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The basics of consumer protection:

principles and policies

Eduardo Engel

Consumer policies are designed to protect consumers
from physical or financial damage that may result from
personal or household use of goods and services (Lane
1983). Their aim is to support households in their efforts
to utilize their resources in an efficient manner. These
policies influence the information available to consumers
when they buy a good, the skills they possess to process
this information, the likelihood that the product they buy
results in physical damage, and the avenues open to
obtain redress should they be dissatisfied with the
purchase.

Those who stand to gain the most from consumer poli-
cies are the most vulnerable groups in society, such as the
illiterate and the eldetly. Not only do the members of
such groups usually have less income to satisfy their mate-
rial needs, they often lack the skills to determine how to
spend their resources effectively.! In a country without
consumer policies, the poor not only have the problems
associated with low incomes, but also obtain less value
for the money they spend.2

The main problems faced by consumers are excessive
price and low quality. Excessive price may be due either
to market power (a topic beyond the scope of this chap-
ter) or to deceptive business practices, such as products
that do not meet their advertised claims. The quality
problem arises when attributes of goods and services turn
out to be below the standards (explicitly or implicitly)
announced by the seller and expected by the buyer, for
example, safety and durability Thus low-quality goods
include a ladder whose faulty design puts the user at risk
of physical harm, a toy that breaks when a child uses it as
the instructions or common usage suggest, and a con-
tractor that takes much longer than convened. Put dif-
ferently, most problems faced by consumers fall under
the heading “hidden quality.” Because of informational
asymmetries, what consumers believe they are buying
sometimes differs considerably from what they actually
purchase.
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Some argue that in addition to protection from hid-
den quality problems, consumers require protection from
their own actions. This argument is offered to justify
mandatory seatbelt laws, for example. Both kinds of pro-
tection differ at a basic level, since only the latter involves
a paternalistic attitude toward consumers.

Basis for consumer policies
Many view consumer policies as a means to promote con-
sumer rights. The following consumer rights are widely
accepted:’
* The right to safety. The right to be protected against the
marketing of goods that are hazardous to health and life.
s The right to be informed. The right to be protected
against fraudulent, deceitful, or grossly misleading infor-
mation, advertising, labeling, or other practices, and to
be given the facts needed to make an informed choice.
* The right to choose. The right to be assured, whenever
possible, of access to a variety of products and services at
competitive prices; and in those industries in which com-
petition is not workable and government regulation is
substituted, an assurance of satisfactory quality and ser-
vice at a fair price.
o The right to be heard. The right to be assured that con-
sumer interests will receive full and sympathetic consid-
eration in the formulation of government policy and fair
and expeditious treatment in its administrative courts.
* The right to recourse and redress. The right of access to
proper redress—through swift, effective, and inexpensive
procedures—for injury or damage resulting from the pur-
chase or use of defective goods or unsatisfactory services.
¢ The right to consumer education. The right to gain the
knowledge and skills needed in managing consumer
resources and in taking actions to influence the factors
that affect consumer decisions (Bannister and Monsma
1982).

Although formulating consumer rights is an effective
way of focusing public attention on consumer issues, the
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implementation of those rights cannot be based only on
a statement of principles. Consider, for example, the right
to safety.* There is no such thing as a totally safe product:
Many products can cause physical, economic, or psycho-
logical harm. When a product becomes “hazardous to
health and life” is difficult to judge. From the point of
view of consumer protection, the relevant question is not
whether products are safe, but whether market forces
result in efficient levels of safety in consumer products.’
A further complication is that because safer products are
usually more expensive, requiring safer products can
make it impossible for certain consumers—usually mid-
dle- and low-income consumets—to afford the cost of the
good.§

Car safety regulations are a good example. In indus-
trializing countries, auto bodies are thinner and minimum
size requirements less stringent than for the same model
in industrial countries. When specifying auto safety
requirements, authorities face a trade-off between reduc-
ing the number of automobile fatalities and making cars
available to a larger fraction of the population. Too-strin-
gent requirements will harm middle- and low-income
families that would have been able to afford a car had the
safety regulations—and the costs of compliance—been
less demanding.

An alternative to basing consumer policies on con-
sumer rights is to adopt guidelines for consumer protec-
tion, as the United Nations did in 1985.” Even though
some of the UN guidelines provide useful orientation,
others are vague or even misleading. A case in point is
guideline 25, which states that “where a standard lower
than the generally accepted international standard is being
applied because of local economic conditions, every effort
should be made to raise that standard as soon as possible”
(United Nations 1986, p. 4). The car safety example pre-
sented above calls into question the usefulness of interna-
tional standards for most purposes, And if international
standards do exist, it suggests that if they are based on
those prevailing in industrial economies, they may be
counterproductive,

On the other hand, simple ideas may benefit con-
sumers considerably. For example, fraudulent weights are
a problem faced by consumers in many developing coun-
tries:

In September 1977, the Consumers’ Association
weighed loaves of bread from Penang (Malaysia)
bakeries. Each fell short of the government stan-
dard. . . . Nine brands of rice sold in “39-pound”
bags also were caught short. And of 11 brands of soy

sauce, six bottles held half of what the labels
claimed. . . . [The association] tested a dozen
brands of ground coffee and found that each had
less than the required 50%coffee contents. One
had just 4.6% (Newman 1981 quoted in Klitgaard
1991). ’

When a consumer group in Bombay, India, opened a
stand at one of the city’s busiest markets, it was supplied
not with sophisticated information, but with some pieces
of basic equipment, including a correctly calibrated scale
to detect fraudulent weights (Mayer 1989).

Another example of how information benefiting con-
sumers can be generated at low cost is price surveys. In
1984, shortly after prices of most consumer goods were
decontrolled in Zambia, the Prices and Income
Commission began carrying out price surveys in Lusaka.
Fifty-eight retail outlets were visited: the prices for goods
of similar quality varied considerably. For example, the
price per kilogram ranged from 0.65 to 2.00 kwachas (K)
for onions, K4.00 to K6.60 for “ordinary mince,” and
from K0.50 to K2.00 for tomatoes. Klitgaard (1991) pro-
vides the following description:

Commission chairman L. S. Chivuno appeared on
television and radio and was interviewed in the
press. The commission paid for a full-page adver-
tisement in the Zambia Daily Mail that gave all the
statistics and named particular stores at both ends
of the price range. Commissioner Chivuno decried
the 300 percent price differentials on some items.
But his main point was simply that “if this kind of
information is carried out at given intervals, the
information conveyed will assist consumers in being
better informed about where prices seem generally
to be more attractive (p. 39).”

One of the benefits of requiring certain information to
be made available to potential customers is that it helps
consumers allocate their resources more efficiently,
Credit purchases in developing countries offer a good
illustration. Consumers in developing countries often buy
durable goods on credit, and the retailer usually provides
both the good and the credit. Some consumers have dif-

ficulty calculating the true cost of the credit because, first,”

various indirect costs are involved, and second, calculat-
ing a present value is not an easy task for most people,
Regulations requiring that the cost of credit be summa-
rized in one index, such as the “effective interest rate” or
the present value, help consumers assess the true cost of
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the goods they are considering buying and facilitates com-
parisons.

An understanding of the economics of information is
thereby critical to the formulation of consumer policy.
Consumers demand information on the attributes of the
goods and services they consider buying. The suppliers of
this information may be the sellers of the product, third
parties such as product testing organizations, or the con-
sumers themselves, who spend time and money trying out
products and sharing this information with other con-
sumers.

Viewing information in this light has important conse-
quences for consumer protection. First, it makes clear the
desirability of policies that reduce consumers’ costs of
obtaining information without increasing producer costs
significantly. One such policy requires that sellers label
their goods not only with the total price but also with the
price by a standard unit (“unit pricing”), reducing the
time and effort it takes to compare similar products pack-
aged in different quantities.

Second, it raises the question, under what circum-
stances do the sellers of goods have incentives to volun-
tarily provide information to consumers that is both
truthful and relevant?® Third, viewing information as a
good also leads to a qualified appraisal of the “right to be
informed.” Promoting the right to be given the facts
needed to make an informed choice ignores the costs
involved in generating such information.

Market remedies or regulation?

As with many other issues in economics, consumer policy
divides policymakers into two camps. In one camp are
those who advocate government regulation; in the other
are those who are skeptical of the effectiveness of regu-
lations and seek to rely on market solutions as much as
possible. Both groups even refer to the field by different
names: those favoring government regulation speak of
“consumer policies” while those skeptical of direct gov-
ernment regulation prefer “consumer protection.”

The discussion in this chapter avoids differentiating
between consumer policies and consumer protection,
The view presented here is that consumer issues call for
both policies based on the incentives provided by the
market mechanism and, where this mechanism does not
work appropriately, government regulation.

To illustrate the tension between the two views, con-
sider the ideal world as seen through the eyes of a con-
sumer activist, compared with that of someone skeptical
of government intervention. In the consumer activist's
“paradise” (adapted from Mayer 1989, p. 135), informa-
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tion to make informed purchasing decisions would be
easily available from both government-funded product-
testing organizations and consumer advisory boards.
Convenient neighborhood centers would provide infor-
mation about any particular purchase and advice about
how to file a complaint.

In this world, consumers continually receive valuable
information and education through television, Consumer
organizations have free access to prime-time television to
discuss consumer issues and inform consumers how to
avoid rip-offs. No advertising, including political adver-
tising, is allowed on television. And cigarettes, although
not banned, carry warnings that smoking kills. Moreover,
the government takes measures to protect consumers not
only from unscrupulous sellers, but also from themselves.
A combination of public and private funds supports a
team of trained safety experts who visit homes on request
to search out potential safety hazards. The use of auto-
mobile safety belts is mandatory, and the government
spends the resources required to enforce the belt law.

What would a consumer “paradise” look like from the
point of view of a policymaker skeptical of any govern-
ment intervention? In this world, sellers have a variety of
incentives to provide truthful information to consumers.
In the case of repeat purchases, it is to sellers’ advantage
to invest in reputation, since this investment increases
their profits. Private product-testing organizations pro-
vide useful information about one-time purchases, for
example, in widely read consumer magazines. Sellers are
also deterred from deceiving consumers because con-
sumers have access to speedy, inexpensive lawsuits.
Lawsuits are brought only rarely. And private providers of
safety seals not only guarantee, as far as possible, the
safety of goods, but also ensure that any reparation for
product-related damage is made quickly and at low cost.

In addition, goods are labeled with all relevant infor-
mation, presented to facilitate understanding.
Consumers read this information and make their pur-
chasing decisions accordingly The result is better-
informed decisions without restricting consumer choice.
This is desirable since what is dangerous for one con-
sumer may be safe for another. As for advertising, con-
sumers realize when an ad lacks information content and
quickly perceive when they are being misled. Producers
consequently have no incentive to use deceptive adver-
tising techniques or unfair contract clauses,

Which version of the consumer “paradise” should
developing countries strive for? This chapter shows how
elements from both idealized worlds can be combined to
protect consumers. The policies considered in this chapter




THE BASICS OF CONSUMER PROTECTION: PRINCIPLES AND POLICIES

are aimed at modifying the environment faced by con-
sumers, not the behavior of consumers. Policies designed
to change consumer behavior are called “consumer pro-
motion policies” and are considered in chapter 7 of this vol-
ume. This companion chapter considers such topics as
consumer education, consumer redress, and the role of
public consumer organizations. It also covers issues such as
the political economy of consumer protection and the spe-
cial case of consumer protection in economies in transition,

Basic concepts

This section stresses how actual markets differ from ide-
alized, perfectly competitive markets in ways that are cen-
tral for consumer protection,

While the perfect competition paradigm is useful for
other purposes, it is of limited value as an analytical tool
for consumer policy. The perfect competition model
assumes both rational consumers and costless transac-
tions. A given good costs the same at different stores, and
selling and buying do not consume resources. Under
rather general conditions,'® the equilibrium that results is
Pareto-efficient, that is, no individual can be made better
off without making someone else worse off. Furthermore,
all Pareto-efficient resource allocations can be achieved

through a competitive equilibrium.!! Thus any shortcom--

ings of a perfectly competitive economy necessarily relate
to the distribution of income and should be rectified by
lump-sum transfers.'? .

