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Abstract

| explore a basic e ement of human nature in a broader context not limited to accounting.
We care about what others do as well as (often more than) what we want to do. With this
human disposition and systematic bias in interpreting others' behavior, an unpopular but
“gpontaneous’ order emerges and persists. Some implications for accounting standard
setting are examined.

! This paper except Section 8 is based on Bicchieri and Fukui (1999).



They ask themselves, what is suitable to my position? what is usually done
by persons of my station and pecuniary circumstances? or (worse still) what
is usually done by persons of a station and circumstances superior to mine? |
do not mean that they choose what is customary, in preference to what suits
their own inclination. It does not occur to them to have any inclination, ex-
cept for what is customary.lz|

John Stuart Mill

1. Introduction

Norms of discrimination against women and blacks, norms of revenge still aive
in some Mediterranean countries, and norms that everybody dislikes and triesto circum-
vent, such as the invisible norms of reciprocity that hold among the Iks studied by Turn-
bull (1972), are all examples of unpopular and inefficient norms that often persist in spite
of their being disliked as well as being obvioudly inefficient from a social or economic
viewpoint. The world of businessis not immune to this problem. In all those countriesin
which corruption is endemic, bribing public officias to get lucrative contracts is the norm,
but it is often true that such norm is disliked by many, and that it may lead to highly
inefficient social outcomes (Bicchieri and Rovelli 1995).

From afunctionalist viewpoint such norms are anomalous, since they do not seem
to fulfill any beneficial role for society at large or even for the social groupsinvolved in
sustaining the norm. In many cases it would be possible to gain in efficiency by eliminat-
ing, say, norms of racial discrimination, in that it would be possible to increase the well-
being of aracial minority without harming the rest of society. To socia scientists who
eguate persistence with efficiency, the permanence of inefficient norms thus presents an
anomaly. They rest their case on two claims: when a norm isinefficient, sooner or later
this fact will become evident. And evidence of inefficiency will induce quick changesin
the individual choices that sustain the norm. That is, no opportunity for socia improve-
ment remains unexploited for long. Unfortunately, all too often thisis not the case, and

thisis not because people mistakenly believe inefficient norms to be good or efficient.

2 Mill (1989, p. 61).



Should we conclude that individuals often choose irrationally? Is the businessman
who freely decides to bribe a public officer though he condemns the practice plainly irra-
tional? For example, evidence gathered through several prosecutions associated to the
Italian “Bribesville” scandal shows that often the parties involved in corrupt deals were
not endorsing the norms they nevertheless obeyed. It thus seems that a moralization cam-
paign would not be the right weapon in the battle against corruption. Most people’s be-
liefs and attitudes need not be changed: an “ethical therapy” would just be a waste of time.
On the other hand, we believe that individuals are rationa at least in the minimal sense of
taking those actions that they believe best fulfill their goals. If someone conformsto a
norm that she diglikes, there must be some good reason. If we find out what the reason is,
and show that it is shared by most participantsin that kind of social situation, we have a
chance of enacting more effective public policies.

That rational choice may ensue in suboptimal and even disastrous social outcomes
isawell-known tenet of the collective action literature, exemplified by the somewhat
simplistic story of the Prisoner’s Dilemma. What istold hereis adifferent story of mis-
match between individual choices and social outcomes. There are psychological factors
and systematic cognitive biases that are crucial in shaping decision making: we often hold
irrational beliefs and aspirations, or simply have wrong beliefs about our social environ-
ment. A robust descriptive theory of choice cannot ignore the extensive empirical
evidence gathered by social psychologists about how individuals interpret and model their
socia reality. Because of systematic biases in interpreting other people’ s behavior, indi-
viduals may wrongly believe that a certain norm they personally condemn is widely sup-
ported in the population or group to which they belong. If they act on their wrong beliefs,
and conform to what they take to be the majority’ s position, their public behavior will
provide further evidence for the validity of their beliefs. Illusory private deviance will be
experienced as real as people perceive the norm to have universal support. Misperception
of social reality can have dire consequences in terms of persistence of inefficient and un-
popular norms.

Norms whose existence depends on a collective illusion can be fragile. Whenever
the vell of collective misperception is lifted, such norms may suddenly collapse. In Sec-

tion 7 of the paper it is shown with asimple model how a norm that most people dislike



can be established, and under which conditionsit will break down. The agents model ed
here are subject to afamiliar psychological bias: in certain situations, they have the ten-
dency to assess other peopl€’' s reasons for action as different from their own, thus they are
likely to draw wrong conclusions from observing others' behavior. Y et our agents are ra-
tional, in that they maximize expected utility and update their information using Bayes
rule. Agents may rationally choose to follow the behavior of other agents and ignore their
private information (or preferences) because they (wrongly) infer that others' choices are
based on information (or preferences) that dominates their own. In this case, it is shown
that there may be quick convergence to an unpopular norm on the basis of very littlein-
formation. The bright side is that diffusion of even very little new information can upset
the established norm.

The scope of this kind of model is very general EIT he message which should be
conveyed in this chapter isthat it is possible and useful to model the dynamics of ineffi-
cient or unpopular norms as the product of rational choices made by individuals who mis-
perceive their socia environment. The policy conclusion one draws from the model here
isthat it might take surprisingly modest public interventions such as the release of public
information to effect major changesin collective behavior. Moreover, we can clearly see
what we do is not independent of what we observe.

Because accounting standards are one of the most important norms for the proper
functioning of society, the model presented here is expected to be relevant for the debate
on the nature of accounting standard setting, for which | will explore some implications at
the end of the paper.

2. A few examplesand afairy tale

Let us consider afew examples of fairly common behavior that have been exten-
sively studied by socia psychologists. What they have in common is that the subjectsin-
volved manifest amarked tendency to draw wrong inferences from observing the
behavior of othersthat in a shared social situation act exactly like them.

Most of us have been part of (or at least have witnessed) the following classroom

dynamics. The teacher pauses during a difficult lecture to ask students if they have any



guestions. Silence follows. The baffled but outwardly imperturbable students try to figure
out their classmates' reactions. Despite widespread confusion, no hands are raised. This
feature of the dynamic is not startling, since students obviously fear asking stupid ques-
tions and embarrassing themselvesin front of the classroom. What is surprising is that
students infer from the silence of other students that these individuals grasp the material
and that they alone are ignorant and confused (Miller and McFarland 1987). Accidents or
other emergency situations are less common, but they offer asimilarly puzzling picture.
Bystanders to emergencies are initially afraid of embarrassing themselves by overreacting.
They thus remain cool and poised while they try to figure out if there is cause for concern.
Their own composure and inaction they interpret correctly. But they infer from the similar
behavior of othersthat these individuals are genuinely unconcerned and that probably
there is nothing to worry about. This reluctance to respond to an emergency when other
people are present has been experimentally replicated. Latane and Darley (1968, 1970)
performed a series of experiments in which they tested the hypothesis that, as the number
of bystanders increases, the probability that anyone will help decreases.EThey concluded
that the presence of bystanders inhibits action, and that in such situations a diffusion of
responsibility effect is at work.

In al circumstances in which social information is available, inhibition seems to
be due to an evaluation of the emergency inferred from others behavior: observing the
inaction of bystanders helps support the conclusion that the victim is not seriously hurt.
This must have been the conclusion reached by the neighbors of Kitty Genovese the night
she was murdered. Her screams and pleads for help notwithstanding, each of the 38 wit-
nesses who observed the attack must have inferred from the apparent inaction of others
that there was nothing to worry about. Instead of a case of generalized indifference, it was
probably an example of acommon bias in drawing inferences form other people’ s behav-

ior.

% For an analysis of some possible dynamics of corruption norms, see Bicchieri and Rovelli (1995), and
Bicchieri and Duffy (1997).

