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[Editor’s Note: This is part 3 of a series of articles on
Cognitive Biases and their impact on Litigation and
Negotiation. Laura A. Frase, Of Counsel with Cantey
Hanger L.L.P. in Dallas, has over 30 years’ experience
in Insurance Defense Litigation. She also serves as Nego-
tiation/Settlement Counsel for a number of her clients,
having resolved thousands of matters generating significant
cost savings. Ms. Frase earned her law degree from St.
Mary’s School of Law. In 2013, she earned a Master’s
Degree in Dispute Resolution from Southern Methodist
University, concentrating on Negotiation. Ms. Frase is
also a trained Mediator and an Adjunct Professor at
UNT Dallas College of Law. She is recognized as a Top
Woman Lawyer in Texas and AV Peer Preeminent rated.
Any commentary or opinions do not reflect the opinions of
Cantey Hanger LLP or LexisNexis® Mealey Publica-
tions™. Copyright © 2018 by Laura A. Frase. Responses

are welcome.]

Loss Aversion and its Collaborators
or
“I hate losing. | hate losing more than |
even wanna win.”"

Losing. It is one of the more distasteful consequences
of participating in life, society and the economy. Losing
something can have deep psychological pain, even
when we are not using the service or item we have
lost. Tt is about more than challenging our feelings
of entitlement, self-worth, or self-preservation. Sales
people will tell you that losing can even be motiva-
tional. Yet, ingrained within our very psyche is this
innate, automatic repugnance to losing.> We are thus
laser-focused on averting and avoiding the potential of
suffering losses.

Multiple psychological studies have proven that
when deciding a course of action, we make different
decisions when faced with a chance to achieve a gain
or a chance we will sustain a loss.* Basically, “we react
more strongly to perceived losses then we do to per-
ceived gains of equivalent size.” And most illogically,
we will take more risk to avoid losses then we will to
attain gains.

Historic economic theories hold that rational actors
choose options by assessing the utility and probability
of each outcome.® Decision-makers are assumed to
“have stable, well-defined preferences and make rational
choices consistent with those preferences.”” Probabil-
ities are approached as calculations, with no regard to
the emotional context of the decision. Therefore, in
theory, we should be willing to engage in equal
amounts of risk whether we are choosing to prevent a
loss or working to accomplish a gain.

In 1979, Amos Tversky and Daniel Kahneman turned
these historic economic theories on their heads® by
proposing the ground-breaking Prospect Theory.”
They hypothesized that we base decisions not upon
the probabilities and efficacy of the final outcome,
but on the psychological/economic value of changing
our current position and the potential/prospect of a
loss or a gain occurring because of that change.'® Utility
is not the driving force. Instead, risk tolerance influ-
ences choice.

Led by Loss Aversion, an amalgamation of cognitive
y g g
biases “pile on” to affect risk tolerance choices in
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decision-making. These various biases intermingle, are
viewed as causes and consequences of each other and,
one is sometimes used to define another. These reac-
tions are emotionally grounded and psychologically
complex. In this third part of this Series, I endeavor
to explain a few of the stimuluses, why they interlace
and how they impact our legal practices.

Why is Losing Hard? Loss Aversion and the
Negativity Bias

Seeking out heightened risk to overcome a loss makes
little sense. So why do we react this way? Loss Aversion
is stimulated by the Negativity Bias. Generally, we are
more likely to process and remember negative informa-
tion rather than positive information. Negative happen-
ings are more powerfully retained in our memories.
As one neuropsychologist put it, our brains are “like
Velcro for negative experiences and Teflon for positive
ones.”'? Uncertainty intensifies our focus on potential
negative outcomes. As we are prompted to avoid bad
results, when we attempt change, we concentrate more
on the possible negative consequences rather than the
positive probabilities. The more meaningful the ima-
gined loss, the more risk we are willing to take. We
don’t want to give up even when it may be more emo-
tionally and economically beneficial to do so."?

