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Abstract

This paper examines libel law, particularly in the context of online shaming, through the
framework of public economics theory, with a focus on maximizing social welfare. It explores the
dual role individuals play as both potential violators and enforcers of social norms and evaluates
the use of libel law as a regulatory tool. The analysis argues that contemporary defamation law
fails to address the harm caused by truth-based shaming, which, while potentially justifiable in the
past, is no longer defensible in the age of social networks.

1. Introduction

Truth is an absolute bar to defamation claims, meaning the plaintiff cannot prevail if the statement
at issue is true, regardless of how offensive or damaging the statement may be (Restatement

(Second) of Torts § 581A).

The First Amendment protects free expression, whether the statement is true or false [ United States
v. Alvarez, 567 U.S. 709, 723 (2012) (plurality opinion)]. In cases involving shaming, courts
balance the First Amendment's protections for free expression against an individual's right to

protect their reputation, but this balancing occurs only when the statement in question is false.

When a true statement harms an individual's reputation, free speech is given absolute priority,
regardless of the statement's impact. The debate, both in court and in academic literature, revolves
around the scope of First Amendment protections for defamatory false statements. These
statements may sometimes receive protection to prevent the chilling effect on truthful yet

damaging expressions, which are always exempt from libel law.

In New York Times Co. v. Sullivan, 376 U.S. 254, 279-80 (1964), the Supreme Court held that the

guarantees of freedom of speech and press under the First Amendment, made applicable to the
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states by the Fourteenth Amendment, prohibit a public official “from recovering damages for a
defamatory falsehood relating to his official conduct unless he proves that the statement was made
with ‘actual malice’—that is, with knowledge that it was false or with reckless disregard of whether
it was false or not.” This constitutional privilege was premised on our “profound national
commitment to the principle that debate on public issues should be uninhibited, robust, and wide
open,” and on the recognition that erroneous statements are “inevitable” in the discussion of public

affairs. Id. at 270.

In St. Amant v. Thompson, 390 U.S. 727, 731 (1968), the Court explained that the term “reckless
disregard,” like “actual malice,” is a term of art and requires evidence that the defendant “in fact
entertained serious doubts as to the truth of his publication.” In Curtis Publishing Co. v. Butts, 388
U.S. 130 (1967), the Supreme Court extended the rule to cases brought by persons who, although

not public officials, are deemed “public figures.”

Moreover, in Gertz v. Robert Welch, Inc., 418 U.S. 323, 347 (1974), the Supreme Court held that
even in the case of private plaintiffs, “[s]o long as they do not impose liability without fault, the
States may define for themselves the appropriate standard of liability.” Courts therefore require
that private plaintiffs show that the defendant failed to exercise reasonable care (i.e., was negligent)

in verifying the accuracy of the information before communicating it.

Economic analysis of libel law, like the courts, has assumed that shaming based on the truth should
not be considered defamatory. The harm caused by truthful shaming was implicitly excluded from
the analysis. The literature has predominantly focused on determining the optimal liability rule,
considering the chilling effect—namely, the concern that media might curtail free speech of true
facts due to the fear of legal action. According to the literature, information based on true facts is
a public good, meaning the media does not reap the full benefit of publication as some benefit
spills over to society. Therefore, the media should be subsidized to promote optimal decision-
making regarding publication. This subsidy can be implemented by reducing the risk of lawsuits
arising from the unintentional publication of falsehoods that lead to shaming. This is achieved by
favoring more lenient legal standards, such as negligence, over strict liability, which is otherwise
often considered the optimal liability rule [Farber, 1991; Hylton, 1996; Posner, 1998; Garoupa,
1999a,b (focusing on political corruption); Cooter, 2000].



Bar-Gil and Hamdani (2003) point out that a single damage measure for the publication of false
libelous information cannot simultaneously induce socially optimal decisions regarding the two
distinct decisions that a publisher faces: the verification decision and the publication decision.
When verification is reasonably effective, the damage award should be set equal to the social
benefit (not the harm, as is the general case of Pigovian tax or torts) from truthful publication.
However, they acknowledge that this approach may not fully address the tension between the dual
objectives of inducing publishers to verify their information and deciding whether to publish it.
Thus, while the negligence standard is advocated as a practical framework, the paper recognizes
its limitations and underscores the need for tailored damage measures to address these distinct
decisions effectively. This nuanced perspective suggests that libel law requires careful calibration
to balance verification incentives, publication accuracy, and the broader social value of
information dissemination. Dalvi and Refalo (2007) find that both strict liability and negligence
standards can be socially inefficient; however, implementing policy corrections under strict
liability imposes a lower informational burden on policymakers compared to the negligence

standard.

Relatively  recent  scholarship  has  added  another important aspect, the
warming/audience/credibility effect—namely, the concern that libel law makes the shaming
allegations seem more credible in the eyes of the public. This is warranted if the policymaker
wishes to strengthen the credibility of the media and unwarranted if it does not. Moreover, stringent
libel law stigmatizes those who do not file libel suits, even though there may be legitimate reasons
for a victim of shaming not to sue. Hemel and Porat (2019) argue that when there are costs
associated with making false statements, audiences are more likely to believe them. This increase
in the credibility of statements could exacerbate the harms to victims of false-based shaming, both
in the immediate aftermath of a defamatory statement and in the long term if they do not sue due
to personal barriers. Arbel and Mungan (2019) argue against expanding defamation laws,
demonstrating how stricter laws can backfire by increasing the credibility of remaining false
statements, thus harming reputations more than they protect them. Arbel and Mungan (2023)
formally model the regulation of false statements, considering optimal sanctions, judicial accuracy,
and the comparison between public and private enforcement mechanisms across various legal

contexts. Emphasizing the importance of considering audience behavior and beliefs in assessing



the efficacy of defamation laws, Arbel (2023) empirically demonstrates the credibility effect using

a series of lab experiments.

In summary, the literature on defamation law has overlooked the harm caused by truth-based

shaming.

This paper argues that the harm caused by shaming based on true facts should also fall under the
purview of defamation law. False accusations represent only one of the two primary faults of
shaming; the other is its disproportionate nature, even when rooted in truth. By exempting truth-
based shaming from defamation law, the legal system enables the private enforcement of social
norms through shaming, without imposing any limitations. In contrast, truth-based shaming within
the criminal law context has been abolished. Historically, shaming penalties—such as public
flogging or the public disclosure of convicted felons' names—were widely used. The high standard
of proof in criminal cases ensured that these punitive forms of shaming were grounded in truth.
However, the arbitrary and often excessive severity of these punishments eventually prompted
their abolition by the government. Crowd dynamics are inherently unpredictable, and the
government cannot regulate the level of ostracism that shaming provokes (Posner, 2000). We argue
that the disproportionate nature of shaming should not be overlooked in the civil context. The
advent of the Internet, particularly social media, has empowered shamers to inflict

disproportionately large harm relative to the severity of the shamed behavior.

Already fifteen years ago, Sunstein (2010) argued that “[i]t is worth noting that New York Times
Co. v. Sullivan was decided in 1964, which might as well be a century ago, or maybe a millennium,
considering the massive technological advances that followed it. Spreading libelous or otherwise
damaging statements is far easier today than ever before....” He presented this argument to
advocate for changes in defamation law, making it easier for plaintiffs to succeed in cases
involving false allegations. We contend that these dramatic technological advancements also
necessitate addressing truth-based shaming, assuming the policymaker’s goal is to maximize social

welfare.

Before describing our methodology and framework of analysis, we would first like to strengthen
the intuition for readers who may be unaware of the often disproportionate nature of truth-based

online shaming.



Adria Richards was in the audience at a tech conference when she overheard a guy, sitting in the
row behind her, murmuring to his friend a mildly sexist tech in-joke about forking (copying)
someone’s repo (software) [Ronson (2015); Klonick (2016)]. She turned around, took their photo,
and tweeted it along with a comment about them making a sexist joke. Her post went viral. The
next day, the guy was called into his boss’s office and fired. Shortly after, Adria discovered that
she too had become the target of online shaming, blamed for getting a father of three fired over a
private joke she overheard. She started receiving death threats, her employer’s website was
attacked by a malicious program, and she was fired “in light of the events over the last 48+ hours,”

according to a statement made by the CEO of her firm (Raja and Liebelzon, 2013).