* In some experiments, however, bystanders did not communicate or observe each other, and the victim was
heard but not seen. In other experiments, bystanders were face to face, but again the emergency was only
heard and not directly observed. Their results have been replicated in other experiments in which the emer-
gency was not directly observed (Schwartz and Clausen 1970). When the victims, as well as other bystand-
ers, are observed, results are mixed. Piliavin and Rodin’s (1969) subway field study suggests that diffusion
of responsibility increases as the cost of helping increases and the cost of not helping decreases.



Classroom and emergency situations have something in common: they are am-
biguous, in that people usually lack the information and objective criteriato make a
judgment. How difficult is the question? How sick is the man lying on the road? The re-
actions of others provide us with some cognitive clarity, with some information about our
environment. What is odd is that most people never seem to suspect that the motive be-
hind others' composure is akin to their own, thusin fact their behavior conveys no infor-
mation. Other people’ s nonchalance is not interpreted as a posture: it is rather seen asa
genuine outward sign of a superior grasp of the situation. Isit the need to orient ourselves
in acomplex and largely unknown reality that leads us to impute different motives to oth-
ers? Or isit because we are among strangers, and thus feel that it would be gratuitous to
credit them with our own motives? If so, we would expect this bias to disappear in al
those contexts in which there is no cognitive ambiguity and, moreover, individuals inter-
act with each other long enough to dispel the illusion that their motives and those of oth-
ers are different.

Juvenile gangs, schools, prisons and churches are social environments in which
individuals have numerous and protracted interactions with each other. Group members
typically share in-group’ s values that range from the toughness and display of violent be-
havior common to juvenile gangs to the banning of alcohol, card games and extramarital
sex preached by many religious groups. Y et numerous studies show that group members
tend to assume that their peers endorse their subculture’ s values more strongly than they
do themselves. Matza (1964) discovered that gang members express considerable dis-
comfort with their antisocial behavior when privately interviewed. But since they did not
express their criticism publicly, to their peers they appeared fully committed and comfort-
able with the group violent behavior. Wheeler (1961) and Kauffman (1981) found that
prison guards had significantly more liberal private attitudes than those they attributed to
their fellow guards. For example, Kauffman found that 78 percent of the guards approved
of an officer defending an accused inmate in a disciplinary board hearing, but only 44
percent of those guards assumed that their view would be shared by other guards. Most of
the school teachers interviewed by Packard and Willower (1972) believed that the major-
ity of their colleagues supported norms enjoining strictness toward students, but actually

only asmall minority did support such norms. Even children are not immune from mis-



perceiving other children’s attitudes. Prentice and Miller (1996) report the results of sev-
eral studies of gender stereotyping among third and fourth graders; there is ample evi-
dence that children estimate other children’ s beliefs to be more sex-typed than their own.

All of the above examples have a common feature: individuals systematically un-
derestimate the similarity of their attitudes to those of their peers. Thisfact, per se, does
not amount to misperception. If the individuals in question had no way to observe others
behavior and to constantly compare their own actions to those of others, we might just
conclude that they have atendency to think of themselves as more liberal, sympathetic,
humane or whatever than their fellows. In all these studies, however, individuals had
plenty of occasions to observe each other in action. The problem is that they typically
acted in ways that did not correspond to their private preferences or beliefs, taking public
positions that were in line with what they believed to be the majority stance, the norms or
values shared by their group. If individuals consciously dissemble, why don’t they recog-
nize asimilar gap between on-stage and off-stage behavior in their peers? Why take oth-
ers behavior at face value?

What is common to students, bystanders to an emergency, prison guards and gang
membersisthat, like most individuals, they are sensitive to the opinions and judgment of
those around them and fear expressing views that would put them at a disadvantage, ei-
ther because they show their ignorance or because they diverge from the perceived public
opinion. Furthermore, individual s estimate public opinion on the basis of observable indi-
cators, which in the preceding examples consist of the public behavior of group members.
Observability may not be that direct: sometimes media reports will do, and sometimes a
few active and vocal individuals suffice to create the illusion that they represent the ma-
jority opinion.

In his account of the decline of the French church in the mid-eighteenth century,
de Tocqgueville gave a striking example of how people can both publicly misrepresent
their private beliefs and assume that the public behavior of others correspondsto their
private beliefs. In L’ Ancien Regime, he maintained that “ Those who retained their beliefs
in the doctrines of the Church because of being alonein their allegiance and, dreading
isolation more than error, professed to share the sentiments of the mgjority. So what was

in reality the opinion of only a part... of the nation came to be regarded as the will of all



and for this reason seemed irresistible, even to those who had given it this fal se appear-
ance.” (de Tocqueville 1955, p.155)

Alexis de Tocqueville and Hans Christian Andersen are an improbable pair. What
unites the historian and the novelist is a keen understanding of human psychology and of
its social consequences. The covert French Catholics remind of the courtiersin the em-
peror’s new clothes (Andersen 1994). Here two impostors manage to convince a rather
dull emperor that they have made splendid clothes for him, so beautiful and refined that
only smart and discriminating men can see and appreciate them. The unfolding of the tale
iswell known: until a child shouts “ The emperor is naked!” nobody has the courage to
admit that he sees no clothes, and everybody takes others' admiring murmurs as genuine
expressions of superior judgment and refinement. In both Andersen’stale and de Toc-
gueville' s account there appears to be a perverse sequence that begins with avocal minor-
ity creating the illusion that they are a majority. The members of the silent maority,
thinking they are aminority (or even unique), assume that their dissembling peers are act-
ing out of authentic convictions. Theillusion of persona deviance persists because eve-
ryone misrepresents the conforming behavior of a majority that fears ostracism and

ridicule.

3. Pluralisticignorance

The individualsin the previous examples are experiencing what social psycholo-
gists call pluralistic ignorance, a psychological state characterized by the belief that one’'s
private thoughts, attitudes and feelings are different from those of others, even though
one' s public behavior isidentical (Allport 1924, Miller and McFarland 1991). Perhaps the
term “ignorance” is not the most appropriate, as the individuals concerned seem to make
systematic mistakes in judging the motives, and hence the attitudes and beliefs, of other
people. Their judgments are guided by what they observe and, indeed, observahility is
always afeature of the contexts in which pluralistic ignorance arises. The problem with
such judgments is that individuals wrongly infer that, unlike themselves, others must be
thinking and feeling the way they are acting. The question naturally arises whether there

isanything specia or peculiar about the circumstances in which pluralistic ignorance oc-



curs. Are there some contextsin which it is easier for people to interpret the similar be-
havior of self and others differently?

One feature common to all victims of pluralistic ignorance is that they engagein
social comparison. Thisfact, per se, is not remarkable, given the circumstances in which
they find themselves. One of the functions of social comparison isto provide uswith in-
formation about a new situation, especially when we lack sufficient information or objec-
tive criteriato make a judgment, or the environment we face is ambiguous, and open to
several possible interpretations. Thus a bystander to an accident will look at fellow by-
standers to gauge information about the seriousness of the casualty, and a student will try
to guess from the classmates expressionsif the question is a difficult one. Social com-
parison aso helpsin self-evaluation, as when we try to assess our abilities, or the good-
ness of our opinions. Finally, and most important for our topic, social comparison helps
to establish one' s standing as a member of avaued group. In astudy of alcohol use
among Princeton students, Prentice and Miller (1996, p.9) noted that excess drinking is
“central to the socia identity of many college students and is an important part of social
lifein most campuses.” Looking at the drinking habits of their peers, students quickly in-
fer that heavy drinking is a campus norm, and try to adapt to what they perceive as a so-
cial trait essential to being identified as “one of them.”

