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A Framework for Evaluating Consumer Information Regulation

With the emerging interest in consumer protection, government agencies
have enacted a variety of regulations affecting marketplace information.
For exagple, the Treasury Department until very recently restricted compar-
ative alcoholic beverage advertising (BATF 1976), the Food and Drug
Administration (FDA) now requires manufacturers to disclose nutrition in-
formation on food packages (FDA 1973) and the Federal Trade Commission (FrC)
has attempted to eliminate restrictions on eyeglasses' advertising (FTC 1979).
Given the variety of approaches used, a coherent structure is needed to eval-
uate any regulation which directly affects the amount and scope of the market-

place information (i.e., a "consumer information remedy"). This article

provides such a framework for assessing alternative regulatory approaches.

The approach taken is to integrate the theories of three diverse
disciplines; economics, consumer behavior and law. Although each area has
much to say about specific aspects of consumer protection regulation, a
wider perspective is needed to develop a comprehgnsive framework. Economic

theory normally addresses the reactions of sellers to changes in the market-

place while consumer behavior theories are most concerned with consumers'
reactions to market changes. Both reactions must be forecasted if the
benefits and costs of any regulatory action are to be predicted. Finally,
it is important to understand the views of the judiciary, since legal
thought has a great influence on the interpretation of and/or restrictions
placed on any rule or regulation.

The overarching principle of this article is the assessment and compar-
ison of costs and benefits. As a result, it discusses first, the question--
when is govermment intervention appropriate?--by using findings from both

economics and consumer behavior to classify relevant costs and benefits.



Next, generic categories of cost and benefits are presented and specific
examples of each are provided. Based on these categories, three standards
for evaluating any information remedies are developed: incentive compati-
bility, communication effectiveneés and First Amendment protection, in-
corperating the views of economigts, consumer researchers and lawyers
respectively.

These three propositions then are considered jointly to suggest an
analytic framework for classifying information remedies along a '"'Remedies
Continuum,'" from the least to the most restrictive of market forces. At
one end of the Continuum are those remedies which remove barriers and permit
the free flow of information. In the mid-range are remedies which involve
more active government intervention aimed at enhancing information flow;
remedies such as requiring a specified time period after ''purchase'" to
enable the consumer to search for additional information ("cooling off"
laws) and requiring manufacturers to disclose specific information. Fin-
ally, at the other end of the Continuum are those remedies which 1limit or
prohibit dissemination of marketplace information, such as banning cigarette
broadcast advertising. This paper takes the position that government should
turn first to less restrictive remedies since they are likely to be least
disruptive and impose fewer costs then more restrictive approaches.

By drawing on varied disciplines, this paper a) provides a comprehen-
sive view of cénsumer protection fegulation and  b) develops a framework
for evaluating consumer information regulation which can serve as a useful
management tool. Persons currently involved in one aspect of the problem
(e.g., consumer researchers working in the public policy area or managers
affected by consumer protection regulation) should find the discussion of

interest since it provides a) broad exposure to questions that must be



answered before a particular remedy can be adequately evaluated and b) the
conceptual framework necessary for conducting such an analysis.

Sinte the focus of the article is to develop principles which can be
applied to the total range of consumer protection information regulation,
the arguments put forth are by necessity general in nature. Ihus, there
are few pragmatic prescriptions applicable to specific marketing applica-
tions.” Also, since this article centers on information remedies which
directly affecé the quantity and variety of marketplace information, the
analysis excludes government efforts which affect information indirectly,
such as anti-trust enforcement, or remedies which address substantive or
procedural rights for consumers, such as refund provision. Also excluded
are consumer education efforts, and voluntary information and standard-
setting procedures. Although these approaches are useful substitutes for
information remedies, they are beyond the scope of this article. (See
Breyer 1979, for a broad overview of regulatory alternatives.) For an
extended discussion of the concepts discussed in this article, see

"Consumer Information Remedies,' (FTC 1979).

When is Government Intervention Appropriate?
Traditional micro-economic theory posits that both buyers and sellers
are endowed with perfect information; the buyer to discriminate perfectly
between all pfferings and the seller to judge perfectly the consumers'

needs. Based on this information flow, it follows that consumer sovereignty



will efficiently govern the allocation of resources in the economy through
marketplace transactions. That is, consumers' inforﬁed marketplace choices
transmit signals to sellers regarding the valuation of products, and
sellers respond by varying production based on the relative value consumers
place on competing alternativés. This situation where buyer and seller are
not restricted in their actions is ofﬁén referred to as the free market
solution. Assuming perfect information, these conditions lead to the

optimal allocation of scarce resources.

Since this marketplace economy is based on the accurate transmission
of signals between buyers and sellers, some government intervention géx_be
appropriate when there exists any informational market failure, i.e., when
consumer decisions (signals) are based on false or limited information.
This intervention can involve any one of a series of remedies aimed at
curing the market failure. The major criteria for selecting among remedies
is the relevant benefits and costs associated with each solution. 1In this
section, the major benefits of "curing" a market failure are discussed.
Later, cost issues are explored.

In order to determine the benefits of any remedy designed to increase
consumer welfare associated with curing an information market failure,
three broad benefit categories should be considered: a) enhancing infor-

mation so that consumers can improve their choice among available offer-

ings; b) improving the quality of the available offerings; and c) lower-
ing the geheral price levels of these offerings.

