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Introduction

1.1 Introduction

Before the credit crisis swept across global economies, affecting all nations and
almost all individuals, rational choice was quite well established as the main paradigm to
inform policy making. While occasionally criticism did occur, on the whole this
paradigm continued to be regarded as the most helpful in predicting human behaviour,
partly because it is a lean and simple theory that can be used to make very general
predictions. In the real world, people were thought not to behave irrationally. According
to rational choice theory, people will weigh their options more carefully when decisions
really matter; when decisions have considerable consequences. Irrational behaviour may
be found in some experiments, but it tends to disappear when things really matter, or so it
was argued.” Recent developments however, most significantly the credit crisis but also
other factors such as issues pertaining to deregulated markets, have created an
understanding in policy discussion and economic theory not only that people are not that
rational after all, but more importantly that public policy should account for that. Several
commentators argue that perhaps economic theory should be based upon another
paradigm, at least when regarding some contexts in which individuals are prone to suffer
from biased decision making.* These new insights suggested that policy making based
upon classic economic theory should also be adjusted in certain cases, and be based upon
a more realistic view of individual behaviour. The unconditional belief in the rational
behaviour of mankind and the predictive value of traditional economic insights is
waning.

Behavioural economics is seen in economic theory as a possible contender for this
more realistic view in the recent decades. The insights that have been developed in
behavioural literature have enhanced the understanding of individual behaviour and the
accuracy of predictions made regarding individual behaviour. The insights of behavioural
economics focus on the decision making process of individuals. In for instance consumer
protection policy, the idea that as long as consumers are adequately informed they are
competent to discipline the market and push sellers to draft well-balanced contract terms
was prevalent. The idea runs as follows: as long as consumers are adequately informed,
they are competent to discipline the market and push sellers to draft well-balanced
contract terms. If competition is sufficiently present, sellers have to compete for
consumers. If consumers shop for the best deals and are vigilant market parties, they can
themselves assure that they will not be taken advantage of. Recently however, this
position has been more and more criticised. Various authors have pointed out that the
above described process will not work quite so smoothly without certain information. If

? See Ariely (2009: xii-xv) discussing these arguments brought against his research.

* Several contributions have been made to literature that argue extensively against the unconditional belief
in the value of the rational choice paradigm for theory and policy, see for instance: Thaler and Sunstein
(2008), Ariely (2009), Velthuis and Noordegraaf-Eelens (2009), and Akerlof and Shiller (2009).
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consumers are to profit from the internal market and competition, they have to be able to
receive and process this information and they have to be able to take welfare-enhancing
decisions on the basis of it. And that is where behavioural insights come in. Behavioural
notions suggest that consumers are constraint by several cognitive factors, emotions,
preferences for fairness and so on. Due to these constraints, consumers are not able to
optimise their decision making as is suggested by conventional economic theory. The
enhancement of the understanding of consumer decision making processes sheds a new
light upon the effectiveness of information duties and the reliance on consumer vigilance
to discipline market.

The literature on behavioural economics however, even though it was once regarded
as extremely promising, has of yet failed to influence policies to a very significant extent
(Amir et al., 2005). Behavioural insights raise numerous points of critique to for instance
consumer policies, some of which indeed pose valid concerns. Opponents point to the
context-dependent nature of behavioural insights and argue that they are therefore
insufficiently valid to inform general consumer policies. Another point that has been
made against translating behavioural insights to policy is that the market mechanism
itself may correct biased consumer behaviour, rendering policy based upon behavioural
insight unnecessary. Even if we grant, for now, that these points of criticism have some
merit, behavioural insights can still improve the explanations and predictions regarding
consumer behaviour to a certain extent. The question becomes therefore whether
behavioural insights can be translated into consumer policy in a way that enhances social
welfare but that at the same time takes due notice of any valid cautions and
considerations that might be raised against a policy based upon behavioural economics.
This research aims at providing an answer to that question.

1.2 Aim of research

1.2.1 Research questions

The research that is presented in this dissertation has the dual aim of assessing two
main and interrelated research questions. The first discussion focuses upon the addition
of behavioural insights to the economic insights regarding consumer policy. In
behavioural literature, it is argued that especially in the realm of consumer protection the
insights derived from behavioural economics can have far-reaching implications.
However, behavioural literature in its aim to influence theory and policy literature has
also evoked some valid points of critique. This research therefore first aims to answer the
following research question:
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1. To what extent can the application of insights from behavioural
economics and empirical research to economic analysis be relied upon
to improve consumer policy from a social welfare perspective?

To answer this question, an introduction to both economic rationales of consumer
protection and behavioural insights to the issue will be presented. It will be concluded
that behavioural economics is able to provide recommendations to consumer policy that
can be justified from a social welfare perspective beyond the traditional rationales
provided by economic theory. After that, the debate regarding the desirability of relying
upon behavioural insights to improve consumer policy is reviewed, highlighting and
discussing the most important concerns. It will be concluded that even though the
application of behavioural insight can be relied upon to enhance consumer policy from a
social welfare perspective, several cautions and considerations should be taken into
account. Guidelines to counteract several concerns are presented, among which the
recommendation that behavioural insights should be used to inform consumer policy in
specific rather than general policy issues.

Therefore, and to further assess the extent to which behavioural insights inform
consumer policy in a welfare-enhancing way, the discussion turns to the issue of policy
interventions in standardised terms in consumer contracts. This issue has been
extensively discussed in conventional economic theory, and was by many regarded to be
sufficiently explored. It was argued that as long as information asymmetry problems
were properly counteracted, the consumer would discipline the market and bring about
efficient terms in standardised consumer contracts. Applying behavioural insights to this
issue however changes the assessment. Behavioural insights into the consumer
decision making process challenge the conclusion that consumer vigilance, aided by
information remedies, can sufficiently discipline sellers into drafting fair contract terms.
The second research question assessed in this dissertation is therefore the following:

2. To what extent can consumer policy regarding standardised consumer
contract terms be improved by re-assessing policy on the basis of
behavioural economic insights and proposing corresponding
interventions from a social welfare perspective?

The answer to this research question comprises three different analyses. First, it is
analysed to what extent behavioural insights can improve traditional economic policy
recommendations concerning standardised consumer contract terms. Based upon this
analysis and empirical studies, it will be concluded that behavioural insights can improve
policy recommendations in cautioning against overly relying upon information duties and
consumer vigilance to overcome the market failure of information asymmetry. The
second analysis turns to the legal debate, reviewing the common core of European unfair
terms regimes. It will be explained that these regimes do depend upon information
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asymmetry and consumer vigilance to a large extent. Therefore, the third analysis
reviews policy strategies to enhance unfair terms regimes. Based upon this last
assessment, it will be argued that an often mentioned policy strategy, namely solving the
signing-without-reading problem, will not be efficient or effective. The most promising
proposals aiming to enhance consumer policy on standardised contract terms are pre-
approval of standardised contract terms through administrative control and negotiating a
model form of standard terms through business and consumer representatives.

1.2.2 Relevance

This research is highly relevant from both a theoretical and a policy making
perspective. One of the main questions pertaining to policy interventions in consumer
policy nowadays is: what to do with behavioural insights? Recent developments related
to mainly the credit crisis and deregulation of markets seem to have left policy makers
somewhat reluctant to once again place their trust in traditional policy recommendations
based upon rational choice. Policy institutions such as the OECD, the FTC, the OFT and
ministries in European Member States are aware of the upcoming behavioural economic
literature;” the suggestions that stem from this literature have however not been used
extensively in policy as of yet. This is mainly because it is not yet clear how and to what
extent exactly behavioural insights can and should inform (consumer) policy. It is this
question that this research aims to answer. It points out which cautions and
considerations are relevant in both the theoretical and policy making debate. Moreover,
the research devises guidelines to account for some of these concerns in a cautious way.
Whereas these cautions and considerations have frequently been discussed in several
publications, guidelines providing a way of dealing with (some of) the concerns have not
been offered often.’ The guidelines developed in this research can be used to form a basis
for devising policy procedures that cautiously implement the insights of behavioural
economics into policies and policy recommendations, while accounting for the cautions
and considerations regarding behaviourally informed consumer policy that have been
identified. This research takes a stance in the academic debate between behavioural
scholars and conventional economists regarding the added value of behavioural insights
to economic theory. It presents the crucial aspects of this debate and argues how
behavioural insights can successfully inform both economic theory and policy.

Furthermore, this research exemplifies how behavioural insights can improve
consumer policy by focusing upon the issue of standardised consumer contract terms.
This research applies the insights from behavioural economics to the issue of standard
terms in consumer contracts. Previous publications on the economic analysis of standard

5 See below, chapter 3, section 3.3.2a.

© See for some of many publications discussing relevant concerns pertaining to behaviour economics and
relying upon behavioural economics to inform the policy debate: Posner (1998a), Sunstein and Thaler
(2003), Camerer et al. (2003), Camerer and Loewenstein (2004), Epstein (2006; 2008) and Bar-Gill (2008).

6



Introduction

terms have only limitedly involved behavioural insights.” In this research, not only
behavioural notions are applied to the issue of standard terms in consumer contracts, but
also results from empirical research are added to the analysis. These empirical studies
provide further insights to critical questions in the debate, such as how many consumers
read standard terms, factors that are given by consumers for failing to read, whether
standard form contracts contain onerous terms, and so on. Economic policy
recommendations regarding standardised consumer contract terms are thus enhanced by
the improved analysis that is presented in this research.

Continuingly, the common core in European legal systems regarding standard terms
consumer policies is reviewed, and several suggestions to improve these policies are
assessed using insights derived in the improved analytical framework. The desirability of
government interventions in standard terms in consumer contracts is therefore reassessed
by adding insights from behavioural literature and empirical studies to the analysis.

Moreover, in this research a systematic research method for assessing policy
questions from an economic and a behavioural economic perspective is presented. The
proposed method first focuses upon the economic and behavioural insights and then turns
to actual policy, followed by an assessment of proposed interventions. The analytical
method, that is used to assess standard terms policy in this research, can also be used to
assess other policy questions, especially in the field of consumer protection policy. By
systematically reviewing the different perspectives to the debate, and including empirical
insights to the analysis, policy questions can be evaluated more extensively than merely
relying upon one discipline.

1.2.3 Methodology

This research takes a multidimensional approach. Combining different kinds of
sources and several (scientific) perspectives on the same issue will result in a translation
of all these insights to provide an answer to relevant policy questions (Van Boom, Giesen
and Verheij, 2008: 35). The analysis of consumer policy includes both traditional
economic insights and behavioural insights. The more specific analysis of standardised
consumer contract terms is approached from a multitude of perspectives. First, the issue
is approached by traditional or neoclassical economic method, followed by an
assessment focusing upon the information economic aspects. Then the analysis turns to
behavioural insights, and compares the explanations and hypotheses stemming from
neoclassical, information and behavioural economics based upon results from empirical
studies. Finally, a legal perspective is presented, analysing actual consumer policy that
addresses the issue of standardised consumer terms.

This research distinguishes between the neoclassical or traditional economic
approach, the information economic approach, and the behavioural economic approach.

7 Notable exceptions are: Becher (2007; 2008), Ben-Shahar (2009), Stark and Choplin (2009) and White
(2009).
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The boundaries of these, especially the first two approaches, are not clearly drawn in
literature. Economics of information can also be seen to be a part of the neoclassical
approach, even though the insights stemming from a focus on information change the
previous insights derived in earlier neoclassical economic discussions. The importance of
information to consumer protection issues was clearly established only in later stages of
neoclassical economic thinking. The impact of insights from psychology and other social
sciences on consumer protection theory and policy followed only in behavioural
economics. The distinction between the views in economics before information issues
were deeply considered, the economic views that do consider the impact of information
on consumer protection, and the economic views that regard insights from psychology
and other social sciences is made clear in this research through distinguishing the
different economic approaches as mentioned.

The economic analyses of laws, policies and other government interventions, that are
present in this research, are conducted on the basis of the assumption that the primary
goal of laws, policies and government interventions is the enhancement or ideally the
maximisation of social welfare. This type of assessment does not negate the possibility
that other valid policy goals could be envisaged and are indeed adhered to by
government, such as a (more) equal distribution of resources, justice or fairness. It will
however evaluate government interventions only on the basis of social welfare
enhancement or maximisation. Even though issues such as a (more) equal distribution of
resources are highly relevant in policy discussions, they will not or only to a very limited
extent be included in the analysis. Both positive and normative economic analysis of law
will be employed in this research.®

Reviewing the legal debate, this research aims to present the common core (or ius
commune) of unfair terms regimes, instead of presenting a comprehensive comparative
analysis of several legal systems. This approach is commonly used in comparative law
and economics.’” It allows for a description of the possible use of economic and
behavioural insights in actual policy without having to account for all the specific details
that are a part of respective legal systems. The analysis of the common core can be used
in further research to assess specific legal systems and, where possible, provide
recommendations to enhance the legal system while taking the specificities of that legal
system into account.

8 In positive economic analysis of the law, the effects of laws, regulations and policies are looked into. The
questions which are focus of the analysis concern the likely effects of the law, whether these effects have
actually occurred, and whether the objectives of the law have been arrived at. Normative economics
centers around the concept of allocative efficiency (see below, chapter 2, section 2.2.1). Allocative
efficiency is an ideal type notion describing the situation in which all goods are possessed by the parties
that value those most. In that situation, social welfare would be at the highest level possible. Normative
economics assesses wWhether allocative efficiency is attained, and suggests how improvements can be made
from an efficiency point of view. See for a more extensive description of both positive and normative
economics: Burrows and Veljanovski (1981: 5-13).

? See for an introduction to this approach: Bussani and Mattei (1997: 340 mainly).
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1.24 Scope of research

As stated above, this research focuses on the economic and behavioural analysis of
consumer policy in general, and on the analysis of consumer standard contract terms
more specifically. Economic analysis of consumer contracts is mainly concerned with
information asymmetry problems. In this research, these issues are considered to be the
primary concern of consumer protection policy. To the extent that competition issues are
a problem in the relevant consumer markets, competition policy should cure these
particular market failures. Competition issues will therefore be outside the focus of this
research; the analysis will assume markets to be competitive. This assumption will allow
a focus on the issue that is considered to be most problematic in the economic analysis of
consumer protection: information asymmetries.

Furthermore, this research assesses transactions conducted between commercial
parties and consumers, also known as business-to-consumer (or B2C) contracts.
Business-to-business (B2B) or consumer-to-consumer (C2C) contracts will also fall
outside the scope of the analysis. As will be discussed in chapter 6, most consumer
protection legislation applies to B2C contracts. Moreover, it is these types of contracts in
which the market failure of information asymmetry is most likely to exist, even though it
can also occur in B2B or C2C contracts; this will be more extensively discussed in
chapter 2. Finally, the focus in this research will be on exchange contracts; employment
contracts or other contracts that might be conducted between individuals and commercial
parties are therefore outside of the scope of this research as well.

The analysis of consumer standardised terms takes a general approach, in the sense
that it discusses the general issue of standard terms in consumer contracts. By taking this
approach, this research is able to re-assess the insights developed in the conventional
economic debate towards standard terms in consumer contracts, which also takes a
general perspective. The desirability of specific terms that can be found in standard terms
contracts is not reviewed in this research. In addition, specific standard term contracts
such as for instance software licences or consumer financial products are not taken up in
the analysis either, although the discussion might touch upon these specific topics when
they are the focus of empirical studies that are relevant for this dissertation. The insights
developed on the general issue of standard terms in consumer contracts might be used in
further research to assess specific consumer contracts, such as mortgage contracts, online
vending or time-share agreements, and specific contract terms such as certain risk
allocations, late payment fees, terms that specify procedural specifications for
terminating contracts or requesting refunds, terms that specify the legal regime that
governs the contract, caps on damages, and so on.

When discussing interventions into the market by the government, this thesis will
focus on regulation. Other types of government intervention, such as enforcement, will
be mentioned, but will mainly fall outside the scope of this research. Limiting the scope
will enable an in-depth discussion of regulatory issues, focusing on standard terms in
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consumer contracts. Considering the interplay between regulation and enforcement, it is
important to first address the desirability in terms of costs and benefits of specific
regulation and possible improvements to it. Before delving deeper into issues of
improving the enforcement of certain regulations, the desirability of those regulations
itself should first be evaluated.

While this thesis combines the insights of neoclassical economics, information
economics, behavioural economics and empirical research by applying all these
approaches to the single issue of regulating standard terms in consumer contracts, this
research does not aim to extend or improve upon existing theories. Neither will empirical
studies be undertaken to enlarge empirical insights into the research questions that are
relevant to this topic. The aim of this research is to translate the insights that have been
developed in the respective scientific approaches to policy. This step in the scientific
analysis of laws and policy is often lacking. This project aims to fill that gap in the
discussion of how consumer policy, on the basis of these insights, can deal with issues
related to the regulation of standard terms in consumer contracts. Extending theories and
performing empirical studies would go beyond the scope of the research project.

When translating the insights from neoclassical, information and behavioural
economics to consumer standard term policy, a general approach will be taken with
respect the implementation of the lessons learnt for policy. The common core of legal
approaches employed in European legal systems will be used as a basis for interpreting
the insights derived. Specific legal systems should be assessed on the basis of the insights
derived in this research project to examine the need for adjusting these legal systems.
Furthermore, when suggesting strategies that could be followed when improving legal
policies regarding consumer standard terms, a general approach will again be followed.
The discussion of several strategies that seek to improve current standard term policies
intends to suggest approaches that could constitute an enhancement of current policies.
These suggestions, and their costs and effects, should be examined in more detail before
it can be concluded that they will indeed provide a welfare enhancing improvement of
European legal systems. In addition, the approaches that have been distinguished in this
research as promising would need to be better adapted to the specificities of respective
legal systems before they can be operationalised. This thesis consequently aims at
providing a starting point for further discussions on implementable improvements to
consumer policy on standard contract terms.

1.3 Structure of research

This research aims to find out whether, and if so how, behavioural insights can
improve economic policy recommendations that target consumer policy in general and
standard terms regimes more specifically. Chapter 2 of this research will therefore first
introduce the conventional economic approach towards interventions in consumer
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markets. A rationale for government intervention in consumer contracts from a social
welfare perspective will be found in the correction of market failures and the limitation
of transaction costs. The most important market failures in consumer markets are
competition issues, transactions costs and information asymmetry. Of these, information
asymmetry is the main concern of consumer policy.

Behavioural economics will be introduced in chapter 3. Insights into the
decision making process of individuals show that the predictions stemming from
traditional economics often do not hold."” Consumer decision making is shown to be
affected by several biases and heuristics, which is argued by behavioural economics to
have serious and potentially detrimental consequences for consumer and social welfare.
This welfare loss might justify government interventions from a social welfare
perspective. Chapter 3 will establish that behavioural insights can give implications for
policy, especially consumer policy, which go beyond conventional economic insights.

However, even when behavioural insights are shown to enhance the understanding
and predictions of consumer decision making, the conclusion that it would be desirable to
account for behavioural insights in consumer policy does not automatically follow.
Chapter 4 discusses various concerns that are raised with respect to the role of
behavioural insights in informing welfare-enhancing consumer policy. Methodological
concerns refer to issues such as the context-specificity of behavioural insights, fear of
overly generalising behavioural results and the parsimonious advantages of economic
theory. The policy debate focuses upon issues such as consumers learning to overcome
biased decision making, whether sellers are able and in fact do abuse consumer biases,
policy makers’ errors in deciding what is best for consumers and the enhanced risk of
manipulation that could result from behaviourally informed consumer policy. It will be
concluded that as long as several considerations are sufficiently taken into account,
behavioural insights can and should be used in theory and policy recommendations
aimed at enhancing social welfare. In addition, guidelines to account for some of the
cautions and considerations that have been identified will be provided.

To further assess the extent to which behavioural insights can be used to inform
consumer policy in a welfare-enhancing way, chapter 5 turns to the issue of the
desirability of policy interventions in standardised terms in consumer contracts. This
assessment constitutes a re-assessment of the extensive review of that has been portrayed
in economic literature discussing how to regulate standard terms in consumer contracts
on the basis of new insights developed in behavioural literature. Two main conclusions
are arrived at in this chapter. First, when the aim is to enhance the quality of standard
terms in consumer contracts from a social welfare perspective, government interventions
beyond providing information remedies can be beneficial. These policy interventions
should limit the dependence on consumer vigilance to discipline the market in providing
efficient standardised terms. Secondly, as the shift in policy focus away from relying

10 See below, chapter 3, most notably 3.2.3.
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upon consumer vigilance and information remedies stems from behavioural notions and
empirical research, behavioural notions and empirical research provide an improvement
to the policy recommendations stemming from mainstream economics in the context of
standardised consumer contract terms.

Chapter 6 reviews the issue of standard terms in consumer contracts from a legal
perspective by assessing the common core in European legal approaches to consumer
standard terms. The common core will be explained to correspond mainly to the insights
of information economics. Information remedies form the main intervention method in
standard terms policy; intervention to improve the quality of these terms often relies
greatly on consumer vigilance. The effectiveness of these intervention methods is
discussed based upon the behavioural insights derived.

In chapter 7, several strategies to enhance standard term consumer policy will be
assessed. The aim of this assessment is to provide a starting point for discussions on how
to improve current legal approaches towards regulating consumer standard terms by
identifying approaches that are likely well able to improve the quality of standard terms
in consumer contracts. In this research, it will be argued that solving the signing-without-
reading problem will not bring the ultimate solution; pre-approval of standard terms
through administrative monitoring, and a model form of standard terms that results from
negotiations between business and consumer interest groups, are more promising
proposals when the aim is to enhance the quality of consumer standardised terms.

Chapter 8 concludes by providing an answer to the research questions that have been
presented in this introduction. It will be concluded that at least theoretically, it is possible
to enhance consumer policy through the application of behavioural economic insights in
a social welfare enhancing way. This will however require the cautions and
considerations identified regarding the translation of behavioural insights to policy to be
taken into account, possibly through the guidelines that have been devised. Second, this
research concludes that behavioural insights are able to enhance economic policy
recommendations regarding standard terms in consumer contracts by arguing for a
limited dependence upon information disclosure and consumer vigilance. This shift in
policy focus is a clear addition to the economic analysis of standard terms, constituting
insights that would not have resulted but for the application of behavioural insights to the
issue of standard terms in consumer contracts. It will be argued that implementation of
these enhanced policy recommendations will improve the common core of unfair terms
regimes. The main focus of policy should not be on solving signing-without-reading, but
on enhancing the content of standard term contracts. Recommendations for further
research will conclude this dissertation, pointing to the necessity to further explore
specific legal systems, specific standard terms and specific business sectors when
behavioural insights are to inform and improve consumer policy regarding standardised
contract terms.
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2. Economic rationales for consumer protection

2.1 Introduction

As has been explained in the introduction, this research aims to find out whether, and
if so how, behavioural insights can add to conventional economic theory and change
consumer policy recommendations. The answer to this question will start with a
discussion of the conventional economic approach towards interventions in consumer
markets and the implications that behavioural insights will have on consumer protection.
In this chapter the conditions under which government interventions in consumer markets
are desirable from an economic point of view will be assessed. The next chapter focuses
on behavioural insights to consumer decision making.

Many strands in economic theory focus on the actions and interventions of
government institutions into the market. Law and Economics is one of these strands;
using economic theories to analyse laws, regulations, policies and other legal instruments
and actions. This chapter will start with an outline of some concepts used in the
economic analysis of law. The economic rationale for government interventions in
markets is provided by the need to reduce transaction costs and correct market failures
such as incomplete competition, public goods, externalities and information asymmetry.
Government interventions are costly however, and besides that, market solutions to
counteract market failures and decrease transaction costs are also provided within the
market itself. The costs and benefits of government interventions should therefore be
carefully assessed, taking the subsidiarity with market solutions into account.

Regarding consumer contracts, issues resulting in welfare decreases relate mainly to
transaction costs, information asymmetries and competition. This research focuses on the
first two. Transaction costs in consumer contracts consist of many types. Contracting
costs can be decreased by the instrument of contract law itself, through the setting of
default terms. To overcome rational apathy, the government might provide or stimulate
the provision of simple and comparable information, written in plain language, by sellers.
Information asymmetries, resulting in adverse selection, might be counteracted by
disclosure duties or mandatory quality standards. To overcome market failures,
government intervention is not always necessary. Market solutions can also correct the
market mechanism. Reputation, brands and warranties signal information; the market for
market information will decrease information asymmetries and transaction costs. Other
considerations regarding government interventions in consumer contracts include the
costs of intervening, consumer moral hazard, decreased choice options, and the provision
of optimal information instead of full information.
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2.2 Economic rationales for government intervention

The economic analysis of law provides several justifications for government
intervention in the market, but also prescribes certain conditions for those interventions.
After briefly portraying some of the main concepts of the methodology of economic
analysis of law, such as welfare, efficiency and the several forms of market failure, the
economic rationales for government intervention will be discussed.

2.2.1 Methodology of economic analysis of law

Law and economics is a scientific approach used to describe and predict the effects
of rules, laws, regulations, policies and other legal instruments on the behaviour of
people.'" The desirability of these effects is analysed, and potentially more efficient
alternative solutions are formulated. Legal rules are seen as instruments to influence the
behaviour of people, whether they are individual actors, civil servants or whether they act
on behalf of a (private business) company. Legal rules affect people to make a different
decision than they would have done in absence of the legal rule. An example can be
found in liability law: people are deterred from certain actions if and because they would
have to pay damages for engaging in these actions. The economic analysis of law
typically involves one or all of three fundamental questions:

1. Which goal is achieved by a certain legal rule, what is the rationale behind it?

2. Which effects are caused by this legal rule?

3. Is the legal rule desirable from a social welfare point of view?

The first two questions are referred to as positive law and economics: using
economic analysis to predict the effects of various legal rules. Positive law and
economics also offers descriptions of the goals that are achieved by legal rules, and why
these legal rules are in place. Normative law and economics makes policy
recommendations based on the economic consequences of various policies.

a. The concept of welfare

An important current within the economic analysis is focused on maximisation of
welfare, which may refer to either individual or social welfare. Welfare or utility is the
extent to which the preferences of individuals can be fulfilled with the means and goods
that are available to them. The further the preferences of an individual are met, the more
individual welfare is obtained by this person. Also, as her welfare is part of social
welfare, the more her position contributes to the welfare of society as a whole. The

"'In this chapter, a brief introduction to the economic analysis of law is provided. More extensive
introductions to the scientific approach of law and economics can be found in several publications, such as
Posner (1998b), Cooter and Ulen (2003), Kanning and Kerkmeester (2004), Schifer and Ott (2004),
Weterings (2007). The introduction presented in this chapter draws mainly from these publications.
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notion of social welfare refers to the commonly obtained welfare by all individuals
together. A raise in individual welfare does not necessarily have the same effect on social
welfare: where an individual increases his own welfare and by doing so “hurts” the
welfare of other people, social welfare might diminish as a result of this action. When
economic assessments refer to welfare in general, usually social welfare is implied.

b. Rational Choice Theory

In conventional law and economics, the choices people make to increase their
welfare are predicted using Rational Choice Theory (RCT)."”” When several choices are
available, individuals are assumed or hypothesised to opt for the alternative that yields
the most expected welfare."> When someone decides to buy a new car, he will buy the car
that conforms best to his preferences. Also, buying the car implies that this person
attaches more welfare to the car than to the money itself, or to other objects he could buy
for this money. RCT tries to conceptualise the way in which individuals make decisions.
RCT states that people make decisions based upon stable and consistent preferences. In
their decisions they try to best accommodate their preferences, thereby maximising their
utility. People are also assumed to be able to optimally assess and acquire information,
including information about the risks and possible outcomes of the decisions involved.
Lastly most economic reasoning assumes economic man to be a self-interested, mostly
financially motivated actor, with utter disregard for the wellbeing of other people.'* RCT
is not concerned with the actual decision making process of individuals; it merely
addresses the outcome of the decision making. To summarise, Issacharoff distinguishes
five characteristics of the law and economics approach concerning individual behaviour
(Issacharoff, 1998: 1732):

1. People respond to costs and benefits (the incentives) of options before them
2. They evaluate their options accounting for different time settings

3. They invest in acquiring information to an optimal level

4. Evaluations are accurate, any mistakes are random and non-systematic

5. When incentives change, behaviour changes correspondingly

Different versions of RCT have been developed over time, but often scholars do not
make explicit which version of RCT they adhere to in their research. Korobkin and Ulen
provide a categorisation of the different versions of RCT, visualising the different
conceptions of RCT in a spectrum (Korobkin and Ulen, 2000: 1060-7, see figure 1). The
dominant conceptions of RCT are the expected utility version and the self-interest

'2 Rational Choice Theory is similar to Expected Utility Theory. There are minor differences, mainly that
RCT is slightly more general than Expected Utility Theory. Although this dissertation will usually refer to
RCT, for the purpose of this research both terms are interchangeable.

"> The individual and the individual decision making process are focal points in this analysis, a method
known as methodological individualism.

' This last issue is not always part of the RCT framework, even though it is often implicitly assumed; see
for a more extensive description of RCT, Kelman (2003: 1352-60).
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version (captured in bold in figure 1). In the definitional version of RCT, an individual is
simply supposed to rationally maximise his ends. This version of RCT does not take any
normative stance on either the means or the ends of this individual. People are assumed
to rationally maximise their ends, therefore any behaviour can be justified as rational,
since it is assumed that any behaviour serves the ends (or utility) of the individual.
Because people act, their act must necessarily be rational and welfare-enhancing; if the
act would not be rational and welfare-enhancing, people would not engage in the action.
This is the “thinnest” version of RCT, meaning that it is non-falsifiable.

Rational Choice Theory Spectrum

“Thin” Conceptions “Thick” Conceptions
< | | | | >
Definitional Expected Utility Self-Interest Wealth Maximising

Version Version Version Version

Figure 1: Rational Choice Theory Spectrum
Source: Korobkin and Ulen (2000: 1061).

The expected utility version does specify some of the means by which the
decision maker will try to maximise his ends, and is therefore “thicker” than the
definitional version. Namely, the decision maker is assumed to attach values of utility to
each available option, and assess the risks that are concerned with each option.
Discounting the utility with the related risk, the option that yields the highest expected
benefit is revealed and will be opted for. This version is however also thin in the sense
that it does not specify the goals or preferences that the individual will try to achieve,
making the expected utility model to some extent testable, even though it does not lead to
the creation of directly falsifiable behavioural predictions.

The self-interest version is a thicker version of RCT from which these directly
falsifiable behavioural predictions can be derived. Besides making assumptions about the
means through which the individual will try to assume his ends, the self-interest version
predicts also which goals or ends the individual will try to achieve, namely that what is in
their self-interest. It assumes individuals are not concerned about the disutility their
courses of action cause to other people. The fourth version of RCT, the wealth
maximisation version, goes even further in predicting the ends that decision makers will
try to achieve and is therefore the “thickest” of the four versions. This version predicts
that individuals will try to maximise their financial well-being or monetary situation.
These last two thick versions of RCT dominate economic literature.

c. Efficiency and optimal allocation of goods

Efficiency is the central criterion in law and economics used to assess legal rules and
policies. The extent to which a certain rule can enhance (social) welfare determines
whether or not it is efficient. A shift from one law or policy to another is efficient when
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the proposed alternative yields a better cost-benefit ratio (more benefits than costs). In
literature, several definitions and concepts of efficiency can be found. They all however
share one central idea: that nothing more can be achieved with the same amount of
resources. When the cost-benefit ratio of a certain proposed solution is positive (more
benefits than costs), it is said to be cost-effective.

Two well-known concepts of efficiency are Pareto and Kaldor-Hicks efficiency. The
former relates to a situation in which nobody can be made better off without making
another person worse off. A Pareto improvement is a change in the current situation
which leaves at least one party better off, whereas all other parties involved at least not
worse off compared to the status-quo. An example would be a rule prescribing all traffic
participants to drive on the right side of the road. This rule serves a coordination purpose;
it is impossible for interested parties to come together and agree on it in some sort of
contract. This rule is Pareto efficient, as everyone is better off knowing how the other
parties will behave on the road.

The second concept, Kaldor-Hicks efficiency, refers to situations in which social
welfare is optimised. This means that all parties are as well off as they can get. This
concept of efficiency is used to describe a certain ideal state of a market.'”” When in a
certain market all goods are distributed in such a way that the end users (consumers) are
able to accommodate their preferences optimally, this market it said to display allocative
efficiency, which corresponds to Kaldor-Hicks efficiency. The market is producing the
right goods for the right people at the right price. When all goods are in the hands of
those individuals that value them most the optimal allocation of goods is reached. Goods
are produced up to the level where production costs equal the proceeds of these goods.16
In the ideal market, whenever someone values a good at a level which is higher than the
production costs of this good, the good is produced and supplied to this person. To
illustrate, when someone owns a painting which his neighbour values higher than him,
the market has not reached allocative efficiency. Selling the painting from the one
individual to the other would increase welfare. When all transactions that would increase
welfare have taken place and no other transactions can occur that would increase welfare,
allocative efficiency has been achieved in the market. To reach this ideal-type situation,
the initial allocation of rights (to goods and services) is irrelevant; through transactions a
more efficient allocation of rights can be established. This is called the Coase theorem
(Coase, 1960).l7 The Coase theorem however does not account for transaction costs,
which might prevent individuals from entering into a welfare-enhancing transaction.

'3 «“A market” refers to the sum of all supply and demand of related goods and services. “The market”
refers to the aggregation of supply and demand in general.

'® The marginal costs of production, which refers to the increase in total production costs when one more
unit of the good is produced, is in the optimal level of production equal to the price that can be attained for
this good.

' This is also related to the Adam Smith (1904) that individual pursuit of self-interest will lead to the
optimal operation of the free market, which will result in the maximisation of social welfare.
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A Kaldor-Hicks improvement then is a change in the current situation in which social
welfare is increased, even if in some cases individual welfare is not. If the parties that are
better off could in theory compensate those that are made worse off, so that a Pareto
improving outcome would result, a Kaldor-Hicks improvement is established. For
instance, when someone builds a garden shed, his welfare is increased (presumably,
otherwise his decision to build it would not be rational). His neighbour however might
suffer from the shade this garden shed produces in his garden. The tan-loving
neighbour’s welfare might be decreased by the building of the garden shed. If the welfare
increase of the shed-building neighbour outweighs the welfare of the tan-loving
neighbour, the building of the shed is Kaldor-Hicks improvement, even though it is not a
Pareto improvement. The shed-building neighbour could compensate the tan-loving
neighbour for his loss, in which case a Pareto improvement would result, which is also
Kaldor-Hicks improvement. However, even if the compensation does not take place, a
Kaldor-Hicks improvement is still the outcome of the change in situation.'® Pareto
improvements are by definition Kaldor-Hicks improvements; the opposite is not the case.

2.2.2 Transaction costs and market failures

Allocative efficiency can only be achieved in a perfect market: a market without
market failures or transactions costs. When market imperfections such as market failures
and transaction costs exist and social welfare is decreased because of it, government
intervention might be efficient. Transaction costs are any costs connected with the
creation of transactions themselves, apart from the price of the good that is the object of
the transaction. Transaction costs can thwart welfare enhancing transactions. Different
types of market failure can also hinder welfare enhancements. Every impediment to
perfect competition is seen as a market failure. Different forms of market failure are:
imperfect competition, public goods, externalities and asymmetry information, leading to
adverse selection and possible moral hazard on the side of sellers and of consumers.

a. Transaction costs

By means of transactions welfare can be increased. Transaction costs can be defined
as funds, effort and time spent on a transaction that do not (directly) benefit the
counterparty (Sovern, 2006: 1644-45). Transaction costs include search and information
costs, negotiation costs, contracting costs and monitoring and enforcement costs. These
transaction costs might prevent welfare enhancing transactions from taking place. When
someone wishes to buy a house, but is only able to pay the mortgage itself and cannot
afford the legal expenses attached to buying this house, he might not be able to enter into
the contract. This contract would have been welfare enhancing, but cannot be established
due to contracting costs.

18 See for a discussion: Arrow (1950).
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b. Imperfect competition

Under perfect competition, an ideal-type situation, all goods are offered at the level
where production costs equal the prices at which those products are sold, and no profits
are incurred in the market. Every market participant, who values the good above cost
price level, is able to buy the good. All welfare enhancing transactions are entered into,
and the optimal allocation of goods is achieved. When competition is hindered in a
market, a situation knows as imperfect competition, welfare losses can occur. Under
perfect competition, suppliers have to offer goods at the level of marginal costs.”” If they
charge higher prices, a competitor will outprice them and sellers will not sell their goods.
Under imperfect competition, suppliers are able to limit supply, and charge a higher price
for their goods or services than marginal costs. As competition is imperfect, they do not
have to be worried that their prices will be undercut by a competitor. Alternatively,
sellers could collude and agree upon a price that is higher than marginal costs, thereby
also increasing price and decreasing supply.

If goods are produced whenever individuals would like to pay more than it costs to
produce the good, social welfare is increased. However, if sellers are able to limit supply,
the product becomes more scarce.”’ Through the interplay of supply and demand under
scarcity, prices for goods rise. There is not enough competition to stimulate production of
this good up to the efficient level, leading to under-supply in the market. For a lower
price, still above production costs, goods could have been produced which would have
increased welfare. As these goods are no longer being produced or sold, potential welfare
enhancing transactions are not concluded, resulting in a welfare loss. Suppliers that have
market power or a dominant position on the market are able to offer their goods above
marginal costs by limiting supply. Several factors can result in one or more suppliers
holding a dominant position on the market:

= Heterogeneity of goods

= Low market transparency

= Low number of suppliers

= Entry barriers

= Unclear definition and allocation of rights

» Transaction costs

c. Public goods

The second type of market failure relates to situations where property rights are not
clearly defined, or when it is difficult to exclude people from the usage of certain goods
or services. These goods are called public goods or collective goods. Welfare losses
occur when people are unable to reap the benefits or their investments in this good.

19 See above, note 16.
* The concept of scarcity implies that the goods are not abundantly available; all products, services,
capital, labour et cetera are scarce, as they are not abundant, also in economic equilibria.
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Public goods have two characteristics: non-rivalry and non-excludability. A non-rival
good is a good of which the consumption does not impede other people using the good.
Non-excludability refers to the issue that people cannot be excluded from using the
product. Examples can be found in the common fields, military forces defending a
country, fire-brigades and protection from flooding.”' When a dyke is built, all houses
behind it are protected. Leaving a gap in the dyke wherever one house owner does not
want to contribute to the building of the dyke makes little sense. But as this person
cannot be excluded from the common benefit of the dyke, he has no incentive to pay for
the building of the dyke. This however holds for all inhabitants of housed that are
protected by the dyke. Every individual has an incentive to free ride on the efforts and
investment of other people in flood protection. Therefore, even though building a dyke
could (greatly) improve social welfare, the market mechanism is struggling to provide
this good. This is called a collective action problem. Similarly, fire-brigades could only
possibly exclude free-standing houses in remote areas from protection, and then still the
fire, ashes and fumes could cause damage to the surroundings. Again, it is hardly
possible to exclude individuals from this service.

Another example is taking down trees in a public forest. Waiting for the tree to grow
to optimal height before harvesting would be the most beneficial strategy to individuals,
and thus to society. However, trees are then in danger of being chopped too early. To
reap any benefit at all, individuals need to be the first to harvest the tree, otherwise their
neighbour might do it and they end up with nothing. Planting new trees might not be
worthwhile for individuals, since they cannot be sure they will be the ones to benefit
from the wood. Abstract social values, such as legal security or public health, can also be
seen as public goods. As the incentive to invest in public goods is lacking or at least less
than optimal, under-investment in these goods occurs.

d. Externalities

An action of an individual party or a transaction between two to or more parties can
have consequences for a third party; consequences which are not taken into account in
the transaction. These consequences are called externalities and can either be positive or
negative. In both cases, a potential welfare loss occurs. This is a third type of market
failure. An example of negative externality is environmental pollution. A factory which
pollutes a river can thereby deteriorate fishing grounds which results in a negative
externality for fishermen. When the factory is not held responsible for the costs of the
externality, it will overproduce. Not all the actual costs (including the externality) are
then accounted for in the alleged costs connected to the production of the good, which

2! Non-rivalry and non-excludability are conceptual notions that are not often found in their totality in the
real world. Even though some goods, such as the examples mentioned above, are seen as public goods,
these goods are not always fully non-rival and fully non-excludable. When the fire brigade is extinguishing
a fire somewhere, the same brigade cannot put out another fire at the same time in another part of town; in
that sense, the service provided by the fire brigade is a rival good.
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includes productions costs but also other social costs that are a result of the production of
this good. As price is lower than equilibrium level, demand will be higher than
equilibrium. In this situation, the product is less expensive than it should actually be to
cover all production and social costs. Neither the factory itself nor the buyers of the
factory’s products are confronted with the costs of the externality, resulting in too many
goods being produced and demanded by the market. The excess production and
consumption lead to excess environmental pollution. At equilibrium, environmental
pollution would also exist, but the total benefits of production (welfare for the factory
and buyers) would outweigh the costs (pollution and other production costs).
Overproduction and excess pollution give rise to welfare decreases.

Medical shots against diseases display a positive externality. When a person gets a
vaccination, he not only protects himself, but also everyone he gets in contact with.
Medical shots could therefore be considered ‘too expensive’: people getting vaccinations
yield a greater welfare to society than only to themselves (or their direct family), but they
only take the latter into account. Therefore, from a social welfare perspective, too little
vaccinations might be requested by individuals.

e. Asymmetry of information

Some goods have quality characteristics that are quite easy to appraise; for other
goods an accurate quality assessment is more problematic. A classification of the
consumer’s ability to determine quality is provided by the distinction between search
goods, experience goods, and credence goods (Nelson, 1970; Darby and Karni, 1973).
The quality of search goods quality is easily evaluated before acquiring the good, the
quality of experience goods can only be evaluated after the product or service is
purchased, and the quality of credence goods will not be fully clear even after buying the
product. The classification is not clear-cut: some goods possess more search features,
some more experience features and some more credence features. The more experience
and credence features a certain good has, the more difficult it is to assess the quality of
the good before acquiring it. This can lead to information asymmetry problems, which
refers to a situation where one party possesses information about a certain product
characteristic and the other party does not. Information asymmetries can occur with
respect to every aspect of a good, such as safety aspects, whether or not hygienic
procedures were adhered to, production errors et cetera. Through adverse selection and
moral hazard, information asymmetry can lead to decreases in welfare, and it therefore
constitutes the fourth type of market failure.

Adverse selection

As a consequence of information asymmetry, high quality products can be driven out
of the market, a process known as adverse selection (Akerlof, 1970). All product
characteristics such as quality, service, return-of-good modalities, et cetera can be subject
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to adverse selection. Adverse selection occurs when a buyer cannot make a sufficient
assessment of the attributes of the product, which holds for all products in this specific
market. The buyer does know however that in the market, this product is offered in
varieties of different qualities. The risk of buying a product that is low in quality is
therefore discounted in the price. The buyer is not willing to pay the same price for this
item including a chance of getting an inferior product, as the price he would have been
willing to pay if he knew for sure this item is of excellent quality. The lower price
however does not enable suppliers of high quality goods to stay in the market.
Presumably, offering a higher quality will also entail higher production costs. The higher
costs cannot be recuperated through the lower price that can be obtained in the market.
The superior quality producers leave the market, and only inferior producers continue
offering their products. The consumers know that quality is decreased, but as they are
unable to distinguish higher quality, they cannot credibly demand it. This cycle continues
until only the products of most inferior quality are offered in the market, a process which
is known as a race to the bottom. A decrease in (potential) welfare is the result. Welfare
enhancing transactions between suppliers of high quality goods and consumers willing to
buy these goods for a price higher than production costs could be concluded if
trustworthy information about quality would have been available.”> As it is not, these
transactions do not occur in the market, resulting in a market failure and welfare loss.

Moral hazard

Another problem that can result from information asymmetries in the market is
moral hazard. Moral hazard describes the situation in which the interests of different
parties to a transaction do not correspond to each other. This leads one party to have an
incentive to act in a different way or display information differently than the other party
would like him to act or would like the information to be. The other party cannot monitor
nor correct the actions or information of the first party. The most frequently mentioned
example is the conflict of interest between employers and employees, where the
employee has an interest in shirking and the employer would like the employee to
concentrate fully on doing his job. Social welfare would also benefit more from the
employee creating more benefit to the company, as long as that extra benefit would
outweigh the benefit of shirking. When the employee shirks, but insists to his employer
that is has been giving it all to the job, how is the employer to find out? Moral hazard
could therefore lead to welfare losses.

Moral hazard can also occur in the consumer market, and not only on the side of
sellers. Sellers might have an incentive to portray information about their product more
advantageous than is in reality. Consumer moral hazard can however also occur, for
example when a consumer buys an expense dress, wears it to a party and returns it (for a

22 Sellers offering high quality goods can inform buyers that these products are in fact high in quality; this
information however will not be trusted by buyers, nor can they verify the information.
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full refund) afterwards. Another example would be when a consumer carelessly writes
down his debit card pin codes on a sticker on his debit card, making it easier for him (and
thieves!) to take out money from ATM machines. The consumer can however still opt to
write down his pin numbers because he can expect his bank to cover his losses in case of
theft. The consumer here is the cheapest cost avoider, the one who can most efficiently
prevent this welfare loss. As the consumer does not have sufficient incentives to take
sufficient care, a welfare loss is lurking.

2.2.3 Welfare enhancing corrections of market failures and transaction costs

Market failures can be counteracted and transaction costs can be decreased by
government intervention. The costs and benefits of government interventions should
however be carefully assessed, taking market solutions into account.

a. Corrections of market failures and cutting transaction costs

There are several ways in which the government can intervene in the market to
correct market failures or decrease transaction costs. Several examples will follow to
illustrate the various ways of intervention. Transaction costs can for example be
decreased by providing default rules in legislation. Market participants can save on
contracting costs by referring to the already formulated terms 2 Correction of imperfect
competition by government intervention should correspond with the market situation. If
obscurity of prices hinders competition, the government can opt to regulate price
disclosure. When the market is too concentrated, the government can force companies to
split up, or prohibit mergers from taking place. Government institutions can correct the
market failure of public goods by providing in these goods or stimulating production by
providing subsidies for example. When the government commissions and pays for flood
protection through dykes or otherwise, the costs can be divided over everyone who
benefits and free riding is avoided. Externalities can be corrected by either taxing or
subsidising the behaviour that causes externalities, thereby internalising the external
effects. Pollution should be taxed, while getting vaccinations should be subsidised to
create a positive effect on social welfare. Finally, asymmetry of information can be
counteracted by information provided by the government, or by measures such as forcing
sellers to disclose relevant information, monitoring of quality and setting standards for
hygienic or environmentally friendly production procedures.

b. Costs and benefits of government interventions

The government can interfere in the market to correct for market failures or decrease
transaction costs. Government interventions however always come at a cost, such as
administrative costs, monitoring and enforcement costs. The implementation of rules,

2 See below, chapter 5, section 5.3 .4, for a discussion on the efficient provision of default terms.
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regulations and other kinds of government intervention are also costly. Government
decision making procedures constitute more costs, not only in connection to deliberation,
representation, and decision making, but also error costs and lobbying. Before a certain
intervention is designed, information about these costs needs to be collected and a proper
cost-benefit analysis has to be executed. For the enforcement of certain laws, enforcers
need to be employed and trained; sometimes an entire enforcement institution has to be
set up. Monitoring and enforcing regulation itself also brings about costs. Once new
regulation is in place, it is difficult to do away with it, thus creating a type of path
dependency.”* Furthermore, negative consequences of government interventions could
also be envisaged, such as the creation of a market failure due to intervention. Regulating
the quality of legal services will constitute a barrier of entry on the market, decreasing
competition and increasing prices.

Costs of correcting market failures should be outweighed by the benefits of doing so.
Also, the negative effects of market failures and transaction costs might also be
counteracted by market solutions such as reputation, provision of warranties and price-
comparison websites.” As government intervention is a costly measure in itself, the
efficiency of government intervention depends on more than just being able to correct the
market failure or decrease transaction costs. In the assessment of the costs and benefits of
the intervention, the subsidiarity between market solutions and the government
intervention and their respective impact should be considered. The relative benefit of
government interventions might then turn out to be less than previously thought.

234 Summary: economic rationales for government intervention

To correct for market failures and decrease transaction costs, government
intervention in markets can be justified from a social welfare perspective. Market failures
that can occur are imperfect competition, public goods, externalities and information
asymmetry. Even though these market failures can be counteracted by market solutions,
there might still be a potential increase in social welfare to be achieved through
government interventions. As government interventions are costly however, it needs to
be carefully assessed whether the benefits of the intervention actually outweigh the costs.
Also, the subsidiarity between market solutions and government intervention should be
taken into account. In the following section, the discussion will turn to the specific issue
of the desirability of government interventions in consumer contracts.

# Klick and Mitchell (2006) state that a choice for a specific type of intervention would increase the costs
of returning to a situation without (that) government intervention. The chosen path therefore becomes more
desirable than other alternatives, including the option of no intervention. The authors therefore call for a
social cost benefit analysis of interventions versus a laissez faire approach, granting that these effects are
hard to quantify.

% Market solutions will be discussed more in detail in the section on consumer contracts, section 2.3.2b.
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2.3 Economic rationales for intervening in consumer markets

The economic justifications for government interventions in consumer contracts are
founded in the improvement of social welfare by counteracting market failures and
transaction costs. Market failures in consumer contracts can primarily be ascribed to
imperfect competition and information asymmetries. This research focuses mainly on the
second market failure, information asymmetry, as competition issues are dealt with in
competition policy. Consumer protection policy, the subject of this research, focuses on
information issues and transaction costs.”® Consumer sovereignty is seen in traditional
economic viewpoints as a crucial instrument to allow welfare maximising decisions to be
taken by consumers, as consumers have an incentive to promote their own welfare. When
consumers are in a less informed position than the contracting counterpart, quality in
consumer markets can decrease due to adverse selection (Van den Bergh, 2003: 19-20).
Consumer protection legislation can then be justified from an economic perspective in
order to enhance allocative efficiency and consumer welfare by supporting the
functioning of competitive markets and correcting market failures (Van den Bergh, 2003:
2).

2.3.1 Market failures in consumer contracts

In a situation of perfect competition, market equilibrium and an optimal functioning
of the market, consumers are well protected (Van den Bergh, 2003). This is however an
ideal-type state of the world. Several market failures can arise, and in fact, all possible
types of market failure can be found to occur in relation to consumer contracts.”” The
most important types of market failure concerning consumer protection are however the
restriction of competition, transaction costs and information asymmetries (Grundmann,
2002: 277-80). As Shapiro states, “the economics of consumer protection is the
economics of information” (Shapiro, 1983: 528). Competition policy focuses on the
supply-side of the market, whereas transaction costs (especially related to information
costs) and information asymmetry issues are more relevant for the demand-side.
Economic theory sees a clear role for government intervention in cases of market failure
such as information asymmetry or a possible reduction in transaction costs.

% See below, chapter 6, section 6.2.1.

%7 Reasons for intervening in consumer contracts are discussed by several authors. See for instance:
Ramsay (1984: 15-35), Haupt (2003), Van den Bergh (2003), Levitin (2007) and Rischkowsky and Déring
(2008).
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a. Transaction costs

Transaction costs in consumer contracts can consist of many types other than mere
information costs. Costs might be related to transaction initiation and bargaining, such as
search costs, processing and storing information, conclusion of the contract, and costs
might also be related to the monitoring and enforcement of the contract. Modalities to
end the contract can also be regarded as transaction costs. Transaction costs can be
reduced for instance by guaranteeing access to justice. Contract law in itself decreases
transaction costs, as it provides an alternative for trust in market parties. Uncertainty
concerning the completion of the contract is reduced, as are monitoring and enforcement
costs. Also, opportunistic behaviour is sanctioned through contract law provisions.

Consumers suffer from rational apathy®® At a certain point, the costs of gathering
and evaluating more information to improve a decision about buying a product or hiring
a service, comparing different providers outweigh the benefits of that added information
to improve the decision (Hadfield, Howse and Trebilcock, 1998: 145). Hence, consumer
costs related to acquiring and utilising more information in the transaction outweigh the
benefits. Government interventions that simplify the task of receiving and understanding
information might improve consumer decision making (Sovern, 2006: 1688). Examples
include mandatory comparable overviews in consumer financial products (written in
plain language, not legalese), and the disclosure requirement for standard terms, which
makes the form of standard contract terms available before the transaction occurs or at
least provides easy access to these standard terms. Another example of a government
intervention that reduces transaction costs for standard terms in consumer contracts is the
fairness test. The fairness test constitutes a standard for consumer contract terms. When a
contract term is considered to be overly harsh, allowing a disproportionate advantage to
the seller vis-a-vis the consumer, the contract term will not pass the fairness test. As a
result of this test, consumers do not need to worry about overly harsh terms being
included in their contracts, as these terms cannot be legally invoked against consumers 2z

Government interventions aimed at reducing transaction costs to consumers and
addressing the transaction costs caused by complex or demanding modalities on how to
end the contract, might do so by prescribing easier modalities, or by prohibiting
automatic renewal of contracts. Automatic renewal of contracts decreases transactions
costs when the consumer had wished to stay with the current supplier anyway. However,
it increases the costs of switching to another supplier and increase the costs of ending the
contract, resulting in extended services being requested by the consumer, which might

¥ Rational apathy is a term originating from political science literature explaining why people do not vote.
See for a seminal treatment of the issue of rational voting behaviour: Downs (1957).