Another feature common to all contextsin which pluralistic ignorance occursis
the lack of transparent communication (or of any communication at all) among individu-
as. This happens when people take a public stance that does not correspond to their pri-
vate attitudes or beliefs. Bystanders to an emergency may feign lack of concern, and
prison guards may behave less sympathetically to inmates than they would if they were to
follow their inclinations. Because there is a gap between public behavior and private atti-
tudes or beliefs, and no way to assess other peopl€e’ s attitudes other than observing their
overt behavior, the public expressions of others are erroneously perceived to be genuine
representations of their private thoughts. A good example of how damaging lack of com-
munication can beis Schanck’s (1932) study of the social dynamics of members of the
Baptist and Methodist churches in the fictitiously named community of Elm Hollow. He
found out that church members supported religious values more strongly in public than in

private, but that the gap between the practiced and the preached was believed to be much



smaller in the case of fellow church members than it wasin their own case. The fact that
those individuals could not have a frank discussion about proscribed activities such as
card gaming was helpful in creating the illusion of uniform compliance with church
teachings. On the other hand, precisely because of the perceived conformity of church
members, initiating such a discussion was feared to put one at risk of being ostracized by
the community. Lack of truthful communication became self-perpetuating.

Finally, pluralistic ignorance depends upon misinterpreting the similar behavior of
similar others. In de Tocqueville's example, the covert catholic was not comparing his
position with that of the vociferous and very visible anti-religious minority. He was mak-
ing comparisons with the likes of him, people who used to practice Catholicism and could
not be suspected of revolutionary sympathies. It istheir conforming to the opinions of
what isto al effectsaminority that isinterpreted at face value. In thisway, de Toc-
gueville argued, the sentiments of asmall part of the nation were mistaken as the public
opinion, which became irresistible even in the eyes of those who thought and felt other-

wise.

4. Why do people misrepresent themselves?

Though for our purpose it is not important to dwell on the causes of pluralistic
ignorance, we shall briefly examine some possible explanations of why we so often fall
prey to what might be aptly called an “illusion of transparency”, the systematic
misrepresentation of other people’s attitudes and beliefs. If the student is motivated to
keep silent for fear of embarrassing himself, and the gang member conforms out of a
desireto fit in the group, why do they have such difficulty in recognizing the same
motives in other people? The motives that drive students and gang members alike are
social in nature: fear of embarrassment and the desire to identify with a valued group
could not exist in the absence of areference group whose judgment one cares about. It
would thus seem that people perceive social motives as more potent causes of their own
than of others' behavior. It is not an inability to attribute motives or reasons for action to
others that drives pluralistic ignorance: rather, it is a self/other difference in the perceived
power dt basiBeemotiwgegested that one possible reason for this attribution bias is that mo-
tives such as fear of embarrassment, or the desire to belong and fit in, are mainly defined



by internal and unobservable cues (Miller and McFarland 1987). Whereas emotions such
aslove, hatred, pride or contempt are easily observable, there are others that are almost by
definition much more concealed. An individual can thus easily cometo believe that she
experiences such emotions more strongly than others do. This view is supported by ex-
perimental evidence that individuals tend to rate themselves as more extreme than the av-
erage person on traits pertaining to social inhibition and other states mainly defined by
internal cues (McFarland and Miller 1990). It would therefore be the very unobservability
of others' motives that would lead to the self/other discrepancy.

Another possible reason for the disparity is that we are subject to a cultura pro-
pensity to underestimate the power of social motives to influence behavior (Miller and
Prentice 1994). We usually ground our assessment of our own motives on past experi-
ences which usually provides evidence that we act to maintain our social standing, or that
we want to avoid embarrassment, ostracism, reproach and so on. However, we base infer-
ences about others' motives on shared cultural representations of the relative power of
different motives. Such representations induce us to overestimate the extent to which oth-
ers are acting on “private” motives, and to minimize the extent to which people are acting
to maintain relations with their peers, to establish and retain a social identity, or to avoid
feelings of shame.

There is some merit to thisinterpretation, in that it fits with other studies that re-
port the importance of cultural biases in assessing even our own reasons for action. In a
comprehensive study of atruistic behavior in the United States (Wuthnow 1991), which
ismainly expressed through voluntary caring activities such as taking meals to the elderly,
visiting the sick, donating time to nursing homes and hospitals, and staffing hot lines and
crisisintervention centers, it turns out that the majority of volunteers rationalize their
compassionate behavior as self-interested. Surprisingly enough, this result is consistent
with the observation of de Tocqueville (1966, p.498) more than a century ago. Altruism
and compassion have to be redefined within the framework of a culture that casts atre-
mendous weight on self-interest in explaining behavior. Thus a volunteer in arescue
squad felt compelled to justify his seemingly self-sacrificia activities by reference to
“perks’ such as“being ableto drive asfast as | want on the highways’ and “being ableto

10



park wherever | want to”, hardly sensible reasons to undergo the costs and risks of such
activity.

Though we do not want to deny the importance of cultural biasesin assessing
other people s motives, it seemsthat the very nature of motives such as fear of embar-
rassment, rejection and ostracism presupposes a self/other disparity. To exist at all, one's
fear of regjection presupposes the existence of someone that has the power and willingness
to sanction one' s deviant behavior. | want to conform because, among other things, | dis-
like the social consequences of transgressing; would | be as uncomfortable at the prospect
of breaking therulesif | knew that everyone else complies for the same reasons | do?
Those who are expected to punish cannot be presumed to share the same motives for
compliance, otherwise the very threat of a sanction would become void. To recognize
other people's fears would render the norm as insubstantial and volatile as the emperor’s
new clothes. Thusfears of social sanctions, to be justified, need to be supported by the
belief that others are committed to the norm for very different reasons.

All the above explanations of motivational biases seem to presuppose that indi-
viduals are able to recognize the true causes of their own behavior. Experimental evi-
dence, however, only supports the claim that individuals consistently report acting in
accordance with social motives, whereas they tell different stories when asked to explain
other people s behavior. All we can infer isthat most of us act like poor scientists, in that
we discount an important piece of evidence (our own alleged motives) without apparent
good reasons. Thisis particularly true since the victims of pluralistic ignorance are not
just observers:. they are participants in the group dynamics who know that their own be-
havior beliestheir internal state and cannot be taken at face value. We cannot (and should
not) infer from the available experimental data that individuals have a privileged access
to the true causes of their behavior. What matters to pluralistic ignorance is that the pur-
ported cause of one’s behavior is not deemed to be sufficient to produce similar behavior
in others. Even if we just grant that individuals know how they feel, and infer from oth-
ers’ observable behavior that they feel differently, this ssmple inferenceis sufficient to

generate pluralistic ignorance.

5. Why do people conform?
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The examples of pluralistic ignorance one finds in the literature refer to two major
classes of situations in which pluralistic ignorance occurs. One is when pluralistic igno-
rance yields the illusory belief that others hold the group’ s values more strongly than does
oneself (schools, churches, prisons, etc.). We know from studies of students’ drinking
habits and sexual stereotyping among young children that it does not matter whether the
group is transient or well-established: pluralistic ignorance will arise in the presence of
both. Another class of situations where pluralistic ignorance occursis when individuals
correctly identify the positive value a group places upon a characteristic, but fail to realize
that other group members are just pretending to have these characteristics, like “keeping
cool” in emergencies or not looking stupid in the classroom. What is underestimated here
isothers strength of motivation to avoid acting inconsistently with this value.

Given that people seem to make such huge mistakes in assessing others' motives,
it remains to be explained why they choose not to raise hands, intervene in emergencies,
or otherwise behave in accordance with their true preferences. That is, even if we can tell
aplausible story about how pluralistic ignorance comes about, we have not yet explained
how and why beliefs about others' motives can have prescriptive power. Why would a
perceived self/other difference push one to conform to what is taken to be a collective
value or norm? It seems that two conditions are necessary to produce conformity to the
perceived value or norm: oneis that the people observed must serve as a reference group,
the second is that they are seen as uniform in their opinion.