This occurred in 2013. Over the past decade, online shaming has continued to grow as more people
use social media to call out perceived wrongdoings. Social media platforms enable posts to go
viral quickly, amplifying the reach and impact of shaming incidents. This virality can transform a
single post into a global phenomenon within hours, as seen in the example above and in numerous
other cases. Large numbers of people join in criticizing a target online, often without understanding
the context, leading to significant consequences for the individuals involved. The American Law
Institute (ALI) initiated a project in 2019 to update the Restatement Second of Torts, which
includes sections on defamation. ALI states on its website that this update “aims to cover new
issues, particularly those related to the internet” (Restatement of the Law Third, Torts: Defamation

and Privacy, 2025).

We hope this paper will persuade the drafters—if this was not already a driving factor behind
initiating the new Restatement—to consider including truth-based shaming in their proposed new
version of defamation law, aligning with their concern that the Internet has dramatically

transformed the field.

We analyze defamation law through the lens of public economics theory, emphasizing the
policymaker's goal to address market failures and maximize social welfare. Freedom of expression
can be understood as a market for information transmission, prompting the question of whether
this transmission operates efficiently—i.e., whether market failures are present. In the context of
shaming, we argue that information transmission is driven by the "warm glow" individuals
experience when exposing inappropriate behavior and exercising their free speech rights. Shamers

are inherently motivated to share accurate information to maintain their credibility within the



community, which helps mitigate the risks of disinformation. Shaming occurs whenever the
benefits of exposure outweigh the reputational costs associated with disseminating false

information. These dynamics define the laissez-faire (unregulated) market allocation of shaming.

Information transmission typically involves both positive and negative externalities. Market
failure arises when these externalities do not precisely offset each other (a knife-edge scenario),
resulting in either an under- or over-allocation of shaming compared to the welfare-maximizing
allocation (the social optimum). The positive externality stems from upholding social norms
violated by the shamed individual, framing shaming as a form of private provision of a public good
(similar to charitable contributions, as widely discussed in the literature on public goods). The
negative externality, on the other hand, involves the stigmatization of individuals whose alleged
inappropriate acts of misconduct are exposed by shamers. Maximizing social welfare necessitates
accounting for both types of externalities and evaluating their respective impacts on the prevalence

of misconduct and the degree of societal stigmatization.

We present a comprehensive framework that captures the dual role of individuals as both potential
violators and enforcers of social norms. This framework allows us to define socially desirable
outcomes and identify the optimal policy tools needed to align market equilibrium with the social
optimum. These tools are formulated based on fundamental parameters within the model: the
quality of information accessible to the public (which may vary among individuals), the severity
of misconduct, the relative social welfare weight attributed to norm violators, and the extent of

herding behavior exhibited by shamers.

Our analysis challenges the prevailing doctrine in defamation law, which considers truth a
complete defense against defamation. We argue that stigmatization constitutes a negative
externality, even when based on accurate information, potentially resulting in excessive shaming.
The principle of truth as a complete defense against libel suits assumes that truthful stigmatization
imposes no social cost and, therefore, generates no negative externality. This reasoning reflects
the morally troubling notion that the well-being of social norm violators should be entirely
excluded from welfare considerations. We demonstrate that, in some instances, publishing the truth
may be socially undesirable, as the negative externality from stigmatizing norm violators can

outweigh the positive externality of enhanced deterrence of misconduct. In such cases, the current



framework of defamation law may inadequately address the negative (net) externality produced

by shaming.

The remainder of the paper is structured as follows. In the next section, we introduce our analytical
framework, beginning with an examination of a benchmark scenario that excludes any shaming
mechanism. We then incorporate the shaming mechanism into the model. Section 3 evaluates the
welfare implications of shaming by comparing the laissez-faire market allocation with the socially
optimal allocation. In Section 4, we explore the policy implications by introducing libel law into
the model and examining the Pigouvian role of defamation damages in internalizing externalities.
Section 5 expands the model to account for potential variations in the information available to
agents within the community and investigates the possibility of herding effects. Finally, Section 6

offers concluding remarks.

2. An Analytical Framework
We present a parsimonious setup which captures the key ingredients necessary for our analysis.
We begin by considering a benchmark with no shaming in place and then introduce the shaming

mechanism.

2.1 A Benchmark Setup with no Shaming

Consider a community with a unit measure of risk-neutral agents. Each agent has an endowment
of y>0. Agents choose whether to violate a social norm and differ in the cost incurred in doing so,
denoted by 6, where 0 is i.i.d. and is assumed to be uniformly distributed over the support [0,1].
0 reflects both the monetary and psychic costs entailed by engaging in misconduct. Focusing on
the role of shaming, we simplify the exposition by not modeling explicitly alternative enforcement
mechanisms (which may be hence reflected in the value of 6). Denoting the (uniform) benefit from
engaging in misconduct by 0<h<l, a type-0 agent engages in misconduct if-and-only-if the

following condition holds:
(1) b=06.

In the absence of shaming, the level of misconduct is determined by a threshold § = b, such that

agents with @ < @ choose to engage, whereas all other agents (with levels of 8 exceeding the



threshold) abide by the norms. By virtue of our parametric assumptions, 0 < 8 < 1 denotes the

level of misconduct in community.

2.2 Social Stigma and Shaming

An individual involved in misconduct incurs social stigma through exposure within the
community's social network (shaming). Each member of the community receives a noisy signal,
z, about every other agent in the community, which is based on whether this agent has engaged in
misconduct. Formally, the probability distribution of the signal associated with agent i received by

agent j takes a simple form:

2)
q zV =h;ct=1
o 1-q9 zZ9 =h;ct=0
ijl i1 = ’
Prizflel=na-q  u—ye=1f
q zZU=1cl=0

where 1/2<g<l1, h>I>0, and c! is an indicator function obtaining the value of 1 if agent i commits
q g g

an act of misconduct and 0 otherwise.

Several observations are in order. First, notice that the signal is informative, as the likelihood of
obtaining a high (low) value of the signal is increasing (decreasing) when the agent commits an
act of misconduct as g>1/2. Second, notice that as g<1, the signal is noisy, hence receiving
high/low levels of the signal occurs with a positive probability regardless of whether agent i
commits an act of misconduct (with g=1, the signal is fully revealing and enables perfect
screening). Finally, notice that signals are assumed for simplicity to be independently distributed

across members of the community.

Based on the signal drawn, an agent decides whether to share the information with the other
members of the community. The agent derives some benefit from exposure via the social network
(through sharing his private information with others) but also entails some reputational cost from
sharing false information. We simplify by assuming that the agent only shares ‘bad’ news, when
receiving a high signal. The gain from sharing information may reflect an intrinsic benefit from

exposing misconduct. In case the benefit from exposure exceeds the reputational cost, the agent is

8



sharing the information by posting a comment (e.g., posting a ‘dislike’ gesture) on the public
domain of the social network. Otherwise, when either the cost outweighs the benefit or when
receiving a low signal, the agent is not sharing any information by assumption.! 2 Formally, by
virtue of earlier assumptions, applying Bayes’ Rule, the probability of sharing false news, namely,
assuming a ‘dislike’ has been posted, the probability that an agent has not been engaged in
misconduct conditional on observing a high signal, is given by:
s — _ (1-q)(1-8)
3) T (a-q)(1-8)+q 6’
Let 0<F<I denote the reputational cost and 0 < K < 1 denote the benefit from exposure. An agent

obtaining a high signal is posting a ‘dislike’ if-and-only-if the following condition holds:
4 K>p-F.

Assuming agents differ in the benefit derived from exposure, and further letting K be
independently drawn from a uniform distribution over the support [0,1], the probability of posting

a ‘dislike’ conditional on receiving a high signal is given by:
(5) h=[1-p-F].