% Terms that will not pass the fairness test can be drafted into contracts by sellers; in this case, the unfair
terms will be void and have no legal meaning. The problem is of course whether the consumer is aware of
the fact that this particular term will not pass the fairness test If she is not, an unfair term might still be used
against the consumer by the seller, irrespective of this term being void. Standard terms in consumer
contracts will be discussed in more detail in chapter 5.
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result in welfare decreases. The problem is however that firms can nearly always offer
some justification for increasing transaction costs to consumers (Sovern, 2006: 1702).30
It is pivotal to establish which situations call for government intervention aimed at the
reduction of consumer transaction costs to increase social welfare.

b. Information asymmetry

Information asymmetry is a particular problem in consumer protection. Due to the
disparity of both parties to the contract (seller vs. consumer), asymmetry of information
is very likely to arise. As most consumer protection issues stem from the asymmetry of
information between sellers and consumers, this thesis will focus on the market failure of
asymmetric information in consumer transactions and how the government should and
does in fact intervene in this market failure. The economics of information concerning
consumer decision making focus on the ability of individuals to assess the quality of
product characteristics.”’ If consumers cannot easily assess the quality of a certain
product, other product characteristics like price will dominate the decision making
process (Goldberg, 1974). This leads to high quality products being driven out of the
market, a situation of adverse selection. The more difficult it is to determine the quality
of a product, the more difficult it will be to provide a consumer with the information
necessary to make an informed decision. The market failure of information asymmetry
and subsequent adverse selection will be the result. If information about a certain product
characteristic is hard to obtain for consumers, government intervention may be justified
to prevent adverse selection from occurring, for instance by disclosure duties or
mandatory quality standards.*®

To address information asymmetry, economic literature argues consumer protection
policy should resort to an information based approach (Hadfield et al., 1998). Consumer
protection legislation can improve social and consumer welfare by prohibiting fraud, the
distribution of false information and imposing duties to inform (Van den Bergh, 2003: 1).
Another possible measure is the prescription of mandatory quality standards such as the
monitoring of hygienic procedures in restaurants and licensing of services. Even if the
license can be obtained without an entry test, this measure allows for the license to be
revoked in case of inferior quality of service, thus providing the seller with an incentive
to maintain a proper standard of quality. The strict liability doctrine is another example of
an instrument to protect the less informed party (Schwartz and Wilde, 1983).

30 There is an overlap between transaction costs and information asymmetry as causes of welfare decrease,
and also in government solutions addressing these issues. There is no clear distinction between both causes
of non-optimal social welfare: information asymmetries could refer to information that is or can be attained
by the seller, whereas information costs as transaction costs could also comprise other costs. See
Rischkowsky and Doring (2008: 293) for a discussion on how information economics unjustly neglects or
insufficiently assesses transaction costs as a source of diminishing social and consumer welfare.

31 See Stigler (1961) for and influential publication on economics of information; see also Goldberg (1974).
2 See Schwartz and Wilde (1979) for an early but very informative discussion of the potential legal
implications of information economics.
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c. Other market failures

When the market failure concerns the supply-side of the market and pertains to
incomplete competition between sellers, competition policy should address the issue.
Failure of competition could be addressed by interventions against price abuse and
monopoly pricing, or by inhibiting mergers to take place.33 A point which is very
relevant to consumer contracts is that the government could provide in public goods such
as consumer education. Governments can also provide service information.™ A possible
externality in consumer contracts is the risk that the use of a certain product might cause
to third parties. Product safety regulation could be set up to increase the safety of
products beyond the point that would result from market transactions that have not
internalised the safety externality.

2.3.2 Market solutions of information issues

As mentioned above, information issues and transaction costs are key topics in
consumer protection. Therefore, this section will assess the correction of these issues in
more detail. Next to government correction of information issues, market solutions can
counteract the effect of market failures as well. The typical market solutions to
information asymmetry, such as warranties, reputation and brands, aid consumers in their
decision making process. Product comparison modalities like reviews on the internet
have severely decreased costs in searching for information and enable increased
competition with benefits to consumers. Market solutions should be incorporated in the
cost-benefit assessment of government interventions, as well as other relevant
considerations such as the provision of optimal information and consumer moral hazard.

a. Market corrections of information issues and other transaction costs

Corrections by the government are not the only instrument able to counteract
information asymmetries. Market solutions such as signalling and screening, long term
relationships, learning, market provision of information through comparison instruments
and the unravelling of information can also correct information asymmetries.

Signalling and screening

Through reputation, brands and warranties, sellers can signal the quality of their
products to consumers. Signalling is a market solution for adverse selection where the
initiative to provide information about superior quality comes from the informed party. A
quality certificate, investment in the brand name, an ethical code, luxury offices and

* For a discussion on the interplay between competition and consumer policy, see Van den Bergh (2003),
Cseres (2005), Van den Bergh and Camesasca (2006) and Armstrong (2008).

3 European Consumer Centres (ECCs) are an example of the provision of consumer education in Europe,
focusing on consumer redress modalities and corresponding legislation. See for more information:
ec.europa.eu/consumers/redress_cons/webcenters_en.htm.
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showrooms can signal quality and the desire to stay in the market. A seller can also offer
a warranty on the quality of the product. Fly-by-night sellers, who offer inferior quality
products, reap benefits quickly and then leave the market, do not have an incentive to
invest in these quality signals. Quality signals therefore have to be both trustworthy and
costly to convey the required message. The signal should correspond to the higher quality
provided by the seller; the signal also has to be a reliable instrument to consumers.
Furthermore, when the signal is cheap to obtain, low-quality competitors can invest in
acquiring the signal. This would diminish the value of the signal for consumers.
Reputation and brands as signals of quality can however act as barriers of entry for new
competitors, decreasing competition and resulting in a different welfare loss.

Warranties on the quality of the product provide certainty that if the good is found to
be of inferior quality, the transaction can be annulled or compensation for the inferior
quality can be awarded. The incentive to supply inferior quality therefore decreases
significantly through warranties. The conditions of the warranty could be problematic
however. Even after the transaction, the quality of the good might not be evident until
after the warranty has expired. Also, it might be difficult to prove a defect was caused by
a production flaw instead of misuse on the side of the consumer.

The market solution of screening can also overcome the market failure. Screening
refers to the uninformed party taking the initiative to offer a menu of options to the
informed parties. From the choices sellers make, the uninformed party can then screen
for quality. This market solution is however not commonly used by consumers in
consumer markets. Sellers do screen for consumers, for instance in offering different
goods to different consumer types.

Long term relationships and learning

When several transactions take place between the same parties, they both have an
incentive to maintain a good relationship, in order to secure future profits from future
transactions. Sellers are then more inclined to deliver the quality-type goods at the
buyers’ requests, and the buyer will pay on time. In situations of repeated buying and
long term relationships, the adverse selection problem is less likely to be an issue.
Consumers learn from their mistakes, and will only transact with trustworthy parties.
Next to this intrapersonal learning, consumers can also learn from each other, a process
which is referred to as interpersonal learning. Consumers are known to ask each other
for advice, and to tell others about their experiences with other contracting parties
especially when quality is a concern. The information and communication networks of
the digital era have greatly improved and increased the possibilities of interpersonal
learning.35

% See Epstein (2006) for a general discussion of consumer learning. See Repo, Timonen and Zilliacus
(2009) for a discussion and overview of how consumers who are active in social networks can aid each
other in sharing information regarding product features.
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Market provision of information

There are also market solutions that can mitigate some of the costs consumers face in
their search for information. Price-comparison websites and other information
intermediaries form a market for market information.’® If the information is deemed
valuable enough, it can be purchased through intermediaries or otherwise obtained in the
market. Information however has characteristics of a public good and therefore risks
being underprovided if the provision is solely left up to the market (Rischkowsky and
Déring, 2008: 290-1). Market parties will have an incentive to decrease consumer
transaction costs only when this will enable more consumers to conclude a transaction
with them. Communication between consumers and sellers can be facilitated, by for
instance a toll-free number, an e-mail address or other contact information that is easy to
obtain. Competition between parties cannot be relied upon to sufficiently decrease
transaction costs in the market. Not all contract terms are salient to the consumer and
these will understandably not be a relevant issue in consumer choice (Korobkin, 2003).
In such a case, no competition will result and these particular transaction costs will not be
decreased by the market. If markets are not performing correctly with respect to some
product attributes, sellers have an incentive to behave monopolistically (Sovern, 2006:
1673). Sellers do not have any incentive to decrease transaction costs when doing so will
not help them to attract consumers.

Unravelling is an important principle of information economics. This principle
relates to the argument that a seller has an incentive to provide all information he
privately holds, if that information can be verified at no costs (Grossman, 1981). The
seller has an incentive to be open about information that can be verified, for instance the
amount of chocolates in a box. If the seller does not reveal the amount of chocolates,
consumers will infer from his silence that his box contains fewer chocolates than the
similar box to be purchased from other sellers. The information will therefore be
unravelled by the market, and disclosed without government intervention. High-value
sellers will distinguish themselves by communicating their (verifiable) quality; low-value
sellers who keep silent will be driven out of the market (Baird, Gertner and Picker,
1998). Unravelling however will not always take place in the market. Information is less
likely to become unravelled when information is not verifiable, sellers do not possess the
information, or consumers do not regard the same information as relevant and therefore
do not know how to interpret sellers’ silence. Also a significant number of consumers
needs to understand the information that is provided (Van den Bergh, 2003: 26-8).

b. Market solutions versus government interventions

Usually, market solutions can be preferred over government solutions. Market
solutions aimed at counteracting market failures, as privately set-up activities, are likely
to bring more benefits than costs to the parties involved, otherwise they would not exist

% See for a general discussion, Armstrong (2008: 109-12).
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in the market. The same is not always true for government interventions. Also, private
parties have an incentive to cater for the needs of the consumers who receive the
information, and are more informed about the specific needs of the consumers.
Government institutions face bureaucracy problems and are less flexible than private
parties. Furthermore, costs and benefits of the market solutions are likely to fall with the
parties involved, whereas government action is financed through taxes. This implies that
everyone bears the costs of the enhancement of the market through government
intervention, not only the beneficiaries of the intervention. Therefore, when there are
market solutions available to correct market failures, they can be expected to outperform
government interventions. Before information regulations are set up, market solutions
such as signalling, consumer learning and seller’s interests at decreasing transaction costs
and unravelling information should be assessed as possible counteractions to the
information asymmetries that the regulation is supposed to target.

In some situations however, government intervention which addresses the market
failure can still increase social welfare. The costs of market solutions might fall with
third parties who do not benefit from the market solution; this would constitute an
externality. These external costs might even cause the market solution to no longer be
enhancing social welfare, even if it does bring sufficient benefits to the market parties
who devised and set up the market solution.

In addition, even in the case of a competitive market, a market-based solution is
sometimes unlikely to emerge (Hadfield et al., 1998: 155-6). This might occur when
repeat transactions are rare, which makes the flow of information more difficult. When
entry and exit costs are low, fly-by-night sellers might be active in the market, decreasing
the reputation of the market as a whole. If the consequences of a ‘bad’ transaction will
only become known after a long time, consumers are less likely to file suit against sellers
even if their actions have given rise to liability. Consumers are also unlikely to take
sellers to court if sellers do not have many assets or the size of the transaction is
relatively small. Many consumer markets can be considered to have these characteristics.

Also, there might be circumstances in which governments are more efficient
information providers than the market (Hadfield et al., 1998: 157-8). If the government
possesses the information already, it might be more efficient for the government to
provide it. This is also the case when private parties have difficulties gathering the
information or if the government can provide the information more easily than private
parties. Furthermore, the market for information may be uncompetitive as only one party
possesses the information. Providing the information to consumers might fail even when
there is a demand, since information has the characteristics of a public good. In these
situations, it could be more efficient if the government assumes the role of information
provider.

In some situations, the outcome of the decision making process is potentially
detrimental. Consumers, before being able to learn from mistakes, can be severely hurt
by bad decisions. Therefore, banning a hazardous item can be more effective and even
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efficient from a social welfare perspective than providing information about the risks it
may have. In addition, with regard to the quality of intermediaries, consumers can be
unable to assess information regarding quality, in this case the quality of the service.
Signals of information are crude mechanisms, which could stimulate sellers to invest
more in the signal itself than in enhancing actual quality. Information is a public good
and therefore suffers from free riding problems; it might be underprovided when
provided solely by private parties. This can also make market provision of information
more difficult. Market mechanisms cannot always be relied upon to sufficiently
counteract information asymmetries. In some situations, government intervention in
information issues might be justified.

2.3.3 Policy based upon information economics

If policies are designed to counteract information asymmetry, these policies should
consider specific issues connected to the particular issue of information provision.
Hadfield et al. distinguish three steps in designing policy that is based upon the insights
of information economics (Hadfield et al., 1998: 152-62): first, the problem should be
clearly defined, assessing the situation at hand. Second, it should be established whether
government intervention is justified, taking costs and benefits including adverse effects
of interventions into account. Third, a regulatory instrument should be carefully chosen.
Even though information asymmetries are preferably counteracted with the provision of
information and disclosure duties, these instruments might not always be the most
efficient. These three stages in the assessment will now be discussed in more detail.

a. Defining the problem

First, the information problem should be clearly defined. When certain information
is available to sellers and not to consumers, constituting a possible information
asymmetry problem, the value and cost of this information should be assessed. When the
value of information that is currently not available to consumers is low and the costs of
gathering the information are high, the information asymmetry is less likely to be
sufficiently counteracted by market mechanisms. The market characteristics are also
important; whether the market is competitive, imperfectly competitive, or a monopoly.
Special consideration should be given to the fact that when consumers expect no
problems, they will take less care. Such a situation should however be a concern to
regulators. When the problem already receives much attention, consumers are likely to
take more care, and consumer problems are less likely. In cases of highly publicised
scams or certain unfair trade practices (recent examples of these include time-share
contracts or hidden fees), consumers will be on the lookout. The cases where consumers
expect no danger are more likely to cause consumer problems.

b. Is government intervention justified?
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Secondly, it should be decided whether an intervention by the government is a
feasible and necessary response. The identification of a problem does not automatically
result in the conclusion that the government should regulate the information flow or
otherwise intervene. As any market intervention, government interventions in consumer
contracts to correct market failures come at a cost. As sellers will be confronted with
costs due to for instance mandatory information duties, these costs will be passed on to
consumers where possible.37 Price increases due to consumer protection might even
cause the product to no longer be obtainable in the market for lower income groups (Leff,
1970b: 156; Van den Bergh, 1997: 94-5). Adverse effects of consumer protection
policies include industry protection measures that act as a barrier to new entrants, for
instance by prescribing certain production methods that only the incumbents can fulfil *®*

Another costly effect could be restricting consumer choice by mandating a certain
quality. This would protect consumers who prefer the higher quality, but do not pay
sufficient attention, but hurts other consumers who genuinely prefer the lower quality as
it can be obtained at a lower price.”

Furthermore, government interventions in consumer contracts can result in moral
hazard problems. The seller is not the only party in consumer contracts that could display
moral hazard. Consumer moral hazard can be instigated by removing consumers’
individual responsibility through government intervention, stressing the responsibility of
the seller. Consumers have no incentive to take care, and careless behaviour from the
side of consumers might be the result (Van den Bergh, 1990). Also, it is important to
distinguish the distributional effects that might occur from government interventions, as
some consumers could suffer due to the protective measures while others benefit.*’ As
has been described above, market solutions might be available to correct the information
failure. The market characteristics should be considered to determine whether market
solutions are likely to emerge. Market parties cannot always be expected to sufficiently
counteract information failures. Governments might be more efficient information
providers as has been shown that signals are a rather crude mechanism and do not
necessarily reflect quality. Since information is a public good, it might not be efficiently
provided by the market. The costs and benefits of government intervention should be
carefully evaluated, taking the possibility of market solutions into account.

37 See Hartlief (2004: 258-60) for an overview of economic and distributive effects of increased consumer
protection, claiming lawyers “often seem to overlook that it is the consumer him- or herself who will
ultimately pay for this increased protection” (at 259). See also Howells and Weatherill (2005: 39-41) for a
discussion.

3 See generally Van den Bergh (1997) on the adverse effects of consumer protection regulation; see also
Hadfield, Howse and Trebilcock (1998: 159-62).

¥ A possible example is European legislation which mandates compensation for flight delays (EC No.
261/2004). Some consumers might prefer to run the risk of a delay for a decrease in price, a choice that is
no longer possible in the market.

' See Haupt (2003: 1162-4) for a discussion.
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c. Choosing a regulatory instrument

The third step is the choice of regulatory instrument to counteract the asymmetry in
information or to compensate for adverse selection problems through enhancing quality.
Possible options for regulatory instruments are: information disclosure, bans on products,
warnings, mandatory quality standards and the use of information intermediaries.
Regulatory interventions in consumer contracts can be outcome-based (also known as
substantive) interventions, which impose legal rights and duties regarding the substantive
part of the agreement, or process-based (or procedural) interventions, which aim to
affect the way parties communicate and interact (De Hoon, 2007: 6-9). Interventions to
prohibit fraud, false information and unfair clauses in standard terms would fall under the
first category, whereas information duties would be an example of the second.

Information disclosure

Information can be disclosed in two ways: either the government provides the
information herself, or sellers can be obliged to provide consumers with the information
through disclosure duties. A clear benefit of information provision as a governmental
intervention as opposed to for instance mandatory quality standards is that the first will
not lead to a decrease in choice and will stimulate the individual responsibility of the
consumer. Process-based interventions interfere to a lesser extent with party autonomy,
as consumers are still allowed a choice from all provided options. Mandatory quality
standards reduce choice. Mandatory allocation of risk, mandatory disclosure duties and
other obligations will create additional costs to producers and sellers, who will pass these
costs on to consumers where possible (Van den Bergh, 2003: 22).*! A price increase, as
well as mandatory quality standards, could then lead to a decrease in choice. Not all
consumers prefer the same product characteristics; some might prefer a lower quality if
the price is sufficiently lowered to balance the decrease in quality.

Information duties should be allocated to the party that is the cheapest information
provider. The party that is able to disclose relevant information most efficiently,
encompassing for instance the costs of acquiring that information and the costs of
effectively disclosing it to other parties involved, should be allocated the duty to
disclose.”” A further important aspect that should be addressed in the regulation of
information is that aim should be the optimal amount of information, not complete
information. Not only will more information duties result in more administrative and
compliance costs, they will also make the consumer decision process more lengthy and
complex. As evaluation of information is costly, instruments that aim to provide more
information should take the costs of information assessment into account. Also, a

“! The extent to which this is possible depends on the price-elasticity of the demand for this particular
product or service, which is the rate in which demand fluctuates with price changes.

2 See Cooter and Ulen (2003: 273-84) for a discussion on how disclosure duties influence the incentives to
gather information: the seller should have an incentive to acquire and use the discovered knowledge to
their benefit.
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crowding out effect of disclosure should be considered. When information about certain
aspects is disclosed, this disclosure might distract consumers from other important pieces
of information. Disclosure therefore leads to opportunity costs of attention for
consumers. As described above regarding the equilibrium in production, information
should be produced (mandatory if necessary) up to the point where marginal costs of
information outweigh the benefits of p{{}}roviding information. Even though the
provision of information is often preferable to other instruments as it does not diminish
the range of available options, the costs of information assessment should be taken into
account.

Other instruments

These considerations could imply that information disclosure should not always be
preferred as a means to overcome adverse selection problems. While crude instruments
like bans have the negative effect of restricting consumer choice, they are also likely to
lower information costs. When products are particularly hazardous, a ban could be
preferred over the provision of information regarding risks. There is thus a trade-off
between information costs and decreasing the range of available options. A trade-off also
exists with respect to simple instruments and more effective ones. Simple warnings that
are sufficiently effective in informing people can thus be more efficient and effective
than sophisticated information devices that are possibly more accurate, but also
connected to higher information costs. When properly warned, consumers can choose
whether or not to buy the product, and are more inclined to use it with care. A ban would
no longer provide the opportunity of using the product at all.

By introducing mandatory quality standards for products or for professional services
(doctors, lawyers), low quality options are taken out of the market. Effectively, there is a
ban on low quality. Prices of products and services are increased, as competition between
providers decreases. These interventions however could be justified when the potential
adverse selection problem caused by low quality services is too costly. Consumers are
less able to evaluate the quality of these professional services: they are credence goods.
As a result, reputation mechanisms are less likely to work effectively. Merely providing
information about bad risks and bad services would not be sufficient to overcome the
severe consequences of these particular adverse selection problems. Furthermore, when
the use of an information intermediary such as a pharmacist is made mandatory, a clear
signal is sent that these products require the search and assessment of information.
Information will then be considered more extensively by consumers.

2.34 Summary: economic rationales for intervening in consumer markets

In the case of consumer contracts, to the main market failures are transaction costs,
information asymmetries and competition. This research focuses on the first two.
Transaction costs in consumer contracts consist of many types. Monitoring and
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enforcement costs can be decreased by the instrument of contract law itself, through the
setting of default terms. To overcome rational apathy, a government might provide or
stimulate simple and comparable information, written in plain language. Information
asymmetries leading to adverse selection might be counteracted by disclosure duties or
mandatory quality standards.

Market solutions however might also contribute in overcoming these issues.
Reputation, brands and warranties signal information; the market for market information
will decrease information asymmetries and transaction costs, rendering additional
government intervention less beneficial. Information that is verified at no costs will
unravel, leaving information disclosure duties concerning this information without added
benefit and as a result inefficient. Market solutions are usually to be preferred over
government interventions. Other considerations regarding government interventions in
consumer contracts include the costs of intervening, consumer moral hazard, decreased
choice options, the provision of optimal information instead of full information and
distinguishing the party which is the cheapest information provider.
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24 Conclusion: economic rationales for consumer protection policy

This chapter has introduced the conventional economic approach towards
interventions in markets in general, and more specifically in consumer markets. It aimed
at establishing the economic rationales for intervening in consumer protection policy
from a social welfare perspective. The conditions under which government interventions
in (consumer) markets are socially desirable from an economic point of view can be
concluded to be the following: interventions to correct for market failures, being
imperfect competition, public goods, externalities and information asymmetry, and to
decrease transaction costs can be justified from a social welfare perspective. The costs
and benefits of the intervention should be considered, a well as the subsidiarity between
market solutions and government interventions. Regarding consumer contracts, issues
connected to transaction costs, information asymmetries and competition can result in
justifiable government interventions, where this research focuses on the first two.
Transaction costs such as contracting, monitoring and enforcement costs can be
decreased through providing enforcement mechanisms and setting of default terms in
contract law. To address the market failure of information asymmetry, interventions can
consist of providing or stimulating simple and comparable information, written in plain
language, disclosure duties or mandatory quality standards. Even though market
solutions exist to counteract these market failures, there might still be a potential increase
in social welfare to be achieved through government interventions. As these interventions
are costly, the benefits of the intervention should outweigh the costs, and market
solutions that render government intervention superfluous should be regarded.

The following chapter will introduce a new stream of thought in economic theory,
namely behavioural economics. The insights developed in behavioural economics might
provide reasons for intervening in consumer contracts beyond the rationales stipulated in
conventional economic theory. Whether behavioural insights can indeed offer
implications for policy that are not brought forward in standard economic theory will be
the focus of the next chapter.
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3. Behavioural economics of consumer protection

3.1 Introduction

In the previous chapter, the economic rationales for government intervention and the
specific rationales for consumer protection have been discussed. These rationales are
based upon conventional economic theory. Economists conventionally rely on the
invisible hand of markets when making policy recommendations, using rational choice
models to predict consumer and seller behaviour. With regard to consumer policy, people
would be best off with an abundance of options to choose from. People are then able to
choose that specific contract that corresponds best to their preferences, regardless of the
actual content of those preferences. Homo economicus “knows it all”: he knows all his
preferences and is able to assess both the full set of options and corresponding risks and
probabilities. Furthermore, he is able to solve the resulting optimisation task, no matter
how difficult. Therefore according to rational choice, contracts that are voluntarily
entered into, are necessarily welfare enhancing. When none of the conventional market
failures exist in the market, individuals themselves are best able to decide which options
correspond best to their preferences and promote their own welfare by doing so. RCT
thus dictates that governments’ focus should be to enable consumers to choose, and not
to paternalistically make decisions for individuals.

In recent years however, a new strand of economic literature has surfaced:
behavioural economics. The insights developed in behavioural literature have spurred
knowledge about how individuals make decisions and respond to law and policy. These
insights into the decision making process of individuals show that the predictions based
on traditional economics often do not hold. Behavioural economics shows that consumer
decision making is affected by several biases and heuristics, and argues that this has
possibly detrimental consequences for consumer and social welfare. This welfare loss
could potentially make government interventions justified from a social welfare
perspective even beyond the economic rationales provided in the previous chapter. This
chapter will aim to answer the question of whether behavioural insights can have
implications for consumer protection beyond conventional economic rationales for
government intervention.

To answer this question, first the approach of behavioural (law and) economics will
be introduced. Several biases and heuristics, causing individuals to deviate from rational
choice, will be explained: bounded rationality and information overload, risk perception
biases, self-serving biases, status quo biases, time related biases, contexts and framing,
anchoring and adjustment, and bounded will-power. Then the aim of the behavioural
research project is discussed, which can be either to update economic theory, or to devise
a new paradigm for individual choice. When rational choice and behavioural insights are
empirically tested, neither theory is proven to hold in all circumstances. In some
situations, people can be shown to behave as is predicted by RCT. In other situations,
predictions based upon behavioural insights are more accurate. Distinguishing the
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contexts in which either theory (or set of insights) is better able to predict behaviour is
therefore argued to be one of the main challenges for the behavioural research project.

After the introduction of behavioural economics, the implications of behavioural
literature for policy are discussed, with a focus on consumer protection. Examples of
situations in which consumers are inhibited from rational decision making by biases and
heuristics will be provided to clarify the theory. Arguably, it is these situations in which
sellers are able to take advantage of consumers to consumers’ detriment. Behavioural
insights imply that government interventions might be justified even in competitive
markets without market failures. To aid consumers in their decision making, behavioural
insights provide grounds for decreasing available options. Information disclosure, one of
the most preferred government interventions in consumer protection policy, also needs
reassessment in the light of behavioural biases.

The intervention in individual decisions is viewed critically in economic literature,
as individuals are argued to be the most able to know their own preferences and act
accordingly. Therefore, in behavioural literature a regulatory approach is developed that
leaves free choice uninhibited: soft paternalism. Soft paternalism nudges individuals into
welfare enhancing decisions without imposing a particular choice. Even though this
might seem intrusive, it should be kept in mind that there are hardly any conceivable
situations without so-called “choice architectures”. This is to say that there is no such
thing as (or hardly any) completely neutral choice; all choices are affected by for instance
presentation, the range of alternatives provided, and the contexts of the decisions. When
biases, heuristics and non-rational influences on behaviour render individual
decision making suboptimal, intervention strategies can be designed to enhance these
decisions. Individuals can be debiased, nudged into rational decisions by for instance
providing less and better information. In other circumstances, nudging consumers to rely
on other biases to counteract the effects of the first bias is a more effective intervention.
Also, the default that results from an inactive decision making process can be changed to
a more socially beneficial default. The choice for a particular intervention strategy should
take several relevant factors into account such as the costs and benefits of the approach,
the level of intrusiveness, the effectiveness and the predictability of the intervention.

This chapter aims to establish whether behavioural insights provide helpful
implications for policy, especially consumer policy, which go beyond conventional
economic insights. Further issues to discuss would be concerns that arise when
behavioural insights are used to improve economic theory and predictions, both from a
methodological and a policy making perspective. These concerns include the robustness
of the theory, and difficulties related to the lack of an overarching theoretical paradigm in
behavioural economics. Other issues could be that consumers can learn to overcome their
biased decision making, that sellers are biased themselves and not able to take abuse of
consumer biases, and that behavioural economics arguably can provide a justification for
all policy options, thereby increasing policy makers’ discretion. These and other concerns
will be discussed in the next chapter, chapter 4.
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3.2 Behavioural law and economics

This section will provide an introduction into the current of literature known as
behavioural economics, and its application to legal issues, behavioural law and
economics. The focus of this research programme will be elaborated through the
discussion of several behavioural insights. After this introduction, the aim of the
behavioural research programme will be reviewed in the light of new insights in social
sciences: it seems that people employ two main decision making systems: an
intuitive/automatic system, and a cognitive/reflective system. With this consideration in
mind, a likely direction for behavioural research could be to sort out in which situations
and circumstances individuals are more likely to employ the first system of
decision making, or the second.

3.2.1 An introduction to behavioural (law and) economics

The field of literature that focuses on incorporating insights from other social
sciences, and most notably psychology, into economics is called behavioural economics.
Below, this research field will be outlined, as well as some of its main findings regarding
individual decision making and behaviour.

a. What is behavioural law and economics?

Behavioural economics is a current of literature that incorporates insights from other
social sciences than economics into economic theory.43 It has been used to describe all
sorts of non-economic insights to explain and predict behaviour. Sometimes it is referred
to as Economics and Psychology in acknowledgment of the social science from which
most behavioural insights to economic theory are derived, namely psychology. Other
insights such as social norms, group behaviour, ethics, preferences for fairness and so on
are also part of the analysis. Behavioural economics tries to infuse insights on actual
behaviour, not just predicted or hypothesised behaviour, into economic assessments
(Jolls, Sunstein and Thaler, 1998a: 1476-9). It argues that in many situations a set of
consistent biases is found that results in individuals displaying behaviour different from
the behaviour that would be predicted by rational choice models. These biases are
generally based on heuristics — simple rules of thumb which people use in day-to-day
decision making. By introducing these insights into economic theory, scholars attempt to
increase the predictive value of theories by making the underlying assumptions more
realistic (Jolls, 1998: 1654). Chaudhuri provides a graphical illustration which can be
used to demonstrate the way behavioural economics extends conventional economic

# As economics also focuses upon behaviour of individuals and collective institutions, as is pointed out by
Jolls, Sunstein and Thaler (1998a: 1476), the term behavioural economics is in fact a pleonasm.
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methodology (Chaudhuri, 2006: 2, see figure 2). Referring to the figure below, standard
economic theory only considers stimulus, rational response, and behaviour. Not all
stimuli are included, only the ones that should have an impact on decisions: the stimuli
that change the expected costs and benefits of options. Emotional responses and the
“black box” of consumer psychology and sociology have been neglected by economists
for reasons of simplicity and tractability of the theory.** As individual characteristics and
their impact on choice are considered too difficult and too random to take into account,
behaviour is predicted according to the rational choice model.”” However, behavioural
scholars have pointed out that this reliance upon rational choice to predict behaviour has
undermined the accuracy of the resulting predictions. Behavioural research tries to
extract information from the black box which is systematic, thus improving these
predictions. Figure 2 is primarily concerned with perceptions and attitudes, such as risk
perceptions and fairness preferences. Stimuli that should not have any influence on
behaviour according to the rational choice model, but that are shown to have an impact
empirically, are included in the assessment as well. Also, the responses consumers
portray are not all rational; they can be influenced by emotions. Even these responses can
to some extent be predicted, which is also one of the attempts of the behavioural research

programme.
Individual ;
characteristics Stimulus
« Personality
* Perceptions
o Attitudes 4
+ Needs Response
> « Emotional
Environment « Rational
e Culture
e Subculture
» Family/friends 4
Behaviour
Genetics

Figure 2: Individual decision making model
Source: Chaudhuri (2006: 2).

Behavioural law and economics focuses on the consequences of these insights for
economic analysis of law. Understanding and predicting the consequences of laws,
policies and other legal rules should include a proper understanding and prediction of the
choices that will be made by the people who are subject to these legal instruments. The

* Tractability of theory refers to the ease with which a theory can be used to generate predictions
Wilkinson (2008: 8-9).

* The methodological issues regarding economic theory and behavioural insights will be more thoroughly
discussed in the next chapter, section 4.2.
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main thesis of behavioural law and economics is that economic analysis of law can be
improved through applying behavioural insights, in the same way that economics can.
Both behavioural economics and behavioural law and economics rely upon traditional
economic theories to set the basic framework, which is then adjusted by introducing
insights from behavioural theory. This approach combines economic with behavioural
(non-economic) insights to improve predictions and theory in general. Behavioural
economics has become a large sub-discipline in economics and provides valuable
insights for law and policy (Ramsay, 2007: 72).

b. Focusing on deviations from rational choice

The behavioural insights that are collected in behavioural economics have one main
focus: to explain how, when and why individual choices and preferences differ from
what has been hypothesised in standard economic theory relying upon rational choice
assumptions. As has been explained in the previous chapter, RCT assumes that people
make consistent choices based upon the costs and benefits of options, maximising their
own benefit, optimally using and searching for information, and neglecting information
that does not influence the costs and benefits of the options. Rational man or homo
economicus is a person who knows what he wants, or what he aims to achieve; he
carefully balances the expected costs and benefits of options, and decides accordingly; he
is responsive to incentives and changes his behaviour when costs and benefits are altered;
he promotes his own welfare and is effective in achieving his goals.46 It is acknowledged
in economic theory that these assumptions will not always hold. However, conventional
law and economics asserts that deviations from this behaviour will not be systematic, and
thus may cancel each other out or are only small deviations anyway, and can thus be left
out of consideration. Therefore, RCT is considered to be the best approximation of
human behaviour, relying upon relatively simple assumptions that enable fairly accurate
predictions (Arlen, 1998: 1766).

Behavioural insights on the other hand claim that individuals systematically deviate
from rational choice, and that predictions of human behaviour can be improved by taking
these systematic deviations into account. Empirically, people are found to make decisions
under the influence of several biases and heuristics, failing to maximise their own
welfare. A heuristic can be defined as a strategy for making decisions that simplifies the
problem through elimination of possible options (Dowling and Chin-Fang, 2007: 38). A
bias refers to a decision outcome that is systematically different from rational choice
predictions. Individuals can for instance be biased by the presentation of information and
the availability of that information. Behavioural research has identified certain errors in
decision making that may lead consumers to act in a way that would deviate from the
rational choice prediction, even when they are fully informed or have the possibility to

4 See for instance Rachlinski (2000: 746) and Jolls, Sunstein and Thaler (1998a: 1488) for a description.
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obtain the information at low cost.” When incentives are altered people fail to respond
accordingly. They are influenced by the context of the problem at hand, even when this
context should not influence decision making according to standard economic insights.
Furthermore, individuals are concerned with more than just maximising their personal
self-interest. Through heuristics and biases, people often fail to maximise their utility,
contrary to the predictions from RCT. Behavioural scholars claim that as a consequence
of the importance of behavioural insights, “rational man” should not be used as a basis in
economic theory, and as it does not accurately reflect human decision making it should
neither be used as a benchmark for making policies. A more accurate description of
human choice would enable an improvement of both positive and normative legal
analysis, behavioural law and economics asserts (Rachlinski, 2000: 740-1).

3.2.2 Introduction to behavioural insights

Where behavioural literature used to focus on cognitive processes, currently all
research studying behaviour that is inconsistent with standard economic theory is
grouped under the denominator behavioural economics.*® This refers for instance to
bounded rationality, but also to altruism and charity, to cooperation instead of
competition in prisoners’ dilemma type situations, to social influences on choice such as
behaviour of other people and social norms, to ethics, trust, happiness, fairness and
emotions. In this section, some biases and heuristics that are frequently commented upon
in behavioural literature will be introduced. These insights are said to contest rational
choice models. The overview aims to provide an introduction to some cognitive biases
and heuristics, without the intention of presenting a full and comprehensive overview.*

The selection portrayed follows from the focus of this research: in the area of
consumer decision making, cognitive biases and heuristics are deemed to be most
relevant for theory and policy. Issues such as altruism, charity and happiness research
will not be discussed here, as these are less relevant for consumer decision making and
consumer protection policy. Behavioural insights regarding cognitive decision making
and bounded will-power are most relevant for this analysis.”® The biases described can

“T OECD (2007).

* See for a discussion of how behavioural economics, or economics and psychology, evolved: Langevoort
(1998: 1499-502), Camerer and Loewenstein (2004: 5-7) and Wilkinson (2008: 10-3).

* The overview presented in this chapter is mainly based upon Hillman (2000: 720-35) and Langevoort
(1998: 1503-5). Hanson and Kysar (1999a) and Korobkin and Ulen (2000) also provide valuable overviews
of the literature, as well as Jolls, Sunstein and Thaler (1998a: 1548-50) in the appendix of their seminal
article. See furthermore Bernheim and Whinston (2008: 453-87) for an overview of several biases and
heuristics, with applications. This research focuses on cognitive decision making, combined with bounded
willpower.

%0 Besides cognitive biases and heuristics, other categories of biases can be shown to influence behaviour.
For instance, Jolls, Sunstein and Thaler (1998a: 1476-9) describe three ‘bounds’ on human behaviour,
which represent systematic deviations from rational behaviour: bounded rationality, bounded willpower,
bounded self-interest. Benjamin and Laibson point to four sources of bad decision making: bounded
rationality, (slow) learning, framing, and lack of self-control (Benjamin and Laibson, 2003: 7). On
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almost all be categorised under cognitive biases and heuristics, involving choice
strategies that can lead to suboptimal decision making, which are inconsistent with the
rational choice assumptions. Bounded will-power is the only exception, as this is not
considered a behavioural decision making strategy. It is however relevant for the
consumer decision making process.”’

a. Bounded rationality and information overload

People are limited in their computational capacities, understanding, memory and
other capabilities: they are boundedly rational > When choices become more difficult,
when they have to evaluate more options and consider multiple issues, people are less
able to arrive at optimal decisions. For instance, when consumers wish to assess which
product scores best when it comes to product attributes they deem important, according
to rational choice they should assess all options and calculate the expected benefits of
each of the options.”® Higher quantities of information decrease the extent to which
consumers are able to do so. Too much information confuses consumers in their
decisions (Keller and Staelin, 1987). A quantity of information that is so great that it
provides difficulties for individuals to evaluate the information accurately is called
information overload> This effect can even be created by information disclosure
regimes as disclosure will result in more information that needs to be assessed.

happiness studies focusing on which issues can empirically be shown to add to the subjective wellbeing of
individuals, see for instance Lane (2000), Frey and Stutzer (2002), Easterlin (2003) and Layard (2005). See
for happiness and public policy: Helliwell (2006), Layard (2006) and Frey and Stutzer (2009). On
evolutionary psychology explaining why non-optimal decision strategies might survive in the market, see
Zywicki (2007). See for an overview of varieties of the ultimatum game empirically tested, Fehr and
Gichter (2000) and Bowles (2004: 114).

' An application of these biases to the consumer decision making process will follow below in section
3.3.1. In that section situations will be described in which sellers are argued to abuse consumers’ biased
decision making.

32 Bounded rationality was introduced by Simon (1957: 196-206). See Simon (1978) for further discussions
on the issue. There has been some debate whether this view belongs to behavioural economics or
conventional economic theory. Simon himself mentions that satisficing behaviour should be distinguished
from irrationality. See also Williamson (1981: 553). Nowadays satisficing is seen as a part of behavioural
economics, being an example of a decision strategy which makes choice easier, even though it might lead
to suboptimal decision making.

3 As will be more thoroughly discussed below, the economic concept of rational apathy also describes
how people are less able to arrive at the most efficient choice when information is abundant; in this case, it
would be rational for people to calculate costs and benefits of options until the costs of calculating and
weighing options become larger than the benefits of doing so (see chapter 5, most notably section 5.3.1c).
The concept of rational apathy overlaps with information overload to some extent; however, whereas
economic theory merely points out that some information will rationally be disregarded, behavioural
insights shed some light on which information is more likely to be disregarded, and how the information
that is regarded will be interpreted. For a discussion on this particular issue, see below, chapter 5, most
notably sections 5.4.1a and 5.4.3.

* A famous example of information overload is provided by Iyengar and Lepper (2000): people are more
likely to purchase gourmet jams or chocolates when offered 6 choices rather than 24 choices (30% of
consumers bought jam when offered 6 options, whereas only 3% decided to purchase when confronted
with 24 different jams). Moreover, the participants reported who had been confronted with 6 options
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To deal with their bounded rationality when confronted with huge quantities of
information, behavioural theory claims that individuals will satisfice on options, rather
than optimising them. Satisficing is a search strategy linked to bounded rationality
(Simon, 1957). The strategy of satisficing entails looking for product characteristics that
are satisfying, rather than optimal. By choosing some product characteristics, and
screening products to see whether they correspond to acceptable levels of quality
regarding those characteristics, several products can be eliminated from the choice set.
Thus, the choice set is reduced, and the choice becomes easier to make. Rather than
evaluating and “grading” each product on every product characteristic, satisficing enables
consumers to deal with large choice sets 3> When a decision comprises many dimensions,
some issues will be considered more important than others. These salient issues are then
taken into account; other issues will be neglected.

Issues can be made salient by sellers or by other parties, for instance by a greater
amount of publicity over certain decision dimensions than over others. This is referred to
as priming. The issues that are neglected could however have been important enough to
tip the scales in favour of a decision different than the one that is arrived at. Lacko and
Pappalardo, reporting on a study done by the FTC, identify a situation in which
information distorted rather than benefited consumers’ ability to enhance their welfare by
using available information (Lacko and Pappalardo, 2004).%® In this study, it was found
that information on broker compensation rates confused consumers, rendering them less
able to identify the less expensive loan and less likely to choose the less expensive broker
loan. Disclosing the broker compensation rates apparently created an “anti-broker bias”,
priming the consumer towards this piece of information. As a consequence, the quality of
decisions taken by consumers was lowered.

Satisficing is not the only decision making strategy that is employed. As a response
to information overload, individuals can also refuse to take any decision at all, which is
called decision paralysis, also referred to as inertia (Jacoby, 1984; Malhotra, 1984).
There is thus a clear risk of suboptimal decision making when consumers are faced with
more information they can handle. An example of information that is likely to be ignored
is information about death or dreaded events; behavioural insights show that this
information is frequently left out in decision making by individuals, even when this
information can easily be argued to be relevant for the decision making party.”’ In
economic theory, consumers are not expected to neglect relevant information, at least not
when the costs of considering this information would be lower than the benefits of doing
so. Furthermore, economic theory does not distinguish between types of information, and

reported being more satisfied with their choice than those who had been confronted with more options. See
also Schwartz (2004) for several examples of how more information might actually be less informing.

% See also Eisenberg (1995: 214-6) for a discussion of bounded rationality and decision strategies to deal
with large quantities of information.

% See also Lacko and Pappalardo (2007) and Mulholland (2008) for a discussion of these results.

57 See also below, chapter 5, sections 5.4.1d and 5.4.3.
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can therefore not predict which information is more likely to be ignored. Behavioural
economics could help out here, as it might be able to points out which information is
more likely to be neglected, and which risks might occur as a result of this neglect
(Fudenberg, 2006: 704-5).

b. Risk perception biases

Another difference between behavioural insights and RCT is the way in which risks
are interpreted.”® According to behavioural insights, people account for risks in a
different way than is assumed by RCT.” Instead of “rationally” discounting
contingencies using the appropriate risk factor, people are overoptimistic about future
contingencies. People underestimate the risk that natural disasters such as earthquakes or
flooding will cause any damage to themselves, which is known as low probability
neglect. However, small probabilities, such as chances of a disaster such as airplane
accident, are sometimes overestimated. It seems that unlikely events are underestimated
unless they are highly salient, such as when they have just occurred (Camerer and
Kunreuther, 1989: 570). This is sometimes attributed to the focusing effect. Events that
spring to mind easily are also considered to be quite likely to occur. Their availability,
however, might be entirely unrelated to the rate in which they actually occur in reality.
Events that are highly publicised, particularly gruesome or happen to have occurred
lately are often estimated to occur frequently. The frequency of these events however
does not automatically follow from the fact that information on these events is very
available, and these events might therefore be less likely to take place than is commonly
thought. A related yet opposite effect is the so-called dread factor. When choosing which
aspects to take into account, people are shown to have particular difficulties with risk
assessment when issues such as death, pain, suffering and other gruesome connotations
are concerned. People do not like being confronted with these situations, and therefore
block them from their minds. They will opt for not making any decision, disregard the
risk when it is small or overestimate the risks when they are salient enough. In any of
these situations, the overall estimation of risk does not portray a correct risk assessment.

The certainty effect describes how people have a strong preference for things that are
certain. There is a large gap between 100% probability and 99%, whereas the difference
between 99% and 98% probability is not interpreted to be that large. Apparently, even

%% As is famously described by Knight (1921: 233), "risk" refers to situations where the decision maker can
assign mathematical probabilities to the ‘randomness’ which he is faced with. "Uncertainty" on the other
hand refers to situations when this randomness cannot be expressed in terms of specific mathematical
probabilities. This distinction has been the subject of a longstanding debate, which will not be explored
indepth here. See for instance: Arrow (1951) and Ellsberg (1961), who make a similar claim that even
though there might be a distinction between the two concepts in theory, individuals might respond to both
risk and uncertainty in the same way. Individuals do not “know” probabilities, but have “beliefs” about the
occurrence of events, whether these are considered risks or uncertainties.

¥ See Eisenberg (1995: 223-5) for a discussion and references to empirical literature to provide evidence of
risk related biases.
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the smallest probabilities are considered very different from knowing for sure. This is
related to the behavioural finding that people discount for risks in a non-linear way, also
known as hyperbolic discounting (Samuelson, 1963).

Hindsight bias is another well-known risk perception bias, which is frequently
discussed in relation to judge and jury assessment of risks. Hindsight bias describes how
events seem much more likely in retrospect than they were assessed to be before or at the
time of the occurrence of the event (Fischhoff, 1975). Looking back, a certain event
taking place, such as a machine malfunctioning during a certain dangerous procedure
causing injuries to employees, seems almost inevitable. However, at the time, the risk
may have been well looked into and well understood by experts who designed the
production line, and it may have been a freak accident.

c. Self-serving biases

When people have to assess risks such as the risk of mortgage interest rates
increasing, salaries decreasing, or products failing, people tend to make assessments in
their own favour. This is referred to as self-serving bias (Babcock and Loewenstein,
1997). The future is looking bright, chances of something going wrong are slim, and pay
checks will forever increase. Furthermore, people display overconfidence regarding their
own capabilities (Weinstein, 1980). When asking groups of individuals, usually 70-80
percent of individuals claim to be better than average drivers (Svenson, 1981).%° Even
though this could be true, depending on the composition of the group, it is unlikely that
all groups that were surveyed consisted of a high percentage of skilled drivers. The
percentage found therefore indicates that the persons participating in the survey displayed
overconfidence regarding their own driving skills. Overconfidence regarding risks
especially occurs when people feel in control of the risk, even though their own
behaviour has not much influence on the contingency occurring.

Self-serving biases however not only concern the interpretation of risks. In general,
when interpreting information, people tend to take information that is in line with their
previously held thoughts into account, and neglect information that is contrary to their
beliefs. This is known as ambiguity aversion or confirmation bias. A well known
example is discussed by Babcock et al. They explain how, when the same information is
provided to individuals assigned the role of plaintiff and individuals assigned the role of
defendant, information is interpreted in a self-serving way (Babcock et al., 1995). Both
parties assess the information in the way that is most favourable to them, or at least more
favourable than disinterested parties assessing the same information would.

% Svenson (1981) also finds regional differences in perceptions of risk and skill. In the study undertaken,
Svenson reports that 93% of the US survey participants believed themselves to be more skillful drivers
than the median driver; “only” 69% of the Swedish drivers shared this belief.
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d. Status quo biases

People have a preference for the status quo, for leaving things as they are. This
preference has been attributed to different factors, resulting in related biases. The
endowment effect describes how people attribute higher values to things they own than to
things that are not (yet) in their possession. The famous “mug-experiment” carried out by
Kahneman, Knetsch and Thaler confirmed a gap between willingness-to-pay and
willingness-to-accept prices between students who were allotted a mug, and the ones who
were not. Owning the mug apparently immediately raised the value this item portrayed
for the students (Kahneman, Knetsch and Thaler, 1990). Regret aversion describes how
people try to avoid the negative emotion of regret by justifying their behaviour in
retrospect, even if the decision did not turn out so well. This is also referred to as
cognitive dissonance. Again, the status quo is preferred over alternative options. Another
reason for residing with the status quo is the omission-commission bias (Ritoy and Baron,
2000). People generally feel less bad over inactions that proved to be the wrong, than
active choices that turned out to the chooser’s detriment. Not doing anything and thereby
losing out is apparently not as bad as actively choosing your own demise.

e. Time related biases

When having to compare options, people prefer present states of the world over
states that will occur in the future. In behavioural literature, this observation is called
present bias, or myopia (O'Donoghue and Rabin, 1999). Relatedly, people search for
immediate gratification instead of patiently awaiting future benefits. Receiving one euro
today is seen as more preferably than receiving one euro fifty tomorrow, even when the
respective interest rate is extremely high. The implicit discount rate that people employ
cannot be explained through standard economic views on the devaluation of money; this
observation, related to present bias, is named hyperbolic discounting (Laibson, 1997). A
relation between this bias and the certainty effect can be pointed out, as present situations
are certain, and the future is not. Also, people exaggerate how long sensations of pleasure
and of discomfort will last, making choices inconsistent with the actual experience.
Individuals are prone to isolate particular instances, feelings and consequences of certain
actions, and then fail to see or feel the whole picture of events (this is also part of the
Jocusing effect).

Another time related bias is linked to procrastination (O'Donoghue and Rabin,
2006). People can be shown to be inactive, preferring to enjoy the leisurely present and to
postpone taking actions. Especially when these actions are considered cumbersome or
boring, action is postponed, and might eventually never be engaged in, even when this
action would yield people significant benefits. Not engaging in a beneficial action,
putting it off to a later time which may never come, is called inertia. Economic theory
would suggest that the benefit that can be obtained is apparently not worth the hassle;
however, in cases where the forgone benefits are considerable and the required action
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relatively easy, cheap and effortless, the rational prediction does not seem to hold up. The
behavioural account can thus be claimed to more accurately predict the observed
behaviour. Inertia is shown to increase when a longer time frame is allowed for the action
to take place. For instance, when a rebate requires a certain form to be sent in, and the
period in which this form can be sent is longer rather than shorter, people are less likely
to actually perform.®’ Counter-intuitively, if people have a longer period and thus more
opportunities for claiming the rebate, they are less likely to send it in.

f. Contexts and framing

Even though RCT indicates that contexts of a certain decision should not matter for
the end result, behavioural insights suggest that frequently other factors than the costs
and benefits of options are taken into account. People tend to go for middle options;
medium sizes are most frequently picked, and extreme options in the range are avoided
(Smith and Park, 1992). This would indicate that preferences depend on contexts and
available alternatives, contrary to what can be hypothesised on the basis of RCT.

The affect heuristic describes how people attach positive perceptions to certain
goods or products as a result of advertising for instance, where these perceptions have
nothing to do with the good itself. For example, when a beautiful woman stands next to a
car, this will on average increase the attractiveness of that car to men. Such choices and
perceptions cannot be explained by rational choice models, as preferences should not
depend on either unrelated issues or which other options are shown.

Furthermore, the way in which the various options are framed can be shown to have
an impact on individual decision making. People strongly prefer avoiding losses to
acquiring gains. Therefore, when options are framed as a loss, people become more
prone to take risks. When options are framed as gains, people become more risk averse.
This behavioural insight is known as loss aversion (Kahneman and Tversky, 1979) 52

Mental accounting is another bias that emphasises the importance of contexts. It
shows that money is not fungible in the way prescribed by conventional economics.
Money that is allocated to a specific purpose is not easily interchangeable with other
purposes. To exemplify, consider an experiment in which people are asked to think of the
following situation: you have decided to go to theatre. The ticket for a show is 10 euro.

°! See below, section 3.3.1, for some examples of consumers’ biased decision making, including regarding
rebates. See also Edwards (2007) for an extensive discussion of consumer behaviour regarding rebates.

2 An example based upon the test conducted by Tversky and Kahneman (1981) is the following: people
are told to imagine that they are doctors, preparing for outbreak of a disease which is expected to kill 600
people. Medicine A will save 200 people, whereas medicine B will save all 600 individuals with
probability 1/3. Given the choice between medication A and B, most people (73%) choose Program A.
However, the question has also been posed differently, framed as a choice between medicine C, which will
allow 400 people to die, medicine D which will let no one die with probability 1/3 and all 600 will die with
probability 2/3. When confronted with these two options, most people (78%) choose option D. Notice that
the two situations are identical in quantitative terms, but in the second one the decision maker is losing
instead of saving lives. When losing lives, people are willing to take risks to lose fewer lives, but when
people are saving lives they are less willing to take any chances.
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Upon going to the theatre, you find out that you: (A) have lost the 10 euro bill; (B) have
lost your ticket, which you bought in advance. The question is, would you buy another
ticket? The authors show that in situation (A), 88% of individuals report they would buy
the ticket, but upon having already bought and then losing the ticket (B), only 46%
would buy another ticket (Tversky and Kahneman, 1981: 457).

g. Anchoring and adjustment

Behavioural research furthermore indicates that in early stages of the
decision making process consumers make an estimation which serves as an anchor for
the ultimate decision. These anchors are insufficiently adjusted later on in the
decision making process. When new information comes up which is relevant to the
estimation, the arrived-at value is not updated in the way described through RCT.* To
give an example: a car might be shown to travel through rough terrain, combating snow
and icy roads, the driver calm and at ease, never losing control of the car. When
consumers see this ad, they might have an anchor for this car that it is safe and easy to
drive for everyone. When later a warning is shown that the performance of the car in
rough circumstances in fact depends on capabilities of the driver, the anchor people have
set might not be adjusted accordingly.64

In connection to anchoring and status quo, current situations provide an anchor for
valuation. Changes are not valuated in absolute numbers, but in relation to the status quo.
Steady increases in salary, for instance, yield a higher benefit in subjective well-being
than a large raise followed by a decrease in salary, even when the first process results in a
slightly lower end-salary than the second (Layard, 2005). The anchor does not have to be
related to the actual object of estimation. When people are shown a high number (say
10.000), and then asked to estimate some value (such as how many countries are
comprised in the continent Africa), they arrive at higher values than when a low anchor
(such as 3) is shown before making an estimation. Anchors can thus also be provided in
the context of decisions, and do not have to be related to the actual issue at stake.

h. Bounded will-power

Besides all these cognitive quirks, people can be shown to have difficulties making
decisions that would accrue benefits only in the long term; especially when in the short
term some cost will have to be paid. Bounded will-power describes the actions people
take that are in conflict with their own long term interest (Jolls et al., 1998a: 1479).
Dieting, smoking, addictions and going to the gym are all examples of instances where in
order for long terms benefits to be accrued, something will have to be given up in the
present. Frequently, the present wins the battle. Even though people report wanting to
quit with the detrimental behaviour, they seem not able to behave accordingly and take

% Economic theory assumes Bayesian updating; see Bernheim and Whinston (2008).
% The example is based upon Korobkin and Ulen (2000: 1102).
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the necessary steps. This is of course inconsistent with RCT; when people have a
preference for quitting, they should go for that option. Psychological constraints, not
considered by economic theory, might restrain people from attaining their highest
welfare possibilities.