In al those casesin which others' behavior isjust taken as an indicator of agiven
state, people will simply choose an action that best fits their motives and information. In
the case of the students, or of bystanders to an emergency, other students or bystanders
serve as areference group in that one gathers information from their behavior about some
pieces of reality (the lecture’ s difficulty, the severity of the emergency), and one wants to
avoid acting stupidly in public. Behavior may however just reflect the belief, asin emer-
gencies, that there is nothing to worry about.

Juvenile gangs and other cohesive socia groups (like churches and schools) offer
amore interesting perspective. Here individuals do not smply try to gather information or
not to embarrass themselves. Rather they want to behave in accordance with what they

perceive to be the group norms. The gang or the church is valuable a social group, and
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individuals strive to be accepted as good-standing group members. It thus seems that
group-identification lies at the root of many cases of pluralistic ignorance. Individuals
express different views than they actually hold and act in ways they privately disapprove
of because they believe those views and behavior to be consensual within avalued group.

We redlize that social identity is an elusive concept. Herewe useit in avery lim-
ited and circumscribed sense to refer, in Tgjfel’s own words, to “that part of an individ-
ual’ s self-concept which derives from his knowledge of his membership of a social group
(or groups) together with the value and emotional significance attached to that member-
ship” (Tafel 1981, p. 255). Our preoccupation is with the effects on group behavior of
the significance granted by individuals to group membership. There are many groups one
simultaneously belongs to, and some of these memberships are more salient than others,
whereas some may vary in importance with time due to changes in social and individual
circumstances.

A crucial feature of the concept of social identity as we useit hereisthat identifi-
cation with agroup is in some sense a conscious choice: one may accidentally belong to a
group, but it is only when being a group member becomes at |east partly constitutive of
who one is that we can meaningfully talk of social identifications. Being born in Northern
Italy, up to afew years ago, was a mere geographical accident. With the advent of the
Lombard League, it has become a reason of pride and distinction for many. That social
identity considerations may motivate behavior is less contentious than the reasons why
this happens. Identifying with a particular ethnic or geographical group, for example,
might hold the promise of future tangible rewards; the small industrial and commercial
businesses that are the political bedrock of the Lombard League stand to gain from a pro-
gram of at least partial fiscal and financia separation from the rest of the nation. Mem-
bership in the League can thus be seen as arational choice, strictly motivated by self-
interested considerations.

At other times, however, group memberships benefits are more elusive: Asch’s
(1952) experiments on conformity and Tajfel’ s (1981) study of “minimal groups’ suggest
that social identity effects may occur even in the absence of the tangible or intangible re-
wards that membership in an established group affords. Thereisacrucia difference be-
tween motives derived from personal self-interest and those derived from concern for the
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interests and outcomes of others. Identification with avalued group can stem from indi-
vidual or collective welfare considerations: one may want to belong to a group because of
the prospect of future personal rewards, or just because one values the group and takes
the group’ s goals and interests as one’' s own, even at the cost of overlooking or restricting
individual gains. Beit asit may, we shall keep using social identity as a motivational fac-
tor, even in those cases in which it can apparently be further decomposed into self-

interested motives.

6. The consequences of pluralistic ignorance

Our goal has been that of examining some of the social consequences of plural-
istic ignorance. In particular, we want to claim that pluralistic ignorance playsarolein
the perpetuation of unpopular and inefficient social norms. Pluralistic ignorance explains
how individuals might wrongly believe that a certain norm, attitude or belief they person-
ally condemn is widely held among a population or group to which they belong. For ex-
ample, several studies donein the 1960s and 1970s uncovered a marked tendency for
white Americans to overestimate private white support for forced racial segregation. In
fact, only 18 percent of those polled favored segregation, but 47 percent believed that
most did so (O’ Gorman 1975). If the overestimators acted according to the perceived ma-
jority opinion, aracist norm might have survived in spite of being privately endorsed only
by a small minority.

When people act on their wrong beliefs, and conform to what they take to be the
majority’ s position, their public behavior will provide further evidence for the validity of
their beliefs. Illusory private deviance will be experienced as real as people perceive the
norm, attitude or belief to have universal support. In this case, if individuals come to em-
brace the norm or attitude they originally erroneously attributed to others, an initial wrong
perception will become accurate at both private and public levels.

Embracing a norm that is perceived as widely supported is only one of the possi-
ble ways of reducing the self/other discrepancy. To use the wording of Hirschman (1970),
Exit, voice and loyalty are all potential means to solve the conflict raised by pluralistic
ignorance. Loyalty involves changing one’ s attitude toward the perceived norm: a person

who adopts this strategy will eventually come to internalize the norm. The Princeton
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freshman and the third grader can ultimately internalize drinking norms and sexual
stereotyping respectively because their private attitudes toward the norm are presumably
not well established. If the perceived norm does not clash with preexisting values and be-
liefs, it is reasonable to assume that, after a more or less lengthy period of time, what was
wrongly perceived as a norm endorsed by the majority will in fact become the majority’s
norm. In this case, pluralistic ignorance will disappear. To say that anorm is internalized
does not necessarily mean that it becomes part of one’s deepest system of values. We use
internalization in amuch simpler sense: an internalized norm is an accepted norm, a norm
that oneis prepared to defend and rationalize as having positive value.

Exit involves rgjection of the group that upholds the norm, and voice entails an
attempt to bring the norm closer to one’s attitude. Y et exit is not an easy option and, in
many situations, it is not an option at all. Voice, too, isadifficult and costly choice, since
it involves an attempt to change the shared norm. Exit and voice presuppose that private
preferences and attitudes are well established. In this case, individuals dislike the per-
ceived norm, and the question is whether it is feasible or it paysto |eave the group or
express different preferences.

Take the case of corruption. In a system where corruption is the norm, there may
be many reasons why denouncing corrupt transactionsis a costly option. Typically in
such systems the prices of public contracts are much higher than they would bein anon
corrupt system, therefore many firms have at |east a short-term incentive to keep the sys-
tem in place. Those who recognize its inefficiency may prefer to be honest, but expect
everyone else to be dishonest. The firm who decides not to bribe or even to denounce cor-
rupt practices can thus expect to be an isolated case that will be excluded from future, [u-
crative interactions (Bicchieri and Rovelli 1995). For most firms, moving to another
country or denouncing the system is not afeasible or reasonable option.

Turnbull, in his book about the Ik of Uganda, reports that they went to great
lengths to avoid being caught in a situation that dictated reciprocity, or even accepting
help from another person with the intent of generating a future debt. Y et norms of recip-
rocity were upheld, even if the situation of extreme hardship in which the Ik were living
had made them ineffective, if not harmful. The very fact that everyone tried to avoid

situations where such norms would have normally applied testified to their resilience, as
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well asto their being privately disliked by al. The norms’ resilience was apparently due
to the widespread belief that they enjoined universal support (Turnbull 1972).

In both examples, exit, voice or loyalty is not an option. Individuals disapprove of
the norm, but refrain from open dissension because they interpret others' behavior as sig-
naling support. The unpopular norm is an equilibrium, in the sense that no individual has
an incentive to try to influence other people or just reveal her true preferences by not
conforming to behavior that she perceives as universally endorsed (Bicchieri 1990). The
equilibrium is self-perpetuating, since the belief that the norm is universally endorsed
generates widespread conformity, and observation of conformist behavior further con-
firms the expectation of universal endorsement. The equilibrium however is also fragile,
because small shocks are sufficient to generate large shiftsin behavior. If the huge, silent
majority of “dissenters’ become aware that their private preferences are shared by many,
they would presumably shift their behavior in the direction of their true preferences. The
prescriptive force of anorm is derived by its perceived universality: if people cometo
recognize that support for a given norm islimited or wavering, its power to induce con-
formity will be greatly reduced or even nullified.