In a competitive equilibrium, the price consumers pay
for a given good does not vary from store to store, and con-
sumers do not spend time and resources informing them-
selves about prices and quality. Since consumers are
omniscient and their preferences immutable, they do not
invest resources in assessing the quality and other charac-
teristics of goods they are planning to buy, and producers
have no incentives to spend on advertising,

Relevant sources of market failure

Information on the price, quality, and other attributes of
goods is often not easily available. Acquiring information
on goods and services poses several problems for con-
sumers: They must decide how much time and resources
to spend in acquiring this information, they must process
the information, and, in a world of uncertainty, they must
make their purchasing decisions. Producers face similar
problems. They would like to have information on con-
sumer characteristics that is not readily available.
Producers sometimes spend resources to acquire this
information; at other times, they design products and
contracts motivated by the informational shortcomings

they face. In both cases, there are inefficiencies that
would not arise if information were freely available.

More generally, almost every economic interaction,
both within an organization and among organizations,
involves costs other than the price paid for the good or
service provided. All such costs are referred to as “trans-
actions costs.” They are the costs of running an economic
system and underlie the sources of market failure relevant
to consumer policy.!* Transactions costs may arise from
the need to determine prices and other details of the
transaction so as to bring buyers and sellers together. The
fee charged by a broker when an investor buys equity is
an example of such a cost. The time consumers spend
comparing prices at different stores—so called search
cost—is another example.

An overwhelming proportion of transactions costs are
due to “informational asymmetries.” Consumers and pro-
ducers frequently do not have access to the same infor-
mation. Producers often know more about the quality of
the good they sell than do consumers; consumers some-
times have information that sellers would like to have, For
example, selling a good under conditions in which pay-
ment is not collected at the time of purchase, as with
credit sales, poses the problem for the seller of determin-
ing whether buyers will honor their payments. Sellers thus
face a hidden quality problem—assessing the “quality” of
the borrower. With perfect information, sellers could pre-
dict the future and charge a poor risk accordingly.
Companies in the medical insurance industry face the
same problem: Consumers know more about their health
status than insurers do.

When there are informational asymmetries, a variety
of phenomena may arise that are not captured by the per-
fect competition model. Prominent among them are
moral hazard,'* adverse selection,”” and the principal-
agent problem.'s All these have in common that the mar-
ket for a specific kind of information fails to develop and
therefore may be viewed as resulting from information
externalities,

“Externalities” occur when a producer or consumer
affects a third party in a way not reflected by prices. A pos-
itive externality results when the action of one economic
agent (consumer or producer) benefits another without
being rewarded. Because there is no reward, the eco-
nomic agent undertakes the action to a lesser degree (or
less often) than is socially desirable. The situation is
reversed in the case of a negative externality, Externalitics
may be viewed as a case in which high transactions costs
result in the failure of a market (that for the externality)
to exist. They become relevant when it is expensive to
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exclude nonbuyers from the consumption of a good (or
“bad”), either because this exclusion is technically impos-
sible or because it requires considerable resources,'” as
~ when the market for an externality involves a small num-
ber of buyers and sellers.

To illustrate, consider a consumer who, by spending
time and resources complaining about the defective
design of a good, compels the manufacturer to improve it.
The improved design benefits the complaining consumer
as well as all future consumers of the good. Because the
assertive consumer is not rewarded by those who benefit
from his or her complaints, he or she does not internalize
the effect his or her behavior has on the well-being of oth-
ers. As a result, the “production” of consumer complaints
leading to better products is underprovided.

Information is an example of a good whose production
may involve positive externalities. A consumer acquires
information up to the point at which the private cost of
acquiring an additional bit of information equals the pri-
vate cost of producing it. Since often many consumers
could benefit from this additional bit of information at no
extra cost, its social benefit exceeds its production costs;
thus information is underprovided in a market economy.

In the absence of transactions costs and informational
asymmetries, well-defined property rights lead to efficient
resource allocation even in the presence of externalities
(Coase 1960). Externalities pose a public policy problem
either when transactions costs are large or when property
rights are not well defined. When transactions costs are
significant, the main remedy for the underprovision of
positive externalities is subsidizing the production of the
good.’® However, providing these subsidies involves
operational and informational costs that should be com-
pared to the expected benefit before such subsidies are
implemented.

An extreme case of a positive externality is a public
good. A good is public if it is nonrival and nonexclusive."
A good is nonrival if once it has been produced, it can be
provided to additional consumers at no additional cost.
For this reason, it is not desirable to ration such a good.
A good is nonexclusive if people cannot be excluded from
consuming it, that is, people cannot be prevented from
enjoying the good without direct payment. Thus a public
good is a nonexclusive good that provides a positive exter-
nality to a large number of consumers. It is neither feasi-
ble nor desirable to ration its use.

Another instance of market failure is the presence of
market power. Firms with market power charge a price that
is above their marginal costs, usually resulting in abnormal
profits. Ideally, firms would like to charge every customer
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the highest price he or she is prepared to pay for a good;
this price is the customer’s reservation price. When pro-
ducers charge different prices to different consumers for
essentially the same good, they are said to be price-dis-
criminating. That sellers are often prevented by legal or
informational constraints from price-discriminating per-
fectly among consumers implies that most consumers pay
less than their reservation price for the goods they buy®
The difference between the price a consumer pays and his
or her reservation price is called the consumer’s surplus.

When the seller and the potential customer determine
a good’s price by haggling, they are effectively bargaining
about how they will split the total surplus generated by
their transaction, namely, the sum of the consumer’s sur-
plus and the seller’s profit (also called the “producer’s
surplus”). The outcome is inefficient from a social point
of view when an agreement is not reached even though
there is overlap between the prices at which both the con-
sumer and producer would attain a surplus. Although this
simple framework for viewing a transaction between a
buyer and a seller omits a number of relevant issues (for
example, it takes the market structure as given), it will
prove useful later in this chapter in the analysis of reme-
dies for consumer protection.

Irrationality and misperceptions

In a perfectly competitive world, the price consumers pay
and the quality of the goods they buy are unrelated to how
rational they are, since all consumers pay the same price
for a given good, and goods are homogeneous. In reality,
however, consumers often pay different prices for identi-
cal goods. The amount and quality of information avail-
able, and many other factors, make the consumer’s
decisionmaking task in a market economy formidable.?!
The assumptions that are made about how consumers
make decisions play an important role in the analysis of
consumer policy.

Many problems faced by consumers involve either
important degrees of uncertainty or the need to assess risk
correctly. There is ample evidence that human beings
have a hard time evaluating risk. When making decisions
under uncertainty, people systematically depart from
what common sense would consider rational behavior.
Some well-documented examples of consumer behavior
provide additional evidence of “irrational” behavior—
even though a formal theory incorporating them is lack-
ing. These phenomena have important implications for
consumer policy.

Information processing by consumers. Consumers use
information only when the benefit from doing so exceeds
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the costs, including the time to gather and process infor-
mation.?2 Policies would be judged as desirable from a
social point of view if the reduction in cost or increased
benefits to which they lead exceed the costs of imple-
mentation and enforcement.??

Many consumer policies are designed to reduce some
of the following “costs,” or barriers that prevent con-
sumers from using information efficiently:

* Knowledge. Consumers often do not understand avail-
able information about a good or service. For example,
laundry detergents often claim to have some sophisticated
component (such as biosolves), whose meaning and effect
are unknown to most consumers. This problem is some-
times exacerbated by producers who try to differentiate
their product by adding attributes that serve no purpose
other than product differentiation.

* Effort. It may take consumers considerable time to dis-
cover where to find information about a particular prod-
uct. For example, consumers could spend a full day going
from one supermarket to the next to compare the cost of
the basket of goods that they buy regularly; the time
required to do so, however, prevents most consumers
from undertaking this task.

* Environment. The informational environment faced by
consumers is often unfriendly. How information is pre-
sented may determine whether consumers use it. For
example, unit pricing helps consumers compare prices
across products packaged in different sizes or quantities.
* Irrelevant or biased infornation. Available information
about a product is often not the information consumers
are interested in. Or the information may be presented
in a misleading way.

Assessing risk and making decisions under uncertainty.
Consumers often make decisions in the face of significant
uncertainty. The expected utility hypothesis is the central
assumption in economics about how individuals make
“rational” choices under uncertainty. Consider an indi-
vidual faced with choosing among alternative actions
whose impact on her welfare depends on events unknown
to her. According to the expected utility hypothesis, she
would consider every possible action she could take and
would assign cardinal utility to her welfare for all possible
outcomes of the uncertain events.? She then would cal-
culate the expected utility of every action by appropriately
weighting the utilities she assigned by the corresponding
probabilities. Finally, she would choose the action that
maximized her expected utility.

The concepts of risk aversion and risk premium fit nat-
urally into the expected utility {ramework. Most people
are prepared to pay money to reduce the level of risk to

which they are exposed. For example, most families pre-
fer a lower but secure income to an uncertain, albeit
higher on average, income. Individuals with such prefer-
ences are said to be risk-averse, and the income they are
prepared to give up (on average) to ensure a steady flow
of income is the “risk premium” they pay. People who care
only about their average income, and not about how
uncertain it is, are said to be risk-neutral. They are not
prepared to pay a risk premium to ensure a certain
income. A risk-averse person prefers a guaranteed $100
to equal odds on gaining $200 or nothing, A risk-neutral
person is indifferent between both alternatives, since in
each case the average return is $100. Markets for insur-
ance exist largely because most people are risk-averse.

The expected utility framework raises various issues.
First, it is clear that few individuals actually assign cardi-
nal utilities to the possible scenarios and then calculate
their expected values. There are two complementary
answers to this objection. On the one hand, the expected
utility hypothesis can be viewed as a working assumption
from which empirically testable implications can be
deduced (Laffont 1989). Alternatively, as Savage (1954)
showed, if individual choice under uncertainty satisfies
certain basic properties (axioms), people act as if they
maximized their expected utility.?’

A second objection to the expected utility hypothesis
is that individuals must be able to assess correctly the
probabilities of uncertain events to calculate expecta-
tions. For policy questions, it is useful to distinguish
between cases in which there is a reasonable degree of
consensus on these probabilities and those in which lack
of information on similar events implies that probability
assessments are largely subjective (that is, they may vary
substantially from one individual to another).% The prob-
ability'of dying of lung cancer if you smoke a pack of cig-
arettes a day is rather close to being an cbjective
probability. The probability that the Russian economy will
be growing fast by the beginning of the twenty-first cen-
tury is a subjective probability. When probabilities are
objective, individuals may make systematic mistakes in
their assessments. For example, most people have a diffi-
cult time assessing low probabilities: It is hard to differ-
entiate a risk of 1 in 100,000 from a risk of 1 in 10 million,
even though the first is 100 times more likely to occur. If
the costs associated with both risks are large, this diffi-
culty may lead to important misallocations of resources in
risk reduction,?’

Even if probabilities are subjective, the mathematical
rules for calculating complex events based on probabili-
ties of simpler events impose constraints on how a ratio-
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nal individual assigns probabilities. For example, if two
events never happen simultaneously, then the probability
of either one of the two events taking place must be the
sum of their individual probabilities (no matter what
probabilities are assigned to the individual events). If con-
sumer behavior indicates that consumets are violating the
basic laws of probability in making their decisions, then
consumers are acting in an irrational manner.

There is a rich literature showing that people make sys-
tematic mistakes when making decisions under uncer-
tainty, that these mistakes are made in simple situations,
and that they are made by both laypeople and experts.?
As described above, these mistakes may arise because (a)
people do not act as expected utility maximizers; (b) peo-
ple assess (objective) probabilities incorrectly; and (c)
people make systematic mistakes when applying the laws
of probability.