3.2.3 The behavioural research project

As has been shown in the previous section, behavioural insights can point out many
causes of suboptimal decision making. These insights are an accumulation of notions
rather than stemming from one behavioural paradigm. Whereas most scholars accept that
behavioural insights will be most useful as updates to economic theory and modelling,
others scholars argue that the aim of the behavioural research project should be to
establish a whole new behavioural paradigm, which, a point about which there is
consensus at least, has up to now not yet been developed. Both rational choice and
behavioural insights are supported and negated by empirical theory. This might provide
foundation for dual process theories which indicate that individuals employ two (or
more) different decision making processes. According to these theories, which are
supported by neuro-economics and social psychology, one decision theory would be
more intuitive and affective, while the other is more rational and reflective. The second
decision process would correspond to rational choice, where the first corresponds more
largely to behavioural insights. A fruitful direction for behavioural research might then
be to point out which decision strategy prevails under which circumstances. The subject
of dual process theories will be explored in more detail later.

a. The behavioural aim

Behavioural economics tries to better understand the motivations of ‘economic
actors’, to improve economic predictions through more realistic economic foundations
(Camerer and Loewenstein, 2004: 3). Camerer states that “(b)ecause economics is the
science of how resources are allocated by individuals and by collective institutions like
firms and markets, the psychology of individual behaviour should underlie and inform
economics...” (Camerer, 1999: 10575).65 This view, which would have been considered
exotic in the earlier days of behavioural economics, is now held by many economic
scholars. The traditional views on rationality as the prime model to use in theory may
even no longer represent a majority position (Loewenstein and Haisley, 2008: 211).

Behavioural insights gain credibility in the experiments that repeatedly show the
existence of these biases and heuristics, but suffer from the lack of a unifying alternative

% Behavioural economics is thus a “reunification of psychology and economics™, as stated by Camerer
(1999: 10575). Early scholars such as Adam Smith (1790) in his Theory of Moral Sentiments were much
more involved in psychological thinking than modern day economists.
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theory.66 One notable exception however does aim to provide this alternative theory,
namely Prospect Theory (Tversky and Kahneman, 1974; Kahneman and Tversky,
1979).°” Prospect Theory holds that people evaluate losses and gains in a different way. It
notes the importance of the reference point, which is used as a basis from which results
are assessed as being losses or gains. When predicting behaviour, arguments should
therefore be based upon changes in states or events rather than in states themselves.*®
Also, small and large probabilities are interpreted subjectively; causing a tendency to
overvalue a small likelihood of gains and losses is overvalued and to undervalue a large
likelihood. Thirdly, Prospect Theory points out how individuals portray dynamic
inconsistencies by excessively discounting future gains or losses against current or short-
term payoffs. Prospect Theory thus combines the biases of framing, endowment effect
and status quo bias, loss aversion and hyperbolic discounting. As of yet, this theory has
however not been able to replace rational choice as the paradigm for economic theory
and policy.

Whether the aim is, or should be, to develop a systematic framework of behavioural
(law and) economics, is a debated topic in literature. Some scholars argue that a
behavioural framework should be the aim of the behavioural research programme.
Rachlinski, and Kahneman and Tversky, for instance, argue that the goal of the
behavioural programme is to construct an accurate model of human judgement and
decision making, and that researchers in the field are working to accomplish that aim
(Kahneman and Tversky, 1996: 582; Rachlinski, 2000: 752).69 This framework has
however not yet been established.”” Camerer and Loewenstein on the other hand claim
that behavioural (law and) economics does not aim at constructing an entirely new
paradigm. It extends the insights that have been developed within economics, aiming to
advance economics “on its own terms” (Camerer and Loewenstein, 2004: 3). Behavioural
law and economics does not aim to abandon rational choice models, but to extend them
(Ho, Lin and Camerer, 2006: 308). Far from being a critique of law and economics,
behavioural law and economics is argued to aim at improving its predictions by infusing
insights about actual behaviour into the assessment (Jolls, 1998: 1654). Arlen argues that
behavioural analysis of law cannot supplant economic analysis of law. She adds that the
research programme is more likely to produce a set of suggestions through which
conventional law and economics can be updated. That being said, she notes that law and

% This is also frequently pointed out by economists in favour of adhering to RCT. This point will be more
thoroughly discussed below in chapter 4, section 4.2.1b.

" See Dowling and Chin-Fang (2007: 62-83) for a comprehensive introduction to Prospect Theory.

® Where RCT assumes utility functions to be concave, Prospect Theory posits that utility functions are
convex below a reference point, being the point the subject interprets to be the status-quo. Above that
reference point, utility functions are concave.

% See also Korobkin and Ulen (2000: esp. 1075) arguing that especially in the realm of law and
behavioural science the rational choice assumption should be abandoned.

™ Nearly all authors agree that this systematic behavioural framework has not been construed yet, see for
example Kelman (1998), Posner (1998a), Camerer and Loewenstein (2004), Armstrong (2008), Bar-Gill
(2008), Epstein (2008) and Shafir (2008).
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economics should not ignore the insights derived from other social sciences; it should
take advantage of these behavioural insights (Arlen, 1998: 1787-8).”' By accounting for
behavioural insights in theory and policy, predictions, models and legal rules can be
improved from a social welfare perspective. Behavioural scholars such as Jolls, Sunstein
and Thaler have expressed a hope that behavioural insights will come to enhance
economic theory as a whole and that the term ‘behavioural’ economics will no longer be
used (Jolls et al., 1998a: 1547).72

b. Confronting rational and behavioural decision making strategies

Whether behavioural insights are able to improve traditional economic analysis with
respect to explaining and predicting the behaviour of consumers and sellers is in the end
an empirical question. Technological advances have enabled various experiments testing
RCT, Prospect Theory and behavioural insights in general .® The results of these studies
are not yet revealing a clear winner. In fact, both approaches have been falsified in
various experiments, but have not been rejected in other ones.”* White for example
claims finding that behavioural theory is proven right by empirical analysis (White,
2009); Wright on the other hand states that conventional price theory is more accurate in
predictions than behavioural theory, and provides empirical evidence to make his claim
(Wright, 2007).” The results from experiments and empirical studies have not been able
to identify one methodology, either rational choice or Prospect Theory, to be more
supported by their findings than the other. Both rational choice assumptions and
behavioural insights can be shown to have merit; the “truth” might lie somewhere in
between (Dowling and Chin-Fang, 2007: 1). As has been stated above, these findings
correspond with a current of thought in social psychology and also in neuro-economics,
namely dual processes theory: the position that individuals utilise two (or more) different
cognitive processes. Dual process theories could provide an answer to the empirical
finding that in some situations people apparently behave more rational than in others.

" Similarly, Korobkin and Ulen (2000: 1075) claim that the end point of the behavioural research agenda
will likely not be a single unified theory designed to explain or predict the full realm of human
decision making behaviour. It is more likely to be a “pragmatic collection of situation-specific insights that
can be accessed by policymakers dealing with relevant problems”.

" In response, Kahneman (2003: 166) remain of the opinion that economics and behavioural theory sharing
a common methodology is unlikely to happen (soon).

" Due to technological advancements, most notably in the area of information technology, researchers are
enabled to conduct larger experiments and perform more elaborate statistical testing.

7+ See for instance Abdellaoui, Barrios and Wakker (2007), Wakker, Timmermans and Machielse (2007)
for experimental results consistent with Prospect Theory. See also the overview of empirical evidence of
rational choice, Prospect Theory and neuro-economics in Arlen and Talley (2008), and Shafir (2008) for a
discussion of empirical findings regarding human behaviour.

7 Similarly, see the exchange between Bar-Gill (2008) and Epstein (2008) on behavioural and neoclassical
economics in consumer contracts.
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c. Dual processes

Both RCT and Prospect Theory are unitary process theories, asserting that human
behaviour can be best explained and/or predicted by one solitary theory. People however
might be employing not one single decision making process, but at least two and possibly
more, in different situations (Arlen and Talley, 2008). Dual process theories, or even
multiple process theories, claim that people employ different processes of human
decision making, and not merely one. People might not always be thinking rationally, but
sometimes make decisions on the basis of intuitions and affection. One mode of thinking
could be employed by a person in one situation, and another mode of thinking could be
employed by the same person in another situation. Both modes of thinking could even
both be used at the same time, regarding different aspects of the same decision. The
outcome of the decision could differ significantly on the basis of the used method of
thinking and decision making. Dual processes of thinking are described by several
authors. For instance, Slovic et al. assert that humans employ an experiential mode of
thinking and an analytical mode of thinking, both being continuously active and
interacting (Slovic et al., 2002: 330-2).”° They argue that positive and negative affective
feelings are connected to images, words, and circumstances, like tags. Rather than
rational thinking, these tags guide judgement and decision making in the experiential
system (see figure 3).

Figure 3: Two Modes of Thinking. Comparison of Experiential and Rational Systems

Experiential System Rational System

1. Holistic 1. Analytic

2. Affective: Pleasure-pain oriented 2. Logical: Reason oriented (what is sensible)

3. Connections by association 3. Logical connections

4. Behaviour mediated by "vibes" from past 4. Behaviour mediated by conscious appraisal
experiences of events

5. Encodes reality in concrete images, 5. Encodes reality in abstract symbols, words,
metaphors, and narratives and numbers

6. More rapid processing: Oriented toward 6. Slower processing: Oriented toward delayed
immediate action action

7. Self-evidently valid: "experiencing is 7. Requires justification via logic and
believing" evidence

Figure 3: Two Modes of Thinking. Comparison of Experiential and Rational Systems
Source: Slovic et al (2002: 330).

" These two modes of thinking are also often referred to as System 1 and System 2; Thaler and Sunstein
(2008: 20), in Nudge, refer to it as Automatic System and Reflective System respectively. See Lee, Amir
and Ariely (2009: 174) for a description of several dual system models, all describing a similar distinction
between two decision making systems: one automatic, reflexive, affective, and passive, while the cognitive
system is relatively more analytic, logical, abstract, and active.
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People who do not have well constructed preferences and think more intuitively than
deliberately might thus experience positive and negative associations with certain items
that might not be rational but that influences decision making nonetheless. There is a
clear link between dual process theories and common complaints found in behavioural
literature against the use of homo economicus in economic thinking of consumer
behaviour. When people employ the intuitive or experiential system to make decisions,
these decisions might better be understood and predicted through the use of a paradigm
other than RCT.

In the field of neuro-economics, Klucharev and Smidts report that arguments can be
found for the existence of dual process theories.”” Neuro-economics tries to see which
part of the brain is active in making decisions. Parts of the brain can be connected to
either intuitive or more deliberative decision making. Decision making is not always
based upon conscious deliberation; intuition and other non-conscious decision making is
utilised in various contexts as well. As dual process decision systems can be supported
by neuro-economics, neuro-economic research suggests that automatic decision making
should be accounted for in policy. Rational decision making, Klucharev and Smidts
claim on the basis of neuro-economic findings, should not be the standard for all policy
(Klucharev and Smidts, 2009: 234). The outcomes of decision making could differ
significantly on the basis of the used method of decision making. Policy should account
for different modes of thinking, instead of only RCT, when RCT cannot be expected to
predict decision making most accurately.

The apparent existence of dual (or even multiple) cognitive processes sheds a whole
new light on the rational choice - behavioural insights debate. It seems to argue against
the existence of one methodology that has more predictive power, instead providing
foundation for the claim that scholars should aim at identifying which cognitive process
is employed under which circumstances, and how individuals can be triggered to switch
from one to the other. The issue of defining the conditions under which rational,
experiential or other thinking respectively is utilised becomes very relevant. When
(consumer) biases or automatic decision making can be shown to prevail in certain
situations, decision making could be more accurately predicted using other models than
rational choice, such as behaviourally informed economic theory. Future research in
behavioural insights will be extremely useful in determining which circumstances trigger
the effects caused by certain biases and heuristics (Kahneman and Tversky, 1996: 589).

" Neuroscience can be used to further insights in decision making theory as well, as is suggested by Shiv et
al. (2005). On neuro-economics and policy, see for instance Zak (2004). For a more specific defence of the
claim that the law can be structured to take advantage of our neural mechanisms to improve social welfare,
see Chorvat and McCabe (2004).
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3.24 Summary: behavioural law and economics

Recent insights gained in behavioural research have shed a different light on the
abilities of individuals to assess information and have provided insights that differ from
economic analysis. Behavioural research has identified certain biases and heuristics in
decision making that may lead consumers to act in a way not predicted by the rational
model of decision making even when they are fully informed or have the possibility to
obtain the information at low cost. Behavioural insights that have been discussed in this
section are: bounded rationality and information overload, risk perception biases, self-
serving biases, status quo biases, time related biases, contexts and framing, anchoring
and adjustment, and bounded will-power. Individuals are thereby shown not to behave
rationally under all circumstances. Whether this should lead to a fully new framework of
economic theory and policy based on behavioural insights remains unclear. It is however
commonly accepted in behavioural literature that through implementing behavioural
insights in economic theory and policy, predictions and policy can be improved. Whether
a new behavioural framework will ever be developed, and whether such a framework
will compete with, add to or merge with economic theory will most likely become clearer
in the future. For the present, this research will posit that, based upon current findings
and discussions, the potential added value of behavioural insights to economic theory is
that these insights can improve predictions by increasing the reality of the assumptions,
and that a new behavioural paradigm has not, at least not yet, been provided.

When competing hypotheses based upon rational choice and behavioural sciences
are tested, no clear winner is revealed. This would correspond to the theorem of dual
processes in cognitive decision making. According to dual processes theory, one
cognitive system would be more rational, analytical, and logical as well as based upon
evidence, whereas the other would be more experiential, affective, intuitive and oriented
towards immediate action. Defining the situations where the one or the other cognitive
system is utilised will become one of the major issues in future discussions in
behavioural literature. To cite Sunstein, “(t)he future of economic analysis of law lies in
new and better understanding of decision and choice” (Sunstein, 1997: 1175).

After this introduction into behavioural economics and behavioural law and
economics, the relevance of these insights to policy will be discussed in the next section.
This section will focus upon consumer decision making and the biases and heuristics that
affect it, potentially enabling sellers to take advantage of consumers. The behavioural
literature has devised a specific regulatory approach to counteract biased
decision making: soft paternalism. The intervention strategies combined in this approach
will also be discussed in detail.
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3.3 Behavioural insight to (consumer) policy

Now that the approach of behavioural (law and) economics has been introduced, this
section aims at establishing which implications the behavioural approach can have for
consumer protection policy. First some examples of situations in which consumer biases
enable sellers to take advantage of consumers’ decision making will be laid out.
Secondly, the possibility of using behavioural insights in policy will be discussed.
Behavioural notions can have several implications for policy, especially for the policy
instrument of information disclosure. Paternalistically interfering with individuals’ free
will is however severely criticised. Therefore, in behavioural literature, the regulatory
approach of soft paternalism is developed, that nudges individuals to beneficial decisions
while still allowing them sufficient freedom of choice.

When discussing how behavioural insights can be used to amend consumer policy,
many concerns are brought up that caution against the use of behavioural insights in
policy. These methodological and normative concerns will be discussed in the next
chapter. This section focuses on the implications behavioural insights could have for
policy, the next chapter will discuss which cautions and considerations should be taken
into account when implementing behaviourally informed consumer policy.

3.3.1 Consumers’ biased decision making

Many situations can be pointed out in which consumers are said to rely upon biases
and heuristics which are exploited by sellers. Whereas standard economic theory would
deem consumer decision making in these cases efficient, behavioural insights indicate
that consumers might not be able to maximise their own welfare. This could provide
arguments for governments to intervene on behalf of consumers, thereby also aiming to
increase social welfare.

a. Examples of consumers’ biased decision making

In behavioural literature, many consumer biases and heuristics are identified that
could lead consumers to take sub-optimal decisions regarding their own welfare.”® These
biases and heuristics thereby also provide opportunities for sellers to take advantage of
consumers. Examples of such advantage-taking are:

™ See for instance: Korobkin and Ulen (2000), Becher (2007), Wright (2007), Bar-Gill (2008),
Rischkowsky and Doring (2008: 301-305) and White (2009). In a collection of articles, Hanson and Kysar
discuss sellers’ manipulation of consumer biases. In the first article, Hanson and Kysar (1999a) give an
overview of behavioural biases that might be exploited by sellers, and explain why sellers can be expected
to do so; in the second article Hanson and Kysar (1999b) aim to provide evidence of this market
manipulation focusing on the tobacco industry; in the third article Hanson and Kysar (2000) describe how
liability for sellers exploiting consumers could be a solution to the problem of market manipulation of
consumer biases.
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= Consumer credit contracts, fitness club subscriptions and price plans for mobile
phone subscriptions. On entering into these contracts, consumers have great
difficulties in assessing prices and gains before and sometimes even during the
contract. In such contracts the price that consumers have to pay for the product or
service and the benefit consumers expect to gain from contracts depend on use
patterns (Bar-Gill, 2007). When consumers can make a realistic assessment of
their own expected use, they will opt for the contract that is most beneficial to
them in the light of their personal use pattern. Consumers however might err in
the assessment of the extent to which they will make use of the respective product
or service. Biases like overoptimism and overconfidence influence the assessment
of prices and gains to contracts, and enable sellers to exploit consumer biases.
Often, the payment schedule and subscription plans in these contracts can also
abuse the imperfect self-control of consumers. Consumers are lured into credit
structures and subscription plans that are not cost-effective for them. Della Vigna
and Malmendier find that consumers choose subscription types that, in hindsight,
were not the ones that maximised their utility based upon their use patterns. Their
research establishes that overestimations of future self-control and of future
efficiency are the main reasons for these sup-optimal choices (Della Vigna and
Malmendier, 2006: 716).

= Consumer credit contracts such as mortgages and credit card debts similarly
enable sellers to take advantage of consumers’ present biases and overoptimism.
Consumers agree to take on certain risks without a realistic assessment of the
consequences of that decision. They are overoptimistic about their personal
abilities, and concerning future developments such as salary raises. In reality,
repayment of loans and debt might be more difficult than anticipated (Bar-Gill,
2004; Bar-Gill, 2008: 763).

= Rebate coupons lure consumers into more expensive options, as consumers base
their decision on discounted prices. They are overoptimistic about their
propensity to send in rebate coupons, and tend to postpone actions through inertia.
Sellers are well aware that rebate coupons increase sales, as consumers expect
they will take advantage of coupons; sellers also know that not all rebate coupons
will be sent in. Gift vouchers as compensation for some damage, such as a delay
or lost item, can increase the reputation of the seller. In fact, sellers know large
quantities of gift vouchers are never used; the gift is thus less beneficial to them
than consumers expect (Edwards, 2007: 384-7, 393-5).

= When people buy medicine on sale, they report worse medical outcomes for this
cheaper product; the same medicine, bought for a regular price, receives a higher
evaluation. Consumers therefore seem to induce quality from higher prices. A
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placebo effect is apparently affecting consumers in their evaluation of prices
(Ariely, 2009: 181-4). This gives adverse incentives to companies in terms of
pricing their products.

Consumers have difficulties assessing product warnings, which make them less
able to accurately respond to the information provided. Information overload and
overoptimism can cause consumers to disregard product warnings (Pape, 2008).
Taking a test drive entices consumers into a projection bias. They expect to enjoy
the positive sensations of the new car for a long time. However, they are overly
projecting present preferences into the future, and find that they benefit less from
the car than they had expected (Loewenstein, O'Donoghue and Rabin, 2003).
Standard contract terms cause information overload and are therefore not fully
assessed (Korobkin, 1998). Even the salient items that are assessed can be
interpreted self-servingly, especially when the formulation is ambiguous.
Suffering from various forms of status quo bias, consumers are likely to accept
the terms as they are, even though their preferences would be better served with
other terms than the default provided by the seller. Generally, terms in consumer
contracts allocate risks between consumers and sellers. As the assessment of
information might provide difficulties to consumers especially where the
assessment of risks is concerned, consumers might not fully realise the
consequences of agreeing to take on certain risks. Furthermore, decision paralysis
might cause consumers to refrain from regarding the standard terms at all.
Hyperbolic discounting, where individuals overvalue short term consequences in
comparison to long term consequences, has its implications especially for
contracts where gains are immediate, but costs follow later. Payday lending is an
example of contracts that take advantage of this bias (Edwards, 2008).

With respect to insurance, consumers are argued to underestimate certain risks,
causing them to underinsure. However, when risks are highly salient, consumers
might over-insure (Camerer and Kunreuther, 1989: 570). The conventional
economic claim is that individuals, when insured, will take more risks than not
being insured as they will no longer face the consequences of their careless
behaviour. The empirical support for moral hazard on the side of consumers is
however inconclusive, and does not seem to appear as regularly as hypothesised
by rational choice models (Faure and Van Boom, 2008; Van Boom, 2008).
Framing through shelf spaces in supermarkets induces consumers to opt certain
products (Hanson and Kysar, 1999b: 1444). The options provided to consumers
induce them to go for more expensive options or larger quantities. Consumers can
be shown to opt for middle sizes. Adding a highly priced good to the mix induces
the medium range (which was before the higher range) to be chosen more
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frequently (Simonson and Tversky, 1992: 286-7). Also, impulse buying is
stimulated through store layout (Edwards, 2008).

= Money-back guarantees, thirty-day no-risk trial periods, free samples, and so on,
create in the consumer a sense of ownership. These strategies take advantage of
the endowment effect (Hanson and Kysar, 1999a: 734). Once having acquired the
good, the consumer values the contract more than he would have beforehand. The
consumer will thus keep the good instead of returning it as he thought he would
do. Inertia is a related problem, causing consumers to not return goods that they
would have wanted to return. Interest rates on savings accounts which are
depressed once the consumer is hooked are another way of abusing status quo
bias and inertia in consumer decision making.
= A related issue is that consumers have difficulty switching from one provider to
another, which is especially problematic in deregulated markets. Consumers tend
to stay with the provider they had already contracted with, even when competitors
could provide better options now the market has been opened up. Faced with the
hurdle of having to go through all different aspects of several options, consumers
opt not to choose, and fail to adjust their contract to a more beneficial one
(Brennan, 2()()5).79

= Advertisements are also criticised for unduly influencing decisions. An example
frequently made is how perceptions of products such as cars are positively
influenced through advertisements featuring physically attractive human models,
conveying no product information, and who are unrelated to the advertised
product (Julander and Soderlund, 2005). Feel-good advertising is used to create a
positive affect with the product, neglecting negative aspects. A frequently referred
to example of this affect heuristic is Marlboro’s Tobacco Man advertising and the
neglected negative aspects of smoking (Epstein, 1994: 712).

In the situations described above, consumer decision making might be suboptimal
leading to situations that are undesirable from a social welfare viewpoint. Behavioural
insights could thus provide reasons to interfere in the market by means of behaviourally
informed consumer protection. In fact, policy makers are becoming more and more
interested in using the insights uncovered by behavioural sciences to enhance consumer
protection legislation.

™ See also NMa (2009) for a report of the Dutch Competition Authority on the Dutch energy market, also
concluding consumers fail to switch suppliers after the market has been opened up, to their financial
detriment.
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3.3.2 Using behavioural insights in policy

Behavioural insights are more and more frequently used in policy, even though the
interest of policy makers in behavioural economics is quite a recent development. Some
general implications that behavioural economics will have for policy will be discussed
below. Of these implications, the relevance of behavioural insights for information
disclosure will be discussed in detail, as this instrument is highly relevant in consumer
policy. Behavioural economics is often criticised for intervening with people’s choices,
thereby obstructing free will. In behavioural literature, the policy strategy of soft
paternalism is developed precisely counter this critique. The approaches combined in soft
paternalism all include one key aspect, namely that individual choice is guided to welfare
enhancing options while still allowing consumers the opportunity to decide as they
please. Free will is therefore not obstructed in soft paternalism. Some examples of soft
paternalism will be provided to clarify the concept.

a. Policy interest in behavioural insights

Ramsay claims that behavioural economics has become an influential source for
consumer policy (Ramsay, 2007: 71). Actually, in various countries and organisations,
policy makers have taken up an interest in behavioural insights for policy. Conferences,
reports, working groups and so on are being organised by the OECD, the Productivity
Commission in Australia, the FTC in the United States and the Ministry of Economic
Affairs in the Netherlands, to name just a few ¥ Economics has been much more
influential in informing public policy than other social sciences, such as psychology or
sociology (Ross and Shestowsky, 2003: 1081; Amir et al., 2005: 444). As a result of the
flourishing behavioural economic research project Benjamin and Laibson expect many
behaviourally inspired policies to be proposed in the next decades (Benjamin and
Laibson, 2003: 32).%' The decision tree of consumer policy, as it is developed by the

8 See for instance: OECD (2006; 2007); see Edwards (2008) on how the FTC deals with behavioural
insights in the US, and Productivity Commission (2008) regarding Australia. Several conferences have
been organised by governmental institutions and consumer authorities about the consequences of
behavioural insights for policy, such as: FTC Conference April 20", 2007: Behavioral economics and
consumer policy, www ftc.gov/be/consumerbehavior; Dutch Ministry of Economic Affairs, Conference
June 2", 2008: Competition and Consumer Protection, cpb.nl/nl/activ/workshop/consumer_protection, EC
Conference November 28", 2008: How Can Behavioural Economics Improve Policies Affecting
Consumers?, ec.europa.eu/consumers/dyna/conference/index_en.htm. The Dutch Scientific Council for
Government Policy (Wetenschappelijke Raad voor Regeringsbeleid, WRR) has also embraced behavioural
insights into choice and behaviour as highly relevant for government policy, and will advise the Dutch
government on how to include behavioural insights in public policy: see Tiemeijer, Thomas and Prast
(2009) and wrr.nl/content.jsp?objectid=4795.

81 Amir et al. (2005: 451) suggest to behavioural scholars and psychologists that they should make policy a
focus of their research. They claim that would be the most promising approach to help psychological
insights to get through to politicians. These research projects should aim to formulate theoretical and
empirical answers to questions that are relevant for policy-makers, using behavioural insights. Policy pilot
studies, which are hardly undertaken, would be obvious examples where behavioural scholars could help
out and through which the psychological and behavioural influence on policy can be increased.
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OECD, can serve as an illustration for policy interest in behavioural approaches (OECD,
2007: 13, see figure 4). It is interesting to see the extent to which this decision model
corresponds to the conditions for desirable government interventions from an economic
viewpoint, as described in chapter 2.

Is the market sound?
Are consumers enjoying the
benefits of a competitive
~ market?

TOOLS
Yes Informational
Is there informati Instr
@ failure?
e
E g No \ Other
(% = Instruments
= g Are there behavioural /'
8 8 biases affecting
= decision-making and \ Behavioural
outcomes? Instruments

NFA = no further
action

Figure 4: Decision tree — Demand-side market analysis by consumer regulators
Source: OECD (2007: 13).

First the decision tree focuses on the demand-side of the market, compatible with the
view that issues of imperfect competition are better dealt with by competition policy.

Secondly, the model focuses on two different failures with respect to consumer
decision making, namely information failures and behavioural biases. The tools that are
distinguished in this model (referred to as informational, behavioural and other
instruments) are unfortunately not very well defined in the report. Traditional economic
analysis focuses mostly on information failures in consumer protection, but also grants
that externalities and public goods could form a basis for government intervention. Of
course, consumer policy is not the only vehicle for these interventions. Externalities can
be addressed via tort law; public goods could be provided by either stimulating
production in the market or by government institutions producing the public good
themselves. The decision model focuses on information asymmetries and behavioural
aspects in consumer decision making.

Thirdly, the decision tree pays explicit attention to the question of whether the costs
of government intervention outweigh the benefits of the intervention on behalf of the
consumer. Which costs could be attached to the government intervention is a topic to be
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addressed below. When the benefits of the intervention outweigh the costs, policy
response is warranted to counteract the market failure.

As a fourth point of interest, policy response is also warranted according to the
OECD decision tree when distributional issues are a concern. Following the decision
tree, when costs are falling to vulnerable or disadvantaged groups, policy response for
compensation or protection is justified. This argument does not correspond with standard
economic justification for government intervention. This is an equity argument, not an
efficiency argument: protecting disadvantaged parties through the use of consumer
protection law could be inefficient, and counterproductive from a social welfare point of
view % In general, the decision tree attempts to combine the classical economic view on
consumer protection with new insights developed by behavioural sciences and the aim to
address distributional concerns. This illustrates how behavioural insights are becoming
more important for policy makers, while traditional economic views also remain valid.

b. Behavioural implications for consumer policy

While there might be a case for government interventions in consumer
decision making based on behavioural insights, the extent of that intervention is still a
debated topic. Behavioural insights are said to call for paternalism, which can be defined
as actions interfering with the liberty of another person, without the consent of that other
person, to improve the welfare of that subject or in other ways promote his or her
interests (Dworkin, 2005). Insights from cognitive psychology can be argued to justify
constraints on individual choice by policy institutions (Rachlinski, 2003: 1166).
Paternalism is regarded quite negatively from an economic perspective. Individuals can
best decide for themselves, as they themselves are in the best position to know what they
prefer. Governments should therefore allow individuals optimal choice, and not intervene
with the options available to them.

Behavioural insights could give alternative reasons, other than economic arguments,
for government intervention. Ramsey discusses five main implications that behavioural
insights have for policy (Ramsay, 2007: 77-8): firstly, behavioural insights indicate that a
more careful analysis of the potential effects of disclosure programmes is necessary.
Disclosure should not be rejected as an important regulatory tool, but it should be
reassessed. Consumers interpret and assess information differently than predicted by
rational choice models, especially where risks are concerned; issues such as presentation
and framing of information are more relevant than previously thought.83 Secondly, even
when markets are competitive, when there is no excess profit being made by sellers,

82 Distributional concerns and fairness issues in policy have been topic of many debates, which will not be
further explored here. For some interesting arguments in the discussion, see Kennedy (1982), Swygert and
Yanes (1998), Kaplow and Shavell (2002; see Kaplow and Shavell (2003) for a summarising restatement
of the main arguments of the previous article) and Craswell (2003).

% The implications of behavioural insights for the policy instrument of information disclosure will be more
thoroughly discussed below, in section c.
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markets might still be suboptimal from a welfare point of view due to consumer biases.
As Hanson and Kysar argue, competition might even force businesses take advantage of
consumer biases, as their competitors are taking advantage as well (Hanson and Kysar,
1999b: 1424-5). Thirdly, as consumers have difficulties in accurate risk assessments, it
might be socially optimal to provide rules that remove such a risk from the market
entirely. Regarding for instance product safety, a mandatory and intrusive intervention on
behalf of consumers might thus be justified, even when this limits options to consumers.
Fourthly, consumer sovereignty has in the past been seen to trump government
intervention, as consumers know their preferences best. According to this view,
governments should allow people to make their own choices. Behavioural insights
suggest however that consumers benefit from intervention that helps them to improve
their choices, and maybe even protect them from foolish choices. Consumer sovereignty
might therefore have to lose its trump status in issues of consumer protection.84 Finally,
the distinction between rational and “vulnerable” consumers needs to be re-assessed. In
some policies, this distinction is made to allow protection for people who are less able to
make rational decisions. Children and mentally challenged individuals are considered to
be vulnerable, whereas mentally capable adults are usually considered rational. Whether
in policies the standard of “rational” or “credulous” consumer should remain to be
adhered to is a topic of continuous discussion.* Behavioural economics, especially
insights about framing and contexts, make it clear that distinguishing which types of
consumers will be more vulnerable is complicated. In some situations, nearly all
consumers can be expected to err in their decision making.

Among these implications, the reassessment of information disclosure is especially
relevant in the context of consumer protection policy. Information economics points to
the provisions of information as the primary and most desirable tool in consumer
protection policy.86 Behavioural insights however show that the interpretation of
information can be biased and therefore does not always correspond with traditional
insights from economic theory. Using the policy instrument of information disclosure
should therefore take behavioural insights into account as well.

c. Focus: information disclosure in the behavioural light

As has been discussed in the previous chapter, consumer protection is in economics
regarded to be mainly an issue of information. The other market failures notwithstanding,
information asymmetry is the market failure that is most relevant in consumer markets.
This market failure occurs frequently in consumer markets as the parties to the contracts
are of different types, namely commercial sellers and private consumers. Whereas the

8 The regulatory approach of soft paternalism will be explored below in section e. This is the regulatory
approach that behavioural literature often calls for, especially since the issue of consumer sovereignty and
free choice is regarded as an important point in this literature as well.

8 See for instance Incardona and Poncibd (2007).

8 See above, chapter 2, section 2.3.3c.
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other market failures are dealt with by specific interventions such as competition issues
by competition policy, consumer protection is seen as mostly aiming at decreasing
information asymmetry problems. As information asymmetry can lead to adverse
selection and thus decrease quality, information disclosure is often the instrument of
choice to correct the asymmetry of information. Behavioural insights however show that
this policy prescription is prone to suffer from several issues. Information disclosure
focuses upon providing information to consumers, often without providing any advice
about in what way or how much information is to be disclosed (Jolls et al., 1998a: 1533).

As indicated by behavioural literature, acquiring and assessing information might be
more troublesome for consumers than is implied by information economics. Due to
information overload, the quality of the consumer decisions can actually decrease.
Korobkin and Ulen point to two aspects of decision making that are most important in
causing people to make decisions that fail to maximise their expected utility. These are
the complexity of the problem at hand (too many options and aspects of those options)
and possible ambiguity in the content of the options (Korobkin and Ulen, 2000: 28-32).

As argued by Jolls, Sunstein and Thaler, providing information to consumers without
paying any attention to the format, quantity and effectiveness of the disclosure can be
inefficient or have adverse effects (Jolls et al., 1998a: 1533-5). Huge quantities of
information will be complex to apprehend and might even paralyse consumers into not
making any decision at all or neglecting the information altogether. When given highly
technical or excessive information, consumers “switch off”” and do not reap the benefits
of being informed. Risks might not be accurately taken into account by consumers, even
when they are disclosed. The information that is to be disclosed can also prime
consumers’ attention towards a particular product aspect, even resulting in decisions of
lesser quality (Lacko and Pappalardo, 2004). Through priming, attention is focused on
what is disclosed. This distracts the attention from other elements in the decision making
process, and can thus lead to suboptimal decision making.*’ Risks are interpreted
differently than rational choice models would predict. Merely providing information
about a certain risk therefore does not automatically imply that consumers will account
for this risk in their decision in the way predicted by RCT.®™ Product attributes or other
contextual items that should according to economic theory be irrelevant to the decision
are shown in empirical tests to have an effect after all. The effectiveness of information
disclosure can thus (willingly) be altered through framing of information.*’

When information disclosure is prescribed however, the presentation is often not
regarded in the prescription. Presentation is very important in framing choices, and
influences the decision to a large extent (Jolls et al., 1998a: 1533-5). Brooker and Cullum
caution that information regulation often does not have the desired outcome. Information
requirements seem to be a first remedy of choice for regulators, but this remedy is often

87 See above, section 3.2.2a.
8 See above, section 3.2.2b.
% See above, section 3.2.2f.
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applied without carefully construing the effectiveness of the policy instrument.
Regulators should therefore pay more attention to the design of regulation and its
effectiveness in achieving the desired regulatory goals. Information requirements should
be prescribed only when and in such a way that they will aid consumers and businesses
in overcoming information problems (Brooker and Cullum, 2008: 6). When information
disclosure is relied upon to cure information asymmetry, the effectiveness of that
instrument should be assessed. Prescribing certain formats or procedures to disclose the
information might increase the effectiveness of information disclosure.

Rachlinski points to another behavioural insight to information disclosure: cognitive
errors can undermine the benefits of information disclosure (Rachlinski, 2003: 1177).
Consumers are only aided by information disclosure if it helps them to make better
choices. Disclosure can however also lead to people being worse off. Sellers who have
disclosed the information in a way that concurs with policy prescriptions are often no
longer liable for mistakes made by a consumer not taking that information into account.
As information disclosure prescriptions do not account for behavioural biases, the
information disclosure might be legitimate though ineffective: the consumer, suffering
from information overload and biased interpretation of information, fails to accurately
take the information into account. As a result, while consumers have not benefitted from
the information disclosure, they are suddenly confronted with the fact that they no longer
have an action against the seller for not informing them. This adverse effect should be
weighed against positive effects of information disclosure, such as a decrease in fees or
prices and a general increase in quality of the item subjected to disclosure. The mere fact
that a certain term, price, hygienic procedure et cetera has to be disclosed makes this
product aspect salient to consumers and sellers. Notably, this can have also have a
positive impact on the quality of this product aspect, as sellers know that it will be
regarded extra carefully by consumers.

In the information economics discussion, Schwartz and Wilde already claimed that
information costs might lead to insufficient search, which in turn leads to supra-
competitive prices, which was not taken into account sufficiently by economic models
relying upon rational expectations. They argue for a more realistic model which allows
more insights about consumer behaviour to enter the assessment (Schwartz and Wilde,
1982). Rather than allowing the fact that consumers have difficulty interpreting
information to cause a rejection of disclosure regimes entirely, the notions in behavioural
sciences can be used to highlight the scope and limitations of these regimes and to point
out problems in certain markets and situations that might warrant further intervention
(Ramsay, 2005: 57). The impact of available information on the outcome of the
decision making process is subtle and often hard to predict, which calls for more
sophisticated approaches to the information problems (Hadfield et al., 1998: 141). In
light of behavioural findings, the government would be wise not to rely entirely on
information disclosure to overcome biased or uninformed consumer decision making and
to be aware of the effects of the disclosure regimes (Tiemeijer, 2009: 302).
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d. Behavioural policy approach: soft paternalism

Behavioural literature has often been criticised for being paternalistic. * In response
to that critique a specific kind of regulatory approach has been developed in behavioural
literature: soft paternalism. Since not all consumers decide sub-optimally, and in the
situations and conditions that are connected to sub-optimal decisions have not been
properly identified yet, behavioural literature often opts for government interventions that
do guide consumer behaviour but that still allow free choice if consumers would rather
decide for themselves. These interventions are commonly referred to as soft paternalism
but are also known as the lighter hand approach or light paternalism ! Soft paternalism
is a strand of regulatory approaches that share a common perspective: responding to
insights from behavioural sciences, they aim to change the outcome of biased decisions
but they do so without coercion and at low cost to people who would rather opt
differently. This element of free choice is what sets soft paternalism apart from ‘hard’
paternalism. The approaches that are combined in soft paternalism are compatible with
the free will of individuals. They assist people in enhancing their welfare by improving
their choices without coercing them to opt for a particular outcome. As argued by Amir
and Lobel, soft paternalism corresponds to the approach of new governance, which is a
form of government intervention that is situated between command and control on one
hand, and laissez-faire politics on the other (Lobel, 2004; Amir and Lobel, 2008).

Several versions of the soft paternalism approach might be suggested to account for
behavioural insights. Asymmetric paternalism, a term coined by Camerer et al., refers to
regulation that creates large benefits for those who are affected by the bias or heuristic at
hand, at very low or no costs to those who act fully rational (Camerer et al., 2003). It is
explicitly mentioned that some costs could be incurred by the rational parties. This
implies that asymmetric paternalism might have some distributional effect. Sunstein and
Thaler dub their approach libertarian paternalism, referring to a soft form of paternalism
that does not block choices and is therefore non-intrusive (Sunstein and Thaler, 2003).
Libertarian paternalism is the best known version of soft paternalism and aims to be
compatible with libertarian views by protecting the freedom of choice within these
regulatory proposals.92 This paternalistic approach claims to respect the autonomy of
individuals by setting non-mandatory defaults or opt-outs. Thaler and Sunstein argue that
when biases lead people to make undesirable decisions, ‘nudges’ based on behavioural
theory can gently steer them into a more desirable direction (Thaler and Sunstein,

 For a more extensive discussion of the criticism of paternalism in behavioural literature, see chapter 4,
especially section 4.3.3.

! The lighter hand approach is mentioned in OECD (2006: 18). Light paternalism is mentioned by
Loewenstein and Haisley (2008).

%2 Several authors criticise the denomination of libertarian for the policy suggestions made by Sunstein and
Thaler. The terms libertarian paternalism has been criticised as being neither libertarian, nor paternalistic.
As interventions cannot be value-neutral, Amir and Lobel (2008: 2120) claim these interventions cannot be
called truly paternalistic. Libertarian value freedom above all, which includes the freedom to make
mistakes and not have any architecture intentionally directing choice. See Griine-Yanoff (2008) for a
similar claim.
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2008).”> Optimal paternalism, as described by O’Donoghue and Rabin, recognises costs
and benefits of paternalism, including distributional issues, and argues for interventions
that aim at optimal welfare from society’s point of view (O'Donoghue and Rabin, 2003).

These approaches all aim to address the internalities: costs that people impose on
themselves but due to biases and heuristics fail to internalise in their decision (Herrnstein
et al., 1993). Traditional externalities, non-internalised costs imposed on other parties,
are dealt with by several forms of existing regulation such as liability and tort law. To
further address the consequences of negative or positive externalities, Korobkin proposes
to use the malfunctions in people’s decision making and steer them towards social
welfare enhancing options that might not be rational from the perspective of their
individual welfare (Korobkin, 2009). Externalities can thus also be corrected by nudging
people in socially beneficial behaviour. This welfarist paternalism is different from
asymmetric or libertarian paternalism as it does not necessarily aim to increase individual
welfare but does intend to improve social welfare.

While behavioural literature makes a distinction between these different versions of
soft paternalism, the approaches are actually quite similar. The non-intrusive nature, in
line with individual sovereignty and free choice, are a focal point in all types of soft
paternalism. Also, the types of problems and respective solutions that the approaches are
concerned with are comparable. In this research, the term soft paternalism will be used to
refer to the collection of various approaches described in this paragraph.

e. Some examples of soft paternalism

Soft paternalism focuses mainly on non-optimal decisions caused by either heuristic
shortcuts or on the apparent use of the intuitive and automatic system. If the result of this
decision making strategy is undesirable, policy makers could try to change this result
with a nudge that induces a different decision outcome without imposing it. This nudge
could for example provide certain information that might make people arrive at a more
rational decision. It could also change a default so that the outcome of the same decision
is altered, or utilise another bias that could influence the decision. Again, nudging it
crucially entails nothing more than a hint towards a certain decision; if people prefer to
do something else, they should remain free to do so. Any intervention that encourages,
but not mandates, people to switch from their current decision to another one that is
preferred by the party instigating the intervention can be seen as a nudge. To clarify the
concept of soft paternalism, some examples of softly paternalistic interventions will be
now discussed in more detail. Note that these interventions are not exclusively
implemented by governments; entities such as businesses can also enact softly
paternalistic business policies.

% ‘Nudges’ is an acronym which stands for six subtle methods for improving choice, devising a good
choice architecture: iNcentives, Understanding mappings, Defaults, Giving feedback, Expecting errors, and
Structuring complex choices Thaler and Sunstein (2008: 81-100).
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The best known example of soft paternalism is the Save More Tomorrow Savings
Plan, or the Tomorrow Savings Plan as it was originally called. Policy makers were
concerned about the low rate of saving in employees’ pension plans. The status quo in
this respect turned out beset at not saving: without any action on the part of the employee
he or she would not save or be enrolled in any pension plan. To overcome present biases,
hyperbolic discounting, or just plain and simple status quo bias, Thaler and Benartzi
developed the Tomorrow Savings Plan, in which an employee agrees to save a larger
amount for every increase in wage he receives (Thaler and Benartzi, 2007). The default
of non-saving has been changed to a default of saving, taking advantage of status quo
biases to cure present biases and hyperbolic discounting. This policy has been
implemented in several firms in the United States, and has proven to greatly increase
employee savings. Another example is provided by Sunstein, who suggest conferring
entitlements to the employees instead of to employers, and to let those entitlements be
waivable (Sunstein, 2001). This might be a solution for certain difficulties that
employees have when entering into a labour contract. As Sunstein explains, most
employees in the United States are under the impression they can only be fired ‘for
cause’, but the majority of labour contracts actually specifies the ending of the contract
‘at will’. He argues that many employees would apparently prefer to have a ‘for cause’
term in their contract, but are somehow unable to establish these term in the labour
contract. This could be partly due to status quo bias, or bounded rationality, meaning that
the employees fail to assess the contract accurately. Sunstein argues that the default
should privilege employees, as they are less knowledgeable about their rights. If they
want to contract around the privileges, and to get a higher salary instead, they are
welcome to do so. Employees are thus nudged towards contracts that supposedly are the
better choice, without this contract being imposed on them.

Sunstein and Thaler also suggest giving people feedback on their choices through the
RECAP method: record, evaluate and compare alternative prices (Thaler and Sunstein,
2008: 93-4). This instrument entails disclosure by the seller to the consumer of the
individual costs of the services rendered to him. An example of a feedback based
intervention is provided by Bar-Gill. When a use pattern can be established concerning a
certain good, especially when the relevant decision factors are complex, it is likely that
the seller of the good has more information about the use pattern of the consumer than
the consumer himself. This kind of situation might arise in fitness club or phone
subscriptions, or credit card applications for instance. Biases such as overconfidence and
self-serving bias are likely to influence decision making in these contracts. When the
consumer has been using the good or service for some time, the seller has acquired
information on the specific use pattern of the individual. Bar-Gill suggests requiring the
seller to disclose use pattern information to the consumer. With this information, the
consumer can be enabled to opt for a more welfare enhancing choice should the current
option be sub-optimal (Bar-Gill, 2007). Such a scheme could even provide new business
opportunities, such as websites that calculate the best price plan or credit card option for
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your established use pattern.94 Even before the consumer enters into the contract, the
seller could disclose information about the average use pattern, which would also be
likely to benefit consumers as it provides them with an anchor that could well make their
personal assessment more accurate.

Several other examples of providing better information and thus correcting bounded
rationality are suggested by Thaler and Sunstein (2008), for instance concerning school
choice. People often prefer the ‘easy option’ of the local community college than other
schools that might provide better alternatives, arguably because they feel overwhelmed
by the options available and have no access to relevant information. Providing a selection
of information for instance on pass and fail rates, ranking, and positions adhered by
alumni of the respective schools might enable people to make more informed choices. In
order to help people to realise that they are driving too fast, Thaler and Sunstein suggest
painting horizontal stripes on roads for instance near dangerous intersections. The nearer
the dangerous point, the closer these stripes should be to each other, so that people get a
sense of speed. Even when people realise the stripes are a nudging instrument, their
automatic system will still send a signal of speed when the stripes on the road are
noticed. It helps people slow down, which benefits everyone including the driver (Thaler
and Sunstein, 2008: 38).

The best-known example of a Dutch nudge, also mentioned by Thaler and Sunstein
(2008), is the Urinal Fly.* This nudge in the form of a sticker image of a fly placed in
urinals, famously introduced at Amsterdam International Airport Schiphol, has reduced
spillage of men’s urine by 85%. By providing them something to aim at, men are nudged
to spill less urine.”® Other examples of soft paternalism are putting up signs in parks that
remind people to bin their litter, signs that ask people to make an effort to conserve
energy, or setting the printer standards in offices to double-sided print. Governments
could enlarge the percentage of organ donations by either changing the default from opt-
out to opt-in, so that people have to consciously opt out of donating their organs, or by
making any conscious choice mandatory.97 Conscious choice could be made mandatory
for instance by obliging people to fill in a donor form when they come to pick up or
renew their drivers licence.”®

% Suggested by Richard Thaler, in keynote lecture at the Dutch Scientific Council for Government Policy
(WRR) lecture 2009, November 26" 2009, The Hague. See also Thaler and Sunstein (2008: 142-4).

** See www.urinalfly.com.

% These last examples correct for externalities and thus improve social welfare without improving
individual welfare per se.

7 Suggested by Richard Thaler, in keynote lecture at the Dutch Scientific Council for Government Policy
(WRR) lecture 2009, November 26" 2009, The Hague, based upon the current policies in the state of
Illinois, USA; see nudges.wordpress.com/2009/09/27/richard-thaler-on-organ-donation.

* For more behavioural insights into individual decision making, advice to individuals on how to
overcome biases and softly paternalistic interventions, see the books Nudges by Thaler and Sunstein (2008)
and Predictably Irrational, by Ariely (2009), and the Nudges website: nudges.wordpress.com. See for an
evaluation of both Ariely’s and Thaler and Sunstein’s books: Amir and Lobel (2008).
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3.3.3 Intervention strategies based upon soft paternalism

When policy makers suspect certain intuitions are causing consumers to make
decisions that are not in their best interest, policy makers can opt to intervene in the
decision making process. Choice is influenced by context, the range of options provided,
the presentation of these options and so on; choice architectures are always in place,
nudging decisions into certain directions. Three intervention strategies will be
distinguished, namely switching defaults, debiasing and rebiasing.

a. Choice architectures

As has been mentioned above and frequently pointed out by Sunstein and Thaler in
their research, choices are usually already nudged in a certain direction, whether that is
intentional or not. Choices are hardly ever, or never, made in a neutral environment. As
Sunstein and Thaler posit, neutral choice is impossible. Choice always depends on
context, the alternatives that are provided, the presentation of the various options, et
cetera. This choice architecture is always present in some way; either through
government or business action, wilfully or unintentionally, individuals are nudged
towards certain decisions. Businesses are well aware of this fact; government institutions
may be less aware, but their actions and interventions have consequences for choices
nonetheless. Choice architectures will influence choice even if they are unintentional; it
is the responsibility of the government to consider the effect of the choice architectures
that are put in place by government action or policy. The choice architecture that is in
place must be evaluated on whether it is appropriate, beneficial, or even optimal (Thaler
and Sunstein, 2008: 3).

An example of such a choice architecture can be found in empirical literature.
Cialdini describes how pursuasive communications can also produce counterproductive
effects in his study of theft of petrified wood (Cialdini, 2003). This study explored the
effectiveness of different signs that aimed to discourage visitors of Arizona’s Petrified
Forest National Park from stealing pieces of petrified wood. The first sign read as
follows: “Many past visitors have removed wood from the Park, changing the natural
state of the Petrified Forest”. The second sign read: “Please don’t remove the petrified
wood from the Park, in order to preserve the natural state of the Petrified Forest.” This
sign was accompagnied by a picture of a lone visitor stealing a piece of wood, with a red
circle-and-bar symbol over his hand. When the effectiveness of these signs was tested,
the first sign was shown to be much less effective in deterring people from taking pieces
of petrified wood. In fact, more people were taking petrified wood from the forest when
the first sign was displayed than when no sign was displayed at all. The second sign was
able to reduce petrified wood theft in comparion to the situation when no sign was
displayed. As Cialdini explains, the first sign is interpreted by individuals as: “Many
people employ this behaviour, so I would just be doing what a lot of other people are
doing too.” Cialdini refers to this type of statement as descriptive norms, involving
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perceptions of which behaviours are typically performed. The second sign on the other
hand is an injunctive norm, involving perceptions of which behaviours are typically
approved or disapproved. This type of statement, when negative, ostracises the few
individuals who violate the norm. Instead of portraying thievery as a behaviour that is
pervasive, the second message portrayed thieves as a tiny minority. People apparently do
not like to follow a tiny ostrasized minority in their behaviour. This example shows how
communicative statements, even though aiming for the same result, can have very
different consequences due to how they are interpreted by the target audience. Some
statements can even have counterproductive effects, nudging people towards the
undesirable behaviour instead of preventing it.

b. Switching defaults, debiasing or rebiasing
When a certain choice architecture is suspected to lead individuals make decisions
that go against their own and/or social welfare, several instruments can be used to correct
or account for biased decision making on behalf of the policy target group. Consumers
can be nudged into rational decision making or beneficially biased decision making, or
the default-decision might be altered. Policy suggestions based upon softly paternalistic
approaches therefore often involve one of these three intervention strategies:
= Switching the default rule so that the outcome of the decision will change,
whereas the decision making strategy of individuals is not altered;
= Encouraging people to switch their thinking-system from an intuitive to more
rational one by providing a specific selection of information, or by correcting for
other kinds of biases in order to debias the decision making strategy;
= Encouraging people to switch from one bias to another to arrive at more
beneficial outcomes; this change in decision making strategy could be described

S99
as rebiasing.

Switching defaults

The first type of intervention strategy that addresses sub-optimal decision making
due to biases and heuristics is to switch the default rule. In this way the outcome of the
decision is changed while the decision making strategy itself can remain intact. When
people used to employ the intuitive system to make the decision, they can and probably
will continue to do so after the regulatory intervention. The majority of cases addressed
by soft paternalism involve problems arising from a combination of too much, complex

% Jolls and Sunstein (2006) combine debiasing and rebiasing under one denominator, debiasing through
law. In some of the policy suggestions offered policy would deliberately use the interaction between
compensating biases. Through aiming to replace one intuitive type of thinking for another one consumer
heuristics are used to consumers’ advantage. This would fall under the regulatory strategy of rebiasing in
the typology mentioned above. Korobkin (2006: 14-6) does distinguish between interventions that aim to
push consumers into deliberation instead of relying upon intuition, or interventions that use heuristics to
their advantage.
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or contradicting information and too little expertise. Other complicating factors are a lack
of time to invest into the decision process or unwillingness to invest the necessary effort.
Furthermore, severe worries about the potential outcome of the situation might cause
consumers to block the decision from their mind. Individuals in these cases often opt for
relying on the default, or refrain from making a decision at all. Default rules have been
shown in several occasions to be ‘sticky’: even if a switch from the default rule would
involve negligible transaction costs and substantial gains, people still stick to the default.

Policy suggestions described above that involve switching the default rule regularly
involve switching from an opt-in to an opt-out default, for example in savings and
pension plans, including the Save More Tomorrow plan. Another example of this policy
intervention is a change from the default terms in contracts from ‘at will’ to ‘for cause’,
as are business strategies making use of switching defaults by for instance changing the
printer settings to double sided print.

Debiasing

In the second type of intervention strategy, individuals are nudged into more
conscious and rational decisions instead of intuitive ones. A switch from the automatic
system to the reflective system can be invoked by information designed to enable people
to choose rationally instead of intuitively or in line with heuristics or the default position.
Providing clearer, better and preferably less information could allow individuals to
switch to a decision strategy that implies weighing options more carefully than they
would have done before.

Of the above mentioned examples, interventions correspond to debiasing are
providing use patterns in credit card statements and fitness clubs, and providing
information about schools to enable informed choice. Mandated choice, such as requiring
people to choose whether they wish to donate their organs, can also be employed to
debias individuals. Failing to make a choice could in this case be due to inertia and the
dread factor, which cause individuals to postpone and refrain from choice as they do not
want to confront the issue. Mandated choice addresses these biases by forcing individuals
to make a choice. Self-interested interpretation can be tackled by specifically asking the
individuals to consider which aspects of the issue might work against them; in the
discussed example of plaintiffs and defendants, individuals who were asked if the judges
might find reasons to not rule in their favour made more accurate assessments of their

chances of winning the case (Babcock, Issacharoff and Loewenstein, 1997).100

Rebiasing

Policy makers can also use biases instead of eliminating them, or take advantage of
another heuristic that could influence decision making. In the third intervention strategy,
the countervailing effects that some biases might have are taken advantage of. To

100 .
See above, section 3.2.2c.
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overcome the negative effects of one heuristic, another bias might be employed to
compensate for these effects and thus nudge individuals towards welfare enhancing
decisions. Certain biases might lead to better decisions than others; nudging consumers
into employing these more beneficial biases might be more effective than aiming for a
rational decision (Amir and Lobel, 2008: 2116).