For each profile of realized signals associated with agent i, let n* denote the number of “dislikes’
posted on the social network. We assume that the stigma cost entailed by an agent who is perceived
to be engaged in misconduct is given by a strictly increasing function of the number of ‘dislikes’
posted on the social network (for tractability we assume a linear functional form).? Formally, the

social stigma entailed by individual i engaged in misconduct is given by:

(6) Sci=1=n£=1-5'=q-h-5',

! Allowing agents to share ‘good’ news, by posting a ‘like’ gesture on the public domain, would complicate the
derivations but would have no impact on the qualitative nature of the results.

2 We simplify by assuming that agents do not engage in validation (fact-checking) prior to releasing the information.
Assuming the latter would complicate the analysis but would not change the qualitative nature of our results. A key
feature of our model, due to the presence of reputational costs associated with sharing inaccurate information, is that
agents are more likely to share accurate information. The possibility to engage in (costly) fact-checking would enhance
the accuracy of the information shared on the public domain. In the presence of validation, the government may
consider subsidizing fact-checking and certifying validated shared information, on Pigouvian grounds, to internalize
the informational spillover.

3 If agents share ‘good’ news (realization of low signals) stigma may be captured by a strictly increasing function of
the difference between the number of posted ‘dislikes’ and the number of posted ‘likes’.

9



whereas the social stigma entailed by individual i who abides by the norm is given by:
(7) t0 =MNgeg S=(1—q) h-S,

where 0<S<b denotes the stigma cost, n’._; denotes the number of ‘dislikes’ posted when i has

been engaged in misconduct and n'_, denotes the number of ‘dislikes’ posted when i abides by

the social norms.

Notice that S, which denotes the stigma cost, reflects the disutility from shaming entailed by agents
perceived to be violating the social norms. The latter may be broadly interpreted to encompass
both psychic and pecuniary costs, that are endogenously determined in equilibrium and reflect the
community response to the exposure of misconduct. For instance, members of the community may
choose to limit their social interactions or avoid trading with agents who are exposed to be engaged
in misconduct [Arbel and Mungan (2023) refer to these costs as stemming from an ‘audience

effect’]. For tractability we assume that S is an exogenous parameter.

Comparing the expressions in (6) and (7), it follows, as g>1/2, that S:_, > S!_, > 0. Namely, the
stigma entailed by an agent committing an act of misconduct strictly exceeds that entailed by a
norm-abiding agent, which implies that shaming may potentially serve for screening/self-

enforcement purposes.*

In the presence of shaming, a type-6 agent commits an act of misconduct if-and-only-if the

following condition holds:
(8) b — [Sc=1 - SC=0] = 0.

Clearly, the presence of stigma serves to enhance deterrence and thereby reducing the level of

misconduct, determined by a cutoff rule:
(9) é =b— [SC=1 - Sc=0]-

Substituting from (6) and (7) for the social stigma terms yields:

4 Notice that our focus is on the role of shaming in reducing the level of misconduct via enhanced deterrence. There
is clearly an additional, presumably significant, role of shaming in preventing such undesirable acts (incapacitation),
by providing information to the public about potential risks (say, the proximity of agents with known predisposition
to engage in sexual harassment).

10



(100 8=b—-(2q—-1)-h-S.
Substituting for p from (3) into (5) yields:

_q1__(-9a-9 |
a1 h=1 (1-q)-(1-8)+q-® F

The equilibrium in the presence of shaming is given by a solution of the system of two equations
[(10) and (11)] for 4 and 8, where & measures the extent of shaming and 8 denotes the level of
misconduct. It is straightforward to verify existence and uniqueness of the equilibrium, in which

0 < 6 <1 and 0<h<I.

3. The Socially Optimal Level of Shaming.

In the current section we turn to evaluate the welfare implications of shaming by comparing the
laissez-faire market allocation (absent of intervention) with the socially optimal allocation. We
assume a utilitarian social planner that aims to maximize welfare by choosing the extent of

shaming, /. Formally,

(12)  max,W(h) =
a(n) ~ ~
ﬁ-f ly+b—9—q-h-5+y-[(1—q)-(1—9(h))+q-9(h)]
'fl [K —p[o(W)] 'F]dK—%' [9(h)]zld9
1-h

+[1- -]

-[y—(l—q)-h-sw-[(1—q)-(1_g(h))+q-é(h)]
f (K - p[A(n)] - FldK —%-[é(h)]Zl
1-h

where 8(h) = b — (2q — 1) - h - S denotes the level of misconduct, % [é (h)]2 denotes the social

cost of misconduct (assumed to be quadratic for tractability) with « > 0, 0 < f < 1 denotes the

relative social weight assigned to community members who do not abide by the social norms and
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0 <y <1 denotes the social weight assigned to ‘warm glow’ (Andreoni, 1990) associated with
shaming (i.e., the intrinsic utility from sharing information about acts of misconduct with other

members of the community).

Several observations are worth noting. First, notice that we model misconduct as a general public
good (‘bad’) shared by all members of the community. Second, notice that shaming and
misconduct generate negative externalities not internalized by the agents, and hence constitute a
source of potential inefficiency, which may warrant qualifying the freedom of expression of
community members (regulating the market for information transmission). Notably, there is an
inherent trade-off between the two, as an increase in the extent of shaming serves to reduce the
level of misconduct. Due to the presence of externalities (barring a knife-edge case in which the
two externalities precisely offset one another under laissez-faire) it is evident that the market
allocation is sub-optimal from the social planner’s perspective and intervention is warranted.
Further notice that we allow for an asymmetric treatment of individuals who engage in misconduct
and norm-abiding agents in the social calculus. Notably, when # < 1 the social planner’s objective
function captures a ‘re-distributive’ motive in favor of the norm-abiding individuals. Finally,
notice that as is common in the literature on the private provision of public goods [see e.g,
Diamond (2006)], by considering the case where y < 1, we allow for the possibility to ‘launder-
out’ (wholly or partially) the benefit from ‘warm glow’ from the social calculus, due to potential
‘double counting’ of the benefit generated by the public good in the social welfare function. In our
context, individuals contribute to the reduction of misconduct (a public good shared by the entire
community) by engaging in shaming, from which they also derive intrinsic benefits. Thus, the
benefit from the provision of the public good (enhanced enforcement of norms) appears twice in
the welfare function. The presence of ‘warm glow’ (if accounted for in the social calculus) may
provide a normative justification for the private provision of shaming (in contrast to government
provision). To simplify our exposition, we will henceforth drop the ‘warm glow’ component from

the social welfare function by setting y = 0. In this case the maximization in (12) simplifies to:

®Notice, that incorporating the ‘warm glow’ component into the welfare function (that is, setting y > 0) will introduce
an additional negative externality due to shaming. An increase in the extent of shaming, /, will induce a decrease in
the extent of misconduct, 8, which in turn will reduce the likelihood of being engaged in shaming (the probability of
observing a ‘bad’ signal) and will also increase in the reputational cost entailed by shamers (due to false shaming).
Both effects contribute to a decrease in the expected (net) ‘warm-glow’ gains from shaming.

12



(12°) max,W(h) =

6(n) R a .
p-| +b-0-q-h-sldo+[1-p-0W] by - -q)-h-5] -5 BN

where (h) =b—(2q—1)-h-S.

To demonstrate why the unregulated market equilibrium generally yields a suboptimal level of
shaming, we evaluate the derivative of welfare with respect to / at the ‘laissez-faire’ level of
shaming. Formally, let 0 < h* < 1 denote that ‘laissez-faire’ level of shaming given by the
solution to the system of two equations (10) and (11). Differentiating the welfare function with

respect to 4 and evaluating the derivative at A=h" yields, upon re-arrangement:

a3 T ==Y g s+ (1-400)) A ~q) S| +[a 6(h) (20~ 1)

]

The expression on the right-hand side of (13) reflects the trade-off between the gain from shaming
(due to the induced reduction in the level of misconduct), captured by the second (positive) term
on the right-hand side of (13); and, the cost of shaming due to the stigmatization entailed both by
members of the community who engage in misconduct and those abiding by the social norms,
captured by the first (negative) term on the right-hand side of (13). Signing the expression is
generally ambiguous and depends on the parametric assumptions. Barring knife-edge cases, the

sign of the derivative is non-zero, hence the level of shaming under ‘laissez-faire’ is suboptimal.