Three of the biases that are documented by this liter-

ature and are most relevant for this (and the following)
chapter are briefly reviewed here.?
* Prominence or salience. People may either over- or
underestimate the probability of an event occurring
depending on the event’s characteristics. People generally
overestimate the probability of dramatic, dreadful,
prominent events (such as airplane crashes) and under-
estimate the probability of regular, less dramatic events.
Breyer (1993, table 4) illustrated this point. He compared
how the U.S. public and experts at the Environmental
Protection Agency rated the importance of 22 health risks
associated with environmental problems. The public’s
ratings were totally unrelated to the experts’ assess-
ments.*°

“Salience” may lead consumers to weigh available
information incorrectly when deciding whether to pur-
chase a good. The following example (Nisbett and Ross
1980 cited in Aketlof 1991) illustrates this point:

Let us suppose that you wish to buy a new car and
have decided that on grounds of economy and
longevity you want to purchase one of those stal-
wart, middle-class Swedish cars—either a Volvo or
a Saab. As a prudent and sensible buyer, you go to
Consumer Reports, which informs you that the con-
sensus of their experts is that the Volvo is mechan-
ically superior, and the consensus of the readership
is that the Volvo has the better repair record. Armed
with this information, you decide to go and strike a
bargain with the Volvo dealer before the week is out.
In the interim, however, you go to a cocktail party
where you announce your intention to an acquain-
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tance. He reacts with disbelief and alarm; “A Volvo!
You've got to be kidding. My brother-in-law had a
Volvo. First, the fancy fuel injection computer thing
went out. Two-hundred and fifty bucks. Next he
started having trouble with the rear end. Had to
replace it. Then the transmission and the clutch.
Finally sold it in three years for junk (p. 2).”

This anecdote adds only one case experience to those
considered by Consumer Reports, leaving the mean repair
records of the two cars virtually unchanged. Yet most
prospective car buyers are likely to give considerably more
weight to the case described in the above scenario than is
warranted by the information it actually contributes.
* Rules of thumb. People often use rules of thumb
(heuristics) when making decisions under uncertainty.
This approach reduces the time and effort to make a deci-
sion and may be justified due to the cost and effort
involved in processing information, as long as the biases
introduced are small.*! Yet there is substantial evidence
that rules of thumb used in practice are based on princi-
ples (such as anchoring, representativeness, and avail-
ability of instances) that may lead to large and significant
biases.
o The belief in personal immunity. There is evidence sug-
gesting that most people view themselves as exposed to
less risk than the average person. When it comes to the
risk of lung cancer from smoking, for example, many
smokers rationalize that “it can’t happen to me.”
Needless to say, this implies that most people systemati-
cally underestimate their risk levels. We somehow tend to
believe that negative events happen to others, not to us.
This misperception helps explain why most people do not
use safety belts in the absence of a belt law.*? It also helps
explain why interest rates charged by credit card compa-
nies in the United States remained almost unchanged
during the second half of the 1980s and the early 1990s,
even though interest rates charged by banks decreased
dramatically.”’ When choosing a credit card, consumers
underestimate the probability that they will have to run
high levels of debt on it; by the time debt has accumu-
lated, no other credit card company will lend them money.
Additional examples of irrational bebavior. This section
concludes by considering some additional evidence on
consumer “irrationality.” These examples are relevant to
the discussion of the relative merits of alternative con-
sumer protection policies that follows later in this chapter,
* Pratt, Wise, and Zeckhauser (1979) showed that price
dispersion for “almost” identical goods (in the city of
Boston) was far larger than could be accounted for by
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transaction (search) costs or alternative economic expla-
nations. All products considered were listed in the Yellow
Pages, so consumers’ lack of access to information was
not an issue. A survey conducted by the Chilean
Consumer Service (SERNAC) in 1992 obtained similar
results. Nearby pharmacies charged prices for identical,
relatively expensive drugs that often differed by a factor
of three. Although consumers could have “shopped
around” for drugs, they apparently did not.

* Day and Brandt (1974) studied the effect of the U.S.
Truth-in-Lending Act, which forces retail stores to inform
customers of the interest rate implicit in sales that are paid
in installments. They concluded that a large fraction of
consumers do not change their behavior based on this
information and consequently pay a much higher interest
rate than necessary.

A classification of consumer goods and services

The ease with which consumers can assess the attributes
of a good provides a useful framework for analysis (see
Nelson 1970 and Darby and Karni 1973). Goods can be
classified in one of three groups:

e Search goods. These are goods whose quality can be
ascertained before purchase. Stamps, postcards, and
dresses are examples of search goods.

* Experience goods. The quality of these goods is learned
only after their purchase, through use. A book, canned
food, restaurants, and suitcases are examples of experi-
ence goods,

s Credence goods. Consumers rarely learn the quality of
these goods. Fire extinguishers, the resistance of a house
to an earthquake, and the timeliness of a doctor’s inter-
vention belong to this category.

In the case of search goods, consumers can allocate
resources efficiently under reasonable assumptions about
their rationality and informational environment; they
must merely examine goods carefully before buying them.
To what extent does the market mechanism ensure that
the quality and variety of search goods are close to what
is socially desirable? When firms have market power,
there is no such assurance.>* Both the quality and the vari-
ety of goods produced may be above or below their
socially desirable levels.** Policy redressal would be based
on antitrust laws and regulation, topics beyond the scope
of this chapter.

In the case of experience goods, sellers often have
considerably more information than buyers. The main
consumer protection issue is whether adequate informa-
tion is made availatie to consumers at a low cost.
Deciding whether 1egulation is necessary requires an

understanding of the incentives that firms and other pri-
vate agents have to supply information to consumers.
This topic plays a central role in the next section on mar-
ket-based remedies.

Credence goods generally require government inter-
vention. The market test is usually not strong enough to
deter producers from opportunistic behavior, since the
worst threat a producer faces is often bankruptcy,
although the potential’damage of such behavior may be
considerably larger.’* Government intervention may take
a variety of regulatory remedies.’’

Market-based remedies

The main consumer policy issue in the case of experience
goods is whether producers have incentives to provide
quality products and, if they do, how they convey this fact
to consumers. This section considers several market-
based remedies that help protect buyers of experience
goods.

Guarantees provided by sellers

Some producers fully compensate consumers if the qual-
ity of an experience good differs from that publicized.’®
Producers have incentives to provide full warranties when
(a) the quality of the experience good is easy to evaluate,
and (b) the good’s performance is not affected by the con-
sumer’s behavior and can therefore be attributed entirely
to the producer. Under these circumstances producers
will provide full warranties because consumers will grow
suspicious if they do not. Limited warranties are signals
of low quality in this case.

The performance of most goods depends on how buy-
ers use them. For this reason, most goods have only a lim-
ited warranty or no warranty at all. Providing a full
warranty for such goods would lead to a moral hazard
problem: Since buyers have no incentives to internalize
the cost of using the product carelessly, they will be more
careless than they would otherwise be. Furthermore,
firms offering full warranties would attract “high-risk”
consumers, thus also leading to an adverse selection prob-
lem. By requiring consumers to share part of the costs of
performance that is below the promised level, producers
induce consumers to behave more carefully.??

Government regulation that forces producers to pro-
vide full (or partial) warranties for experience goods may
do more harm than good by leading to moral hazard and
adverse selection problems.* Yet governments may fos-
ter consumers’ interests by measures that reduce their
information processing costs in evaluating warranties. For
example, government regulations could specify a mini-
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mum standard that manufacturers must meet to use the
term “full warranty”; warranties that fell short of these
requirements would have to state that they were limited.*!

One could argue that such a law might reduce the total
provision of warranties by producers, who might not want
to signal that they were not prepared to stand fully behind
their products. However, in the United States the dura-
tion, scope, and remedies in warranties improved after
passage of the Magnuson-Moss Warranty Act of 1975.%2
One possible explanation is that manufacturers benefit
from standardization, since it reduces the cost of signal-
ing to consumers that the producer believes the good it
manufactures is of high quality.

The potential benefit that may accrue to consumers
from standardization is illustrated by a proposal that
Chilean authorities are considering for car sales. It would
require sellers to list in a standard format the duration and
kind of warranty that applies to various car parts are
under—a simple measure that would make it easier for
consumers to compare different cars.

Warranties may also serve as quality guarantees and
assurances, rather than insurance policies. The trend in
retailing in industrial countries is for retailers to take back
products and offer customers a refund, with no questions
asked. Some products even have a double-the-money-
back guarantee if the buyer is at all dissatisfied. Such prac-
tices can be viewed as extensions of the principle, “the
customer is always right.”

Two issues related to warranties are particularly relevant
in many developing countries. First, warranties are useless
in informal markets, where sellers cannot be held account-
able for defective goods. This explains why search goods
are considerably more likely than experience goods to be
sold in informal markets. It also explains why informal sell-
ers find ways of turning experience goods into search
goods. For example, potential buyers of watermelon in
informal markets in developing countries often are allowed
to taste a thin slice.”’ In this way street vendors assure con-
sumers of the quality of their produce and, for all practical
purposes, watermelons become search goods.

One could argue that, in the case of experience goods
sold in informal markets, manufacturers could provide
warranties directly, thereby solving the problem. Yet pre-
cisely because of the reputation of brand names, informal
retailers often forge brand name labels, which forces
manufacturers to guarantee only goods bought at formal
outlets, ™

A second issue, especially in countries where illiteracy
rates are high, is that consumers may have difficulty
understanding warranties. This provides an additional
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argument in favor of a simple standardization, such as
that described above, for the term “full warranty.” Both
examples point to the importance of consumer education,
a topic considered in chapter 7.

Information provided by sellers

Warranties for experience goods may offer little protec-
tion for consumers when enforcement costs are high rel-
ative to the value of the good. Such costs may be high if,
for example, the legal system is ineffective or if it is diff-
cult to assess whether the good met the promised pertfor-
mance standards. In the second case, adequate
compensation may pose a problem. In the absence of war-
ranties, the issue is whether manufacturers have incen-
tives to provide adequate information about product
characteristics and prices to consumers.

Information about quality: signals, bonds, and reputation.
Information about quality is communicated very differ-
ently for one-time versus repeat purchases. When the
buyer and seller interact only once and the seller cannot
be sued for faulty quality (or transactions costs are pro-
hibitively high), market demand is unable to discriminate
among different qualities offered. The producer therefore
has no reason not to provide the lowestpossible quality.

Producers of high-quality goods may invest in reputa-
tion to signal consumers that their products are high cal-
iber. The rationale behind such expenditures is that the
producer, knowing that the product is of high quality, is
prepared to sustain initial losses. Were the product of
poor quality, consumers would eventually discover the
truth, and the producer would never recover the initial
expenditure. The advertising campaign may convey the
producer’s desired message even if it gives no real infor-
mation about the product. The fact that the advertising is
launched shows that the product is worth promoting,
because advertising is not advantageous for low-quality
experience goods.

Posting a bond that guarantees the performance of a
good or service is another way a producer can build rep-
utation and signal the quality of its product to consumers.
The producer forfeits the bond if the service is defective.
For example, contractors often must post a bond stipu-
lating that a project will be completed by an agreed date
and in an agreed manner,

Although bonds often give adequate incentives for
sellers to provide quality products, they present a number
of limitations, some particularly relevant in developing
countries. First, sellers may not have the financial
resources to post a bond.*’ Second, in the case of experi-
ence goods, the price of a bond that provides adequate
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incentives for the producer is inversely proportional to the
probability that consumers will detect product defects;
thus large sums are required when the probability of
detecting a defective good is small. Third, the transac-
tions costs involved in determining whether the good was
provided as agreed may be high, especially if the legal sys-
tem is not efficient.

In the absence of warranties and bonds, high-quality
goods are likely to be produced in the case of repeat pur-
chases. When purchases are made fairly frequently and
customers can quickly learn the quality of the good, man-
ufacturers have incentives to continue producing high-
quality products. By so doing they build a positive
reputation among consumers and eventually may charge
a “quality premium.” Fear of lost sales and consumer
complaints deters manufacturers from lowering quality.