Psychologists believe that, in the abstract, the emotional
impact of conceptually losing what is ours hurts more
than potentially receiving something in the future.'* In
that light, Daniel Kahneman asked subjects “what is the
smallest gain that I need to balance an equal chance to
lose $1002” He found that most people would answer
about $200, or twice as much to overcome the potential
loss.® Indeed, experiments have shown that the loss-
averse ratio is about 1.5 to 2.5.1¢ [P]eople tend to find
it more difficult to give up money that they are used to
receiving than to choose not to receive money that they
do not already have.”"’

When strong emotions are involved, Loss Aversion
is exacerbated. “Losses compounded by outrage are
much less acceptable than losses that are caused by
misfortune or by legitimate actions of others.”'® In an
amendment to his Prospect Theory, Kahneman also
suggests that regret influences Loss Aversion. We fear
making a bad deal, particularly if we are unsure as to the
value of what we are losing. Our emotional “mental
accounting” keeps score of our wins and losses.'” Fear
and uncertainty pushes us to risk more.

I Like Where | Am: Status Quo Bias

Because negative consequences are palpable with
change, we can sometimes become human sloths.
The status quo dominates decision-making. Consider
the old adage - “When in doubt, do nothing.” We
prefer to keep what we have and where we are rather
than choose an uncertain path and risk losing through
that change. For example, studies show that when
people are required to opt-out of 401K plans®® or
organ donation involvement,”" participation in those
plans increases significantly. Think about the replay
option now favored in baseball and football. The deci-
sion made on the field is only overturned with “clear
and convincing evidence.” Thus, the on-field or default
choice is given greater predilection, even in “close
calls.”** Consider also the purpose of an injunction,
an excellent example of the primacy of the status quo.
An injunction is issued to either preserve the parties’
positions” or “require a party who has recently dis-
turbed the status quo to reverse its actions.”** We reg-
ularly elect incumbents,”’ purchase the same food brand
and stay in our jobs.”® Other examples of “default” pre-
ferences are mortgage escrow accounts, electronic bill-
ing, and targeted digital adverting by businesses we have
purchased from previously. In these instances, we gen-
erally have to opt-out to pay our property taxes sepa-
rately from the mortgage, to get paper bills, or to keep
unwanted coupons from filling up our email in-box.
Default is powerful.

The Status Quo Bias explains that we often prefer our
current state of affairs over risking improving our posi-
tion.”” Recall that, evolutionarily, survival demanded
we pay attention to potential bad outcomes.*® Studies
show in this Bias, we substantially prefer stasis and resist
change.”” The default position serves as our reference
point (or Anchor) and we compare staying where we are
to the uncertain consequences of changing. The default
choice “sets the choice for a person who does not
choose.””® We prefer to maintain the status quo some-
times because of “convenience, habit or inertia, policy
or custom, or fear”" but nevertheless, the status quo is
viewed as less risky than change. Sometimes the Status
Quo Bias is so prominent that we do not even recognize
that there is a choice to be made.””

The Bias is magnified in difficult decisions or when
multiple or conflicting choices are presented, particu-
larly if the person deciding holds weak preferences.”
Choosing the status quo option also gives us the
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illusion that we are more in control of our circum-
stances.>* The disadvantages of changing our state of
affairs looms larger than the advantages gained by
changing.>

The Bias regularly plays out in negotiations, particularly
if the negotiations surround changing relationships or
statuses (think labor union contracts, arms treaties and
trade deals).?® The “existing terms define reference
points [Anchors] and a proposed change . . . is inevita-
bly viewed as a concession.™” Since concessions may be
viewed as losing, negotiations may intensify. Partici-
pants may express preferences for risk-seeking options
(such as a strike or trade war) and the value of making
those concessions increases.

Loss Aversion discourages changing. The status quo is
known and comfortable. The Status Quo Bias coerces
us to “choose” to stay put. Yet, doing nothing even-
tually becomes the least optimal choice. Think about a
company that is stagnating. Do the officers take affir-
mative (and potentially risky) steps to overcome the
stagnation or do they do nothing? Inertia is formidable.
Overcoming the Status Quo Bias is challenging because
change is perceived as exceedingly risky. Change mean
potentially losing.

