. A. N21C-03-257 EMD (Del. Super. Ct.
Dec. 16, 2021).
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2019, Mungan 2016, Bénabou & Tirole, 2006, 2011, Rasmusen 1996).

3. Model

We model the interactions between three parties: the speaker (S, she), the
target of the speech (7, he), and the audience, captured by a representative
member (A4, it). A faces an informational problem: 7' is either a good or a
bad type, and A’s value of interacting with 7" depends on 7’s type, which
is unknown to A. Before A decides whether to interact with the target, S,
who knows 7”s type, communicates with A and may either disparage 7" or
make a non-disparaging comment. Because we study defamation, we consider
the possibility that S may falsely disparage 7" in order to deter an interaction
between A and T'. We defer the discussion of speakers being (at least partly)
motivated by a desire to truthfully share information, as this has limited impact
on our analysisE] We model the interactions as a Bayesian game, and use it to
identify Perfect Bayesian EquilibriaE]

3.1 Preliminaries

The target, T', obtains a benefit of r; from the interaction, where t € {B, G}
denotes his type and where the letters abbreviate bad and good, respectively.
T’s type is privately known to himself and .S, but not to A, who only knows
that the proportion of good types is v € (0, 1)E]A prefers to interact with good
types, but not bad types, because this results in a utility of g > 0 > —b where
b is the disutility A bears from interacting with a bad type. Thus, absent further
information, A would prefer to interact with 7" if yg — (1 — )b > 0, and we
assume this inequality holds, since otherwise no interactions would take place
between A and T even without (negative) input from S|’| Thus, the audience
prefers to interact with the target if its updated belief (based on the statement it
receives from .S) of 1”s likelihood of being a good type exceeds the threshold

b
g+b s

where the inequality follows from the assumption that A would prefer to inter-
act with 7" absent input from S.

The speaker has an interest in whether A and T  interact: S obtains a gain of v
when A avoids interaction (alternatively, v can be interpreted as a loss incurred
when A chooses to interact with T'). v is a random variable with the cumula-
tive distribution function F'(v) with support (0, 1] where the upper-bound of
the support is normalized to simplify notation. The specific v-draw is private

z

&)

4. Consistently with the law, truthful negative statements are not considered defamatory. How-
ever, the court may make errors in ascertaining whether a negative statement is truthful, and this
possibility is incorporated in our model, as we explain below.

5. Figure 5 in the Appendix depicts the interactions between the three parties and is helpful in
following the detailed descriptions of the interactions that we provide, next.

6. In section 5 we discuss the consequences of endogenizing ~y.

7. An analysis of this case can be found in an earlier version of this article, and yields no
further insights (see Arbel & Mungan (2020)).



information available only to S, and we call v the speaker’s type. We assume
that interactions between A and T are socially valuable if, and only if, T is a
good type,ie. 7y +g>1>0>1r, —b.

After Nature determines the types of 7' and .S, the target’s type becomes
common knowledge among 7" and S (but not A). At this point, S chooses what
type of statement to send A regarding 71’s type. The types of possible state-
ments follow defamation law’s distinction between disparaging statements,
which are potentially actionable, and non-disparaging statements, which are
non-actionable (e.g., positive remarks, silence, opinion, etc.).

Subsequently, A decides on whether to interact with 7" or to avoid him,
and, finally, 7', decides whether to bring a lawsuit against S if a disparaging
remark was followed by A’s choice to avoid interacting with T We note that
this setting includes the possibility of 7" suing .S, even if T is in fact a bad
type, i.e., a frivolous lawsuit may be brought. This is an important possibility
because courts may err in their judgment. To capture the parties’ payoffs from
litigation, we define the following:

d: damages paid by S to 7" when the court finds for T’

l: total litigation costs. We assume that litigation costs are not prohibitive (I < 1)
and, without loss of generality, that the costs are equally shared by the parties.
q¢: probability of plaintiff victory when T is of type t € {B, G}

We assume the probability of wrongful liability is small: g < gg (%;2)

Because courts wield broad latitude in setting the level of damagesﬂ we fol-
low the existing literature (see, e.g., Garoupa 1999a,b) and use d as a policy
lever to operationalize different defamation regimes. The value of d can also
be interpreted as expected damages, i.e. d = F[d] where d is a random vari-
able representing actual damages awarded whose distribution is affected by the
court’s interpretation of the law. We also note that d can be chosen separately
for each type of statement (represented by all variables described above, 1,
b, g, b, etc.) being analyzed, which we take as given in our analysis.

It is worth noting that we take the odds of winning at trial, ¢ and qg,
as exogenously given. This is a standard commitment assumption in the en-
forcement literature, and implies that courts are committed to reviewing cases
only on their merit, i.e., without bringing in their informed estimates about the
proportion of frivolous cases. Our assumption relating gg to g, above, cor-
responds to the case where judicial errors are possible, but occur infrequently.
We note that the analysis of the alternative case with large judicial errors leads

8. In practice, courts often require some proof of harm to allow monetary recovery, hence the
requirement here that the defamatory remark prevented an interaction.

9. Courts can, within limitations, award nominal, economic, non-economic, and punitive dam-
ages, and have demonstrated considerable discretion in practice. Some examples include Loth-
schuetz v. Carpenter, 898 F.2d 1200, 1205 (6th Cir. 1990) ($1 in nominal damages); Waste Mgmt.
of Texas, Inc. v. Texas Disposal Sys. Landfill, Inc., 434 S.W.3d 142, 162 (Tex. 2014) ($450,000
in economic harms); Cantu v. Flanigan, 705 F. Supp. 2d 220 (E.D.N.Y. 2010) ($150 million in
non-economic damages); Armstrong v. Shirvell, 596 F. App’x 433, 448 (6th Cir. 2015) ($500,000
in punitive damages).
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to similar results, and a complete analysis of this case can be found in Arbel &

Mungan (2020).

3.2 Players’ Actions, Beliefs, Strategies, and Payoffs
Next, we describe the players strategies, beliefs, and actions. For simplicity,
each player’s action is labelled as either 0 or 1, as follows:

Table 1:  Players’ Potential Actions
Player Action

0 1
S Don’t Disparage  Disparage
A Interact Avoid
T Don’t Litigate Litigate

We note that labeling A’s action of interacting as 0 may appear counter-
intuitive. However, the benefit of this notation is that a suit is filed only in cases
where all players’ actions are 1. This makes it simpler to express the pay-off
of the speaker (as in Table 3, below), since she faces expected litigation costs
only when all actions equal 1.

Using this notation, we can describe the strategies of each player as follows:

Table 2:

Player

Players’ Strategies

Strategy

S
A
T

s(t,v) : {B,G} x (0,1] — {0,1}
a(z) : {0,1} — {0,1}
p(t): {B,G} — {0,1}

Here, in specifying A’s strategy, z denotes the statement received by A.
Because our solution concept is a Perfect Bayesian Equilibrium (henceforth
PBE), we also specify A’s beliefs regarding T"’s type, asm

x; : Belief that T is a good type given z = ¢

With this notation, we express the expected pay-offs of each player, given their
beliefs and information, as follows:

Table 3:

Player

Players’ Payoffs

Payoff

S
A
T

a(s(t,v))(v — p(t)s(t, v)(qed + 3))
a(z)(x.g — (1 —22)b)

(1 — a(s(t,v))p(t)(ged — 5) + a(s(t,v))re

10. Because A’s valuation of his interaction with 7" depends only on 7”s type, we need not
specify A’s beliefs regarding S’s type for purposes of identifying the PBE.