The first benefit--better consumer choice--at one level oé analysis
is almost self-evident since consumers armed with more complete informa-

tion should be able to make better decisions than when choice is based on



limited knowledge about product attributes. The determination of the value
of more complete information, however, is a controversial issue. Bettman
(1975), for one, raises the question of whether information has value by
itself or whether it needs to'change behavior to have any value. In a way,
both views are cérrect. Using a decision theoretic approach‘it is possible
to show that information has some value if a) it has the potential of mod-
ifyiﬁg consumer actions and b) the resulting actions lead to a better out-
come. The laéter aspect has been questioned by Jacoby et al. (1974) who
showed instances where too much information led to a poorer decision.l/

The first condition implies information need not change everyone's behavior,
only have a probability of modifying behavior. In this way, information can
be said to have value by itself. However, for information to have any sub-
stantial benefit to society, it either has to result in a significant saving
to a set of consumers or have a significant probability of modifying be-
havior. Consequently, in an aggregate sense, information must result in
some behavior change for it to have any value.

The second benefit--improved product quality--occurs whenever new
information allows some consumers to alter their choice, thus providing a
signal to the sellers to change their product. For example, when the FTC
required cigarette manufacturers to provide the level of tar and nicotine
in cigarettes, some consumers who sought '"safer" cigarettes switched their
consumption to lower tar and ﬁicotine products. Consequently, sellers now
provide a much wider range of cigarette products. This increased selection

benefits all consumers, even those who didn't use the original information.

1/

—'Their analyses of these data has been questioned by a number of other
researchers (Russo 1974; Staelin and Payne 1976; Summers 1975; Wilkie
1974).



The third benefit--reduced prices——éccurs whenever the new information
reduces the seller's "informational market power." It is often assumed
that the- presence of a large number of sellers will cause the price level
to fall to the perfectly competitive price. However, this is not necessar-
ily the case. For example, assume that a consumer is searching‘for the
lowest price for a particular brand of toaster. The consumer visits one
store and finds that the price for that brand of toaster is a bit higher
than he or she suspected. However, the only way that the consumer can
determine the lowest price is to visit or to phone other stores. If the
price premium is perceived to be reasonable, a consumer may be willing to
pay a little extra rather than incur the extra search costs. Thus, the
first store is able to extract aAsmall premium--i.e., it has a small degree
of market power.

More generally, if consumers are imperfectly informed, even small
sellers may achieve information market power. Thus, the FTC (1975a) claimed
that although there are over 20,000 funeral sellers, each small funeral
home may be in a position to achieve a degree of informational market
power over its customers. This is because consumers do not typically com-
parison shop for funeral services or purchase these services frequently. As
a result, there is excess capacity at many funeral homes and the FTC be-

lieves industry prices are above the perfectly competitive price.



Conditions Associated with Significant Consumer Benefits

In addition to identifying potential consumer benefits, it is impor-
tant to recognize the three market conditions under which these benefits
are likely to materialize. Firsf, there are situations where consumers mis-
estimate product performance along highly valued attributes. For example,
consumers may misjudge the energy efficiency of an appliance or the dura-
bility 5f a car. Where experience with the product can reveal the value of
the attribute, tﬁe marketplace can normally overcome this deficiency since
consumers will subsequently avoid less desirable products causing sellers
to lose business. This market correcting mechanism may not be the appropri-
ate solution, however, for product classes where sellers do not rely on
repeat purchases. Also, for certain relatively expensive, hazardous or
infrequently purchased items, the net loss to consumers relying on less than
perfect information may be so great that government intervention is justi-
fied. Examples of such situations include recent government effort to
increase the flow of correct information in the sale of encyclopedias, land
and housing.

Another condition associated with the need for an information remedy
is the lack of incentive for any seller to provide relevant information.
This occurs whenever a) consumers cannot determine the presence of the
desired attribute even after product use or b) the information would act
as a deterrent to product class sales. Thus, cigarette manufacturers had
no incentive to post health warnings on their products, nor do food manu-
facturers find it in their interest to list the level of 'matural" contami-
nation (e.g., insect parts and rodent hairs) found in most foods even though

consumers indicate that they want such information.



A third situation for which there may be significant benefits associ-
ated with government intervention is the existence of substantial "extermai'
benefits of information availability which are not fully accounted for in
individual decisions. InAthis sense, information is similar to traditional
"public goods",such as national defense or lighthouées, where the private
demand for such facilities is normally insufficient, since the benefits of
such facilities accrue to everyone. Similarly, although information may
provide some‘benefit to the consumer who gathers it, the positive effects of
increased information on the competitive process may also have substantial
benefits to consumers who do not seek or use the information (Salop 1978).

In other words, from a societal point of view, the privaté search decisions
of individuals may lead to an‘underprovision of marketplace information. 1In
this respect the free market solution would not be optimal.

It should be noted that only a significant minority of consumers need
to gather and use information in their purchase decisions to cause the
desired response from sellers.gj For example, label reading for food ingred-
ients and nutrition by a minority of consumers has led to significant product
modification in the case of baby foods (removing salt and artificial ingredi-
ents) and of ready-to-eat breakfast cereals (vitamin fortification). - Thus,
government information disclosures designed to improve the efficiency of a
subset of indiyidual purchase‘decisions ma& benefit all consumers because of
the resulting stimulus to competition.

Costs of Information Remedies

The above discussion has been concerned with the possible benefits of

2/

=" Another way of saying this is that not all consumers have to use informa-
tion for it to accrue value to all consumers, i.e., information can have
value other than helping the consumer maske a better choice.
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governmental intervention and establishing circumstances when these benefits
tend to be greatest. In this section, the generic costs of information
remedies are briefly described. Later in the article, the benefit-cost
paradigm'is applied to a variety of regulatory alternatives.

There are three major categories of costs which should be assessed

when evaluating information remedies:

(1) the affected firms' costs of complying with the remedy;

(2) the. government's costs of enforcing the remedy; and

(3) the costs to buyers and sellers of any unintended side effects.