Mine is Worth More Because it is Mine: Endow-
ment Effect

As a repercussion of Loss Aversion and the Status Quo
Bias, in the Endowment Effect’® we believe the prop-
erty we own is more valuable than others do.”” We may
also demand much more to sell something we own
than we would pay to buy that same item from others.
For example, a study found that hunters demanded
an average of $1,044 to give up the option of hunting
on a specific wetland development but would only
pay an average of $247 to continue hunting on the
same land.*°

Ideally, the value of an item should not change whether
we own it or not. But because of our unwillingness to
sustain losses (and our love of inertia), our behavior
suggests otherwise. Sometimes called the “Offer-Asking
Gap,”*" mere ownership causes divergent valuations
and expands the negotiation zone. We often become
emotionally attached to what is ours so we assign a
higher value.*® This Effect impacts decision-making
even if the ownership of the item is hypothetical.*® If
the property is acquired because of the demonstration
of askill or talent (i.e., awarded vs. received by chance),

the Effect becomes even stronger.** Ownership is
simply viewed as less risky than giving up our stuff.*’
The Effect, at its essence, is tied psychologically to our
“normatively defensible entanglement of personal
property with selfhood”*® or, as described by Oliver
Wendell Holmes Jr., reminiscent of “the deepest

.. 4
instincts of man.”*’

In a famous example of the Endowment Effect, Daniel
Kahneman and his colleagues divided subjects into
two groups. Each member of one group was given a
coffee mug, and each member of the other group was
given $6. The first group was asked the amount of
money each would accept to sell a mug and the other
group was to state the amount each would pay to buy a
mug. After averaging the numbers, the sellers valued
the mugs at around twice the amount that buyers were
willing to pay.48 The results were the same, even when
the experiment was repeated to allow the subjects to
learn from the experiment.*” This result harkens back
to Kahneman’s other findings that the typical loss-
averse ratio is 1.5 to 2.5.

I replicated this experiment at UNT Dallas College of
Law. I passed out pens with my firm’s name (something
I hoped law students believed had a modicum of value)
to half of my class. The other half of the students
were given the opportunity to handle the pens and
assess the quality. The first group was then asked to
write down the amount for which each would sell a
pen while the second group was asked to write down
the amount each would pay for a pen. The results
showed the average seller price was 1.4 times higher
than the average buyer price,50 despite the fact that
the students were studying the very bias that drove
their choices.

If the entitlement or property owned has few substi-
tutes on the market®" or is of such consequence that
there is resistance in the market in establishing a dollar
value,”” the Endowment Effect may play a role in
assigning a price. In an interesting study, violinists
attending an international competition were asked in
a double-blind study to determine which of a variety
of violins provided the best sound. Multiple violins
were tested, including three new violins and two rare
Stradivarius violins.”® Musicians were blind-folded,
asked to play the instruments, and then asked to
pick the violin they preferred. A surprising number
of the musicians chose the newer violins over the old
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masters.”* After an outcry from professional musi-
cians, the experiment was repeated with more talented
players and in a better venue. The results were the
same.”” In an effort to justify the disquieting results,
one commentator suggested that “the joy of owning
and playing a Stradivarius comes not from any objective
advantage in its sound, but simply from the knowledge
that it is a Stradivarius. . . . [It] carries status in its name,
gravitas in its price tag and the weight of centuries in its
wood.”*® Owners endowed these rare, coveted instru-
ments with value which others believe they may not

rightfully possess.””

Our legal system is infused with the Endowment
Effect. For example, the concept of adverse possession
satisfies those who believe they acquired property rights
over time.”® We separate past damages (like lost wages)
from future loss of earning capacity to adjust for the
power of the Effect. Other types of out-of-pocket
damages are treated differently from opportunity
costs.”” “Good will” that is often built into a business
transaction sales price may be regarded as an effort to
assuage the Effect, or to quantify the intangible value
“of a well-known and well conducted business.”*’
Finally, we employ evaluation experts and appraisers
to help determine “fair market value” in an effort to
overcome the sway of the Endowment Effect.