When assimilation or rejection mechanisms fail, the vell of pluralistic ignorance can
be lifted through an external intervention or by an endogenous mechanism. Misperception
about a norm’ s endorsement could be eliminated by the government or media agencies
releasing public information about peopl€’ s true preferences or opinions, or about some
new facts that would make it easier for those who dislike the norm to openly dissent.
Smoking in public places, gender-biased language and strict sexual mores are all exam-
ples of norms that changed very quickly in response to the diffusion of public information
about, say, the availability of contraception or the fact that many women consider offen-
sive the exclusive use of male pronounsin all kinds of prose. What mattersis not the
guantity of information released (it may take surprisingly little) but its quality, in the
sense that the source must be credible. This condition isimportant in all cases of
pluralistic ignorance, not just those that effect the upholding of unpopular norms. In
Andersen’stale, it takes a child, who isinnocent and truthful, to make the emperor’s
nakedness common knowledge. Similarly in asilent classroom the first question will

usually generate a cascade of further questions, since it indicates to everyone that indeed
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ate a cascade of further questions, since it indicates to everyone that indeed the lecture is
adifficult one.

Alternatively, it may just take afew vocal deviants to generate amajor shift in public
opinion. All revolutions were initiated by small minorities: their visibility, as well astheir
ability to provide or at least present an alternative, gave voice to popular dissatisfaction;
but amajor political overturn would hardly have occurred had the majority of people not
been aready privately disappointed with the status quo. In this case, the endogenous
mechanism exclusively relies on the existence of a group of individuals who for some
reason refuse to conform to the established system. Though it may be true that different
people have different degrees of preference for conformity, an endogenous explanation of
how an established norm may suddenly break down should not be confined to the exis-
tence of afew unconventional characters. Deviant behavior is frequently the result of a
momentary slip or even a mistake in processing relevant information. In the following
section we show with aformal model how such actions may have a disproportionate ef-
fect, as they can lead to sudden and large shifts in collective behavior. Since our explana-
tion of such shifts does not rely on the existence of afew non-conformists, the
combination of pluralistic ignorance with the possibility of contravening a norm by mis-

take make the collapse of unpopular norms much more likely than it would otherwise be.

7. Informational cascades

To model the effects pluralistic ignorance may have on the dynamics of unpopular
norms, we need to model how people may rapidly converge on a common behavioral pat-
tern on the basis of very little information, and how even alittle new information, which
suggests that a different course of action is optimal, may shift collective behavior in adi-
rection opposite to the status quo. To do so, we want to show that pluralistic ignoranceis
likely to generate so-called informational cascades (Bikhchandani et al. 1992). Informa-
tional cascades occur when it is optimal for an individual to follow their behavior regard-
less of his own preferences or information after having observed the actions of other
individuals. Once an individual acts only on the information obtained from others’ ac-

tions, his decision conveys no truthful information about his private information or pref-
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erences. Because the conformity of individuals in cascades has no informational value,
cascades are fragile and could be upset by the arrival of new (truthful) public information.
In a state of pluralistic ignorance, individuals have private information about their
preferences and beliefs, but can only infer other people’s preferences or beliefs from ob-
serving their choices. If they assume that other people’ s choices truthfully reveal their
preferences, beliefs, or attitudes, they may find it rational to conform to patterns of behav-
ior they privately dislike. To model the kind of situation in which the “wrong” norms are
likely to emerge, we have to modify the assumption of sequential choices made by infor-
mational cascades models. In our model choices are simultaneous, moreover, we make an
explicit assumption of pluralistic ignorance. The interesting conclusion we draw is that it
takes very little to reverse a cascade: even in a population almost entirely made of con-
formists, afew transgressions (wrongly interpreted as revealing true preferences) may in-

duce a sudden change of behavior in the direction of the true majority’ s preferences.

* Assumptions

In order to avoid unnecessary complications, we assume that people choose their
own actions by observing others’ actions. We model binary choices, so agents choose one
actioninthe set {x; = 0, xo = 1}. For example, they can choose to drink either beer or
soda, or choose to bribe a public officer or behave honestly. Individuals have a (not nec-
essarily common) prior belief that a certain percentage of the population is*deviant,” but
do not know the direction of deviance. For example, some individuals believe that 90
percent of the population isin the mgjority and 10 percent isin the minority. However, al
of them have no ideawhich trait distinguishes the majority (minority). Therefore, in the
absence of any background information, they put the same prior probability (50 percent)
on two possibilities: the majority (90 percent) iswet and the minority (10 percent) isdry,
or the mgjority is dry and the minority is wet.

Individuals have varying degrees of conformist preferences, but believe (the ma-
jority of) others have “normal” preferences, i.e., they really prefer what they choose. We
are including here a crucia feature of pluralistic ignorance: individuals assess others' rea
sons for action as different from their own. Thus the fact that everyone is conforming is

not common knowledge. The utility (loss) function of an individual is:
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U=[-(xi - %)*- (B2)-(x -y)7] -3,
wherey istheindividual’s privately preferred action, x isthe perceived majority prefer-
ence (which takesthe value O if x; is believed to be the mgjority’ s preference, 1 if x,, and
1/2 if either is equiprobable), d is a discount factor (explained later) and B stands for a
person’ s degree of non-conformism. To make the argument as simple as possible, we as-
sume 3 can take only two values, 0 and 1. When 3 is 0, an individual conforms no matter
what. The population contains a small (relative to the whole population) number of trend-
setters, whose 3 is 1. They care about expressing their private preferences but do not want
to be deviants. Their number (z) is exogenously given. The number of individuals, ex-
cluding trendsetters, is N. Individuals are rational, in that they maximize expected utility,
and follow a Bayesian decision pattern whenever the use of Bayes' rule conflicts with
private information.

The only difference between conformists and trendsettersis as follows: if a con-
formist cannot infer which is the majority on the basis of observed behavior and his pref-
erences, he will choose his action by flipping a coin (since in this case the probability that
the majority is, say, wet, is equal to the probability that it is dry), and the conformist
wants to maximize the utility of conforming to the majority, whatever it happensto be.
For example, if aprivately dry conformist observes only one person drink beer, he has
two conflicting pieces of information: one wet person and one dry person (himself). In
this case, the dry conformist will drink either beer or soda equiprobably. In the presence
of conflicting observations, the trendsetter will choose according to his true preferences.
Thatis, if [x1- X |=[X2- x | = 1/2, apositive 3 will induce him to choose on the basis of
the second term [-(B/2)-(x; - y)?] of his utility function. However, in asituation in which
thereis awell established norm and the trendsetter thus believes the mgority to prefer,
say, X1, the trendsetter will choose x; irrespective of his private preference, because 3/2 =
V2<1.

We are interested in modeling how an unpopular norm might emerge. In the ab-
sence of an established norm, how will an individual choose? We assume people can
choose at either time 1 or time 2, and only these two time points exist. The discount fac-

tor, 9, takes asmall value (« 1) if the trendsetter chooses at time 2 and zero otherwise, in
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order to reflect the eagerness of the trendsetters to express themselves earlier, ceteris
paribus.

At time 1, anorm has not yet been established, thus there is no information as to
the majority’s preference; at time 2 instead some information is present, but it might not
be enough to decide that a norm is now in place. At time 1 an individual hasto decide
whether to choose now or to defer his choice to time 2. He will thus compare the utility of
choosing now (U,), to his present expectation of what the utility of choosing later would
be (E1[U2]). The conformist will always wait and see because, since his3 =0,

U; =-14 < E4[Uy] = -y/4,
wherey < 1 isthe probability that information will be indecisive at time 2. Since his3 = 1,
what will the trendsetter do? If he acts at time 1, U; = -1/4, because he chooses according
to his private preference. If he waits and acts at time 2,

Ei[U7] =[-1/2:(1-y)/2] + (-1/4y) - d=-14- .