The compliance and enforcement costs, although often significant, are
usually easier to identify than those which fall under unintended side
effects. The compliance costs for a remedy using labeling disclosures in-
clude not only the printing costs but also the possible loss of flexibility
of being unable to make minor product modifications without discarding the
labels. For instance, food manufacturers may find it difficult to substitute
similar ingredients or to slightly modify a recipe since current food regula-
tions require the listing of all ingredients in the order of predominance.
Another example is the record keeping and testing costs associated with sub-
stantiating advertising claims.

Enforcement costs must also be considered in remedy evaluation. For
instance, although government monitoring of salespersons could greatly reduce
the amount of marketplace deception, exorbitant enforcement costs make the
remedy impractical. In another example, the U.S. Department of Agriculture
(USDA) uses the costly method of requiring prior approval of each label
change for products under their jurisdiction, while the FDA chooses a more

selective approach, thereby reducing its enforcement burdens.
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The last category of costs, unintended side effects, is normally the
most difficult to quantify prior to enacting a regulation. However, care-
ful analysis of buyer and seller reactions to the information remedy will
often permit accurate prediction of these costs. For instance, if the
costs associated with message development are increased by regulation, a
seller will tend to avoid dissemination of this type of message. Thus, if
comparison advertisements are required to disclose more detailed informa-
tion than siﬁgle product ads (e.g., requiring information for both adver-
tised and compared brands (FTC 1974)), it is probable that the number of
comparative advertisements will be reduced since they are more heavily
burdened. Since many consumer advocates view comparative ads as providing
better information, the disclosure requirements in this example could be
viewed as having deleterious side effects.

The '"cooling off" laws provide another example of possible unintended
side effects. These rules require the seller to wait a period of time
before consummating the sale, thereby allowing the buyer to seek more
information and/or to re-evaluate his or her decision after the pressures
of the salesperson are removed. However, some sales-oriented firms have
begun to use the rule as a sales 'gimmick'" claiming that the consumer
should sign up for the service or product now since they can cancel the
sale at a later date. The firm assumes that most consumers will not follow
through with the cancellation. Consequently, the '"cooling off" laws may
actually "hook" a segment of the public onto the product or service that
they would have normally resisted purchasing prior to the regulation. Al-
though this effect may not be injurious to consumers, it was not the purpose

of the law.
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Three General Principles for Designing Information Remedies

Although it is useful to exhort government agencies to more carefully
evaluate proposed regulations, a set of general principles is needed to
guide development of information remedies which maximize the benefit-cost
ratio. In the next section, three such principles are presented: (1)
incentive compatibility, (2) communication effectiveness, and (3) First
Amendment protections, these principles derived from economic, consumer
behavior, and legal theory, respectively.

Incentive Compatibility

An "incentive compatible'" remedy is one which is compatible with sellers'
incentives and consequently produces the desired results with minimal com~
pliance and enforcement costs. In a sense, all government regulations
ultimately rely on market incentives, such as the desire to avoid costly
litigation and fines. The concept of incentive compatible remedies goes
beyond the typical "command-and-control" approach, however, by harnessing
positive marketplace forces rather than using negative incentives that
require costly enforcement efforts and impose heavy compliance burdens to
achieve the desired effect.l/

One example of an incentive compatible approach is the effort by the
Justice Department and FTC to eliminate various professional advertising
restrictions, such as for attorneys, veterinarians, dentists, physicians
and accountants. These actions do not require professionals to advertise.
Instead, the benefits to sellers from such advertising is expected to
induce a greater flow of useful market information, which in turn, allows

consumers to make better decisions, spurring competition among sellers.

é/Incentive compatible remedies are somewhat analogous to reward authority
in the channel management literature (Stern 1969). Thus, the regulatory
agency can modify the seller's behavior (i.e., use its authority) without
markedly increasing the conflict between itself and the seller.
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These actions have led to the establishment of 'department store"
dentistry which relies on advertising to attract customers. Often these
consumers are new in that they do not have a regular dentist. They are
attracted to the service becaﬁse they find it more convenient and lower
priced than prior available dental services. |

A second example of an incentive compatible remedy is the establish-
ment bf a standard, such as miles-per-gallon ratings for automobiles and
tar and nicotine measures for cigarettes. These measures have been used
by firms in promoting particular brands, thereby furthering competition
along critical product dimensions.ﬁ/

There is good reason for designing incentive compatible remedies,
since they do not require government agencies to ascertain consumer infor-
mation needs nor do they require monitoring of the exact consumer response
to information or charting consumer information needs over time. Instead,
these tasks are left to the sellers who are better equipped to interpret
consumer needs. Moreover, they have an economic incentive to accomplish
these tasks efficiently.

The above logic also implies that approaches which permit market
forces to determine the exact form of information provision are likely to
be more '"incentive compatible" than alternative remedies which restrict
marketplacg practices or offerings. Consequently, as a first approach to
an information problem, regulators should consider regulations which rely
on consumer sovereignty and seller incentives to achieve their goals rather

than trying to specify with precision how the marketplace should operate.

ﬁ/It should be noted that the FTC banned cigarette manufacturers from using

claims of tar and nicotine content from 1957 to 1966. By finally estab-
lishing one particular measure for these attributes, the FIC provided an
"incentive" for sellers to increase the quality of their products along
these dimensions since they are now allowed to advertise their brand on
these attributes.
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Communication Effectiveness

Communication effectiveness is a second important principle for
designing information remedies. Simply stated, wherever the govermment
establishes information stand;rds or requires the disclosure of informa-
tion to consumers, it must insure that the information is effectively

communicated, i.e., the information is noticed, comprehended and used by

consumers. ?hus, this principle concentrates on increasing information
benefits by requiring disclosures be compatible with consumer needs taking
into account the simplifying rules used in making purchase decisiomns.

This principle is extremely useful in determining the impact of the
information remedy on the buyer. Numerous studies have indicated that the
form, availability and context of the information can substantially alter
its use and consequently the ultimate consumer decision.