An example of such a detrimental bias that could be counteracted by another more
beneficial one is overconfidence in drivers. When safety belt regulation was introduced,
the consequences were twofold: on the one hand, the mortality rates of people who were
driving a car decreased, showing a positive impact of the newly instituted mandatory
rule. On the other hand however, the mortality rate of cyclists and pedestrians went up
(Peltzman, 1975). Apparently, people feel safer while driving buckled up and therefore
decrease the amount of care they take on the road. The overconfidence bias could play a
role here, especially since this effect is stronger when individuals feel they are in control
of the risks, as is usually the case with driving. Furthermore, people fail to fully
appreciate the damage they might cause other traffic participants. In response to this
externality aspect usually liability rules are set up to incentivise internalising the external
effects of careless behaviour. The above-mentioned example of painting stripes on the
road could nudge people into driving more slowly when approaching a dangerous traffic
point. To further encourage people to drive carefully, policy makers could use the
availability bias to counteract the overoptimism effect (Schwartz and Wilde, 1983: 1437-
8). When persons themselves or others in their close vicinity have recently been in an
accident, they change their actions. Policy makers could stimulate the dissemination of
information concerning the effects of being in a car accident, pointing not only to the
damage done to pedestrians but also to other passengers and relatives left behind. This
approach could furthermore be used to address cases in which individuals underinsure
personal risks, or to counteract health damaging behaviour such as smoking.

Nudges to invoke a change in a social norm also have links with this intervention
strategy. Following a social norm is likely to be an intuitive rather than a rational
decision. Signs in a park asking the public to bin their litter remind people of the social

norm concerning littering and thus encourages people to follow the social norm.'”!

c.  Which intervention strategy to use?

When deciding which intervention strategy to employ, several aspects are worth
bearing in mind. As with any policy intervention, these include of course the costs and
benefits of government actions. When it comes to behavioural intervention strategies and
the choice between debaising, rebiasing and switching defaults however, some issues are
worth special consideration.

1 Litter on the streets however reduces this effect, as people no longer believe that picking up litter is

what everybody does. See Sunstein (19962021) and Cooter (1998) for discussions of the expressive
function of laws, rules and notices.
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For a start, the level of intrusiveness of the intervention is very important. The
intervention strategy of debiasing could be regarded as less intrusive as it encourages a
more rational decision and thereby still allows consumers a range of options instead of
nudging them towards a certain specific decision that is deemed by the intervener to be
the most beneficial. However, debiasing often entails providing (better and less)
information, thus enabling individuals to make an informed choice instead of merely
following certain biases or accepting the status quo due to information overload. The
crucial point here is of course the selection of this information. Inevitably, the issues that
are highlighted by the nudging institution will become salient in the decision making
process, causing other issues to be are neglected. The policy maker would necessarily
decide for the consumer in this respect. One could however argue that this decision
would still be a more informed and argument-based decision than the decision that would
have been taken in the absence of any intervention. The intervention strategy of
switching defaults has the explicit aim of the default setting the standard for the decision
more often. This implies that governments choose a particular preferred end-result of the
individual decision making process, which will not be any more informed and argument-
based than the end-result without the government intervention. The default switching
intervention strategy is therefore quite intrusive, even when consumers can opt out with
relative ease. The fact that this intervention itself relies on the default bias, expecting
people not to deviate from the default option makes the intervention intrusive. This does
not necessarily have detrimental consequences; it does however complicate the position
of the policy maker and necessitates a large degree of discretion.'” Another issue to keep
in mind regarding discretion in setting defaults is that most often some choice of default
will have to be made anyway. Printers need to have a default setting; donation policies
will have a default option in case people do not state any preference; pension plans have
to be designed as either opt-in or opt-out procedures. There has to be a default setting,
and the way in which the default is set has consequences. The awareness that individuals
will probably stick to the defaults justifies and urges to take considerable effort in
making a well-balanced decision about the consequences of a particular formulation of
the default even though it might be intrusive. The choice of the default rule thereby
becomes very important; the default should be set in a way that optimises social welfare.

Another issue to consider is that the effectiveness of interventions strategies will be
influenced by the specific circumstances of the case. Consumers can not always be
nudged into rational decision making; they might already be overwhelmed by is the range
of options. In that case the debiasing process could be complicated by the fact that a
switch to rational decision making is unlikely to occur.'” Changing the default might

192 See for a discussion of policy-makers’ discretion resulting from behaviourally informed policy-making,
chapter 4, section 4.3.3.d.

19 An example of how a strategy of debiasing, trying to get consumers to decide rationally, making use of
relevant information, might not always be effective, can be given with respect to trying to enhance
consumer reading of standard terms. This example will be thoroughly discussed in chapters 5, 6 and 7.
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then be a better option. In cases like the social norms example described above, where
governments would like individuals to show behaviour that is efficient from a social
welfare point of view but not strictly speaking in the interest of the individual per se,
decisions based on rational choice might not produce the desired effect. Rebiasing might
then be most effective and efficient option from society’s perspective.

Furthermore, the predictability of the outcome of an intervention is important to
consider. Changing the default rule has the benefit of having a predictable outcome. Once
in a certain choice architecture a preference for the status quo has been established, the
end-results of decision making can be changed with relative easy. The only thing
governments have to do is switch the default to a more socially beneficial option.
Debiasing might not always have the effects it was set out for, but this procedural
intervention strategy does allow for freedom of choice by not intrusively and directly
stimulating the outcome of the targeted decision process. As has been pointed out by
Amir and Lobel, not all biases are linked to intuition. Sometimes, people do think more
consciously about their options, but they are still inhibited by certain biases. These
biases, as Amir and Lobel argue, are much harder to correct than biases based on faulty
intuition (Amir and Lobel, 2008: 2110-5).!°* The effect of rebiasing, using biases to
overcome other ones, can also be quite unpredictable. This intervention strategy, which is
arguably the most difficult one to implement, would require testing before it is
implemented. Still, as has been argued above, there might be circumstances in which
rebiasing is the most effective and efficient intervention strategy.

3.3.4 Summary: behavioural insights to (consumer) policy

Behavioural insights can have many implications for policy, especially consumer
policy. Consumer policy aims to benefit consumer interests. Consumers can suffer from
many biases and heuristics, which enable sellers to take advantage of their biased
decision making. Behavioural insights that have been introduced in this research are:
bounded rationality and information overload, risk perception biases, self-serving biases,
status quo biases, time related biases, contexts and framing, anchoring and adjustment
and bounded will-power. Governmental institutions and policy makers have recently
taken an interest in behavioural insights and are devising ways of implementing these
insights into policy. Behavioural insights can have several implications for consumer
policy. Biased decision making might provide a justification for paternalistically
protecting consumers from their own errors. This could even imply that consumer
interests are served by limiting choice instead of allowing consumers all possible options.
Even in competitive markets where according to traditional economic views market
failures are absent, consumer interests might still be harmed. Behavioural insight has
several implications for market instruments, especially the instrument of information

1% Amir and Lobel (2008: 2110-5) refer to these different biases as ‘type 1 biases’, biases that are linked to
intuition and reflexive thinking, and ‘type 2 biases’ that exist even when people contemplate their actions.
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disclosure. This policy instrument might be less effective than has been previously
thought, as consumers are not able to take full advantage of the information provided.
Information disclosure can therefore even have counterproductive effects, as sellers can
no longer be found liable for uninformed decision making on the part of consumers, even
though the disclosure has not served consumers any benefit.

Policy making that aims to enhance consumer choice has been criticised for being
paternalistic and interfering with the free will of individuals. To counteract this criticism,
a regulatory approach has been developed within behavioural literature that does not
obstruct free will: soft paternalism. Some examples of soft paternalism have been
discussed. Interventions in individual decision making can follow several strategies.
Consumers can for example be debiased, which means they are nudged into more
rational decision making. Another strategy is to change the default option of the decision,
which might be the most effective strategy especially when people have been shown to
usually opt for the default and debiasing is not an option. In other cases, consumers can
be nudged into using other biases to counteract the effects of the first one, which can be
referred to as rebiasing. Also, some issues have been discussed that should be considered
when deciding which intervention strategy to use. These include the intrusiveness of the
intervention, the effectiveness of it and the ease with which the effects of the intervention
can be predicted.
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3.4 Conclusions

This chapter aimed at establishing whether or not behavioural insights can give
implications for consumer policy that go beyond the rationales for intervention provided
by classic economic theory that were discussed in the previous chapter. In behavioural
literature, several biases and heuristics have been identified that might affect consumer
decision making. These insights do not correspond to standard economic theory and the
rational choice model of (consumer) behaviour. Following these new insights, biases and
heuristics evidently influencing consumer behaviour might provide additional rationales
for intervention in consumer protection. Conventional economics does not account for
biases and heuristics which can be abused by sellers or otherwise detrimental to
individual and social welfare. However, whether behavioural insights can predict
consumer behaviour more accurately than rational choice depends on the specifics of the
case. There is some evidence for dual processes in cognitive decision making, which
would imply the use of two systems of thinking; one more rational and analytical, the
other more affective and intuitive. Specific contexts should be assessed to see which
decision making process will be employed by consumers under which circumstances.

Behavioural insights can have several implications for consumer policy such the
requirement to protect consumers from their own errors, possibly even by limiting their
options. Consumer interests might be harmed even in markets where no traditional
market failures are present and the market is sufficiently competitive. The effectiveness
of information disclosure in aiding consumers in their decision making processes is
challenged by behavioural insights. Soft paternalism has been developed as a regulatory
approach that arguably does not impose specific decisions on consumers. Interventions in
individual decision making can aim to debias consumers; nudging them into more
rational decision making. Also, the default position of the decision can be changed to
alter the outcome of the decision without changing the decision making process itself.
Alternatively, heuristics can be employed to enhance the end-result of the decision.
Which intervention strategy is preferable should be carefully assessed, and depends on
factors such as the intrusiveness and effectiveness of the intervention combined with the
ease with which the effects of the intervention can be predicted.

In behavioural literature, it is commonly accepted that predictions and policy can be
improved by the implementation of behavioural insights in economic theory and policy.
However, the extent to which behavioural insight can be used to inform consumer policy
and interventions in a social welfare enhancing way is debated. The methodological
concerns connected to behavioural research and the normative issues that might arise
when behavioural insights are implemented in policy will be discussed in the next
chapter. Also, some guidelines will be developed to address these cautions and
considerations.
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4. Cautions and considerations for behaviourally informed consumer policy

4.1 Introduction

The goal of behavioural economics, as has been discussed in the previous chapter, is
to improve the predictions of economic theory, whether or not this includes bringing
about a consistent new theoretical paradigm. Behavioural law and economics aims to
extend this improvement of predictions to policy making and economic assessment of
laws and policies. However, the question of whether and how to implement behavioural
insight into public policy has been left unanswered until this point in the dissertation.
This chapter will therefore examine to what extent behavioural insights should influence
theory and policy recommendations. This dissertation will conclude that behavioural
insights can be used to inform theory and policy recommendations aimed at enhancing
social welfare, provided that certain cautions and considerations are taken into account.

There are two types of criticism concerning behavioural insights’ influence on
consumer policy: methodological versus more policy related concerns. The
methodological debate focuses on questions such as whether behavioural insight actually
has anything substantial to add to rational explanations and whether psychological
findings in economic theory can be generalised. The contextual dependency of
behavioural insight and the extent to which behavioural insight can serve as a basis for
tractable hypotheses will be discussed. Other topics in this section include conflicting
biases, the advantages of a simple theory and the empirical accuracy and reality of
theoretical assumptions.

The policy debate focuses on the specific concerns that might arise once behavioural
insights are used in policy making. Normative cautions and considerations related to the
possibility of biases being both beneficial and detrimental to consumer welfare are
discussed, as well as the possibility and likelihood of sellers taking advantage of
consumer biased decision making. This section will analyse the chances of policy makers
actually improving consumers’ biased decision making and the costs and potential abuse
of behaviourally informed consumer policy, including adverse distributional effects.

Subsequently the discussion will turn to explaining how the described cautions and
considerations can be addressed through enhanced policy design and decision making
procedures. A scientifically sound basis, an extensive market-based assessment of
consumer behaviour, interventions that are efficient and context-specific and heuristics
savvy combined with transparent and rigorous decision making procedures for policy
should enable behaviourally informed interventions in consumer policy to be devised in a
welfare-enhancing way. This chapter will conclude that behavioural insight can inform
welfare-enhancing consumer policy provided that the cautions, considerations and
guidelines that have been discussed in this chapter are taken into account.
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4.2 Methodological concerns to behavioural economics

Implementing behavioural research insight in theory or policy raises several
methodological concerns as well as certain issues that are more directly related to policy.
This sections aims to provide an overview of the methodological debate. It will also
determine the validity of the methodological critique, and then develop some cautions
and considerations that address this criticism. The next part of this chapter reviews the
‘normative’ discussion and discusses policy issues that arise when behavioural insights
are implemented in policy discussions and design.

The methodological issues of behavioural economics have been widely debated. Any
research that embarks onto new paths and aims to become part of the scientific paradigm
will have to pass the methodological test (Rabin, 2002: 659). The methodological debate
in light of the discussion on behavioural insights and their influence on economic theory
and policy has focused on several issues. This dissertation will discuss most important

. . 105
ones, including:

the innovativeness of behavioural insights, generalisability and
contextual dependency, tractability of behavioural insights and conflicting biases,
parsimony, empirical accuracy, and the extent to which research based upon behavioural
insights is able to make policy prescriptions.

After discussing the normative cautions and considerations connected to
behaviourally informed consumer policy in the next section, the fourth section of this
chapter will devise guidelines for policy to address these concerns and to steer consumer

policy interventions into a welfare enhancing direction.

4.2.1 Methodological concerns

The behavioural research project has evoked considerable critique regarding its
methodology, mostly from traditional economists. An overview of that debate will follow
here.

a. Innovativeness of behavioural insights

A first question point of critique raised against behavioural insight is whether it adds
anything new to the debate. This critique claims that both the theory and policy
observations that are discussed in behavioural literature can well be covered within the
rational choice paradigm. If the rational choice paradigm would also explain the observed
behaviour, there would be no need for behavioural theories in order to explain these
observations.

195 For a discussion of these issues, see for instance: Arlen (1998: 1768-70), Issacharoff (1998: 1734),
Posner (1998a), Rachlinski (2000), Rabin (2002) and Wilkinson (2008: 8-9).
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Explaining and predicting behavioural anomalies

When in behavioural literature a certain behavioural anomaly is pointed out,
conventional economic scholars typically respond by finding a rational explanation for
the observed behaviour (Jolls, Sunstein and Thaler, 1998b: 1595). For example, Posner
argues that issues such as hyperbolic discounting can be explained within the rational
paradigm by the notion of ‘multiple selves’; the present self having different preferences
than the future one. Also, there is a sound rational explanation for the question why
people would initially like to eat lobster, but lose their appetite once they have to choose
a live one from an aquarium. From a conventional economic viewpoint, one could argue
that these are two different goods; having different preferences for two different goods is
not surprising. Conventional economic scholars thus argue that the rational choice
paradigm is too easily dismissed (Posner, 1998a: 1553-6). Epstein finds several
traditional economic explanations that account for anomalous behaviour in a number of
cases that are contended by behavioural economics, such as teaser rates, hyperbolic
discounting and health clubs (Epstein, 2008: 821-31). Wright, discussing observations
regarding credit card debts, shelf space purchases in retail stores and standard terms,
argues there are sound standard explanations for the proposed behavioural anomalies and
that the behavioural insights are therefore irrelevant (Wright, 2007). Another argument
put forward by traditional economists is that the supposedly influential biases and
heuristics have in fact only a minimal effect on behaviour. A better understanding of
these biases and heuristics will therefore not (greatly) improve predictions of behaviour.

As has been stated in the previous chapter, there are however many behavioural
observations that are less easily reconciled with the rational economic framework.'"
Behavioural scholars maintain that decision theory and predicting behaviour can be
improved by behavioural insight. Differences in risk perception, inertia that cannot be
contributed to transactions costs and the framing of options that should not have any
effect on decisions are examples of situations that do not correspond to RCT.
Understanding the influence of present biases informs the understanding of behaviour
concerning savings, credit cards, advertising, procrastination, costly self-commitment
strategies to fight procrastination and so forth (Rabin, 2002: 671-2). These insights are
robust, which refers to the fact that they have resulted from several similar experiments.
Also behavioural insights can be shown to be significant enough to have a distinctive
effect on behaviour, and should be used to improve predictions (Fudenberg, 2006: 708).

Behavioural literature is quite critical of these attempts to provide a rational
explanation to behavioural observations, as this is deemed to stretch the applicability of
rational choice as a paradigm beyond acceptable limits.'"”” Furthermore, behavioural

106 gee above, chapter 3, section 3.2.3.

197 For critical views, see for instance Rabin (2002: 683) who argues that scholars go out of their way to
find an alternative “standard” explanation for behavioural phenomena whenever they can find one, even if
this would make the prediction counterintuitive and complicating. Kreps (1998: 170) argues that some of
the economic models developed to provide a rational explanation for behavioural observations are “too
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literature argues that even when thinner versions of rational choice can retrospectively
explain certain behavioural effects as rational behaviour, rational choice would have had
a harder time predicting those effects. A thin version of rational choice for instance
assumes that when a person acts, this act must be in accordance with his preferences and
therefore his self-interest, otherwise this person would not engage in the action. Choice is
thus necessarily welfare enhancing and rational.'”® Thin versions of RCT can explain
most to all phenomena pointed out by behavioural theory, but they lack predictive
powers as they are non-falsifiable.

Behavioural notions try to provide insights into why certain acts are engaged in or
omitted. These insights can help to explain and predict behaviour, and would not have
been developed when the paradigm of rational choice was exclusively used in economic
theory (Rachlinski, 2000: 765). Behavioural law and economics asks different questions
about law and policy than law and economics scholars or lawyers do. It exposes
influences on choice and judgement that would have never come up in either law and
economics scholarship or in traditional legal analysis. These insights, such as regret
aversion or the endowment effect, can be very relevant to law and policy. Behavioural
insights have furthered the discussions and ability of scholars to explain observed
behaviour, and the ability to predict behaviour in certain cases.

Alternative theories explaining one observation

In economics, some scholars still claim that rational choice as a theory should be
adhered to as long as it is not absolutely falsified. According to this view, the standard
explanations in line with rational choice should be favoured as long as the standard
explanations hold. Behavioural insight in general has not been proven to be more valid
than rational choice at explaining or predicting behaviour, and thus conventional
economic theory will be preferred by these scholars as the theory to predict human
behaviour.'” In response, Jolls et al. claim that the existence of two competing
explanations for one theory does not automatically imply that RCT should triumph (Jolls
et al., 1998b: 1595). Both sets of explanations and predictions should be carefully
assessed. The question should not be which paradigm is more valid in general, but which
set of insights is more valid in specific situations. After all, neither the predictions based
upon rational choice nor the ones based upon behavioural insights are shown to hold
under all circumstances.''® Economists who hold on to rationality and who deny that
behavioural insights have any value, are claimed by the defenders of behavioural theory

bizarre to take seriously, ... too complex to be of any analytical use whatsoever, or do not apply to all
cases”.

19 For thinner and thicker versions of RCT, see above, chapter 2, section 2.2.1b and Korobkin and Ulen
(2000: 1060-7).

199 See for this claim for example: Klick (2005: 555-9).

10°gee above, chapter 3, section 3.2.3.
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to suffer from “theory induced blindness” """ These scholars are unwilling to review their

theoretical paradigm, even though compelling insights that are contrary to their beliefs
have been brought to their attention. Behavioural scholars argue that behavioural insight
does not need to be proven correct in all circumstances in order to be a valid alternative
to RCT in some situations.

Still, theory induced blindness can also work in the opposite direction: Rabin argues
that the growing acceptance of behavioural economics has made some economists overly
receptive to alternative assumptions. The rational choice paradigm has always been
criticised as being counterintuitive and overly simplifying. Even though behavioural
economics offers explanations for behaviour that are more intuitive, they are not
necessarily or automatically more accurate. In some situations, rational choice models are
shown to provide more accurate predictions. Scholars of either current of literature
should be aware of their possible blindness. The existence of a ‘rational’ explanation
should not necessarily tip the scales in favour of one literature current, but neither should
the existence of a ‘psychological’ explanation (Rabin, 2002: 674).

b. Overarching paradigm: generalisability and contextual dependency

A common concern that is raised against on the influence of behavioural insight on
theory or policy recommendations is that behavioural law and economics lacks an
overarching paradigm. It offers explanations for observations, but encounters some
difficulty in predicting the outcome of the biases under even slightly altered
circumstances. The contextual dependency of these insights is high; they cannot easily be
generalised. The strength of the bias is hard to estimate. In some instances, biases run in
opposite directions, making the outcome uncertain. Behavioural insights are therefore
said to fail to generate testable hypotheses. The generality or generalisability of
behavioural insights, which refers to the extent to which the insights can be applied to a
wide set of phenomena, is called into question (Wilkinson, 2008: 8-9). Experiments that
are argued to provide evidence of behavioural anomalies are conducted in laboratory
settings, mainly using students. Critics of behavioural theory therefore doubt the external
validity, which can be described as the extent to which observations and causal
inferences from studies be generalised to other subjects and conditions. Therefore, in the
view of this critique, again the standard explanations should be favoured and rational
choice models should continue to be adhered to until a behavioural paradigm is
developed, upon which more theories and predictions can be built.

""" The term theory induced blindness was mentioned by Prof. Daniel Kahneman during his inaugural
lecture when receiving an honorary doctorate from the Erasmus University Rotterdam, November 6™,
2009; see also in interview with Haaretz, by Guy Rolnik, published online April 19™, 2009. Available at:
www haaretz.com/hasen/spages/1077151. Similarly, Korobkin (2005) argues against the “standard theory”
bias that exists among economic scholars. He furthermore claims that because decisive evidence is still
lacking and research efforts are necessarily limited by time and money, the more plausible explanations
and predictions should be the ones that are investigated; not just any possible theory.
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Creating a behavioural overarching paradigm

As has been described in the previous chapter, there is some debate about the
question whether the aim of behavioural research should be to develop an overarching
paradigm. It is doubtful whether a comprehensive paradigm based upon social
psychology can ever be constructed in a way that can compete with RCT. This issue is
tied to the nature of the science of psychology, as opposed to economics (Brennan, 2008:
32). Economists like to explain the world using a few axioms. Economic theory is
general and comprehensive. Traditionally, it uses deduction to come to theoretical
premises and predictions. Economists try to find general theorems, and from those
theorems deduct predictions. Psychology on the other hand is a more inductive science
and (hesitantly) uses observations to come to generalisations. Empirical findings are very
specific and context related, and can therefore not easily be generalised into one social
theory that explains it all. Psychologists often refrain from generalising their results,
fearing over-generalisation. Findings are done within their specific contexts, and results
will be accumulated only when this is methodologically possible. As Rabin explains,
psychology probes the details of human nature, and is not as devoted to generality as
conventional economics (Rabin, 2002: 672). Psychological insights are therefore less
suited to provide a theoretical basis for one comprehensive paradigm such as rational
choice, or to encompass the same generalisability. Therefore, a generalised theory of
decision making which accounts for behavioural insights might never be developed.
Behavioural economics does strive for generality, which could be accomplished through
updating economic theory with behaviour insights (Camerer and Loewenstein, 2004: 7).
The generalisability of behavioural notions will however remain a limitation of the
behavioural research project.

Contextual dependency

Behavioural notions are often context specific, and apply to the situation in which
they were observed; as they are (psychological) observations, they do not stem from one
overarching theory (Korobkin, 2006: 11). Contextual dependency complicates the
formulation of general predictions.112 A bias found in one context is not automatically
relevant to another context. Behavioural insights do not allow for an overly extensive
generalisation of observations. Another concern points to the standard methods of
behavioural research. Behavioural research is usually based upon laboratory and
experimental research, and often uses students at universities as subjects. The findings in
these studies might not be so easily generalised to situations involving non-student

"2 Methodological concerns about the contextual dependency of behavioural insights are mentioned by
many scholars. See for instance: Arlen (1998: 1768-70), Issacharoff (1998: 1734), Rachlinski (2000: 743-
4), Scott (2000: 1639) and Kelman (2003: 1363-4).
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individuals. Furthermore, the laboratory settings have little in common with real life.'”®

Empirical studies that review choices that people have made in their daily life are more
able to make valid generalisations than experimental or laboratory studies.''*

Scott argues that it is important to realise the limitations of behavioural science, as
social data is often too easily generalised. Data should be more cautiously interpreted,
especially when it is used for policy. This caution is even more important when social
data is interpreted by people who are not accustomed to interpreting statistics, such as
most legal researchers and policy makers (Scott, 2000: 1639, 43).'"> The difficulty of
understanding the significance of statistical studies is a further complication to a cautious
interpretation of the social data used in behavioural research. Statistical research is often
misinterpreted, even by expert researchers themselves (Hoekstra, 2009). Any statistical
study should be interpreted with caution; not all studies are sound; biases found might
not apply to all circumstances; a single study showing some behavioural effect cannot be
a valid ground for far-reaching policy decisions.

However, behavioural insight can improve the accuracy of predictions within certain
contexts. Observations made in behavioural research that are not easily generalisable can
still be relevant. Sorting out which biases affect behaviour in which contexts is important
when trying to implement behavioural insights in theory and policy. Psychology has a
tradition of researching how contexts influence behaviour. Context thus affects
behavioural research in two ways: on one hand, it poses a concern as behavioural
findings are not easily generalised and depend on context. On the other hand, behaviour
and decisions can be shown to be influenced by contexts, not only in the laboratory, but
also in real life. Behaviour is shown to be context-dependent, just as behavioural insights.
Context as an aspect of decision making should not be overly generalised, but included as
a variable or otherwise accounted for in behaviour research.

c. Tractability and conflicting biases

A related concern points to the fractability of behavioural notions, which refers to
the ease with which the theoretical models can be applied to different situations in terms
of making testable predictions (Wilkinson, 2008: 8-9). Explaining in retrospect why an
individual apparently came to a certain decision is not the same as predicting beforehand
how people will decide in certain situations. When biases can go either way, or when the

113 See Korobkin (1998: 661) and Levitt and List (2007) for discussions on generalising problems in
laboratory and experimental research. Della Vigna (2009) provides an overview of empirical literature on
psychology and economics that explicitly does not rely on laboratory tests.

"4 Bernheim and Whinston (2008: 452-3) provide several considerations for the interpretation of social
data for policy or theory, such as robustness, whether it is a sound study, whether the findings are based on
laboratory or real world observations, and which other explanations for the observation can be explored.

5 Scott (2000: 1639, 43-5) argues that especially legal analysts are prone to making unjustified
generalisations from social data. Legal scholarship, he claims, uses a generalising methodology. If A is
sufficiently similar to B, than A and B should be regulated in the same way. A is then either sufficiently
similar or it is not. The behavioural insights are more nuanced than the legal ‘black or white’ view.
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impacts and contexts of biases are unknown, it will be difficult for behavioural theory
provide valid predictions (Posner, 1998a: 1559). Tractability was especially considered
to be an issue when the behavioural research programme came into existence.
Behavioural research however is progressing and creating more and more testable
hypotheses. The tractability of the behavioural research programme is considered less of
an issue, now that the modelling of behavioural insights has advanced. Numerous
scholars have included insights from behavioural sciences into their models.''®
Behavioural insights are being used to create testable hypotheses, which are then tested
empirically (Della Vigna, 2009). In some situations however, conflicting behavioural
biases might be argued to have an effect on behaviour, which is a concern for tractability
(Hillman, 2000: 731-3). In these situations, it might be harder to pinpoint the causes of
the observed behaviour. As Rachlinski argues, conflicting biases still pose a real issue in
behavioural theory; they also however reflect the reality of human judgement. For
example, people do both underestimate and overreact to small probabilities of
unfortunate events.'!” Therefore, more behavioural research is needed; research takes
into account the contexts in which decisions are taken. Reconciliation of conflicting
biases can require extensive empirical research (Rachlinski, 2000: 746). To improve the
predictions of human decision making, an indication should be made of which biases will
have a stronger effect than other ones and of how different circumstances may influence
the dominance of one bias over the other.

d. Parsimony

Precise and testable hypotheses cannot possibly take all aspects of human nature into
account. A lean and simple theory that uses fewer assumptions, thereby allowing for a
relatively easy formulation of hypotheses is a valuable tool for predicting behaviour.
Parsimony is thus better than complicated and complex theories. Rational choice can be
argued to be more parsimonious than theories based upon behavioural insights;
behavioural insights complicate the story.

In conventional economic theory, how individuals exactly construe their choices is
considered to be irrelevant. The decision making process can be seen as a “black box”.
‘What is inside is not what economics is concerned with; economics is concerned with the
outcome of the black box. As long as the predictions by rational choice models hold, the
inside of the black box is irrelevant for theory and would only complicate the analysis.'"®
In order to create precise and testable hypotheses, some elements of human nature are to
be ignored. How individuals actually construe their decisions is not of interest, the choice
that they arrive at in the end is what matters to economists (Rabin, 2002: 672).

1% See for instance Munier et al. (1999), Rubinstein (1998) and Arlen and Talley (2008) on bounded
rationality modelling in general; see for examples of modelling behavioural insights, Bernheim and Rangel
(2005), Abdellaoui, Barrios and Wakker (2007) and Wakker, Timmermans and Machielse (2007).

7 See above, chapter 3, section 3.2.2b.

118 See above, chapter 3, section 3.2.1.
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Behavioural literature criticises the standard economic model for being overly
parsimonious, which actually results in low empirical accuracy (Wilkinson, 2008: 9).
Korobkin argues that the assertion regarding rational choice being leaner, simpler and
less complicated, is not always true (Korobkin, 2005: 782, 89-90). Rational choice has
already incorporated several assumptions that have complicated the analysis greatly, such
as the transaction costs, availability of information (or lack thereof), or whether
bargaining is costless or of a high cost.''” In some situations, Korobkin claims, a
theoretical approach based upon behavioural insights might therefore be more
parsimonious. An example of how assumptions are simplified in order to allow
conventional economics to provide predictions based on a simple and lean theory is the
doctrine of revealed preferences. The doctrine of revealed preferences enables
economists to assume that choices people make will benefit their well-being, instead of
having to assess whether choices actually improve welfare (Bernheim and Rangel, 2005).
One of the main insights from behavioural literature is that people in some situations
make choices that are inconsistent with their own welfare. Behavioural insights,
especially those related to the issues of saving and addictions, have claimed that the
choices that people make should not automatically be trusted to reveal their true
preferences. Preferences are shown to depend on contexts and defaults; they can
therefore be endogenous. Preferences also differ over time, an observation known as
time-inconsistent preferences. To illustrate this point: even if people would like to lose
weight in the long run, they prefer to eat chocolate now. The fact that the choices that
people make cannot automatically be assumed to correspond to their preferences, and
therefore to increase their welfare, is an important argument against the revealed
preferences doctrine.

Choices do not always reveal true preferences; that realisation however indeed
complicates the analysis. When choices can no longer be relied upon to reveal
preferences, scholars and policy makers will have to develop some other way of
distinguishing what it is people really want, and what therefore should be maximised
through decisions and policies. Assessing the true preferences of individuals is very
difficult. As Hill states: “Often, we just do not have a clue” (Hill, 2007: 448).120 Theories
based upon behavioural insights are likely to result in a more complicated analysis than
the rational choice paradigm would have provided. Rejecting the doctrine of revealed
preferences for instance results in questions that are very hard to answer. However,
parsimony could be traded off with empirical accuracy, as more facets of human
decision making can then be taken into account (Wilkinson, 2008: 8-9).

1% Rabin (2002: 673) questions the parsimony of economic theory, positing that looking at one copy from
Econometrica would suggest economists to be very able to deal with complicated theories; behavioural
insights would add to the realism of theory, while not complicating economic theory much further.

120 See Loewenstein and Haisley (2008: 216-23) for a discussion on which welfare criterion to use when
revealed preferences can no longer be depended upon. See also Jolls, Sunstein and Thaler (1998b: 1604)
stressing that they do not mean to imply government should find out what people’s true preferences are.
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e. Empirical accuracy and the reality of assumptions

The accuracy of predictions is what the behavioural research project aims to enhance
(Rabin, 2002: 674)."*' Behavioural scholars assert that increasing the reality of the
assumptions of theoretical models will improve the resulting predictions. The standard
assumptions of economic analysis, which for example claim individuals to have
exogenous and self-regarding preferences, a capacity for dealing with tremendous
amounts of information, rational expectations and instantly and correctly updating beliefs
about the occurrence of a certain event, are argued to be rather unrealistic.'** According
to behavioural literature, the predictions of economic theory stand to be improved by the
use of more realistic assumptions. In economic theory it is well established that RCT
often cannot provide a fully accurate description of human decision making. RCT is not
intended to be an accurate description of human decision making; it is constructed to be
an aid in predicting behaviour. As this instrument is lean and simple, many economists
prefer to adhere to standard economic assumptions in economic analysis instead of
accounting for behavioural insights. As has been put forward famously by Friedman,
economic theories are evaluated on the accuracy of predictions, not on the reality of
assumptions (Friedman, 1953). The simplicity and clarity of the analysis is aided by
making these assumptions, even if they are inaccurate descriptions of the human
decision making process. A theory can be contradicted only when its predictions are
proven to be flawed, or when another theory proves to be more accurate in its
predictions. RCT is by many economists considered the best way of predicting
behaviour; best being a combination of generality, parsimony and accuracy.

Concerning rational choice and behavioural economics, there is thus a struggle and a
trade-off between different features of theory: for a theory to be effective in its
application, it has to be simple enough to generate predictions, yet also subtle enough to
take the difficulties faced in real world situations into account (Issacharoff, 1998: 1733).
Economics has the benefit of being a relatively simple theory, but it (arguably) lacks in
predictive power. That very problem is addressed by behavioural insights, as it can be
shown to provide more accurate predictions in some situations (Jolls et al., 1998a: 1487-
8). Policy analysis can benefit from the methodological rigor of economics, while
incorporating a more realistic view of the errors people make by using behavioural
insights (O'Donoghue and Rabin, 2003: 191). The use of behavioural insights to improve
predictions could however render the model and research method more costly, less
parsimonious and less general. The question is whether the extra cost is justified by the
benefit of an improvement in the accuracy of predictions. A point to take into account in
addition to enhanced predictive power is that as behaviour research progresses,

12l Gee above, chapter 3, section 3.2.1.

'22 These standard assumptions have been developed mostly by Stigler and Becker, see most notably:
Stigler and Becker (1977). Critique to the unreality of standard economic assumptions has been given by
many scholars throughout the years, especially when economic theory should serve as a basis for public
policy. See for instance Schwartz and Wilde (1982).
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behavioural research will be applied to economic theory and policy more and more. Due
to experience, learning effects, and being able to apply insights from other studies to
similar but different fields, it will become easier and less costly for behavioural scholars
to apply their insights to economics and policy.

When the aim is to develop insights for laws and policies, other considerations come
into play. Choosing an instrument or paradigm to use in analysing the consequences of
law and policies is a cost-benefit analysis in itself. Increasing the complexity of the
analytical framework will increase its analytical costs; a simpler theory that is slightly
less accurate could then be preferred over a costly extensive method that delivers more
accurate results. What the behavioural approach gives up in parsimony and generality,
relative to RCT, could be traded off with enhanced accuracy in the development of
context-specific legal policy (Korobkin and Ulen, 2000: 1075). Again, as behavioural
law and economics becomes more developed as a research field, behavioural policy
research will become easier and less costly. A flawed policy prediction can also have
costly consequences; extending the research paradigm to include behavioural insights
might therefore very well be justified.

f- Normative implications

A last comment related to the methodology of behavioural economics is that it has
been criticised for not taking a normative stance. As long as behavioural economics
merely criticises RCT and does not come up with a positive theory that can serve as a
foundation, the research programme is doomed (Posner, 1998a: 1559; 1998c: 565).
Behavioural scholars agree that behavioural economics should do more than just provide
critique to law and economics and the rational choice paradigm. Behavioural insights
must be capable of being operationalised for specific legal regulations (Issacharoff, 1998:
1734). As the research programme has progressed, the normative implications of
behavioural biases have become clearer. Behavioural insights frequently support a
normative position, a position however that should incorporate the context of the legal
issue (Rachlinski, 2000: 741-2). Behavioural economics has evolved beyond a research
program that merely points out problems with current economic assumptions and has
moved on to systematically exploring behavioural alternatives to policy solutions
provided by economics (Rabin, 2002: 658).

As has been discussed in the previous chapter, several consequences for policy result
from behavioural insight (Ramsay, 2007: 77-8).'* Government interventions based upon
consumer biases might be justifiably paternalistic (limiting consumer sovereignty), even
when they restrict choice options; they should reassess information disclosure, and
consider competitive markets as well. A strict distinction between vulnerable and rational
consumers is deemed less relevant by behavioural theory as consumers might all be
vulnerable, or vulnerable in one context while rational in the other. A main source for

123 See above, chapter 3, section 3.3.2b.
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normative stances and policy prescriptions based upon behavioural insights is the work
of Sunstein and Thaler, most notably their book Nudge (Thaler and Sunstein, 2008).
Sunstein and Thaler provide recommendations for policy interventions according to soft
paternalism, which leaves the free will of the individual intact. These recommendations
are not general prescriptions for government interventions in the market as a whole, but,
corresponding to behavioural insights, are focused on specific circumstances.'** Besides
the methodological concerns reviewed above, several normative issues have been raised
concerning the consequences and effects of implementing behavioural insights into laws,
policies and policy recommendations. The cautions and considerations for behaviourally
informed policy that can be derived from this critique are the topic of the next section.

4.2.2 Conclusions

In the methodological debate, concerns are raised in relation with the incorporation
of behavioural insights into economic theory and policy. A summary of this debate will
be given below, followed by a conclusion.

a. Summary: the methodological debate

The first frequent critique of behavioural insights is that they do not add anything
new to the debate. RCT is argued to be able to explain nearly all of the anomalies pointed
out be behavioural theory. In response to this critique, behavioural literature contends
that even when RCT can be stretched to explain behavioural insights, it would not have
been able to predict them. Behavioural research has developed new and important
notions that are incompatible with rational choice, or that would not have come up in the
mere (or combined) contexts of rational choice and legal scholarship. Behavioural
research has therefore expanded scholarly knowledge about behaviour by being able to
generate more accurate predictions in certain specific cases. As rational choice is more
accurate in other cases, neither set of insights should be regarded as triumphant or
disproving the other. The predictions should be tested in specific situations to determine
the value of the both currents of insight.

Behavioural (law and) economics today lacks an overarching paradigm to compete
with rational choice as a theoretic base for predictions on the outcome of human
decision making. Economics and psychology are very diverse sciences. Where
economics is traditionally more deductive, general and comprehensive, psychology
focuses on observations within specific contexts and makes inductions from these
observations. Psychology is therefore hesitant to overly generalise these results. An

12 See above, chapter 3, section 3.3.1. To illustrate, an analysis will follow in the next chapter regarding
the desirable policy interventions in standardised terms in consumer contracts. This assessment will
consider conventional economic theory as well as information economics, behavioural insights regarding
this issue, and results from relevant empirical research, concluding that normative predictions can result
from behavioural insights in that specific policy issue.
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overarching paradigm like (micro-)economic theory, which relies upon a general
decision making model provided by RCT, might never be developed within the
behavioural research project. This however does not automatically imply that behavioural
insights cannot be used in economic theory or policy making. Economic predictions
could be updated with behavioural insights, thereby increasing accuracy in specific
contexts.

Psychological research, as well as behavioural economic research, relies heavily on
laboratory and experimental research. The extent to which these data can be accurately
generalised to fit real life situations can be limited. Any statistical study should therefore
be interpreted cautiously, and consideration should be given to the possibility of
overgeneralisation of behavioural data. Behaviour can be shown to be dependent upon
contexts. The tractability of the behavioural research programme is less of an issue
because behavioural (law and) economics has progressed and is now providing testable
hypotheses, and also testing them. Conflicting biases do reduce the tractability of
behaviour research; the compound effect of conflicting biases should be sorted out with
extensive empirical research. Economics has the benefit of being a parsimonious theory:
lean and simple, with few assumptions. Behavioural insights complicate the story.
Looking into the black box of decision making makes the assessment more murkys; it
could however also improve its accuracy. Parsimony could then in those cases be traded
off for empirical accuracy.

The most criticised aspect of RCT is the perceived unreality of its assumptions. In
defence of rational choice it is argued that the reality of assumptions is irrelevant, as only
the accuracy of predictions matters. Behavioural scholars are not the first ones to argue
that increased reality in the assumptions would increase the accuracy of predictions, but
they are the first to actually provide corroborating experimental and empirical proof to
substantiate their criticism. However, the implementation of behavioural insights in
economic theory would be likely to make the theory less general and parsimonious and
the assessment more complex and costly. Whether these disadvantages are outweighed
by the benefits of increased accuracy is a disputed question that can only be clarified by
doing context-specific research. The normative implications that stem from behavioural
research have also become clearer over the years. In behavioural literature, ample
evidence can be found of behavioural insights providing a normative stance. Strong
indications can be found to support the view that behavioural insights could be used, and
are being used, for generating testable hypotheses and policy recommendations.

b. Conclusions: methodological cautions and considerations for behavioural public
policy

In methodological discussions, several concerns have been raised with regard to the
implementation of behavioural insight in economic theory and policy. Some of these
issues have already been (partly) resolved by the developing behavioural research

99



4. Cautions and considerations for behaviourally informed consumer policy

project, other concerns are still valid. Therefore, certain considerations should be taken
into account when implementing behavioural insights into theory and policy:

= Social data should be interpreted cautiously. There is an evident danger of over-

generalising results from behavioural studies. A bias found in one study
conducted in a laboratory setting involving students should not automatically be
implied to give rise to concerns in real-life situations. Empirical studies should be
undertaken as results from this kind of study are more easily generalised.

= As behavioural insight and individual decision making are shown to be dependent

upon context, context should be accounted for in behavioural studies. Even
though psychological insights are less suited as a basis for one general paradigm,
through behavioural research the accuracy of predictions can be enhanced in
specific contexts. Behavioural theory thus calls for context-specific research,
theory and policy

= Conflicting biases can decrease the tractability of behavioural research. In cases

where conflicting biases can be argued to affect decision making, empirical
research (as opposed to experimental studies) should be used to clarify matters.

= Accounting for behavioural insight could increase the complexity and analytical

cost of the assessment and render the results more context-dependent. This loss in
generality and parsimony could however be traded off against increased accuracy
in the cases where behavioural insights are shown to enhance predictions. As
behavioural economics progresses, the analytical costs of behavioural research
will also decrease.

Even though behavioural insights are by now well accounted for in behavioural
economic literature, their impact on public policy is remains largely underdeveloped. The
relevance of a specific finding for policy is not always immediately clear. Several
behavioural considerations have however been brought up that should be taken into
account in policy and policy proscriptions. These considerations apply to issues such as
costs and (arguably) adverse effects of behaviourally informed policy, the ability of
policy makers to decide what is in the best interest of individuals, whether biases are
harming consumers or are actually beneficial, whether consumers learn from their
mistakes, whether sellers are actually able to abuse consumer biases (a common claim of
behavioural literature), and so on. These and other policy related issues will be discussed
in the next section of this chapter. The following section will focus on the effects and
consequences of translating behavioural insights into policy. The aim of this section is to
derive normative cautions and considerations for behaviourally informed consumer
policy.
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4.3 Normative cautions: using behavioural insights in consumer policy

Behavioural researchers and policy makers should realise that policy on the basis of
RCT, when inaccurate, could have very costly consequences as well. Behavioural theory,
when included in policy recommendations, might improve the accuracy of policy. This
section will review the policy discussion concerning the introduction of behavioural
insights into consumer policy from a social welfare perspective. The aim is to derive
normative cautions and considerations that should be taken into account when
behavioural notions are translated to consumer policy. The detrimental and beneficial
effects of consumer biases will be addressed, as well as consumer learning and the
strategic responses of sellers to consumers’ biased decision making. The capabilities of
policy makers to ‘correct’ biases of consumers will be discussed, including the biases
that might be affecting policy makers themselves. Furthermore, this chapter will analyse
the increased discretion of policy makers that might result from the far-reaching
interventions that are justified by the various biases and heuristics. The approach of soft
paternalism, which entails nudging individuals into decisions, can be criticised for being
manipulative, which is a serious concern for behaviourally informed consumer policy.
The costs of government interventions will be reviewed, focusing on the costs that are
mainly argued to be related to behavioural interventions: distributional effects, decreased
learning and increased dependency of consumers.

This section concludes with normative cautions and considerations for translating
behavioural notions to consumer policy. These concerns should be addressed, or at least
accounted for, when deciding to what extent and how behavioural insights can and
should be implemented into (consumer) policy. The section that follows next will
therefore discuss how some of the cautions and considerations can be addressed in
policy making processes.

4.3.1 The implications of consumers’ biased decision making

As has been argued in the previous chapter, consumers’ decision making is
influenced by several biases and heuristics which possibly lead to welfare-decreasing
choices. However, even when behavioural insight can show that behaviour is affected by
these biases and heuristics, government intervention is thereby not necessarily warranted.
Biases and heuristics can be very helpful and efficient in simplifying personal
decision making processes. Also, consumers can learn from their mistakes, or be
educated to improve their faulty decision making. Allowing people to make their own
mistakes could therefore be a valuable and very efficient consumer protection policy
strategy.
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a. Biased consumers acting against their own welfare

Even when behavioural insight can show that consumers are under the influence of
biases, it does not automatically follow that this biased consumer decision making is
welfare decreasing. Heuristics simplify decisions by requiring a limited amount of time
and effort. Every individual utilises heuristics and biases to make decisions on a daily
basis. Behavioural shortcuts help people to reach a decision which is relatively beneficial
without having to weigh the consequences of every option. The decision reached might
not be optimal considering the overall choice-set, but including the costs and benefits of
the decision making process itself it might be quite close. Relying upon heuristics can be
a welfare enhancing choice strategy in the light of information and deliberation costs
(Kelman, 1998: 1583). Heuristics help when important decisions need to be made fast,
such as in life-threatening situations (Gigerenzer, Todd and ABC Research Group, 1999).
Individuals can also employ biases and heuristics themselves, making behaviour seem
irrational when it is not. For instance, paying high yearly fees for gym subscriptions
might seem irrational when the consumer actually does not use the gym very often.
However, the subscription might be specifically employed by the consumer as a self-
commitment device, without which he knows he would never attend the gym. The
advance payment makes people want to get some benefit out of their ‘loss’, and makes
them feel guilty for not attending the gym after they have paid a high subscription fee.

Biases may have other beneficial effects. Self-serving biases are one of the prime
examples of cognitive quirks that, even though they impede optimal decision making,
have beneficial effects nonetheless. Being positive about one’s own abilities is
considered to be very healthy in social and clinical psychology. People are shown to have
overly optimistic views of themselves. Only people that have been diagnosed with a
clinical depression are shown to make accurate predictions about their likelihood of
success. Positive illusions serve people very well, and promote their psychological well-
being (Taylor and Brown, 1988; 1994). Also, people sometimes feel the need to help
other people out, thereby abiding to social norms. Other regarding preferences, even
though not necessarily rational from the perspective of self-interested individual
rationality, can be argued to be highly efficient from a social welfare point of view
(Stout, 2006: 27-35).

Problems arise though, when heuristics fail and render consumers vulnerable and
easy to be taken advantage off, making ‘rational fools’ out of consumers instead of
rational actors (Slovic et al., 2002: 339—40).125 When choice is complex, or when the
consequences of a choice lie mainly in the (distant) future, consumers can easily be
deceived by their own biases and heuristics. Other examples include irregular decisions
and choices that are so dreaded (or complex) that they cause inertia and consumers end
up not making any decisions at all (Camerer et al., 2003: 108). Loewenstein and
O’Donoghue criticise pre-commitment devices, claiming that these instruments of

123 See for a discussion of how sellers might be abusing consumer biases: below, section 4.3.2.
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altering behaviour through self-imposed feelings of loss or guilt are a crude and
insufficiently effective way of controlling one’s own behaviour (Loewenstein and
ODonoghue, 2006). These are situations which therefore should be assessed by
policy makers to see whether social welfare could be improved.

b. Consumer learning and education

Another point of critique often offered by economists against behavioural insight is
that consumer error does not by itself warrant a change in policy recommendations, as
consumer error will be corrected by the market. Competition, learning by consumers and
the education of sellers by consumers will drive out consumer errors (Epstein, 2006). The
traditional economist’s argument proceeds as follows: people learn from their mistakes.
Confronted with the detrimental consequences of their previous decision, they improve
their biased decision making and are then able to choose a more beneficial option when a
similar situation arises. Learning effects will cause irrational behaviour to disappear over
time; people should therefore be allowed to make their own mistakes (Kelman, 1998:
1583). Relying on consumer learning could be a very effective and efficient instrument to
support consumer welfare.'*°
Whether or not consumers are able to learn from their mistakes or can be educated to
employ improved decision making strategies, depends on several factors such as
feedback, spill-over effects, the cost of education and ability to improve the decision
based upon the mistake. Also, the size of consequences might prevent learning and
correcting mistakes.
= Feedback: for consumers to know that decision making could be improved, they
have to be aware of the flaw in their strategy. Feedback will only be taken into
account when the consumer has an incentive to do so. When the consequences of
the malfunctioning decision are small, consumers might not feel that improving
their decision strategy is worth the trouble. Empirical evidence suggests that
learning does not occur in every context and/or situation. Even highly
experienced experts rely on misleading heuristics (Guthrie, Rachlinski and
Wistrich, 2001: 782-3).

= Spill-over effects: learning by one consumer can have spill-over effects on the
decision strategies employed by other consumers, thus increasing social welfare.
The information strategies that are employed by sellers can also be improved
when the learning process of consumers can provide feedback to sellers.
However, one person learning does not necessarily make other people learn the

12 Some evidence of consumer learning is discussed by Epstein (2008: 811-3). Agarwal et al. (2007)
discuss how consumers are found to be best able to reach decisions about financial products when they are
about 53 years of age. This would indicate that younger consumers have yet to learn, and older consumers
have forgotten what they had learnt before.
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same lesson; this implies that the external effects of learning might cause not
enough learning in the market (Bar-Gill, 2007: 8-9).

= Cost of education: sellers have an incentive to educate consumers when they are
better able to fulfil consumers’ true preferences than their competitor. They can
thus be a valuable source of information. However, it might be more beneficial
for sellers to rely upon consumer biases than correcting them.'”” This holds
especially when the bias is hard to correct, such as in the case of information

overload concerning highly complex information.'*®

When sellers put new
innovations in the market, consumers need to be educated about the advantages of
this new product. Scepticism about new developments, cheaper products, high
savings rates, low mortgage interest rates or other benefits and relying on
incumbent firms stifles competition. The balancing act between knowing when a
product is too good to be true or a great new innovation might be quite difficult
for consumers. Even when consumers can nowadays disseminate information
amongst each other, the risks remain that new innovations are mistrusted and are
not at all or only after a long time picked up by consumers (Hviid, 2009).
Consumers can also opt for ‘education’ through information intermediaries,
delegating individual decision making to privately employed experts with better
judgement. Delegation to privately employed experts can however be
prohibitively costly (Bar-Gill, 2007: 10).

= Ability to improve: consumers should be able to correct their decision making
strategy. As has been mentioned above, some mistakes might be irreparable or too
costly to repair; relying on consumers to employ improved decision making might
be ineffective in these situations. In order to correct decision making strategies, a
similar situation needs to arise in which the improved strategy can be employed,
preferably with a relatively short time span between both situations. People do
learn from their mistakes but if the mistake is remote, the lesson might be
forgotten. Even when a person receives a lesson in one situation, he might not
apply that lesson in a slightly different context, because he fails to recognise the
similarities. Some decisions are taken for a lifetime, or are very seldom. It is hard

to learn from these mistakes.

127 See for a discussion of how sellers might be abusing consumers’ biased decision making below, section
432.

2 Next to severe information overload, other factors causing biased decision making are not easily
counteracted, such as the dread factor linked to decisions involving death and huge suffering. Even when
people know that the dread factor influences their decisions, this might not cause them to change their
feelings or decision strategy. Procrastination, linked to present bias, is another flawed choice strategy that
seems to be employed over and over again even when people know it is detrimental.
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= Size of the mistake: a mistake that has huge detrimental consequences could very
well stimulate improvement in the decision making process for a next similar
decision, but the question arises whether consumers should perhaps be protected
from making this very detrimental mistake in the first place. Allowing the
consumer to learn in this situation is very costly, and might not be warranted from
a social welfare point of view.

To summarise, consumers’ biased behaviour is not necessarily detrimental, but it can
be. Education and learning could overcome faulty decision making when appropriate
feedback is provided, aided by spill-over effects. Education by sellers or information
intermediaries, when costs of education are not prohibitively high, could also correct the
market failure; however, there has to be an opportunity to improve the decision based
upon the mistake. When the consequences of the mistake are particularly detrimental,
learning by making mistakes might not be an advisable policy strategy.

4.3.2 Sellers taking advantage of consumer biases

If consumer decision making is constrained by biases and heuristics, and these biases
potentially lead consumers to make welfare decreasing decisions, a question remains
whether sellers respond strategically to these biases. This could result in a further welfare
decrease. In order be able to respond to them, sellers need to be aware of the biases and
heuristics and they need to be able to take advantage of biased consumer
decision making. Although marketing literature does suggest a general awareness of
consumer biases in the market, this awareness can be disputed, especially when it comes
to small and medium enterprises. The same goes for sellers’ strategic ability to take
advantage of biased decision making employed by consumers: even though empirical
research suggests that sellers are able to abuse consumers’ biased decision making,
reputation and competition between sellers might be sufficiently effective to deter sellers’
abuse of biases. Sellers could overcome consumer biases by education or lowering
switching costs. Also, private party information intermediaries could help consumers in
correcting their faulty decision making. Whether sellers are actually abusing consumer
biases and heuristics needs to be clearly established in the process of deciding on and
developing market interventions.

a. Sellers’ awareness of biases and heuristics

In behavioural literature, it is often claimed that the private sector has known about
human biases for a long time, adding that companies frequently take advantage of these
biases to increase their profit (see for instance Ariely, 2009: 1-27)."” To support the

' Hanson and Kysar (1999a: 726) claim that “manufacturers will behave as if they know the behavioral
literature and then some” (italics in source), implying that the knowledge of sellers will go beyond that of
behavioural scholars as they are driven by competition and profit.
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claim that sellers are highly informed of biases and heuristics that affect consumers,
economic scholars often refer to marketing literature. To illustrate the discussions on
consumer decision making, a model of consumer sophistication taken from marketing
literature will be briefly discussed (Lee, Christensen and DeRosia, 2008). This model
exemplifies how different biases and heuristics, such as risk perceptions, contextual
circumstances and cognition are interpreted in marketing literature (see figure 4).1%

In this model both motivation and ability are incorporated as primary factors for
consumer care in buying decision processes. Elements of motivation are: the interest in
the decision, perceptions of corresponding financial, social and physical risks and
whether the buyer is a professional, avid hobbyist or not very involved in the transaction.
The extent to which a consumer is aiming to employ and enjoys exerting cognitive skills
in the decision process is also relevant to factor of motivation. The ability to exercise
sufficient care in decision making comes down to personal traits such as knowledge, age,
education, problem solving skills and cognitive abilities in general such as the capacity
(hardware) and capability (software) to take sufficient care.

