Agenda

What'’s the price?

Consumers and the art of hidden charging

Business models offering low up-front prices but stinging consumers with additional or
‘hidden’ charges are popular with firms, but they are a cause of complaint by consumers and
of concern to regulators. What are hidden charges, and what harm might these cause to
consumers? Why do ‘fair-dealing’ firms not always drive out the bad, and how should
regulators respond? John Holmes, Principal Economist, Which? offers some thoughts on
these issues, and asks whether it is now time for a change in the law'

Arriving at the airport, eager to begin your holiday and
tired of queuing, you face the car hire desk having
pre-booked your car online, and paid by credit card, all
you need now are the keys? No, you're asked about
whether you want to pay extra for ‘super collision
damage waiver’ or face the risk of £1,500 insurance
excess. You also find a long list of exclusions for
windscreen, tyres, roof and undercarriage. Finally, you
are informed that you must return the car with a full
tank of fuel. The queue at a foreign airport is no place
to quibble, so duly paying the required amount, you
leave with the keys—what other choice did you have?

These hidden charges, added to those of the flights (for
payment method, baggage, shoe size or whatever
other creative charges have been newly imposed), and
surcharges for currency fluctuations since you booked
your holiday can add up to a sizeable amount.? The
sting of these charges may leave you wondering why
they weren’t clearly included in the up-front price—or
whether you would have done something differently if
they were—and an uncomfortable question of whether
you were cheated?

Hidden charges are clearly a popular business model
and appear successful or at least profitable. Firms
often choose not to compete on the basis of clear and
up-front fees and charges. A review of 530 UK-based
online retailers revealed that 40% did not include
compulsory additional charges when prices were first
shown, only at checkout.® The Cruickshank report
noted that consumers are not adequately informed
about their financial products, hindering comparison.*
The success of hidden charges as a business model is
perhaps exemplified by statements from banks’
internal documents:
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these proposals [to increase insufficient funds
charges] deliver substantial revenue growth by
increasing the yield from existing overdraft
customers’ and ‘increasing [insufficient funds]
charges will have less impact on our marketing
position [than] credit interest changes due to...
lower visibility.®

Consumers and regulators are much less satisfied with
the prevalence of hidden charging, with legal
challenges by consumer groups to airlines’ charging
policies and the Office of Fair Trading (OFT)
undertaking a market study into price advertising.6

The recent bank overdraft charges case, which the
Supreme Court ruled were not subject to unfair terms
regulations, stemmed from long-running concerns as
to whether these charges are sufficiently clear to
consumers, form an obvious part of the bundle of
services included in the product, and are levied at a fair
price.” The Financial Services Authority is investigating
a number of firms for excessive mortgage arrears
charges, which included costs unrelated to handling
customers’ arrears, and in one case has required up to
£7.7m to be refunded to affected customers.® So, how
do we recognise hidden charges? Other than irritation
or annoyance, what harm can such charging practices
really have? Why don’t fair-dealing firms drive out the
bad, and what can or should consumers, firms and
regulators do?

Defining hidden charges

For the purpose of this article, charges are hidden if
unobserved and unavoidable by consumers.? Simply
put, a charge is likely to be hidden if:
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— the final price the consumer pays differs from the
‘shop window’ price, or the existence or level of a
charge was unanticipated; and

— these charges are practicably unavoidable;
to avoid a charge the consumer must forgo
purchasing the goods or service, or pay a
penalty fee.

In practice, hidden charges may take many forms;
presented as ‘cost recovery’ fees, such as surcharges
for credit or debit card payments, or optional extras
such as insurance liability waivers. Which? has
regularly reported on cases where hidden charges
arise, for example car hire, payment method
surcharges among airlines or ticket agents, fees for
financial services such as mortgage valuation fees,
arrears fees, or charges for changing personal details.

The following examples illustrate some common
characteristics or situations when hidden charges
more frequently occur, and how they are applied
to transactions:

— purchases are often ancillary or incidental to a
more important goal but necessary to secure this
more valued and significant purchase. For
example, consumers want to buy holidays, cars
and houses but must buy flights, car hire,
insurance and mortgages to achieve their aim. The
examples of hidden charging noted by Which?
appear to be much less common among
high-street retailers where the product itself is a
direct fit to the consumers’ needs;

— purchases often involve multiple transactions
(sometimes with multiple agents or firms), each
incurring a small but cumulative cost;

— the transactions may be undertaken infrequently,
months apart if not years; and

— the circumstances in which a contingent fee (those
fees levied on consumers when certain conditions
are met) may apply are unanticipated or
unexpected, especially when considered at the
point in time when initially committing to the
purchase—for example, the charges levied for
mortgage arrears are unlikely to be foremost in the
customer’s mind when buying a home.

Hidden charges may not only distort the decisions of
consumers from a demand perspective, but can also
weaken competition between firms on the supply side.
In addition, good firms, which abstain from hidden
charges, may not drive out the bad. It is worth exploring
these two effects in more detail.
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How do consumers respond?