There are two important implications which flow from the need to
effectiveiy communicate information to consumers. First, government
agencies must approach the problem in much the same way as sellers design-
ing a marketing campaign (Enis, Kangun and Mokwa 1978). This entails con-
sidering the entire information environment as opposed to focusing on omne
element, such as product labels or advertising. This would imply that
agencies consider designing complementary policies; for example, using
advertising to motivate search and then organizing labels and point-of-sale
material to facilitate consumer use of this information in decision making.

A second implication flows from the duél principles of communication
effectiveness and incentive compatibility. More specifically, whenever a
disclosure is required, particularly as a remedy for deceptive advertising,

government agencies should consider allowing sellers to design the exact
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format instead of specifying particular words or sentences. In order to
monitor the firm's actions, performance standards could be set requiring

the advertiser to show a certain level of brand beliefs or consumer
comprehension of the required'message instead of mandating the exact

wording of the corrective ad (Wilkie and Gardner 19T4). 1In this way, the
responsibility for designing disclosures is placed on the advertiser.

Since this disclosure would be required to be continued until the performance
standard is met, the advertiser would have an incentive to maximize, rather
than minimize communication effectiveness.

First Amendment Protection

The third general principle is to favor information remedies that adopt
the First Amendment's bias toward the unimpeded flow of nondeceptive commer-
cial speech. The First Amendment can be seen as promoting information
dissemination, thereby complementing the principles of incentive compati-
bility and communication effectiveness by favoring approaches which allow
the marketplace maximum flexibility in the use of nondeceptive claims. This
would imply that remedies aimed at curbing deception should be carefully
designed to avoid unduly stifling truthful information.

Although government agencies do possess considerable autonomy in regu-
lating deceptive information and requiring information disclosures, the
courts have begun to carefully scrutinize actions based on First Amendment
concerns. For example, a Court of Appeals declared that an FIC order bann-
ing Beneficial Finance Corporation's use of the term "instant tax refund"
was improper and that the agency should "go no further....than was reasonably

necessary to accomplish the remedial objective." The "confessional preamble,"

1

"contrary to prior advertising," ordered by FTC for Listerine was struck as

being unnecessary to accomplish the objective of correcting false beliefs.
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Other orders have been modified as being overly broad (Cohen 1978).

It is currently unclear if the courts require the least restrictive
remedy to be implemented in all situations. Recent cases have permitted
extensive state restrictions of in-person solicitation by lawyers
{0Ohlralik 1978) and of opticians' trade names (Friedman 1979). However,
the spirit of First Amendment commercial advertising cases is to use bans
as g8 last resort and to seek remedies which maximize the flow of ideas in

the marketpléce.
Information Remedies Continuum

Thus far general classes of costs and benefits for any information
remedy have been delineated. In this section a framework is presented for
categorizing any information remedy which directly impinges on or shapes
the content of the commercial information received by consumers. Underlying
this framework is the assumption that there exists a continuum of approaches
and that less restrictive remedies should be considered before turning to
more restrictive ones.

Both legal and economic theory favors the least restrictive alternative
necessary to achieve legitimate regulatory goals. First Amendment cases
support the proposition that remedies should keep the flow of commercial
information as "clean" as possible without unduly restricting total informa-
tion flow. 1In addition, economic theory points out that competitive forces
if allowed to operate unfettered will produce the optimal quantity and
variety of goods at optimal prices. This implies that even in situations
where government intervention is necessary, the market should be allowed to
function as freely as possible, i.e., information remedies should go only

far enough to restore competitive forces.



16

Since the restrictive nature of a remedy is such an important dimen-
sion, this factor has been used to organize the following discussion. 1In
general, three major classifications for information remedies varying from
least to most restrictive are envisioned:

1) removing restraints on information flow such as eliminating

barriers against professional and comparative advertising,

N 2) enhancing information flow by permitting greater consumer

search, developing information standards, and disclosing
information, and

3) restricting information flow by banning product claims.

These three categories of remedies are discussed through a series of
examples.' For each example, the previously developed framework is used

to set forth benefits and costs.

Removing Restraints on Information Flow

There are numerous situations where spontaneous flow of commercial
information is being held back by public or private advertising constraints.
In these cases, it is often possible to eliminate the restraints and let
consumers benefit from the additional commercial data that results from
natural market forces. For example, there has been a concerted effort to
remove the barriers against the dissemination of advertising for professional
services and products and for comparative advertising.

Benefits of Removing Restraints. The benefits of eliminating barriers

against advertising include reducing search costs, lowering prices, encour-
aging new entrants and accommodating underserved groups. Reduced search

costs were of major concern in the Supreme Court's Virginia Pharmacy

decision (1976), which states "those whom the suppression of prescrirtion
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drug price information hits the hardest are the poor, the sick, and partic-
ularly the aged." These consumers may not be in a position physically to
go from store to store to determine the best price for a specific drug.
Increased advertising should'help reduce search costs and also result in
lower prices. This was found to be the case for eyeélassadvertising where

comparison studies showed prices were substantially higher (by 25% to L40%)

in States which banned advertising than in jurisdictions which had no
restrictions.(Benham and Benham 1975).

. Bans on advertising also tend to restrain competition by making it
difficult for new entrants to break into the market. The Bates opinion
observed that lawyer ad bans had "perpetuate[d] the market position of
established attorneys" (Bates 1977). The problem of new health profes-
sionals seeking to build a clientele promises to become particularly
acute, since the number of practitioners in this field is expected to in-
crease L40% to 70% by 1990 (DHEW 1978). Without advertising, this potential
source of competition could be stifled.