Whether a cause of or a consequence of Loss Aversion,
the Endowment Effect significantly impacts the choices
we make. Ownership, whether real or perceived, boosts
value. During negotiations, if the Offer-Asking Gap
seems large or unsubstantiated by independent evalua-
tions, the Endowment Effect may be in play. And, if we
are not careful, it may play out in our own presump-
tions of worth.

Losing More to Recuperate Losses: Sunk Cost
Fallacy

Most understand that future investments must be jus-
tified on the probability of future returns and not as a
means of recuperating past expenditures.®’ But the
Sunk Cost Fallacy clouds our reasoning. This Fallacy
causes us to incorporate the project’s spent resources
into future goals of recovery. The continued involve-
ment in the Vietham War is a classic example of Sunk
Cost Fallacy.®* And think of the stock market: is it
reasonable to panic when a stock you own, which has
now doubled in value since you bought it, was worth
even more two days ago? Think of the gambler who

risks more because she wants to “win back” money,
even though she is still ahead of her initial bet. Past
outlays (or the split milk we should not cry over) are
erroneously calculated as part of expected future
returns.

Richard Thaler conducted a simple experiment demon-
strating the Sunk Cost Bias. He advertised a $3 all-you-
can-eat-lunch at a local pizza shop. Once the shop
was full, he randomly refunded the $3 to half of the
customers. Rational economic theory suggests that the
refund of a sunk cost would not affect pizza consump-
tion. Yet the diners who received the refund ate less,
even though they were previously committed to invest
the full amount in all-you-can-eat.®’

We continue to invest in losing propositions for a vari-
ety of reasons. Perhaps we are trying to delay cognitive
realization of the loss. Perhaps we want to prove that we
are consistent and that our original plan was appropri-
ate.®* Perhaps we want to avoid appearing stupid, fool-
ish® or wasting resources.®® Perhaps we are willing to
pay for vindication rather than compromise.®” Eco-
nomically, none of these reasons justify throwing
good money after bad or doubling-down our commit-
ment to an inferior plan.

Like the others mentioned, the Sunk Cost Fallacy also
impacts litigation and negotiation. In all-day media-
tions, for example, parties may feel that their invest-
ment of time, emotional energy, or other resources
necessitates a deal, even a poor one. Parties may engage
in expensive and unnecessary discovery to counter
uncontested bad facts, just to “be sure” or “in case some-
thing changes.”

We have seen too often how attorney fees outpace
the value of a case. In one study, a hypothetical breach
of contract case was presented to a group of attorneys.
Given identical facts, each group evaluated an attractive
$480,000 settlement offer. They were told the maxi-
mum recovery was $1,000,000 and the contract did
not permit recovery of attorneys’ fees. They had to
assume that it would take $70,000 in fees through
trial. One group was told that they already spent
$90,000 in fees while the other group was told they
already spent $420,000. Of those who learned they
had already spent $90,000, 76% suggested settlement.
Of those told of the greater amount of fees spent, only
45% recommended settlement.®® Over-commitment
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misaligned the attorneys’ original objectives and created
a new incentive to recapture already spent fees.*” High
past investment of fees provoked the attorneys to select
the more risky and uncertain gamble, that of trial.

Words Matter: Loss Aversion and Framing Effect
So what triggers our risk tolerance preferences and
Loss Aversion? Traditional/rationalist economic theory
suggests that an individual’s choice should be made
independently from the wording used to describe
options. It should not matter how the alternatives are
phrased. For example, is something 90% fat free or does
it contain 10% fat?’’ It is the same reality, described
differently.”" Yet we know the former phrase has greater
impact on sales. One study suggests that a golfer putts
better when she is trying to avoid a bogey rather than
going for a birdie.”* Why?

Numerous experiments prove that how we phrase or
“frame” options drives a'e(:i.s‘ion-making.73 In Loss
Aversion, if an option is framed as a gain, we take less
risk. If an option is phrased as a loss, we take more risk.”