In terms of the potential impacts on consumers, hidden
charges can:

— result in direct financial loss—the charges do not
reflect reasonable or efficiently incurred costs;

— weaken competitive rivalry or the effectiveness of
competition—prices that are excluded from a
headline price are ‘insulated’ from competition,
potentially distorting the switching decisions of
consumers, compared to the case where they
anticipated the existence and level of the charge.™

At their simplest, hidden charges create or exacerbate
information asymmetry between consumers and firms.
Hidden charges increase the search costs for
consumers to discover better price offers, costing time
to diligently explore the market. If price offers are
time-limited, for example tickets to see a popular

band or seats on a flight, searching the market is an
ever-moving feast—with a real risk of losing a current
bargain while comparing other offers.

But shouldn’t consumers simply be more aware of the
practice of hidden charges? And do they not simply
learn over time? How ‘hidden’ are some of these
charges to the consumer? After all, the menu of options
offered by airlines, the costs of using a credit card
abroad and bank charges have all been widely
reported. Can we expect informed consumers to adapt
to these charging practices, avoiding the pitfalls (by
making the necessary mental calculations of ‘actual’
prices) or accepting hidden charges as necessary to
secure the goods or services they want?

Whether or not consumers do actually suspect or
anticipate hidden charges may, however, be irrelevant
to them losing out. As outlined above, the
characteristics of hidden charges or circumstances in
which they are applied may exploit limitations to
consumers’ ability to process and compare price offers,
leading to (possibly systematic) mistakes. This
limitation to consumer behaviour is often termed
‘bounded rationality’.! As a result, it may not just be
myopic consumers who are harmed by hidden charges.
For example, knowing that the ‘headline’ price is
unlikely to be the final or ‘real’ price does not
necessarily weaken the impact of ‘price anchoring’:

the ‘low’ price has a suggestive effect on a consumer’s
subsequent and relative price comparison between
rival offers. This recognises that choices are

‘reference-dependent’."?

In addition, consumers may be prone to over-optimism.

This may lead to an underestimation of the frequency
with which consumers may be faced with contingent
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fees, resulting in overconsumption. Conversely,
consumers may overestimate the probability of an
event occurring, for example the risk of a motoring
accident while on holiday." Hidden charges are not,
therefore, just a problem for poorly informed or
inattentive consumers, which suggests that information
remedies alone may not be effective.

Firms’ response
to hidden charging

As noted above, firms may have an incentive to employ
hidden charges, which may earn more revenue than
being ‘fair’." However, if hidden charges prejudice
consumers, once this practice is revealed, would
consumers not simply switch to fair-dealing firms, with
the ‘good’ driving out the ‘bad’? Even if consumers are
poorly placed to respond individually to hidden
charges, surely it is in the interests of firms to highlight
cases of hidden charges employed by rivals to attract
disgruntled customers? This version of an ‘unravelling
principle’ suggests that credible claims from firms that
adopt a fair charging policy should be rewarded by
customers switching from ‘silent’ (and therefore
presumably unfair) rivals."

However, it appears entirely feasible that individual
firms do not gain any benefit from educating
consumers about rivals’ hidden charging. This can lead
to a market where ‘competition on the merits’ is made
up largely of ever greater efforts to employ hidden
charging practices. Two cases are considered below
where this may arise. First, price-shrouding suggests
that rational consumers would exploit hidden charging
at the expense of myopic consumers and fair-dealing
firms. The second, more general case, considers the
cost of asymmetric information: the strength of
consumers’ learned expectations that undermine any
attempt by a fair-dealing firm to gain a competitive
advantage over rivals that levy hidden charges.

The model of price-shrouding considered by Gabaix
and Laibson is not directly relevant to hidden charges
as defined in this article, in that the model deals with
add-on charges for which'® there is a discrete demand
and which are avoidable. However, it does offer an
insight into why hidden charging may become
entrenched in a market, even with some informed
consumers and rivalry between firms. There may be a
price to honesty, turning consumers into less profitable
customers. Specifically, Gabaix and Laibson
considered a model of price-shrouding, where firms
charge for add-on services while offering an apparently
low headline price. Both myopic and rational
consumers use the product. Myopic consumers are
unable to anticipate the existence of the add-on
charges and cannot take steps to avoid the add-on
costs. In contrast, rational consumers are able to
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anticipate the add-ons and take steps to avoid the
additional cost. Shrouding prices in this way leads to
myopic consumers paying more for the product than
rational consumers. A fair-dealing rival, which attempts
to ‘de-bias’ myopic consumers, would not necessarily
attract additional customers: informed rational
consumers would stay with the add-on firms but enjoy
the benefit of avoiding those charges. Informing
consumers would result in lower revenues for ‘add-on’
firms but no additional custom for a fair rival.