To illustrate the difference between one-time and
repeat purchases, consider the case of life insurance. The
Economist concluded its gloomy appraisal of the British
life insurance industry as follows: “The industry remains
riddled with bad practice, and will continue to be as long
as most sales take place after brief encounters between
ill-informed customers and unfamiliar salesmen chasing
hefty commissions.”* The solution offered by the British
magazine was bancassurance. Customers buy this insur-
ance from a bank that has formed an association with an
insurance company. The insurance shifts to the insurance
company the incentives provided by the long relationship
between the customer and the bank, thereby solving the
moral hazard problem.

In Chile every worker must save 10 percent of his or her
earnings in a savings account that is managed by a private
pension fund. On retirement, workers can choose between
a sequence of phased withdrawals and an annuity. The
resulting annuities market presents problems similar to
those of the British life insurance market. In the case of
annuities, transactions take place once in a lifetime, com-
missions are hefty, and advertising expenditures large.¥?
Moreover, retirees are charged a much higher price than
that for similar assets sold under repeat-purchase condi-
tions (Bitrdn 1994).There also is a wide variety of annu-
ities, which consumers have difficulty comprehending.

Bancassurance is not a viable solution in Chile because
a large fraction of the population does not have a bank
account, The Chilean Congress is considering whether to
standardize the annuities market in order to make it eas-
ier for customers to make comparisons (Bitrin 1994),%8
The risks of the various annuity providers would be rated,
and retirees would choose at least three firms to bid for
their annuity. The bidding process would automatically

include all annuity providers whose ratings are equal to or
greater than the average rating of those chosen by the cus-
tomer. Annuity sellers thus would have an incentive to fol-
low a strategy of high capitalization and low prices,
without incurring large advertising expenditures. Entry
barriers would also be dramatically lowered in this system.
Once bids were in, the buyer would be free to choose
either the best offer among all bids (within a 1 percent
range) or the best offer among those annuity providers
selected initially.

Although this discussion has emphasized the distinc-
tion between one-time and repeat purchases, it is not
strictly necessary for consumers to purchase a product
frequently for reputation to take on importance.
Consumers often have access to some information before
buying a good. They may ask friends and relatives who
have bought the good, they may rely on the advice of a
vendor whom they trust, they may trust certain brand
names, they may read product-testing magazines, or they
may perform some simple tests. In any of these cases, the
quality of experience goods increases with the number of
informed consumers.* Furthermore, as long as some cus-
tomers are informed, high prices may signal high quality
to uninformed customers.

Information about price: sales, bargains, and rip-offs.
There is widespread evidence that consumers pay sub-
stantially different prices for similar (even identical)
goods and that price dispersion is growing over time. In
the United States the dollar value of markdowns on all
merchandise sold in department stores as a percentage of
dollar sales increased from 8.9 percent in 1975 to 16.1
percent in 1984 (Pashigian 1988).5

To determine whether price dispersion (spatial or tem-
poral) justifies a specific consumer policy response, it is
necessary to understand why people pay different prices
for similar goods. Much price dispersion is probably the
result of second-degree price discrimination. Since cus-
tomers’ reservation prices are not known to sellers, and
sellers are often unable to charge different prices to dif-
ferent groups of customers (due to informational and
legal constraints), sellers may charge a high price initially
(so as to capture customers prepared to pay more), then
lower the price, and eventually put the good on sale.’!
Since most customers prefer to consume a good sooner
than later, some will buy at the higher price. Alternatively,
random sales benefit most of those customers who spend
time looking for bargains; these customers are usually
those with lower reservation prices.

Price dispersion may also be related to positive search
costs. Information about prices at all stores selling a par-
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ticular good is usually not available. Consumers must
spend time (and other resources) to gain this information.
A market equilibrium with price dispersion may emerge
if consumers’ costs of obtaining information differ sub-
stantially (Salop and Stiglitz 1977). Although those sell-
ing at low prices will have incentives to provide price
information to consumers up to the point where the mar-
ginal expected benefit from so doing is equal to the cor-
responding marginal cost, from the point of view of
consumer protection, the issue is whether this leads to
sufficient price information. In fact, the amount of infor-
mation is often inadequate. At the same time, there is an
externality associated with acquiring information.*?

The problem often faced by consumers with regard to
price dispersion is ensuring that once a cheap outlet has
been found, the good has the announced quality. When
the price of a good is much lower than a consumer would
normally expect to pay, there is a high probability that the
product is defective.”> Even though legislation usually
requires that information on substandard articles be pro-
vided, it may be difficult to enforce such laws (for exam-
ple, for goods sold at going-out-of-business sales).
Consumers are generally suspicious of sales in which
goods are sold at exceedingly low prices (see Leff 1976).
For that reason some sellers try to convince buyers that
there is a valid reason for the sale—which is why fire sales,
going-out-of-business sales, and the like attract more cus-
tomers than an announcement that a group of substan-
dard products has just arrived.

Information provided by third parties
Even if sellers and buyers interact repeatedly, buyers
often have good reason for not trusting the information
sellers provide. When an assessment of the quality of a
good involves substantial subjective judgment, it may be
to the advantage of both sellers and buyers if third parties
provide the information 3

Consider, for example, the case of investors wishing to
assess the quality of a security. Most investors face a for-
midable task if forced to assess the probability of default
on a bond. They are therefore willing to pay for a reliable
assessment of the bond's likely performance. Many
investors rely on the ratings of private firms, such as
Moody’s and Standard and Poor's.’®

Another example of third-party information is quality
certification systems, such as the ISO-9000 series.* ISO
certificates provide easy checks on the quality of suppli-
ers of intermediate goods, thereby helping manufacturers
select supplicrs (especially foreign suppliers.).”” In indus-
trializing countries, manufacturers in the export sector
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were the first firms to demand ISO certification. A man-
ufacturer that obtains ISO certification often demands
that its local suppliers do the same. The number of man-
ufacturers with ISO certification in developing countries
is likely to grow dramatically in coming years.

Because many products have a complicated construc-
tion, making it difficult for consumers to evaluate their
safety, a market has been created for private providers of
safety seals, such as the Underwriters Laboratories (UL)
seal in the United States and the Safety Goods (SG) seal
in Japan.’® Such institutions sometimes receive govern-
ment funding; the German Institute for Industrial
Standards (DIN), which issues the “DIN-tested” seal, is
one example.”?

A major difference between quality control certifica-
tion (such as ISO) and safety seals (such as UL, SG, and
DIN) is that only in the second case does the certifier bear
responsibility for injuries that may occur.® Whether such
seals will become more important in developing countries
is an open question. Early experiences have not been very
successful. For example, poorly funded government
organizations in India were unable to prevent forgery of
both local and foreign seals.*! Private safety seal providers
(both local and foreign) will no doubt emerge in devel-
oping countries once their legal systems can handle effec-
tively the liability issues involved.

Whether private institutions have incentives to pro-
vide information depends on the extent to which they can
derive the full benefits of this information. In the case of
safety seals, firms pay for certification directly, thereby
avoiding any free-rider problem. In the case of consumer
information magazines, however, buyers may benefit
from these magazines without paying for them, either by
reading them in a library or by borrowing them from a
subscriber.®? Thus consumer magazines will provide less
product information than is socially desirable.

Product-testing organizations are an important feature
of consumer protection in industrial countries. The mag-
azines these organizations publish provide consumers with
useful information on product features and quality. Some
of these private organizations are making special efforts to
foster consumer protection in developing countries. For
example, the International Organization of Consumer
Unions (IOCU), which has offices in Chile, London,
Malaysia, and Zimbabwe, has promoted the growth of
product-testing organizations in developing countrics.
Clearly, there are important economies of scale in sharing
testing methods and results across countries. This raises
the issue of how transnational consumer organizations
(such as the IOCU), which generate external benefits
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beyond the border of any particular country, should be
funded. Multilateral organizations may have an important
role to play in preventing countries from free-riding.

An important issue related to the private provision of
information is the incentives that providers have to be
truthful. The concepts developed earlier in this section
also apply to private information providers; they sell a
good that could be considered an experience good (and
often a credence good).’ Private providers of informa-
tion must invest in building a reputation, which takes time
and resources. This is relevant, for example, for new con-
sumer magazines. A careful choice of private testing insti-
tutions and cooperation with institutions that have gained
international prestige may help new consumer magazines
build a reputation among both consumers and producers.

It is easy to make the case for subsidizing private orga-
nizations that provide information to consumers.®
Argentina’s consumer protection legislation passed in
October 1993, for example, provides state subsidies for
private consumer organizations.%® Such funding should
depend on the interest that consumers demonstrate in the
information provided by such an institution. Thus the
government funding received by a consumer magazine
should increase with its circulation 66

Subsidies for organizations that provide information
to consumers help the organizations internalize the ben-
efits they provide. By increasing the number of informed
consumers, subsidies also benefit uninformed consumers
(a positive externality), since informed consumers induce
(or allow) firms with market power to produce high-qual-
ity goods. Thorelli Becker, and Engledow (1975)
referred to informed consumers as “information seek-
ers.” They noted that “they, rather than the average con-
sumer, are keeping producers on their toes. They, more
than others, fight the battle for better products, for hon-
esty and decency in business practice, and for more truth-
ful and informative advertising,”

Regulatory remedies for consumer protection
Governments are not benevolent social planners striving
to maximize society’s welfare.’ Government policies
may lead to corruption, rent seeking, and waste, They also
may create groups of powerful and privileged bureau-
crats. Regulatory remedies for consumer protection must
take these limitations into account.

Protection of health and safety

Some producers sell products that put consumers at unrea-
sonable risk, In some cases, producers fail to take adequate
steps to prevent potential hazards, The Chevrolet Corvair

case, which catapulted Ralph Nader to the leadership of the
U.S. consumer movement in the mid-1960s, and the
thalidomide cases in Europe are well-known examples of
manufacturer negligence. Frequent food poisoning
episodes in developing countries (and sometimes in indus-
trial countries, such as the Kanemirice oil and the Morinaga
powdered milk cases in Japan) are additional examples.

As noted earlier, there is no such thing as a totally safe
product. Most products can cause physical, economic, or
psychological harm, From the point of view of consumer
protection, the relevant question is not whether products
are safe, but whether market forces provide incentives for
producers to ensure “efficient” levels of safety in con-
sumer products. Markets do not provide efficient safety
levels when there is a serious source of market failure
(usually rooted in some significant transaction cost).
Examples are hazards that are imposed on others (nega-
tive externalities), such as environmental risks, and prod-
uct risks unknown to the consumers who bear them (due
to asymmettic information)., Another reason government
action may be justified is consumers’ misperceptions of
low-probability events.5

In the absence of voluntary actions by producers, there
are two approaches for protecting consumers’ health and
safety when markets fail to do so efficiently: liability law
and regulation. Liability law and government regulation
are different both in their design and in the way they pro-
mote consumer safety. Liability law compensates those
injured, whereas government regulation is best designed
to provide incentives for appropriate prevention.
Regulatory requirements are superior to liability law when
producers ate unable to pay fully for the harm they cause
(Shavell 1984). This situation is more pervasive in devel-
oping countries, where local producers often are not
accountable (such as those selling in informal markets) or
would go bankrupt if sued successfully when transactions
costs are so high that producers are seldom sued, regula-
tion is more effective than liability law (Shavell 1984).
Conversely, when the authority's information on risk is
poor, liability law can be expected to work better than
government regulation,®

This section argues that, even though developing
countries would benefit from reducing the transactions
costs involved in using liability law to promote consumers’
interests, they should learn from the mistakes cf some
industrial economies and avoid excessive reliance on lia-
bility law. A well-designed regulation or appropriate
incentives for private provision of safety often can be con-
siderably more successful than liability law as well as
much less costly and more efficient.”
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Liability law. It is impossible to write contracts that
consider all possible contingencies, given the transactions
costs that would be incurred. It is economically more effi-
cient to settle the costs associated with risks with a low
probability of occurrence only after adverse events actu-
ally take place.

In many developing countries, consumers are still the
main bearers of risk (caveat emptor), yet as consumer pro-
tection develops, these risks are borne increasingly by pro-
ducers (caveat vendor). For example, the consumer
protection law approved in Brazil in 1990 places the bur-
den of proof on producers (or importers).”!