3.3 Effective and Ineffective Communication Equilibria

Perfect Bayesian Equilibria consist of assessments (i.e. a profile of beliefs
and strategies) that satisfy sequential rationality and consistency of beliefs.
Since the requirements for PBE are well known, we relegate their formal def-
initions to Appendix A, below. As in many other contexts, communications
can be disregarded by the audience in some equilibria. We distinguish between
these and other types of equilibria by using the following definition.

Definition 1 A PBE is an effective communication equilibrium if, and only
if, the audience chooses not to interact with the target with some positive prob-
ability based on the information it receives from the speaker.

We start by noting that defamation law cannot eliminate ineffective com-
munication equilibria. This is because when the audience’s beliefs regarding
the target’s types are unconditional on the speaker’s statement and equal to
its prior (i.e. xg = 1 = ), it chooses to interact with the target regardless
of what it hears from the target (i.e. a*(z) = 0). This results in payoffs of 0
and r to the speaker and target, respectively. These payoffs are independent of
the actions of the speaker and target, which makes them indifferent between
playing any of the strategies available to them. Thus, any assessment where
the speaker plays a strategy that supports the audience’s beliefs constitutes a
PBE. The simplest example is one where the speaker never chooses to dispar-
age the target (i.e. s(t,v) = 0 for all ¢ and v). We formalize this observation as
follows.

Proposition 1. Under all defamation regimes, there exist ineffective com-
munication equilibria.

Proof. The assessment consisting of ] = z§ = v, a*(z) = 0, s*(t,v) =

e 0 if @d<li/2 forte{B,G}
0.and (1) =\ | it qd>1/2 forte{B,G}
rationality and consistency of beliefs (i.e. requirements 1-4 in Appendix A),
and thus is a PBE. O

satisfies sequential

Proposition 1 notes that ineffective communication equilibria are always
present, regardless of the defamation regime in place. If these were the only
equilbria, defamation law would be irrelevant. Thus, we proceed by showing
that some levels of damages in fact generate effective communication equilib-
ria.

l

Proposition 2. (i) Extremely low damages (i.e. d < QTG) and extremely

high damages (i.e. d > %) only generate ineffective communication equilib-

29¢’ 298
generate effective communication equilibria. (iii) The audience acts consis-
tently with the speaker’s statement, i.e. a*(z) = z, in all effective communica-
tion equilibria.

ria. (ii) There exist a range of moderate damages, D C 5 L 2_l), which

Proof. See Appendix. O
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The intuition behind the first part of proposition 2 is relatively straightfor-
ward. When damages are extremely low, the target is deterred from suing the
speaker, even when he has a meritorious case, since expected damages (i.e.
qcd) are lower than litigation costs. This causes the speaker’s statements to be
perceived as cheap-talk by the audience, since the speaker faces no negative
consequence from making disparaging statements. Thus, the audience disre-
gards the speaker’s statements and acts according to its priors. On the other
hand, when damages are extremely high, all targets are incentivized to litigate,
and expected damages are high enough to deter all speaker types from making
disparaging statements. Thus, the audience is once again left without any in-
formative statements, this time due to the over-pricing of speech as opposed to
the presence of cheap-talk.

It is only moderate damages that support effective communications between
speakers and audience members, and this is formalized in proposition 2-(ii).
Part (iii) of proposition 2 simply rules out the possibility of counter-intuitive
equilibria, for instance, in which the audience infers from a disparaging remark
that the target must be a good type and vice-versa (i.e. where a*(z) = 1 — 2).
These preliminary findings indicate that if defamation laws are to have any
impact, they must do so through effective communication equilibria obtained
under moderate damages. Thus, we analyze these equilibria in further detail,
next.

3.4 Moderate Damages and Effective Communication Equilibria

The damages in place affect the target’s incentive to sue when disparaged,

as well as the speaker’s incentives to disparage the target in the first place. We

note two pairs of critical damages that pertain to each party’s incentives. First,

d ! and d ! 2)
1 = — an 3= —
2qc 29p

are the smallest damages that causes a type G and B target, respectively, to

bring suit whenever the speaker disparages himE] On the other hand, when
damages are greater than

2-1 2-1

andd, = —— 3)
2qc T 2

dgE

type G and B targets, respectively, are expected to bring suit, and this deters the
speaker from defaming the target. Our assumption of non-prohibitive litigation
costs and small judicial errors implies that these four critical damage levels are
ordered as follows:

di < dgy <d3z <dy “4)

Thus, there are three categories of moderate damages, which we call low, inter-
mediate, and high damages. We explain the incentives that each player faces in

11. We assume, only to simplify exposition, that an indifferent target chooses not to litigate.
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each of these damage categories under an effective communication equilibrium
(when one exists).

Low Damages (d € (dy,ds))

In this range, the target has the incentive to litigate only if he is type G,
since gad > % > gpd. Thus, in an effective communication equilibrium, the
speaker faces no threat of litigation from disparaging a bad type, and thus a
type B target is disparaged with certainty. On the other hand, if the speaker
encounters a type G target, she expects that disparaging him will lead to a cost
of

l
vg(d) = qed + 7 5)

Thus, the speaker chooses to disparage a type G target if her type exceeds this
value. Therefore, a type G target is disparaged with a probability of

1= F(vg(d)) (6)

Our analysis thus far identifies the behavior of the speaker and target in an
effective communication equilibrium, assuming that it exists. But, for this type
of equilibrium to be supportable, the audience’s beliefs must be consistent with
the equilibrium behavior of the other parties. Thus, the audience must hold the
belief that a target who is not disparaged must be a good type, since all bad
types are disparaged, i.e.

2y =Pt=G|lz=0)=1

On the other hand, when the audience receives a disparaging statement, it must
believe that the target is nevertheless a good type with a probability of

V1 = F(va(d))]
YL = Flua(d)] + (1 -7)

This is because a type G target is disparaged with probability 1 — F'(vg(d))
whereas a type B individual is disparaged with certainty, and the likelihood
with which the target is a good type is 7.

As we noted via (1) the audience finds it in its best interest to interact with
the target if it believes he is a good type with a probability exceeding Z. Thus,
an effective communication equilibrium is supportable in this range if

2i(d)=P(t=Glz = 1) =

)

id)y <z <azi=1 (®)

In the upper portion of this range, this condition certainly holds, since 1 —
F(vg(d2)) = 0, i.e. the speaker is always deterred from disparaging a type G
target. Moreover, z7 (d) is clearly decreasing in this damage range, which can
easily be verified by inspecting (7). Therefore, within low damages, there is
some critical damage d, above which effective communication equilibria are
obtained. Whether d = d1, i.e. whether effective communication equilibria are
supportable with all lower moderate damages, depends on parametric values
and has no important implications.
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Based on these observations, we can summarize the impacts of increasing
damages in the range (cf , d2) on the behavior of all players in effective commu-
nication equilibria. As damages are increased, the speaker disparages type G
individuals less frequently, since the threshold speech benefit that she requires
is increasing in damages per (3. This leads to less frequent litigation as well
as less frequent blocking of beneficial interactions between the audience and
the type G target. The level of damages leads to no further effects, because a
type B target is disparaged with certainty in this range.