Extent of Cognitive Effort
Degree of Consumer Care

/'

T

A. Motivation

B. Ability

1. Level of involvement

2. Intrapersonal

a. Situational b. Enduring traits 2. Intrapersonal traits
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Figure 4: Model of Consumer Care
Source: Lee, Christensen and DeRosia (2008: 589).
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Besides by personal traits, the ability to take care is influenced by contextual
variables such as distraction, limited information, limited comparison opportunities, time
pressure, frequency of exposure and complexity of information. Economic literature
takes only a couple of these issues into account, such as the amount of information and
the frequency of exposure. The behavioural literature does focus on the contextual

1% As Lee, Christensen and DeRosia (2008) describe, this model is set up to allow for detailed predictions
regarding the circumstances in which consumers can be expected to experience source confusion, in
relation to trademarks.

106



4. Cautions and considerations for behaviourally informed consumer policy

variables and the cognitive ability to a larger extent than economic literature does, even
though not all of the elements mentioned in the model are included. A very interesting
observation in the model is the need for cognition, which refers to a preference for
thinking: consumers who enjoy thinking more than others get a positive (or less negative)
impact from the decision making process itself (Lee et al., 2008: 593-4)."*' Behavioural
literature often argues that conventional economic theory is too output-focused and that it
neglects the decision making process; the disutility of this neglect is claimed to be
habitually overlooked in economic assessments. Utility of the decision making process
itself is however a new insight to even behavioural theory.132

Consumer protection regulation does not incorporate all of these aspects of the
consumer decision making process, and whether full incorporation would be required is
highly doubtful. This model however does illustrate how consumer decision making is
perceived in marketing literature. As sellers can be assumed to base their marketing
strategies on relevant information, marketing literature would be a useful source of such
information. The suggestion that knowledge about consumer biases and heuristics can be
acquired in the market however does not provide adequate justification for the
enforcement of (intrusive) regulation onto sellers. It needs to be established whether
sellers are in fact able to use this information to their advantage, and if so, whether this in
fact results in a consumer welfare detriment that should be addressed by regulation.

b. Strategic responses to biases

Many scholars argue that sellers abuse biases of consumers in their own interest and
even provide evidence to substantiate that claim."” Camerer et al. state that firms may
exploit consumer errors and that better choices by consumers should increase total
welfare (Camerer et al., 2003: 110). As argued by Hanson and Kysar, if consumers suffer
from heuristics and biases, the search for gain will make sellers exploit these tendencies.
They claim that manipulation of consumers by sellers is an “inevitable result of the
competitive market” (Hanson and Kysar, 1999a: 726). Market participants, driven by
market forces, will exploit the cognitive “shortcomings” of potential clients in their own
interest. A failure to do so will make companies fail in the market; abusing consumer
biases is therefore the only viable survival stmtegy.]34 Della Vigna and Malmendier also
argue that firms have incentives to accentuate consumer biases in order to profit from
them, and they provide evidence of corresponding contract design in several business

31 A comment with respect to cognition: in marketing, psychology, law and economics jargon is different.
Cognition in marketing, meaning need for cognition, implies a preference for thinking and going over these
decisions. Cognition in psychology refers generally to decision making processes in the mind.

B2 It does relate to self-fulfilment or feelings of self-efficacy, which are mentioned in psychological
literature, see for instance Gist (1987).

13 See above, chapter 3, section 3.3.1 for examples of situations in which sellers are argued to take
advantage of consumers’ biased decision making.

'3 This position is echoed by many scholars, such as Korobkin (2006: 6), Loewenstein and Haisley (2008:
234), and White (2009).
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sectors such as credit card, gambling, health club, life insurance, mail order, mobile
phone and vacation time-sharing industries (Della Vigna and Malmendier, 2004). Several
studies show that firms take advantage of the non-rational expectations that consumers
have of their own capabilities in for instance self-control or avoiding procrastination,
such as the expected amount of times they will go to the gym. The profit-maximising
strategy for firms is to magnify this bias, not to counteract it (Della Vigna, 2009: 363).'%
This strategy is not necessarily driven by malicious motives, it is the market mechanism;
if competitors use this strategy to make money, other companies cannot afford to stay
behind.

However, the potential abuse of consumer biases might not be as problematic as
these examples suggest. Firstly, not all sellers might be able to take advantage of the
biases and heuristics in consumer decision making, because they are biased themselves
(Garvin, 2005). This especially refers to small to medium enterprises. Secondly, as has
been explained above, sellers could respond to biases and for instance complex
decision making by educating consumers, for example by offering simpler choices to
attract consumers (Epstein, 2006). Sellers do respond to consumer biases, but the
outcome is not necessarily detrimental to consumer welfare. Another example is related
to switching costs. As rational apathy can be seen as an extra burden on switching costs,
competitors could try to make switching even easier or less costly, so as to attract more
consumers. They could provide information about how to switch, compensate switching
costs or take over all administrative procedures that the switching entails. As has also
been described above however, when consumer biases are difficult or costly to correct,
sellers might be better off making use of these biases instead of correcting them. Thirdly,
private industry can also be incentivised to help people make better choices when
interests of consumers and sellers are aligned. This strategy to enhance social welfare
takes advantage of the information possessed by sellers to help consumers (Loewenstein
and Haisley, 2008: 216). Examples of industries where interests align between
commercial parties and consumers are savings and adherence to drug treatments.

A careful assessment of welfare decreasing effects of biases should be part of
behaviourally informed consumer policy making. Behavioural insights might cause
consumers to suffer a decrease in their utility, possibly due to strategic behaviour by
sellers. Evidence of sellers’ abuse of consumer biases and heuristics can be found in
some circumstances. However, sellers might not be able or not even be out to abuse
consumers’ decision making. Actual abuse by sellers should be empirically investigated
in the relevant market setting, before behaviourally informed policy aiming to enhance
decision making and social welfare is designed and implemented.

135 See Della Vigna (2009: 362-3) for an overview of such studies.
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4.3.3 The capabilities and interests of policy makers

The next topic concerning welfare-enhancing policy is the capability of
policy makers themselves. Scholars disagree on the extent to which policy makers are
able to counteract biases in consumer decision making, and how their own personal
interests influence their perception of consumers’ best interest. This is an important issue
in paternalistic government interventions. Paternalist interventions inherently imply the
claim that the policy maker is better able to make this decision for the consumer in the
interest of the consumer, than the consumer him- or herself. This is generally a disputed
claim. Opponents of paternalistic intervention argue that policy makers might be biased
themselves. The critics claim that behavioural insight increases policy makers’ discretion
as behavioural insight offers a wide range of justifications for government interventions.
The possibility of manipulating consumers’ decisions wilfully and deliberately is viewed
with great apprehension by conventional economists and liberal policy makers alike.

a. Deciding for the consumer

Paternalism, deciding for someone else in their own (perceived) best interest, can
serve two kinds of motive (Henderson, 2009: 4). The general justification offered in
policy discussions is most often that consumers are in need of protection from
themselves.'*® The first motive is then that policy makers genuinely believe that they are
increasing social welfare by either helping individuals to increase their own or by forcing
them to internalise the external effects of their actions. The second possible motive for
paternalistic intervention however is that policy makers are trying to manipulate policy to
impose decisions onto consumers, whether these decisions are in the best interest of
consumers or not. Economists are very sceptical of the ability of policy makers to decide
what is best for other people. They heavily criticise the notion of dismissing consumer
sovereignty and thereby doing away with the authority consumers have over their own
decisions and the freedom to decide as they see fit."”” The costs of government
decision making are argued by these critics to be much higher than the costs of private
decision making (Glaeser, 2006). Consumers have a direct incentive to overcome
personal errors, as they themselves are affected by these errors. When policy makers are
deciding for other people, they might err in deciding what is best for the others. Error
costs in deciding “what is best” might be higher when the government decides for others
than when individuals make that choice for themselves. Furthermore, policy makers can
suffer from biases as well as consumers do (see next section): why would they be any
better in making welfare enhancing decisions than consumers?

13 As is for instance suggested by Sheldon (1974: 17).

37 The following quote from Issacharoff (1998: 1745): “... it would be indeed ironic if greater insight into
the complexity of human decision making became the justification for taking the freedom to decide, even if
imperfectly, from those very individuals.” See also Van den Bergh (1990).
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There is a danger involved in allowing policy makers to intervene in consumer
choices (Bernheim and Rangel, 2005: 3). Policy makers might be forcing their own
preferred choices upon other people, regardless of whether that would be beneficial to
social welfare. Certain decisions such as the choice regarding certain foods, preference of
hygiene or safety standards, or even sexual orientation and religion could be interpreted
as not revealing people’s “true interests”. The principle of revealed preferences protects
consumers against government’s inaccurate estimations of the desirability of decisions. If
choices made by consumers are however no longer deemed to provide valuable
information on what consumers want, policy makers could be able to justify far-reaching
interventions into people’s life choices. Caution is therefore required when policy makers
are allowed to decide on behalf of consumers what is in the consumer’s best interest.

b. Policy makers are biased too

Policy makers, just like any other individuals, are prone to suffer from biased
decision making."”® As mentioned above, policy makers might genuinely aim to make
people better off and thereby increase social welfare, but the decisions they make in order
to accomplish this benefit might be biased. There are several biases that are especially
relevant to policy making.

Overoptimism causes people to overestimate their success rate. As this bias occurs
predominantly in situations where people feel that they can influence the outcome of
their actions, it can be argued to also apply to policy makers’ decisions. Policy makers
might be overoptimistic about the impact and the consequences of their own policy plans.
When making a decision on behalf of citizens, the availability heuristic will cause
lawmakers to respond to only some risks and problems, namely the ones that are salient
to the public (Korobkin, 2006: 9-11). Self-serving biases, which cause people to interpret
data in their favour, might trigger policy makers to (consciously or unconsciously)
construe the available information advantageously, or to be inexplicably drawn towards
their own preferred policy option. Most policy decisions are unlikely to be a clear cut
case, because the consequences of policies are not always very clear. Policy evaluation is
not an exact science (Van Boom et al., 2008: 41). As policy is affected by a myriad of
viewpoints, facts can have uncertain consequences or consequences that are positive in
some aspects, but negative in other. Consequently, selection bias might play a role in
policy decisions as well. In addition, policy makers can fall short to hindsight bias.
Hindsight bias causes people to estimate the risk that a particular event will occur
differently once the event actually has taken place. This might result in welfare
decreasing policies, and the creation of too many provisions against some event that has
just happened but is unlikely to materialise again anytime soon. Interested parties can

1% Mentioned by several scholars, such as Harrison (2008), Benjamin and Laibson (2003) and Zanitelli
(2009: 13-5).
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even use this bias to influence policy making for their own benefit using “availability
campaigns” (Kuran and Sunstein, 1999: 712).

As people tend to employ biases and heuristics, it is likely these biases will be found
in policy makers too. As intelligence is no guarantee against biased decision making,
even these presumably very capable and usually democratically elected government
officials cannot be assumed to consistently make unbiased decisions. Behavioural
insights therefore also provide a warning against government interventions in the choices
of civilians (Benjamin and Laibson, 2003: 8-9). Glaeser argues that biased
decision making is actually an argument against paternalistic interventions, as people
have better incentives to correct their own biased mistakes than biased government
decision makers do (Glaeser, 2006: 134). However, one could also argue that
policy makers have more information and a better overview of that information. They
might be better able to steer people’s decisions towards better choices than people can
themselves, especially when the choices are complex and they require the processing of
loads of information (Loewenstein and Haisley, 2008: 214). Even though policy makers
are also confronted with biases, their decision making might be less flawed than that of
consumers. The argument that policy makers are likely to be affected by biases and
heuristics in their policy decisions, as well as other human beings, remains however a
worthy consideration.

c. Discretion of policy makers

The use of behavioural insight in the development of policy is claimed by critics to
increase the discretion of policy makers. Behavioural economics is portrayed as
supplying policy makers with a Laundry List: a list of biases and heuristics that have
been empirically tested to apply in some circumstance and that policymakers can resort
to whenever they are in need of a justification for their political endeavours (Rachlinski,
2000: 749). The problem with this sort of list is that it would not necessarily relate to a
context in which those biases would actually occur (Korobkin, 2006: 12). Not only
would this list be too extensive, the relative weight of these biases and heuristics could
never be assessed in a general way either; a general way that would apply in each and
every context, to each and every person, or to an identifiable group of people (Frijters,
2008). A list like this would merely provide a suggestion to be taken into account when
devising policy. Behavioural insights on the list, it is argued, could have one effect in
some situations and in other situations quite an opposite one. The assessment of which
effect is relevant and stronger in which case can be difficult. The greater the number of
such insights to be accounted for in policy, the more difficult the weighing of different
arguments becomes. As this weighing of arguments is in the end up to policy makers, the
inclusion of behavioural insights into policy decisions could increase the discretion of
policy makers to a great degree. Policy makers, so it is argued by critics, will then always
be able to find a behavioural notion to support their policy action.
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Further concerns regarding government discretion are that the political processes
might be hijacked by minority interest groups (Harrison, 2008: 62)."* Critics claim that
demands for regulation often come from rent-seeking producers; the regulation resulting
from these demands might very well be detrimental to consumers (Field, 2008: 96). They
also argue that once the first steps in the direction of paternalist policies are taken, the

risks of outrageous constraints of consumer choice are lurking.'*

d. Manipulating consumer decisions

The fear of government interventions into free will has caused behavioural literature
to focus on the regulatory approach of soft paternalism."' Behavioural literature points
out several cases in which governments have to provide a starting point, a default rule, a
choice between opt-in or opt-out, et cetera. This starting point inevitably affects choices
and preferences of affected individuals (Sunstein and Thaler, 2003: 1165). Policy
intervention is therefore unavoidable, even if the intervention does not aim to steer
consumer decision making in any direction. As soft paternalism keeps free will intact,
consumers are free to decide in whichever way they want.

Soft paternalistic approaches, in which consumer decisions are nudged in a certain
direction, are however also criticised. The main fear is that even though consumers are in
theory still able to make their own choices, their choices will in fact be manipulated by
the government’s choice architectures to an unacceptable degree. Even when choice
architectures were already in place, these architectures would not necessarily have been
devised to deliberately push consumers’ decision making in a certain direction. The
manipulation of individuals justified by behavioural law and economics through soft
paternalism is claimed by opponents of soft paternalism to be inconsistent with consent,
will and dignity (White, 2010). They argue that consumers are not free to choose, as they
are deliberately pushed towards certain decisions. Soft paternalism can be devised in
such a way that the motives of policy makers do not even have to be made known; it is
just a change of the default, who would mind that? A change in policy without a
requirement for the (actual) motivation behind this change to be known runs a high risk
of being unacceptably manipulative, the opponents claim.

The concern of unacceptable (degrees of) manipulation of policy plans is argued to
be especially relevant to those cases where policy makers are in some way discontented
with the choices that people make and therefore nudge them in a different direction,
irrespective of which decisions will be in the best interest of individuals. Policy makers,
so the critics argue, have no way of knowing what is in the best interests of individuals,
besides basing themselves on the choices of the individuals. Therefore, the autonomy of

"% The risk of regulatory capture will be briefly discussed below, section 4.4.1e, and more extensively
explored in chapter 7, section 7.2.5g.

140 These arguments are known as slippery slope arguments, see for instance Whitman and Rizzo (2007)
and Zanitelli (2009: 17-8).

141 Gee above, chapter 3, section 3.3.2.
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individuals should be respected. Perceived unacceptable manipulation of policy is
regarded to be a specific problem of soft paternalism and this point provides a strong
caution for the translation of behavioural insights into policy. Government interventions
could be perceived as excessively or wrongly manipulating because they are not in the
best interest of consumers but a result of politicians wrongly interfering with consumer
decision making. Consumers might reject these behaviourally informed policies, mistrust
the government or respond in other ways that have undesirable consequences. The risk of
perceived manipulation when consumers’ decisions are deliberately nudged in certain
directions should be carefully acknowledged.

434 Costs of paternalistic government interventions

Market interventions that aim to correct a market failure or biased decision making
will cause society to incur several types of costs that are a burden to social welfare.'*?
Administrative, monitoring and enforcement costs are all connected to government
interventions and can potentially be very high. Regulation that is enacted and fully
implemented might be hard to remove later on. Policy that aims to correct consumers’
biased decision making might result in several other costs. As not all consumers might
suffer equally from the same biases, interventions that aid vulnerable groups might
thereby also damage sophisticated consumers. Companies affected by consumer
regulations will have certain costs connected to compliance with these regulations.
Furthermore, paternalistic regulations can have adverse effects. Whether the costs of
government intervention outweigh the benefits should therefore be carefully assessed.
Two specific kinds of cost connected to paternalistic government interventions will now
be discussed in more detail: distributional effects and negative effects on consumer
learning and dependency.

a. Distributional effects

Interventions in the market to protect or benefit some individuals can have
distributional effects, which means that other people might suffer a loss due to these
interventions. Government interventions might aid certain consumers more than they
benefit other ones. Regulation to benefit the “unsophisticated” consumer might not be of
any benefit to sophisticated consumers, whereas they are contributing to the payment of
intervention costs through taxes. Sometimes, interventions could even be detrimental to
sophisticated consumers, as some of the products they prefer can no longer be acquired in
the market due to consumer protection interventions. Risky financial products could here
serve as a possible example. Distributional effects might still increase general social
welfare, but deserve some attention nonetheless as some parties do lose out (Amir and
Lobel, 2008: 2123). Sophisticated consumers have no need for such interventions, and

142 Gee above, chapter 2, section 2.2.3.b.
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the help to unsophisticated consumers could come at their cost. Camerer et al., aware of
this fact, hence dubbed their type of soft paternalism ‘asymmetric paternalism’: benefits
and costs of the interventions will not affect different groups to equal measures, and will
therefore be allocated asymmetrically (Camerer et al., 2003).

Furthermore, when governments help consumers to overcome biases and to become
more sophisticated regarding for instance saving, credit cards, and telephone
subscriptions, the companies that offer these products will suffer losses (Amir and Lobel,
2008: 2123). On the one hand, companies affected by consumer regulations have to incur
certain costs in order to comply with these regulations, for instance information
disclosure policies. On the other hand, these companies may have relied upon specific
market procedures and product types in response to consumer biases. They will suffer
losses as a consequence of a change in consumer decision making. Even though total
social welfare might increase due to the interventions, the losses suffered by companies
should be taken into account as a consequence of government interventions.

These distributional effects are real and unavoidable when biases in consumer
decision making are corrected. Paternalistic interventions will very likely result in
sophisticated consumers and companies having to face costly consequences. All
distributional effects, where some groups benefit but other groups are less well off,
should be taken into consideration, not only the effects to the group of consumers this
intervention aims to benefit.

b. Decreased learning and increased dependency of consumers

Government interventions to overcome consumer biases can also have adverse
effects in the sense that consumers do no longer feel the need to act prudently and or to
learn from their mistakes. Regulatory interventions might prevent individuals from
learning from the consequences of their actions, therefore becoming totally dependent on
government protection (Winick, 1992: 1756-9). Klick and Mitchell claim that costs of
government interventions to overcome consumer biases in the long run will outweigh
short term benefits due to negative learning and motivational effects. Paternalistic
interventions reduce an individual’s incentive to act deliberately and carefully, resulting
in consumer moral hazard. Interventions such as restricting choice options and muting
feedback signals are likely to restrict learning opportunities. Also, as contractual freedom
is required for the development of competence in decision making, the overall
competence in this respect will decrease and the need for paternalistic oversight in other
domains could be intensified (Klick and Mitchell, 2006). Consumer moral hazard can
thus be an adverse effect of paternalistic interventions and increase the dependency of
consumers on government instruments and interventions.'*

Minimising consumer accountability for poor choices reduces incentives to choose
well. Consumers might be lulled into a false sense of security since the government will

143 See above, sections 2.3.3b.
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protect them, even when they have failed to assess the consequences of their decisions
sufficiently. Consumer vigilance is an important asset in the market place, as consumers
are the best suited party to look out for their own interest (Hviid, 2009).'**
no longer feel responsible for the consequences of their own actions, this sentiment could

If consumers

lead to bad decision making on the part of consumers. The fact that consumers make
poor choices is not by itself a justification for regulation (Silber, 1990: 73).

However, it is important to note that (softly) paternalistic policies do not completely
preclude learning. Interventions to correct biases and heuristics can employ other
strategies than merely the instruments of changing defaults or minimising options.
Debiasing, which entails giving less but better information, can strengthen careful
decision making and induce consumers to make informed choices in cases where they
used to rely on defaults. In these cases people might actually learn from positive
reinforcement, which could result in more informed decision making in other situations
as well as the one in which the government has intervened (Loewenstein and Haisley,
2008: 214). Also, in cases where consumers do not deliberate their decisions, and are not
likely to do so even when their decisions prove faulty, learning is unlikely to take place
anyway. In these cases, decreased learning due to behaviourally informed interventions is
less of a problem.

4.3.5 Summary and conclusions

Biases and heuristics might very well influence consumer decision making in a way
that is detrimental to consumer welfare. When aims are undertaken to correct consumers’
biased decision making through (softly) paternalistic government interventions however,
several issues arise that complicate the effective translation of behavioural insight into
policy. These normative issues, which have been discussed above, will be summarised
here. Following that, conclusions will be drawn from this discussion, resulting in an
overview of normative cautions and considerations that should be taken into account
when translating behavioural insights to policy.

a. Summary: normative cautions for behaviour consumer policy

Consumer decision making is likely to be affected by biases and heuristics that
provide an opportunity for sellers to take advantage of consumers. However, even if
several biases affect consumer decision making, policy interventions are not
automatically warranted. Decision making which relies on heuristic shortcuts can be a
quite efficient decision strategy for consumers to reach relatively good outcomes.
However, when choices are complex, not made on a daily basis, holding consequences

' Hyiid (2009) also points out that it is not always easy for consumers to distinguish which offers are ‘too

good to be true’ or whether they are genuinely innovative improvements to the current standard. Consumer
protection might help innovative sellers to deservedly gain market space, as consumers are less fearful of
trying new and unknown products.
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that are dreaded or that lie mainly in the (distant) future, consumers could easily be
deceived by their own biases and heuristics. Self-commitment strategies might work, but
are a crude mechanism. Allowing consumers to learn from their mistakes and to correct
their own decision making strategies could be a very efficient way of preventing faulty
decision making. Learning however is not always possible. Feedback, incentives to learn,
spillover effects to other people, costs of educating consumers, being able to improve the
decision making strategy are all important aspects of people’s ability to benefit from
learning. Some mistakes are just too costly to make, and government intervention might
be justified to prevent such a decision from ever being made.

Even though information on consumer decision making is available to sellers, they
might not be able to use this information to the detriment of consumers. Sellers might be
biased themselves. Competition between sellers might cause sellers to educate consumers
about their biases; it might however also force sellers to abuse consumer biases as they
cannot stay behind in the market. Policy makers might not be better able than consumers
themselves to decide what is in the best interest of consumers. Even though policy
makers are biased too, they might have more and a better overview of information at
their disposal, enabling them to make more sophisticated decisions on behalf of
consumers. The incorporation of behavioural notions in policy will increase the possible
justifications for new policy plans and is therefore likely to increase policy makers’
discretion. The possibility of abusive manipulation of consumers’ decisions by
deliberately nudging them in certain directions against their best interest is another cause
of concern. Admittedly, some policies involve choosing a starting point or default
position, which necessarily includes a policy choice. However, increased discretion and
perceived manipulation of consumers’ decisions are an issue in behaviourally informed
consumer policy that is worthy of serious consideration.

Finally, next to the costs that are related to government interventions in general,
paternalistic interventions aiming to improve consumers’ decision making can come with
specific types of additional costs. Policies that aim to provide support for unsophisticated
consumers might have detrimental effects for sophisticated consumers, and will also be
costly to sellers. Whether the increase in welfare to one group merits the decrease in
welfare to another is a policy decision; from a social welfare perspective however, such
effects should always be taken into account. Government intervention can also increase
consumer moral hazard as consumers become less vigilant when they no longer have the
ability or incentive to learn from their mistakes. The intervention instrument of debiasing
however might provide an example of soft paternalism which nudges people into
(rational) deliberations. Consumer learning could therefore be increased by soft
paternalism and stimulate consumers to make careful assessments in other situations.
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b. Conclusions: normative cautions and considerations for behavioural consumer
policy

Before implementing interventions that aim to correct consumers’ biased
decision making, several cautions and considerations that are connected with the
translation of behavioural insight into (consumer) policy should be considered. The main
normative considerations for the use of behavioural insight to improve consumer policy
can be identified as follows:

= It should be assessed whether perceived consumer biases are detrimental for
consumers in reality. Consumers might learn from mistakes, or they might be able
to be educated by sellers and information intermediaries. Also, it should be
established whether sellers in fact abuse consumer biases. When choices are
complex, not made on a daily basis, holding consequences that are dreaded or that
lie mainly in the (distant) future, the government is more likely to efficiently
improve consumer decisions.

» Policy makers should be well aware of the difficulties in deciding what is in the
best interests of other people, including the fact that they may be biased
themselves. The reason that people decide as they do might very well be that they
actually prefer this decision; consumers might also prefer to be able to decide for
themselves, even erroneously.

» The increased discretion allowed to policy makers and risks of manipulating
consumers’ decisions against their best interests are special concerns of
behavioural theory. Consumers perceiving ‘benign’ interventions as wrongly or
exceedingly manipulating could have counter-productive effects.

= Paternalistic interventions can result in costs to sophisticated consumers and
sellers, and risk increasing consumer dependency while deterring consumer
learning. These adverse and distributional effects should be taken into account
when deciding on the welfare-enhancing effects of interventions.

These cautions and considerations should be taken into account when behavioural
insight is included in consumer policy design. The negative consequences of a
behaviourally informed policy should where possible be counteracted. The increased
discretion and risks of manipulation are especially relevant concerns that have to be
addressed in policy making procedures. Some policy measures for devising behaviourally
informed consumer policy, that do take the cautions and considerations mentioned here
into account, will be discussed in the next section.
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4.4 Guidelines for cautious behavioural consumer policy

The behavioural claim is that even when one acknowledges the increase in
transaction costs, the complexity of the analysis, the risk of regulatory capture, the
difficulty of pinpointing true preferences and the other concerns mentioned above, the
use of the assumptions of rational man as a basis of policy prescriptions could still have
more negative consequences than the incorporation of behavioural theory. Behavioural
notions point out several issues that could result in a decrease in social welfare. These
issues, which are linked to consumer decision making processes, are regularly
overlooked by standard economic analysis. The concerns that have been specified in the
previous sections should however be taken into account whenever behavioural insight is
employed as a basis for policy. In the following section, some policy measures will be
discussed to address the methodological and normative cautions that were reviewed
previously. These policy measures will be used to generate (non-exhaustive) guidelines
for the cautious development of behaviourally informed consumer policy.

44.1 Addressing the cautions and considerations

The cautions and considerations from both the methodological and the normative or
policy perspective are valid concerns and they should therefore be addressed. This
section will provide ways of accounting for some of these cautions and considerations.

a. Scientifically sound basis for policy analysis

First, the methodological concerns that have been raised with respect to the effects of
behavioural insight on theory or policy will be discussed. A sound scientific basis should
underlie any policy analysis and recommendation. When in a certain market consumers
are argued to behave under the influence of biases and heuristics, this statement should
be carefully assessed. Behavioural studies should also be conducted in contexts that are
equal or similar to the market conditions in which the bias is argued to be effective and
detrimental. Empirical studies should be undertaken to enhance the scientific basis. Data
should be interpreted cautiously, refraining from undue generalisations. Statistical studies
merely suggest certain observations; evidence about biased consumer decision making
should not be inferred from one study. Literature or a collection of articles of which the
common message is not heavily disputed, suggesting a common observation, is more
trustworthy. Only when a sound scientific basis has been established and the claim that
consumers are biased in a certain market can be credibly asserted, a market-based
welfare analysis can be conducted.
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b. Economic welfare analysis is more than rational choice

Economic theory provides highly valuable insights about markets, the behaviour of
agents within that market, market failures and the costs and benefits of government
interventions correcting those market failures. Economics has produced further insight on
the basis of RCT than merely predictions of individual behaviour. For instance, market
failures and social welfare considerations provide rationales for government intervention.
Also, different costs and benefits to government interventions have been established. An
example is the insight that consumer protection will in the end be borne by consumers
themselves, and also that increasing costs to consumers do not necessarily decrease
consumer welfare if consumers get higher quality in return. Economic theory has a long
history of establishing a general framework for analysing the economic effects of laws
and policies. The costs and effects of rules, law and regulations, the incentives that they
create for market parties and desirable strategies for intervention in the market can be
described using economic analysis. Economic analysis is therefore an extremely useful
tool for the development of efficient and effective consumer policy. Traditional
economic analysis should not be abandoned in favour of behavioural insights, even in
those cases when behavioural notions are better able to explain and predict behaviour
than rational choice. Rational choice is only one part of the entire set of economic
insights. Economic insight can still be valid and relevant to policy issues even when
consumer behaviour in certain situations is better explained and predicted using biases
than RCT. In these cases RCT could be abandoned in the pursuit of accurate predictions
of the behaviour of market parties in favour of behavioural insights. However, other
relevant insights that have been pointed out by economic theory still hold, such as
reputational concerns of commercial parties, costs and adverse effects of government
interventions and the working of the market mechanism as a whole. The entire picture
required for policy analysis includes more aspects than only individual behaviour;
economic analysis therefore still has a role to play even when individual behaviour in
certain cases is more accurately predicted by behavioural insights. Sound economic
principles and a rigorous evaluation of the costs and benefits should provide the
foundation of any proposed government intervention.

c. Market-based analysis of consumer behaviour

Studies should be conducted in the relevant markets to assess the discussed
consumer behaviour, taking as much of the particulars of that market into account. In
cases where consumer biases are argued to be detrimental to social welfare, these
behavioural assessments should portray the following characteristics:'*

195 As is discussed in Ogus (2005), OECD (2007) and Bar-Gill (2008: 801-2).
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= Behavioural assessments should be sound scientific and preferably empirical
market-based studies of relevant consumer behaviour. This includes the contexts
in which consumers take decisions. When analysing consumer behaviour, both
conventional economics and behavioural insights should be explored for
explanations of the observed behaviour. Both sets of insights should be evaluated
according to their accuracy at explaining and predicting consumer behaviour in
this particular context;

* When biases are shown to affect relevant consumer decision making, the
assessment should shown whether or not these biases are abused by sellers to the
detriment of consumers;

» The assessment should provide a full examination of consumer and social welfare
effects of relevant consumer behaviour and strategic response of sellers. This
assessment should explore the decrease in welfare suffered by consumers due to
inhibitions in their decision making process, whether those inhibitions stem from
information asymmetries or from heuristics and biases. Consumer learning,
education by sellers and other market corrections to overcome consumer biases
should be also be regarded as relevant material to be included in the assessment.

d. Designing behavioural interventions: efficient, context-specific and heuristic-savvy

An intervention that is designed to counteract the negative consequences of biased
consumer decision making should correspond to three criteria: it should be efficient, so
that the benefits of the intervention outweigh its costs but also that no other intervention
is more effective at similar costs; it should be context-specific, meaning that it should
address particular issues within consumer decision making and refrain from overly
general solutions; and it should be heuristic-savvy, which implies that it should account
for choice architectures and where possible employ biases.'*®

Efficient

For any government intervention, the requirement of efficiency implies that the
intervention should (1) be effective in counteracting the negative consequences of the
consumer bias, (2) provide more benefits than costs, and (3) be the most desirable option
in comparison to other policy options, including the option of no intervention.'*’ First, to
be effective and actually remedy the problem, the devised intervention has to address the
cause. For the development of intervention strategies information can be taken from both
economic and behavioural literature. When behavioural notions are shown to apply to the

146 The term “heuristics-savvy” is borrowed from Korobkin (2006: 14).

47 Many scholars point towards the continued necessity of conducting a(n) (economic) cost-benefit
analysis of government interventions, also when these are based upon behavioural insights. See for
instance: Ogus (2005), OECD (2007), Amir and Lobel (2008: 2122-3) and Field (2008: 94).
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issue at hand, the intervention should aim at correcting them or otherwise account for
these biases. When the decrease in welfare is caused by information asymmetry however,
the intervention should be based on economic insights because such a market failure can
best be counteracted by typical information remedies. Secondly, an analysis of all costs
and benefits of the devised intervention is should be made. Intervening in the
decision making of other people can be costly, not only for the government, but also for
the targeted individuals as they might have to forgo on certain options. The cost-benefit
analysis should include possible distributional effects and other negative consequences of
policy interventions, that have been described in this chapter. Preferably, and when
applicable, intervention on behalf of biased consumers should not distort the decision
making of well-informed consumers. Sellers’ welfare should also be taken into account,
especially when the policy intervention implies costly efforts on their behalf."** The
accurate weighing of intervention consequences, including the different effects that they
will have on different groups, can represent a difficult policy question (OECD, 2007). It
is one however that needs to be provided with an answer. Thirdly, all available policy
options to remedy the market failure or the behavioural problem should be considered,
including the option of no intervention. Due to the costly nature of government
interventions and the difficulties connected with deciding for other people, policies
corresponding to soft paternalism have benefits over more intrusive policy suggestions.
Especially when the consequences of interventions are unclear, as is often the case with
‘newly devised’ interventions such as behaviourally informed ones, less intrusive
interventions are to be preferred over far-reaching interventions (Loewenstein and
Haisley, 2008: 216).

Context-specific

If anything, the psychological literature suggests that biases and heuristics are highly
context-specific. The question is then to what extent an overarching and general theory
such as rational choice is actually required. Predictions that apply to specific contexts
might be just as helpful, as policies usually target specific contexts as well. For instance,
consumers might respond differently to the risks provided by faulty product design than
they respond to the risk of a possible loss of income which is relevant in mortgage
contracts. Specific policies can be developed to address the respective contract types.
Insights from psychology can be used to develop policy for specific areas, taking the
available information about the specificity of the cases into account (Brennan, 2008:
142). Empirical and experimental research should pinpoint the contexts in which the
different types of decision making processes are used. The validity issues connected to
experimental research however result in the fact that experimental observations may not
provide a sufficient justification for policy changes that are more general in nature

¥ Por instance, placing information duties on sellers, even when the aim is to provide less and better
information to debias consumers, will be a burden to sellers.
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(Harrison, 2008: 60). Policy interventions based upon behavioural insights should
therefore be applied within limited contexts; an intervention based upon behavioural
notions might be efficient in some situations, but not in all.

Heuristic-savvy

Behavioural insights could be especially relevant to the design of intervention
instruments. Mulholland claims that “the principal value of behavioural economics to
consumer protection lies in its ability to help in the more efficient implementation of
existing policy goals” (Mulholland, 2008: 68). The interventions should be heuristic-
savvy: taking due account of the biases and heuristics at play in the relevant
decision making process, and where possible even employing consumer heuristics to
accomplish beneficial results (Korobkin, 2006: 14-6). The consumer behaviour that is
addressed through policy instruments is affected by certain decision contexts or choice
architectures. It should be assessed which biases and heuristics, as well as which choice
architectures, underlie the biased decision (Amir and Lobel, 2008: 2122-3). A (creative)
solution should be proposed and assessed accordingly."® This proposed solution will aim
to correct or account for the biased decision making of the policy target group, for
example by switching the default rule or by debiasing or rebiasing the consumer.'™ The
efficiency of several interventions should be duly assessed. Naturally, the proposed
correction should be examined to see to what extent it actually aids consumers in their
decision making abilities or causes an improvement in their resulting decisions. It would
be valuable to distinguish the circumstances which “trigger” rational thinking as opposed
to intuitive thinking, or the dominance of one bias over the other (Amir and Lobel, 2008:
2122-3). Depending on the ease with which consumers can switch their decision making
strategy, one instrument might be more efficient than others within the context of one
specific policy question.

e. Transparent and rigorous decision making procedures for policy

The implementation of behavioural insights consumer policy increases the discretion
policy makers have in designing policies, which gives rise to fears of possible
manipulation of policy to further the ends of policy makers instead of consumers. Also,
as policy makers are biased themselves, their decision making might be just as flawed as
the consumers’ decision making. Cost-benefit analysis, transparency, field testing and
rigorous decision making procedures could have be used to overcome some of the
difficulties connected to using behavioural insights in policy making.

149 As behavioural policy solutions are not yet common or wide-spread, some creativity is required in the
design of behavioural interventions.

150 Gee above, chapter 3, section 3.3.3, also for a discussion of the benefits and consequences of these
intervention strategies which is relevant for the selection of the most appropriate intervention strategy.
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Cost-benefit analysis and transparency

Sunstein however argues that a cost-benefit analysis is an excellent strategy for
lawmakers to overcome cognitive biases in the development of policy (Sunstein, 1999).
A sound cost-benefit analysis can create an accurate overview of all foreseen
consequences, including the chances that these consequences will actually take place, the
cost-effectiveness and the efficiency of policies: will they meet the goals they are
supposed to? The cost aspect of policy options should include the wide variety of
possible costs, such as administrative costs, monitoring costs, enforcement costs, but also
other consequences that government intervention can have such as changing consumer
demand, increasing prices, stimulating moral hazard, et cetera. An overview of all costs
and benefits of the preferred policy option, set out against the consequences of other
policy options, could result in more objective decision making which is less influenced
by biases and heuristics and guards against policy makers abusing their discretion. Sound
cost-benefit analysis can also aid policymakers in being more transparent about their
considerations for new policy plans. Transparency is a vital part of valid policy making.
The application of Rawls’ publicity principle to government interventions results in the
publicity condition: the requirement that these interventions should stand up to public
scrutiny (Rawls, 1993: 66-7). If a government cannot or will not defend a (nudging)
strategy in public and refuses to disclose its true intentions for implementing this policy,
the intervention should not be put into practice.

Field testing

The procedures for the development and implementation of behaviourally informed
policy should furthermore include field testing of the proposed interventions to reduce
uncertainties regarding the costs and benefits of policies. If possible, economic policy
interventions and especially the behaviourally informed ones should be tested in small-
scale field experiments to determine the actual effects of the policy intervention before
they are applied to a large population (Greenstone, 2009: 118-9). Consumers who are
affected by biases might therefore not respond in the way that had been envisaged by the
policy intervention (OECD, 2007). Undue generalisation of behavioural observations can
be corrected at this stage of the policy making process. Soft paternalism is not yet a
common concept and therefore “unchartered territory”, in need of careful testing before
being implemented (Loewenstein and Haisley, 2008: 216). This solution can however not
guarantee a successful implementation: some relevant behavioural effects, such as
learning effects, might take years to effectuate. The possibility of such delayed effects
should also be taken into account in the development of behavioural policy (Benjamin
and Laibson, 2003: 28-32). The credibility of policy evaluations that are undertaken with
the use of experiments should furthermore be enhanced by making the data and the
evaluations transparent and publicly available, again increasing the transparency of the
considerations that underlie government plans (Greenstone, 2009: 119).
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Stakeholder participation

Slippery slopes and the distrust towards policy makers do not necessarily call for the
rejection of all paternalistic interventions. These cautions are however relevant and
support a rigorous set of preconditions that should be met before government officials are
allowed to intervene in markets (Sylvan, 2008). Therefore, the procedures for
decision making should allow different interest groups, stakeholders and experts to voice
their opinions and review policy suggestions.””' Organisational structures and review
processes should be put in place to counteract excessive discretion on the part of the
policy makers. Also, experts can be employed to increase the quality of the
decision making of policy makers. Amir and Lobel argue that this type of cooperation
between government, regulated entities and other stakeholders in the development of new
policy corresponds to the ‘new governance approach’. This approach ensures public
participation, transparency and sharing of best practices and information. It takes insights
from behavioural theories that regard adversarialism as counterproductive and therefore
aim to stimulate companies and individuals to share information by engaging in mutually
beneficial problem solving (Amir and Lobel, 2008: 2127-37). Europe has since 1998
known the requirement of a Regulatory Impact Assessment (RIA) in cases where a
regulatory proposal is expected to have an effect on business, charities and voluntary
organisations (Ramsay, 2007: 59). The implementation of RIAs is aimed at stimulating
rigorous and transparent policy making, which can also aid behaviourally informed
policy proposals.

Policy making that involves many stakeholders, experts and other interested parties
will admittedly require a complicated decision making process. The involvement of
many people in this process will imply lengthy procedures with a higher cost of decision
making. Also, there might be a risk of regulatory capture, where interest groups try to
influence policy makers into decisions that are merely beneficial to the interest group
itself; this might apply to both business and consumer organisations (Bates, 2002: 88-
9.1 Policy strategies that aim to promote of interests of consumers should require
consumer participation, both at the level of policy decision making and the level of
enforcement. However, consumer participation (at least in the EU) is limited and
outweighed by the influence of business interest groups (Ramsay, 2007: 19-22). Policy
makers should be aware of the respective agendas of the relevant interest groups; interest
groups are however also valuable sources of information. Inviting different stakeholders
with adverse interests to partake in policy development processes could limit the risk of
capture (Cafaggi, 2008: 138).

51 See also Stiglitz (2009: 18) arguing that parties who are likely to be hurt by a failure of regulations
should be well represented in the regulatory structures.

32 See below, chapter 7, section 7.2.5, for a discussion about involving interest groups in regulatory
decision making process. See also Dayagi-Epstein (2006) more specifically about difficulties concerned
with representation of consumer interests through consumer organisations.
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Policy makers’ discretion

Transparent procedures which involve all relevant stakeholders should prevent
policy makers from making self-interested decisions that they claim to take on behalf of
consumers, unless there are (actual) sound arguments to do so. Also, procedural
transparency should limit the policy makers’ discretion and the possibility of undue
manipulation or biased decision making, and reduce the risk of regulatory capture
(Rachlinski, 2003: 1214-9; Cafaggi, 2006: 57). Furthermore, rule-making should be
separated from rule-monitoring to avoid possible conflicts of interest on the monitoring
agent’s part (Cafaggi, 2008: 138). Behavioural insights increase the palate of available
justifications for welfare-enhancing consumer policy interventions, extending beyond
situations that do call for intervention on the basis of rational choice and standard
economic insights. The risks of unsuccessful interventions should however be taken into
account, as policy makers can err. The potential of undue government manipulation is
very real, even though this danger is far from new and hardly limited to behaviourally
informed interventions to consumer policy. Transparency in decision making procedures
and procedural aims, the involvement of stakeholders, experts and other interested parties
and the conducting of field experiments should increase the understanding of possible
effects of policies before they are implemented and guard against manipulation. The
implementation of these prescriptions for policy procedures is crucial. Issues such as
which parties should be involved and at what stage of the process they should be, and
how to ensure transparency, are all facets that greatly influence the effectiveness of
policy procedures to prevent error and manipulation (Tiemeijer, 2009: 307-8). Since
policy procedures are costly however and can offer no guarantees, the issues of error and
manipulation remain delicate.

44.2 Summary: guidelines for cautious behavioural consumer policy

To address the cautions and considerations concerning the implementation of
behavioural insights into consumer policy that have been the topic of this chapter,
guidelines can be put forward to steer consumer policy into welfare enhancing directions.
These guidelines call for:

» A scientifically sound basis for policy analysis. When a behavioural bias is argued
to influence decision making to consumers’ detriment, sound and preferably
empirical studies should be undertaken to provide a reliable basis for policy. Also,
the results of these studies should not be over-generalised.

= Economic welfare analysis to be seen as more than rational choice. Economic
insight should be seen to encompass both rational choice and behavioural theory;
when behavioural insights are shown to influence decision making, economic

insights can still be the foundation for socially beneficial consumer policy.
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* Market-based analysis of consumer behaviour. Consumer behaviour should be

assessed in the markets that it applies to. The explanations and predictions for
behaviour that are shown to be valid, whether they are behavioural or rational,
should form the basis of the analysis. The possibility of sellers’ abuse of
consumer decision making should be carefully examined, as well as the
detrimental effects of biased behaviour including market corrections and
consumer learning.

Efficient, context-specific and heuristic-savvy behavioural interventions. Like any
policy intervention, behaviourally informed policy should be cost-effective, it
should target a clearly established issue and it should be more efficient in its aim
than other policy options including the option of non-intervention. Because
behavioural insights are context-dependent, behaviourally informed policy should
address specific issues and refrain from providing general solutions. It should be
aware of the choice architectures relevant to the decision making process of
consumers, and where possible take advantage of biases and heuristics to steer
decision making towards welfare-enhancing options.

Transparent and rigorous decision making procedures for policy. Transparent
and rigorous decision making procedures which are based upon a cost-benefit
analysis and which allow stakeholders, experts and other interested parties to have
a say in the development of policy should guard against government error, biased
policy decision making and undue discretion in or manipulation of policy. These
rigorous procedures however come at a cost, and offer no guarantees. However,
the demand for profoundly researched policy measures of which the
consequences can be established with relative certainty is rising, not only in
government, but also in society. Mere rational choice predictions without further

empirical insight might no longer be accepted as a justification for policies.

These guidelines should be a starting point for the design of behaviourally informed

consumer policy interventions that aim at improving consumer and social welfare and
that are founded on insights from both traditional economic analysis and behavioural

theory.
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4.5 Conclusions

To conclude, this section aims to answer the research question of to what extent the
application of insights from behavioural economics to economic analysis can be
depended upon to improve consumer policy from a social welfare perspective.

4.5.1 Cautions and considerations for behaviourally informed consumer policy

The chapter has reviewed the concerns that are raised regarding the question whether
and to what extent behavioural insights can be used to inform welfare-enhancing
consumer policy, and has also considered several policy strategies that can be employed
to address some of these cautions and considerations. In conclusion, it can be asserted
that none of these cautions and considerations presented in this chapter justify a complete
rejection welfare-enhancing behaviourally informed consumer policy. The concerns
raised can however justify a rejection of behavioural policy interventions in certain cases.
Policy interventions aimed at curing presumed consumer biases and heuristics are not
justified when rational choice can provide a more accurate prediction of behaviour or
when the hypothesised bias cannot be shown to be detrimental to consumers in specific
markets. Neither should the behavioural intervention be implemented when it is too
costly. Policies can also be ineffective in improving social welfare due to government
error or when the policy is motivated by a desire to unduly manipulate rather than aid
consumers in their decision making. Thus, the concerns that have been described in this
chapter should be taken into account in behaviourally informed consumer policy.

The discussion that has been reviewed in this chapter has resulted in the following
cautions, considerations and guidelines for the incorporation of behavioural insights in
welfare-enhancing consumer policy interventions: first, from the methodological
perspective, statistical studies providing psychological insights and social data should be
interpreted cautiously; their results should not be over-generalised and they should be
checked for soundness. Empirical studies are to be preferred over laboratory experiments.
Furthermore, the studies should be context-specific, when applicable illuminating cases
of conflicting insights regarding behaviour. Behavioural insights can improve the
accuracy of predictions in some cases; this improvement should however be traded off
against increased context-dependency, analytical complexity and costs.

Secondly, in response to normative concerns, it should be clearly established that the
respective biased decision making is indeed detrimental to consumers and abused by
sellers strategically. Market corrections such as consumer learning and education by
sellers or information intermediaries should be considered. Traditional economic welfare
analysis of markets, market failures, government interventions including the cost and
benefits of regulation should not be abandoned. A behavioural bias that has been proven
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detrimental to social welfare does not automatically justify government intervention. The
development of behaviourally informed policy should take notice of the difficulties of
deciding what is in consumers’ best interest while not relying upon the information
provided by their decisions, as well as risks concerning increased discretion in and undue
manipulation of consumer policy. Costs, adverse and distributional effects such as
consumer dependency and losses to sophisticated consumers and sellers should also be
taken into account.

Third, when behavioural policy is developed, implemented and enforced, the
negative consequences of this policy should where possible be counteracted. Guidelines
for cautious and welfare-enhancing consumer policy include a full market-based
assessment of consumer behaviour based on both economic and behavioural insights.
Interventions should be efficient and context-specific, accounting for and even taking
advantage of consumer biases. Procedures concerning policy decision making should be
transparent and rigorous: they should employ a cost-benefit analysis, take insights from
stakeholders and experts, and guard against government error, undue discretion and
manipulation of consumer policy.

452 Answering specific policy questions: the case of consumer standard terms

As has been established in this chapter, the possible additions that behavioural
insights can make to conventional economic theory should be assessed in specific
situations and address specific policy questions. To further assess the extent to which
behavioural insights can inform a welfare-enhancing consumer policy, a specific
situation will be examined, namely the issue of standardised terms in consumer contracts.

This issue has been argued by behavioural scholars to be an example of a case in
which behavioural insights provide better explanations and predictions of consumer
behaviour than rational choice.'® That claim will be assessed in the following chapter,
chapter 5. It will be established that behavioural insights, corroborated with empirical
data, can indeed be argued to improve policy recommendations on government
interventions in consumer standard terms. Therefore, in chapter 6, common policies in
European legal systems concerning standard terms in consumer contracts will be
discussed, concluding with the claim that the European common core could be improved
allowing for behavioural insight to inform consumer protection policy. Chapter 7 then
examines several policy strategies that could be followed when aiming to improve
current consumer policy concerning standardised terms. The aim of the assessment in
chapter 7 is to discuss and provide a rough assessment of different strategies to improve
consumer policy concerning standard contract terms, taking the lessons from the analysis
in this research into account.

153 See above, chapter 3, section 3.3.1.
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5. Behaviourally enhancing policy recommendations - standard terms in consumer contracts

5.1 Introduction

In the previous chapters, the rationale for consumer protection from the perspective
of mainstream economics has been explained and the insights of behavioural economics
towards consumer protection have been introduced. Furthermore, the discussions
regarding the methodological issues and normative concerns with the implementation of
behavioural insights into policy have been analysed. It has been concluded from these
chapters that behavioural insights can provide welcome additions to economic policy
recommendations with the aim to enhance social welfare provided that several cautions
are taken into account and that these policy recommendation apply only to certain
contexts. Which contexts allow for an improvement of consumer policy and policy
interventions on the basis of behavioural insights should be assessed by focusing on
specific policy questions in specific cases. This chapter will therefore focus on the issue
of the desirability of policy interventions in standardised terms in consumer contracts.
The welfare-enhancing effects of policy interventions in standard terms in consumer
contracts have been extensively discussed in economic literature. This chapter will
provide a re-assessment of the discussion on the basis of new insights developed in
behavioural literature. The aim of this chapter is to discuss whether the insights from
behavioural economics and empirical or experimental research change the (mainstream)
economic policy recommendations on standard terms in consumer contracts. Two
research questions, which correspond to the overall research questions of this research,
will be the focus of this chapter:

1. To what extent is government intervention in standard terms in consumer

contracts justified from a social welfare perspective?

2. To what extent can the application of insights from behavioural economics and
empirical research into economic analysis improve policy recommendations
regarding standard terms in consumer contracts?

To provide an answer to these questions, the policy recommendations regarding
standardised consumer contracts based on neoclassical economics, information
economics, behavioural insights and empirical literature will be discussed.'™
Neoclassical economics will focus on the market failure of (insufficient) competition to
provide the justification and the input for recommendations for interventions in
standardised terms in consumer contracts. The neoclassical claim is that as long as

154 As has been mentioned in the introduction, section 1.2.3, this research distinguishes between the
neoclassical or traditional economic approach, the information economic approach, and the behavioural
economic approach, even though the boundaries of these approaches (mostly between the first two
approaches) are not clearly drawn in literature. This distinction has been made to clearly separate the views
in mainstream economics before information issues were deeply considered, the economic views that do
consider the impact of information on consumer protection, and the economic views that consider insights
from psychology and other social sciences.
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competition is uninhibited, consumers are protected from being confronted with onerous
terms. A minority group of informed consumers will discipline the market.

Next, the perspective of information economics will be presented, which identifies
information asymmetry and adverse selection as the main causes for welfare
deterioration. One-sided standard terms which favour sellers over consumers will result
in a lower quality than is efficient from a social welfare perspective. Information
economics’ policy recommendations therefore focus on information duties, while
acknowledging that information asymmetry might persist even when information
remedies are enacted. Consumer vigilance is however considered to be the most efficient
instrument in disciplining the market, as the focus is on improving the conditions for
consumers to read standardised contract terms.

The behavioural insights to consumer standard terms focus on the ability of
consumers to read and assess terms in consumer contracts. Behavioural notions suggest
that this ability might be limited, which would aggravate the information asymmetry
problem and make it very difficult for consumers to discipline the market. The reliance
upon consumer vigilance to discipline the market to provide efficient standard terms,
even if consumer vigilance is aided by information remedies, is therefore ill-advised from
a behavioural perspective. Behavioural insights suggest a shift in policy focus, moving
away from depending upon information remedies to enhance consumer vigilance.