Consideration of transactions costs (such as legal fees
and liability insurance) for consumers and producers is
important in evaluating the efficiency of a consumer pro-
tection system based on liability law.”? Data from coun-
tries that rely heavily on liability law to encourage product
safety indicate that these costs can be astronomical. For
example, liability costs account for 17 percent of the fares
paid by passengers on the Philadelphia mass transit sys-
tem and approximately 20 percent of the retail price of a
ladder in the United States (Viscusi 1991a, p. 8). Net
compensation to U.S. victims constitutes only about half
of the total expenditures for tort litigation.

In most countries, liability is imposed according to two
basic standards: strict liability and negligence rule, Under
strict liability, producers are responsible for the damage
their products cause regardless of how much care they
took in product design and manufacture; the new law in
Brazil belongs to this class. Such a liability law forces pro-
ducers (or importers) to internalize all safety costs and
may lead to an inefficient outcome when consumer
behavior plays an important role in product-related acci-
dents. The moral hazard problem under strict liability is
serious and may cause producers to spend too many
resources to provide safe products.

Negligence rule imposes some reasonable level of care
on producers and requires defining the standards that
correspond to “reasonable care.” Producers are held to
standards regarding product design and manufacture as
well as warnings that their products carry.

Breyer (1993) summarized most experts' current
thinking on the U. S. liability system:

[The tort system] leaves the determination of “too
much risk” in the hands of tens of thousands of dif-
ferent juries who are forced to answer the question
not in terms of a statistical life, but in reference to
a very real victim, needing compensation in the
courtroom before them. The result is a system much
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criticized for its random, lottery-lil-e results and its
high “transactions costs” (i.e., legal fees) which eat
up a large fraction of comp=nsation awards (p. 59).

Viscusi (1991a) illustrated the excesses of the U.S. lia-
bility system with some vivid examples. In one case a
physician who fell off his horse at a country club and frac-
tured his right arm, sued the club and was awarded $6.3
million in damages in an out-of-court settlement. In
another case a Philadelphia psychic who claimed she had
lost her psychic powers after undergoing a scanner exam
was awarded $1 million.

In developing countries whereas consumers’ access to
redress from private providers of goods and services is
often limited and expensive, obtaining redress from pub-
lic utiiities, municipalities, and other government agen-
cies is usually impossible. Describing the situation in
India in the early 1980s, Galanter (1985) noted that “dis-
asters large and small in India typically have no legal con-
sequences.” Redress from government can be expected
to develop in parallel with civil servants’ accountability.
Major legal (and sometimes even constitutional) reforms
are needed in many developing countries. India’s 1986
Consumer Protection Act gives consumers access to
redress when government goods and services are
involved.

Protecting consumers from medical malpractice poses
a major challenge for those designing consumer protec-
tion policies in developing countries. The asymmetry of
information in this case is extreme: Patients have almost
no way of assessing to what an extent a negative outcome
is due to physician negligence. A difficult agency problem
thus exists. Resolving such issues requires assessments
provided by other physicians, a task that is often imprac-
ticable.

Protecting consumers from negligent physicians can
be an expensive task, as the medical malpractice situation
in the United States illustrates, When physicians fear the
threat of medical malpractice charges, th 'y tend to order
more tests than they might otherwise (defensive medi-
cine), Consumers have few incentives to resist such tests
since they do not bear medical costs at the margin
because medical bills are covered by either government-
financed public health services or private insurers. The
high cost of health care in the United States can be partly
attributed to the medical malpractice liability system.

Successful medical malpractice cases are rare in most
developing countries. For example, in Chile it took a case
involving a supreme court judge for the legal system to
award more than token punitive damages. The judge had




THE BASICS OF CONSUMER PROTECTION: PRINCIPLES AND POLICIES

a hip problem, and the physician charged with negligence

‘had performed surgery on the wrong hip. This case also
offers an illustration of how the medical profession can
close ranks behind a threatened colleague.”

Most industrializing countries would benefit from the
positive incentive effect on product and service safety
that would result from significant expansion of liability.
Yet beyond a certain threshold, the liability system stops
acting as a deterrent and ends up increasing the prices of
goods and services with no positive offsetting effect.’

Regulation and consumer safety. Protecting consumer
safety through the liability system is costly, since it
requires use of the normally expensive legal apparatus.
Direct regulation may be a more effective, less costly way
to deter accidents. The effectiveness of government reg-
ulation is limited, however, because practical constraints
preclude focusing regulatory attention on more than a
small percenta,e of products. This contrasts with liability
law which, at least in principle, is all inclusive.

Government regulation may be quite powerful in
some markets. It can take the form of quality control,
minimum quality standards, obligatory disclosure, occu-
pational licensing and certification (as for doctors and
lawyers), safety regulations, recalls, and bans.
Government regulations focus on prevention rather than
compensation for victims, as does the liability apparatus.
Although regulation does provide incentives for produc-
ers (such as through fines), there is no direct link between
these incentives and reparations to those injured.

Regulators try to limit or reduce exposure to certain
potentially risky substances, products, and even people
(for example, unqualified doctors). There are some prod-
ucts whose potential risk is considerably larger than their
benefits, justifying a ban on their production.” The reg-
ulatory system should seek to foster choices that informed
consumers would make for themselves in a well-func-
tioning market.”8 The regulatory process should be based
on risk-benefit analysis.””

Government standards and regulations can be classi-
fied as routine and nonroutine. The case of routine prod-
uct safety regulations is straightforward: manufacturers of
products in certain categories must follow standard pro-
cedures to obtain government certification before the
products are sold to the public. In the nonroutine case,
once a new risk makes it to the public policymaking
agenda, a risk assessment must be performed to deter-
mine the extent of the risk.”® Risk management then
involves answering a number of questions. Should the
product be banned, regulated, or modified? Should per-
ceptions and valuations be altered through education and

public relations? How much should be spent? Who
skould pay?

Risk management can benefit from the expertise of
civil servants who specialize in safety regulations and
work together with experts from a variety of fields on a
regular basis. In the case of developing countries, free-
riding on the expertise of industrial economies may lower
costs substantially, It is in this spirit that the Russian gov-
ernment recently announced that it would rely on foreign
certifications to decide which drugs are sold in Russia.”

Despite the fact that many products are subject to
extensive regulation prior to marketing, important safety
hazards sometimes become apparent only after a product
is on the market. In the United States when a product is
found to be defective or to pose an unreasonable hazard
to health or safety, the manufacturer is required to
remove the product from the market. This recall can be
initiated by either the manufacturer or a regulatory
agency; it can involve the removal of a few bottles of con-
taminated or mislabeled product or the permanent
removal of a product from the marketplace.® Recalls can
be initiated for products that pose any one of three health
hazards.8! Of the approximately 3,000 citations by the
Food and Drug Administration during 1973-78, 2 per-
cent were products with defects that could have seriously
adverse health consequences, including death (Jarrell and
Peltzman 1984). The other types of health hazards that
can prompt recalls are temporary or medically reversible
health hazards and hazards unlikely to entail adverse
health consequences.

Product safety regulations may sometimes do more
harm than good (see Viscusi 1985). Viscusi (1984a,
1984b) considered the case of child-resistant bottle caps
for certain drugs. He argued convincingly that when safety
designs are too complicated, parents often leave bottles
uncapped, thus facilitating children’s access to drugs. This
fact, combined with the Julling effect that safety aids have
on many consumers, explains why the percentage of
aspirin poisonings attributed to child-proof caps increased
from 40 percent in 1972 to 73 percent in 1978.821t should
be noted, though, that such concerns are more relevant in
industrial economies, where safety regulations are consid-
erably more developed and therefore more likely to
address problems whose solutions would have small
expected net benefits.

Protection of economic interests

Many government policies are designed to protect con-
sumers’ economic interests in the marketplace by facili-
tating the process through which consumers acquire and
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process information. Such policies include requirements
regarding the information that sellers provide to potential
buyers through advertising or labeling of products. They
also include regulations on contracts between buyers and
sellers.

Advertising and promotional practices. Economists dis-
agree about the purpose and benefits of advertising.®’ Is
advertising designed to systematically fool consumers,
calling into question the central tenet of consumer sover-
eignty? Or, by offering consumers a low-cost way to
obtain information, does advertising promote competi-
tion and help consumers achieve higher levels of welfare?

The adverse view of advertising is not new (see Kaldor
1950, Nichols 1951, and Galbraith 1958), This view
claims that advertising persuades and fools consumers by
allowing firms to create artificial product differentiation
and increasing barriers to entry (Galbraith 1967 and
Solow 1967). When firms compete through advertising
rather than prices, advertising is wasteful from a social
point of view. The example most often cited by propo-
nents of this view is television advertising, which provides
little information beyond the availability of the advertised
products. Solow (1977) summarized this position:

Sometimes it comes over me that the TV advertiser
does not really care what the ad says. In fact what
the commercial actually says is almost always utterly
irrelevant or completely inane. It cannot be that the
advertiser expects anyone to believe a word of it,
that Exxon is in business to make the grass grow,
that my Sunoco dealer is all that friendly, that I can
actually trust my car to the man who wears a star, It
is probably much simpler: when I run out of tooth-
paste I'm going to buy something. What word will
come out of my mouth when I walk up to the
counter? God knows: but if I have seen Crest more
often than Colgate in prime time this past month, I
have a sneaking feeling that the odds are I'm going
to buy some Crest (p. 269).

Many European countries have enacted policies con-
sistent with the adverse view of advertising (see Mayer
1989). For example, Denmark has banned television
advertising, whereas Norway prohibits the advertising of
alcohol and tobacco products as well as advertising that
portrays women as sex objects. Almost all European
countries restrict television advertising to certain times of
the day and require that it be shown in time blocks,
thereby making it easier for consumers to avoid commer-
cial messages if they wish. This is in stark contrast to the
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practice in Latin America and the United States, where
advertising is an integral part of popular TV shows, mak-
ing it harder for viewers to escape its message.®

The negative view of advertising motivates laws
against false and deceptive advertising. Many industrial-
izing countries, such as Argentina and Brazil, that have
introduced major changes to their consumer protection
legislation have included such a law. Yet, to be effective,
the transactions costs incutred by consumers who invoke
it should be small, The burden of proof, for example,
must not be on the consumer’s side, as in some develop-
ing countries where consumers must show that sellers
have deliberately misled them, The regulatory methods
used to implement such laws are advertising substantia-
tion rules, mandatory disclosure (such as health warnings
on cigarette ads), and provisions for corrective advertis-
ing in the case of deceptive ads.

The consumer protection law passed in Mexico in
1975 requires advertisements of sales to indicate how
long the special prices wil be in effect; otherv:ise, it is
understood that the advertised prices are valid until
announced through the same media as originally publi-
cized (see Vargas 1989). Unfortunately, sellers (not only
in Mexico but also in industrial countries) have found a
way around these laws. Their ads announce that a sale will
last “while stock is available.” This is a problem for buy-
ers who, after spending time and resources to travel to the
store, discover the merchandise is'sold out.

Some countries, such as Chile and Germany, rely on
private industry-supported advertising councils. These
councils often have the right incentives, since false adver-
tising can affect the image of an entire industry. Yet they
usually lack both the resources and a mandate to enforce
their decisions adequately. For example, when the coun-
cil concludes that one of its members has run a deceptive
ad, the member can choose to terminate its membership
in the council, thereby limiting punishment to the loss of
reputation that may result from publicity about its
actions. If the issue at stake is rather technical, as was the
case recently in Chile with a long-distance telephone car-
rier, the indirect cost paid by the firm running the decep-
tive ads may be small.

The view that advertising brings useful information to
consumers dates to Telser (1964), This view holds that
advertising promotes the production of high-quality
goods, since it makes it easier for manufacturers of such
goods to inform consumers about their products.