The optimal level of shaming depends on the parametric assumptions being invoked. To gain some
intuition we will consider several special cases. When g=1/2 the signal is uninformative. In this
case, shaming does not serve to enhance enforcement (8 = b, regardless of %), but does entail
stigma costs, hence the sign of the derivative of the welfare expression in (12”) with respect to 4
will be unambiguously negative for any /. Social-optimum will be given by a corner solution, #=0,
namely shaming should be ruled out. When g=1, the signal is perfectly informative. In this case,
shaming is perfectly targeted towards individuals who engage in misconduct and no stigma is
entailed by norm-abiding agents. Prima-facie, this seems to be the strongest case for shaming as
an enforcement tool. Differentiating the welfare expression in (12”) with respect to h yields after

re-arrangement:
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(14) = =(—-p)-0(h)-S.

ohlg=q

The social optimum again is obtained as a corner solution but depends on the parametric
assumptions. If @ > f, the sign of the derivative in (14) is unambiguously positive for any 4. In
this case, the social gain from the reduction of misconduct is sufficiently high relative to the stigma
entailed by individuals who engage in misconduct; hence, we obtain the anticipated result - social

optimum is given by A=1, that is setting shaming to the maximum extent feasible.

If @ < B, however, the sign of the derivative in (14) is unambiguously negative for any 4, hence,
social optimum is given by A=0, that is shaming should be ruled out. This result is somewhat
surprising as, in this case, shaming is based on perfectly accurate evidence. However, as members
of the community who engage in misconduct are not fully laundered out from the social calculus
(8 > 0), one should account for the significant shaming they are exposed to via the social network.
If the social gain from enhanced enforcement of norms via shaming is moderate, shaming turns
out to be welfare detrimental. Notably, the decision whether to engage in shaming does not reflect
the severity of the act of misconduct (K , the benefit from exposure, is by assumption independent
of a). This strong assumption captures in sharpest relief a plausible assumption about the ‘non-
proportionality’ of social shaming: the existence of a potentially positive but rather weak
correlation between the private incentives to engage in shaming and the severity of the underlying
act of misconduct. Indeed, shaming is often criticized on the grounds of being an excessive tool to
address acts of misconduct. Individuals may be deterred from engaging in acts deemed socially
undesirable if subject to shaming, but the cost entailed by those who do engage in such activities
may be too harsh (ostracism, lost career etc.). This may happen even in circumstances where
shaming is based on well-established evidence, which seems to provide the strongest case in its

support.

One could in principle allow for the ‘warm glow’ benefit from shaming to be positively related
with the severity of the act of misconduct, by allowing K to be an increasing function of a.
However, if the correlation between the private gains from shaming (hence, the propensity to
engage in shaming) and the severity of the act of misconduct (subject to shaming) is sufficiently
weak, the market equilibrium will typically yield an excessive level of shaming in cases where the

social value of enhanced enforcement via shaming is relatively small (a is small). Another factor
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which contributes to the weak correlation alluded to above is the presence of herding pattens
commonly documented in social networks. Herding can be simply captured by allowing K to be
an increasing function of the extent of shaming, 4. That is, the individual’s propensity to engage
in shaming is increasing in the prevalence of shaming. The latter would imply that even when the
intrinsic benefits from shaming would be small (say, due to a small value of a, reflecting limited
public interest in the act of misconduct and/or in the individual who has committed the act) the
level of shaming could potentially explode due to the presence of a strong herding effect. We

introduce herding effects and discuss their implications in Section 5 below.

The corner solutions obtained under the scenarios analyzed above clearly extend by continuity to
the respective cases where g is either sufficiently close to Y4 or sufficiently close to 1. An interior
solution, where 0</<1, may be obtained when a > f3, 2<¢<1 and ¢ is bounded away from 1 and

5. In this case the social optimum will satisfy the following first order condition:
p y g

2 A N ~
=—|p-0n)-q-S+(1-p-0() A—q)-S|+[a-8()-(2g—1) 5] =0.
One can verify that the second-order condition is satisfied as @ > f3. The optimal level of shaming

can be shown to increase in a and decrease in 8 and S, as anticipated.

4. Libel Suits as a Regulating Device
4.1 The Market Equilibrium in the Presence of Libel Suits

In light of the observation that the market equilibrium generally yields a suboptimal allocation,
often generating an excessive level of shaming, in the current section we turn to examine the
potentially welfare-enhancing role of libel-suits submitted by individual who were subject to

shaming as a regulating device.

Bringing the case to court, by submitting a libel suit, we assume that the probability that the
information will be proven to be false depends on the type of the individual and for simplicity is
assumed to be given by 0, the plaintiff’s cost incurred if committing an act of misconduct. Thus,
individuals with a lower propensity to engage in misconduct reflected in a higher value of 8 and

who are subject to shaming via the social network are, plausibly, more likely to win a libel suit.
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Denote by d>0, the level of libel damages. The expected payoff associated with filing a libel suit

by type- 6 individual conditional on being subject to shaming is hence given by:
(15) v(d,0)=0-d—(1-0)'d=26-1)d=>200=>1/2.

Thus, an individual is filing a libel suit if-and-only-if 6 > 1/2.% Recalling that the threshold for
engaging in misconduct is given by 8, it follows that when 8 > 1/2, a positive fraction of the
population that engages in misconduct finds it desirable to file a libel suit. Plausibly, libel suits are
not excluded to norm-abiding individuals. The presence of libel suits impacts both the decision
whether to commit an act of misconduct and the decision whether to engage in shaming. We start
by looking at the decision problem faced by an individual who decides whether to engage in
misconduct. A 6-type individual is committing an act of misconduct if-and-only-if the following

condition holds:
(16) b—(2q—1)-h-S+2q—1)-h-max[0,(20 —1)-d] = 6.

The third term on the left-hand-side expression of the inequality condition in (16) captures the
difference between the expected payoff from filing libel suits when committing an act of
misconduct and the expected payoff from doing so when abiding by the norms. Assuming that 2 -
(2g —1)-h-d < 1, the level of misconduct is determined by a threshold, 8 , satisfying the

condition in (16) as an equality:
(17 8=b—(2q—-1)-h-[S—max[0,(20 —1)-d]].

It follows that for a given extent of shaming, 4, the possibility to file libel suits is mitigating the
deterrence effect of shaming, and thereby contributes to enhanced misconduct. Notice that if 8,
given by the implicit solution to (17), is (weakly) lower than '%, no such direct mitigating effect

exists (all agents who engage in misconduct find it undesirable to file a libel suit). Further notice

® We simplify the exposition by assuming no transaction costs and by abstracting from introducing endowment
constraints. Incorporating transaction costs such as those incurred in filing a suit (which are not reimbursed if the case
is resolved in favor of the plaintiff, as in the US system), or introducing the possibility of judgment-proofness would
change the cutoff (the former would increase it above Y4, whereas the latter would reduce it below %), without changing
the qualitative nature of our results. Notice further that if we alternatively assume that the court can ex-post verify
with probability 1, whether the plaintiff has been engaged in misconduct then the threshold would be given by 8, as
in this scenario only those who abide by the norms and were subject to shaming will find it optimal to file a libel suit
(for further implications of this alternative assumption see footnote 8 below).
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that even in the absence of a direct effect, libel suits can still indirectly impact the level of

misconduct via their effect on the extent of shaming.