Fourth, empirical research is examined to clarify the issues that have been brought
forward by neoclassical economics, information economics and behavioural notions.
Even though the empirical research projects are limited in number, some interesting
suggestions follow from their results. Empirics for example suggest that consumers are
unlikely to read terms and that information duties are unlikely to improve reading. This
observation would undermine the informed minority theory. Terms are, consequently,
shown to be one-sided, favouring the seller over the consumer. Furthermore, the data
suggest that sellers do not attempt to draw consumers with attractive standard terms,
which means that competition with respect to standard terms will be unlikely. Therefore,
the instruments of regulation and judicial enforcement are equally unlikely to bar onerous
terms from contract or improve the quality of terms. In the discussion of the desirability
of one-sided terms in consumer contracts, the argument that one-sided terms are in fact
desirable from a social welfare perspective is refuted by this research. This chapter will
draw two main conclusions. First, when the aim is to enhance the quality of standard
terms in consumer contracts from a social welfare perspective, government interventions
beyond providing information remedies can be justified, and the reliance on consumer
vigilance to discipline the market into providing efficient standardised terms should be
limited. Second, as behavioural notions and empirical research provide the foundation for
the shift in policy focus away from the reliance on consumer vigilance and information
remedies, behavioural notions and empirical research can result in an improvement to
classic, mainstream economics’ suggestions for policy recommendations.
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5.2 Neoclassical economics and standard terms

One issue within consumer protection that has been criticised since it was developed
is the standardisation of terms in consumer contracts. With the industrialisation and
standardisation of goods came also the standardisation of contracts. Contract law
doctrines and policies, depending upon traditional insights towards freedom of contract
and legality of contract terms, largely upheld the view that consumers have a duty to read
the forms and are bound by them."”® This sparked a wide-spread discussion about the
legality of standardised contract terms. A standard contract may be defined as: “a
contract entered into totally or partially according to pre-drawn terms and intended to be
applied similarly in a large number of individual cases irrespective of individual
differences” (Sheldon, 1974: 17). Usually, standard terms in consumer contracts are
drafted by sellers. This offers no guarantee that the interests of consumers are represented
in the standard terms. Standardised terms, also referred to as boilerplate or terms of
adhesion, are criticised for their lack of actual assent. The users of standard terms were
reproached for disallowing freedom of contract to the assenting party, usually the
consumer. Neoclassical economics however largely argues in favour of the
standardisation of terms. The use of standard terms reduces transaction costs.
Neoclassical economics claims that competition between firms and reputation will ensure
that efficient terms, meaning terms that maximise the benefit of seller and buyer
combined, will be offered in the market. Neoclassical economics assumes that a small
group of informed consumers will drive the market mechanism. Some critique towards
the abilities of this marginal group of informed consumers to discipline the market is
occasionally granted; however from the viewpoint of neoclassical economics, the
standardisation of consumer contracts is a most welcome development in the market.

5.2.1 The setting: freedom of contract versus standardisation

Issues such as unequal bargaining power, the take-it-or-leave-it nature of standard
terms, the practice of signing-without-reading and the fact that standardisation of
contracts result in the application of similar terms to nearly all contracts concluded within
business sectors have given rise to scepticism regarding the fairness of standard terms.
Llewellyn, Kessler and Slawson were among the first to argue that standardisation of
contracts between strong and weak parties can result in the strong party dictating the

155 This chapter focuses on the economic, law and economics, and behavioural perspectives towards the
issue of standard terms in consumer contracts, and provides empirical suggestions which support, or refute,
these perspectives. Chapter 6 will review the legal perspective will be portrayed and featuring a more
detailed discussion of actual contract law policies and doctrines concerning consumer standard terms,
which are commonly shared among European legislative systems. The introduction that follows here does
touch upon the legal context, but only for the purpose of setting the stage for the economic discussion. The
legal perspective will follow in the next chapter.
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terms of the contract (Llewellyn, 1939; Kessler, 1943; Slawson, 1971). These scholars
criticised standard term contracts on the basic premise that if no voluntary agreement had
been reached, which as they argued is the case with standard terms, these contracts give
rise to serious concerns.

Llewellyn made a distinction between clauses that serve the better functioning of the
transaction as a whole and clauses that serve the sole interest of the drafting party.
Arguing that it might not be so easy for judges to make that distinction, he adds it is
important to realise that free contract presupposes free bargain. Where free bargaining is
absent, he argues that the conditions and clauses that should be read in the contract
should not be those which happen to be printed on the unread paper, but should be those
which a sane man might reasonably expect to find on that paper (Llewellyn, 1939: 704).
The freedom of contract principle, which should ensure that everyone can construe
contracts in any way they please (why else would they enter into the contract?), no longer
holds only positive connotations. The freedom of contract stands to become a “one-sided
privilege” (Kessler, 1943: 640). As Kessler details, the freedom of contract principle is
desirable not only for moral reasons; it also has a very pragmatic component. Contract
law cannot provide for every contingency and arrangement that might be preferred by the
contract parties. Parties therefore should be free to decide on the terms that govern their
own contract. People themselves know most about their own preferences and are
therefore in the best position to decide which contract terms would correspond best to
their own preferences. Freedom of contract enables parties to make contracts as they see
fit to enhance their own welfare in the best way possible. Standardisation of contracts
then creates difficulties if it no longer corresponds to the wishes of the parties.

The standardisation of contract terms brings clear benefits to both contract parties,
mostly by decreasing transaction costs like drafting and negotiation costs. However, if
the weaker party to the contract is not able to change the content of the contract due to
the ‘take-it-or-leave-it’ nature of the terms, and shopping for terms is not of much use
either since all firms offer the same terms, consent of the weaker party to these contract
terms can no longer be assumed. This leads to a de facto monopoly over contract terms
by the industry, which is not necessarily welfare enhancing."”® Slawson developed the
idea that when standard terms govern a transaction between a consumer and a
commercial party, these terms cannot be viewed as a legitimate contract, as they do not

reflect the agreement of the consumer (Slawson, 1971).7

13 Kessler (1943: 640): “Society, when granting freedom of contract, does not guarantee that all members
of the community will be able to make use of it to the same extent. On the contrary, the law, by protection
the unequal distribution of property, does nothing to prevent freedom of contract from becoming a one-
sided privilege. Society, by proclaiming freedom of contract, guarantees that it will not interfere with the
exercise of power by contract. ... Standard contracts in particular could thus become effective instruments
in the hands of powerful industrial and commercial overlords enabling them to impose a new feudal
order...”.

'3 One possible response to the issue of legitimacy of standard terms in consumer contracts is provided by
Barnett (2002). He argues that the agreement to standard terms should be seen as a manifestation of an
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5.2.2 Economic defence of standard terms

These first critical notes on the terms in standardised consumer contracts focused on
the fact that consumers cannot change the terms of the contract, and that they were bound
by the contract even if they had never read the terms or actively assented to them. The
issue of whether or not consumers were able to understand and assess standard contract
terms was not yet considered very important. Indeed, it was argued that these
instruments, even when the negative side-effects are taken into account, still promote the
welfare of society as a whole. Neoclassical economics found that benefits resulting from
a reduction in transaction costs will be awarded to both parties, not in the least to the
consumer, as the seller would be argued to be constrained by competition from the
setting abusive terms and prices.

According to neoclassical economic insight, the issues with standard terms that have
been pointed out above do not pose serious challenges to contract terms being welfare
enhancing. Through the use of standard terms transaction costs can be reduced, and
consumers are shielded from onerous terms through sellers competing for business.
Negotiating for terms is likely to be impossible, yet neoclassical economics argues that it
is also unnecessary in order for consumers to receive better terms. Instead of negotiating,
consumers could shop for better terms, the neoclassical theory claims.'*®

a. Reduction in transaction costs

All scholars, from economists and from other relevant disciplines alike, agree that
standard terms have resulted from cost considerations.'™ The use of standard terms has
resulted in a considerable decrease in contracting costs. This refers not only to the costs
of negotiations, but also to the costs of drafting the contract (Hatzis, 2008: 3).
Furthermore, standard terms reduce costs associated with the principle-agent problem.
This refers to the fact that sellers would not like their agent, the employee that actually
concludes the deal, to decide on contract terms themselves at the expense of the seller
(Posner, 2003: 115).

Saving on transaction costs should reduce prices, which also stands to benefit
consumers greatly. Contract terms allocate risks between seller and consumer. Within a
certain business sector, the most efficient risk allocation is likely to be similar in all
contracts between sellers and consumers. Consequently, standardised contracts in a
business sector are not necessarily a sign of abuse. Lastly, the duty to read is efficient, as
it stimulates consumers to read the contract, to thereby make sure the transaction they are
about to conclude is welfare enhancing.

intention to be legally bound. Therefore, standard term contracts can be seen as perfectly legitimate, even
though some judicial scrutiny might be required regarding overly one-sided terms.

138 See for overviews of the neoclassical position on standard terms in consumer contracts among others:
Meyerson (1990) and Katz (1998).

159 One of the first scholars to draw attention to this feature was Llewellyn (1939: 701).
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b. Competition drives efficient contracts

Competition between companies with respect to their standard terms should ensure a
‘fair’ (welfare-enhancing or efficient) contract for all consumers. The issue of what
constitutes an ‘efficient contract’ is worthy of a more detailed examination. According to
the Coase theorem, transactions between parties that willingly agreed to the contract are
thought to be necessarily welfare enhancing, since the negotiations ensure the presence of
benefits for both parties.'®
both parties to make sure that the contract terms correspond to their preferences. Efficient

contract clauses are clauses that allocate risks efficiently, which implies that risks should

Negotiations about the terms of the contract should allow

be allocated to the party that is better able to bear that risk, has the best ability to insure
against that risk, or that is the most efficient in preventing the fulfilment of the risk.'®’ An
inefficient contract clause would create higher costs for one party than the corresponding
benefits to the other party (Ben-Shahar and Pottow, 2006: 217).

Economic theory argues that consumer contracts will be efficient in the market even
when the majority of consumers does not read standard terms. The invisible hand of
competitive market forces will be assumed to drive an information flow about better
terms. As competing firms will need to attract as many consumers as they can, they
cannot afford to lose even those few consumers that do inform themselves of the contents
of the contract (Schwartz and Wilde, 1979). As profit-maximising sellers do not want to
lose consumers, they will adapt their standard forms to correspond to the preferences of
the majority of their customers, economic theory claims. Competition therefore drives
sellers to draft terms that correspond to the preferences of consumers (Priest, 1981). This
drive to efficient drafting of contract terms requires a “margin of informed, sophisticated,
and aggressive consumers” who discipline the market by negotiations or by shopping for
better terms (Schwartz and Wilde, 1979). The other consumers can free ride off the
efforts of the informed few, unless the informed consumers are positively discriminated
and given a preferential treatment (Trebilcock, 1993: 120). When sellers are able to sort
out which consumers are informed and provide them (and only them) with better terms,
these few informed consumers could be prevented from disciplining the market.

c. Shopping for terms renders negotiating irrelevant

As has been mentioned above, the question of whether or not consumers are able to
negotiate for better terms is considered to be irrelevant in traditional economic theory.
According to this view, consumers do not need to negotiate terms; they can simply shop
around until they find the contract terms that best suit their preferences. If enough
consumers shop for terms, economic theory assumes that businesses are likely to
compete on terms. This marginal group of savvy consumers can discipline the market
(Schwartz and Wilde, 1979: 647-50). Only a small group of readers and shoppers is

160 See above, chapter 2, section 2.2.1c¢; external effects could of course render the contract inefficient.
' This is referred to as the ‘cheapest cost avoider principle’. See for a discussion: Schifer and Leyens
(2009: 102-3).
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required to discipline the market to the point that sellers hunting for the marginal
consumer will adopt efficient terms (Schwartz and Wilde, 1983). The necessary volume
of this group is also indicated in literature; the percentage of 30% is mentioned by
Schwartz and Wilde, and confirmed by Goldman in a study (Schwartz and Wilde, 1979:
659-62; Goldman, 1992: 719). To enhance the ability of the savvy consumers to
accomplish this task, their costs in becoming informed should be reduced as much as
possible. Therefore, standard contracts should be made easily available, and written in
simple, short, plain language. The ability of a marginal group of consumers to become
informed and to discipline the market does depend on enough consumers being “term
conscious”, a term that refers to whether or not consumers are fully able to interpret the

consequences of terms, as is mentioned by (Schwartz and Wilde, 1979: 650).162

d. Standardisation does not equal abuse

As standardisation lowers per unit costs of contracting, standardised contracts will be
used both in competitive and monopoly markets. They are not necessarily a consequence
of market power. Costs will be lower if terms are standardised. If terms are standard and
the terms do not contain vague concepts or misrepresentations, the market is quite likely
competitive (Schwartz and Wilde, 1979: 656). Standard terms allocate risks between
consumers and businesses. A firm offers a bundle of rights in the contract, at a

163 For the allocation to be efficient, some risks should be dealt to the

corresponding price.
seller, some to the consumer. This depends on which party is better able to prevent the
fulfilment of the risk, which party is best able to reduce the costs resulting from that
fulfilment, or which party is best able to bear the risk or insure him or herself against the
risk. The ‘best’ allocations of risks, corresponding to the preferences of consumers and
business, are unlikely to vary between businesses. Standard forms used by different firms
allocating these risks will therefore be comparable (Priest, 1981: 1300). In one sector, the
allocation of risks and rights in a certain way would not differ from one company to
another. Therefore uniformity in terms might be expected in highly competitive markets
(Schwartz and Wilde, 1983: 1389-91). Standardisation is not a clear sign of unfairness of
the standard terms; a situation of full information and allocation of risks that corresponds
to consumer and business preferences and therefore is welfare enhancing could also
result in similar standard terms throughout the business sector. If terms are alike in a
business sector, this would promote competition over the other product attributes such as
price, to the benefit of the consumer (Cooter and Ulen, 2003: 288-9).

e. Duty to read stimulates reading
The last aspect of standardised contracts that is often regarded with some suspicion

is the fact that consumers are bound to a contract even if they have never read it; they are
bound simply by entering into the contract. It is a legal principle that contract rules

192 This remark could be seen as a first hint at the behavioural discussion that follows in the next section.
19 See more generally on this issue: Hatzis (2008: 4-5).
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hold.'® The consumer therefore has a duty to read the contract before entering into it.
After assenting to the transaction itself, the assent also covers all the terms in the
contract.'® Economic discussions focus on the responsibilities of each contract party to
assure that the contract is welfare enhancing and therefore recommend the duty to read.
A ‘duty to read’ clause is said to support the responsibility of parties to a contract for
their own decisions, thereby counteracting consumer moral hazard problems (Rakoff,
1983: 1187). Consumers themselves are in the best position to maximise their own
welfare, economic theory reminds us. The doctrine promotes stability and reliance on
contracts, even if the contract turns out to be less beneficial than was estimated by one of
the parties before. ‘Duty to read’ as well as the general economic approach focuses on
the ex ante perspective more than the situation ex post. Consumers’ best defence is their
own vigilance (Schwartz and Wilde, 1983: 1414-5). This would result not only in
consumers avoiding onerous terms in their own benefit, but also in the aggregate push to
businesses to adopt more benevolent terms, neoclassical economics argues.

5.2.3 Conclusion: desirable government interventions by neoclassical economics

From the perspective of neoclassical economics, the use of standard terms is largely
efficient and beneficial for social welfare. As a consequence of the above reasoning,
neoclassical economics sees a limited role for government intervention in standard terms
in consumer contracts. Schwartz and Wilde argue that intervention by government is ill-
advised when the market is competitive. The market will provide the optimal standard
terms and the optimal amount of information when it is competitive. Government
intervention is likely to increase costs, even when some decreases in search costs for
comparison shoppers are achieved. Standard terms should be enforced as contracts, as
they decrease transaction costs and are likely to be competitive (Schwartz and Wilde,
1979: 667-72). Issues like unequal bargaining power, the ‘take-it-or-leave-it’ nature of
contracts, the ‘duty to read’ obligation placed on the accepting party and firms offering
the same standard terms throughout the industry are not problematic from a neoclassical
law and economics perspective.

When markets are not competitive, some government intervention could be
justified.]66 Even in such cases the benefit of those interventions is criticised, however.
Baird claims there is not much reason to worry about sellers abusing consumers through
standard terms, as there is not much to be gained for them (Baird, 2006: 937). When
sellers want to make profit, a focus on product quality, service and other product
elements would yield a higher benefit than an attempt to create a profit through abusing
consumers via standard terms. Neoclassical theory points out that sellers have limited

' In chapter 6, the common doctrines and policies regarding the legal evaluation of standard terms in
consumer contracts will be discussed in more detail.

195 This is described as “blanket assent”, a term ascribed to Llewellyn (1960: 370-1).

1% See above, chapter 2, section 2.2.2 for a discussion of market failures and how they lead to a decrease in
social welfare.
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time and effort to devote to the development of profitable strategies, and that they will
therefore focus on improving their product and service instead of abusing consumers via
standard terms. Schwartz and Wilde do however suggest that government interventions
could consist of a standardisation of how terms should be communicated, so that they can
be more easily compared (Schwartz and Wilde, 1979: 677). As argued above, imperfect
competition in a market could lead to one-sided terms being drafted by sellers. As to the
policing of courts over standard terms, courts should identify a market failure before
striking down with a standard term (Schwartz and Wilde, 1983: 1458). Therefore, in
markets with imperfect competition, some judicial review over the terms could be
exercised to make sure they are not overly one-sided, which would result in welfare
losses instead of welfare gains.

Deciding which terms, whether they are bargained for or not, deserve to be reviewed
in light of their one-sidedness, is a difficult task (Kornhauser, 1976: 1164). Neoclassical
theory also points out that judicial interventions could wipe those legal terms that are
deemed unreasonably onerous from the contract and add certain other rules. Again,
interventions in legitimate contracts should not be taken on lightly. As mentioned above,
by drafting the contract, the seller allocates risks between him and his transaction partner.
This allocation of risks is argued by neoclassical economics to be more efficiently
conducted by businesses than by courts or other institutions, as businesses are under the
influence of consumer opinion through competition and reputation (Rakoff, 1983: 1204).
Neoclassical economics therefore stresses that intervention in contract terms should be
exercised with caution and should only be enacted when deemed absolutely necessary to
improve social welfare, and only in cases of imperfect competition.
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5.3 Information economics and standard term contracts

Where the neoclassical economic reasoning would argue in favour of the use of
standard terms, information economics brought a different view on the benefits in
transaction costs and the countervailing forces of competition against abuse. The issue of
information asymmetry and the resulting problem of adverse selection in contract terms,
which decreases the quality of the terms offered to consumers, is an essential insight
brought forward by information economics. Due to rational apathy, consumers will sign
contracts without reading them. This will lead to an adverse selection problem, resulting
in low quality one-sided terms which favour sellers over consumers. This calls for an
intervention in the market. As the lack of information underlies this particular market
failure, the most obvious remedy would call for the provision of information. Another
intervention that information economics might suggest to counteract this market failure is
changing the default rules. To a limited extent an intervention in the content of contracts
might also be justified, but only if all other interventions fail to reach an efficient market
outcome. The interplay between government intervention and the competitive cures of
competition and regulation must continuously be taken into account.

5.3.1 Information: a different focus on standard terms and market failures

On the basis of information economics, competition and market structure can no
longer be regarded as the only potential source of decreasing welfare regarding consumer
standard terms.'®’ Providing efficient default rules can reduce transaction costs and
thereby increase social welfare. Furthermore, the presence of information asymmetry in
the context of standardised consumer contracts seems obvious. Consumers fail to read
contracts, as it is rational for them not to do so. The resulting asymmetry of information
will lead to adverse selection, also known as the lemons problem: sellers are able to draft
one-sided terms in their contracts which favour the drafter. This information asymmetry
is therefore now seen as the main market flaw leading to a decrease in social welfare.'®®

197 On market failures related to information issues in consumer standard terms, see for instance: Schwartz
and Wilde (1979: 659-62), Meyerson (1990), Eisenberg (1995: 240-8), Katz (1998), Hillman and
Rachlinski (2002: 445-54), Schifer and Ott (2004: 370-3), Wilhelmsson (2006) and Gillette (2009). For an
overview of rationales for intervening into unfair terms in consumer contracts, see Ramsay (2007: 158-65).
See also Van Wijck and Theeuwes (2000) for an overview of the welfare implications of consumer
protection against unfair contracts and the different market failures addressed by interventions in the
market. Furthermore, see Armstrong (2008: esp. 119-125) on the interaction between competition and
consumer policy related to standard terms.

1% Other market failures, such as an externality problem or imperfect competition due to a small number of
suppliers, could of course also exist within the markets that employ consumer standard term contracts.
These market failures are however not thought to be directly linked to the standardisation of contract terms,
as they could occur within any contract and any market regardless of whether these market use
standardised consumer contracts. These market failures will thus largely fall outside the scope of this
analysis, which focuses on welfare problems due to standardisation of consumer contract terms.
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a. Competition failure is not the main issue

Information economics find the main cause of inefficient terms not in market
structure or competition issues but in the information problem resulting from signing-
without-reading, (De Geest, 2002: 222). Even when a monopoly would exist, the
monopolist has an incentive to offer efficient quality levels and depress the quantity of
production (Katz, 1998). A monopolist would make the largest profit by making the
quality of his product as attractive as possible to the greatest possible number of
consumers.'® This quality of the product has many aspects, such as service quality, an
easy-to-reach selling location and the quality of the contractual terms. The instrument
that monopolists use to increase their profit is not decreasing quality below efficient
levels, but offering fewer products on the market than demand would require. Offering
fewer products increases the price of goods, which enables monopolists to extract an
extra profit. It is in the interest of monopolists to offer the quality that consumers demand
in their product. By attracting as many consumers as possible through offering a desired
quality in product, service and contract terms, monopolists can increase demand for the
entire package, and thereby the price. Higher prices can boost profit levels even more.

The main reason for concern regarding standard terms in consumer contracts, which
used to be argued to be sellers' economic power position vis-a-vis consumers, is
nowadays quite commonly thought to be the lack of information on the part of
consumers.'” Besides curing the market failure of information asymmetry, social welfare
could also be improved by reducing transaction costs.

b. Default rules reduce transaction costs

One of the discussions fuelled by the focus on information is the discussion about
transaction costs, especially contracting costs and search costs. Contracting costs can be
decreased by providing default rules for parties to use. Through the provision of default
rules, contracting parties no longer have to draft contract terms themselves. Also,
consumer search costs can be reduced by making sure default terms are easily available,
intelligible, free from overly complicated terminology, et cetera. Lengthy negotiations
can be avoided because parties can just refer to the default rules. Or, in cases where the
default rules that have been suggested do not conform entirely to the parties’ wishes,
parties can contract around the default terms. The default rules can be a starting point for
negotiations, thereby even reducing contracting costs even when they are not adhered to
in the final contract. The minor issues being settled by default rules, parties can focus
their negotiations on the issues that are really important to them. Default rules should
thus be provided to contracting parties to reduce transaction costs. The reduction in
transaction costs that is thus accomplished results in benefits to social welfare.

'% This statement only holds under certain assumptions such as homogeneous demand, which implies that
all consumers desire a similar good. See above, chapter 2, section 2.2.2.

' See for instance Grundmann (2002: 275) and Van Boom and Kottenhagen (2006: 136) who all claim
that this statement is essentially undisputed nowadays.
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c. Information asymmetry: signing-without-reading and adverse selection

Information economics applied Akerlof’s lemons problem to the perceived one-
sidedness of standard terms in consumer contracts. This insight turned out to have great
implications. As has been explained above, asymmetric information between the parties
to a contract can not only lead to deterioration in the quality of the product itself, but also

in the quality of the underlying contract terms.'”"

Asymmetric information is clearly an
issue in the subject of contract terms, as consumers fail to read these terms. Consumers
will be subject to rational ignorance or rational apathy: it is not in their best interest to
carefully read the terms as it is just too costly. As a result, sellers are able to draft one-
sided contract terms which favour the seller. Price competition forces the (unobserved)
quality of terms even further down, which will not be observed by consumers because
they are not reading the terms. The resulting adverse selection is the most likely market

failure which to occur in the context of standard terms in consumer contracts.

Consumer rational apathy: signing without reading

The asymmetry of information regarding standard terms in consumer contracts is a
consequence of the limited benefit that consumers stand to gain when they inform
themselves about the contents of the contract they are about to sign.'”* Reading standard
terms is costly in time and effort, it is boring, and there is little to be gained by these
costs. Standard terms are usually printed in small font sizes and the clauses are drafted in
long sentences, which are difficult and taxing to read. The form will be long and full of
‘legalese’, while the consumer in a typical day-to-day consumer transaction is in a hurry.
Consumers skim rather than carefully read these documents, if they give them any
attention at all. Contracts must be precise, in order for them to be understood and
explained by courts in the way that the sellers have meant them to be. Therefore,
contracts are written in specific legal language that lay people will find hard to
understand. For instance, important information might be buried in certain definitions
that lawyers recognise as important but lay people may not. A consumer is confronted
with different sets of contract terms, and does not have specific knowledge about any of
these forms. Sellers on the other hand are the more sophisticated parties because they
frequently engage in contracts governed by the same standard terms. Consumers may not
even know what kind of information they should be looking for because they lack
background knowledge. This again increases the difficulty of getting the relevant
information out of the contract. Precise contracts do contain the information that is
relevant for a consumer, but those relevant items might be buried in the long and
complicated form and difficult to extract for the lay consumer.

Apart from the high costs of reading the standard terms, the consumer stands little to
gain from this taxing activity. The terms of a contract cannot (easily) be changed, as the

17! See chapter 2, section 2.2.2e.
' See for a comprehensive discussion on consumer rational apathy regarding standard terms: Sovern
(2006: 1671-72). See also Meyerson (1990: 596-600) and Hillman and Rachlinski (2002: 435-37).
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agent with whom the consumer is currently negotiating is unlikely to have a mandate for
changing the terms of the contract. Even when standard terms are read, the tremendous
amount of information prevents the consumer from thoroughly analysing all terms, let
alone comparing all terms in different contracts. Shopping for better terms would imply
incurring even more reading costs, since different sets of standard terms would need to be
compared. Also, as terms are likely to be standardised throughout an industry, it is
unlikely that a competitor’s contract will contain significantly better and less one-sided
terms. In addition, the terms in the contracts will specify contingencies with small and
remote risks, so the benefit of changing these term will be (seen as) relatively low.
Furthermore, the reputation of the firm itself and the law or legal institutions will be seen
as providing a safeguard against overly onerous terms anyway. In other words,
consumers are suffering from rational apathy (also referred to as rational ignorance):
they rationally choose not to incur the costs of reading standard terms as the costs
outweigh the gains of doing so. This however leads to information asymmetry, resulting
in adverse selection with respect to standard terms.

Adverse selection: one-sided standard terms

‘Signing-without-reading’ leads to a typical case of information asymmetry (De
Geest, 2002).'” Standard terms in consumer contracts will be known by the professional
party, but are unlikely to be known by the consumer. Contract standard terms deal with
many issues, such as the allocation of the risks for certain contingencies, complaint
procedures, warranty terms, et cetera. If buyers would be informed of which terms they
would prefer in the contract, sellers would be forced to draft (more) efficient contract
clauses corresponding to the wishes of the consumer. But this is not the case as consumer
do not know which risks they would like to take upon themselves, which contingencies
they would like to see settled and which risks they would prefer the sellers to take on at a
given price, which is all predetermined in contract terms. Buyers are rationally ignorant.
As a consequence, the market mechanism suffers from an adverse selection problem, due
to information asymmetry. Consumers are unaware of the content of the contract. They
are (at least to some extent) aware of certain other salient product features, such as price,
colour, warranty period, convenience and so on. Some contract terms might be taken into
account: terms that allocate high risk contingencies or are in other ways important to
consumers. The majority of terms will however go unnoticed, as if the terms were
invisible (Rakoff, 1983: 1251).

As consumers do take product aspects such as price into account, but cannot fully
assess the quality of certain other product aspects such as contract terms, consumers will
opt for lower prices while making a gross estimation of the contract quality. It is not
beneficial for consumers to check for inefficient clauses when these clauses only come

' The adverse selection problem in standard terms has been described by several scholars. See for

instance: Goldberg (1974), Rakoff (1983), Korobkin (1998; 2003), Ben-Shahar (2006), Becher (2008) and
Schifer and Leyens (2009).
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into effect in relatively unlikely events, even if he suspects he is being exploited. Because
firms deal with many consumers however, the profits that they obtain from such
exploitation could be significant (Armstrong, 2008: 120-1). A demand for lower prices
drives down the unobserved quality of contract terms. Offering high quality terms, which
give privileges to consumers over sellers, is more costly to sellers. As the high quality
terms go unnoticed, offering high quality terms is not a business strategy that attracts
consumers. Sellers have no incentive to attempt to lure consumers by offering a better
deal in the hidden terms. Because of competition and the market mechanism, the quality
of terms in consumer contracts is driven down. Schifer and Leyens refer to this situation
as a “flea market”, in which consumers are offered low prices, but can only conclude
transactions in which they get allocated only a minimum of rights vis-a-vis the seller
(Schifer and Leyens, 2009: 107). Both consumers and sellers are trapped in the flea
market: even if they are aware of this situation and would prefer to see it changed, they
are unlikely to be able to establish a higher quality of terms in consumer contracts.
Information asymmetry creates an adverse selection problem respect to standard terms in
consumer contracts.

To illustrate, a standard term could for example specify that in case of damage
resulting from the delivery of a household appliance to the house of a customer, the store
should be notified in writing within three days.174 The majority of consumers, when
actually considering this term, could prefer to have this term extended to seven days,
even if that would imply incurring a small cost for the extension of the time span.
However, since this term will not be read nor be salient to consumers, the seller is able to
draft a term with a short time span for notification. Prolonging this time span could result
in more notifications of damage made to the seller, and therefore would likely be more
costly to the seller. Providing a short time span for notification is less costly to the seller,
enabling the seller to charge a lower price for the good. Competition between sellers for
the favour of the consumer only affects those product attributes that are noticed by the
consumer, but contract terms can be seen as product attributes too. As the price is a likely
to be noticed by the consumer, competition between sellers induces them to set the price
at a competitive level. A standard term regarding notification duties in case of damages
caused by the delivery service will simply be provided low-cost and low quality, as the
consumer will not be aware of this term anyway. As the consumer will not be more likely
to buy this product or service when the notification duty is set more to her benefit, and
sellers do incur costs from being more lenient in their terms, there is no gain for the seller
in drafting the notification duty term more favourably to the consumer. This implies that
the notification term will be one-sided and low quality in the sense that it favours the
seller and not the consumer. This constitutes an adverse selection problem.

174 Example taken from the Media Markt standard terms (term 8.15; www.mediamarkt.nl, consulted

January 5, 2006; this particular standard term is currently no longer part of the Media Markt standard
terms, consulted November 6, 2009).
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Other standard terms in consumer contracts that could be interpreted to be of low
quality are for instance disclaimers of implied warranties, limitations of certain damage
types, or terms that specifiy the choice of law or choice of forum and caps on damages. A
term allocating the right to collect and disseminate a consumer’s personal information to
a seller can also be seen as a low quality term, as well as restrictions on the manner in
which a consumer may bring future legal grievances against a seller or producer. Other
low quality terms could specify a long notification period in order to cancel contracts or
specify a rather cumbersome procedure that has to be followed in order to cancel a
contract, for instance sending a registered letter three months before the automatic

renewal date of the contract.'”

Market failure and welfare loss

One-sided terms, even though they are low in quality, do not necessarily decrease
welfare. Consumers could have a preference for low quality terms, since products can
then be offered at low cost. A price deduction could be passed on to consumers. In
negotiations, contract terms could be stipulated in which the consumer agrees to take on
certain risks for a price premium (Van den Bergh, 1998: 135). However, there is no
guarantee that one-sided terms will coincide with the preferences of the consumer. As
consumers are more likely to be risk averse than firms are, the fact that a consumer is
taking on risks instead of a firm is likely to be inefficient. Whether one-sided standard
terms will generally be welfare enhancing should be severely doubted (Gazal-Ayal,
1999; Korobkin, 2003). Which level of quality in contract terms is efficient depends on
the preferences of consumers. These might however be hard to establish, precisely
because the typical consumer is unaware of contract terms. Interventions in the market to
correct for the market failure of adverse selection should accommodate for this
ambiguity.'”® On the whole however, the market failure of information asymmetry
indicates that society would gain from improvements in the level of quality in standard
terms in consumer contracts. As adverse selection depresses quality in the market, the
market is likely to produce sub-optimal levels of quality in standard terms in consumer
contracts. In theory, a total market failure of information asymmetry would result in a
collapse of the market. This is however not to be expected in the market for standard
terms (Schifer and Leyens, 2009: 108). Consumers will not refrain from entering into
contracts. Transactions will continue to be concluded, however they will be governed by
terms that favour the seller over the consumer.

One-sided terms are cheap to provide for the drafter, but are not necessarily welfare
enhancing. Businesses have an incentive to draft terms according to their interest, or
might even be forced to draft one-sided terms by competitive forces even if they would

'3 As will be discussed below in section 5.5.3a, some of these examples of low quality standard terms have
been studied in empirical research and are in these studies shown to be drafted in consumer contracts
regularly. It is important to note however, as is discussed in section 5.5.4a, low quality terms are not
necessarily a sign of abuse.

16 The issue of the efficiency of one-sided, low quality terms will be discussed below, section 5.5 4.
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see potential benefits to mutually beneficial terms (Rakoff, 1983: 1204). Adverse
selection resulting from information asymmetry thus leads to a decrease in social welfare
and therefore constitutes a market failure. This market failure is to be found in the loss
associated with a certain level of quality in standard terms not being offered in the
market, even though consumers would have bargained and paid for this higher level of
quality in terms if transaction costs and information asymmetries would not have
prevented them from doing so. Even though the quantity of profit that is gained by the
seller from this exploitation of standard terms in consumer contracts will not be
tremendous, it can still be considerable (Armstrong, 2008: 121).

It is frequently argued that intervention in standard terms on behalf of consumers is
uncalled for, as consumers willingly accept the allegedly undesirable terms in the
contract (Field, 2008: 99). However, when consumers and sellers know they are trapped
in a flea market, such a contract might indeed be entered into willingly, yet at the same
time be welfare decreasing and justify government intervention. The mere fact that
consumers and sellers are aware that low levels of quality in standard terms will be
offered does not imply that government should not intervene on behalf of consumers.
Neither consumers nor sellers are able to accomplish a higher quality of terms in the
market due to the market failure of adverse selection, which as has been explained above
is very likely to be present. The fact that consumers and sellers are aware of this market
failure does not necessarily mean that they are in a position to bring about a higher level
of quality in standard consumer terms.

5.3.2 Market corrections of information asymmetry in standard terms

It has now been established that an important market failure (adverse selection) is
likely to occur with regard to standard terms in consumer contracts. Before however
government interventions in consumer standard contracts can be justified from a social
welfare perspective, several issues should be taken into account. One issue is the
existence of market corrections that might counteract the market failure of information
asymmetry, such as reputation and unravelling of information. Also, it could be argued
that informed minority will discipline the market. However, as the discussion below will
illustrate, market corrections are unlikely to sufficiently improve the quality of standard
terms in consumer contracts.

a. Reputation and consumer learning

The reputation of firms is an important instrument in disciplining markets and
market parties and to counteract detrimental effects of market failures. It might also
induce sellers to draft higher quality terms in standardised consumer contracts.
Accordingly, some scholars in the law and economics literature campaign for a return to
a market-based approach to consumer contracts even when consumers are uninformed of
the content of standard terms (Gilo and Porat, 2009). They argue that when markets are
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sufficiently competitive, standard terms in consumer contracts can be assumed to be
efficient and fair as a result of reputation and competition. Courts do not have to be
concerned with assessing the ‘fairness’ of standard terms. They claim that reputation and
competition will either lead to efficient and fair contracts, or at protect consumers from
detrimental terms being enforced against them.'”’

The effectiveness of reputation as a mechanism to induce less one-sided terms
should however be questioned, especially in consumer markets. The effectiveness of
repeated purchases, learning effects and the reputation of sellers to stimulate high quality
terms in consumer contracts is assessed critically (Bar-Gill, 2008: 755-6; Harel and
Procaccia, 2009; Schifer and Leyens, 2009: 109-10). Consumers are likely to enter into
contracts less frequently than sellers, and not to have a great amount of information at
their disposal about the reputation of the sellers that are operating in the market.'”® Even
when consumers frequently enter into the same contracts, they might not assess the
standard terms even once. Only a small number of consumers will actually be confronted
with the specific contingencies that are dealt with in typical standard term clauses. To the
extent that reputation can be argued to be effective, it will only be effective in contract
terms which allocate high risk contingencies and terms that consumers actually assess in
their decision making process. These terms are unlikely to be many.

Interpersonal learning among consumers with respect to standard terms is not likely
to be sufficiently effective either. Standardised products can usually be argued to reach
efficient quality due to information sharing, because standardised products can be tested
and used by everyone (Epstein, 2006). This argument however does not necessarily apply
to standard terms, because they might not be scrutinised by a sufficiently large group of
consumers, as has been explained above. Although consumers might seek expert advice
in cases that involve big and important decisions, they will be unlikely to do so when
deciding whether or not to accept the standard terms. It is too costly, considering the
(relatively low) benefit that could be obtained through the use of the information
intermediary in this case. Learning effects therefore are unlikely to develop sufficiently
in the market.

The reputation of sellers is more dependent on the product itself than on the
contingencies that are provided for in the standard terms. If the quality of the terms is not
well known to consumers and information does not flow from one consumer to the other,
reputation might be affected by the quality of the standard terms only to a very limited
degree. It might be more beneficial for the firm to exploit the ignorant consumers or offer
different terms to the savvy consumers (Rakoff, 1983: 1225; Schwartz and Wilde, 1983:
1450). Sellers can waive a specific term if a consumer complains (Ibrahim, 2005). This

177 See also: Johnston (2006) and Bebchuk and Posner (2006). This argument will be further explored
below, section 5.5.4.

' See Macaulay (1963) on the relational theory of contracts, which points to the observation in sociology
that business conflicts are hardly ever resolved in court, as the relationship between businesses requires
that partners search for a non-legal out-of-court solution. Whether reputation and business relationships
have the same effect in consumer contracts is doubtful.
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saves reputation, but does not allow all consumers to benefit from a less one-sided

contract.179

Only the consumers that complain obtain these benefits. This is problematic
as not all consumers would take the trouble of complaining if they expect the firm to
invoke the one-sided term against them. Also, consumer standard terms often allocate
remote risks. Consumers might not learn of businesses invoking these terms against their
customers, and these terms then have little or no effect on the reputation of the firm.
Lastly, businesses might also be managed by short-run players who are not concerned
with reputation. The reputation mechanism, even though it does guide behaviour to some

extent, will not be sufficient to overcome the market failure of information asymmetry.

b. Unravelling, signalling and screening

When sellers offer terms that are more benevolent towards consumers than those that
are offered by their competitors, sellers have an incentive to make this information
known to consumers. The information will thus become unravelled. However, it is
doubtful whether the possibility to unravel information regarding the quality of standard
terms will be effective and thus used by sellers. The information that is provided will still
need to be assessed according to the specific situation and preferences of the respective
consumer. As consumers suffer from rational apathy, they might choose not to take the
information into account (Meyerson, 1990: 600-3). As consumers consciously choose not
to include the information in their decision making process, they are unlikely to screen
businesses for information about standard terms. If consumers do not assess this
information, sellers have no incentive of providing information about high-quality terms,
nor an incentive to offer these higher quality terms.

Standard terms can be regarded as having many characteristics of a credence good:
even when the good is bought, or the standard terms accepted, the quality of these terms
is very difficult, bordering on impossible, for individuals consumers to ascertain
(Meyerson, 1990: 598). When information about quality is too costly or too difficult for
consumers to interpret, sellers could also provide some sort of signal of quality.
However, whether this device can be expected to sufficiently counteract the market
failure of information asymmetry with respect to standard terms in consumer contracts is
questionable, as a reliable signal of quality cannot be maintained (Schifer and Leyens,
2009: 108-9)."*

Reputation, learning effects, unravelling of information, screening for high-quality
terms and signalling of terms are therefore unlikely to be sufficiently effective in
stimulating the market to provide higher quality standard terms and overcome the welfare
loss described above. This negative assessment might not be valid for all standard terms;

17 See Trebilcock and Dewees (1981: 106-13) for a discussion on sellers discriminating between informed
and non-informed consumers.

180 A5 will be discussed in chapter 7, signals for quality of standard term forms have been developed in for
instance Israel and Mexico, where sellers can obtain a sign of approval from a specific tribunal or other
institution to establish that the terms offered in the seller’s contract meet the applicable legal standards. See
below, section 7.2.4.

148



5. Behaviourally enhancing policy recommendations - standard terms in consumer contracts

for the majority of terms however, the terms that are subordinate, that are not considered
to be of high importance to consumers or that involve unlikely contingencies, the
effectiveness of market corrections can be argued to be limited.

c. The abilities of the marginally informed group to discipline the market

As has been argued above, in neoclassical economics the claim is presented that a
small group of informed consumers is able to discipline the market into providing the
terms that consumers have a preference for.'®" Several scholars however doubt the
disciplining power of this marginal group of consumers. They claim that protection from
inefficient contract terms through an informed minority group will not be effective with
respect to the majority of standard terms. It is argued that competition with respect to
price cannot be understood in the same way as competition with respect to standard
terms, because in the latter consumer preferences are more likely to be heterogeneous,
consumer costs with respect to these terms might differ, and evaluation of the terms is
more costly (Schwartz and Wilde, 1983). The aggressive consumer, searching for a
bargain, is a minor player in the market and unlikely to have a lot of influence (Goldberg,
1974: 485). Searching for, reading, understanding and comparing standard terms is too
costly; a competitive market for standard terms requires more consumers than there will
be to drive the market for efficient terms (Meyerson, 1990: 601; Harel and Procaccia,
2009: 24-26).

A second possibility is shopping for terms, and thereby disciplining the market,
which grants a positive external effect to other consumers. From the perspective of one
consumer, it would be best if all the other consumers undertake the costs of reading,
shopping for and negotiating beneficial contract terms, so that she can obtain her
preferred terms ‘for free’. Consumer reading and shopping for terms are likely to be
underproduced in the same way as public goods. When one consumer reads and fully
assesses the implications of that contract, she can obtain benefits from the knowledge she
gained by reading and assessing. Knowledge and information are public goods; by
informing other people of this knowledge, consumers could use it to their benefit as well
and social welfare would be increased. These consumers would not have to undergo the
costs of reading and assessing themselves, and could thus free ride on the efforts of the
reading consumer. The benefit gained by free riding consumers will however not serve
reading consumers (fully). The reading consumer will not take these extra benefits into
account when deciding whether or not to read and assess the contract. Society at large
would gain from a few consumers reading the contract and sharing their knowledge, but
that the consumer herself will gain from reading and assessing the contract is unlikely.
As consumers cannot reap the full benefits of reading and shopping for contract terms,
they are unlikely to engage in this behaviour to the extent that is optimal from a social
welfare point of view (Hillman and Rachlinski, 2002: 447).

181 See above, section 5.2.2b.
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5.3.3 Government interventions correcting adverse selection in standard terms

As it has now been established that the market failure of adverse selection is likely to
occur in connection to standard terms, government interventions aimed at counteracting
the adverse selection in standard terms can be contemplated. Regulatory interventions
can consist of procedural or substantive rules: procedural rules would in this case mainly
aim at the improvement of information, while substantive rules would relate to the
content of the contract and could for example prescribe defaults or ban certain terms.
Information duties correspond better to party autonomy and are therefore to be preferred
over substantive interventions. As has been stated above in the introductory chapter, this
research focuses on regulatory efforts to increase the quality of contract terms, as the
expected quality of one-sided terms can be argued to be too low from a social welfare
perspective. However, enforcement issues relating to the improvement of the quality of
standard terms will be briefly examined, as well as the comparative benefits of public and
private enforcement.

a. Procedural and substantive interventions in information economics

The most obvious interventions to counteract information asymmetry problems,
constituting a lack of information on the side of the consumer, are information based
remedies. Only when the information asymmetry cannot be sufficiently corrected through
information measures, other means should be considered, such as interventions in the
content of the contract. Stimulating the provision of information could be the most
effective and direct way to overcome the asymmetry in information and thereby possibly
correct the market failure. Furthermore, information remedies are less intrusive than
substantive interventions, as the first do not limit the range of terms that are available to
consumers and sellers. Interventions in the provision of information only target
procedural aspects of the transaction; they do not affect the content of the contract. Party
autonomy and freedom of contract are left intact. In information economics, procedural
interventions are therefore to be preferred over substantive interventions.

When dealing with information asymmetry, the lack of information is the core of the
problem; procedural interventions therefore focus on information rather than the content
of the contract. Only when information remedies and the market forces of competition
cannot sufficiently counteract the market failures which are detrimental to consumers,
there is a clear justification for the intervention of public authorities (Howells, 2005).
Examples of these more far-reaching interventions could be a fairness standard, bans on
certain terms, shifting the risk in existing risk sharing arrangements and altering default
rules. Information asymmetry is however not the only market failure that should be
addressed in the context of standard terms in consumer contracts. Undesirable practices
such as fraud, duress, and misrepresentation might also occur. These issues should be
regulated and dealt with by (criminal) courts, since such practices are abusive and lead to
welfare decreasing transactions (Van den Bergh, 2003: 1).
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b. Regulation and enforcement

The interventions that are undertaken in consumer protection, including standard
terms in consumer contracts, are often a combination of regulation and enforcement.
Through regulation, standards can be set that can be evaluated on a case-by-case basis in
court. Procedural requirements can be laid out, the observance of which can be assessed
by the judiciary. The timing of the intervention distinguishes regulation from
enforcement. An intervention can either target an undesirable act before it is committed
(ex ante control), or it can be addressed to a harm that already has occurred (ex post
monitoring) (Van den Bergh, 2007: 200-1). Ex ante control is more likely to be based
upon regulation, whereas ex post monitoring often implies enforcement. That being said,
ex ante and ex post interventions cannot always be clearly distinguished, and a clear line
between interventions that are purely regulatory and court inventions is often difficult to
draw. Interplay exists between enforcement and regulation concerning the correction of
market failures, and also with respect to information asymmetry in standard term
contracts. A “fairness test” might be set in regulation, of which the details need to be
filled in through court intervention ex post. Also, court interventions in one case would
set a precedent for future cases, thereby having an ex ante effect. The effectiveness and

efficiency of consumer protection thus rely on both regulation and enforcement.'®

c. Public and private enforcement

The enforcement of consumer protection law, including regulation of standard terms,
is confronted with many challenges. Private enforcement over consumer standard terms
is unlikely to take occur to a sufficient degree to discipline the market. Baird claims that
most buyers will not go to court, and that sellers are aware of this fact (Baird, 2006: 937).
Consumers suffer from rational apathy because the expected benefits from going to court
do not outweigh the costs of doing so. As individual losses are small and seeking court
intervention is costly in time and effort, let alone in financial cost, consumers stand to
gain little from prosecuting, or will even lose out. The total social loss due to consumer
law infringements might warrant an intervention that cannot be expected from consumers
themselves as they are merely confronted with their own (relatively) small loss. Also,
consumers are likely to lack the required knowledge; which terms are considered to be
onerous, and whether violations of consumer protection law have actually occurred for
instance. The information asymmetry which is present in consumer contracts prohibits
effective private enforcement.

Public enforcement might be more efficient in getting onerous terms stricken from
contracts. Public agents possess more information about laws, regulations and possible
infringements of the law. Furthermore, public agents are able to take the entire loss to

'8 Other interventions in the quality of terms can of course also be conceived, such as giving guidance to
companies with regard to trade practices, negotiating standard terms with trade associations et cetera. This
part of the research focuses on typical interventions suggested by information economics in the context of
standard terms in consumer contracts. In chapters 6 and 7, consumer policy and policy proposals directed
towards standard terms in consumer contracts will be more thoroughly assessed.
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social welfare into account and thus make a more informed cost-benefit analysis of
whether or not enforcement would be beneficial to social welfare (Van den Bergh, 2007).
Public agents however do not always have the required standing in court to seek the
enforcement of consumer protection laws. The collective action problem which is present
in private enforcement can also be overcome by group enforcement, but that is not
always available and can give rise to other problems such as interest representation and
financial constraints. Even though this short overview of enforcement issues brings up
many interesting research questions, this research will focus upon regulatory efforts to
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enhance the quality of terms in consumer contracts.

d. A focus on regulatory interventions aiming at efficient contract quality

As has been mentioned in the introduction, this thesis will focus on regulatory
interventions aimed at increasing the quality of terms in consumer contracts.
Enforcement issues and undesirable practices such as fraud and misrepresentation fall
outside the scope of this research. This research focuses mainly on regulation which
addresses the adverse selection problem in consumer contracts. There are several reasons
for limiting the focus of this research. First, limiting the scope will enable an in-depth
discussion of regulatory issues connected to standard terms in consumer contracts. It will
allow for a discussion of and suggestions for improvements to regulation and ex ante
policies aiming to provide a higher quality of standard terms in consumer contracts.
Secondly, as will be argued in chapter 7, most policy recommendations that aim to
improve the quality of standard terms entail more and further reaching regulation than is
implemented nowadays. This thesis focuses on the regulatory interventions that typically
occur in European legal systems, and discusses if and how improvements to this kind of
regulation could provide a higher quality of standard terms.'®* Thirdly, considering the
interplay between regulation and enforcement, it would be important to address the costs
and benefits of regulation and possible improvements to regulation and policy. Before
going deeper into issues of how enforcement of certain regulations can be improved, the
desirability of those regulations itself should be assessed.'® The interventions that will
be described in the following sections are regulatory interventions that can justified from
the perspective of information economics aiming to improve the quality of contractual
terms and to counteract adverse selection in consumer standard forms.

'8 See for a coherent overview of the difficulties with private enforcement and how collective enforcement
might improve social welfare, Trebilcock (2003), Van Boom and Loos (2007) and Van den Bergh and
Visscher (2008) for a focus on consumer protection; Keske (2010) for a more elaborate discussion of this
issue in the context of competition policy.

'8 See chapters 6 and 7.

'8 As a fourth reason, it could be mentioned that the general instrument of administrative regulation is
likely to be more effective than a case-by-case treatment of claims through courts, as is for instance
claimed by Leff (1970a: 356-7). As the effectiveness of regulation and the effectiveness of enforcement
will not be juxta-posed in this research, this claim will not be further developed here.
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534 Possible regulatory interventions 1: Setting default rules

Through the use of default rules, society can save on transaction costs. Contracting
parties can resort to the default terms set by the government instead of drafting contract
terms themselves. This not only saves on drafting costs, but also on negotiation and
research costs into the consequences of terms. It is therefore important to set default rules
as efficiently as possible.

a. Efficient default rules

What would constitute as an efficient default rule is discussed most notably by Ayres
and Gertner (Ayres and Gertner, 1989; 1999). First, default rules should be set in such a
way that they would be preferred by the majority of contracting parties. The result is that
the majority of parties can contract according to the default terms without (much) further
negotiation, thus reducing transaction costs for the largest group of people. These default
rules are called majoritarian default rules: default rules that are favoured by the
rnajority.186 Secondly however, it might be the case that not majoritarian default rules are
most efficient, but minoritarian default rules. This situation arises when it is not costly
for the majority to contract to their preferred terms, contrary to the default terms, but
comprehensive costs are faced by the minority when they would like to opt for their
preferred terms. In these situations, social welfare is most improved when the
minoritarian rule is set as the default, even though nominally more parties have to
diverge from the default term. Third, the default rule could be set to the disadvantage of
the party that possesses important private information, stimulating them to reveal that
private information. This kind of default is called a penalty default rule. The disclosure
of private information enables the contracting counterpart to perform more efficiently
than they would have if they had been left uninformed.

An example of a penalty default rule can be provided by low reimbursement rates for
postage parcels that get lost. The transporter does not know what is transported in the
parcel. The contents of the parcel could be very valuable, or not be valuable at all.
Efficiency considerations would prescribe the transporter to take more care in handling
valuable parcels than invaluable ones. Information concerning the contents of the parcel
is private; the sender knows the value of the parcel, but the transporter will only know if
he or she is informed of the contents. If the sender knows that this parcel contains
particularly valuable items, she could inform the transporter, who could respond by
taking adequate care. Most likely, this added care would entail an extra cost. This
however is efficient. If the transporter were to reimburse the full costs of each parcel that

'8 Note that the majoritarian default rule does not have to be most efficient for the majority to be favoured
by the majority and to be the most efficient default rule to set. Parties could be mistaken as to what would
be the most efficient rule for them to stipulate in their contract. If the default rule is set to the rule that
would be in fact more efficient, but is not favoured by the majority of parties, parties would contract away
from the default anyway (at least in theory). This would yet again increase transaction costs. Therefore the
majoritarian default rule should be the one that is preferred by the majority, not necessarily the one that is
most efficient for the majority of contracting parties.
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could be lost or damaged, he would take more care than if he would only have to
reimburse up to the damage cap. Extra care entails extra costs, which would then also be
passed on to those consumers who send invaluable parcels. The sending of valuable
packages, which is more costly, would be cross-subsidised by the sending of the cheaper
parcels, to the detriment of these latter senders. By setting the damage cap relatively low,
consumers (who hold private information about the value of their parcel) have an
incentive to reveal a high value of the contents and pay for the additional care, giving an
incentive to the transporter to exert this extra care.'®’ The efficiency of penalty default
rules is therefore based on the disclosure of private information.

It is likely that consumer contracts require different default rules than business-to-
business sales. Furthermore, default rules are likely to be sticky, whether they are
efficient or inefficient (Ben-Shahar and Pottow, 2006). Diverging from default rules
might be too costly to match the benefit of having a rule that fits the preferences of
contracting parties better. Default rules are therefore likely to be followed, instead of
being diverged from.'®® It is therefore even more important to set efficient default terms.
Lastly, default rules matter only in some situations. When transaction costs are low and
information is distributed symmetrically, parties are more likely to negotiate than to
resort to default rules (Korobkin, 1998: 623). The characteristics of this situation
however do not apply to the typical consumer standard term transaction, making default
rules in consumer contracts very relevant.

b. Mandatory or default

Even though consumers are unlikely to negotiate for better terms, contract rules
should be default rules instead of mandatory rules.'® Mandatory rules are likely to be
inefficient for several reasons (De Geest, 2002: 224). One is that legislators and courts
choose the rules; these parties might not have the most relevant information about cost
structures and preferences of affected parties at hand. The sellers do have this
information, as they have first hand knowledge of which costs are related to which kind
of term, and are in much closer contact with consumers. Again, competition will force
sellers to take consumer interest into account. Sellers are the cheapest information
provider when it comes to standard terms (Van den Bergh, 1997). Mandating the power
to make contract terms to a party outside the actual contract (government of judge)
implies that this outside party has more or better information, and is better able to set the
optimal quality level for all contracts this term applies to than the parties to the contract
themselves; these are very demanding conditions, unlikely to be often fulfilled
(Kornhauser, 1976: 1182).

187 But see Posner (2006) arguing that in actual contract law, no penalty defaults can be found.

188 See also below, section 5.4.

'8 See for a general discussion of the differences between mandatory and default rules and cases in which
they are applied, Van Bijnen (2007: 59-67).
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Also, which terms are efficient can be different in the various business sectors,
depending on cost structures and consumer preferences. As consumer preferences are
likely to be heterogeneous, some clauses might be efficient in one business sector but
inefficient in the other. Consumers and sellers that prefer rules other than default rules
should be allowed to contract contrary to the default. Default terms can reduce
transaction costs in situations where the default term is the preferred contract term and no
longer needs to be stipulated in the contract. In other situations, parties are able to
contract around the default terms.