Based on the “natural experiment” provided by the 50
states of the United States, proponents of this view have
shown that products such as eyeglasses and prescription
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drugs are more expensive in states that forbid advertising
of these products (see Benham 1972 and Cady 1976).
Proponents argue that advertising of search goods fosters
competition by reducing the cost of learning about com-
peting products, thereby increasing the elasticity of
demand.

Because consumers must try experience goods, they
view a good they have tried differently than one they have
not tried, even if the two are identical. This provides
incentives for firms to advertise new products, in the hope
of creating a group of captive buyers. The need to pro-
mote pioneering brands and consumer reluctance to
switch brands are well-documented reasons that firms
advertise experience goods (see Bain 1956 and
Schmalensee 1982).

A policy of allowing comparative advertising is consis-
tent with the positive view of advertising. Comparative
ads make specific comparisons between the product
being advertised and its competitors. Comparative adver-
tising is rare outside the United States; a well-functioning
liability apparatus (for example, a false advertising law) is
required for comparative advertising to work, since a
deterrent against false claims by one manufacturer
regarding the product of another is needed.

Allowing advertising by professionals, such as doctors
and lawyers, is another policy consistent with a positive
view of advertising. Such ads are banned in most coun-
tries on the ground that they are “unethical” and degrade
the image of the profession involved. Studies for the
United States have shown that consumers in states that
ban advertising for lawyers’ and physicians’ services pay
more on average for these services and have a larger dis-
persion in the fees they pay.’ -

Consumer protection policies regarding advertising
may either limit ads (when the negative view is taken) or
facilitate ads (when the positive view is held). The United
States is the country that has relied most on measures pro-
moting ads. It is therefore not surprising that U.S, expen-
ditures on advertising—which in 1984 represented
between 2 and 3 percent of gross domestic product—are
considerably larger on a per capita basis than those of
European countries, which often rely on policies limiting
advertising. Per capita advertising expenditures in the
United States are twice those in Canada, four times those
in the United Kingdom, and six times those in France (see
World Advertising Expenditures 1986).

Both views of advertising undoubtedly have some merit.
The relevance of each depends on the product, the nature
of the consumer target market (for example, highly edu-
cated versus uneducated), and the advertising medium,

Furthermore, a full understanding of advertising requires
the inclusion of views from other disciplines, such as social
psychology.® Thus, for example, one possible answer to
Solow’s (1977) question about why TV ads convey so little
information has to do with consumers’ attempts to reduce
or resolve cognitive dissonance, or psychological inconsis-
tencies.!” As explained by Akerlof and Dickens (1982):

As the advertising practitioners point out, people do
have needs and tastes, and they do buy goods to sat-
isfy them. Some of these needs and tastes are quite
obscure or subtle; it may be hard to tell when the
needs are being met. In such cases people may want
to believe that what they have just bought meets
their needs. Advertising gives people some external
justification for believing just that. People like to
feel that they are attractive, socially adept and intel-
ligent. It makes them feel good to hold such beliefs
about themselves, Ads facilitate such beliefs—if the
person buys the advertised product (p. 307).

If this view is relevant, then one of the basic tenets of eco-
nomics, namely, that agents wish to be better informed, is
called into question.

What recommendations should be made beyond the
advice that countries enact laws against false and decep-
tive advertising that involve low transactions costs for
consumers? Should a developing country foster policies
that expand or inhibit advertising? The answer will
depend on the information conditions of the market, the
degree of product standardization, the advertising
medium, and the country’s social and cultural norms.

Packaging and labeling. An alternative to direct regula-
tion of products (such as banning dangerous products
and imposing design standards) is to regulate the infor-
mation that sellers must provide through labeling and
packaging. Requirements typically address one or more of
the following types of information: (1) identification (for
example, the country in which the good was manufac-
tured), (2) ingredients (for example, sodium content of
food), (3) duration of product effectiveness (for example,
expiration date of a drug), (4) comparative performance
(for example, energy consumption of a particular refrig-
erator compared with other brands), (5) information
facilitating price comparisons (for example, unit pricing
and effective interest rates), (6) conditions under which
a good is sold (for example, parts that are under war-
ranty), (7) proper use or care and handling (for example,
instructions for washing clothes), and (8) warnings (for
example, health risks associated with smoking).
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Regulating packaging and labeling information is attrac-
tive because, in contrast with direct regulation, consumer
choice is enhanced. The idea behind this approach is to
help consumers make well-informed decisions. Since what
is dangerous for one consumer may be safe for another, this
approach allows consumers more choice than does direct
regulation,®® Another advantage of information regulation,
compared with direct regulation, is that it is inexpensive
(since labels are not costly).® A third advantage is that, at
least in principle, labeling regulations can be required for
all products, in contrast to direct regulation, which is nec-
essarily limited to a small fraction of goods.

Despite these attractive arguments, however, the evi-
dence from industrial countries shows that regulating
information provision through labeling is not an effective
way of protecting consumers. The problems that indus-
trial countries have encountered suggest that labeling will
be even less effective in developing countries, However,
this conclusion does not imply that information regula-
tion is useless. Since direct regulation is necessarily lim-
ited to a small fraction of hazards, information regulation
may be useful for many risks that are not regulated
directly. Since information regulation is relatively inex-
pensive, it may be justified on a cost-benefit basis, even if
the expected benefits are small. One example is includ-
ing a listing of the recommended daily allowances of
nutrients on food packages.

To use labeling effectively, consumers must read labels,
understand the information, and act on it. There is ample
evidence that things go wrong at each of these three stages
(see Hadden 1991). First, people often do not read labels,
among other reasons because they trust goods that are
familiar to them.” Periodically changing the information
or warning has been found to have some success in cases
where consumers stop paying attention to a label because
of familiarity. This is why many countries require cigarette
manufacturers to alternate among several warning labels.

Second, the information contained in many labels is
often quite technical and consequently difficult for most
consumers to grasp. This problem is particularly relevant
in developing countries, where there are both high func-
tional illiteracy rates and language barriers.”! Using stan-
dardized pictograms to convey information on hazardous
products offers a partial solution. For example, Canada
adopted a uniform system of pictograms that is taught in
school; this system enables almost everyone in that bilin-
gual nation to recognize certain hazards immediately.
Label standardization reduces transactions costs for both
buyers (information processing) and sellers (deciding
what to put on labels). There also is an important positive
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externality associated with standardization, which grows
with the number of sellers that adopt the standard.
Standardization is of limited use, however, since the com-
plexity of many risks makes it impossible to simplify a
label without omitting information that some consumers
would view as important.

Once consumers have read and understood the infor-
mation provided on product labels and packaging, they
must act on it, Acting rationally in risk situations requires
consumers to assess correctly probabilities that are quite
small. As noted earlier, biases such as prominence and the
belief in personal immunity may prevent individuals from
acting on such information. In this case, banning the prod-
uct or establishing product standards offers more effective
protection than does information regulation,

Another limitation of consumer protection through
information regulation is that it is highly regressive, an
effect that is particularly relevant in most developing coun-
tries. Understanding information and then acting on it
requires skills that relate to a consumer’s level of educa-
tion, which itself is usually strongly correlated with income.
Thus high-income consumers benefit the most from infor-
mation regulation.*?

A policy that gives a major role to information regula-
tion to protect consumers in developing countries is not
likely to be successful. Yet this is not to say that informa-
tion regulation should be disregarded. Consider, for
example, the significant reduction in information pro-
cessing time and effort that results from simple require-
ments such as unit pricing and effective interest rates.”
The cost of providing this information is so low that, even
if only a fraction of consumers benefit from it,** the ben-
efits definitely outweigh the costs.

Unfair contract clauses. The high transactions costs
involved in writing contracts explains why many goods
and services are sold with adhesion contracts, which buy-
ers can choose to accept or reject. Adhesion contracts fre-
quently include clauses (sometimes in small print) that
are unfair to buyers. If it were costless for consumers to
understand the terms of an adhesion contract, regulating
these contracts would not be necessary. However, con-
sumers often either do not read or do not understand the
terms of a contract. This problem is particularly relevant
when sellers can put (psychological) pressure on buyers,
as is true for example, for door-to-door sales. One might
argue that, in the absence of regulation, consumers would
eventually learn from their mistakes, However, this view
ignores that this learning process entails high costs for
consumers and that sellers may find new and creative
clauses that are unfair to consumers.
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Regulating some basic aspects of adhesion contracts is
justifiable, as is enacting laws that prevent unfair sales
practices. The United States was the first country to
impose a cooling-off period for door-to-door sales (or,
more generally, for sales that do not take place at the
seller’s usual place of business). Since the U.S, law was
enacted in 1972, most European countries and some
developing countries (for example, Mexico in 1975 and
Brazil in 1990) have followed suit. These laws specify that
door-to-door sales must be formalized by a written con-
tract that is binding only a specified number of working
days after it is signed or the good is delivered. The cool-
ing-off period is usually five to seven working days, dur-
ing which time the consumer may rescind the contract
with no liability.

A law that provides a cooling-off period for door-to-
door sales helps protect consumers from abusive contract
clauses at a very low cost. However, for such a law to be
effective, door-to-door salespeople must work for an
organization that has a formal address, and buyers must
remember to ask for the written contract and be able to
verify (quickly, by phone) the authenticity of the business
address on the contract. Even though desirable, such laws
may be expected to be less effective in developing coun-
tries with large informal sectors and significant functional
illiteracy rates.

Fair credit laws can also protect consumers from abu-
sive practices. These laws aim at making sure that con-
sumers know the true cost of buying on credit, which
includes indirect costs such as invoicing and operating
charges. The effective interest rate, which summarizes all
direct and indirect costs, makes it easier for consumers to
compare different credit alternatives and to compare
these alternatives with buying with cash.%

A fair credit law is desirable in any country. But such a
law has limits: It aims mainly at reducing (substantially)
consumers’ time and effort to compute and compare
alternative paying schemes, ot at imposing ceilings on
interest rates or limiting the free market for credit in any
other way. An example of a law that went too far is the
Mexican Federal Consumer Protection Act of 1975. This
law gives the secretariat of commerce the authority to
establish maximum rates of interest as well as to ensure
that additional charges and interest are not incorporated
into the prices of goods and services (see Vargas 1989).%

An example of laws that are aimed at unfair sales prac-
tices and that have not been very successful are so-called
lemon laws (see Nicks 1986). Connecticut enacted the
first lemon law in 1980 to help consumers who purchased
new cars with serious defects that could not be readily

repaired. By the end of 1986, 40 other states had enacted
such a law. Smithson and Thomas (1988) showed that the
value consumers give to such laws is relatively small (as
low as $2 for compact cars), since well-established and
inexpensive consumer arbitration mechanisms can be just
as effective. Because such mechanisms generally do not
exist in developing countries, the value of lemon laws
would be higher in these countries.

Major op2n research topics

Consumer protection benefits from many disciplines in
economics and other fields. New developments in micro-
economic theory, industrial organization, law and eco-
nomics, policy analysis, international trade, institutional
design, marketing, and psychology often lead to more
effective consumer protection policies. This section con-
siders the open research topics in consumer policy.

Expanding the conceptual framework

What assumptions should be made about consumer
behavior when analyzing consumer policy? There is a con-
stant tension throughout this chapter between consider-
ing consumers as rational people facing positive
transactions costs and assigning an important role to con-
sumers’ misperceptions or outright irrational behavior.
Where is the balance between the two approaches? Can
consumer rationality be quantified? Recent work on the
psychology of decisionmaking under uncertainty is
promising.”” However, this school of thought has yet to
provide a simple and tractable framework, such as
expected utility maximization, that can be used to analyze
consumer protection issues. Work by economists looking
at concepts in social psychology from an economic point
of view has also been helpful.?8 More work of this kind is
clearly needed.

All consumers exhibit different degrees of rationality
in their buying behavior. Information seekers come clos-
est to economists’ ideal of the rational decisionmaker.
The relative effectiveness of market remedies as com-
pared with government regulations usually grows with the
fraction of consumers who act rationally, Simple models,
motivated by empirical data, in which consumers differ in
their degree of rationality may be useful for analyzing the
effectiveness of consumer protection policies.