Advertising by new entrants not only enhances competition, it can also
facilitate the expansion of services to previously underserved groups.
Ghetto residents who have become accustomed to resorting to hospital
emergency rooms for day-to-day medical problems, for instance, could benefit
from learning through advertising about young doctors, who, because of the
increased supply of physicians, may attempt to establish practices in urban
areas. Likewise, new legal and dental services which rely on advertising
to attract consumers who did not extensivel& use the existing (and normally

higher priced) services have sprung up in recent years.



Drawbacks of Removing Restraints. While elimination of advertising

restraints is an attractive remedy because it relies on market forces to
increase the flow of information to consumers with a minimum of government
interference, it could have a number of side effects. One of the arguments
against professional advertising was that this pracfice would lead to a

decline in the quality of services provided. 1In Virginia Pharmacy, for

instance, the state argued that advertising would undermine the pharmacist-
customer relationship (Virginia Pharmacy 1976). Iﬁ Bates, the bar
association feared that advertising would have an adverse effect on quality
(Bates 1977). 1In both cases the Supreme Court rejeéted this notion, how-
ever, because state licensing boards could and should maintain professional
standards without the need for keeping the public in ignorance. Thus, the
Court opted for increased information flow over the possible extra costs of
enforcing standards.

Evep if advertisers cut back on services, this decrease may not repre-
sent a substantial cost to consumers if they are aware of the new level of
service provided and its implications. In other words, the cutbacks might
not be viewed as a lowering of quality, but rather the development of a new
service designed to provide a streamlined form of service at more afford-
able prices.

There are other forms of professional advertising that do not rely on
mass media. GSome forms,such as in-person solicitation,may be so susceptible
to abuse that they should remain restricted in some way. This was the
logic of the Supreme Court in upholding a ban on in-person solicitation by
lawyers:

The aim and effect of in-person solicitation
may be to provide a one-sided presentation and

to encourage speedy and perhaps uninformed
decision-making . . . . (Ohralik 1978, p. L57)
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Finally, it should be recognized that there may be instances in which
the mere 1lifting of formal restrictions will not result in enhancing
information flow. The official ban on advertising by funeral directors
was removed in 1968, yet the ?TC rulemaking record ten years later reported
that there was very little price advertising being undertakeq. Behavioral
studies determined that personal influence within the community of service
providers hindered the flow of information with those engaging in price
advertising béing subject to peer pressure and ostracism (FTC 1978c). An
analogous situation may exist for discount real estate brokers. This sort
of pressure is most likely to occur in industries where there is a need
for cooperation (e.g., a multi list for real estate brokers), although it
can also occur in industries where there exists a strong professional
identity. It is not clear that a satisfactory barrier removing remedy can
be devised to circumvent this occurrence.

Enhancing Information Flow

The next general category on the remedy continuum deals with rules
aimed at directly enhancing information flow. Within this category are
minimal intervention strategies such as permitting greater consumer search
through "cooling off" provisions and "untying" two logically separable
services (e.g., requiring eyeglass prescriptions to be given to consumers
to facilitate purchase from alternative providers). Also included in this
category are the strategies of establishing standard definitions before
certain selling claims can be made (e.g., for a '"matural" or "low calorie"
food) and developing standards for measuring product quality (e.g., measure-
ments of estimated automobile gasoline mileage). Such standards can be used
voluntarily by a seller or disclosure may be required by a government agency.

Required disclosures involve the greater degree of government involvement
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and marketplace restrictions since dissemination is mandated regardless of
competitive forces. Each of these remedies is discussed below.

Permitting Greater Consumer Search and Experience. One method of

increasing information flow Qithout "heavy handed" government intervention
is enhancement of consumers' opportunity to engage in information gathering
consistent with their needs. The government takes no direct role in determ-
iniﬁg the exact form of the information, but does guarantee that the con-
sumer has time to conduct a search. In this way, consumers have consider-
able freedom to select information they perceive to have greater value than
the associated search costs.

"Cooling off" laws are a good example of a search remedy, since a
time period is set aside (typically three days) for consumers to consider
information stored in memory or to consult friends or other unbiased
sources. While "cooling off" periods are potentially quite useful, there
are communication effectiveness questions which may affect the remedy's
success in curing fundamental marketplace problems since consumers may not
understand their right to cancel the sales agreement. Also, as mentioned
earlier, consumers may be impeded from cancellation by psychological
(e.g., cognitive dissonance) or social factors which could lead to unin-
tended side effects.

When considerable product experience, rather than mere information
gathering, is needed for consumers to guage a product's utility, more
restrictive remedies may be appropriate. For example, the usefulness of
a hearing aid is frequently difficult to ascertain prior to receipt and
trial. Under these circumstances the FTC has argued that direct observa-
tion of product performance and refund provision is necessary for consumers

to make informed judgments about prices and quality (FTC 1975b).
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Such "experience" remedies are more costly than "search" remedies
because contract cancellations or returned products can result in signif-
icant losses to sellers. The FIC's proposed health spa rule (1975),
vhich would allow consumers to cancel contracts after the facilities are
built, could affect the ability of small firms to réise the necessary
funds to build a facility since signed contracts are useful in securing
financing. These costs must be balanced against the benefits of possible
reductions iﬁ high  pressure tactics by allegedly unscrupulous sellers.

Separating Diagnosis and Treatment. 1In cases where delivery of con-

sumer services regquires considerable expertise, diagnosis of the problem
often precedes repair. In some situations these two aspects can be un-
coupled. For example, a physician diagnoses a medical problem and
recommends treatment in the form of a written prescription for a drug.
The patient is then free to shop among competing pharmacists to have it
filled. This should be contrasted to situations where the diagnostician
recommends and then provides the treatment. In this latter case, the
potentially netural diagnostician has an economic incentive to recommend

unnecessary or expensive treatment since he or she profits from this sale.
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A viable remedy is to make it possible for consumers to obtain a
diagnosis separate from treatment, when this can be done at little cost.
Thus, the Eyeglass Rule (FTC 1978a) gives patients the right to have the
diagnosis (prescription) written out, so that they can shop elsewhere for
treatment (getting the glasses made and fitted). A similar approach may
be possible for dentures. A recent Oregon statute limits tﬁe diagnosis
of _any gum disease to dentists but permits dentures to be fit by either

dentists or' denturists (Journal of American Dental Association 1978).