Intermediate Damages (d € [da, d3))

When damages are increased into the intermediate range the speaker is al-
ways deterred from disparaging a type G target. This is because the expected
damages and litigation costs associated with doing so exceed the benefit that
she obtains from blocking the target’s interaction with the audience. More-
over, because d < ds, a type B target lacks the incentives to litigate. Thus, the
speaker always disparages a type B target. Based on this behavior, it follows
that in an effective communication equilibrium the audience’s beliefs are given
by

x5=P{t=G|z=0)=1and
2}=Pt=Glz=1)=0

This trivially implies that effective communication equilibria are supportable
by all damages in this range, since 0 = 2] < & < 2 = 1.

Quite importantly, in this range all effective communication equilibria are
separating equilibria wherein the speaker chooses to [not] disparage whenever
she knows that the target is type B [G]. We later note the superiority of these
equilibria when we conduct a welfare analysis.

High Damages (d € (ds, dy4))

With high damages, a type B target is given the incentive to frivolously
litigate. This, in turn, causes the speaker to be deterred from disparaging a
type B target when her benefit from blocking interactions is low. Specifically,
she chooses to disparage a type B individual only if her benefit exceeds

l
UB(d) Equ+§ ©)]
Thus, a bad type is disparaged with a probability of
1—-F(vg(d)) <1 (10)

On the other hand, when the speaker encounters a type G target, she never
disparages him given the high damages. Based on this behavioral profile, in
equilibrium the audience’s beliefs are given by

g
7+ (1 =7)F(vs(d))
2}=Pt=G|]z=1)=0

25(d)=P(t=Glz=0) = >« and
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Figure 1

Figure la: A's beliefs that the target is type G in effective communication eq. under different damages.
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Figure 1b: T's Probability of being disparaged by ti"pe (Type G: ; TypeB — ) in effective communication eq.

1
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Figure 1c: Probability of litigation under effective communication eq.
14 ! :

d, d, ds d,

Notes: The panels show the effects of damages in effective communication equilibria in a case where d = d,. Panel a describes the
audience’s equilibrium belief that a person is type G (with 1 being certainty) if the person is not disparaged (x3 plotted in black) and
when the person is disparaged (x; plotted in grey). Panel b illustrates the likelihood that a person will be disparaged based on whether
they are type G (plotted in grey) or type B (plotted in black). Panel c describes the likelihood of a lawsuit for allegedly false
disparagement. In the range of d, and d; effective communication equilibria are separating, hence beliefs are accurate, only truly bad
types are disparaged, and there is no litigation.

Since & < 1, it follows that z§; > & > ], and therefore effective communica-
tion equilibria are supportable by all high damages.

As the above discussion indicates, increasing damages in this range only
reduces the frequency with which speakers disparage a type B target. Thus,
increasing damages in this range has countervailing effects: it increases the
frequency of interactions with bad types but reduces the frequency of litigation.

We summarize our findings in this subsection through figure 1, below, which
depicts the qualitative relationship between damages and the beliefs of A; the
likelihood with which a type ¢ € {B, G} target is disparaged; and the likeli-
hood of litigation in effective communication equilibria. Next, we conduct a
welfare analysis which builds on these key findings.
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4. Welfare Analysis

In analyzing the social desirability of different defamation regimes, we use
a simple social welfare function which consists of the sum of each player’s
expected pay-off. We conduct this welfare analysis to highlight the three main
points that we emphasized in the introduction. First, welfare is non-monotonic
in damages for defamation. More precisely, we show that the shape of wel-
fare obtained through effective communication equilibria vis- a-vis damages
resembles a Laffer Curve: welfare is increasing in the lower range of moderate
damages (i.e. for d € (cz, d2)), is maximized in the intermediate range (i.e.
when d € [da,ds]), and is decreasing in the upper range of moderate dam-
ages (i.e. when d € (d3,d4)). Second, when there is a cap on damages (e.g.
reflecting the wealth of the defendant or a legal bound on permissible dam-
ages), then all effective defamation remedies may reduce welfare. Third, we
contrast the implications of a model with a Bayesian versus a naive audience.
When the audience is naive and easily misled by false statements, type G tar-
gets always prefer stricter defamation laws. The same is not true when the
audience is Bayesian, because absent sizeable damages the audience perceives
the speaker’s disparaging statements as cheap-talk and disregards them. This
insight leads to a divergence between the normative implications of the two
models: with binding caps on damages, it may be optimal to have no defama-
tion laws at all with a Bayesian audience but optimal to have maximal damages
with a naive audience. Next, we consider and formalize each of these points.

4.1 The Laffer Curve of Defamation Law
Under ineffective communication equilibria, the audience acts according to
its priors. Thus, it chooses to interact with the target regardless of the state-
ments by the speaker. There is no litigation since interaction always takes
place. Thus, expected welfare is independent of damages, and is given by

Wr=1-=9)[rs—b+~[re + 9] (1)

On the other hand, under effective communication equilibria, the specific
functional form of welfare differs depending on which of the three ranges dam-
ages are in, as explained the previous section. Next, we consider welfare under
each range.

With low damages that support effective communication equilibria (i.e. d €
(cf, d>)), when the target is type B, the speaker disparages him, the audience
refuses to interact, and the target chooses not to litigate. Thus, with a proba-
bility of (1 — ) expected welfare equals the speaker’s expected benefit E[v].
When the target is type G, the speaker disparages him only when v > vg(d).
In those cases, the audience avoids an interaction with 7', and the target liti-
gates. Thus, with a probability of ~, expected welfare is F'(ve(d))[ra + g] +

fvlc( o (v —1) f(v)dv. Therefore, expected welfare is given by:

Wi(d) = (1-7)E]+v (F(Uc(d))[TG +gl+ / (v— l)f(v)dv) 2

vG (d)
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When damages are intermediate (i.e. d € [ds, ds]), effective communication
leads to separating equilibria wherein interactions take place if, and only if, the
target is a good type. Moreover, there is no litigation since type B targets lack
the incentives to litigate. Thus, welfare in this range is given by

Ws = (1 —7)EP] +5[re + gl 3)

Finally, when damages are in the upper moderate range (i.e. d € (d3, ds)),
the speaker chooses not to disparage a type G target. Thus, with a probability
of ~, welfare is 7 + g. When the target is type B, the speaker chooses to
disparage him only when v > vp(d), and this leads to litigation. Thus, with a
probability of 1 —, expected welfare is F'(vg)[rp —b]+ j;)lB(d) (v=1)f(v)dv.
Thus, expected welfare is

1
Wald) = (1) ( Pls@rs 8+ [ (0= | orirataleh
vB

A very simple yet important observation is that W, is increasing whereas
W is decreasing in damages. This is because, when damages are in the lower
moderate range, the impact of increasing damages is to reduce the likelihood
of defamatory statements against a type G target. This is beneficial, because it
reduces the likelihood of blocked beneficial interactions between A and 1 as
well as wasteful litigation between 7" and S. Similarly, when damages are in
the upper moderate range, lowering damages leads to an increase in the likeli-
hood with which a type B target is disparaged. This increases the likelihood of
harmful interactions being blocked, but at the expense of increased litigation.
The former (beneficial) effect dominates the latter (detrimental) effect, since
the speaker disparages a type B target only if her benefits from doing so more
than off-set total litigation costs. This last point can be formalized by noting
that

Wy = (L=7)f(vp)vp{(rs —b) = (vg =)} <O S)

since rp < band vp(d) > vp(ds) = 1.