Consider individual j who receives a high (‘bad’) signal about individual i. Individual j needs to
decide whether to share the information over the network by posting a ‘dislike’. Sharing the
information subjects individual j to the risk of a libel suit filed by individual i. Notice, that
individual j only observes the signal and does not know whether i has committed an act of
misconduct. From the point of view of individual j, applying Bayes’ Rule, conditional on observing
a high signal about i, the probability that individual i would file a libel suit and prove that the
information being shared by j is false/true is given, respectively, by:

o e G, (lommn o))

+ .
(18) g _{9 q+(1-0)-(1-q) 2 8-q+(1-8)(1-q) 2

10 o= flEle [, G2} flemmloglon [, _este)

8-q+(1-8)(1-q) 6-q+(1-6)(1-q)

The superscripts “+” and “-* refer, respectively, to “success” and “failure”, in the resolution of the
libel suit (from the point of view of the plaintiff). Invoking our earlier assumptions, an agent

obtaining a high signal is posting a ‘dislike’ if-and-only-if the following condition holds:
20) K>p-F+(gt—g)-d.
The probability of posting a ‘dislike’ conditional on receiving a high signal is hence given by:

2l) h=[1-p-F-(9"—g7)d]

Notice that as, by virtue of our parametric assumptions, g* > g, the presence of libel suits serves
to reduce the extent of shaming. Substituting for g* and g~ from (18) and (19) into (21) and re-
arranging yields:

(1-q)-(1-9)

_ ([max(8.1/2)-1/2]-0 (5 [1-max(8,1/2)] (1-q) ~ _
{ 6-q+(1-0)(1-q) (9 1/2) + 9-q+(1-08)-(1-q) max(Q, 1/2)} d

The equilibrium in the presence of shaming and libel suits is given by a solution of the system of

two equations [(17) and (22)] for 4 and 8. Let 8(d) and h(d) denote the solution for the system of
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equations (17) and (22) as a function of d.” In the laissez-faire allocation d=0 and the equilibrium

exists and is unique. By continuity these properties extend to >0 sufficiently close to zero.

4.2 The Social Desirability of Libel Suits

We assume that the social planner aims to maximize welfare by choosing the level of libel
damages, d. We invoke the same welfare specification as in (12”) but simplify the exposition by
letting f = 1. Notice that in the case where § < 1, libel damages play a re-distributive role.
Plaintiffs are more likely to be norm-abiding individuals whereas the likelihood of being sued is
uniform across the population. Thus, libel damages serve to transfer resources from agents
engaging in misconduct (whose welfare weight is smaller) towards agents who abide by the norms
(whose welfare weight is higher), thereby enhancing welfare. By assuming that § = 1, due to the
lack of a re-distributive motive in the welfare specification, the analysis focuses on the behavioral
(Pigouvian) impact of libel damages on shaming and the level of misconduct. The social planner

is hence solving the following maximization program:
(23) max,W(d) =

() ~ a .. 5
| +b-0-q-h@-s1do +[1-0(@)] by - (1 - ) k@) -1 - 5~ [0@],
0
where 8(d) and h(d) denote the solution for the system of equations (17) and (22) as a function of
d.® We examine whether starting from the laissez-faire allocation absent of intervention (d=0)

introducing the possibility to file libel suits (>0 and small) may serve to enhance welfare.

Assuming for simplicity that §(0) < 1/2, it follows that for small values of @>0 individuals who

" If, as discussed in footnote 7, the court can verify with probability 1, whether the plaintiff has been engaged in
misconduct, conditions (17) and (22) will be, respectively, replaced by:
0=b—-(2q—1)-h-S—(1—-¢q)-h-d,

(1-q-(1-9)
(1-q)-(1-0)+q-
Thus, libel damages serve to reduce the extent of shaming, by effectively increasing the cost of reputation associated
with false shaming. The effect of libel damages on the level of misconduct is however mixed. Libel damages directly
contribute to the reduction in misconduct, as only those who abide by the norms file libel suits and win with certainty.
However, they also contribute indirectly to the increase in misconduct, due to the induced reduction in the extent of
shaming.

8 As B = 1, the level of libel damages, d, only appears in the welfare function via its behavioral impact on shaming
and the level of misconduct.

h=1-

= (F +d)
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engage in misconduct would not file libel suits.’ It hence follows that (17) and (22) can be

reformulated to obtain:
17y 6=b—-(2q—-1)-h-S,
and

, —q__G-9(-8) o a-a/4
(22) h=1 (1-q)-(1-8)+q-® 9-q+(1-8)-(1—q) d,
Fully differentiating the system of two equations, (17°) and (22’), with respect to d, yields that

%

dh (2 . . . . ..
— < 0 and e 0. Thus, introducing libel suits would, as anticipated, serve to reduce the extent

ad 5}

of shaming but would consequently induce an increase in the level of misconduct. By virtue of

(17°) and (22°), one can reformulate the maximization problem given in (23) as follows:

(23) max,W(d) =

Blr(@)] ) a
f [y +b=-6-q-h(d)S1do +[1 - [A@]] [y — (1 = @) - h(d) - S] -5

[Blr@1]’,
where 8[h(d)] = b — (2q — 1) - h(d) - S.

As misconduct is not directly affected by the introduction of libel suits, but only indirectly via the
latter’s impact on the extent of shaming in equilibrium, we can assess the desirability of libel suits
by examining whether in the benchmark allocation, shaming is over- or under-provided from the
social planner’s perspective. In case the extent of shaming in the laissez-faire allocation is
excessive, regulation via setting positive damages for libel suits would be socially desirable.
Differentiating W(h) given in (12”) with respect to 4, evaluating the derivative at the ‘laissez-faire’
level of shaming, 4(0), yields upon re-arrangement:

owj
Oh lp=p(0)

(24)

— |6 - q -5+ (1= 8(h(0)) - (1 = q) - S|+ [a- B(R(0)) - 20 — 1) - 5]

° A sufficient condition for the level of misconduct to be bounded below Y is that b<1/2.
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Introducing libel damages would be socially desirable when the derivative in (24) is negatively

signed. Following some algebraic manipulations, one can show that:

ow

(25) Oh lp=p(0)

<000 - (@a-1)-2¢q-1)<1-9)

As (h(0)) > 0 and 1/2<¢<I, it immediately follows that the second inequality condition in (25)
holds when a < 1. Assuming, instead, that a > 1, recalling that by presumption 8(h(0)) < 1/2,

to prove that the second inequality condition in (25) holds it suffices to show that:
26) s (@—-1)-Qq-1D<(-q oa<l/2q-1),

where —— > 1 as 1/2<¢<l.
2q-1

We thus conclude that Z—V: © <0 when a <1/(2q —1). It is easy to observe that for
h=h(0
sufficiently small values of ¢ and ¢ (which is bounded from below by %) Z—V: © < 0. The
h=h(0

interpretation is straightforward. Introducing libel suits serves to reduce the extent of shaming but
entails the cost of increased misconduct. When either the observed signal is fuzzy and hence not
informative (¢ is small and approaches '2), rendering the deterrence/enforcement effect of
enhanced shaming quite limited, or the social cost of misconduct is small (& is small) rendering
the social gain from misconduct reduction via increased level of shaming less pronounced,
reducing the extent of shaming is socially desirable as it contributes to mitigating the social

stigmatizing costs of shaming but bears a relatively small impact on the social cost of misconduct.

It is also straightforward to observe from the second inequality condition in (25) that for
ow

, > 0.
Oh lp=h(0)

sufficiently high values of a and ¢, recalling that ¢ is bounded from above by 1

Thus, when either the deterrence effect of enhanced shaming is pronounced (the signal is very
informative), or the social cost of misconduct is large, hence the enforcement-enhancing effect of
shaming contributes significantly to the reduction in the social cost of misconduct, introducing
libel suits which serves to reduce the extent of shaming (and thereby to increase the level of

misconduct) is socially undesirable.
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4.3  Truth as a Complete Defense against Defamation

A common feature of defamation law is the view that the defendant, in a civil action for
defamation, is not liable for damages if he is capable of proving the truth of his apparently
defamatory statements. We have thus far assumed, accordingly, that libel damages are awarded to
an individual, who has been falsely subject to shaming by his community member (on the grounds
of violating some social norms). That is, the court was ruling that the individual has not been
engaged in the act of misconduct alluded to in the defamatory statements. A truthful defamatory

statement, therefore, does not confer any damages to the plaintiff.

Our analysis alludes to the fact that viewing truth as a complete defense against defamation may
be socially undesirable, challenging, hence, the conventional wisdom and common practice in civil
law. To illsutrate the point, assume that the signal obsreved by the member of the community
(based on which he decides whether to ‘shame’) is fully informative, i.e., g=1. Further assume, for
simplicity, that the court is able to verify with probability 1, whether an agent has been engaged in
misconduct. Combining the two assumptions implies that only offenders of social norms are
subject to shaming, and further implies that libel damages are not awarded, and hence libel suits

are not being filed.