5.3.5 Possible regulatory interventions 2: Information duties

A central theme within information economics is that in order for consumers to
discipline the market, they should read terms and negotiate or shop for better terms.
Consumers are best protected by their own vigilance. To overcome the market failure of
information asymmetry, information should be provided for consumers. This information
will enable consumers to discipline the market on their own accord. To stimulate
consumers to actually read standard terms, a duty to read for consumers combined with
information requirements rendering the assessment of contracts less costly for
consumers, can be argued for. The effectiveness of disclosure duties is however highly
questioned. Due to rational apathy and the fact that information is a public good, the
adverse selection problem might persist even with information duties to aid consumers.

a. Duty to read

The duty to read stems from traditional views such as adherence to terms of the
contract and upholding the freedom to contract. Giving consumers an incentive to think
carefully about the costs and benefits of the contract terms they are about to assent to, can
result with relative certainty in a welfare enhancing transaction.'” The duty to read
consists of holding consumers responsible for the consequences of (not) reading the
contract. It does not impose a sanction such as a fine on consumers when they fail to read
contract terms, but it entails that contract terms will be legally binding to consumers even
if they did not read the contract terms before entering into the contract. The duty to read
therefore does not involve a punishment for not reading the terms, but implies that
consumers will be held to the contract even if they choose not to read it beforehand. This
should stimulate consumers to read contracts, or allow them to take the rational decision
not to read the contract while being held to the contractual terms nonetheless.

The duty to read is however heavily criticised.'”! Eisenberg for instance states that
“the duty to read”, which implies that consumers consciously choose not to read
contracts, is not linked to human reality at all (Eisenberg, 1985: 311). Ben-Shahar

19 See above, section 5.2.2e.

I Some examples of this critique will be discussed here, as they have been provided in the economic
literature. The duty to read will be more thoroughly assessed from a legal perspective in chapter 6, sections
6.2.1 and 6.3.2.

155



5. Behaviourally enhancing policy recommendations - standard terms in consumer contracts

contends that the opportunity to read is a “myth”. In effect, the option to read does not
exist, due to the difficulties consumers encounter when trying to read the terms (Ben-
Shahar, 2009). Standard terms are unlikely to be read by consumers, and the duty to read
is argued by these authors to be an ill-advised instrument for solving the information

asymmetry problem.192

b. Disclosure duties

Combined with the duty to read, consumers’ transaction costs for becoming
informed of the content of the terms should be decreased. Accordingly, there should be a
requirement for sellers to make sure that contract terms are timely and easily available
before the deal is made, known as the availability requirement. Furthermore, information
policies should stimulate sellers to draft and disclose terms that are relatively easy to
understand; this is referred to as the transparency of terms. Transparency can also be
referred to as readability and intelligibility. All these notions are connected to the ease
with which terms can be interpreted and understood, and often relate to issues such as
font size, long sentences, the use of ‘legalese’, et cetera. These interventions decrease the
amount of time, financial cost and effort that consumers need to invest to understand the
content of the contract. Consumers are given a true opportunity to read and assess the
standardised contract terms. This opportunity, combined with consumer responsibility for
the choice not to read, should optimally incentivise consumers to take care when entering
into contracts. Signing-without-reading is still allowed and could (and will) therefore still
occur. However, information economics claims, uninformed conclusion of contracts is in
such a case a choice of the consumer, as she has had the opportunity to read the contract.
Through the use of disclosure duties, such as availability and transparency, consumer
reading should be increased, as it reduces consumer search costs, making consumer
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reading more beneficial to consumers.

c. The effectiveness and efficiency of disclosure duties

Whether or not disclosure duties can induce consumers to become informed and use
that information to discipline the market is highly debated. Insights from modelling and
game theory suggest that it is very unlikely that all consumers read, and that markets are
disciplined by consumer reading (Priest, 1981). Katz argues that a duty-to-read cannot
solve the signing-without reading problem. He shows that as long as costs of reading are
positive, no consumer would read standard terms, and sellers would write low priced
harsh terms as a consequence (Katz, 1990).

102 Chapter 7 will discuss several strategies for enhancing standard term policy, including solving the
signing-without-reading problem and the option of doing away with the entire system of standardised terms
in consumer contracts. See below, chapter 7, sections 7.2.1 and 7.2.2.

'3 Hillman suggests requiring that e-business terms are online available, which however may backfire as
this would make suspect terms more likely to be enforced; see Hillman (2006b).
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In addition, Gazal-Ayal shows that unless all consumers read the contract before
signing, inefficient terms are very likely to occur (Gazal-Ayal, 1999). Consumers only
read contracts (theoretically) if they have a low reservation price, which is the price that
they are willing to pay for the product in relation to the actual price of the product. When
a consumer values a certain good just above the price that she will have to pay to obtain
this good, the consumer is said to have a low reservation price. A low reservation price
could render the entire value of the contract to be lower than the price they are willing to
pay, if the contract contains onerous terms. Therefore only consumers with a low
reservation price could be expected to read and assess contracts, not all consumers could
be expected to do so.

Information is only useful if consumers can act upon it. Consumers might be aware
that even if they would acquire certain information, it would not make them shop or
negotiate for better terms anyway. Obtaining the information is then of little use. If
consumers believe that they have no alternative but to accept the standard terms that are
put before them, they will not be inclined to read standard terms (Howells, 2005: 358).
Furthermore, when consumers expect the quality of standardised contract terms to be
low, and expect that sellers will be favoured over consumers throughout the business
sector, consumers will not expect to gain anything by reading standard terms. According
to their expectations, they would not find better terms in the contracts of competing
firms, and will therefore choose not to read the terms at all. These consumers then start a
self-fulfilling prophecy, as their expectation of one-sided contracts could in fact cause
contract terms to be written one-sidedly due to the before mentioned adverse selection
mechanism.'”*

Grether, Schwartz and Wilde agree that consumers are unlikely to make optimal
choices, even if they are enabled to read standard terms. This is partly due to the fact that
information is a public good and therefore will be underprovided."” Consumers as
rational information seekers balance costs and gains of searching for and processing
information. Furthermore, special skills might be required to fully assess contract terms,
skills which consumers might not have (Grether, Schwartz and Wilde, 1985: 277).

d. Information overload caused by disclosure duties

Disclosure duties sparked a discussion about overly burdening consumers with
information. Eisenberg contends that too much information may lead to consumers
refusing to take in any information at all (Eisenberg, 1985). Eisenberg argues this

1% In theory, consumers could be more easily made to read contract terms in cases of internet contracts, as
terms can be made immediately available to consumers, and they do not feel the pressure of a sales agent
or a waiting line behind to hurry the closing of the sale. See Hillman (2006b) and Mann and Siebeneicher
(2008) on the specific problems related to e-standard terms and a discussion of mandatory website
disclosure of e-standard terms. Mann suggests that internet retail contracting is in reality not much different
from face-to-face contracting, at least not concerning the quality of the contract terms.

19 See also Hillman and Rachlinski (2002: 447) for a more elaborated discussion of this argument;
mentioned above, section 5.3.2¢c.
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behaviour is not at all unreasonable: as consumers know that they will not understand the
information anyway, taking in and assessing all this information will be costly and
extremely frustrating, yet unlikely to yield great benefits to consumers. Grether,
Schwartz and Wilde however argue against the view that disclosure requirements lead to
an information overload and will therefore be ineffective (Grether et al., 1985). They
argue that too much information will not cause consumer choice dysfunctions, as
consumers will satisfice rather than optimise. As has been discussed above, satisficing
entails looking for product characteristics that are satisfying, rather than optimal. The
choice set is reduced by choosing some product characteristics, and screening products to
see whether they correspond to acceptable levels of quality regarding those
characteristics. Satisficing enables consumers to deal with large choice sets. Consumers
know how to handle large amounts of information, and will simply ignore irrelevant
information. Information overload which might make it more difficult to find the product
attributes that the consumer is looking for should not be a “big concern”. Therefore, only
disclosure duties that increase search costs might be problematic, but disclosure duties
would be still welfare enhancing on average. The concern that the vast amounts of
information cause consumers to be unhappy can also be discarded, as this view is
“implausible and unsupported by data” (Grether et al., 1985: 286).'%°

5.3.6 Possible regulatory interventions 3: Mandatory substantive interventions

Government interventions targeting information asymmetry should not stop at
information duties. Some situations might call for mandatory substantive interventions.
These interventions are more far-reaching than information duties, as an intervention in
the substance of contracts does not correspond to the ideal of party autonomy.'”’ The
substantive interventions that can be used on standard terms in consumer contracts are a
combination of ex ante and ex post interventions: within regulation a standard for
onerous terms can be given, and lists of (presumably) onerous terms can be provided.
When sellers do not comply with these regulatory measures, they can be enforced

through the legal system.'”®

a. Barring onerous terms

As has been argued above, information remedies are the preferred option when
aiming to overcome the market failure of information asymmetry. Therefore, mandatory
interventions in the content of the contract should only be resorted to in cases where
information duties and competition are unlikely to have a sufficient effect in
counteracting the adverse selection problem. In line with this reasoning, Hatzis argues
that substantive fairness of terms, the fairness of the content of terms, should not be

19 See however below, section 5.4.1a, for a description of how information overload might cause a
decrease in consumer welfare after all.

197 See above, section 5.3.4b.

198 See above, section 5.3.3.
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investigated by courts. Instead, courts should focus on procedural fairness and bar unfair
commercial practices that do not allow the consumer to become sufficiently informed
about contract terms, et cetera (Hatzis, 2008: 5). Substantive fairness tests stimulate
consumers into not-reading, as they can comfortably expect terms not to contain onerous
terms (Gillette, 2004: 716-7). De Geest argues that if it can be shown that certain clauses
will never be agreed to by consumers, these clauses should be banned (De Geest, 2002:
225). Restricting contractual freedom amounts to welfare losses for the consumer who
would read and shop for or negotiate other terms. On the other hand, allowing contractual
freedom leads to decreases in social welfare through adverse selection. In this delicate
trade-off, restricting choice can be justified in cases of terms that are quite unlikely to be
ever bargained for. An example would be clauses that exempt liability for intentional
losses, basically creating in incentive for fraud on behalf of the drafter.

Terms that are unlikely to be agreed upon in negotiations for could be banned by
“blacklisting” them. A black list of standard terms is a regulatory list of standard terms
that stipulates these terms as being onerous. These terms should be stricken from the
contract, and cannot be enforced against the non-drafting party. In some cases, a grey list
is a better option. When a term is mentioned on a grey list, this term is invalid unless the
seller can prove these terms to be based upon true consent. When clauses are suspicious,
greylisting them could ensure that these terms are deemed to be void unless plausible
evidence of true consent can be presented. Likely, the burden of proof would be on the
seller to establish the following circumstances: that the term that deviates from the
default terms (also) increases costs for the seller instead of for (only) the consumer, that
the terms were clearly and individually negotiated and understood, that they were stated
in plain and intelligible language, and/or that there were very clear warnings in the
contract so that the consumer must have been aware of these terms before signing the
contract (De Geest, 2002: 226-7)."” When terms are the product of negotiations, Hatzis
argues that black and grey lists should not be applied as the consumer clearly assented to
the terms (Hatzis, 2008: 11). Also, if the market is competitive, the price/quality ratio of
the contract should be taken into account when assessing terms. The reasonableness of
the contract should be evaluated concerning the contract as a whole, not just in relation to
the mere term in question.

b. Barring low-quality but permissible terms: using availability as proxy

Not all consequences of the market failure of information asymmetry can be targeted
through enforcement. Courts can only strike onerous terms from consumer contracts.
This implies that the quality of terms can be improved to permissible levels, which could
still be lower than the actual preferences of consumers. When a contract term is driven
out of the market due to the high quality, the consumer cannot go to court and demand
this higher level term to be supplied again if a lower level quality is also deemed

199 Behavioural insights criticise this view, referring to risk perceptions of consumers; see below, section
54.1d.
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permissible by courts.”™ As courts only ban the most onerous terms, the level of quality
in terms is slightly elevated, but not much. The “flea market” therefore will probably still
exist, be it offering slightly better quality than before, but still unable to offer high quality
terms to consumers should they prefer them.

To overcome this gap between acceptable and preferred terms, consumers may resort
to challenging the procedural requirements of availability and disclosure to be able to get
out of a low quality term contract. Cserne claims that the availability requirement is more
and more criticised as being a proxy (Cserne, 2009). This requirement is a procedural
necessity that is not linked to the substance of the contract terms. However, it is only
invoked when a party feels disadvantaged by the substance of one or more particular
terms in the contract. By focusing on a procedural test when the complaining party is
unsatisfied with the content of the contract terms, the availability test fails to address the
need for more substantive control over contract terms. It enables courts to intervene when
the content of a term is considered to be undesirable by the costumer, but only in cases
where a procedural requirement has not been met.

This implies that court intervention is not fully effective at improving the quality of
terms to the level preferred by consumers. When the availability and disclosure
requirements are fulfilled, only onerous terms can be barred from contracts, but not terms
that are barely permissible, and inefficient due to their low quality.

5.3.7 Regulation and its effect on competition

Above, it has been argued that both competition and regulation can protect
consumers from abuse by onerous terms.”! Regulation however also comes with costs,
and might have a negative impact on the effectiveness of competition to counteract the
market failure. Heterogeneous consumer preferences can limit the benefits of regulation,
and cause detriment to consumers with a preference for low priced low quality standard
terms. As consumers feel more protected, their propensity to be vigilant and to take care
in transactions may be reduced. The interplay between competition and regulation should
therefore be carefully assessed.

a. The costs of regulation

Regulation, correcting a market failure, comes with costs. These costs consist not
only of the administrative costs of implementing the regulation itself, but also of the
adverse effects that the regulation might have, for instance in hindering competition and
error costs. Also, there is a paradox in using costly information measures as a solution to
problems that started with the cost of becoming informed being too high. Insight into the
issue of transaction costs has taught that information costs are both a part of markets and

20 This reasoning is analogous to Kornhauser (1976: 1180), who argues that court intervention is
insufficient because products that have been driven out of the market due to their high quality cannot be
reinstated by courts.

201 See also above, section 5.3.3.
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of regulatory interventions. The relative costs of the problem and the solution must be
understood clearly (Hadfield et al., 1998: 145).

Furthermore, as consumer preferences are heterogeneous, regulatory intervention
could benefit some groups of consumers, while harming the interests of others.
Consumers who have a preference for low-quality low price terms could find that their
preferences can no longer being fulfilled, as regulation has banned the terms that they
prefer. Whether a ban on a low-quality term is welfare enhancing depends on the number
of consumers who prefer one-sided terms. The fact that some consumers might be
harmed in their interest when the quality of terms is improved, even when this
intervention increases social welfare as a whole, should not be overlooked.

b. The cures of competition and reputation

In theory, competition between sellers should make terms less one-sided, as
beneficial terms should attract consumers. If consumers can easily observe and evaluate
product attributes at the time of the sale, if search costs are not significant, and if most
consumers are capable of making reasonably good decisions concerning the product
attribute in question, competition on its own can protect consumers very well
(Armstrong, 2008: 100).

The one-sided drafting of standard terms is discouraged by various legal institutions,
such as unconscionability, fairness tests, the contra proferentem rule et cetera (Kessler,
1943).2** Consumers will be protected from onerous terms by the company’s need to
uphold its reputation, and by the protection of legal institutions. Therefore, standard
terms in consumer contracts are unlikely to be onerous (Schifer and Ott, 2004: 370-3).
These competitive cures however can arise only with respect to the terms that the
consumers are consciously aware of, not with respect to the ones that information
asymmetry relates to. Also, savvy business strategies can mute the effect of competition
and the influence of the marginal informed consumer group by giving favours to the
smart and complaining consumers. Furthermore, disagreement over terms that are
connected to remote risks might not influence reputation. Moreover, short term players
are not deterred from onerous practices or terms by the prospect of a bad reputation.

Goldberg argues that the characteristics of contracts correspond more to private
regulation on the part of the drafter and that standardised terms cannot be seen as a
voluntary agreement. Equilibrium terms could come forward from this market, but harsh
and low priced terms could also drive out the good and higher priced ones (Goldberg,
1974: 483-6). Of course, both consumers and producers have an incentive to cure this
situation. Market solutions like brand names and advertising could ameliorate the effects
of the market failure, but are unlikely to sufficiently counteract it. Gazal-Ayal analyses
how consumers could use readily available information such as price and reputation to
estimate the quality of products and thereby of standard terms. Both a high reputation and

22 See chapter 6 for a discussion of the common core of the European legal approach towards standard
terms in consumer contract.
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higher prices could signal a higher quality of the terms. Yet Gazal-Ayal also shows that
neither reputation nor price can be sufficient indicators for quality (Gazal-Ayal, 1999:
26-39). Both items can be perceived as signals of quality, and have some effect in that
sense, but neither can create full knowledge on the quality of contract terms. Government
intervention is therefore warranted to counteract the adverse selection of standard terms.

c. The interplay between competition and regulation

When an industry is more regulated, suppliers have less freedom in setting their own
terms. Theoretically at least, this hinders competition, and decreases welfare for
consumers with heterogeneous preferences. There is a concern that regulation will induce
even less reading by consumers. Moral hazard of consumers (or rational apathy, rational
ignorance) is reinforced by paternalistic consumer protection (Hatzis, 2008: 11).
Standard contract terms can in most cases be safely ignored by consumers (Baird, 2006:
936). Law protects consumers anyway and might thereby actually stimulate consumer
moral hazard. Why would consumers bother reading or comparing terms if they know
that the onerous terms will be stricken from the contract anyway?

However, the extent to which competition is in fact hindered by regulation in the
context of standard terms is hard to ascertain. The more terms are affected by adverse
selection, and the further these terms are removed from the scope of consumer
information, the less positive the effect of competition is. When there is no competition
with respect to standard terms, sellers cannot distinguish themselves from the
competition by offering better terms. Therefore, all sellers will try to offer terms at as low
a cost as possible, and all terms will be offered in the same quality: one-sided, harsh
terms with a low price. In this scenario, regulation that aims to improving the quality of
terms can thereby only improve the market if it can successfully distinguish the terms
that have disappeared due to adverse selection. The quality of terms is too low from a
social welfare perspective, and should therefore be corrected. Very intrusive forms of
regulation could even prescribe terms in consumer contracts. In this situation, consumers
still have only one type of standard term to expect, but now these terms will be of higher
quality than they would have been in absence of the regulation. As has been argued
above, due to adverse selection the efficient level of quality in standard terms is likely to
be higher than the quality of terms that is provided by the market. When there is no
competition with respect to a large portion of standard terms due to information
asymmetry, regulation on these terms could not possibly hinder competition much.

Whether a form of contract provided by regulation should be preferred over the
option of non-interference, which means leaving it up to the market, could however also
be questioned. It can be doubted whether the regulator retains sufficient information
about which standard terms would be efficient. Different policy proposals which aim at
improving the quality of terms, including the option of prescribing terms, will be

162



5. Behaviourally enhancing policy recommendations - standard terms in consumer contracts

assessed below.”*® Suffice it to point out for now that a trade-off does exist with respect
to competition and regulation.

The interaction between competition and regulation is delicately balanced. In
general, regulation should be regarded as the second-best option, as it interferes with the
market mechanism. Before regulation is enforced in order to correct the market failure, it
should be established that the effects of competition fail to have sufficiently ameliorating
2% With respect to standard terms, it should ideally be established which terms are
effected by adverse selection, and which terms are subject to sufficient competition

effects.

between sellers.””> Heterogeneous preferences complicate the question of whether certain
terms are actually subject to sufficient competition. In the case of standard terms, due to
information asymmetry, a substantial part of the contract might not benefit from the
competitive cure of the market mechanism. The costs and benefits of both regulatory
interventions and the mechanism of competition, and the interplay between them, should
be carefully assessed.

5.3.8 Conclusion: desirability of government intervention by information insights

Scholars agree that the asymmetry of information and the resulting adverse selection
problem is the main cause of concern for consumer welfare with respect to standard
terms. Competition issues and market structure are unlikely to be the cause of welfare
decreases related to one-sided terms. Based upon the insight of information economics,
asymmetric information and transaction costs provide the main rationale for government
intervention. Consumer rational apathy and adverse selection are likely to result in
consumer contract terms that are overly one-sided, favouring the seller over the
consumer. The quality of terms can be said to be too low, and this problem is unlikely to
be corrected through market instruments such as the sellers’ reputation, consumer
learning, information unravelling, quality signals and the competitive cures of a marginal
group of informed consumers. Therefore, interventions in the market are justified.
Procedural interventions are usually to be preferred over substantive interventions.
Interventions will often consist of a combination of regulation and enforcement. This
research focuses regulatory efforts to improve the quality of terms in consumer contracts.

Intervention comes in different shapes and sizes. The provision of efficient default
rules will allow contracting parties to save on transaction costs. Drafting efficient default
rules would partially remedy the signing-without-reading problem. The insertion of better
rules in cases where a contingency has not been specified will improve the quality of the
contract. Disclosure duties such as availability and transparency for sellers, combined
with a duty to read obligation for consumers, create an incentive and an opportunity for
consumers to read the terms and discipline the market.

3 The analysis of different policy proposals aiming to improve standard terms consumer policy is the
subject of chapter 7.

204 A5 has been argued above; see above, chapter 2, section 2.3.2.

25 See below for a discussion of empirical results regarding the one-sidedness of terms, section 5.5.3.
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Whether this requirement actually enables consumers to discipline market is
however questionable. The use of a substantive test, combined with black and grey lists,
should result in the most onerous terms to be stricken from contracts. As low quality
terms that are also undesirable but just above the threshold of being deemed onerous slip
through the judiciary test, the procedural requirements of availability and transparency
will come into play. Court intervention can therefore only establish a limited
improvement to the quality of standard terms. Competition and regulation are both
instrumental in improving social welfare, but competition can also be hindered by
regulation. Whether or not (specific) standard terms are affected by adverse selection, or
whether they are drafted to attract consumers by their content and thus are subject to
competition, should be carefully assessed. Due to heterogeneous preferences, some
consumers might actually desire low-quality low priced terms. Intervening by banning
these one-sided terms might stand to benefit society as a whole, but the fact that some
consumers are harmed in their interests should not be neglected. Distinguishing which
terms are subject to competition, and which terms are affected by adverse selection and
therefore stand to be improved through regulation, is a challenging task for the policy
maker. Whether or not the intervention can be regarded as efficient depends on a careful
evaluation of the effects of both competition and regulation with respect to standard
terms in consumer contracts, in light of information asymmetry and adverse selection,
and heterogeneous preferences.

Information economics has thus resulted in a focus on information. It has identified a
“different” market failure, the one of information asymmetry, and relies largely on
information remedies as a cure. Whereas information economics does mention that
information remedies can fail to overcome the adverse selection problems caused by
information asymmetry, the first focus of information economics remains the provision
of information to the market to increase social welfare.

The focus on information has also shifted the focal point of distinguishing decreases
in social welfare related to consumer contracts. Instead of largely focusing on
competition and market structure, the decision making process of the consumer has been
brought to the forefront. The assumptions that are normally included in the assessment of
the decision making processes of consumers also became topics of more frequent
discussion. This development relates to a new current in economic literature to focus on
standard terms in consumers’ contracts, a current that occupies itself mainly with
decision making processes: behavioural law and economics.
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5.4 Behavioural notions on consumer behaviour and standard terms

This section will review the additions from the perspective of behavioural law and
economics to the issue of quality of standard terms and the role of consumers in
disciplining the market. It will be concluded that the insights of behavioural law and
economics largely correspond to the concerns raised in the information economics debate
regarding one-sided standard terms in consumer contract. Behavioural insight however
also exacerbates the previous story, as it sheds even more doubt on the effectiveness of
information remedies. Taking the biases and heuristics of behavioural economics into
account, effective readership and consumers disciplining the market become even less
probable. It is extremely unlikely that a sufficient percentage of consumers that actually
read standard terms will be present in the market. Consumers will suffer from
information overload and social pressures, and will therefore not have a high propensity
to read the terms. Also, consumers might feel more compelled to abide by standard terms
once they have signed the contract than is suggested on the basis of economic insights,
even if the terms do not correspond to their preferences. Furthermore, to the extent that
consumers do read standard terms, their interpretation might be flawed: the evaluation of
terms by consumers might be overoptimistic, to their own detriment. Regarding policy
recommendations, behavioural analysis of standard terms in consumer contracts calls the
effectiveness of information duties and consumer vigilance to improve the quality of
consumer standard terms into question.

5.4.1 Consumer biases and heuristics related to standard terms

Behavioural law and economics has zoomed in on the decision making process of
consumers and takes insights from other social sciences such as psychology and, to a
smaller extent, sociology. Social sciences identify several biases and heuristics that could
be applicable to standard term contracts. When these biases influence consumer
readership or assessment of standard terms, this could have implications for the ability of
consumers to act in a disciplinary capacity in the market. The problem of one-sided
standard terms might be more severe than economic theory would predict or understand.
The reliance upon information remedies to overcome the market failure of information
asymmetry should be reconsidered. Even when consumers read terms, their assessment
of the risks described in the contract terms might give cause for concern. Biases and
heuristics at play in the context of standard terms in consumer contracts can be divided
into four categories: information overload and propensity to read, perceptions of self-
commitment, risk perceptions and emotional status or social pressures.”®

26 Division loosely based on Becher (2007); for further overviews of behavioural biases related to standard
terms in consumer contracts, see for instance: Stark and Choplin (2009), White (2009) and Ben-Shahar
(2009).
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a. Information overload and propensity to read

The first category of consumer bias that is claimed to be applicable to the issue of
standard terms in consumer contracts, information overload and propensity to read
standard terms, relates to the claim that consumers do not read standard terms.
Behavioural biases and heuristics regarding information overload and propensity to read
corroborate this claim. One of the implications from behavioural economics is that an
accurate distinction between informed and vulnerable consumers is more complicated
than had been previously thought””’ In some situations all consumers could be
considered to be vulnerable, because they are unable to consistently make rational and
informed decisions even when they are aided by information disclosure. Consumer
standard terms might constitute one of these cases, meaning that (nearly) all consumers
should be considered vulnerable.

An opportunity to read standard terms cannot be compared to the opportunity to
inspect goods (Ben-Shahar, 2009: 12-20). Consumers do not possess the necessary
capabilities to read and understand standard terms; they cannot assess unlimited amounts
of information since they are not computers.”” Assessing the content of a contract to find
out whether this contract is worth the asking price is very difficult, and likely to be too
demanding for a consumer. For the consumer to be able to attach a fair price to the terms
that she encounters in a contract, she should have a very deep understanding of the
market and its cost structures, and roughly know what competitors are offering.
Consumers are not able to perform this task (Ben-Shahar, 2009: 17).

To deal with vast amounts of information in the assessment of standard terms,
consumers are argued to use satisficing rather than optimal decision making.209 However,
balancing the different aspects of a decision is difficult. Also, consumers focus on a few
salient items, ignoring the other terms of the boilerplate (Korobkin, 2003). Competition
in standard terms is likely to take place with respect to these salient product attributes.
The other, non-salient, terms are ignored by the consumer, excluded from the
decision making process, and therefore likely to be provided one-sidedly, favouring the
seller over the consumer as much as possible.m Linked to salience is another bias,
namely attention focus. As has been discussed above, specific information items that
have been disclosed might attract much more attention from consumers than would be
called for considering their preferences. Consumers can feel paralysed by the vast

207 See above, chapter 3, section 3.3.2b.

208 Ag empirically established by Miller (1956), consumers can take up to seven aspects into deliberation.
29 See above, chapter 3, section 3.2.2a.

210 Klick (2005: 565) reports that another view to standard terms is just as likely as the one proposed by
Korobkin. Klick suggests that standard terms offer a mechanism for firms to price-discriminate, giving
benefits to consumers who want to negotiate. It is therefore “analogous to clipping coupons to get a better
deal on a product”. As anyone can get the better deal, consumers make a rational decision not to. Between
these two theories, Klick recommends to experimentally test which theory is consistent with observations
from reality; explanations relying on biases and heuristics should not just be taken for granted. As will be
mentioned below, empirical research does not support the thesis that sellers discriminate between
consumers who do not and who do read standard terms, but the data is limited.
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amounts of information that are to be assessed in standard terms of consumer contracts;
they could therefore refrain from assessing these terms altogether. Behavioural insights
indicate that consumers can be very much confused by an overload of information, which
does not increase their state of well-being (Jacoby, 1984; Malhotra, 1984). Confusion
also decreases propensity to read; decision paralysis and inertia, which cause people to
refrain from taking any action at all, are even more likely to occur when actions are
considered to be unpleasant (Brennan, 2005).

Biases related to information therefore prevent consumers from fully assessing, or
even reading, standard terms in consumer contracts. If some salient terms are assessed
and taken into account in the decision making process of consumers, these terms are
likely to be few. Evaluating the consequences of the terms mentioned in the contract is
likely to be too burdensome for consumers, as they do not possess the relevant
information and necessary capabilities to make this assessment.

b. Emotional status and social pressures

Certain social norms are in place, prescribing consumers not to read contracts.
Actually reading contracts is seen as socially inappropriate, and consumers are expected
not to read them. Social psychology research indicates that people tend to conform to

expectations and tend to trust others, even strangers.211

Contract terms might be
presented at the end of the meeting, when there is little time left. A long line of other
customers might be waiting. Sellers might flip through the contract and point out certain
relevant passages, but not allow enough time to adequately read the document before
ending at the page where the contract can be signed. If the consumer does insist on
reading the contract, agents might be fidgeting, sending bored blank looks, et cetera.
Social pressures could counteract a possible desire to investigate the details of the
contract (Eisenberg, 1995: 243).

Businesses may make the consumer feel uncomfortable when she is reading the
standard terms. The salesman himself, or other customers, might be in a hurry and stand
waiting impatiently for the consumer to finish. Reading standard terms might seem
confrontational and give the impression that the consumer does not trust the business or
its agent. Distrusting people also makes the consumers themselves feel uncomfortable,
like calling the counterparty a liar. Business agents might try to develop a relationship
with the consumer when negotiating, so that the consumer does not want to seem
difficult. They might downplay the importance of the standard terms, by handing over the
contract while adding: “Lawyers make me give you this”, and a quick wink. This would
make people feel they should not be difficult. Social pressures and the emotional status of
individuals thus furthermore decrease the propensity to read standard terms.

211 See for instance: Snyder and Swann (1978). Weber, Malhotra and Murnighan (2005) point out that such
trust however also provides certain benefits. Even though immediate trust might seem irrational, research
indicates that it does make people better off. Trust apparently makes people happier, and it leads to people
being trusted by others more than if they would not have a trusting nature themselves.

167



5. Behaviourally enhancing policy recommendations - standard terms in consumer contracts

c. Perceptions of self-commitment

When consumers are already committed to the contract through attraction to the
product itself, a test drive, going through the entire sales process, negotiations or maybe
an application fee, they may not be prone to let standard terms impede the transaction.
The sunk cost effect causes consumers to be more inclined to continue with the sale after
they have invested time and effort in it. This is the result of a desire not to have wasted
time and effort, to justify previous choices and to maintain their self-esteem with regard
to previous actions (Thaler, 1980; Becher, 2007: 10). The fact that standard terms are
usually presented at the end of the transaction process only intensifies the effect of the
sunk cost bias. A corresponding effect is cognitive dissonance: consumers at this stage of
the transaction already feel morally committed to go through with the contract. When
consumers read terms, if they read standard terms at all, they might discount the
disclosed information even if this information would ordinarily have persuaded the
consumer not to sign (Whitford, 1973: 426). The information does not concur with
previously held thoughts, and is therefore discarded.

Empirical research suggests that people interpret standard terms more favourably
than these terms really are. Solan et al. describe how false consensus bias might lead
people to believe that their interpretation of terms is the one that is shared by other
people, when actually it is not.*'* This might cause consumers to be mistaken in the
rights and obligations that a contract assigns to them (Solan, Rosenblatt and Osherson,
2008). Combined with self-serving bias, this might lead consumers to interpret contracts
in their favour and be more confident about their interpretation. When it is pointed out to
them that this term should be interpreted differently, they are likely to feel bound by the
contract terms and not to challenge these in court (Becher and Unger-Aviram, 2009).
Furthermore, as has been mentioned by Becher and Zarsky, consumers are more likely to
read a contract ex post, after the contract has been concluded. When a dispute between
parties has arisen, reading the contract terms can be highly beneficial from an
informational perspective. Especially when a dispute has arisen, consumers wish to know
where they stand (Becher and Zarsky, 2008: 312-4). At this point however, consumers
will also feel more committed to the terms, as they have already agreed to the contract.

Interpretation of contract terms might further enhance the problem of self-
commitment. The confirmatory bias suggests that people are looking for information that
confirms what they expect, not information that contradicts it (Wason, 1960). With self-
serving bias and false consensus bias linked to confirmatory bias, it is unlikely that
consumers will find information in the standard terms that contradicts the positive terms
that they expect to find and in that they will fact interpret the terms to state. Consumers
could thus be biased against finding information that will make them pull out of the buy.

Lastly, but not unimportantly, people like to stick to what they have. The status quo
bias causes people to stick to default terms to a larger extent than can be expected from

22 In this overview of studies, even judges are shown to be subject to the false consensus bias.
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rational behaviour.”"> Consumers are therefore also more likely to stick to standard terms.
Omission-commission bias, a subcategory of status-quo bias, makes consumers hesitate
before changing terms of a contract, because they fear an undesirable consequence of
their active decision more than an undesirable consequence of them remaining passive.
Consumers can also infer from the fact that a certain terms has been drafted in a standard
term, that this is likely to be the best option. Perceptions of self-commitment thus
decrease the propensity of taking action against standard terms even if these terms do not
correspond to consumer preferences. Before the contract is concluded, the consumer
might feel committed as she already decided to buy the product. Reading standard terms
after the transaction is concluded is more likely than reading terms before agreeing to the
contract; at this point however, perceptions of self-commitment will be enhanced,
decreasing the propensity of consumers to challenge undesirable standard terms.

d. Risk perceptions and uncertainty

Risk perceptions influence the way in which consumers interpret the consequences
of standard terms. For the few salient terms that are included in the decision making
process of consumers, this raises concerns regarding the abilities of consumers to decide
which risk divisions would be in their best interest. People want to believe what is in
their favour, so they will interpret ambiguous boilerplate in a way that is favourable to
them. Consumers are prone to neglect low probability risk, excluding remote risks and
the standard terms related to those risks from the assessment of the contract (Eisenberg,
1995: 240-2). This is known as low probability neglect. Individuals have an inclination to
eliminate uncertainties and simplify decisions. Some risks are overestimated though,
when consumers have had close experience with the contingency this risk relates to, or
when it has been frequently publicised (Becher, 2007: 25). Furthermore, people
underestimate the chances of bad risks coming to fulfilment and overestimate the
possible good consequences of contracts (self-serving bias and overoptimism). This
might cause them to take less care in for instance assessing contracts.”" Overoptimism
also causes consumers to overestimate their own ability to comply with procedural
requirements necessary in for instance claiming a rebate, or cancelling a contract before
the notification period. Even when consumers notice that claiming rebates or cancelling
contracts is rather cumbersome, they overoptimistically will think that they will be able
to benefit from the rebate, or will not forget to send a registered letter to cancel the
contract in time. As is for instance claimed by Edwards (2007), consumers regularly
forget to comply with the necessary procedural requirements. They therefore
underestimate the true costs of procedural requirements.

The dread factor, related to very negative occurrences such as death and pain, causes
certain terms to be excluded from the decision making process, even though rationally

213 See for the discussion of default terms above, section 5.3.4.
24 See however also Posner (2004) for a discussion on how levels of care might be higher instead of lower,
even when people suffer from overoptimism, under certain conditions.
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these terms should be contemplated. Terms that would exclude liability for severe
consequences of product malfunctions such as disability or even death could therefore
not even be accounted for in the decision, simply because people do not want to think
about those consequences from even being possible. Futhermore, when people think that
the consequences of their decision are unlikely to involve a high risk or serious
consequences, consumers tend to be more passive as well and invest less effort into the
decision. As standard terms frequently refer to unpleasant events that might occur in the
future, often with low risk, these terms and risks are likely to be under-evaluated in the
decision making process, or excluded from this process completely. Risk perceptions are
very important with respect to standard terms, as standard terms can be argued to allocate
risks between the seller and the consumer. The division of risks should therefore be
reflected in the end-price of the contract. If consumers misinterpret these risks, the
expected value of the contract including the expected losses from risks that fall upon
themselves might be much less than consumers understand beforehand.

Hypothesised behavioural biases can also contradict each other. Self-servingly, a
consumer might expect that onerous terms will not be enforced or even be enforceable
against her. Overoptimism will thus cause consumers not to feel bound to the contract.
The effect of cognitive dissonance however might have quite the other outcome.
Cognitive dissonance can be described as the psychological state in which an actor feels
uneasy because apparently he has done something which was not in his best interest. In
other words, a person feels bad for making a mistake. To retrospectively justify his
actions, this person might commit to his decision even more. Signing a contract
containing onerous terms might counter-intuitively compel even more people to feel
bound by the contract (Eigen, 2009: 7—8).215

Uncertainty and/or asymmetric information concerning use-patterns enable sellers to
exploit consumer biases (Bar-Gill, 2007). Where price calculations are difficult, such as
can be the case in credit card contracts, consumers might err in making realistic
assessments of future gains and costs of the contract. Consumers do not know how often
people in their situation will be confronted with late payment fees. The seller has more
information about user averages, and is thus better able to make an estimate of how much
a consumer on average will have to pay in late fees. Information on average use patterns
could decrease the information asymmetry between seller and consumer, and re-bias the
consumer by providing her with an anchor to correct for her self-serving assessment.

e. Conclusion: behavioural additions to insights in consumer behaviour

Regarding consumer behaviour, behavioural notions do provide additional insights
that should be taken into account in the analysis of the welfare effects of consumer
behaviour regarding the issue of intervening in standardised consumer contracts.

215 Upon empirical testing, Eigen (2009) finds that that people are inclined to feeling bound to adhere to a

contract they have signed, even though the contract terms are undesirable. See below, section 5.5.3c.
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Due to bounded rationality, information overload, emotional status and social
pressures, consumers are even less likely to read standard terms than has been
hypothesised by information economics. The perception of self-commitment sheds doubt
upon the propensity of consumers to take action against onerous terms or terms that do
not correspond to their preferences. Feeling committed to buy a product might further
decrease the propensity of consumers to regard the standard terms, or to feel the need to
deal with undesirable terms should they be encountered. As consumers are more likely to
read standard terms ex post, after concluding the contract, they will feel bound by these
contract terms by the time they are able to assess them. Risk perceptions affect those few
standard terms that are taken into account in the decision making process. Even when
terms are considered by consumers, risk perceptions might undermine consumers’ ability
to decide which risk division would be in their best interest.

Biased risk perceptions caused by self-serving bias and overoptimism, combined
with the low probability neglect and dread factor, cause consumers to misinterpret the
expected value of the contract. Even though the behavioural economic analysis of risk
perceptions might be most decisive in setting apart “standard” economic theory from
behavioural economic analysis, with respect to standard terms in consumer contracts in

tL)

general these biases are less influential. This is because most standard terms are unlikely
to be read, fully assessed or challenged by consumers. Therefore, the interpretation of
risk does not really enter into the analysis of consumer standardised terms in general. In
some contexts however, such as consumer financial products, these biases might have
some influence on the assessment of specific standard terms.”'® Consumer behaviour
with respect to reading and assessing standard terms in consumer contracts can thus be
argued to be affected by behavioural biases and heuristics, which could justify
behavioural interventions in policy.

5.4.2 Behavioural implications for standard term policy

Behavioural analysis of standard terms in consumer contracts suggests a lesser focus
on information duties. Consumer vigilance should only be expected to improve the
quality of standard terms in consumer contracts to a very limited extent, if at all. The
question of which interventions should be recommended for policy that aims to correct
consumers’ biased decision making also deserves some discussion.

a. The effectiveness of information remedies

In general, the application of behavioural insights such as information overload,
emotional status and social pressures concerning standard terms in consumer contracts
corresponds to the insights of information economics. Consumers fail to read and assess

216 Risk perceptions relating to particular standard terms will not be assessed in the following section on the
suggestions of empirical research, as this research takes a more general perspective on standard terms. See
also below, chapter 8, section 8.2.2.
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standard terms sufficiently, which results in low quality terms being offered in the
market. Admittedly, this view is not new to information economics. Information overload
was already theorised in information economics to be a possible cause of suboptimal
decision making. The salience or rather the non-salience of standard terms, which is seen
as a behavioural addition to explanations of consumer behaviour, does in fact not differ
much from the insights that had already been gained by economic theory concerning
rational apathy. Information economics also allows for the possibility that information
asymmetry cannot be sufficiently counteracted through information remedies, at which
point substantive interventions might be warranted. The preferred solution within
information economics is reliance upon information remedies, also in the context of
standard terms in consumer contracts. Information remedies are argued to correct adverse
selection and increase social welfare by increasing the quality of standard terms. Since
these information remedies however are dependent on consumers’ informed
decision making, their effectiveness can be doubted as a result of behavioural biases and
heuristics.

Behavioural theory brings the argument of low quality terms that result from
consumers not fully reading and assessing terms to a further level. The biases with regard
to information overload and social pressure result in even more doubts about the
effectiveness of information remedies. While information economics relies upon
information remedies to correct information asymmetry, it can be concluded from
behavioural notions that information might not be a sufficient remedy for information
asymmetry in the case of standard terms. As has been discussed previously, the
instrument of information disclosure should be carefully re-assessed in the light of
behavioural notions.?'” Behavioural insights suggest that even if adequate information is
available in the market, this no longer necessarily means that welfare enhancing
government intervention is redundant in the context of consumer protection. Consumers
are overwhelmed as it is; their psychological capacities might render the extra
information provided through information remedies ineffective. This implication of
behavioural insights to policy can be clearly argued to be relevant to the context of
standard terms in consumer contracts. This change of focus and different view on
information remedies can be seen as one of the major implications of behavioural
insights applied to standard terms, and consumer protection in general.

b. Reliance upon consumer vigilance

Behavioural notions suggest that consumer vigilance should not generally be
depended upon to discipline the market for standard terms. The findings on consumer
behaviour regarding reading, assessment and commitment to terms after having decided
to acquire the good further increase doubts about the capability of consumers to
discipline the market and to effectuate efficient standard terms to be drafted by sellers.

27 See above, chapter 3, section 3.3.2c.
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Consumer biases and heuristics might impede consumers in this challenging task. As
consumers are more likely to read terms ex post, and feel committed to the contract,
consumers’ propensity to actively negotiate a higher quality in standard terms is reduced.
These insights regarding propensity to read also provide more arguments against the
theory of the informed minority of consumers who are able to discipline the market. In
addition, these insights provide further arguments to doubt the effectiveness of private
enforcement of regulation that aims to ban onerous terms, in excess to the concerns
already mentioned above.*'® Again, the concerns raised in (information) economics are
aggravated by behavioural insights.

Behavioural literature has furthermore distinguished certain terms that are likely to
be disregarded and therefore non-salient, such as low probability risks and dreaded risks.
Moreover, defaults that were already seen to be sticky from a transaction cost perspective
are now shown to be even “stickier” due to behavioural biases. In general, behavioural
insights suggest that the effectiveness of consumer vigilance to cure the market failure of
information asymmetry, which results in adverse selection, should be doubted.

c. Behavioural intervention strategies to correct biased decision making

This section aims to provide some arguments relating to the question of which
intervention strategy should be recommended for the task of improving consumer
decision making with regard to standardised contract terms.”" In light of the fact that
behavioural insight suggests that consumers will fail to negotiate over standard terms in
consumer contracts and that effective strategies that should enable people to truly read,
assess and shop for terms are hardly (or even im-) possible, a change in policy focus
might be justified. Policy measures should go beyond the aim of enabling consumers to
read (Becher and Unger-Aviram, 2009: 22).** Furthermore, recommendations for policy
should relate to the issue which interventions would allow the market to operate best in
an environment where consumer reading and negotiations of terms are not or only to a
very limited extent possible (Baird, 2006: 935). As has been explained above,
behavioural intervention strategies can aim at debiasing consumers, changing the default
of the decisions or rebiasing consumers by employing the effects of one bias to overcome
the detrimental effects of another one. The question remains which intervention strategy
that accounts for behavioural insight should be recommended to address the issue of

. 221
standard terms in consumer contracts.

218 See above, section 5.3.3c.

% In accordance to the cautions, considerations and guidelines that have been developed in chapter 4, it
must first be established whether behavioural interventions are justified. Only then should intervention
strategies based upon behavioural insights be contemplated.

220 Becher and Unger-Aviram (2009: 22) instruct: “Policymakers, devote less attention to improving plain
language!”.

2! The question of how the issue of standard terms in consumer contracts should be addressed in a way
that accounts for behavioural insights, is only limitedly discussed in current behavioural economic
literature. Bar-Gill (2009), mentioned above, suggests to inform consumers of average use patterns; and
Becher (2009) suggests a “fair contracts approving” mechanism to overcome the one-sidedness in
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In general, debiasing is to be preferred over the other intervention strategies as it
allows consumers to make an informed decision. This intervention strategy could entail
the implementation of an instrument in which less and better information is disclosed,
perhaps by disclosing some standard terms separately from the contract, or information
on the package of the product or on a label that is provided where the good is displayed,
in large text size and simple wordings. There are however not a great number of terms
that can actually be included in the decision making process as a result of debiasing, and
these terms, even though they are disclosed, might still not be assessed by consumers.
Another way of (limitedly) debiasing consumers and making their decision more
informed is providing sellers with a reliable signal of the higher quality of their terms.
When a credible signal of quality can be established through a certificate or some other
kind of seal of approval, or some rating or labelling scheme for the quality of the contract
standard form, this intervention might to some extent be able to increase the quality of
standard terms.

The intervention strategy of changing the default however also seems promising.
When policy instruments directly change the standardised consumer terms into terms of
higher quality, consumer decision making processes do not need to be altered. The
standard terms could be upgraded to a higher level of quality by a combination of legal
standards and some sort of authority monitoring of terms. The quality of terms could also
be raised by inviting consumer interest groups to have a say in which terms should be
included in standard forms. Also, certain higher quality terms could be mandatorily
included in consumer standard forms; even entire contracts could be prescribed to sellers
and consumers.”** The intervention of rebiasing does not seem very applicable to the case
of standardised consumer contracts.

5.4.3 Conclusion: behavioural additions to standard term policy recommendations

In behavioural literature, several insights to consumer behaviour regarding
standardised contract terms are discussed that do not correspond to conventional
economic theory. Due to information overload and emotional pressure, consumers are not
likely to read and assess standard terms. Even though this view has also been presented
by information economics, behavioural notions aggravate this concern. As consumers
feel committed to contracts that they have signed, they are not inclined to file suit even
when terms are of low quality and they would have preferred or even expected better
terms. When terms are considered, they might not be assessed in ways that are described

consumer contract terms. These and other policy suggestions aiming to improve standard terms in
consumer contracts will be discussed in chapters 7.

22 Barr, Mullainathan and Shafir (2009: 37-54) suggest several ways in which behaviourally informed
regulation could improve the consumer financial market, including the provision of a opt-out standard
mortgage offer that would make us of ‘sticky defaults” and enable consumers to better be able to compare
different mortgage offers. Similarly, they argue that an opt-out payment plan for credit cards should be
introduced that automatically requires consumers to make necessary payments within relatively short
periods of time.
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by RCT. Consumers have different risk perceptions than can be theorised on the basis of
economic theory; they have difficulties in deciding which terms and risk allocations
would be in their own favour.

On the basis of behavioural literature, several implications to consumer policy
regarding standard terms should be considered. First and foremost, the effectiveness of
information duties can be criticised. To increase the quality of terms, interventions
beyond information remedies should be developed. Behavioural notions address and
undermine the informed minority theory. Consumer vigilance is a doubtful instrument to
discipline the market for efficient standard terms. Intervention strategies to address the
notions developed in behavioural literature can either aim at debiasing consumers with
regard to standard terms, or at changing the default by improving the quality of standard
terms directly.

As has been mentioned several times, when behavioural insights and economic
theory seem to (partially) contradict each other, empirical testing should be conducted to
determine the validity of both (sets of) hypotheses. In the next section, the results from
empirical studies on consumer reading, shopping and negotiating and the content of
standard terms will therefore be discussed. Other issues that will be addressed in this
section are empirical studies on the effectiveness of information remedies and disclosure
duties, as well as the presence and desirability of one-sided terms in consumer contracts.
The main issue that empirical research should shed light on is the question of whether
consumer vigilance, combined with the provision of certain information to aid consumers
in their endeavours, can be expected to sufficiently discipline the market into drafting
efficient standard terms.
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5.5 Consumers’ ability to discipline the market: empirical results

Until a few years ago, the academic and policy discussions regarding standard terms
in consumer contracts were informed mostly by theory, and lacked an empirical base.
Since then, empirical research has been undertaken to answer the question of whether the
adverse selection problem actually occurs with respect to consumer standardised
contracts. This research centres on questions such as whether consumers read, shop and
negotiate for terms, and whether or not standard terms in consumer contracts can be
found to be one-sided. Also the influence of competition on standard terms has been
assessed, as well as the extent to which consumers feel compelled to abide by the
contract they have signed.

The results of these studies are shown to largely correspond to the insights from both
information and behavioural economics. The empirical studies, even though they are few
in number, indicate that the majority of consumers does not read standard terms; this
does depend on the type of contract. The typical remedies that information economics
suggests, such as availability of the contract, the provision of easy to read and
understandable terms et cetera, do not seem to greatly enhance consumer reading. The
supposed effectiveness of information remedies can therefore not be supported. The
aspects of shopping and negotiating for contract terms have not been much examined yet,
but the research that has been done does not suggest convincingly that consumers
actually shop and/or negotiate for terms in a consistent manner. Lastly, standard terms in
consumer contracts do appear to be one-sided, and to favour the seller over the consumer.
Competition between firms, championed by economic theory, does not seem to be able to
sufficiently counteract this problem. Availability of terms before the conclusion of the
contract is cannot be shown to have a positive effect on contract term quality either. The
informed minority theory that has been brought forward by neoclassical economics
cannot be confirmed through empirical studies. The claim that consumer vigilance will
be able to discipline the market in the context of standard terms in consumer contracts, a
claim which is supported by both neoclassical and information economics, cannot be
maintained on the basis of empirical findings.

A further question is whether, even if standard terms in consumer contracts are
found to be one-sided, this calls for government intervention. One-sided terms do not
necessarily signal abuse. Sellers could use the one-sidedness of terms to distinguish
between consumers prone to moral hazard, or screen for consumers who would benefit
from a more beneficial treatment. They are prevented from abusing their discretion
through competition and reputation. Such views can however be challenged. Sellers’
incentives might not correspond to the interests of society at large. It is therefore doubtful
that the distinction of which consumer is to benefit from better terms and who should be
confronted with one-sided terms, should be left solely up to companies.
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5.5.1 Consumer reading and understanding of standardised contract terms

As mentioned before, a lot of studies mention that consumers are unlikely to read
standard terms: it would not be rational, they suffer from biases, et cetera. Even though a
considerable number of authors suggest that consumers do not read standard terms,
evidence to this effect is hardly ever provided.”” A limited number of surveys and
empirical studies on whether or not consumers reported that they had read standard terms
have been undertaken (Hillman, 2006a; Becher and Unger-Aviram, 2009; Stark and
Choplin, 2009). Even less studies of actual reading behaviour have been conducted
(Bakos, Marotta-Wurgler and Trossen, 2009; Stark and Choplin, 2009). The results of all
these studies point in the same direction: very few consumers read standard terms. In
some contexts however, consumers report they would read the standard terms, which
allows for a further examination of the factors that could influence consumer reading
behaviour. Also, the effectiveness of disclosure duties is discussed in the light of
empirical findings.

a. Do consumers read standard terms?

The informed minority theory that is championed mainly in neoclassical economics
but also referred to in information economics requires a minority of about 30% of
consumers to read standard terms in order for this reading minority to be able to
discipline the market. In empirical studies, research has been done to establish whether
this required percentage is met. Based upon a survey of reported reading behaviour of e-
standard forms, Hillman concludes that people generally do not read e-standard forms
beyond price and description (Hillman, 2006a). The Internet might provide benefits for
comparing sellers and contracts and thus render reading contracts potentially more
worthwhile.”** However, consumers do not seem to take advantage of this new
development. Hillman reports that most consumers do not read all terms in e-standard
contracts. Only 4% of the participants reported they would read e-standard terms under
any circumstance. 44% reported they would not read. The other consumers would read
only under specific circumstances. Generally, less than the before mentioned required
30% of consumers reads standard terms, whether these terms are online or in paper

2 To mention just a few of the instances where the claim that consumers do not read standard terms is
made without referring to any significant empirical evidence: Whitford (1973: 426), Kornhauser (1976:
1163), Trebilcock and Dewees (1981: 104), Rakoff (1983: 1177), Gillette (2004: 680) and Becher (2008:
724, also stating that numerous commentators have mentioned this). De Geest (2002: 221) claims
“(e)veryday life experience teaches us that typically less than 1% of all consumers read standard term
clauses before buying the item”.

** See Hillman and Rachlinski (2002) and Hillman (2006a; 2006b) for a discussion on how online
boilerplate is different from paper versions. Both the survey of Hillman (2006a) and the survey of Becher
and Unger-Aviram (2009) report not much difference between online or paper versions of standard term
contracts. This research will not treat the two versions differently either. Compare Hillman and Rachlinski
(2002: 474-86) who conclude that even though online contracting lessens the need for legal intervention as
it will be easier to compare contracts and thereby should enable consumers to protect themselves from
abuse, consumers might not be able to take advantage of these benefits due to cognitive difficulties.
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version. However, when the vendor is unknown, or when the value of the contract is
high, more than a third of consumers report that they would read the standard terms.