Similar remedies might involve giving consumers the right to auto
repair work sheets, medical records, X-rays, and other documents which
are normally prepared by the diagnostician anyway and thus can be given to
the consumer at little cost. This remedy has the advantage that, if sepa-
rating diagnosis from treatment is not efficient, few consumers will
attempt to do so, so the remedy would not force the market into a less
efficient alternative. There are, of course, communication issues involved
since consumers must be apprised of their rights to obtain such information
and must be able to interpret the documents provided.

Although the benefits of decoupling can be significant, there are
often large costs associated with separating diagnosis from treatment.
For one thing, it may be technically inefficient to have the treatment
performed by anyone but the original diagnostician. Certain medical prob-
lems can only be diagnosed by actually cutting the patient open. Once
this is done, it would surely be inefficient to require the doctor to
stitch the patient back up so that the patient can shop elsewhere to have
the needed corrections performed. The same is often true, in a less
dramatic form, for auto repair. Even when there are no physical con-

straints to preclude separating diagnosis from treatment, the time and
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eff;rt required to use a second source for repair may discourage many
consumers from using a separte diagnostician. Pilot automobile diagnostic
centers- appear to have this shortcoming.

A second problem is thaf, if diagnosis is sold separately, the con-
sumer must have some way of evaluating the quality of the dizgnostician's
services for that market to work efficiently. If the consumer is unable to
distinguish the skilled diagnosticians from the quacks, then he or she has
no way of télling whether there is any advantage of patronizing any partic-
ular diagnostician.

Information Standard-Setting. Another way of enhancing information

flow is for government agencies or private groups to develop information
standards. These standards are frequently incentive compatible since they
provide sellers a method of representing a product or characteristic,
thereby facilitating comparison or easing the task of judging product per-
formance,é/ Three types of information standards are used:

standardizing the definition of terms (e.g., "wool"
means the "fiber from the fleece of a sheep or lamb")

establishing a metric for measuring a product attri-
bute (e.g., U.S. Recommended Daily Allowance (RDA)
as a method of measuring nutrient value)

establishing a grading system for categorizing scores
on the metric (e.g., U.S. No. 1, No. 2 and No. 3 for
lima beans).

While the remedies discussed in previous sections rely on voluntary
actions by sellers (e.g., removing constraints) or by consumers (e.g.,

"cooling off" laws), information standard-setting requires government

5/

= This section discusses "standard setting" solely with regard to infor-
mation about marketplace commodities rather than minimum production
requirements for products.
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action to prohibit claims which do not meet the standard. However, it is
a relatively non-restrictive remedy provided the standard is set properly.

Standardizing the definition of "natural,' as proposed in the FIC's
Food Advertising Rule (FTIC 1974), would be less restrictive than requiring
disclosure of the definition or a ban on "natural" ciaims.é/ Assuming
that the definition is reasonable, those sellers whose food qualifies as
"nataral" (no artificial ingredients and minimal processing) will be able
to make the claim without having to counter other "natural" claims which
use a different standard. This approach can be contrasted with the remedy
of requiring sellers to disclose additional information if they mentioned
the standard (i.e., anyone could claim "natural" as long as they disclosed
all types of artificial ingredients and amount of proceésing). This dis-
closure would place an extra burden on advertisers selling "non natural"
products who wanted to use the term. A more restrictivé approach would be
to ban the word "natural." While this would eliminate aeceptive and con-
fusing usage of the term, it would be more restrictive of speech than
simply standardizing the definition.

A second method of setting standards is to provide a single objective
metric for a product attribute which all firms can use. This standard
lowers the cost of communicating and often creates or improves the market
for the attribute. For example, while it has always been easy to communi-
cate the pfice of insulation, the quality for this product class is diffi-
cult for consumers to observe and for sellers to describe credibly without
some standard. By developing the R-value metric, the FTC may have lowered
the communication cost and facilitated the market for this attribute.

é-/The Food Advertising Rule (Phase I) actually proposes to require the dis-

closure of the definition of '"natural'" each time it is used. For the pur-
pose of this example, however, it is assumed that the definition is simply
standardized.
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For standard-setting to offer any significant benefits, some consumers
must value the characteristic which the standard measures. If consumers
are uninterested in that attribute, do not understand the measure, or do not
feel the attribute is worth tﬁe cost, then the marketplace will remain un-
changed. There is no indication that after the FTC required light bulb
packages to display brightness information in lumens that consumers altered
thei; purchage habits (FTC 1970). Likewise, current sales figures for air
conditioners indicate that EER information has not céused significant
numbers of consumers to switch to the higher priced but more energy effi-
cient air conditioning. Perhaps consumers should value this type of infor-
mation, but they have not and therefore standards have not made the market
more competitive (Katz and Rose 1976).;/

It may be difficult to determine in advance whether there will be a
demand for the information provided by a new standard. As marketers have
found witﬁ the introduction of new products--even with the best possible
market research, the chances of failure are high. Therefore, once a
standard has been given a full and fair trial, and it produces only
minimal market response because there is little market demand for either
the information or the attribute measures, then termination of the standard
should be considered.