Emplying the formulae in footnote 8, it is straightforward to verify that in the laissez-faire

equilibrium:
6=b-5,
h=1

As there are no reputational costs entailed by shaming (the information on which shaming is based
is perfectly accurate, by assumption) the extent of shaming in the market equilibrium is the

maximal feasible.
Now assume that a < £, that is the social gain form reduction in misconduct is smaller than the
stigma costs entailed by individuals who engage in misconduct. As shown in section 3, following

our previous derivations, under this parametric assumption, the socially optimal level of shaming
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is given by 4=0, a corner solution with no shaming. As the negative externalities associated with
shaming exceed the positive externalities associated with reduction in misconduct, the market
delivers an excessive level of shaming in equilibrium. It is easy to see why offering damages to
offenders who have been subject to shaming can serve to enhance social welfare. The latter serve
as a form of Pigouvian tax to internalize the (net) negative externality generated by shaming.
Indeed, the assumption that a < 8, which states an upper-bound on the social gain from shaming
(reflecting the induced reduction in the extent of misconduct) is essentially embedded in
defamation laws in some countries, that qualify the use of truth as a complete defense against
defamation suits, in cases where there exists limited public interest in the issue at stake or in the

individual who has been engaged in the act of misconduct (namely, « is relatively small).

The prevailing doctrine of restricting libel damages to cases with false shaming is implicitly
invoking a strong and morally disconcerting assumption that the social weight assigned to
offenders (namely, those who engaged in misconduct) in the welfare calculus should be zero (f =
0), which stands in sharp contrast to the conventional approach in law and economics and the
common practice. To see this, assume a perfectly informative signal (g=1) and recall that with
perfectly accurate information, the market equilibrium yields maximal (full) shaming, given by
h=1. As shaming is perfectly targeted towards those individuals who engaged in misconduct, they
are the only ones to suffer disutility from the entailed stigmatization. The fact that libel damages
are universally excluded regardless of the severity of the act of misconduct, hinging on the
principle of truth as a complete defense that renders truthful shaming utterly immune from
damages, implies that for this to be the welfare maximizing outcome it necessarily follows that
p < a for every positive a. Thus, § = 0, namely a zero welfare-weight is assigned to offenders in

the social welfare function.

Gary Becker, in his seminal 1968 contribution to the literature, suggests that offenders should be
assigned a positive weight in the social welfare function. Becker (1968) assumes that the
government is seeking to set the optimal degree of enforcement (which determines the number of
offences in equilibrium) by minimizing a loss function composed of three key components: (i) the
damage caused by offences, measured by the difference between the amount of harm caused to the

members of society other than the offenders minus the social value of the gain to offenders; (ii)
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the social cost of apprehension and conviction; and, (iii) the social cost of punishment. Notably,
Becker's framework explicitly includes the social value of gains to offenders within the welfare
calculus. The term “social value” suggests the possibility that the gains from offending may be
weighted differently than offenders themselves would assign them, potentially allowing for a
discounting of their welfare in the broader social welfare function. Nevertheless, a positive social
value of the gain to offenders is included in the welfare calculus, namely, f > 0. Becker makes
this argument in relation to criminal offenses. "A fortiori, this applies to our case, which involves

the violation of social norms that does not rise to the level of a crime."

5. Extensions

In the current section we briefly discuss two possible interesting and realistic extensions of our
baseline setup. In subsection 5.1 we consider the possibility that agents in the community differ in
the amount of information they possess with respect to the putative violators of the social norms.
The latter may reflect the variation in acquaintance with other community members (the
close/intimate social circle of colleagues, neighbors, friends, and family members, versus the
distant circle of other community members who interact less frequently and more remotely) or
capture, in reduced form, the variation in the cost of validation (even when all members observe
an equally informative yet non-validated signal). In subsection 5.2 we consider the possibility of
herding patterns (‘network externalities’) that impact the shaming decisions of community

members and explore its normative implications.

5.1  Heterogenous Signals'®

Suppose that members of the community differ in the amount of information they possess. For

simplicity, assume that for each agent i, a fraction &, of i’s community members observes a signal

' In this subsection we consider heterogeneity in the quality of information possessed by community members. One
may also consider other sources of heterogeneity. One notable example is heterogeneity in the severity of the acts of
misconduct committed by the members of the community. Other things being equal, the socially desirable level of
shaming should correspond with the severity of the misconduct committed. The social planner may, accordingly, set
a differential system of damages in libel suits based on the category of misconduct (e.g., distinguishing between minor
acts of misconduct, such as littering in the public domain, and major acts of misconduct, such as sexual harassment).
This point relates to our discussion above of the issue of non-proportionality associated with shaming, namely the
potential weak correlation between private incentives to engage in shaming and the severity of the act of misconduct.
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¢ that obtains, with the probability % < q; < 1, a high realization if i commits an act of misconduct

and a low realization if i abides by the norm. Suppose further that there are two signals, =1,2, so
that §; + 8, = 1 and, for simplicity, that the type of signal is independently and identically
distributed across the members of the community. The latter assumption implies, plausibly, that
members of the community may be more informed with respect to some agents and less informed
with respect to others. Finally, assume that g, > q;. Thus, the signal /=2 is more informative than
=1. The heterogeneity in the quality of the signal may be driven by variation in the access to
information and/or validation opportunities. Based on the realization of the observed signal
(associated with each agent i), each community member decides whether to engage in shaming of
agent i. By engaging in shaming each such member exerts two forms of externalities on the
community: (i) a positive externality due to the induced deterrence effect and the corresponding
reduction in the level of misconduct; (ii) a negative externality due to the stigmatization of other
members of the community. As discussed in section 3 above, the more accurate the signal becomes,
the larger the social net benefit from enhanced shaming (accounting for both conflicting external
effects) turns out to be. To internalize the combined external effect exerted by each member of the
community who engages in shaming, one would ideally use a system of differential Pigouvian
‘taxes’ and ‘subsidies’ on shaming, setting a distinct tax/subsidy for each type of signal. However,
signal types are plausibly assumed to be private information unobservable by the government. In
the presence of asymmetric information, hence, the government is typically unable to implement
the First-Best solution and must compromise on the Second-Best optimum (setting a universal
Pigouvian tax/subsidy rather than a system of type-dependent taxes and subsidies, as it would
ideally aim to do). It turns out, however, that relying on uniform libel damages would still enable

the government to implement the First-Best optimum. We turn next to illustrate this point.

. . 1 .
Consider for concreteness a scenario where g, =1 —€ and g = STE with € > 0 and small.

That is, an individual observing the realization of the signal /=2 associated with some agent i is
highly informed with respect to i. In contrast, an individual observing the realization of the signal
=1 associated with i is virtually uninformed with respect to i. Let h; , =1,2, denote the extent of
shaming generated by members of the community that observe the signal ¢, and § denote the level

of misconduct, under the ‘laissez-faire’ (unregulated) market equilibrium. Following our analysis
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in section 2, the equilibrium would be given by the solution to the following system of three

equations for three unknowns ( h}, h; and 0):

Q7)) 8=b—1[8-2¢—1)-hi+8& (20 —-1)-h3]-S

s _ 4 _ _ (1-q1)(1-8)
(28) h=1 (1-q1)(1-8)+q10

s _ 4 (-a)(a-8)
(29) hy =1 (1-q2)"(1-8)+q,0

As % <q1<q;<1and 0<b,F <1, it follows from (27)-(29) that in equilibrium 0 < h] <

h; < 1. Thus, the extent of shaming generated by an ‘informed” member of the community strictly

exceeds that generated by an ‘uninformed’ one.
Modifying the definition of the social welfare function for the case with two types of signals,
maintaining our simplifying assumption that § = 1, yields:

(0)  Whyhy) = [ ™"

0

[y+b—6—(61"q1 hi+82°q2hy)-S]dO

+[1 —é(h)] fy—=1[6:-(1—q1) hy +6,-(1—qz) - hy] - S] —%' [é(h)]z

Assuming that the social cost of misconduct is significant (a > 1), following our analysis in
section 3, the socially desirable extent of shaming generated by an ‘informed’ member of the
community and an ‘uninformed’ one, respectively, obtained by the maximization of social welfare
function in (30), would be given by h; = 0 (‘no shaming’) and h, = 1 (‘maximum shaming’).
Thus, as h; < h,, ‘informed’ agents should be subsidized to enhance the extent of shaming due to
the (combined) positive externality they confer (gains from reduction in misconduct outweigh the
cost of stigmatization), whereas, as h; > h;, ‘uninformed’ agents should be taxed due to the
(combined) negative externality they exert (the cost of stigmatization exceeds the gains from

enhanced deterrence), serving to reduce the extent of shaming.