To summarize these observations, we depict welfare as a function of dam-
ages in figure 2, below, which is accompanied by clarifying notesE]

The most striking feature of figure 2 is that welfare obtained under effec-
tive communication equilibria mimics an inverse U shape, notwithstanding the
facts that it contains a discrete drop’|around d = d3 and that welfare is con-
stant in the [da,d3] range. This is what we interpret as the Laffer curve of
defamation law. Welfare is not monotonically increasing in damages, because

12. We note that effective communication equilibria may or may not be supportable for all low
damages, as explained in the previous section. Figure 2 depicts, only for expositional purposes, a
case where all low damages support effective communication equilibria.

13. Once damages pass over to the upper moderate range, damages are sufficient to invite
firivilous litigation by type B targets. This leads to a discrete reduction in welfare, since it causes
the likelihood of disparaging statements against type B individuals to discretely drop from 1 to
1 — F(vp(d)) and it also causes a discrete jump in the likelihood of litigation (see figure 1).
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Figure 2
Figure 2: Welfare as a function of damages under effective communication eq. ( ) and ineffective communication eq. ()
W
WL WH
Wy
d
d, d, d, d,

Notes: The graph illustrates changes in social welfare as a function of damages under effective communication equilibria
(depicted in grey) and ineffective communication equilibria (depicted in black). The highest welfare 1s attained under
effective communication equilibria between d, and d., as it features fully separating equilibria. It rises in the lower range,
but falls in the higher range due to increased frivolous litigation. Welfare is unaffected by damages under ineffective
communication equilibria.

large damages (i.e. d > d3) reduce welfare by deterring accurate negative
speech against a type B target. On the other hand, reducing damages to low
levels (i.e. d < d9) is also detrimental because it leads to defamatory state-
ments against a type G individual, which are taken seriously by the audience.

Another feature of the welfare curve depicted in figure 3 is that the separat-
ing equilibria obtained through intermediate damages lead to greater welfare
than ineffective communication equilibria. We note that this is no coincidence,
and occurs due to the fact that while the audience interacts with either type in
ineffective equilibria, it interacts with a target if, and only if, it is a good type
when damages are in the intermediate moderate range. Thus, when there are
no caps on damages it follows that setting damages in the intermediate moder-
ate range is socially desirable. We formalize this result through the following
proposition, whose proof follows from our comments, above.

Proposition 3. Separating equilibria where S chooses to disparage 7 if, and
only if, he is type B lead to greater expected welfare than any other equilibria
and are obtainable only through intermediate damages.

An implication of proposition 3 is that maximizing welfare through defama-
tion law requires the implementation of separating equilibria through the use
of intermediate damages. We note that this implication is obtained under the
assumption that these damages are feasible. However, when these damages
are too large for the defendant to pay (i.e. when the defendant is judgement-
proof) or when there are legal restrictions (e.g. constitutional) on the damages
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that can be chosen, damages large enough to support equilibria in which target
types are fully revealed may not be available. We discuss this case, next.

4.2 Bounded Damages

We use d to denote the upper bound on damages. An immediate implication
of proposition 3 is that when d > ds, the upperbound is non-binding. Thus, we
focus on the case where d < do. With this restriction in place, there are only
two relevant ranges of damages that one can select from; (i) very low damages
which only support ineffective communication equilibria (d < d;), and (ii)
damages in the lower range (d € (d1, d)).

In the latter range, if d is close to d; it is possible for effective communi-
cation equilibria to be unsupportable and the analysis of this case is trivial:
there is no feasible level of damages that can result in effective communication
equilibria, and hence the choice of damages is irrelevant. Thus, we focus on
the more interesting case where maximum damages are sufficient to support
some effective communication equilibria, i.e. 7% (d) < .

In this case, we can compare the welfare benefits and costs associated with
ineffective and effective communication equilibria. The former equilibria, as
reflected by (I)), always lead to interactions between 7" and A. These interac-
tions are welfare reducing when the target is type B . Hence, when the target
is type B, effective communication equilibria perform better, since they deter
interactions between 7" and A. However, this comes at the cost of deterring so-
cially beneficial interactions between a type G target and A when the speaker
has a sufficiently high type (i.e. v > wvg). This implies that a switch from an
ineffective communication equilibrium to an effective communication equi-
librium trades-off deterrence of good interactions against deterrence of bad
interactions. Therefore, when the harm to the target from defamatory state-
ments is large relative to other considerations, a rather counter-intuitive result
is obtained. Even when it is possible to implement effective communication
through defamation laws, it is socially more desirable not to do so. This hap-
pens because putting a price on speech lends more credibility to the speaker’s
statements, which she can then use to inefficiently block a good interaction. In
such cases, the superior option is to not make speech credible and cause the
audience to rely on its priors, which causes it to interact with the target.

We formalize this result via proposition 4 below, and we provide an example
and its graphical depiction via figure 4 to illustrate it.

Proposition 4. Suppose there are binding maximum damages (i.e. d < d>).
Then, given all other parameters, there exists a threshold harm from effec-
tive defamation, 7, such that ineffective communication equilibria lead to
(weakly) higher welfare than all effective communication equilibria if, and
only if, rg = 7g.

14. This occurs when maximum damages are not enough to deter speech against good types
frequently enough in an effective communication equilibrium, as noted via (7)-(8) and the accom-
panying discussion.
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Proof. Using (I)) and (2)), we can express the difference in between ineffective
and effective communication equilibria as:
1
Wi=Wi=(=ls—b-Epl+7 [ lro+g—v+lfwdo
va(d)
This expression is increasing and unbounded in r¢. Thus, there exists g such
that Wy > Wy iff rg > 7g. O

In figure 3, below, we depict multiple cases which illustrate the rationale
behind proposition 4. In this example, v is distributed uniformly and 7¢ = 1.7
is used to illustrate all three possibilities/™|

As the figure illustrates, the gap between welfare obtained through low dam-
ages under the two types of equilibria is decreasing in damages but increas-
ing the harm that the target suffers from effective defamation. Thus, for small
defamation harms to the target, effective communication equilibria obtained
through maximum damages are superior, and the opposite conclusion holds
for large defamation harms. The exceptional case where the two types of equi-
libria lead to the same amount of welfare when maximum damages are used is
also depicted as an intermediate case (i.e. the case where r¢ = 7).

These observations imply that when damages inducing complete revelation
of target types are not feasible, it is socially desirable to strive for effective
communication equilibria only when the harms from defamation are small.
This result appears counter-intuitive, because it suggests that the optimality of
effective defamation remedies ought to be inversely related to the size of the
alleged harm to the plaintiff. The rationale behind this result is that making
speech credible in an environment where defamatory speech cannot be largely
eliminated has the function of making some false speech credible, and thus
harmful to type G targets. When the size of the harm to these individuals is
large, it naturally becomes more desirable to take away the credibility of neg-
ative speech altogether.