Market-based remedies

Economic theoty provides useful insights about when
sellers and producers can be expected to provide truthful
and relevant information to consumers. More work is
needed to verify the empirical relevance of these insights.
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Much could also be learned from cross-country studies
comparing the extent to which sellers provide informa-
tion voluntarily.

Casual observation indicates that the coverage of war-
ranties for identical goods varies considerably across
developing countries. Documenting this fact, and deter-
mining its relation to observable characteristics such as
education, the legal redress system, and the number of
public and private consumer organizations, among other
variables, may be useful in determining appropriate
strategies for promoting consumer policy in countries in
which consumer protection is embryonic.

Law and economics
New developments in the field of law and economics can
benefit consumer protection considerably. The applica-
tion of economic concepts to the study of the legal sys-
tems in developing countries is a promising research area.

Many developing countries would benefit from a thor-
ough reform of their legal systems. It would not be sur-
prising if reforming the legal system became a high
priority once market-oriented reforms are in place. The
extent to which radical changes will be possible during
such a reform is hard to predict. Nonetheless, studies on
the following topics may be useful:
* A study of the comparative effectiveness of jury sys-
tems and systems in which judges reach decisions. Such
a study should include an analysis of which system pro-
duces a more effective outcome for various types of lia-
bility cases and of how often each legal system reaches the
“correct” decision. Danzon (1991) undertnok such an
analysis for medical malpractice cases in the United
States. Since liability cases are more likely to go to court
when the outcome of a trial is uncertain (and both patties
differ in their assessment of their chances of winning), a
jury system may lead to higher transactions costs than a
system in which judges make determinations.
* n some countries, such as the United Kingdom, the
losing party in a trial must pay for all litigation costs.
Although this practice reduces the number of frivolous
cases brought to trial, it also deters litigants who might
prevail but who are dissuaded from bringing suit by the
uncertainty of the trial’s outcome. In most other countries
each party pays its own legal costs. It would be useful to
study, at an empirical level, the effect of each of these
alternatives on the legal system, possibly comparing dif-
ferent countries. The distributive impact of various
regimes should be included in such an analysis.

In addition to comparing the percentage of cases that
go to trial under each system, the analysis must also assess
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the extent to which a fair outcome is achieved and the
transactions costs incurred. Any work on this topic must
model and estimate the uncertainties involved from the
plaintiff’s and defendant’s point of view, and the actual
uncertainty of the outcome, should the case go to trial.

* In some countries the investigations into a case are
made by the same judge who later hands down a verdict;
in other countries the two roles are carried out by differ-
ent people. The incentives provided by both approaches
differ substantially. Work could be done both to find
empirical evidence documenting its relevance.

* Consumer protection seems well suited to common
law, in which precedent plays an important role.
Remarkably, the Mexican Consumer Protection Act of
1975 relies on common law despite Mexico's strong tra-
dition in civil law. Yet common law has its disadvantages.
Specifically, the degree of uncertainty faced by manufac-
turers is considerably larger than it would be if liability
cases proceeded according to well-established codes.
Work that pursued these issues in more depth would be
useful, particularly if it combined the theoretical and
empirical approaches,

Protection of economic interests

A variety of measures that reduce consumer search costs
merit detailed study, for example, the requirement that
sellers quote prices by telephone. Such a requirement
might substantially reduce consumer search costs, yet it
might also facilitate seller collusion in certain markets.
Also, enforcement might not be trivial.

More research in the area of advertising could also yield
important new insights. For example, studies quantifying
the effects of advertising on competition in developing
countries might give useful guidelines for regulating (or
promoting) advertising so as to protect consumers.

Conclusions
This chapter has reviewed market-based and regulatory
remedies that help protect consumers in a market econ-
omy, including legal instruments, These remedies include
guarantees offered by sellers and producers’ reputation-
building efforts, information provision requirements,
laws against deceptive business practices, product stan-
dards, safety regulations, quality seals, and product-test-
ing magazines.”” Rather than offer a cookbook with
explicit recipes for protecting consumers in developing
countries, this chapter has detailed the strengths and lim-
itations of those remedies.

A given level of protection can be achieved at similar
costs by very different combinations of policy instru-
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ments, Policies on product safety offer an example of why
a holistic approach to designing consumer protection
policies is important.!® Product safety can be achieved
via product liability law, regulation, actions by producets,
or exercise of care by consumers. These approaches dif-
fer in their informational requirements, the incentives
they create to provide new information about emerging
risks, their ability to respond to change, and the costs
involved and their distribution. For example, regulation
may involve setting standards, requiring testing and dis-
closure, or banning products completely. Information
requirements prevent using regulation to achieve ade-
quate levels of safety for more than a small fraction of
goods. Thus, although regulation may be effective in pro-
viding adequate safety levels for many products, it must
necessarily be combined with other approaches.

Relevant differences in industrializing countries

Most of the consumer protection literature has been
motivated by, and relates to, problems facing consumers
in industrial countries. This is so not only because indus-
trial countries spend more on research; consumer pro-
tection also is a more important issue in industrial
economies (for possible explanations, see chapter 7). This
raises the question, what differences between developing
and industrial countries are relevant for analyzing con-
sumer policies?

First, developing countries have higher functional
illiteracy rates. Consumers find it more difficult to com-
prehend a label or instruction manual and have a harder
time evaluating risks in situations they have not encoun-
tered previously This implies that more resources
should be spent in preparing information materials.
Using pictograms to communicate risks may be particu-
larly important in developing countries. Higher func-
tional illiteracy rates also imply that product
standardization is more desirable in developing
economies, For example, regulating use of the term “full
warranty” would be particularly important.

Because of their low educational levels, consumers in
developing countries are more vulnerable to deceptive
business practices, such as false advertising. The welfare
of low-income consumers may improve considerably if
successful policies to protect them are in place.

Second, institutions that could play an important role
in protecting consumers often function poorly in develop-
ing countries. For example, it is both difficult and ineff-
cient to achieve adequate access to redress for consumers
in a country whose legal system does not function well.
Another institutional issue is how well government agen-

cies function.!®! Some countries lack the administrative
capability to monitor consumer risks or enforce safety reg-
ulations; in other countries the institutional design of gov-
ernment agencies facilitates the co-option of regulators by
those they are supposed to supervise. In such countries
promoting consumer protection through market mecha-
nisms may be the most effective approach in the short run.

Closely related is the issue of government account-
ability. Government agencies in many developing coun-
tries bear no responsibility for providing poor or
dangerous services. The lack of response of public utili-
ties to consumer concerns is one of the arguments given
for their privatization.

Third, many markets in developing economies do not
function adequately for both institutional and informa-
tional reasons. Consider the car insurance market. When
such a market begins to develop, insurance providers
have no individual driving records. The problems of
asymmetric information and adverse selection are partic-
ularly acute at this stage. Informational problems thus
limit the size and operation of insurance markets during
the early stages of its development, 102

Thorelli (1982, 1983), who considered developing
countries including Thailand, Kenya, and China, con-
cluded that markets in developing countries share three
deficiencies: (a) a majority of goods are manufactured
locally without adequate quality control, (b) transporta-
tion and storage facilities are inadequate for preserving
fresh foods, and (c) sellers care little about consumer sat-
isfaction and frequently sell adulterated goods or cheat
customers with respect to weights and measures. Since
consumers are often poor and uneducated, Thorelli advo-
cates government regulation not only to ensure adequate
degrees of safety, but also to provide minimal quality stan-
dards.

Thorelli’s work in developing countries is less relevant
today than it was a decade ago, since globalization has
reduced the difference between markets in industrial and
developing countries. He equated developing-country
consumers with poor consumers buying locally produced
goods, ignoring a growing middle class with increasing
access to goods from abroad.

Additional policy conclusions
Some final points are worthy of note here.

Reputation and quality. Sellers have incentives to pro-
vide truthful information on the quality of their goods
when they know that failing to do so will be costly for
them. They are more likely to offer truthful information
in the case of repeat purchases and for goods whose true
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quality the consumer can determine quickly. It follows
that policies that foster long-run relations between sellers
and customers are advisable.

Private provision of information by third parties. Private
provision of information by third parties can play an
important role in protecting consumers. Product-testing
magazines and safety and quality seals provide useful
information to consumets about products. When impor-
tant externalities are involved, as with consumer maga-
zines, government subsidies are advisable.

Protection from abusive business practices. Consumers in
developing countries would benefit from laws protecting
them from abusive business practices. Limitations on the
provision of adhesion contracts, laws against deceptive
advertising, and minimal requirements for producers’
claims that goods are guaranteed, are all measures that
can help protect consumers from abusive practices.

Information provision requirements. Information provi-
sion would seem an attractive way of protecting con-
sumers, since it leads to better decisions without limiting
consumer choice. Yet for this approach to be effective,
consumers must read the information, understand it, and
act on it. Ample evidence shows that things often go
wrong at each of these steps. High illiteracy levels in
developing countries further limit the value of consumer
information. This does not mean that information provi-
sion has no role to play in consumer protection. For
example, unit pricing significantly reduces the time and
effort needed to compare the prices of various brands.
The number of consumers who compare prices will grow
significantly with the introduction of unit pricing, yet not
as much as it would if all consumers were rational.
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1. Consumer policies in New Zealand and Australia are explicitly
aimed mainly at the disadvantaged. See McGregor 1991,

2. The relevance of this argument grows with the degree of correla-
tion between income and people’s abilities. Note, however, that some
consumer protection policies may benefit high-income consumers at
the expense of poor consumers. An example is offered below.

3. Sce Maynes 1988. The first four rights were introduced by
President John Kennedy's influential 1962 address on consumer
issues. Sce Lampman 1988 for details and Nadel 1971 for another
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view on the importance of this address. The right to consumer edu-
cation was formulated by President Gerald Ford in 1975; see Mohr
1988 for details.

4, See 01 1972,1977 for seminal works on the economics of safety.
5. The safety level provided is efficient if the cost to society of
increasing safety provision slightly is equal to the social benefits this
increase generates. Of course, this ignores distribution issues.

6. In this case consumer policies may harm the poor. This may hap-
pen more generally with consumer policies aimed at raising the
quality of goods. To the extent that quality controls raise both qual-
ity and price, poor people may be hurt relative to those who are bet-
ter off. The poor are unable to afford the higher-quality good and
therefore lose when the low-quality good is no longer produced.
The better-off benefit from the withdrawal of low-quality goods
from the market both because of economies of scale and by avoid-
ing mistaken purchases.

7. See United Nations 1986, Also see Merciai 1986, Harland 1987,
and, for the case against the guidelines, Weidenbaum 1987.

8. This question is important because a law requiring sellers to pro-
vide all information that a consumer might find relevant is impos-
sible to enforce. After all, information is an unusual good.

9, The word “consumer protection” did not appear in the New York
Times Index until 1969.

10. Also presumed are no large indivisibilities relative to the econ-
omy and universality of markets.

11. By a suitable reallocation of initial resources. This result extends
to the case with uncertainty, as long as universality of markets is
understood to include markets for contingent claims,

12. So as to avoid interfering with the efficiency properties of the
price mechanism.

13, For a more detailed review of many of the concepts covered in
this section, see Arrow 1970, Pindyck and Rubenfeld 1992,
Milgrom and Roberts 1992, Nicholson 1992, Varian 1992, Keeps
1990, and Tirole 1988.

14. The concept of moral hazard originated in the insurance indus-
try. If a consumer insures his car, the fact of having insurance may
lead to careless driving and make accidents more likely. Thus buy-
ing the good (insurance) changes the consumer’s behavior in a way
that makes the “production” of the good more expensive.

15. Consider a group of people with similar driving records. Since
these records capture a combination of chance events and driving
ability, some people will be better drivers than others and, other
things being equal (such as the degree of risk aversion), will be pre-
pared to pay less for insurance than drivers who know that they
themselves, not chance events, caused their accidents, Some of the
better drivers will decide not to buy insurance, thereby raising costs
for the remaining drivers, forcing additional (better) drivers out of
the insurance market, and so on. Taken to the extreme, this process
of adverse selection may lead to the disappearance of an entire mar-
ket; more generally, it results in markets that are considerably
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smaller than they would be in a world with full information. See the
pioneering wotk by Akerlof (1970).