More generally, as q, > g, ‘informed’ agents should be typically subject to a lower tax rate (or
conferred with a more generous subsidy) relative to their ‘uninformed’ counterparts. To implement

a differential ‘Pigouvian’ system, assuming the signal types are private information, one can use
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a combination of libel-damages and a direct subsidy/tax of shaming.!! Notice that the likelihood
of being subject to a libel suit is diminishing in ¢ [which follows from (22’)]. Thus, the
combination of the two instruments can indeed implement the socially desirable differential
Pigouvian system. To see this, notice that the effective tax levied on ‘informed’ agents would be
smaller although damages are universal due to the difference in the likelihood of being subject to
a libel suit. This latter feature would allow the government to implement the socially desirable
level of differentiation in the incentives given to ‘informed’ and ‘uninformed’ agents. The direct
subsidy/tax would serve as a level shifter to calibrate to the socially desirable aggregate extent of

shaming.

Formally, denoting by d the universal level of libel damages and by s the universal level of a direct
shaming subsidy, and letting h; and h, denote the socially desirable extent of shaming associated
with an ‘uninformed’ agent and an ‘informed’ one, respectively, the First Best optimum is given

by the solution to the following system of three equations:

(Bl) O=b—[6,-2q—1) hy+8,-(2q, —1)"h,]-S

_ 4 (-qn(1-6) _ (1-q1)/4 )
(32) hl =1 (1—q1)-(1—§)+q1-§ F+s @-q1+(1—§)-(1—q1)
(33) hy=1-—0200 g, G

(1-q2)(1-0)+q20 . B 9-q,+(1-09)-(1-q2) .

Notice that by assumption f = 1 and the government budget is fiscally balanced by a lump-sum
tax/transfer, hence the level of libel damages, d, and the rate of shaming subsidy (tax, if negative),
s, play no re-distributive role, and only serve to implement the socially desirable levels of shaming

given by hy and h,.

Notice further that the solution for the system (31)-(33) is feasible only when d > 0 (libel damages

are non-negative). Subtracting (32) from (33) yields a sufficient condition for feasibility, given by:

G4 ha—hz < (t-a,){1-0) — (1-q3)(1-98) ) - F,

(1-q1)(1-0)+q1-0  (1-q2):(1-8)+q.0

" We assume that the costs of the subsidy are financed by a lump sum tax levied across the board on all members of
the community. If a direct tax is being levied on shaming, the tax revenues are assumed to be rebated in a lump-sum
fashion to the community members.
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which holds for F>0 sufficiently small.

Notice that s is unrestricted and could be either positive or negative (in which case it forms a tax).
In the latter case the combined net externality generated by both ‘informed’ and ‘uninformed’
shaming is negative; namely, the negative externality associated with stigmatization exceeds the

positive externality associated with enhanced deterrence of social misconduct.

In our parametric example, for instance, h, — h; = 1, hence, as by presumption 0<F<I, it is
straightforward to verify that the condition in (34) is satisfied (as a strict inequality). Furthermore,
5>0, as the combined net externality associated with ‘informed’ agents is positive. The First Best

is hence attainable, despite the asymmetric information between the agents and the government.

The presence of reputational costs serves to some extent to induce stronger dis-incentives for the
‘un-informed’ agents to engage in shaming. However, if the reputational incentives are sufficiently
moderate, the net positive externality generated by ‘informed’ shaming is larger than that
generated by ‘uninformed’ shaming (or the net negative externality is smaller), which implies that
the combination of a shaming subsidy/tax and libel damages can do the job and implement the

socially desirable outcome.

Notice that in case there are more than two types of signals, the two linear instruments would not
suffice to implement the optimal differential Pigouvian system (setting a distinct tax/subsidy for
each signal type). In such a case, a non-linear incentive compatible scheme would be required to

attain the second best optimum.!?

5.2 Herding and Indeterminacy

The act of shaming may reflect other-regarding preferences and prevailing social norms. The

likelihood of being engaged in shaming may plausibly increase when shaming is more prevalent

12 The government would offer a menu of (s, d) pairs, where s denotes a direct subsidy to shaming and d denotes the
level of libel damages, (s, d) t=1,2...T, with a higher # reflecting a more informative signal, such that st<sv and di<dr
for ¢ ’>¢, from which individuals will self-select. Naturally, the menu would be designed in a manner that would induce
higher types (possessing better information) to choose pairs offering a higher subsidy rate combined with higher libel
damages (the menu would satisfy incentive compatibility conditions).
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in the community and decrease when it becomes less common. Such herding patterns can be

readily embedded in our basic setup, as will be shown in what follows.
Assume that the benefit from posting a ‘dislike’ is given by:
35 B=K-(1—o)+o-h

Thus, the benefit from engaging in shaming is given by a weighted average of the ‘intrinsic’ benefit
from exposure, K, and the herding component, / (the extent of shaming). The relative weight
assigned to the herding component, 0 < ¢ < 1, reflects the magnitude of the herding pattern.
Notice, that in the absence of herding, that is when ¢ = 0, the model reverts to the baseline setup,
in which B=K. The formulation in (35) captures, in a simple form, the fact that the individual’s
incentives to engage in shaming become stronger as the extent of shaming in the community

increases. Under the new formulation, agents engage in shaming if-and-only-if:

(36) K-(1—0)+o-h>p[A(h)]-F,

A —q)(1-8 ~
where p(0) z% and O(h) =b— (29 —1)-h-S.

Suppose further that the extent of herding is sufficiently pronounced, so that o is sufficiently large

and satisfies:
(37) o >max(p[d(D)]-F,1—p[8(0)]-F).

One can show that there are two locally stable equilibria which are given by the two corner
solutions: ‘no shaming’ (h* = 0) and ‘maximum shaming’ (h* = 1). There is also an additional

(locally unstable) unique interior equilibrium, given by some h* € (0,1).

To see this, notice that by virtue of the inequality condition in (36), an equilibrium is defined by a
cutoff, 0 < K* < 1, such that agents engage in shaming if-and-only-if K > K*. As by assumption
K is drawn independently from a uniform distribution with support [0,1], in equilibrium, K* = 1 —

h*, where h* denotes the extent of shaming in equilibrium.

In a ‘no-shaming’ equilibrium, with h*=0, the cutoff is given by K* = 1, and the inequality

condition in (36) satisfies:
(38) K (1-0)+o-h"<pld(h)]-Feoo>1-p[0(0)]F,
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where the second inequality is obtained by substituting for h* = 0 and K* = 1, and re-arranging.
The inequality in (38), which follows from condition (37), guarantees that none of the agents

engages in shaming, consistent with the presumption that h* = 0.

In a ‘maximum shaming’ equilibrium, with h*=1, the cutoff is given by K* = 0, and the inequality

condition in (36) satisfies:
(39) K*-(1—0)+o-h*>p[B(h)]-F o >p[A(1)]-F,

where the second inequality follows by substituting for h* = 1 and K* = 0, and rearranging. The
inequality in (39), which follows from condition (37), guarantees that all agents engage in shaming,

consistent with the presumption that h* = 1.

Finally, in an interior solution, 0 < h* < 1, and the cutoff K* = 1 — h” satisfies the condition in

(36) as an equality, which yields upon re-arrangement:
(40) (1-0)+ @o—1)-h"=p[d(h")]-F.

The equality condition in (40) guarantees that a fraction of the agents engages in shaming (so that
the marginal agent is indifferent between engaging in shaming and refraining from doing so),

consistent with the presumption that 0 < h* < 1.