While standards offer a number of important consumer benefits, there
are some important costs. A étandard which sets up a measuring system for
a tharacteristic implicitly defines an ''ideal" product--one which achieves

the highest possible score on all dimensions of the measurement. Consider

Z/The slow process of education and acculturation may eventually create a
market for newly measurable characteristics. However, it is also possible
that there exists another standard or method of measurement which would
better convey the information to the consumer and cause the consumers to
alter their behavior.
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the case of breakfast cereals. Prior to the FDA's method of measuring and
displaying the nutritional content of foods, nutritionally sophisticated
consumers used the content of the food's major vitamins and minerals to
estimate the food's level of the 50 or so trace elements also needed for a
balanced diet. However, once the nutrient values wére made more available
(and thus salient to a larger segment of the consuming public) many
sellers reacted by fortifying their foods to more closely approximate the
"ideal" prodﬁct (as '"defined' by the standard). This fortification not
only negated the efficacy of the former method of assessing the total
nutritional content of the food, but also led to more highly processed
foods.

There are often trade-offs between enhancing the communication
effectiveness of the standard and increasing the costs associated with the
standard. The value of information is increased if sellers are required
to estimate the value of the standard for each product (e.g., provide
individual m.p.g. figures for each car) but so are the communication costs.
Moreover, communication effectiveness is often improved by assigning des-
criptive adjectives or grades to various categories since these grades
provide a frame of reference for evaluation (e.g., grade A is better than
grade B) and are often easier to remember. However, there is a cost of
using grading standards. First, verbal grading formats tend to "disguise"
all of theAindividual bits of information subsumed in the grade. Exact
numerical grading, while more complex, has the advantage of providing
sellers with an incentive to make incremental product improvements. This
lack of incentive can have important effects in cases where only small
steps may add up to a very large change. Indeed, the change in the average

tar content per cigarette has been only .9 percent per year since 1953, but
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the cumulative reduction in tar has been significant (i.e., about 18%).

Another consideration for grading systems is that terminology should
be consistent across different products. An example where this principle
has not been followed is the USDA's grading system, in which U.S. No. 1
may be either best, second best or third best depending on Vhether the
commodity is dried beans, lima beans or canned peas (Office of Technology
Assessment 1972).

Required Disclosures. With public opinion turning against product

bans, more attention has been devoted to informing consumers about the
safety and performance of products, often under government-mandated
affirmative disclosure requirements. In the previous section, it was
recommended that standard setting should be considered because it repre-
sents a relatively low level of restriction on truthful speech and because
the approach could spur competitive forces in the marketplace without much
direct intervention. It was assumed that the standard measurement or
definition would apply only if the seller chooses voluntarily to make par-
ticular performance claims; disclosure of specifié information is not
required.

Required disclosures are necessary when less draconian remedies have
not or are unlikely to deal adequately with "information problems.'" There
are two major forms of required disclosure that have been used extensively
by governﬁent agencies: triggered and across-the-board disclosures. The
former are used to prevent deception (if sellers say X, they must disclose
Y), while the latter requires certain information in all ads or on product
labels regardless of claim.

Triggered disclosures are required only if particular claims are made

which would be misleading without the provision of qualifying information.
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A triggered disclosure was used in the J. B. Williams case, for example,

so that representations that Geritol prevents tiredness must now be
accompanied by the disclosure that, in most situations, tiredness is not
due to a lack of vitamins and iron and in those situations Geritol will be
of no benefit (J. B. Williams 1967). FDA's nutritioﬁ labeling requirements
are triggered when firms make voluntary nutrition claims in promoting their
food ‘products (FDA 1973).

Across-the-board disclosures are particularly appropriate when infor-

mation concerns an entire product class. Often this information concerns
negative aspects (e.g., warnings of product hazards) which are gemeric to
the product class and thus no incentive exists for any firm to provide this
information. For example, the health effects of cigarette smoking and
side effects of consuming over-the-counter drugs is information which the
market is unlikely to provide unless there are close substitutes without
the drawbdacks (e.g., aspirin vs. acetominophen). It is unlikely, also,
that many door-to-door sales firms (e.g., for encyclopedias) which do not
rely on repeat business, would find it in their interest to notify poten-
tial customers that they are planning to solicit business (Encyclopedia
Britannica 1976);§/
While disclosure would appear to be less restrictive than simply pro-
hibiting misleading claims, in some instances, disclosures may actually

reduce the overall amount of information available to consumers. In

general, disclosures increase the cost of communication. These costs in-

clude the direct compliance costs of deiivering the message as well as the

8/

— The FTC ordered Encyclopedia Britannica sales representatives to show
at the outset of their sales presentation a 3" x 5" card which states,
"The purpose of this representative's call is to solicit the sale of
encyclopedias."
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costs associateq with the advertiser having to provide time or space it
would rather use for other claims. For broadcast advertising, these
compliance costs can be significant;g/ However, even a seller who is
required to insert a disclosure in a "blank" space in a print ad incurs a
cost since prior to the disclosure requirement, the seller had the option
of using thi; spdace for another message. Finally, there is éhe cost of
having the disclosure displace the provision of other information. This
is especially true for broadcasﬁ since the time for thé total message is
fixed.

When only certain claims are subject to disclosure, advertisers may
avoid the cost of the disclosure by making fewer of these claims. That
is, advertisers may substitute unregulated claims, which carry no
required disclosure, for regulated ones which must contain the disclosure.
For instance, when Firestone was required to disclose the definitions of
safety in their "Safe Tire" campaign they decided to abandon this type of
message, thus reducing the information flow on‘the burdened attribute
(Pittle 1976).

Sellers may also shift media as a result of mandatory disclosures.
Under current government policies, disclosure requirements tend to fall
more heavily on broadcast than on print media. An advertisier is typically
able to "bury" required information in print advertising. Required dis-
closures in audio for radio commercials and in audio and video for tele-
vision commercials (e.g., under Truth-in-Lending legislation) are more

likely to occupy a significant portion of commercial time. This may

9/

='For the first six months of 1979, the average cost of a prime-time 30-

second commercial on national T.V. was $54,000. The marginal cost of a
disclosure in an ad during prime time is likely to be a lower (unknown)
figure than the $1,800 per second cost.