4.3 Welfare with Bayesian versus Naive Audiences

In our analysis thus far, we have considered a Bayesian audience whose be-
liefs are consistent with equilibrium behavior. An alternative assumption often
invoked in the literature is that the harm from defamatory statements is inde-
pendent of the frequency of false statements. We call the audience under this
alternative assumption naive, and we consider the differences in the implica-
tions of a model with a naive versus Bayesian audience. When the audience is
naive, it avoids an interaction with the target if, and only if, it receives a dis-
paraging statement from the speaker, and it does so regardless of the frequency
of false statements.

Thus, with a naive audience, the speaker is able to successfully block inter-
actions with both target types when damages are very low (i.e. d < dy). This

15. We use the following values to produce curves that do not overlap with each other for

expositional purposes: v =rp = = %; g=b=1;and qg = %.



- 19

Figure 3
Figure 3: W, versus W, for d < d = 0.75as 13 is varied.

0.5 d; 0.6 0.7

Notes: The figure compares social welfare under effective and ineffective
communication equilibria with bounded damages as the degree of harm
suffered by the defamed person is varied: low (1; = 1.1; depicted in light
erey), medium (r; = 1.7; depicted in grey), and high (r; = 2.25; depicted
in black). Welfare is depicted by dashed lines under ineffective
communication equilibria and straight lines under effective
communication equilibria in each case.
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is because these damages are too low to generate any litigation threat from the
target, and thus the speaker disparages the target independently of his type.
The naive audience, unlike the Bayesian audience, relies on the statement by
the speaker instead of its prior, and therefore always avoids an interaction with
the target.

When damages pass onto the moderate range, the equilibrium behavior and
welfare in the naive audience case is identical to those that are observed under
an effective communication equilibrium of the Bayesian audience case. This is
because the Bayesian audience, like the naive audience, acts in a manner con-
sistent with the speaker’s statements in effective communication equilibria. Fi-
nally, when damages are very high (i.e. d > dy), the speaker is deterred against
making disparaging statements against both types, and the naive audience in-
teracts with both types. Thus, in this range welfare with a naive audience is
equal to welfare with a Bayesian audience.

In short, the most striking difference arising from a switch from a Bayesian
audience to a naive audience occurs when damages are too low to cause the
target to litigate (i.e. d < dj). The most prevalent normative impact of this
difference is observed when there is an upper bound on maximum damages,
since otherwise optimal equilibria are trivially obtained in the intermediate
moderate range (i.e. d € [da, d3]) under both models. Thus, we focus on the
case where d < dy to highlight the greatest difference between the models
with a Bayesian and a naive audience.

As we previously noted, with a Bayesian audience, type G targets are made
worse off when damages in the lower moderate range lend credibility to speaker’s
statements. Thus, as we noted via proposition 4, when defamatory harms are
large, welfare is actually reduced when defamation laws are effective compared
to when they are not. The opposite conclusion holds with a naive audience. In
this case, increasing damages always leads to less frequent defamatory state-
ments, and type G targets always prefer stricter defamation laws. Thus, when
defamatory harms are large, contrary to the case with a Bayesian audience, it
is optimal to use maximal damages.

We illustrate this result through figure 4, which depicts welfare obtained
in the example used to generate the high r¢ case in figure 3 but this time
it also includes welfare obtained with a naive audience. The figure illustrates
that while it is optimal to increase damages to their maximal level with a naive
audience, it is optimal to use damages low enough to guarantee the emergence
of ineffective communication equilibria with a Bayesian audience. Thus, when
harms from defamatory statements are large, assuming that the audience is
naive is not merely a simplifying assumption, it is one that can generate mis-
leading normative implications.

16. As a reminder, this corresponds to the case where v is uniformly distributed; rg = %;
3. 1. _ 7
—y:rB:l:Z,g_b_l,anqu_m.
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Figure 4

Figure 4: Welfare with a Bayesian versus Naive Audience
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Notes: The figure depicts social welfare as a function of damages when audiences
are either naive or Bayesian. Above d, the two measures converge (the dark grey
line). Below d;, the level of welfare depends on how the audience processes
information. If naive, welfare is low (the black line line). If Bayesian, itis high
(the light grey line). Whether higher damages (above d,) offer an improvement
depends on whether the audience is Bayesian or naive.
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5. Extensions and Discussion

In Sections 3 and 4, we presented a model that allowed us to clearly focus
on defamation laws’ impact on the audience’s equilibrium beliefs and actions.
In doing so, we abstracted from many issues that bear on the regulation of
information in more general settings, particularly, the possibility of there be-
ing a committed public enforcer, quality being endogenously chosen by the
target, the existence of honest and other types of speakers, and courts being
less accurate than we previously assumed. Here we turn our attention to these
issues.

5.1 Endogenous Types and Dynamic Efficiencies

In our analysis thus far, we assumed that the target’s type is exogenously
determined by nature to be either G or B with probabilities v and 1 — , re-
spectively. One might question the reality of this assumption, as people can
make investments that would make them better or worse trading partners, e.g.,
create higher quality products, maintain safety standards, or keep higher hy-
giene standards. Garoupa 1999a,b, for instance, takes a similar approach, and
assumes that the target’s behavior is impacted by what laws are in place. Here,
we explain how the types in our setting can be endogenized, and how doing
so yields results similar to those in prior work where the target’s behavior is
endogenous.

One option of incorporating quality investments into our analysis is to re-
place Nature’s choice of types with a preliminary stage where the target, 7,
makes a costly investment (c) that can increase her likelihood of becoming
a good type. Formally, we may assume that v = (c) with v/ > 0 > ",
li_>né'y’(c) = 00,7(0) = v and Chj&y(c) =% where 1 >7>~v>1>0.
““The quality investment decision is now part of a larger game. Given any sub-
game equilibrium, the best response of 7" is to make an investment to maximize
his expected pay-off, which can be denoted as y(c)mg + (1 — v(c))mp — ¢
where m¢ and m p refer to the payoffs he obtains in the sub-game equilibria.

This observation reveals a very clear result: When the laws are extreme, i.e.
d ¢ [dy,d,4], the target has no reason to invest in quality. This follows from
Proposition 2, which shows that with extreme laws, the audience acts based
on its priors and interacts with the target. Thus, investments have no private
returns for the target.

It is only when the laws are moderate that targets may have an incentive to
invest in quality. This can be demonstrated by focusing on the lower bound of
intermediate damages, i.e. d; . In this case, in effective communication equilib-
ria, it follows that mp = 0 (because all bad types are disparaged) while m¢qg =
F(ve(d))r (because good types are disparaged with probability 1— F'(vg(d)),
in which case there is a lawsuit which pays the target expected damages equal
to litigation costs). Thus, the target’s pay-off is v(¢) F (vg(d))r — ¢, and, there-
fore, the target profits (in expectation) from investing. Whether this is socially
good or bad, depends, of course, on whether there are net social gains from
such investments. In our context, this is socially valuable as long as the ex-



23

pected benefits from good interactions (F'(vg(d))g)—which are not internal-
ized by T—are greater than the expected litigation costs [ and the loss of ben-
efit to S from blocking an interaction, i.e. F(vg(d))E[vlv > L]. In fact, if
investments in quality are socially valuable, as is implicitly assumed in the
literature (e.g., Garoupa 1999a,b), then increasing damages within the inter-
mediate range up to do will be desirable. This is because these higher dam-
ages lead to a lower probability of disparaging remarks made against good
types (as illustrated in Figure 2) and, thus, increase m¢, while still keeping
expected payoffs from being a bad type at mp = 0. Therefore, the extension
of our model with endogenous types resonates with Garoupa’s (1999a,b) in-
sights that moderate damages can incentivize investments in becoming a good
type. Moreover, it highlights the potential social costs and benefits associated
with such investment more specifically.