Therefore, U; > E;[U3], and he always acts at time 1. Thus in anew situation the kind of
norm that gets established will depend on the trendsetters, who choose first and simulta-
neously. Their choices may coincide, in which case those who observe them will infer
that the observed choices represent the majority’s preference. In such case, al will con-
form. Suppose instead that the initial trendsetters’ choices are equivocal, and thus not de-
cisive. In this case, a person whose 3 = 0 will toss a coin, and act according to the result
of the toss.

We define p as the size of the majority (expressed as a percentage). Depending on
the situation studied, the magnitude of the majority will make an important difference. In
corruption and elections, even a narrow perceived majority (say, 51 percent) will matter,
since everyone wants to bet on the winning horse. In the case of drinking norms, it might

not be reasonabl e to assume that people fear being in the minority if piscloseto 0.5.

* A Mode

We define Ttas the posterior odds of x; being the mgjority preference to x, being
the maority preference. Let 6; denote that x; is the majority preference; z; denotes the
action (either x; or x,) of trendsetter i, and y is a private preference. For example, p(z; =

X1|01) is the probability that trendsetter 1 has chosen action x; conditional on x; being the
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magjority preference. By assumption, the prior oddsare 1 to 1, that is, p(61) / p(8,) = 1.
Then,
m = p(91|y, 21, Zz,...) / p(92|y, 2, Zz,...)

= [Mp(ziB1) / Np(zi82)] TP(y162) / p(yB2)].
In logarithm,

Inrt=In[p(B1ly, Z1, Z2,...) I P(B2)Y, Z1, Z5,...)]
=2 In[p(z61) / p(ziB2)] + In[p(Y[B1) / p(YIB2)]-

All but trendsetters want to wait and see at time 1, and to conform to the expected major-

ity at time 2. Therefore, the conformist’s decision ruleis:

[no action timel
B B<1 time2and 1> 1
X= %(1 or X, equiprobably time2and m= 1
EX, time2and m< 1

Trendsetters are assumed to have arelatively strong preference for expressing
themselves. Therefore, they act at time 1 as shown above, while conformists defer their
actionsto time 2. Note that 1= 1 at time 1, because we assume the common prior is 1.
Then,

[X, if the true preferenceisx,
X = [ : ,
X, if the true preferenceisx,
* Reasllts

Let us assume that the true mgjority (p-N) prefers x;. Suppose z = 1 and his (the
only trendsetter’s) action is x;. After observing the trendsetter, all conformists choose si-
multaneoudly. In this case, (1 - p)-N people toss afair coin, whereas p-N people choose X;.
Then, the distribution of x; and x, will arbitrarily approach [(1 + p)/2] and [(1 - p)/2], re-
spectively, for very large N. If the trendsetter’ s action is X, the distribution of x; and X,
will approach (p/2) and [(2 - p)/2], respectively, for very large N. In either case, the actual
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distribution of actionsis different from the distribution of true preferences, because those
whose true preferences are different from that of the trendsetter flip a coin to choose an
action. We may call this phenomenon a partial cascade.

Unless N isinfinite, two kinds of complete cascade can occur: a positive cascade
in which everyone chooses the action which only the mgjority privately prefer; and a
negative cascade in which everyone chooses the action which only the minority privately
prefer. However, even if N issmall, the probability that either a positive or negative
cascade occursis very small. For example, if N =9, the probability of a negative cascade
conditional on the (single) observation of X is (1/2)° = 0.002.

If we have two trendsetters, there are three possibilities: { X1, X1}, { X1, X2} and {xz,
X2} . The collective behavior that follows will be, respectively:

N choose x1 if {X1, X1};

p-N choose x; and (1 - p)-N choose Xz if {X1, X2} ;

N choose x; if {X2, X2} .

Only in the second case, {X1, X2}, individuals will reveal their true preferences, hence p
will express the true proportion of people who prefer (and choose) Xi.

Although the situation looks similar to that of a sequential setting, a significant
difference exists. because the simultaneous setting needs neither a sequentially specified
order, which the sequential setting needs, nor does it make possible coin flipping anong
trendsetters, the probability that no cascade occursis higher in the simultaneous setting
than in the sequential one. For example, if z = 4, the probability of no cascade in asimul-
taneous choice setting is: 4Cop*(1 - p)* = 6p*(1 - p)? instead of p*(1 - p)? (which isthe
probability of no cascade if choices are sequential ). However, if z islarge (with respect
to N), the probability of no cascade in the simultaneous case is indistinguishable from
that of the sequential case.

» Distribution of the trendsetters' tastes and simulation results

So far, we have not specified what determines the distribution of tastes (and
choices) among trendsetters. Since the trendsetters' tastes distribution is crucial in deter-
mining the likelihood of cascades, we now specify how it is determined and show some

simulation results based on this specification. Let N be very large, and represent the
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whole population (including trendsetters). Suppose the distribution of the entire popula-
tion'stastesis given: p-N aredry and (1 - p)-N are wet. Without loss of generality, as-
sumethat p > 0.5 >1 - p. In our example, dry people belong to the majority and wet
people to the minority. Nature randomly picks out of N a small number (z « N) of trend-
setters. The distribution of tastes among trendsetters thus becomes:

p (number of wet = 0) = ,Co-p°(1 - p)*

p (# of wet = 1) =,Ciph(1-p)**t

°

S

9,
=
Q
I

=

|

= Cap™(1-p)*°

p (# of wet = 2) =,C,p>(1-p)°

If (# of wet - # of dry) = 2, negative cascades occur. If (# of dry - # of wet) > 2,
positive cascades occur. In the case of an even number of trendsetters, it is possible that
the number of wet trendsettersis equal to the number of dry ones, in which case cascades
do not occur, though this possibility does not exist in the case of an odd number of trend-
setters. On the other hand, it is possible that | # of wet - # of dry | = 1, in which case par-
tial cascades would occur in the presence of an odd number of trendsetters, but not if the
number of trendsettersis even. As can be easily inferred, the actual distribution of trend-
setters’ tastes depends upon the number of trendsetters, as well as upon the distribution of
the entire population’ s tastes. Tables 4.1a and b show the simulation results with the size
of the (dry) majority ranging between 55 percent and 90 percent of the population, and
the number of trendsetters going from 1 to 20. As we already mentioned, the even/odd
difference matters. However, we shall focus upon the even number case because the gen-
eral tendencies are the same, though we should substitute partial cascades for no cascades
in the odd number case.

Figures 1, 2, and 3 graphically depict the results for the even number case: the
probability of positive cascades increases monotonically with increases in the size of the
majority (as a percentage of the population) and the number of trendsetters. The probabil-
ity of no cascades increases monotonically with decreases in the size of the majority and

the number of trendsetters. The probability of negative cascades increases monotonically
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with a decrease in the size of the mgjority, though the relation between the probability of
negative cascades and the number of trendsettersis not monotonic.

The last finding deserves a closer scrutiny. As Figure 3 shows, in the range of
large majorities, i.e., when the majority comprises 70, 80 or 90 percent of the population,
seemingly intuitive monotonicity is preserved, that is, the smaller the number of trendset-
ters, the higher the probability of negative cascades. However, when the mgjority is just
55 or 60 percent of the population, monotonicity breaks down. Rather, monotonicity is
reversed between 2 and 10 trendsetters under the 55 percent majority, though the relation
isreversed again between 10 and 20 trendsetters. In other words, if the majority - aswell
as the number of trendsetters - is small, say 55 percent and 10, respectively, decreasing
the number of trendsetters leads to a decrease in the probability of negative cascades. Ac-
tually, in the case of a 55 percent majority, the probability of negative cascadesis globally
maximized with 10 trendsetters (26.14 percent). As the case of negative cascades shows,
monotonicity does not hold for some combinations of parameters. One conclusion one
can draw isthat whenever alarge majority of the population prefers, say, to be dry, avery
small number of trendsetters can have a disproportionate effect on the probability that an
unpopular drinking norm will emerge. On the contrary, if the mgjority of dry peopleis
quite small, unpopular drinking norms are more likely to be established in the presence of

a sizable number of trendsetters.

