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Helping those that help themselves?
The benefits of active customers
How far do consumers go to find the best deal? Dr Luke Garrod, ESRC Centre of Competition

Policy, University of East Anglia, and Professor Morten Hviid, ESRC Centre of Competition

Policy and Norwich Law School, University of East Anglia, consider various studies on whether

consumers seek out information before making purchasing decisions, whether firms help or

hinder this situation, and what this means for competition 

Effective competition requires
effective consumers
If consumers were unwilling to be active in the market by

searching out the best deals and reacting to them

through switching, firms would have a local monopoly

over their current consumers. This occurs first because

no firm would be constrained by its rivals’ behaviour

since consumers would not react to it, and second,

because no firm would have a unilateral incentive to

improve its offering to the consumer as it would not

attract new sales from its rivals. Adverse effects in such

cases can arise solely from the demand side.

Despite early recognition that consumer behaviour can

affect firms’ market power,1 serious focus among

academics and policy-makers on such demand-side

issues has occurred only recently. A discussion paper

produced for the UK Office of Fair Trading (OFT) by the

Centre for Competition Policy surveys this literature.2

This article picks up some of the themes discussed in

the discussion paper, in particular the extent to which

policy-makers can help consumers either directly by

improving available information, or indirectly by

incentivising firms to provide this.

Where there is competition in a market, firms strive to

attract custom by meeting the wants and needs of

consumers more effectively than their competitors. Such

competition can provide consumers with low prices, high

quality, wide variety, and new and innovative products,

while firms delivering this will be rewarded by more

custom and higher profits. However, as observed by

Waterson (2003), ‘If every consumer thinks the

competitive process works well, it doesn’t work.’3 To

make markets work well, sufficient consumers have to

play an active role in finding the best deal. Even in a

market with many firms, if consumers stay loyal to just

one firm (for whatever reason), no firm will feel the

pressure from rivals to offer consumers better terms of

trade. 

The OFT and the UK Competition Commission both

design remedies in situations where markets fail to work

well for consumers. In market references, Section 131(2)

(c) of the Enterprise Act 2002 identifies customer

conduct as a potential market feature, which has the

ability to prevent, restrict or distort competition. Market

studies (OFT) or market investigations (Competition

Commission) that find an adverse effect on competition

(AEC) normally involve consideration of remedies. These

remedies can be aimed at protecting consumers, at

making consumers more active, or at enabling (some)

firms to communicate more credibly with consumers.

Four of the Commission’s first five market investigations

were conducted in predominantly ‘final consumer’

markets (only the investigation into classified directory

advertising services was mainly business-to-business).

In these four investigations, the Commission found an

AEC in each case, and many of the remedies imposed

were focused on enabling consumers to be more active. 

Thus, in policy terms, the emphasis to date has been on

activating consumers directly by making it easier for

them to acquire the necessary information, or indirectly

by offering firms the means of communicating credibly

and truthfully with consumers. The latter may be

surprising, but there is some empirical evidence that

demonstrates that firms may be better than third

parties—such as government departments and

consumer protection agencies—at communicating with

consumers. For example, Ippolito and Mathios (1995)

examine changes in consumption during two regulatory

regimes in the USA.4 One regime was characterised by
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attempts by third parties to educate the public about links

between fats and disease risks. The other gave firms

incentives to provide this education themselves through

advertising and labels. Their main finding was that, while

consumers responded to information flows throughout

the two periods by reducing their fat consumption, the

rate of change in fat consumption was higher when the

information was provided by the firms. It is therefore

worth speculating about what can be achieved through

incentivising firms to provide accurate and useful

information to consumers—for example, as part of a set

of remedies imposed by a competition authority.