The discussion here highlights the importance of information regulation for
broader market dynamics. The intuition underlying our results are straightfor-
ward. Extreme laws lead to ineffective communication equilibria. In contrast,
moderate laws create an environment with more reliable information regarding
types, thus generating a greater gap between the payoffs obtainable by good
types versus bad typesIn realistic settings, providing such additional incen-
tives is socially desirable when the potential investor is underincentivized due
to problems like information asymmetries. The gains from such investments
in quality should be added to the other benefits of moderate laws that we have
identified.

5.2 Honest Speakers and Eulogists

Existing analyses of defamation law typically assume that the speaker’s neg-
ative statement always harms the target, which is equivalent to the audience
being naive. Moreover, these analyses (e.g. Garoupa 1999a,b and Bar-Gill &
Hamdani 2003) consider strategic speakers who benefit from defaming the tar-
get, and whose benefits from doing so are independent of the veracity of their
statements. In reality, however, many speakers may not have such motivations.
Quite importantly, many people, when asked their opinion, provide an hon-
est assessment of others. Moreover, there are also people who are motivated
by doing the exact opposite of what the speakers in our model are motivated
by; namely, promoting the relationship between the target and the audience.
In what follows we distinguish between the first type, truth speakers, the latter
type, eulogists, and the ones we formerly discussed in section 3 as disparagers.
Here, we briefly explain what occurs when these kinds of speakers are incor-
porated into our analysis.

In our discussion, we conceive of these types as follows. Disparagers, as we
noted, receive a positive value from blocking an interaction; truth-speakers are

17. This result is reminiscient of the deterrence reducing impacts of judicial errors obtained
in the law enforcement literature (see, e.g., Png (1986), Rizzolli and Graoupa (2012), Mungan
(2017), and Lando and Mungan (2018)) wherein judicial errors dilute the deterrence effect of
punishment by creating a disconnect between punishment and behavior.
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indifferent with respect to whether the parties will interact but receive some
value from speaking their mind; and, eulogists receive a value from there be-
ing an interaction. Therefore, so long as costs of so doing are not high, dispar-
agers will badmouth the target and truth-speakers will reveal their true type.
Eulogists, in contrast, would always want to praise the target, as there is no
recourse under defamation law for false positive statements (the question of
why this asymmetry exists goes beyond the scope of our article).

The incorporation of these types of speakers has no impact on the observa-
tion that extremely strong defamation laws leave the audience to act upon their
priors. This follows, because once a critical threshold of damages is passed,
disparagers as well as truth speakers are deterred from making negative re-
marks. Thus, extremely strong defamation laws cause disparagers, truth speak-
ers, and eulogists alike to abstain from making negative statements, and the
audience has no option but to act according to its priors.

The same cannot be said, however, for extremely weak defamation laws.
When damages are very low, targets lack an incentive to bring suit, making
talk cheap. Despite that, disparaging statements are still somewhat informa-
tive: Given the existence of some truth-speakers, there is some probability that
any negative statement is true. Consequently, an audience that hears a negative
statement evaluates its credibility based on the ratio of truth-speakers to dispar-
agers. Thus, in an assessment with a*(z) = z, we can formulate the audience’s
consistent belief that the target is a good type, conditional on a negative state-
ment as r] = ’yﬁ where 7 denotes the proportion of truth speakers,
and A is the proportion of disparagers. On the other hand, non-disparaging
remarks do not necessarily mean that 7" is a good type. By similar logic, there
is some probability that any given praise is false given the existence of eulo-
gists. An audience which hears a positive statement evaluates its veracity as a
function of the ratio of eulogists to truth-speakers. Thus, we can express the
audience’s belief as xf = ’y,YTT':_EE , where ¢ is the proportion of eulogists.

Using these observations it is easy to verify that, under lax laws, both dis-
paraging and non-disparaging statements are somewhat informative of types.
In other words, non-disparaging statements are more indicative of good types
than no information at all (x; > -y), and disparaging statements are more
indicative of bad types than no information at all, i.e. ] < «. Thus, if the au-
dience’s necessary level of confidence for interaction, (Z), is close enough to -y
such that zf > & > 7, one can achieve an equilibrium wherein the audience
meaningfully uses the information provided by speakers, even when there are
no sanctions for false statements. If, however, T ¢ [z7, 2], then lax laws cause
the audience to ignore the statement and act according to its priors, as in our
analysis in section 3. Thus, we focus our remaining discussion to cases where
xh =T >y

In cases where damages are moderate, some of the claims made in section
3 need to be qualified, whereas others remain intact. In particular, it is still
the case that moderate damages improve the reliability of information over
extreme damages. To see this, consider, for instance, the implications of rais-
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ing damages from low levels to 2(1%' Among speakers, this change only alters
the incentives of disparagers, because these are the only speakers who have
an interest in making false statements about good types, who, given this level
of damages, bring a lawsuit against them. Thus, the proportion of disparagers
who make false statements is reduced, which causes z7 to fall and x; to in-
crease, i.e. it causes information supplied by speakers to be more informative.
This observation reveals another of our results that carries over in a modified
way: one can use damages equal to do < d3 to deter all disparagers from mak-
ing false statements and also guarantee that there are no lawsuits by bad type
targets. In this case, it immediately follows that 27 = 0, such that a disparaging
statement is perfectly informative.

The presence of eulogists, however, means that 2§ < 1. Thus, equilibria
that are completely informative of the target’s type are no longer obtainable.
Still, even in the presence of eulogists and disparagers, imperfectly informative
equilibria are possible. Moreover, these equilibria are optimal, because they
lead to no litigation costs, cause all possible good interactions to take place,
and achieve maximum deterrence of bad interactions.

We conclude that the introduction of honest speakers as well as what we
called eulogists—people who wish to promote the target—does not affect the
superiority of moderate damages over extreme forms of damages. What does
change is perhaps somewhat counter intuitive: strict laws turn out to be worse
than lax laws. Strict laws lead to completely uninformative speech in equilib-
rium whereas lax laws still allow speech to be somewhat informative, permit-
ting effective communication equilibria.

5.3 Commitment and Public Enforcement

Our analysis so far focused on private enforcement of defamation laws,
where the target is the one to sue. However, private parties will only bring
a lawsuit if it pays to do so ex-post, and this calculus exposes them to strate-
gic behavior by would-be defamers. In contrast, some parties, typically public
agencies, may be able to commit ex-ante to sue, even if it does not pay to do
so ex-post. In fact, this is the implicit assumption invoked in much of the eco-
nomics of public law enforcement literature (see, e.g., Polinsky and Shavell
2007 for a survey). Comparing private and public enforcement can be useful
in understanding other contexts where information is regulated, and may also
illuminate the reasons why private enforcement is used in defamation.