» What occurs if some happen to tremble?

Once a cascade occurs, there is no incentive for anyone to deviate even if the ma-
jority of people hate the status quo. A norm has been established, and since everyone be-
lieves other people’ s compliance to reveal a genuine preference, nobody wants to bear the
cost of deviating from the norm. However, some may eventually deviate, because they
either dlip into revealing their private preferences or just make a mistake. The term “mis-
take” encompasses severa possible reasons why one would deviate from the norm. A dry
person may order beer in a bout of depression, and a manager intent on bribing a public
officer might mistakenly interpret a piece of information as suggesting that in that

particular moment it might be unwise to offer a bribe.

24



Given our assumptions, it follows that people are unlikely to consciously choose
to deviate, but it is not unreasonable to assume that others believe the deviant’ s off-
equilibrium choiceto reveal histrue preference. In asituation of pluralistic ignorance,
thisis precisely what would be presumed. We thus assume the common belief about de-
viations to be as follows: the probability that a deviation from the norm reveals atrue
preferenceistaken to be 1 - €, and that of a simple mistake istaken to be € (« 1). Note
that € isafunction of individuals belief about how many deviants are conformists (and
thus can only make a mistake) .E\Ne also have to assume that people believe that some
among them (the falsely perceived minority) are conformist.

The interesting question to ask is under which conditions a negative cascade will
be reversed, i.e., under which conditions an established norm that most people privately
dislike will collapse. As an example, let us consider the case of a negative cascade where
the current normis x, but privately the majority (p-N) prefers x;. Take #x; - #x; to be the
difference between the number of type 2 and type 1 observed actions taken by trendsetters
before the current cascade occurs. For example, if there are two trendsetters and both
choose x», the difference #x; - #x; will be 2 (= 2 - 0). Then it will take #x; - #x; observa-
tions of trembled x; actions to induce people who privately prefer x; to reveal their true
preferences. The general principle isthat if #x; - #x; more actions of typei taken by trend-
setters were sufficient to generate a cascade, it will take #x; - #x; actions of typej to re-
verse the cascade. The reason is simple. Once a cascade occurs, individuals' actions no
longer depend on their private information (their preferences), hence their behavior is un-
informative to others. Thus a cascade aggregates the information of only afew early indi-
viduals' actions. In our example, the relevant information is that provided by the actions
of trendsetters. To shatter a cascade, individuals will only need to observe a number of
“deviant” actions sufficient to offset the information conveyed by the trendsetters’ actions.
The fact that the mgjority follows a norm does not therefore entail that it will take a major
release of aternative public information to abandon it. Very little public information, in

the form of very few observable “deviant” actions, may be sufficient.

® We are assuming here that 0 is fixed. In this case, the mistake people make is only about who belongs to
the majority, not how large the majority is. If (I is not fixed, then it must vary with p: as an agent observes,
say, more and more x; actions, p will increase and O will decrease. In this case, false beliefs about who isin
the majority will be reinforced with time.
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For example, if #x; - #x1 = 2, only one observation of x; is not sufficient to break

the equilibrium. Before observing the trembled x;, the odds of x;-preferring people are:

@-pl-p_p _1-p_,

pLp 1-p p

The odds after the trembled x; are:

1-p pl-9)+(1-PE _1-p_ p-(2p-1D
p PE+A-pUl-e) p 1-p+@2p-Diz

<1(-2p-1>0).

But if two people tremble, the odds for x; and x, -preferring people are, respectively:

1-p) pH1-e)+A-pl& p-(2p-)L&
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= 1.
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Then, everyone will be induced to truthfully revea his preferences because x;-preferring
people switch to x; and xo-preferring people stick to x.

It should be noted that some of the assumptions we made are important in gener-
ating a cascade. For example, we have assumed that a conformist, in the absence of rele-
vant information about what the mgjority is, will choose by flipping a coin. If we were to
assume that people use their true preference as atie breaker, informational cascades
would be mitigated. In the case of z = 1, whatever behavior this lone trendsetter takes,
people would act on the basis of their true preferences. For example, if the trendsetter or-
ders beer, wet people will order beer; dry people will choose soda because two conflicting
pieces of evidence (one person iswet and one person - himself - isdry) give no clue be-
yond the common prior belief, and accordingly people act on their true preferences. Actu-
aly partia cascades, which can only occur in the case of an odd number of observations,

would never occur even in our simultaneous setting with true revelation of preferences as
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atie-breaking rule. Another interesting case is that of people who are not perfect Bayes-
ians. For example, people may take others' behavior into account more or less than pre-
dicted by Bayes' theorem, and in this case informational cascades might be amplified or
mitigated. Conservative belief revision, i.e., less than optimal revising from a Bayesian
viewpoint, could be a useful psychological mechanism in terms of blocking the emer-
gence of informational cascades. For example, in our strict Bayesian model, only two ini-
tial observations of x, are sufficient to generate a cascade. But “conservative’ people
would need more definite pieces of evidence to conform to the perceived magority. Thus,
if people were lessrati onala n processing their information, it would be more difficult for
unpopular norms to get established.

The important conclusion we can draw, however, is another. Unpopular or dys-
functional norms may survive even in the presence of a huge, silent majority of dissenters.
They refrain from open defiance because of socia pressures they themselves help to sus-
tain through actions that stem from pluralistic ignorance. Our model shows that it may
take surprisingly little new public information to reverse the original cascade. Interest-
ingly enough, we need not assume much about the sources of such information. It would
be a mistake to suppose that only the actions of a“subversive’” minority or the availability
of public information about what most people really think (or like) can be expected to
generate sudden and unexpected changes in well-established norms. Deviants behavior
may occur for many other reasons, and it may well be unintended: what mattersisthat it
may take very few observations to convince people to change their behavior in the direc-
tion of what they truly prefer.

8. Accounting and informational cascades

Accounting practices are atypical example of norms emerging spontaneously.
Therefore, the argument above must have direct relevance for the making of accounting
practices. In this section, | consider two types of informational cascades possibly existing

in accounting practices and their implications for accounting standard setting.

«  Standard setting body as a device against informational cascades

® Or being “rational” alaBayesis not rational from other points of view. See Gigerenzer and Murray
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Why do standard setting bodies exist in accounting? If business people are avid
enough to seek profit, the current practices should be optimal at least from their point of
view. Hence, ssmply making current practices - norms spontaneously emerged and prac-
ticed almost unanimously - standards should be adopted. As Kraus (1997, p. 377) points
out, “The Uniform Commercial Code determines the content of most commercial law de-
fault rules by incorporating common merchant practices.” Under this incorporation strat-
egy (p. 378), “standard” setting would amount to little more than codification of current
practices. Above al, the idea of generally accepted accounting principlesis a culmination
of this strategy.

However, it can be argued that what is good for business people is not necessarily
good for other related parties including the general public. Moralistic arguments notwith-
standing, the existence of information asymmetriesis cited as a compelling reason for
mandatory disclosure requirements in order to enhance the overall efficiency (Lev 1988).
Although | do not consider this line of argument here, | want to emphasize that the exis-
tence of information asymmetries is not a sufficient condition for aregulation. In general,
producers know about products much better than consumers, but regulations are minimal
in most product markets. Division of labor is an essential feature of the modern economy,
and consequently information asymmetries are found in almost every sphere of the mod-
ern economy. Considering the fact that the financial markets are among the most competi-
tive, more than information asymmetries are needed to justify deliberately designed
standards possibly against the will of practitioners with explicit penalties for violators.