The unravelling principle
The ‘unravelling principle’ suggests that firms have an

incentive to provide consumers with complete

information about their own products, if there are

relevant differences between products, and if firms can

make credible statements about these. The intuition

behind this is that if no firm revealed the relevant

information, consumers would assess all firms as

‘average’ in terms of what they offer. Therefore, the firm

offering the best terms has an incentive to disclose its

information to consumers in order to avoid being

considered average. Among any group of firms yet to

reveal information, there is a firm that is ‘best among the

rest’, which is hurt by being considered only average

among the rest and which therefore also discloses

information. This unravelling occurs until there is one firm

left (that offers the worst deal on the market), and

consumers correctly infer its quality from its silence.5

Moreover, this logic does not depend on the number of

rival producers.

However, the unravelling principle rests on the

assumption that the truthfulness of revealed information

can be verified either directly by consumers or at least by

a trusted third party. Consequently, the principle

suggests that a powerful remedy may be to help firms

make credible statements so that they are able to

communicate with their consumers. The unravelling

principle may not be as effective when some of the

assumptions on which it is based are relaxed. For

example, Jovanovic (1982) and Cheong and Kim (2004)

show that information provision is incomplete where

disclosure is costly.6 Farrell (1980) finds that unravelling

may not occur where acquiring information is costly for

the producer.7 Milgrom and Roberts (1986) argue that

competition is not generally sufficient to provide decision-

makers with full information about products if they are

strategically unsophisticated.8 Shavell (1989) highlights

the importance of the credibility of the firms’ statements.9

While there are some theoretical reservations about the

power of the unravelling principle, the empirical evidence

is more positive, providing evidence that the unravelling

principle does exist in reality, although it rarely works

perfectly. For example, Mathios (2000) studies the

impact of mandatory labelling on salad dressing in the

USA during a change to the laws governing that food

products must display labels.10 Before the law changed,

displaying nutritional labels was voluntary (although

regulation ensured that any statement on a label had to

be truthful) and, as a result, all low-fat salad dressings

included a label, while the majority of the high-fat

products did not. After nutritional labels became

mandatory, the highest-fat dressings experienced a

significant loss of market share as consumers made

more informed choices over the fat content of their

salad dressing. 

Policy interventions that enable firms to make credible

statements about features of their product which

consumers care about may thus prove powerful.

However, in the assessment of such a policy, the cost of

monitoring, verifying and enforcing the veracity of such

statements must be factored in.

Searching for information
If firms or government agencies do not provide the

relevant information, the onus is on consumers to find

this out for themselves. The problem here is that it can

be costly (in terms of the money, time and effort) for

consumers to gather price and non-price information

about goods and services.

In some markets consumers may incur a cost for each

additional outlet searched, to return to a previously

visited outlet, or to become informed about all products

available and the terms of trade through an information

clearinghouse (such as a magazine or price comparison

site). Such ‘search costs’ can mean that (at least) some

consumers are willing to buy a particular good at a

certain price even though the same good might be

available elsewhere at a lower price, or if another good

which suits their needs more is available at the same

price in another store. From the consumer’s perspective,

the perceived benefits from searching are outweighed by

the expected costs of searching.11

A robust result obtained in theoretical search models is

that the average price in the market falls as the

proportion of consumers willing to search the market

increases or the cost of search decreases. The

proportion of searchers may be small because benefits

are systematically underestimated, because search costs

are high or systematically overestimated, or both. Thus

remedies which act directly to reduce real search costs

have the most potential by increasing both the proportion

of searchers and the extent of each search. Remedies

aimed at altering misperceptions have less certain

effects, and are more difficult to assess ex ante.
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Experience and credence goods
The information consumers need to make their

purchasing decisions may not be forthcoming through

search alone. This is the case, for example, for products

whose quality cannot be assessed prior to some

experience of use or consumption.12 Consequently, there

can be an informational asymmetry pre-purchase as

consumers may be unaware of a product’s quality,

whereas firms are fully informed.

The problem here is that, when firms’ claims about their

products cannot be verified, fully rational consumers will

disregard any information that is provided. Consequently,

the unravelling principle may fail to provide consumers

with the relevant information.