The second case recognises that, for consumers,
determining which firms are fair-dealing or not has a
cost."” This information asymmetry may enable hidden
charges to persist, in a scenario loosely analogous to a
‘market for lemons’ (where the uncertainty of identifying
good and bad quality products undermines the gains
from trade). Hidden charges are, by definition, difficult
to uncover and, once experienced, may affect
consumers’ judgement about firms’ truthfulness. If all
consumers expect to be ‘cheated’ by firms, and face
costs in uncovering hidden charges, they may be
disincentivised or disinclined to sort the wheat from the
chaff. This may especially be the case where the goods
or services concerned are ancillary or incidental to the
consumers’ main purchase. These views may become
entrenched over time; consider, for example, the
expectations of consumers dealing with estate agents.
Consumers do not seek out or reward fair-dealing firms
with their custom, relying on their rule of thumb that all
firms ‘cheat’. These perceptions may be slow to
change. In this environment, competition may be
ineffective at driving firms to offer transparent,
comparable and fair prices.

What outcomes do we want?

Comparing products supplied by rival firms is the
driving force of competition and underlies Which?’s
mission to enable informed choice. Which? considers,
perhaps naively, that consumers should be able to
choose goods and services based on price, quality,
convenience or any other attributes that consumers
value. Firms should strive to deliver goods and services
that meet these needs. If a charge cannot practicably
be avoided, it should be included in the up-front price
offer that consumers depend upon to compare
products. If firms put more effort into hiding charges
than ‘competing on the merits’, consumers are poorly
served: competition degenerates into an arms race of
new and evolving hidden charges that replace those
uncovered by astute consumers or banned by
regulators. In such circumstances consumers

caught out by hidden charges should expect full and
prompt redress.

For most consumers, ‘punishing’ firms that use hidden
charges is impractical—we just want to enjoy the goods

December 2009



and service purchased, not make a statement of
principle. Individually, consumers are poorly placed
either to avoid or challenge hidden charges. Although
we have seen a number of consumer protection
measures introduced in recent years—for example the
Consumer Protection from Unfair Trading Regulations
(CPRs)—these have yet to make a significant impact
on those firms using hidden charges. The CPRs do not
offer redress and the recent ruling on bank charges by
the Supreme Court may well limit the opportunities for
individual consumers seeking redress in the future. In
many circumstances, the only sanction appears to be
in refusing to finalise a purchase once aware of hidden
charges. This is not realistic or proportionate,
especially if hidden charges are ancillary to a more
significant or important purchase (such as a holiday

or home).

Firms that wish to adopt a fair-dealing pricing policy
should be welcomed. However, the commercial
rationale to do so may be weak. As noted above,
hidden charges are likely to be a valuable revenue
earner, making customers more profitable to the firm
with hidden charges than without. Abandoning hidden
charges as a business model is likely only if firms are
rewarded by greater customer numbers, or face a
realistic prospect of meaningful enforcement and
redress for customers affected.

If consumers or firms are unable (or disinclined) to
address hidden charging then regulatory action may be
the only remaining option. Regulators have been busy
with issues of price transparency and fairness. For
example, the airline industry has been subject to a
number of initiatives to improve the transparency of its
sales process and price adver’tising.18 Despite the
intensity of effort by regulators, loopholes remain. The
market study on price advertising is a welcome next
step. This study must consider in more detail the
circumstances where harm arises. Remedies should
seek to align the interests of consumers and firms more
closely, if at all possible. However, a realistic and wider
deterrent may ultimately be necessary, with
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enforcement action against industry-wide practices
rather than limited to individual firms.

What next?

The efficacy of enforcement action has been
questioned. The recent bank charges ruling in the
Supreme Court resulted in some unfair criticism of the
Office of Fair Trading. On reflection, it is not clearly a
failing of the regulator but instead a failing of a law
intended to protect consumers, which has been
interpreted in a way that prevents assessment of
whether firms are treating customers fairly. So, what
can be done?

As a starting point, Which? is calling for the Financial
Services Bill to amend the Unfair Terms in Consumer
Contracts Regulations to enable consumers to
challenge hidden charges in financial products. But we
need to do more than this. Consumers, firms and
regulators need legal clarity for all contracts and, where
firms persist in practices that harm consumers,
regulators and consumers must be given the tools to
address the problem at hand. The process should be
carefully considered, and we are mindful of avoiding
unintended consequences.

Armed with the right tools, greater resource should be
focused on frontline enforcement agencies, notably the
Trading Standards Service. Finally, simple and more
effective redress is necessary. Consumers in some
markets, for example energy or estate agency, benefit
from an ombudsman service, an alternative to court
action when resolving disputes. A general consumer
ombudsman, for those sectors without specialised
representation, would enable all consumers faced with
hidden charges (or misleading, onerous and unfair
contract terms among others) to redress the balance
between individuals and firms. Changing the rules of
the game may be the only practicable steps to allow
fair-dealing firms to drive out the bad.

John Holmes
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