To help in this comparison, we consider a simple modification of our anal-
ysis wherein instead of the target, it is a public enforcement agency that can
bring suit against disparaging remarks. The agency, however, is not privy to
the target’s private information regarding his type, which is by assumption un-
observable, and so it cannot condition its action on 1”s type. The agency thus
chooses some probability, p € (0, 1), with which it will bring a lawsuit. As the
choice of p does not depend on any new information, it is chosen ex-ante and is
communicated to, or observed by, would-be speakers. The choice of p replaces
p*(t) in in the prior sections. We retain all other assumptions, including the
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assumption that the probabilities with which the speaker will be found liable
in court are q¢ and gp, when she makes disparaging statements against good
and bad types, respectively.

This simple modification allows us to calculate the analogs of the two crit-
ical damages pertaining to the best responses of S noted in Speciﬁcally,
these two critical values now become dy = 22p and d = ;;qp Thus, in
effective communication equilibria with d > ds the speaker does not make dis-
paraging statements against good types, and refrains from making disparaging
statements against bad types when d > dj. It can be easily verified that each
of these values is larger than their corresponding analog in the private enforce-
ment context, i.e. d~2 > ds and J4 > dy.

The commitment to bringing a lawsuit also changes the speaker’s behav-
ior, as a lawsuit is possible even when expected damages are low. We next
explain the behavior of the speaker in effective communication equilibria, un-
der three different damages ranges, and subsequently compare them with the
corresponding behavior under private enforcement.

As under private enforcement, it follows that when damages are very high,
ie.,d > dy,all disparaging remarks are deterred. However, when d € (dg, d4)
the speaker refrains from disparaging good types, but disparages bad types
whenever her value from blocking interactions is sufficiently high (i.e. 95 (d) =

p(gpd — L) < v) which happens with probability 1 — F(#5(d)) > 0. Thus,
in this range, a disparaging remark conclusively reveals to the audience that
the target is a bad type; and a non-disparaging comment is an informative, but
inconclusive, signal that the target is a good type, i.e. z] = 0 <~y < x5. When
damages are low, i.e., d < do, the speaker is no longer necessarily deterred
from disparaging good types, and chooses to defame the target if her value
from blocking interactions exceeds g = p(gpd — 7) Thus, it follows that
0<1—-F(dg(d)) <1— F(vp(d)), and, therefore, 0 < z7 < v < x§ < 1.

We can now compare defamation laws under public and private enforce-
ment regimes. First, effective communication equilibria are not possible under
either regime when damages are extremely high (i.e. higher than d4 and d4
in the public and private regimes, respectively). Thus, our previous conclu-
sion regarding the ineffectiveness of high damages in supporting informative
statements extends to the public enforcement case as well.

Second, unlike private enforcement, public enforcement can sustain effec-
tive communication equilibria even with low damages. Under private enforce-
ment, the speaker will anticipate that the target will not sue if damages are
sufficiently low. This can lead the speaker to disparage regardless of the tar-
get’s type, which would make statements non-informative. With public en-
forcement, however, there is always a risk of a lawsuit, thus deterring some
would-be defamers and sustaining the reliability of some statements. This im-
plies that, unlike in the private enforcement context, very low damages can be
used to support effective communication equilibria—at least when the thresh-
old belief of the audience, i.e. Z, is not too far from its priors, i.e. when v — &
is not large, because then & € [z}, x(]. Note that this means that low dam-
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ages can be superior to high damages in facilitating effective communication
between the speaker and the audience.

Third, and quite importantly, it is impossible to obtain an equilibrium that
always reveals the target’s type with public enforcement: as noted above, any
damages below d < d4 result in good types being disparaged with a proba-
bility of 1 — F(0¢(d)) > 0, bad types being disparaged with a probability of
1—F(vp(d)) < 1, or both. This immediately implies that private enforcement
dominates pubic enforcement in terms of its welfare consequences. The differ-
ence in the welfare obtainable under the two regimes is enhanced further by
the fact that under public enforcement, the enforcement agency’s commitment
results in litigation.

The last point highlights a more general and important advantage of private
enforcement over public enforcement. Specifically, private enforcement dele-
gates the decision to litigate to the party with the best information about the
merits of the case. Moderate damages can be crafted to separate good and bad
types based on their willingness to sue, and this enables the speaker’s state-
ments to be more informative of the target’s type.

In sum, this comparison illuminate the relative value of public versus public
enforcement. However, as our focus here is on commitment, we abstract from
other relevant considerations, such as the relative costs of learning about dis-
paraging remarks or producing evidence. Inasmuch as public agencies employ
discretion, they are also susceptible to capture and other public choice prob-
lems. These considerations should also be taken into account in comparing the
relative social desirability of pubic versus private enforcement in regulating
speech.

5.4 Inaccurate Courts

To keep our analysis focused, we presented results obtained in the case
where the court is relatively ‘accurate’ in rendering decisions, in the sense that
it commits errors with low frequency (i.e. g < g ( 1l_/ l2/2 )). The main role of
this assumption is to guarantee the existence of a range of moderate damages
which leads to separating equilibria.

We relax the assumption that courts are accurate in a prior version of this
articleP__g] which reveals that most results we presented extend to this case. A
notable exception is that there may be no effective communication equilibrium
which leads to greater social welfare than when the audience is left to act based
on its priors, and this is true even when there are no damage caps. The reason
for this is that the smallest damages which incentivize type B targets to bring
suit (i.e. d3) are then smaller than the smallest damages that deter the speaker
from disparaging type G targets. This causes there to be no damage amount
which is low enough to disincentivize frivolous lawsuits while also completely
deterring defamatory speech. Thus, effective communication equilibria can-
not eliminate false statements. This can cause very low damages to be optimal,
due to the same rationales that emerge when damages are bounded (see section

18. See Arbel & Mungan 2020.



28 .VONO

4.2). This result further highlights the importance of Bayesian audiences. With
a naive audience, standard economic models would predict that optimal dam-
ages are moderate, because low damages would invite too much false speech
to which the audience lends credence.

6. Conclusion

Existing economic analyses of defamation law typically assume that there
are no obstacles in the way of a person who wishes to harm another person
through defamatory statements. However, for such harms to be realized, people
must find the derogatory statements made by the person credible. The credi-
bility of these statements, in turn, depend on what types of consequences a
speaker faces by making such statements. Defamation law is a tool that can
be used to alter these consequences, and therefore the credibility of negative
statements. We have formalized this dynamic by studying the belief formation
process of people who are the recipients of such information.

Our analysis has revealed several interesting dynamics. When courts are
accurate and the maximum recoverable damages from the defendant are large,
one can largely eliminate false speech. However, when these conditions do not
hold, it is possible for the regulation of speech through defamation law to cause
more harm than benefits. This may occur because the credibility of speech
obtained through weak or inaccurate enforcement of defamation law can lead
to an increase in false negative speech which is believed by the audience (and
this may also lead to significant litigation costs). In other cases, it possible for
the increased informativeness obtained through defamation law to outweigh
its social costs. Which of these two cases is obtained depends, among other
things, on the harm inflicted to the target of speech.