30,

discourage the use of broadcast media thereby shifting advertising to less
efficient vehicles (e.g., magazines of newspapers) for reaching certain
audience segments.

It is difficult to evaluate the informational trade-offs presented by
disclosures. If a claim alone, without the information in the disclosure,
is so misleading that consumers would be better off with no information
aboug the characteristic, then disclosures are clearly appropriate. Since
iron supplements like Geritol are effective for tiredness in only limited
situations, consumers may be better off with no information on this char-
acteristic rather than a misleading claim that implies that the product
will relieve tiredness for most people. On the other hand, the informa-
tion that a food has '"mo cholesterol'" may be useful to people who are seek-
ing to avoid animal fat in their diet. Complex advertising disclosure,
requiring inclusion of total fat, saturated fat, unsaturated fat and choles-
terol content of the food, might make cholesterol claims less misleading,
but it may also reduce the total number of these claims since communication
costs are significantly increased (see proposed Food Advertising Rule,

FTC 1974).

From a First Amendment standpoint, remedying misleading claims through
disclosure rather than prohibition at first appears to be a relatively non-
restrictive approach. For any particular claim, the words are not banned
but are simply supplemented by additional information. Yet disclosure, if
burdensome enough, is actually the functional equivalent of a ban.

In summary, there is an inherent conflict between avoiding consumer
deception and maximizing the flow of truthful speech. A government
agency must decide whether the total information environment would be

improved by either eliminating particular misleading claims or by
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requiring a disclosure which might result in reducing information flow.
These alternatives should be contrasted to the solution of no intervention
which would result in more information, some of which is deemed to be
slightly misleading. In some situations, it might be better to require
disclosure regardless of claim, and thus avoid the problem of advertisers
evading disclosure by changing claims. However, this remedy'is more
restrictive and may not be appropriate for all types of deception.

Restricting Information Flow

The final category on the Continuum encompasses prohibitions on the
dissemination of information which is Judged as inherently confusing or
deceptive. This includes restrictions on practices by a single seller or
for all sellers in a given market. The former involves litigated cases,
while the latter concern industry wide rule making efforts, which have the
greatest potential both for achieving benefits and for producing costs.

In general, limitations on speech should only be used as a last
resort when less restrictive remedies are unlikely to correct the market-
place problem. Prohibitions have the greatest potential for producing
untoward side effects and should, tﬁerefore, be used with utmost caution.

There are two major types of information bans: on specific words and
for particular audiences. Government agencies occasionally attempt to
eliminate misleading terminology or words from the commercial marketplace.
For example, FIC has proposed restricting "effectiveness" claims for over-
the-counter drugs to those approved by FDA for use on labels (FTC 1976).
It has also recommended banning the term "health food" in food advertising
on the grounds that the phrase cannot be defined or qualified in any

meaningful way (FTC 1974). The Agency should demonstrate that no other



32

less restrictive approach, such as a standard or disclosure, can be used
to accomplish similar results.lg/ Prohibitions reduce enforcement costs,
but they can substantially impede communication to consumers and thus
restrict marketplace reactions.

Overall, government agencies should use informaﬁion bans p;imarily to
excise demonstrably false information from the market. The fTC's proposed
hearing aid rule, for example, prohibits blatant mistepresentations (i.e.,
that a heariné aid will “cure" or "arrest" hearing less) (FTC 1975b).
Excision of confusing or potentially deceptive claims is appropriate only
when there is clear and convincing evidence that other remedies will be
less effective.

In addition, vulnerable consumers such as children, the bereaved, or
elderly persons with a hearing loss, may need the extra protection afforded
by a prophylactic rule. These audiences can be declared "off limits" for
certain selling methods because of inherent deception or unfairness. For
instance, the FTIC's proposed children's advertising rule suggests as one
alternative that any television advertisement aimed at children too young
to understand selling purpose should be banned because no amount of dis-
closure could remedy this particular unfairness (FTC 1978). However,

extreme caution must be exercised in using these '"last resort' approaches.

10/

—'There is apparently no First Amendment imperative for government
agencies to favor the less restrictive disclosures versus a ban. The
Supreme Court upheld a state-imposed ban on trade names for opticians
because inherently meaningless trade names could deceive some consumers
(Friedman 1979). This ruling would seem to overrule an opinion by the
Third Circuit Court which had advocated that a '"least restrictive
alternative'" approach be used -- i.e., that disclosures be preferred to
prohibiting deceptive claims (Beneficial Corp. 1977). The Court's defi-
nition of '"reasonable'" deception remedies has not been fully explored,
however.
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Conclusions

Although no easy answers are provided concerning remedy selection,
this article has argued for application of a few basic principles in the
evaluation of any information'remedy. It is suggested that the least
restrictive remedies should be considered before turning to more restrictive
ones. To this end, information remedies have been classified along a con-
tinudﬁ which runs from the least restrictive to most restrictive.

A second basic concept in designing a remedy is the enhancement of
benefits and reduction of the costs. In general, the benefit/cost ratio is
increased by selecting remedies which are incentive compatible and which
effectively communicate information to consumers.

The third major theme is that many benefits and costs associated with
information regulation can be identified prior to rule enactment. Examples
were provided to illustrate where information regulation can enhance con-
sumer choice, improve product quality and lower prices. In an analogous
fashion, instances where information remedies impose significant compliance
costs, enforcement costs or costs associated with unintended side effects
were discussed. In most cases, these costs can be predicted before insti-

tuting a remedy. Prior recognition of these costs might lead policy makers

to select a more effective approach.
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