“When decision options are perceived as
‘gains’ relative to the reference point,
individuals are risk-averse; that is, they
prefer more certain options to gambles
with the same expected value. But
when decision options are perceived as
‘losses’ relative to the reference point,
the same individual will be risk-seeking;
that is, they will prefer to gamble to the
certain option when both have the same
expected value.””

Additionally, studies show when the status quo is expli-
citly included as an option, such framing greatly
increases its selection over other options.”® We are dri-
ven toward choices by the way the alternatives are
framed.”” This Framing Effect has been demonstrated
in everything from gambling, purchasing decisions,
medical/life-threatening choices, and what one declares
on one’s taxes.” For example, people are more likely to
have surgery if they know that 90 of 100 people sur-
vived rather than 10 out of 100 died.”” We are driven
toward choices by the words used to describe the

alternatives.®°

How risk is framed impacts the preferences of parties in
litigation.®" Plaintiffs generally choose between a sure

option (settlement) and an uncertain but potentially
lucrative gain (verdict). Because Plaintiffs are choosing
between two perceived gains, studies demonstrate that
they make more risk-averse choices. Defendants, on the
other hand, choose between a sure loss (settlement) and
a potentially more substantial loss (verdict). Conse-
quently, as Defendants are essentially choosing between
two losses, they prefer more risk-seeking options, like
trial. ¥ A “defendant protecting his assets preferred
riskier options than ... the plaintiff trying to add to
her own wealth.”®? Even if the payoff is the same under
both options, offers made using loss language are more
often rejected than identical offers phrased as a gain.®*
Finally, expectations matter. If the Plaintiff believes a
settlement is a loss, risk-seeking options are more often

chosen.®’

Loss and gain “frames” are not the only way language
influences decisions. How we frame the problem we are
attempting to solve also greatly impacts the decisions
made. In one famous example, personnel with Morton
Thiokol, the manufacturers of the booster rockets for
the space shuttle Challenger, recommended launching
when the supervisors asked them to decide “like man-
agers” rather than framing the decision as a safety
issue.®® When daycare centers started charging parents
for being late picking up their children, tardiness
went up. The frame was changed from an ethically-
tinged choice (not wanting to burden staff) to an eco-
nomic decision (I can pay to be late).*” When a life
insurance company improperly induced customers to
cash-in their equity on existing policies to fund purchas-
ing larger policies, the company told its employees that
they were helping underinsured customers. The framing
reassured their employees and justified potentially
unethical behavior.®® And of course, there are those
attorneys who rationalize violating ethical rules by fram-
ing the choices as “zealous advocacy.”®® Phrasing matters.

Similarly, we may accidentally infuse Loss Aversion
into our litigation plans if we phrase our problem
using loss-language. For example, “how do I keep my
client from going out of business” may increase the
likelihood that risk-seeking options are emphasized.
“Setting out to solve the wrong problem because you
have created a [negative] mental framework for your
decisions [can] cause you to overlook the best options.”90
In “goal framing,” emphasizing the negative conse-
quences of a plan of action (i.e., preventing business
dissolution) can accentuate the attractiveness of the
risk-seeking options.”!
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For lawyers and other professionals, Loss Aversion and
Framing also have ethical implications. Studies have
shown that people choose differently when a question
is posed through an ethical rather than a business lens.
When asked whether it was ethical to sell a drug that
caused just under a dozen unnecessary deaths (and
when there was a safer alternative), 97% of the study
subjects said it was unethical to continue selling the
drug. When subjects were asked the same question
while in the role of the company’s directors, overwhel-
mingly the participants made the business decision to
leave the drug on the market.”” Other studies have
shown that “people trying to avoid a loss are more likely
to draw upon lower-road ethical choices than are people
trying to attain a gain.””> And finally, how we phrase
options to our clients can help them overcome or
exacerbate their own cognitive biases. Using positively
phrased language may help them chose the option that
maximizes their recovery.94