To see that an interior equilibrium is well defined, let G(h) = (1 — ¢) + (26 — 1) - h — p[8(h)] -
F, where G (h), defined over the interval [0,1], measures the net benefit from engaging in shaming
by the marginal agent. By virtue of (38) it follows that G(0)<0, whereas, by virtue of (39) it follows
that G(1)>0. Thus, by the continuity of G, applying the Intermediate Value Theorem, it follows
that there exists some 0 < h* < 1 for which G(h*)=0.

One can further show that such an interior h* is unique. To see this, notice first that G''(h) < 0,
that is G is strictly concave (which immediately follows by differentiating G twice). The strict

concavity of G implies that G has at most two roots in the interval [0,1]. Now, suppose by negation

that G has indeed two roots and denote them respectively by 0 < h’ < h"" < 1, so that G(h') =
G(h'") = 0 and G (h) # 0 otherwise. By the strictly concavity of G and as G(0)<0 it follows that
G'(h") > 0and G'(h') < 0. Thus, G'(h) < 0 forall h > h", by the concavity of G, which implies
that G(h) < 0 for all h > h"'. This yields a contradiction to the fact that G(1)>0. We conclude that

G has a single root in the interval [0,1] and hence h* is unique.

29



Finally, notice that the stability of the two corner equilibria and the instability of the ‘interior
equilibrium’ follow from the fact that G(h) < 0 for all h < h* and G(h) > 0 for all h > h*. The
extent of shaming would hence decrease towards /=0 when h < h* and would correspondingly
increase towards #=1 when h > h*, as, by the definition of G, the marginal agent would prefer to

engage in shaming when G (h) > 0 and to refrain from doing so when G (h) < 0.

Several observations are in order. First notice, that the social planner’s problem in the presence of
herding patterns is not confined to the internalization of externalities not accounted for by the
agents but concerns also the selection of the desirable equilibrium configuration (as there are
generically multiple such equilibria). Moreover, notice that in the presence of herding, there is a
substantial amplification of the ‘warm glow’ effect of shaming, which pushes the economy into
extreme configurations (e.g., ‘cancel culture’). The latter amplifies the social cost entailed by
under- or over provision of shaming. Finally, and perhaps most importantly, the existence of
multiple stable equilibria results in an undesirable indeterminacy, which implies that the same type
of act of misconduct may trigger different outcomes in terms of the level of shaming and the extent
of stigma suffered by an individual violating the social norms. For instance, assuming the
inequality condition in (37) holds, two identical communities (in terms of the distribution of
preferences and information) may end up in utterly different (polarized) equilibrium configurations
(no-shaming and maximum-shaming). The notion of determinacy lies at the essence of criminal
law and the need for public provision of enforcement, and the lack of which is often raised by
critiques of shaming as an alternative legitimate enforcement tool. Ensuring that the economy
would consistently coordinate on the same equilibrium is hence essential for the adoption of

shaming.

One simple way to address the ‘network externalities’ associated with herding is to introduce a
Pigouvian tax which offsets these externalities and thereby eliminates the ‘threat’ of
indeterminacy. To illustrate the point, we consider again the setup with two types of signals in
which we embed herding externalities (we maintain the notation from subsection 5.1). Denote by
h, and h, the extent of shaming associated with an ‘uninformed’ agent and an ‘informed’ one,

respectively. We assume that the benefit from posting a “dislike’ is given by:

(41) B:K'(1_0)+0'(61'h1+62'hz),
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where 0 < o < 1 reflects, as before, the relative weight assigned to the herding component (given
now by the average extent of shaming) and K, the intrinsic benefit from exposure, is assumed to
be drawn from a uniform distribution over the support [0,1]. An agent who observes a high

realization of a signal ¢, ~=1,2, engages in shaming if-and-only-if:

(42) K-(1—0)+0-(8 - hy+8,-hy) > p[0(hy, hy)] " F,

N AN 1-q¢)(1-8 ~

S.

We turn next to demonstrate that the social optimum can be implemented by a combination of a
direct tax/subsidy levied on shaming, s(h4, h,), and libel damages, d. Notice, crucially, that the
tax/subsidy is a function of the levels of shaming in the community (and is not flat as in the baseline

model). This latter feature serves to offset the ‘herding externality’.

Let h; and h, denote the socially desirable extent of shaming associated with an ‘uninformed’
agent and an ‘informed’ one, respectively. The social optimum is given by the solution to the

following system of three equations (for three unknowns: s, d and 8):
43) 6=b—[6Q2q -1 h +8 (2, -1) h]"S
44 (1-h) A-0)+0-(61-hy+8,-hy) =

(1-qy)-(1-8)
(1_‘71)'(1_9)'*‘511'

o (1—-q.)/4 :
5 F S(h1:h2)+é‘.q1+(1—§)'(1_CI1)

45) (1-hy) - (A=0)+0-(6-hy+6,-hy) =

(1—-q.)/4 )
'CI2+(1_§)'(1_q2)

(1-g)-(1-8) = - =
G- (-8)rq8 h)¥s

Where S(El, iiz) =S—0" (61 - iil + 62 ' 712).

Following our argument from subsection 5.1, the solution for the system (43)-(45) is feasible only

when d > 0. A sufficient condition for this is:

= ~ 1 (1-q1)-(1-8) (1-q2)-(1-8) )
—_ > . — — — — — .
(46)  hy hl—cl—o) <(1—q1)-(1—9)+q1-9 (1-q2)-(1-8)+q,0 F,
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which holds for F>0 sufficiently small.

To illustrate the implementation of the social optimum, consider again the parametric example

from subsection 5.1, where g, =1—¢€ and ¢, = % + €, with € > 0 and small. The socially

desirable levels of shaming are given by h, =1 and h; = 0, hence, h, — h; = 1. Assuming
further that 0 < F < 1 — g, it is straightforward to verify that the condition in (46) is satisfied (as

a strict inequality). Furthermore, it is easy to verify that s>0, by substituting for o, = 1 into (45).

The possibility to implement the First-Best solution in the presence of asymmetric information
hinges on the fact that the government can rely on a type-independent fiscal instrument to
internalize the herding externality (hence no incentive compatibility issues arise). The reason for
this is the ‘atmospheric’ nature of the herding externality — the herding component in the payoff
function is identical across all agents. If, alternatively, ‘informed’ agents would care more about
shaming patterns amongst their ‘informed’ counterparts and likewise for ‘uninformed’ agents, then
type-dependent differential instruments would be needed. Incentive compatibility issues would

then typically arise and dictate compromising on a Second-Best solution.

6. Conclusion

We have examined a scenario in which each community member faces a dual choice. The first
decision revolves around whether to defy social norms, weighing the personal gains from engaging
in such behavior against the potential costs of being exposed to stigma through the social network's
internal shaming mechanisms. The second choice involves deciding whether to participate in
shaming, considering the personal benefits of revealing social misconduct and the reputational
costs incurred if the disseminated information is proven false. In the absence of government
intervention, we characterize the equilibrium that concurrently determines the level of misconduct

and the extent of shaming.

Within this equilibrium, two conflicting externalities arise: (i) a positive externality resulting from
the decrease in misconduct induced by shaming, and (ii) a negative externality arising from the
stigma costs borne by individuals subjected to shaming. The presence of externalities generally

implies a suboptimal supply of shaming under ‘laissez-faire’. We have proceeded to explore the
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normative implications by defining the socially desirable level of shaming as a function of key
model parameters. These parameters include the quality of information available to the public for
making shaming decisions, the severity of misconduct in terms of its social cost, the relative social
weight assigned to the well-being of shamed violators versus wrongfully shamed (norm-abiding)
individuals, and the extent of herding patterns exhibited by those engaging in shaming. We then
discussed potential forms of intervention by the government to internalize the externalities and
thereby mitigating/eliminating the entailed inefficiency, focusing on the role of libel suits and
direct subsidization/taxation of shaming. We have demonstrated how the First-Best solution can
be implemented even in the presence of asymmetric information and herding externalities. We
have also demonstrated that viewing truth as a complete defense against defamation may be
socially undesirable, challenging, hence, the conventional wisdom and common practice in civil

law.
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