One reason why these conclusions have not been developed in the vast legal
literature on the topic is presumably the insufficient attention paid to the role
of audiences, which have typically assumed to be naive. We believe that our
basic insights are also applicable to many other areas of law where the goal
is to regulate the veracity of information. Although our analysis represents a
step forward in understanding important dynamics in these contexts, we were
unable to incorporate many other possibilities which may yield additional in-
teresting insights. We highlight some issues we have abstracted from with the
hope of highlighting some avenues for future research.

We have focused, for instance, exclusively on plaintiffs who bring suit to
increase their monetary well-being. But, there are many plaintiffs who are mo-
tivated not by the damages they may recover, but by the prospect of advancing
the truth. In these circumstances, larger expected damages may crowd-out the
intrinsic motivations of the potential plaintiff to bring suit by making it harder
for third parties to identify the true motivations of the plaintiff. Similarly, we
considered a homogenous audience and assumed that the speaker has perfect
information regarding the target’s type. Relaxing these assumptions may cause
a greater wedge between the results obtained with naive audience members
and with Bayesian audience members. We hope that the framework we have
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Figure 5

Figure 5: Interactions between the players
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developed here can be used as starting point to incorporate these additional
considerations.

7. Appendix

Game Tree

Figure 5 depicts the interactions between the players. It summarizes the par-
ties” payoffs at the terminal nodes on the bottom in the order S, A, T'. There are
two graphical limitations of Figure 5. First, it does not show information sets
describing A’s knowledge regarding S’s type, due to the depiction difficulty
caused by S drawing her type from a continuum. Second, for ease of exposi-
tion, Figure 5 does not depict Nature’s v draw determining S’s inclination to
disparage.

Perfect Bayesian Equilibrium Requirements

In formalizing the requirements for a PBE, we first specify the unconditional
(or ex ante) probability with which S will disparage 7" given any strategy, s, as
follows:

u(s) = / rs(Gv) + (1= 7)s(B, )] dF (v) 0

When p(s) € (0,1), we can use Bayes’ rule to calculate the probability
of T”s type, good or bad, conditional on the statement made about 7". On the
other hand, when p(s) € {0, 1}, it follows that S is playing a strategy where
he (almost) always avoids disparaging (0) or disparages (1) 7', in which case
Bayes’ rule cannot be used to calculate the probability of 7" being a particular
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type, conditional on the strategy which is (almost) never played by S. Thus,
we denote both possibilities, as follows:

S s(G)dF (v)

T otherwise
JH(1—s(Gw))dF(v) .
INt=Glz=0,s) = L e ey — it p(s)#1 3)
T otherwise

Here, the symbol T indicates that the strategy in question is (almost) never
chosen by the speaker.

Given this notation we may characterize PBE as an assessment consisting of
the strategy profile a*, s* and p* along with a set of beliefs x; and =7, which
satisfies the following four requirements.

Requirement 1 (R1): A has no profitable deviation given its beliefs:

a*(z)=0 if =z, >z forze {0,1}
a*(z)=1 if z,<z forze{0,1}

RI1 states that A interacts with 7" only if A believes, given S’s statement, that
the probability that T is a good type exceeds the threshold probability of Z.
Similarly, if A believes that T is a good type with a probability that is lower
than 7, A does not interact with 7. In the exceptional case where , = Z, A
is indifferent between interacting with 7" and not, and, thus it may play either
Strategy.

Requirement 2 (R2): T has no profitable deviations in sub-games:

s 0 if qd<l/2 forte{B,G)
PO= 1 i qd>1/2 forte{BG} )

R2 states that the PBE strategy of 7" must be such that in subgames where .S
disparages him, T litigates whenever the costs of doing so (I/2) are lower than
the expected damage rewards that he can obtain from litigation. Conversely, T’
chooses not to litigate when the costs are higher than expected damages. In the
exceptional case where g;d = [/2, T is indifferent between litigating and not.

Requirement 3 (R3): S has no profitable deviations: For all ¢, v pairs, s*(¢, v)
maximizes player S’s payoff, which can be expressed as

Us = a*(s(t,v))(v — p*(t)s(t, v){qd + %}) (6)

The requirement with respect to S appears more complex than the re-
quirements that pertain to 7" and A’s strategies, because S chooses her actions
in anticipation of the other players’ actions. Still, the requirement is simply
that, given her own type, 1”s type, and the anticipated behavior of A and 7', S
must choose the course of action that would maximize her payoff.

Requirement 4 (R4): A’s beliefs are consistent:

x; =T(t = G|z, s*) whenever I'(t = G|z, s*) # Y for both z € {0,1}  (7)

“4)

R4 simply states that A’s beliefs must be consistent with the implied condi-
tional probability of 7" being a particular type based on the equilibrium strategy
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of S. This requirement is applicable only to strategies which have a positive
probability of being played by S.

Proof of Proposition 2: The proof begins with part (iii), which is used in
proving part (i).

(iii) We show that the audience ends up always interacting with 7', in all
equilibria where the actions of the audience are not described by a*(z) = 2
for z € {0,1}.

Suppose there is a PBE where a*(z) = 0 for all z. By definition, the audi-
ence always interacts in such assessments.

Suppose there is a PBE where a*(z) = 1 — z for all z, then per R3,
s*(t,v) = 0 for all v and ¢, and, therefore, p(s*) = 0, which implies that
['(t = G|0, s*) = . This implies via R4 that 2:j; = ~y, which, in turn implies
via R1 that a*(0) = 0, which contradicts the assumption that a*(0) = 1.

Suppose there is a PBE where a*(z) = 1for all z. If u(s*) =i € {0,1},
then I'(t = G|i, s*) = ~, which implies via R4 that 2} = ~. This implies
via R1 that a* (i) = 0, which is a contradiction with the initial supposition. If,
on the other hand, u(s*) € (0,1), observe that, per R4, x§; < - implies that
xf = 7, because zj(1 — p(s*)) + x3p(s*) = ~. Thus, 2§ < v implies that
2% >~ > T, which is a contradiction with the implication of R1 that 2] < Z.

(i) Consider damages d < d;, and suppose a*(z) = z for all z. It follows
via R2 that p*(¢) = 0 for all t. Thus, R3 implies that s*(¢,v) = 1 for all v and
t, and, therefore, 7 = y due to R4 . Thus, in equilibrium, the audience acts
according to its priors.

Next, consider damages d > dy. It follows per R2 that p*(¢) = 1. Thus,
per R3, s*(t,v) = 0 for all v and ¢, because d > dy4. This implies via R4 that
x¢ = . Thus, in equilibrium, the audience acts according to its priors.

The analysis of these two cases demonstrates that when d & [dy, dy], in all
PBE where a*(z) = z for all z, the audience acts according to its priors. In
addition, part (ii) of this proposition demonstrates that the audience acts ac-
cording to its priors in all PBE where the audience’s behavior is not described
by a*(z) = z. Thus, whenever d & [d;, d4], the audience acts according to its
priors in all PBE.

(i1) The discussion of separating equilibria in section 3.4 demonstrates that
such damages exist.
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