Crucially, the ability of consumers to verify the quality of

different products pre-purchase depends on the

characteristics of each product. Caswell and Mojduszka

(1996) point out that labelling and government

monitoring can affect how we might classify a product

prior to purchase, which can help consumers to gauge

and verify product characteristics more effectively:

For example, mandatory nutrition labelling makes

characteristics such as fat content into search

attributes that can be verified by reading the

package label, while government oversight of

claims increases their credibility. Thus labelling

policies are intended to improve the quantity, and

often the nature, of quality signalling in markets

in order to improve the functioning of markets for

quality attributes.13

Price comparison sites
At first sight, the Internet would seem to provide answers

to the problem of searching involving complex products.

While there is evidence that price comparison sites can

help, there is also evidence that consumers may not be

willing to spend time to find the best deal for them. In

addition, the fact that price dispersion remains on such

sites indicates that the ability for consumers to compare

instantly does not in itself generate a ‘perfectly

competitive’ outcome.

Price comparison sites, operated by a regulator or a

private company, at least provide consumers with a list of

prices for similar products that are available from multiple

firms and, in some cases, with additional information

such as total expenditure. The ability to search the

market with a single click of a mouse has the potential to

radically reduce search costs as consumers can quickly

locate the best deal, which can intensify competition.

While one might expect that the Internet would create

intense price competition, and even lead to the ‘law of

one price’, current research suggests that this belief is

optimistic, despite robust evidence that price comparison

sites have lowered prices.14

Two examples illustrate this point. Scott Morton,

Zettelmeyer and Silva-Risso (2003) show that

consumers pay on average 2.2% less for cars using a

referral site (a saving of $450 on average).15 Ellison and

Ellison (2004) show that demand for computer memory

becomes extremely price-sensitive when a price

comparison site plays a dominant role, but price

dispersion of around 5% remains.16

There are several reasons why price competition may

not lead to the ‘law of one price’ on price comparison

sites. One explanation is that consumers may be

unwilling to purchase from the lowest-priced firm if it is

an unknown brand. Smith and Brynjolfsson (2001) find

that consumers use brand as a proxy for retailer

credibility and shipping reliability, so well-known book

retailers can maintain a $1.72 price premium, on

average, over lesser-known retailers.17 OFT (2007) also

suggests that consumers are willing to pay a premium for

goods at a ‘bricks and clicks’ retailer compared with a

retailer that is online only, as this provides more security

if the product is faulty.18

Another explanation is that consumers may be unwilling

to spend time and effort on checking each firm’s

offerings even though it can take just a single click of a

mouse. They instead focus on the products that are most

prominent. For example, Brynjolfsson, Smith and

Montgomery (2004) show that only 16% of consumers

search more than one firm on a price comparison site,

and as few as 9% clicked through subsequent search

pages.19

Baye and Morgan (2001) question the incentives of

information clearinghouses to intensify competition to

such an extent that consumers receive all the benefits

from competition.20 Their intuition is that, (i) if the price

comparison site is so efficient that there is no price

dispersion then it has no informational value and

receives no profit; and (ii) intense competition in the

product market leads to zero profit for subscribing firms,

which eliminates the rents the price comparison site can

extract from them. This then raises the question of the

appropriate ownership of price comparison sites.

Further thoughts
There is another potential limit to the effectiveness of

informational remedies—namely, the fact that

consumers’ time, attention and information-processing

powers are themselves bounded and/or their

preferences and motivations may be configured

differently from the standard model. This may result in

behaviour, including responses to the remedies
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themselves, which is difficult to explain or predict

conventionally. The effects of this (which have their

foundations in the psychology and behavioural

economics literature) are explored further in Garrod et al.

(2008). More information is not always for the better.

A secondary concern is that if consumers are fully

insured from any mistakes they may make, whether

through inadequate search, bad judgement or abusive

behaviour by sellers, their incentives to be active are

severely limited. The more consumers face the full force

of bad decisions, the more one would expect to see

them taking steps to minimise mistakes and to learn from

the past. Where the cost of errors and of learning are not

too large, restricting attention to general consumer

education to help consumers help themselves may be a

better way of making markets work well than measures

to protect the consumer.

Luke Garrod and Morten Hviid
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