Choice-framing is a complex mode of communication.
It can focus attention on different aspects of the mes-
sage (a glass is half empty vs. half full) and on the
motivations of the speaker (a choice means security or
potential).”® Choices can convey negative potential
outcomes (if you refuse, I will bury you in paper),
disclose choice-relevant information, or hint at the
perspective of the speaker. Imagine, for example,
these phrases describing a plane crash: “a few people
were saved, which is a good thing,” which implies
that not all died and compare it to “a few people
died, which is a good thing,” now implying some
were saved.”® The frames tell us from which perspective
the speaker approaches the problem.”” In Framing,
whether positive, negative or neutral, one reality is pre-
sented as most palatable. And if that reality is expressed
in negative terms or consequences, the decision-maker
may be tempted to select the higher risk option, to her
detriment.

Battling Status Quo/Loss Aversion/Endow-
ment Effect

We subconsciously resist giving up our position and
our stuff. We will risk more to keep from doing so.
We risk less to achieve betterment. So how can we
combat these tendencies?

 Reframe the choices using “gain language” rather
« »98 .

than “loss language.””® Discuss how, for example,

a settlement for a client is a benefit rather than

focusing on money outlaid. Point out the losses
the company will incur from continued litiga-
tion.”” How we phrase the deal may also deter-
mine whether our opponent will accept our
proposal.'®® “When positive frames exist, risk-
aversion dominates.”"" Given our predisposition
to recall the negative, phrasing options in terms in
promoting good results may also make our litiga-
tion plans more effective.'**

Confirm that non-recoverable sunk costs are not
creeping into your valuations and goals. Ask your-
self, is it worthwhile at this point to spend money
in the future to achieve a desired gain? Ignore past
expenditures. Let bygones be bygones.

Minimize the number of choices presented so the
person making the decision is less likely to choose
the status quo. For example, if you recommend
hiring a new expert in mass tort litigation, give the
client no more than the three best options rather
than offering up multiple choices that may
increase the risk that the client chooses to stick
with the current expert. If the choices conflict
with each other, a client is also apt to select the
status quo. Phrase your alternatives to minimize
conflicts.

Delaying the decision is also an effective way to
diminish the Status Quo Bias. If we are prompted
to make a quick decision, human nature nudges
us toward the default option. Procrastinate a bit.
Delaying also lets us consider the options when
we are well rested and in a positive mood. Finally a
delay allows us to collect any additional, necessary
information. Be careful not to trigger the Sunk

Cost Bias. Set a deadline so the decision is not put
off indefinitely.'®

To further counter Loss Aversion, Richard Thaler
and Cass Sunstein, suggest “nudging” a decision-
maker to better choices by changing the default
choice to one that maximizes benefits.'** For
example, instead of telling a patient with knee
pain that she must choose between intensive
and painful physical therapy or have risky surgery,
set physical therapy as the default option and then
discuss alternative therapies beyond the default.
Frame participation in mediation as the default
portion of the litigation plan (“when we go to
mediation”), remembering to frame settlement
as a gain. Be thoughtful and transparent about
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framing the new default choice so that the deci-
sion-maker does not feel manipulated and ulti-
mately benefits.

Conclusion

As attorneys, we are naturally reluctant to concede or
be perceived as “giving up” — to concede is to lose. It
seems logical that aggressive litigation or negotiation
tactics (such as reminding our opponent of the conse-
quences of their refusing) will push the other side
toward agreement or recalcitrance. Yet study after
study has shown that the possibility of looming losses
is perceived as much more painful than gains.'® Thus,
aggressive postures may increase the other side’s desire
to choose more risky alternatives (such as finding
another vendor or pushing toward trial) rather than
generating submission.

Reframing is key. Positive framing is more than just
sweetening the deal or adding provisions that enhance
the agreement (although those can be helpful). It is
about presenting the proposal in a light that demon-
strates to the other side all she will certainly gain with
agreement. Know the risk tolerance level of your oppo-
nent and client. Emphasize certainty and the advan-
tages. “People tend to simplify their thinking about
probability into categories of sure thing (certain), pos-
sible or impossible.”'*® Gain language may turn “pos-
sible” into “yes.”
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