16. The principal-agent problem is how to find ways to ensure that
one individual, the agent, acts effectively on behalf of another, the
principal. The problem is relevant only when there is uncertainty
and the information available to the two participants is asymmet-
ric. Under such circumstances, the principal cannot infer from
observable evidence how effectively the agent has acted on his or
her behalf and thus cannot judge the extent to which an observable
outcome was determined by the agent's behavior and the extent to
which it was caused by events beyond the agent’s control.

17. This is the exclusion principle of Musgrave (1959). What is
technically impossible at one moment in time may become techni-
cally feasible later; consider, for example, peak and off-peak usage
of electricity, roads, and telephones.

18. Similarly, negative externalities are addressed through taxation.
19. That a good is public does not mean that it is provided by the
government,

20. Perfect price discrimination consists of charging every con-
sumer his or her reservation price. This practice is also referred to
as first-degree price discrimination.

21. For example, American consumers can choose from more than
25,000 products at the supermarket; they can read any of 11,000
magazines or periodicals; and they can view more than 50 televi-
sion stations. See Williams 1990,

22, The economics of information, and the importance of price
search, originate with Stigler (1961). See Russo 1988 for a more
detailed analysis along lines similar to what follows.

23. Such an analysis should consider how the policies being con-
sidered affect the variety of informal channels through which con-
sumers acquire information.

24, Cardinal utility refers to a quantitative measure of the individ-
ual’s welfare in a particular scenario, It should be contrasted with
ordinal utilities, where such assignments are meaningless.

25. One of Savage’s axioms is less appealing than it initially appeared
to be—an issue I do not explore in this chapter. See Machina 1982.
26, | intentionally avoid the discussion of the objective and sub-
jective interpretations of probabilities. The eclectic approach
adopted here seems a reasonable compromise for the policy issues
considered in this chapter,

27, This and other issues considered in this section are illustrated
with vivid examples in Zeckhauser and Viscusi 1990.

28, For arepresentative collection of papers from this literature, see
Kahneman, Slovic, and Tversky 1982.

29, See Plous 1993 for an up-to-date text on the psychology of judg-
ment and uncertainty, including a detailed exposition of the concepts
mentioned below.

30. The public's ratings arc summarized by ranking the health risks
from most to less dangerous; experts classify the health risks as
high, medium, or low. The experts rate nine of the health risks as

high. The sum of the ratings by the public of these nine risks is 105 ;
if the public’s assessment were independent of the experts’, this
sum would (on average) be equal to 103.5. Thus a pure significance
test (see Cox and Hinkley 1974) would give a p-value close to 0.50.
31. A closely related concept is that of bounded rationality; see
Simon 1955, 1956.

32. Otherreasons are the “cost” of creating the habit of using a safety
belt and social norms. For more details, see chapter 7 of this volume.
33, See Ausubel 1991, Fora dissenting view, see Brito and Hartley 1995.
34, Another important issue is how consumers gain access to infor-
mation about prices and where goods are sold. This matters for goods
in the three categories defined above and is considered in the sec-
tion on market-based remedies.

35. It would seem that too much variety cannot be bad, yet this
ignores the price that consumers pay for goods. When firms have
market power, more variety may come at the expense of higher
prices for all goods, which may make consumers worse off.

36. Risk-neutral producers may be induced to behave in a risk-lov-
ing manner by the asymmetry described above. The situation is
analogous to the one considered in Stiglitz and Weiss 1981.

37. Regulations designed to change consumer behavior are con-
sidered in chapter 7 of this volume.

38. Even a full warranty system, however, may fall short of pro-
tecting consumers, These limitations relate to transactions and
enforcement costs, on which the discussion focuses shortly.

39. An example is provided by automobiles. The duration of war-
ranties for different auto parts relates to the extent that deficien-
cies depend on customer behavior. Also, to reduce the moral
hazard problem, car manufacturers issue warranties requiring that
cars be serviced by recognized dealers and only with new parts,
40. Strictly speaking, government regulation is not a pure market
remedy. Still, it is more natural to discuss this topic here than in the
next section,

41. In the United States the warranty disclosure provisions of the
Magnuson-Moss Warranty Act of 1975 include the requirement
that goods that cannot be repaired within a reasonable time must
be replaced or the purchaser given a full refund.

42, Arthur Young & Co. 1979 and Schmitt, Kanter, and Miller
1979, quoted in Mayer 1989,

43. Watermelons are much less expensive in developing countries
than in most industrial countries.

44. Manufacturers may have other reasons for not providing guar-
antees for products sold by informal retailers, First, formal retailers
may threaten not to sell their goods. Second, if manufacturers can
exert market power, it may be to their advantage not to sell their
product at a low price.

45. In such a situation sellers are usually credit-constrained.

46, The Economist, December 19, 1992,

47. The high commissions and advertising expenses can be inferred
from the fact that workers approaching retirement age receive
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phone calls from annuity sellers day and night to offer them trips
to Miami and similar incentives for buying a particular annuity. An
“informal” market providing the (confidential) home phone num-
bers of workers nearing retirement has developed.

48. The trade-off between simplifying customers’ information pro-
cessing and limiting their freedom of choice appears repeatedly when
analyzing consumer policy.

49. See Tirole 1988, p. 107 for a simple model making this point.
This model borrows elements from Salop 1977, Salop and Stiglitz
1977, and Wolinsky 1983.

50. There is evidence that the U.S. consumer price index may be
overestimated as a result,

51. The appropriateness of this and more sophisticated dynamic
pricing strategies depends on how consumers gather information
and to what extent they act strategically; see Lazear 1986, Pashigian
1988, Pashigian and Bowen 1991, and Bitran and Mondschein
1993, among others.

52. There is convincing evidence that price dispersion in some mar-
kets is considerably larger than can be accounted for by any of the
explanations discussed here (Pratt, Wise, and Zeckhauser 1979).
53. This is, once again, the hidden quality problem mentioned in
the introduction.

54. The case of private parties is considered in this section. Public
organizations are considered in chapter 7.

55. Since the firms issuing the bonds pay for the ratings, consumers
pay for the ratings only indirectly.

56. These were defined in 1987 by the International Organization
of Standardization.

57. ISO certification can be provided by both private and public
organizations. Differences among the qualities of certifiers may
emerge, as in Brazil, where ISO certification by a foreign certifier is
more highly valued than certification by a local group.

58. The latter is provided by the Consumer Product Safety
Association, a private Japanese organization.

59. DIN receives approximately 15 percent of its budget from the
government, in exchange for which it must give priority to state
requests to establish norms in particular fields.

60. Certifiers are usually liable only for accidents that occur within
the country of issue.

61. See ISO Bulletin, July 1993. Similar problems occurred in
Nigeria; sce Agege 1987,

62. This problem is more relevant for consumer magazines than for
news magazines, since the information provided by consumer mag-
azines becomes obsolete at a slower rate.

63. Government regulation may be called for in the latter case.
64. An alternative is that government agencies provide this infor-
mation directly; see chapter 7. With the exception of the United
Kingdom, governments in Western Europe provide financial sup-
port for product-testing organizations,

65. The two major consumer organizations have already bencfited
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from this provision; see Salgado and others 1994,

66. Complementary measures are needed to prevent such a sub-
sidy from acting as a barrier to entry.

67. See Inman 1987 and Wolf 1988 for reviews of the failures of
both governments and markets.

68. Spence 1977 considers a signaling model in which consumers
underestimate failure probabilities and shows that safety is under-
provided in the free-market equilibrium.

69. Since developing countries can free-ride on the knowledge on
risk available in industrial economies, this is not a strong argument
in favor of a liability law in developing countries.

70. Viscusi 1991a and the articles in the summer 1991 issue of the
Journal of Economic Perspectives—especially Cooter 1991, Danzon
1991, Priest 1991, Shapiro 1991, and Viscusi 1991b—include rich
discussions of theoretical issues pertaining to liability law and
authoritative accounts of the U.S. liability crisis. A compelling argu-
ment in favor of regulation when large risks are involved can be
found in Breyer 1993. Gerner 1988 and Crandall 1988 consider
both government regulation and liability law when discussing con-
sumer safety issues. This section draws from these sources.

71. As mentioned earlier, this poses a moral hazard problem on the
consumer’s side,

72. Since liability cases are more likely to go to court when the out-
come of a trial is uncertain (and both partics differ in their assess-
ment of their chances of winning), a jury system may lead to higher
transactions costs than a system in which judges decide,

73. See El Mercurio, November 3 (p. C13), 4 (p. C11), and 5 (p.

C11), 1993,

74. Alternative redress mechanisms for consumer grievances that
circumvent the costly legal system are discussed in chapter 7.

75. This assumes that some consumers are unaware of the risks, do
not read labels, and so on.

76. Zeckhauser 1979, 1985 analyzes food safety regulation in the
United States based on this principle.

77. Risk-benefit analysis is not discussed in more detail here, See
Crandall 1988 for a survey and Zeckhauser 1979, 1985 for an appli-
cation to food safety.

78. See chapter 7 for an analysis of what determines whether a risk
becomes an issue.

79. See Morgan 1993 for a more detailed discussion of risk analy-

sis and risk management.

80. See Jarrell and Peltzman 1984 for a study of the direct and indi-
rect costs faced by firms subject to a product recall.

81. This is based on the dlassification of the Food and Drug
Administration.

82. This goes beyond the usual moral hazard problem on the con-
sumer’s side, since consumers confuse a reduction in risk with a total
climination of risk, thereby leading to an increase in accidents, This
phenomenon is related to misassessments of low-probability events;
scc the first section of this chapter.
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83. See chapter 7 in Tirole 1988 for an insightful discussion. This
section draws from this source.

84. The most popular television show in Latin America, “S4bado
Gigante,” is an extreme example.

85. Note, though, that Rizzo and Zeckhauser 1990 shows that
advertising inhibits entry of new physicians.

86. See Becker and Murphy 1993 for a dissenting view.

87. The theory of cognitive dissonance is due to Festinger 1957.
According to this theory, people are motivated to reduce psycho-
logical inconsistencies. See Plous 1993 for details.

88. The relation between labeling and consumer protection is explored
in Hadden 1986, 1991; this section draws from these sources.

89. Deciding what the labels should say and enforcing the infor-
mation requirements may be more expensive.

90. Most people don't listen to the safety instructions announced
on airplanes before takeoff, for example,

91. Another difficulty that consumers in developing countries face
is that the labels of imported goods are written either in a foreign
language or in unintelligible translations. This point is considered
further in chapter 7.

92. This argument ignores the fact that the opportunity cost of the
time needed to process the information is lower for those with less
education; this effect should be small. Alternative policies for reduc-
ing risk usually have the effect of increasing prices. Which approach
is more regressive must be determined on a case-by-case basis.

93. Unit pricing is labeling a good not only with its price but also
with its price per standard unit (for example, pound or kilogram).
See Russo and Leclerc 1991 for estimates of the time savings
involved.

94. Because many consumers do not act rationally. See the first sec-
tion of this chapter.

95. The present value of payments, including direct and indirect
costs, can be used alternatively.

96. The International Organization of Consumer Unions also
advocates ceilings on interest rates.

97. See Plous 1993 for a comprehensive text on the psychology of
decisionmaking, in particular, on prospect analysis, an approach
due to Kahneman and Tversky 1979,

98. Examples are Akerlof and Dickens 1982 and Akerlof 1991,
99. Education campaigns were also considered briefly. This topic is
treated in more depth in chapter 7, which also considers private
and public consumer organizations and special court proceedings.
100. The Japanese consumer policy framework is famous for fol-
lowing such an approach; see McGregor 1991.

101. Necedless to say, this is often a problem in industrial countries
as well,

102. This is so for two reasons. First, it reduces insurance prices,
since fixed costs are shared by a larger pool of customers. Second,
the cost of collecting damages is lower when both parties involved
are insured,
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