In the accounting literature, Sunder (1988) seems to be one of the most sympa-
thetic to the incorporation strategy. Though he claims his approach is quasi-legidative,
hisislegidative only in that the standard setting body “consists of part-time members
who represent all relevant constituencies.” (p.39) In other respects, hisis close to the
incorporation approach: no permanent bureaucracy exists; and a qualified majority (more
than a bare majority) is needed to issue new standards. If broadly chosen members should
agree on new standards quasi-unanimously, those standards have to be very close or pre-

cisely equivalent to actual practices. Indeed, he explicitly claims “ Perhaps the practice-

(1987).
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based orientation of accounting standards widely used in Canada and in other countries of
the world does make sense after all.” (p.41)

It isthe most difficult task to specify what criterion we use in socia welfare con-
sideration. Pareto criterion is the least controversial but does not seem to give us any sub-
stantial guidance. Without implementing the hypothetical compensation principle,
however, any other criterion is wanting for some members. Should we abandon the delib-
erate standard setting as a futile exercise and leave the norm as it is? As alert readers may
have noticed, the argument above on the emergence and stability of unpopular norms
shows that the superiority of spontaneous order is not always warranted though many
positive accounting as well as law and economics scholars claim it to be.

Suppose new financia instrument is introduced into the market. Thosea/vho have
bought it first use a particular accounting practice (A) to record the transaction because
they believe this practice is more appropriate than an alternative (B) to reflect the eco-
nomic condition of those companies. Then, others who have bought afterwards follow
suit due to informational cascades, though the majority of them believe B is more suitable
than A for them. Those followers may do so in fear that the stock market would see devi-
ant behavior with suspicion and penalize them, their belief on the superiority of B over A
might be unwarranted, etc.

In this case, privately B-preferring practitioners continue to use A, and unless
enough “deviants’ voice up, this privately unpopular practice would be incorporated into
the generally accepted accounting principles and implicitly codified by the financial
world. However, if an accounting standard setting body exists, it islikely for the staff of
the body to show practitioners that B may be potentially superior to A for some compa-
nies. Then, with this endorsement, the hurdle for privately B-preferring practitioners will
be lowered and they will be encouraged to deviate from the false equilibrium and to break
the informational cascades.

Asfor accounting practices, there are many pure coordination problemsin which

what is needed isjust to unify the practice whatever the content is. For example, which

" Kraus (1997) questions the superiority of the incorporation strategy using the evolutionary argument of
Boyd and Richardson (1985). Also, the optimization framework discussed in Chapter 3 (Conlisk 1996) can
be used for active accounting standard setting.

8 |t istrue that my description sounds anthropomorphic, but | assume there is no agency problem in the dis-
cussion.
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sideisdebit or credit in the financia statementsis equally acceptable. Consequently, the
unification of format is an important part of the standard setter’s job. However, the case
of informational cascades is not a coordination problem. Each practitioner prefers a
particular alternative but is forced to “coordinate” due to the fear of being deviant. In this
case, what isimportant is rather the dissemination of true preference of each practitioner
in acredible fashion.

In my argument above, what the standard setter is expected to do is not to dictate
but to recommend potentially better practices by issuing aternatives which practitioners
would voluntarily adopt once presented by the standard setter. Therefore, we do not need
any legidativerole in thisregard. The job of standard setting body approaches that of
academics' . If so, why do we need the standard setter? Many academics give us unsolic-
ited policy recommendations free of charge! However, outsiders opinion may not be
credible enough to persuade practitioners to change the mind. For the same reason,
changing the practice based on the recommendation of in-house accountants and re-
searchers may be too risky for top executives to adopt at the risk of being deviant.

My argument, in a sense, complements Sunder (1988). | basically agree with his
incorporation-oriented strategy (quasi-legislative in his own terminology), but | believe
there may be an argument to justify the existence of permanent professional staff whose
job is close to academics. Their job isto issue not mandates but recommendations. If not
only proposed alternatives are beneficial but their usefulness are transparent for practitio-
ners, there is no need for enforcement. The fruitful relationship between representative
members on the board and the permanent bureaucracy could be materialized if board
members should ask the staff to carefully examine potentially improvable areas and the
latter investigate them and recommend new rules (or no action if appropriate) to the for-
mer. No action should always be a commendable option. The staff should not be evalu-
ated according to any quantitative measure. Therefore, in order to prevent the staff from
issuing too many recommendations for their own sake, it may be a better institutional set-
ting to make the bureaucracy revolving, i.e., accounting professionals at business and
accounting firms being assigned in turn for a certain time span.

Last but not least, | want to emphasize that my argument only shows the possibil-
ity of the beneficial Pareto-improving role of active accounting standard setting in the
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possible presence of informational cascades. It seems reasonable to put burden of proof
on standard setters rather than on practitioners who have strong incentives to improve

their efficiency.

» Informational cascades as a solution for coordination

So far, | have concentrated on the negative effect of informational cascades for
society. However, it is not the end of the story. In areas such as accounting standard set-
ting where coordination is often crucial, | argue informational cascades may function
rather beneficially. As mentioned above, there are many pure coordination problemsin
accounting such as the unification of format. Also, there is a situation where coordination
iscrucia but not “pure’ in the sense that a particular coordination is better than others.
This situation is most easily grasped through the battl e-of-the-sexes game shown in Fig-
ure 4.EI

In this game, both players want to do the same thing, i.e., (A, A) or (B, B). How-
ever, Player R prefers (A, A) to (B, B), while Player C prefers (B, B) to (A, A). Because
both (A, A) and (B, B) are (the only pure) Nash sol utions,@ither will become stable
once reached. But, how do they reach either of them? Should they talk beforehand? Why
should either of them acquiesce? Even agreed in advance, do they stick to the agreement?
No definite solution seems to exist. Are we trapped like Hamlet?

By the way, how is this game related to accounting? Indeed, such a situation is by
no means rare in accounting practices. The existence of alternative accounting practices
for recording the same kind of transaction enables practitioners to convey information
valuableto inveﬁors.mhis consideration can be used as an argument to support the exis-
tence of accounting standard setting body discussed above. However, if comparability is
one of the most valuable features required of accounting, the very fact of choosing the
same practice is often critically important for investors and managers, whatever choice be

made.QVen if there are several aternatives and practitioners have their favorite aterna-

° This version is slightly modified in that both players get inherent utilities even in disagreement.

19 The other Nash solution is flipping afair coin for both players. But, its expected payoff is 9/4 and smaller
than either pure Nash solution’s.

1 A more familiar case of self-selection is the choice of insurance deduction amount by the insured. See
Levine (1996) for application to accounting practices.

12 Agency problems are abstracted way.
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tives among them, informational cascades force them to choose one of the alternativesin
tandem very quickly.

If efficiency gain from compatibility outweighs that from heterogeneity, informa-
tional cascades are more than welcome; they can be considered a device realizing a par-
ticular Nash solution under the multiple equilibria situation in which selection process for
any equilibrium is hardly compelling. Without informational cascades, accounting prac-
tices might be more chaotic than actually are. What should be emphasized is that we do
not need any explicit coordinating mechanism, much less enforcing mechanism under the
existence of informational cascades.

Actually this positive aspect of informational cascadesis not limited to accounting.
Lifeisfull of coordination problems and many of them are of the battle-of-the-sexes type.
Should we need explicit coordinating and enforcing mechanism for each problem, the
cost would be astronomical. Informational cascades may be beneficial overall for us after
al. If it isthe case, our fear for being deviant is an advantageous disposition in the
(evolutionary) selection process. This seemingly negative trait may be another name of
Herbert Simon’ s docility or Richard Dawkins m@.“ Indeed, we are docile and imitate
others (memeis from mimesis, imitation) largely because we do not want to appear differ-
ent from others.

When we talk about accounting standards, we should avoid focusing too narrowly
on fine technicalities. Accounting standards as norms have a much wider implication than
usually thought for human society in general.

13 See Simon (1990) and Dawkins (1989).

32



Probability of Cascades

Figure 1: Probabilities of Positive Cascades
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Figure 4: The Battle of the Sexes
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