Bakos, Marotta-Wurgler and Trossen test actual reading behaviour in internet
contracting. They find that only 0,2% of consumers access the standard term form on the
website. The average time spent reading the standard terms was about 48 seconds.
Therefore, Bakos et al. assess the reported percentage of reading consumers to be a
“substantial overestimate of the number of effectively informed consumers” (Bakos et
al., 2009: esp. 26). In their study that reveals actual reading of standard term contracts in
an experimental setting, Stark and Choplin find that 95,6% of participants fail to read the
contract before signing it (Stark and Choplin, 2009).** In a survey asking respondents
about their contracting behaviour, they again find that a sizeable number of consumers
signed the contract without reading (all) the terms. This does depend on the type of
contract. In their survey on reported reading behaviour, they find the following (Stark
and Choplin, 2009: 691-6): terms on downloading software are hardly ever read in full
(only by 5% of consumers) but mortgage contracts on the other hand are reportedly read
fully by 73% of consumers. Car rental contracts are reportedly read by 72% of
consumers, and a mere 57% of participants in the study claim to have read the contract to
purchase their home in full. The study undertaken by Becher and Unger-Aviram confirms
the results of the other studies by concluding that consumers in many cases do not read
standard terms (Becher and Unger-Aviram, 2009). Again however, whether or not
consumers read standard terms is reported to depend upon the context. Signing up for a
bank account will make most people sign without reading the terms (92%), a car rental
induces a little more reading but still not much (81% do not read). Standard terms at the
laundry service are read even more often than at the car rental (75% do not read). The
only situation in this study that apparently gives an incentive to read standard terms is
signing up a child for a nursery school (24% not reading the contract terms).

From these empirical results, it can be concluded that the common view that
consumers do not read standard terms can empirically be confirmed in some contexts.
However, some other contexts or contract characteristics might give an incentive to read
to number of consumers that is sufficiently large to possibly enable them to discipline the
market. Therefore, the reasons that consumers gave for reading or choosing not to read
the contract deserve some further consideration.

5 See Stark and Choplin (2009: 678-80) for details on the materials and procedures of the study. It
consisted of asking students to sign a standard form of 3 pages for participating in an experiment. The form
contained rather onerous terms, such as the requirement to give electric shocks to fellow students even if
they screamed or cried for help. Students themselves could be forced to do push-ups, and would not be
allowed to leave if they wanted to. Even though the terms themselves indicated that signing the form would
not be in the best interest of participants, less than 5% of the participants read the terms, and only 3%
refused to sign the form.
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b. Reasons given for failure to read

In the study on actual reading behaviour, Stark and Choplin tried to find out what
were the reasons for participants for choosing not to read the contract (Stark and Choplin,
2009: 684-6). Following that study, the most important issue for not reading terms
according to consumers, is trust. When consumers trust their counterparty, and they trust
the institutions to make sure that any onerous contract terms will not be enforced against
them, they do not read standard terms. Other issues that contributed to a failure to read
were the length of the form (even though the form in question was only 3 pages), the fact
that the form was perceived as boring, and that participants were lazy and impatient and
wanted to get on. Some items were, perhaps surprisingly, not rated as very important
factors in the decision not to read, such as difficulties in understanding the form, font
size, long sentences, inability to negotiate, and the preservation of the image of good and
trustworthy counterpart. Participants moreover believed that if their counterpart would
have insisted that they read the standard form, they would have been more inclined to do
so. Additionally, they did not think the standard terms would contain anything important
for them to know, or anything other than forms they claimed to have read in the past.

Trust in the company is confirmed as an important factor in reading behaviour by
Bakos et al. (Bakos et al., 2009). They find that online standard terms are more likely to
be accessed when the company is small, or when “suspicious” products such as freeware
(free software) are being offered. Furthermore, consumers who are older and consumers
who have a higher income are more likely to access online standard forms. Search and
reading costs might be lower for these groups, as they are likely to have more time (older
consumers) and are confronted with less difficulties when reading standard terms (higher
income consumers have on average enjoyed higher levels of education). The value of the
contract is also an important positive factor to the probability of consumers reading the
contract. Hillman finds that the main reason that consumers fail to read is that they are in
a hurry. Less important, but still a significant factor in the decision not to read are certain
underlying beliefs, such as the belief that nothing will go wrong, that the terms will be
fair, and that competitors’ terms will be comparable (Hillman, 2006a: 297-8). A higher
value of the contract and unfamiliarity with the vendor further increase the likelihood of
reading.

Becher and Unger-Aviram report that legal language, font size and print density
cannot be shown to have a large impact on the failure to read (Becher and Unger-Aviram,
2009). According to this report, the value of the contract is the most important factor in
deciding whether of not to read standard terms, followed by the length of contract and the
possibility to change contract terms. The importance of contract value is illustrated by the
high number of consumers that report reading terms of a nursery school (only 24% report
not reading the standard terms). This contract holds a higher value, as any potential
damage is likely to affect (among others) a loved one who the consumer feels responsible
for. The possibility to change or improve contract terms is a factor in the decision (not) to
read. Consumers are more likely to read contracts when they are able to change contract
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terms, even when consumers in the end decide to opt for the default rule. The mere
possibility of choosing one’s contract makes one more inclined to read the default
(Becher and Unger-Aviram, 2009: 21). Similarity among contracts is not a key factor.

Most of these aspects hold in ex ante and ex post settings on whether consumers opt
to read their contracts. However, in the ex post setting, the factors that influence
consumers’ intent to read contract terms are slightly different (Becher and Unger-
Aviram, 2009: 19-20). The most influential factors are shown to be the cost of
transaction, opportunity to learn new things, and opportunity to change or improve
contract terms. However, the empirical results indicate that contract length, contract
density, and font size are not considered important by consumers in their decision to read
the standard terms. Generally though, consumers are much more likely to read standard
terms ex post, when a conflict has arisen, than ex ante before signing the contract.

c. Discussion of the empirical results on consumer reading

The empirical studies reporting on whether or not consumers read standard terms
reveal that not many consumers read. Bakos et al. conclude from their and other
empirical tests that the informed minority theory, which is persistent in economic theory
and claims that a minority of informed consumers can discipline the market, cannot be
maintained (Bakos et al., 2009: 28-33).

Reasons that are reported by consumers for reading or failing to read largely
correspond between studies, but not in all cases. The value of the contract is found to be
important in all studies. When the value of the contract is high, consumers are more
likely to read the contract. This can be explained by the fact that when the value of a
contract is high, one-sided terms can be expected to result in higher losses. Whether or
not the consumer knows her counterparty, and finds that she can trust him or her is
indicated to have significant impact. These factors can be related to the reputation
argument, and the fact that consumers rely upon legal institutions to provide protection
from onerous terms. The length of the form and time constraints are also considered
important factors in the decision not to read the form, but the inability to understand
terms is not. Consumers might be (overoptimistically) assuming that they would be able
to understand the terms. The possibility to negotiate the terms to the contract might be
another factor, as consumer report that not being able to change the terms is a factor in
them deciding not to read.

Not all factors are found to be important in the different studies. Although Hillman,
Stark and Choplin report that similarity between contracts is a mildly important reason
for not reading terms, Becher and Unger-Aviram do not report this factor to be
significant. Also, the ability to negotiate terms is not considered an important factor in
the study by Hillman, but Becher and Unger-Aviram report that the possibility of
choosing and negotiating contract terms increases the likelihood of consumer reading,
even when consumers decide to opt for the default rules.
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Becher and Zarsky note that reading standard terms is more likely ex post when a
legal dispute arises (Becher and Zarsky, 2008: 312-4). When a dispute between parties
has arisen, reading the contract terms can be highly beneficial from an informational
perspective. Especially when a dispute has arisen, consumers wish to know where they

stand >

Even if the contract terms are likely to be binding, becoming familiar with rights
and obligations can be a starting point in seeking to alter the contract ex post. Sellers
might be willing to change the contract terms in individual contracts when confronted
with a complaining consumer. Assertive consumers who take the effort to verbalise their
complaint are more likely to have a negative impact on sellers’ reputation than silent
consumers. Sellers have an incentive to appeal to these assertive consumers, and they
know exactly who these consumers are: the ones that come up to the store and complain.
This also implies that consumers that do not complain are unlikely to be able to receive
better terms. This observation increases concern on discrimination between complainers
and silent consumers (Becher and Unger-Aviram, 2009: 22).

Furthermore, empirical research suggests that not all consumers will benefit equally
from information disclosure. Consumers who are well-educated stand to benefit to a
larger extent from information disclosure than consumers from socio-economically
challenged backgrounds.””” These empirical studies make the concern regarding
discrimination between silent and complaining consumers more important from an equity
perspective (Whitford, 1973: 470; Stark and Choplin, 2009: 696-7). As has been
mentioned above, Bakos et al. (2009) also find that higher income consumers are more
likely to access online standard terms, confirming the equity-based suspicions. It can be
concluded however that most contracts will only be read by a small minority of
consumers. High value contracts might inspire higher percentages of readers, but they are
not often concluded whereas consumers enter into numerous small value contracts on a
daily basis. More empirical research is needed to determine the sectors of industry or the
contract types in which consumer reading is more likely.

d. The effectiveness of disclosure duties on improved reading and understanding

Empirical data also sheds doubt on the effectiveness of disclosure duties in
stimulating consumers to read standard terms. The typical disclosure duties regarding
increasing the opportunity to read for consumers, namely improving transparency,
readability and intelligibility, are not considered important factors on the decision to
read. Font size, legalese and long sentences are not put forward by consumers as being of
great consequence in their decision to read the contract. The length of the form is
considered to be a significant factor. Restricting the length of a standard form however is
not a typical requirement under disclosure duties.

226 As Baird (2006: 938) already mentioned, legal terms only matter when something goes wrong.

227 See for instance McNeil et al. (1979), who show how information disclosure in the second-hand car
market promotes the interest of well-educated consumers more than lower-class consumers, as the first are
better able to understand, utilise and benefit from the provided information.
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Related to disclosure duties and more specifically to the requirement of availability,
Bakos et al. claim that the accessibility of contract terms does not have any positive
influence on readership. They claim that consumers do not read online standard forms,
“regardless of how accessible they are” (Bakos et al., 2009: 4-5). Mann and Siebeneicher
find that only 6% of internet retailers have enforceable contracts on their websites. The
other contracts would not survive court scrutiny as they do not correspond to the legal
requirement of that respective legal system (Mann and Siebeneicher, 2008). The
enforcement of disclosure duties therefore lacks in effectiveness. In addition, empirical
studies suggest that consumers do not seem to gain better understanding from credit
contracts that corresponded to relevant information duties than from contracts that do not
conform to information requirements in relevant regulation (O'Shea, 2005). In a related
point, some employees who were under the impression that their contracts stipulated that
they, employees, could only be let off for cause, have been shown to have had in fact
signed a contract in which they could be fired at will (Sunstein, 2001). Tenants will also
believe terms of the contract to be more favourable than they actually are (Miiller, 1970).
The contractual terms were available to the employees and consumers; they were just not
interpreted correctly. The empirical studies thus suggests that disclosure duties are
ineffective in increasing consumer reading and to some extent even the apprehension of
the contract, and that disclosure duties are insufficiently enforced to induce compliance
within the market.

e. Limitation of studying reported behaviour vis-a-vis actual behaviour

The difference between reported behaviour and actual behaviour is clearly relevant.
Stark and Choplin, Becher and Unger-Aviram, and Hillman do surveys in which
consumers themselves report on their contracting behaviour, as has been discussed
above.”® An observation should be raised with respect to the difference between
studying reported behaviour and actual behaviour. Surveys on reported consumer
behaviour provide information about what people claim they do or will do, but they do
not measure actual behaviour. Reported behaviour, even though it is a valid research
method, should be evaluated correspondingly (Becher and Unger-Aviram, 2009: 23).

Surveys that depend on reports of behaviour instead of testing actual behaviour can
be influenced by perceptions of behaviour, of what is seen as appropriate behaviour by
society, and consumer biases and heuristics such as overoptimism. Interestingly, even
though social norms prevent people from actually reading a contract, as has been
explained above, the behaviour that is theoretically seen as appropriate in this case is
reading the contract. All consumers know they ‘should read contracts before signing
them’. Therefore, the percentages of consumers that report reading in these surveys are
likely to be higher than actual reading behaviour would warrant. Indeed, the study by
Stark and Choplin testing actual reading behaviour reports lower percentages of reading

228 .
See above, section a.
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than the before mentioned surveys, even than their own survey on reported behaviour.**’

Both studies that did research on actual reading behaviour, Stark and Choplin (2009) and
Bakos et al. (2009), find much higher percentages of non-reading than the studies on
reported behaviour. Stark and Choplin themselves call the relatively high reading
percentage reported by consumers in mortgage contract terms (73% in mortgage
contracts) in their survey highly unlikely, and a result of the self-reporting nature of the
survey.230 The public attention to predatory loans might make consumers to be more
optimistic about their actual behaviour. Also, when participants had read some of the
terms, when they have signed all pages of the contract, or when they had been giving a
summary by the sales person, they might have perceived themselves as having fully
acquainted with the contract even though not all terms have actually been read (Stark and
Choplin, 2009: 695-6).

Furthermore, the fact that standard terms are reported to have been read, or that an
online standard terms form has been accessed, does not necessarily imply that that all the
terms in the contract have been fully assessed and comprehended. As has been mentioned
by Bakos et al. (2009), and also Stark and Choplin (2009), the reported percentages of
reading consumers might result in an overestimation of effective and full assessment of
the contract. Regarding the (average) time spent on assessing the contract, both articles
conclude that the limited amount of time allocated to the contract could not possibly have
resulted in full and comprehensive readership.

5.5.2 Consumers shopping for and negotiating contract terms

Next to consumer reading, it would be interesting to see whether consumers shop for
and negotiate terms. Even though this issue is hardly researched in empirical literature,
some evidence to support the position of consumers shopping for and negotiating
standard terms can be found. Unfortunately, these arguments are not very convincing.

a. Evidence of consumer renegotiations

Johnston reports that faced with repayment schedules in cases of consumer debt and
return sales policies, consumers renegotiate the price and terms of the contract. He cites
the examples of hospital bills, consumer credit cards, mortgage contracts, rent-to-own
contracts, and retail sales return policies (Johnston, 2006).*' This claim is largely based

2 The authors themselves also highlight this aspect; see for instance Stark and Choplin (2009: 684),
Becher and Unger-Aviram (2009: 23).

0 Stark and Choplin (2009: 695) timed a research assistant, having a history in financial sales, when he
read through all of the terms of a typical mortgage contract; it took him over 3 hours. Stark and Choplin
concluded it would be unlikely that consumers, who typically do not have a financial background, would
take considerably less than 3 hours. Therefore, they assess it to be unlikely 73% of the participants really
read all of the mortgage terms.

B! As the first four examples concern repayment schedules in cases of debt, they can be considered
comparable situations. This leaves only two situations in which consumers are claimed to renegotiate
terms: repayment schedules in cases of consumer debt and return sales policies.
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on informal sources such as newspaper articles and anecdotal evidence, combined with
the observation that the involved institutions have dedicated personnel for negotiating
repayment schedules. One survey on negotiating the price of a medical bill is also
mentioned, finding evidence that 10-17% of consumers have tried to reduce their hospital
bills, in which 45-48% of those consumers were successful (Harris Interactive, 2002).

When companies allow consumers to renegotiate their debt, these companies are
able to screen the consumers and decide which consumers they want to offer more
favourable terms. Even when consumers do not bargain before engaging into the
contract, the standard terms of the contract invite consumers to (re)negotiate and start a
conversation about the terms of the contract with the provider (Johnston, 2006: 864-77).
Repayment will be offered to consumers that are valuable to retain as customers, in light
of future sales. Strict return policies provide retail shops with the option of (not)
enforcing the strict policies. When retail shops expect abuse on the side of the consumer,
such as buying a dress to wear for one night, and then returning it, the retail agent can
resort to the strict policy.””> Bona fide consumers will not be faced with this strict
enforcement, which again allows the company to screen consumers. This opportunity to
screen depends on the ability to identify abusers.””® Standard terms in a consumer
contract facilitate bargaining and are a crucial instrument in maintaining cooperative
relationships. The standard terms set the base line situation, and provide a starting point
for parties to start conversing and build relationships. Therefore Johnston concludes that
negotiation of standard terms is possible and is frequently entered into, and that one-
sided terms are efficient since they enable companies to screen and distinguish between
consumers.

b. Discussion of the reported results on consumer negotiations

Whereas Johnston claims that this “overwhelming evidence” of consumers
renegotiating terms is only “the tip of the iceberg”, and maintains that anything can be
renegotiated (Johnston, 2006: 876), this study unfortunately fails to convincingly show
that consumers actually do negotiate their standard terms. Besides the fact that the study
is based on mostly anecdotal evidence, the evidence that is presented is related only to a
limited number of contract terms, which is insufficient to justify the general conclusion
that consumers (re)negotiate standard terms.

Negotiating or sticking to the default

In his article, Johnston focuses on situations of renegotiation of contract terms,
which is negotiating the terms ex post, after the contract has been concluded, instead of
negotiating the terms ex ante. A first issue to be discussed is whether consumers will

32 As has been mentioned above, the economic term for abuse on the side of consumers is consumer moral
hazard, see sections 2.3.3b and 4.3 4b.

3 Johnston (2006: 875-6) reports the existence of a database that screens for abusive consumers in return
sales, which is able to indicate 0,1% of all consumers as return abusers.
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negotiate terms of the contract at all, or whether they are likely to stick to the default
terms as they have been provided. There are hardly any empirical studies that have tried
to shed some light on the percentage of contracts that consumers have bargained over
with respect to standard terms, or surveys that ask consumers on whether they are prone
to negotiate standard terms. A few studies have looked into the stickiness of default rules,
arguing that default standard terms in consumer contracts tend to persist in consumer
contracts even when it would have been easy to change. It is unlikely that these terms
reflect the preferences of contract parties. Johnson et al. describe the following situation
that concerns default insurance terms for car owners (Johnson et al., 1993). New Jersey
and Pennsylvania are neighbouring states in the US. When both states introduce the
option of a limited right to sue, entitling automobile drivers to attain lower insurance
rates, different default rules where chosen in the legal regime of the respective states.
New Jersey drivers needed to acquire the full right to sue, and the default rule was a
limited right, whereas in Pennsylvania, the full right to sue was the default, which could
then be forfeited in favour of the limited alternative. Transaction costs of switching to the
alternative endowment were minimal: only a signature was needed. Whereas only about
20 percent of New Jersey motorists opted to acquire the full right to sue, approximately
75 percent of Pennsylvania drivers chose to retain this right. As these are neighbouring
states in the same country, it is unlikely that these choices represent the existence of very
different preferences in the respective motorist communities. Transaction costs neither
seem to be prohibitively high.

This default allocation of rights exemplifies how defaults can indeed be sticky, and
that people are not prone to negotiate the terms of the contract ex ante. In line with the
reasoning by Johnston, the timing of negotiating about contract terms could more likely
be ex post through renegotiations.

Renegotiating over price or standard terms in general

Johnston claims that people frequently renegotiate the price of their contracts or
standard terms such as payback schedules. The question is whether these negotiations, if
they are indeed found to occur frequently, can sufficiently counteract the market failure
of adverse selection in all standard terms, and not just a few salient ones. Negotiations
over price could imply the negotiation over other terms in the contract as well, as
standard terms might be adjusted to account for a lower price. An assessment of the
allocation of risks to either the seller or the consumer can attach a certain value to all
contract terms. This value is reflected in the end-price of the contract. By renegotiating
terms in the contract the contract price could be correspondingly adjusted. A standard
term that could be related to this issue is the payment window. Price negotiations and
negotiations over payback schedules are thought to be quite common. Negotiations on
less salient standard terms are however highly doubtful, and experimental or empirical
insights on this issue would be very welcome to the discussion.
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Tendency to adhere to contracts

Another issue that could shed doubt upon the tendencies of consumers to renegotiate
standard terms is the obligation that people feel to uphold their promises. In empirical
tests, Eigen found that people generally feel duty-bound to adhere to the contracts that
they had consented to. He finds that people continue performance under a contract
largely due to moral obligations such as keeping one’s word. This effect was stronger
than a legal threat. People feel more compelled to abide by contract terms when they
have been given an option between two terms, than when they were presented with a
take-it-or-leave-it offer. Being able to scroll through a contract also increases the
propensity to adhere to contract terms (Eigen, 2009: 41-2). Eigen furthermore finds
empirical suggestions that people from lower socio-economic backgrounds are more
likely to feel bound to contracts than people who are more educated, more skilled and
earn higher salaries (Eigen, 2008). In a related point, Miiller finds that tenants who were
faced with undesirable terms were under the impression that these terms would be
enforceable, decreasing their inclination to renegotiate or even to go to court. This
finding corresponds to the claim that people feel committed to terms, even if the terms
deviate from their expectations ex ante (Miiller, 1970). Therefore, it can be argued on the
basis of empirical research that consumers feel a tendency to adhere to contracts instead
of renegotiating them.

Ability to screen consumers

The extent to which companies and other institutions are able to screen consumers
on the basis of standard terms can also be doubted. In case of payment windows and
repayment schedules, there are some indications that companies screen the consumers
that can pay their bill straight away from the ones that need to be offered a repayment
schedule. ™ Also, the repayment terms could be set to the needs and characteristics of
that particular consumer. Consumer screening with respect to the ability to pay their bills
is one instance where screening is likely to take place. With respect to return sales
policies, this ability to screen is debatable. In case of any doubt about consumer abuse,
sellers might be prevented from enforcing the strict return policy by reputational
concerns. Furthermore, the database that is reported to be used as a selection instrument
only designated 0,1% of consumers to be likely to be return abusers (Johnston, 2006:
875-6). This percentage might be correct, in the sense that there really are not many
return abusers out there; it could also indicate that this screening device is not very
effective. Unfortunately, it is difficult to estimate the effectiveness of the screening
device, and no arguments are presented to confirm its accuracy. Johnston’s insights about
renegotiation do correspond with the previously discussed evidence that consumers are
more likely to read standard terms after a conflict, in this case the inability to pay the bill,

4 payment windows therefore have characteristics of a penalty default rule, stimulating the revelation of
private information, as described by Schwartz and Wilde (1979).
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has arisen.”® However, more research should be conducted both on consumer
negotiations of standard terms, and on the question of whether or not consumer shop for
better standard terms.

5.5.3 Presence of one-sided standardised terms in consumer contracts

Lastly, the reported one-sidedness of terms in standardised consumer contracts has
been examined to assess the claim that the standard terms in consumer contracts are
being affected by adverse selection. A suggestion of one-sidedness can be taken from
these studies. Neither competition nor availability of terms can be shown to enhance the
quality of standard terms in consumer contracts. Furthermore, regulation and court
enforcement can be argued to be insufficiently effective in barring undesirable terms
from contracts.

a. Evidence of the one-sidedness of terms

Marotta-Wurgler is one of the few scholars who have done impressive empirical
research into the contents of standard terms. Upon examination of the use of dispute
resolution clauses, Marotta-Wurgler assumes that choosing a forum with a less
consumer-friendly status over one with stronger consumer protection could be interpreted
as a one-sided term. She does not find evidence that forum selection clauses are
employed by sellers to the detriment of consumers (Marotta-Wurgler, 2007a). In another
more general study of the contents of standard terms, she does find however that the vast
majority of the examined contracts are more favourable to the seller, the drafting party,
than the default rules that would govern the contract in absence of the standard term
agreement (Marotta-Wurgler, 2007b).

Mann and Siebeneicher perform a study in which they survey the contracts of 500
large internet retailers (Mann and Siebeneicher, 2008). They report finding less one-sided
contract terms than might be expected on the basis of theory. Still, examples like a
disclaimer of implied warranties, or limitation of certain damage types were found in
49% of the contracts; choice of law, choice of forum and caps on damages were found in
respectively 40%, 32% and 22% of the contracts (Mann and Siebeneicher, 2008: 999).236
Another suggestion of one-sided standard terms has been found by Hillman and Baraka.
Upon surveying over 100 software publishers, they find that most of publishers in their
survey would offer certain warranties on their website, which were subsequently
disclaimed in their standard forms (Hillman and Baraka, 2009).

235 See above, section 5.5.1.
6 Mann and Siebeneicher (2008: 1000) brand these terms and corresponding contracting interfaces
“surprisingly benign”.
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b. The effectiveness of competition and availability on quality of terms

In a study on software licence agreements between businesses and consumers,
Marotta-Wurgler finds that market structure and corresponding intensity of competition
in a market is not correlated to the quality of standard terms offered to consumers
(Marotta-Wurgler, 2008). The empirical data suggest that the quality of standard terms in
consumer contracts is not decreased when competition decreases. The same study finds
no evidence of salient terms within the set of standard terms that are influenced by
competitive efforts. Priest, examining the warranties of 62 household appliances and
corresponding market structure data, did not find that more restrictive terms were being
offered by firms with a larger market share (Priest, 1981). Both empirical studies
therefore report not being able to find evidence that sellers compete with each other on
the basis of making their standard terms more attractive to consumers 27 Market pressure
as a disciplining tool can therefore be considered problematic (Hillman, 2006a: 298-9).

In another study on software licence agreements, Marotta-Wurgler compares terms
in contracts that were available before the sale to terms that were not available until after
the sale. Terms that are provided only after the sale were not worse in quality than the
terms that were available before-hand; they were in fact slightly better (Marotta-Wurgler,
2009). This would suggest that availability to read does not improve the quality of
standard terms in consumer contracts (Becher and Unger-Aviram, 2009: 18-9).

c. The effectiveness of regulation and court enforcement on deterrence of onerous
terms

When discussing the content of standard terms, it would also be interesting to see
whether firms adjust their terms when regulation and courts rule specific terms to be
onerous. Unfortunately, very limited research has been undertaken to provide clarity on
this issue. One study that is worth mentioning has been conducted by the Dutch
Consumer Authority together with Belgian and Luxemburgian partner institutions. This
research study focused on standard contract terms of large chain stores in the Benelux
market for consumer electronics. It found that in several of these contracts standard terms
were drafted that did not conform to legal requirements (Consumentenautoriteit, 2010).
Out of the 18 chains with in total over 3800 stores, 10 chains were shown to use
illegitimate standard terms. The terms in question would for instance grant consumers a
lower warranty period than is legally obligated, would require consumers to pay for
shipment, repair and research costs under all circumstance, or would set unreasonable
procedural requirements for returning damaged goods. These terms were thus not only
one-sided, they would not even pass court scrutiny.

57 Wright (2007) turns the argument around: he claims that as terms do not seem to decrease in quality
when the market structure is more competitive referring to both Priest (1981) and Marotta-Wurgler (2008),
the claim of adverse selection of non-salient standard terms cannot be proven. However, the influence of
competition is only part of the story. Together with the empirical results on reading behaviour and the one-
sidedness of terms, the absence of a competitive cure with respect to standard terms seems to support the
view that the market is not disciplined by consumers, through competition or otherwise.
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Furthermore, several statements about the issue can be found in literature. Sullivan
for instance mentions a “puzzling persistence of unenforceable contract terms”, referring
to this as a “common phenomenon” that justifies scrutiny even when empirical evidence
is lacking (Sullivan, 2009: 2). With regard to disclosure duties however, as has been
mentioned above, Mann and Siebeneicher find that enforcement of disclosure duties is
lacks effectiveness (Mann and Siebeneicher, 2008: 998). As this study indicates that
sellers in their behaviour largely do not conform to the disclosure duties that have been
stipulated by regulation and by courts, it should be doubted that they would adjust the
content of their terms to regulation and court rulings.

From their finding that consumers turn to the terms of their contract only when a
legal dispute arises, Becher and Unger-Aviram infer that consumers expect the contract
terms to be binding and to be held up in court (Becher and Unger-Aviram, 2009: 15).
This would render them hesitant to face the costs of a court trial. Eigen in addition finds
that consumers are likely to abide by contract terms, instead of challenging them, even if
these contract terms do not correspond to their preferences. He furthermore finds that the
moral obligation of having to go through with the contract you signed induces people to
comply with the contract, more than being confronted with possible legal consequences
(Eigen, 2009: 41-3). Also, Stolle and Slain find that exculpatory clauses deter people
from pursuing their legal rights. This sheds even further doubt on the effectiveness of
enforcement when it comes to deterring sellers from their onerous behaviour and from
drafting onerous contract terms (Stolle and Slain, 1997).

d. Discussion of the empirical results on presence of one-sided terms

Regarding the one-sidedness of terms, studies by Marotta-Wurgler indicate that the
vast majority of standard terms in consumer contracts is one-sided and favours the seller
over the consumer (Marotta-Wurgler, 2007b). Mann and Siebeneicher report finding less
one-sided contract terms than would be expected on the basis of theory, but their results
still indicate a considerable amount of one-sided terms in the contracts investigated
(Mann and Siebeneicher, 2008). The results regarding the effect of competition in
deterring one-sided terms in consumer contracts are more conclusive. The researchers in
both studies, Marotta-Wurgler (2008) and Priest (1981), agree that no evidence can be
found for the claim that sellers compete with each other on the basis of their standard
terms, which would result in terms that are more attractive to consumers. Note that this
result both applies to the possibility that consumers would prefer high quality high price
terms, and the possibility that they would prefer low quality low priced terms.

In addition, empirical research indicates that sellers do not fully conform to
disclosure duties even though these duties are set by regulation and enforced by courts.
This would indicate ineffectiveness of enforcement and insufficient deterrence properties
of onerous disclosure duties. This, combined with the study of the Benelux market for
consumer electronics, raises doubt on the extent that sellers do conform to regulations
and court rules regarding the onerous content of terms. Therefore, the effectiveness of
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courts and regulation in barring onerous conduct and onerous terms from sellers can be
debated. Mann and Siebeneicher (2008) find that a remarkably low percentage of
investigated sellers conform to disclosure duties. The studies by Becher and Unger-
Aviram (2009) and Stolle and Slain (1997) indicate that consumers expect contract terms
to be held up in court. Even though merely indicative, this raises some hesitation with
respect to the effectiveness of regulation and courts to deter onerous practices and terms
from consumer transactions. One-sided terms can therefore be argued to be present in
contract terms. This has been suggested by theory on adverse selection and has been
confirmed by empirical findings. Furthermore, empirical results on the ineffectiveness of
competition and enforcement of regulation in deterring one-sided terms justify the
conclusion that terms in consumer contracts are one-sided and favour the seller over the
consumer.

5.54 Desirability of one-sided standardised terms in consumer contracts

The existence of one-sided, low quality and low priced, terms in consumer contracts
is likely, a claim which is based upon theory and the empirical results discussed above.
This claim has sparked a discussion on the (un)desirability of one-sided standard terms in
consumers’ contracts. Some authors argue that one sided terms might be preferred by
consumers. Others points out that these one-sided terms are harmless, or that they have a
function in controlling consumer moral hazard. They claim that one-sided terms allow
sellers to distinguish abusive consumers from reliable ones, but that sellers themselves
are prohibited from abuse of their discretion through competition and regulation. These
observations warn against government interventions out of welfare considerations, even
when is has to be acknowledged that standard terms in consumer contracts are one-sided
and favour sellers over consumers.

a. One-sided terms as a sign of abuse

The one-sidedness of terms is commonly understood to suggest information failures
and thus welfare decreases, even when the market itself is competitive (Hadfield et al.,
1998: 146). However, it is important to point out once again that one-sided contract terms
are not necessarily inefficient. Consumers might be quite willing to trade off better
contract terms for lower prices, thereby increasing their opportunities to buy products and
services (Van den Bergh, 1998: 135). Also in the case of penalty default rules, which are
designed to encourage parties with private information to reveal that information, a harsh
term might be quite reasonable and efficient. Consumers are more prone to risk aversion
than sellers and are therefore more likely to prefer higher quality terms. Due to the
adverse selection problem which is aggravated by behavioural biases and supported by
empirical results, terms are likely to be offered in a lower quality than preferred by
consumers. The problem of a “flea market” is likely to occur with respect to standard
terms. The quality is provided on a lower level than preferred by consumers, and the
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market is not able to provide a higher quality in terms (Schéfer and Leyens, 2009: 107).
It should be mentioned that when low-quality low-priced terms are being drafted, sellers
invoke them against consumers, and consumers are bound to the contract, this has been
argued to not constitute wilful abuse of consumers by sellers. Both sellers and consumers
are ‘caught’ in the flea market: consumers know standard terms are generally of low
quality, but accept them since they have no other option. Sellers offer low-quality terms
as the market mechanism forces them to do so. It is not in the interest of sellers to offer a
better quality of terms, nor in the interest of consumers to read and assess them, let alone
to try to accomplish better terms. It is also important to realise that not all consumers
would prefer more protection and privileges for a higher price. Not all terms should be
offered in a high quality to correspond to consumer wishes. Distinguishing which terms
should be offered in higher quality, and which terms should be offered in low quality,
remains a difficult issue.

b. Consumer moral hazard and sellers’ ability to invoke one-sided terms

Bebchuk and Posner acknowledge that standard terms in consumer contracts are one-
sided in the sense that they favour the sellers (Bebchuk and Posner, 2006). They assert
however that this is efficient due to the fact that it deters the consumer from behaving
opportunistically. Not only sellers can display abusive behaviour; consumers can also
abuse sellers. This is referred to as consumer moral hazard. Bebchuk and Posner claim
that sellers are less inclined to behave opportunistically than consumers in a competitive
consumer market as sellers are constrained by reputational considerations. For example,
hotels will never ask their clients to pay for an extra night if they check-out a mere ten
minutes late (e.g. 11.10 am instead of 11.00 am), even though that is a term of the
contract. A term which is unlikely to be invoked due to reputation constraints does enable
the hotel to use its discretion and only use this term against opportunistic consumers.

Baird argues that one-sided terms will not cause great detriment to consumer
welfare, as sellers are unlikely to invoke them (Baird, 2006: 938-9). The reason for this is
that one-sided terms are unlikely to be upheld in court. Thus, even when one-sided terms
are drafted into consumer contracts, they are unlikely to be invoked and thus will not
have great detrimental effects to consumer welfare.

c. Consumer (re)negotiations and screening

Another motivation for the suggestion that one-sided terms in standardised consumer
contracts are relatively harmless relates to consumer (re)negotiations and screening.
Some standard terms are designed to be “forgiven”, meaning they will be invoked in very
few situations (Johnston, 2006: 877-84). The argument goes that when an unforeseen
contingency is fulfilled and this results in dissatisfaction with certain contract terms,
these terms will not be enforced against the consumer, provided that she is of good faith.
An exception will be made in the benefit of the consumer because that is in the best
interest of all contracting parties. However, not all consumers are worth the effort to keep
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them as customers. Ex-post consumer screening is enabled by one-sided consumer
standardised terms. Johnston refers mainly to the examples of repayment schedules to
support this claim (Johnston, 2006).”**

As consumers are unlikely to read standard terms, renegotiation ex post is likely to
be the only occurring instance of negotiating standard terms. This corresponds to the
findings of Becher and Zarsky, who were the first to empirically show the importance of
the ex post function of standard terms (Becher and Zarsky, 2008). Consumers are far
more likely to read standard terms ex post, after a conflict has arisen, than before
concluding the transaction. The consumer thus only knows about the standard terms
when a problem occurs that is dealt with in standard terms. These terms might not
correspond to the preferences of the consumer, which she only finds out upon reading the
terms ex post. Therefore, the consumer approaches the seller to complain about that term,
e.g. renegotiate the term. This enables sellers to screen individual situations, and offer the
terms that would be most beneficial for both seller and consumer. Before the contingency
arises, this screening is not possible. As consumers renegotiate their terms ex post, the
presence of one-sided terms in consumer contracts should according to these authors not
be seen as alarming or detrimental to social welfare.

d. Discussion of the desirability of one-sided standard terms

The literature which focuses on providing information about standard terms and
behavioural theory with respect to standard terms implicitly assumes that these terms
govern the contract. In reality, these terms might not actually be enforced by the drafting
parties on a regular basis. The analysis of standard terms could take this factor into
account, and distinguish between the cases in which standard terms are usually upheld
and the cases in which these terms will usually be waived. This would be an interesting
issue to take up in further empirical research. There are quite some concerns that arise
from the sellers’ discretion in deciding when one-sided terms should be upheld. Sellers
can be argued to be prevented from invoking one-sided terms against consumers as they
know it will not stand up in court; on the other hand consumers are shown to feel
committed to the contract after signing it, so they might also feel bound to one-sided
terms. This provides an incentive to sellers to invoke the terms.”* Therefore, it might not
be in the best interests of consumers or in the interest of social welfare to allow
companies to decide between the invocation of standard terms and the provision of a
better treatment than the standard terms would warrant (Radin, 2006: 1233; Linzer, 2008:
205-6). Bebchuk and Posner do grant that when the influence of reputation is less
relevant one-sided terms can be invoked inefficiently, and that social welfare would then
benefit from a more generous treatment of the consumer (Bebchuk and Posner, 2006).
Typically, consumer sales are not characterised by long term relationships. Also, social
norms might be at play here to protect consumers from abuse of sellers. Whether

238 See above, section 5.5.2a.
2 See above, section 5.5.2b.
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consumer moral hazard provides a sufficient justification for the presence of one-sided
terms in consumer contracts should therefore be questioned.

The question of whether the possibility of renegotiating contract terms is a
sufficiently effective tool to overcome detrimental consequences of one-sided terms to
social welfare also deserves some discussion. Renegotiation can occur in cases of
divergence between ex ante and ex post preferences of contract parties. With regard to
consumer debt, the offer of a repayment schedule will most likely enable the company to
recoup a larger amount of the debt than consumer bankruptcy would. A negative
consequence for sellers of offering these repayment schedules is that they distort the ex
ante incentives that other consumers have for putting effort into paying their debt on
time. Depending upon renegotiation to sort bona fide consumers from mala fide
consumers could thus have adverse effects regarding consumer moral hazard.

Also, not all consumers will renegotiate the terms of the contract. If the seller simply
waives the standard term in the one contract after the consumer’s complaint instead of
changing the term in the standard form, the complaint by the marginal consumer does not
protect the infra-marginal consumer from unfair terms in the contract.>** This implies that
only complaining consumers stand to benefit from screening practices. A related equity
concern can occur with regard to consumer characteristics that are shown to have an
effect on the outcome of negotiations (Hadfield et al., 1998: 138). Examples of
characteristics that according to economic theory should not have an effect on the
outcome of negotiations, but that have in fact been shown to be relevant, are sunk costs
and the race or gender of consumers (Ayres, 1991).

In addition, it is not clear whether companies actually do distinguish between
customers. Repayment schedules could be offered to nearly all customers in debt, in
order to increase the likelihood of repayment; repayment schedules are then not
necessarily instruments to screen between consumers and to decide which consumers the
company wants to retain. Complaints about return sales policies are linked to consumer
moral hazard. It is doubtful that companies can accurately distinguish between
consumers who behave opportunistically and those who do not. A strict or lenient return
policy could be part of general company policy, and therefore not be a screening
instrument at all. Whether these screening methods therefore imply that sellers are able to
distinguish between situations in which social welfare might benefit from invoking the
one-sided terms and situations in which social welfare requires sellers to be more lenient
is unclear. Moreover, it remains to be seen whether sellers have incentives that
correspond to social welfare considerations, and whether they will always act in the

0 The marginal consumer is the consumer for whom the expected benefits of making a complaint
outweigh the costs by a very small amount; it is therefore in his interest to complain, but only barely. For
the infra-marginal consumer, the expected benefits of complaining do not outweigh the costs, therefore this
consumer will not complain. Whether the complaint made by the first consumer aids the second type, as
Johnston (2006) claims, depends on whether the terms of the contract are changed for all consumers or
whether the complaint only affects the individual contract of the complaining consumer. A similar
argument has been made above with regards to the effectiveness of reputation as a means of inducing less
one-sided terms. See: Ibrahim (2005), and above, section 5.3.2.
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benefit of social welfare. Even if companies do use standard terms as screening
instruments, screening by companies in this way is not likely to be socially optimal.
Renegotiation might not benefit all complaining consumers. In the absence of perfect
competition, screening companies could distinguish between them and for example offer
more lenient terms only to the most valuable consumers. Not all of the cases in which it
would be efficient to offer more lenient terms need necessarily be given this discretion.
The evidence and arguments given for consumer bargaining over standard terms are
insufficient to justify one-sided contract terms in consumer contracts without further
scrutiny. One-sided terms are likely to occur in standard terms, and their presence seems
to be detrimental to social welfare rather than beneficial.

5.5.5 Limitations of the empirical studies

On the whole, unfortunately, empirical research regarding standard terms in
consumer contracts is lacking. The discussion would benefit from more input, and it
would not be warranted to arrive at far-reaching conclusions merely on the basis of the
available evidence. However, the insights gained by the available empirical results
described above are very relevant to the discussion of the purported adverse selection in
consumer standard terms and the ability of consumers to discipline the market. The
suggestions provided by empirical research, even though they are based on a limited
number of studies, should not be overlooked. The fact that the empirical results all seem
to be pointing in the same direction should shed some doubt on traditional economic
insights relating to the (limited) need for consumer protection in standard terms of
consumer contracts. As will be described in the following chapter, these economic
insights have been very influential in the design of consumer policy regarding standard
terms. A re-assessment of these policies seems warranted, even on the basis of these few
empirical studies. Another limitation of the empirical studies described here is that they
have predominantly been conducted in the United States. As this dissertation mainly
focuses upon European policy regarding standard terms in consumer contracts (see the
next chapter), it should be borne in mind that these empirical results could be influenced
by factors that are more likely to be present in the United States than in Europe. Before
the implementation of far-reaching new policy can be contemplated, empirical studies
should be conducted within European contexts to understand how one-sided terms are
effected by competition, reputation, enforcement and consumer reading in the different
European states. Research that has been undertaken in the United States can inform
European research in aim, structure and methodology.

A further remark to the empirical studies concerns the accuracy of their method. As
in some contexts such as mortgages and child day care contracts quite high percentages
of consumer reading are reported, it might be concluded on the basis of these studies that
intervention on behalf of consumers is ill-advised in these contexts. With respect to this
observation however, the differences between reported reading behaviour and actual
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reading behaviour should once again be brought to mind. The studies on actual reading
behaviour suggest that the percentages found in studies of reported behaviour might be
overestimations. Furthermore, merely scanning the contracts or even reading it fully does
not automatically constitute an effective assessment of the contract. Especially in the case
of financial consumer products such as mortgages, where assessment of financial risks is
vital, consumers reading contracts might not therefore necessarily be able to discipline
the market.**! Again, more context-specific empirical research is needed to examine the
efficiency of contract terms, also in contexts where terms can be expected to be read.
Therefore, before adapting policies to correspond to behavioural and empirical insights,
further empirical studies are required. These studies should be context-specific and study
the exact questions that are relevant for the developed policies.

A possible example might be this: since standard terms have been shown to be one-
sided in the study by Marotta-Wurgler (2008), and even overly one-sided in the Benelux
consumer electronics market, can standard terms in other sectors of industry and in other
countries also be shown to suffer from one-sidedness? This question would especially be
relevant in contexts where consumers do report that they read the standard terms, such as
in the context of mortgages. The fact that terms are one-sided in online contracts might
suggest that terms are one-sided in other sectors of industry as well, if consumers in these
sectors are faced with similar difficulties in disciplining the market for efficient standard
terms. This suggestion however by itself is insufficient as a ground for (far-reaching)
policy interventions. Also, empirical confirmation of Marotta-Wurgler’s findings
regarding the effect of competition and availability of terms on the quality of
standardised terms in software license agreements is required (Marotta-Wurgler 2008 and
2009). Another example of a relevant empirical study could research the extent to which
sellers invoke one-sided terms against consumers. Again, these studies should refer to the
contexts that they are conducted in, and are relevant only for that industry sector or type
of contract. As can be noticed from a review of the empirical studies regarding standard
terms in consumer contracts, all of these studies are recent. The large majority of the
empirical research in this area has been conducted within the past few years. As the
results from this research can have far-reaching implications, especially for policy, more
empirical work in this area is to be expected and indeed very welcome.

Discussions about a change in policy strategy on the basis of available empirical
research, even though the quantity of empirical results is still insufficient, can be very
helpful. These discussions can raise awareness for empirical insights in policy
discussions, and put empirical research in the area of consumer protection on the policy
agenda, including more specific research into standardised terms in consumer contracts.
Discussions in this field should include the awareness that more specific empirical
research is necessary to justify far-reaching policy interventions. Behavioural insights
can identify the hypotheses that should be tested empirically and the factors which might
be relevant in the given contexts.

21 See below, chapter 8, section 8.2.2.
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5.5.6 Conclusion: suggestions from empirical research

The empirical studies confirm that there are clear signs of information asymmetry
and adverse selection present with respect to standard terms in consumer contracts. Even
though these empirical studies are few in number, all data points in the same direction
and arrives at the conclusion that the claim that consumers are able to discipline the
market regarding standard terms, either through reading, an informed minority group,
competition and/or reputation is highly doubtful. One-sided terms are likely to occur in
markets, which in turn is quite likely to have a detrimental effect on both consumer and
social welfare. The examined empirical studies and overviews suggest that consumers
fail to read standard terms in the majority of the contracts that they enter into, and that
information duties cannot bring consumers to read contracts either. Only in cases of an
unfamiliar vendor and a high value of the contract, consumers report to read the contract.
The typical issues that are addressed by disclosure duties, such as availability of the
contractual terms and their complexity, do however not seem to enhance readership.
Furthermore, the availability of contractual terms before the conclusion of the contract is
shown not to enhance the quality of terms. Data from reported consumer reading
behaviour points to much higher percentages of consumer reading than studies which
research actual readership. Therefore, the effectiveness of information remedies to
correct information asymmetry and adverse selection in consumer standard terms cannot
be supported in light of the empirical findings.

Consumers cannot be shown to shop for, nor negotiate over standard contract terms.
Standard terms in consumer contracts are likely to be provided one-sidedly and favour
the seller over the consumer, whether or not that corresponds to the preferences of the
consumer. The alleged cure of competition cannot be concluded to have any positive
effects on increasing the quality of standard terms; the provision of contractual terms
before the contract is concluded cannot be shown to have any positive effects either.
Positive effects can neither be expected from private enforcement by consumers; this is
again corroborated by empirical insight. These claims are furthermore supported by the
finding that people believe that terms will hold up in court, and that they feel bound to
the contract. The likelihood of consumers going to court over standard terms and
therefore the effectiveness of private enforcement in deterring onerous practices and
terms is small. Distributional effects are also a concern, as people from higher socio-
economic backgrounds are shown to read standard terms to a larger extent, and to feel
less bound to one-sided terms. The question whether the one-sidedness of contract terms
actually implies a social welfare loss is also subject to discussion. Some scholars point
out that one-sided terms are unlikely to be enforced, and that they serve a function in
providing a starting point for renegotiations. Others argue that sellers are unlikely to
invoke one-sided terms or to be able to enforce one-sided terms when they are taken to
court. One-sided terms will not be enforced if that is not in the best interest of drafting
party, who is prevented from enforcing the terms by competition and reputation. This
claim would be especially relevant in cases of investments in long term relationships.
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These scholars conclude that one-sided terms should therefore not be considered a
problem to society. However, the one-sidedness of standard terms should still be
regarded as highly likely to be detrimental to social welfare, because consumers are more
risk-averse than companies. Moreover, neither consumer moral hazard nor screening can
sufficiently justify the drafting of one-sided terms in consumer contracts. It is remains
doubtful whether the incentives that sellers have to adjust terms in the favour of
consumers correspond to the interests of society at large.

The empirical data is as yet insufficient to form a sound basis for policy
interventions, especially in Europe. However, whereas only suggestions should be
inferred from these studies, the studies that have already been undertaken can inform new
research in methodology and structure and can provide new research questions which are
specifically oriented at the relevant policy issues. More studies should be targeted at
different sectors of industry and different types of contracts to gain empirical insight on
the one-sidedness of terms within that industry, the sector-specific effects of competition,
the complaining behaviour of consumers and the extent to which consumers are faced
with the invocation of one-sided terms against them. Such research would provide
valuable further insight about the market for consumer standard terms. Also, even though
consumers report that they will read contracts of high value and the contracts which are
drafted by sellers that they do not trust, it should not be automatically concluded that
consumers are sufficiently protected by their own vigilance in these cases. Further
assessment of these contracts, especially in the light of biases regarding risk assessment,
seems warranted. On the whole, empirical findings cannot support either the
effectiveness of information duties to correct inefficiently low quality terms, nor the
capability of consumer vigilance and action to discipline the market for efficient standard
terms in consumer contracts. Both these remedies are argued for in neoclassical and
information economics. A shift towards other interventions in the aim to increase the
quality of standard terms in consumer contracts, interventions which take behavioural
and empirical insights into account, seems warranted.
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5.6 Conclusions

To conclude this chapter, a summary will be provided of the policy
recommendations that result from the insights from neoclassical economics, information
economics, behavioural notions and empirical research. Using these recommendations,
assessments will be made of both the desirability of government interventions in
standardised consumer contracts and the extent to which behavioural insights and
empirical data can improve mainstream economics policy recommendations to benefit
social welfare.

5.6.1 Summary of the different policy recommendations

A short overview will be provided of the main policy recommendations that follow
from the different perspectives discussed in this chapter. Next, the research questions that
have been posed at the beginning of this chapter will be provided with an answer.

a. The informed minority theory and the vigilant consumer

This chapter started with a discussion of the policy recommendations on
standardised consumer contracts from a neoclassical economics point of view, which
focuses on the market failure of competition. The standardisation of contract terms raises
suspicion as the consent to terms was maintained to be insufficient, but neoclassical
economics expects that competition will cure this market failure. An informed minority is
argued to be able to discipline the market by stimulating competition between sellers.
Sellers are then forced to attract as many consumers as they can, otherwise they will fail
in the market. They cannot afford to offer consumers anything less than efficient terms.
The market mechanism thus provides the ultimate protection to consumers. As long as
there is competition, neoclassical economics claims that government interventions are
unnecessary, as there is no problem in the market.

b. Information remedies to stimulate consumer vigilance

The insights from information economics have been presented next, which identify
information asymmetry as the main cause of welfare deterioration. Consumers are
insufficiently informed about the content of standard terms in consumer contracts. They
will opt for desired salient aspects such as a low price, but will likely only make a
superficial assessment of the quality of terms. As offering higher quality is more
expensive and yet will remain unobserved by consumers, the market mechanism drives
the quality of standard terms down in the absence of sufficient market corrections,
constituting an adverse selection problem. Policy recommendations focus on information
duties, the duty to read and striking onerous terms from contracts. Consumer vigilance is
depended upon to discipline the market, as information economics focuses on improving
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the conditions for consumers to read the terms. Information remedies are therefore the
preferred policy solution to overcome the market failure of information asymmetry.
Information economics does acknowledge the fact that it might not always be possible to
sufficiently counteract information asymmetry in some cases, in that in such cases
mandatory substantive interventions might be justified. The preferred policy focus
however is based upon information remedies.

c. Information remedies and consumer vigilance undermined

The behavioural insights into consumer standard terms focus on the ability of
consumers to read and assess terms in consumer contracts, exacerbate the information
asymmetry problem and suggest that it might be very difficult for consumers to
discipline the market. The informed minority theory and the reliance on consumer
vigilance to discipline the market do not correspond to the findings of consumer biases
resulting in information overload, low propensity to read and consumers feeling
committed to terms even when they do not consider these terms acceptable. These
insights shed doubt on the relevance of information remedies as preferred policy
solutions to overcome the problem of undesirably low quality terms.

d. Empirical clarity

Empirical research has provided some clarity in the issues challenged by
neoclassical, information and behavioural economics. Even though the number of
experiments, and therefore the corresponding data, is still insufficient to justify any
definite conclusions, the results do suggest that consumers are unlikely to read terms, that
information duties are unlikely to improve reading, and that consumers cannot be shown
to negotiate for terms. Terms are likely to be one-sided, of low quality and to favour the
seller over the consumer. Furthermore, the data suggest that sellers do not attempt to
catch the fancy of consumers with attractive standard terms. Therefore, no competition
with respect to standard terms is likely to occur, and regulation and court enforcement are
unlikely to bar onerous terms from contracts or to improve the quality of terms. The
empirical data therefore confirm the basic insights of both information economics and
behavioural theory. An adverse selection problem occurs with respect to standard terms.
However, in a finding which supports behavioural notions, information remedies are
shown to have limited effect in inducing consumers to read. Consumer vigilance cannot
be shown to be sufficiently effective to stimulate competition and enforce regulation
against sellers, and a policy strategy which depends on consumer vigilance can therefore
not be supported.

e. The presence and desirability of one-sided terms in consumer contract

A further topic of discussion is whether the presence of low quality standard terms in
consumer contracts is in fact detrimental to social welfare. It is acknowledged in this
research that not all one-sided terms are inefficient, as consumers might have a
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preference for low priced low quality terms. Adverse selection however suggests that
terms will be offered in a lower quality than would be desirable considering consumer
preferences. One-sided terms are claimed to have a function in the sense that they protect
sellers against consumer moral hazard and enable sellers to screen consumer preferences,
which in turn enables them to offer a better contract to certain consumers. In short, some
authors claim that one-sided terms will not be invoked against consumers when that is
not in the interest of social welfare, as that would then neither be in the interest of sellers.
This claim lacks empirical support however. Also, the interests of sellers might not
correspond to the interests of society. The presence of low quality terms can thus not be
sufficiently justified. Social welfare could be improved by government interventions
which aim to increase the quality of standard terms in consumer contracts.

5.6.2 Conclusions: behaviourally enhancing policy — consumer standard terms

As has been mentioned in the introduction, two research questions have been the

focus of discussion in this chapter:

1. To what extent is government intervention in the quality of standard terms
desirable from a social welfare perspective?

2. To what extent can insights from behavioural notions and empirical research
improve the policy recommendations from mainstream economics within the
context of improving the quality of standard terms from a social welfare
perspective?

To conclude this chapter on policy recommendations regarding the quality of standard
terms in consumer contracts, an answer to these questions will be provided.

a. Desirability of government interventions in standard terms

Due to information asymmetry and adverse selection, the quality of standard terms
that is provided in the market is likely to be too low from the perspective of social
welfare. This implies that consumers prefer a higher level of quality in standard terms
than the level of quality that is provided by sellers, even if consumers would have to face
extra costs from a higher level of quality. Market corrections are not sufficiently able to
overcome this welfare loss. However, consumers are unlikely to be able to discipline the
market into providing efficient standard terms, not even when they are aided in this
endeavour by information remedies. Biases and heuristics impair consumer decision
making and consumer vigilance. Sellers will therefore not be induced to draft efficient
terms in consumer contracts by competition or by litigation. The claim that low quality
terms will not be invoked against consumers when this is not efficient from a social
welfare perspective, cannot be supported. Social welfare therefore stands to be improved
by government intervention that aims to improve the level of quality of standard terms.
Consumer policy cannot rely on consumer vigilance to discipline the market; even when
information duties are provided to stimulate this vigilance, consumer vigilance is likely
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to be insufficiently effective. This conclusion justifies government interventions that
reach beyond the provision of information in order to improve of the quality of standard
terms in consumer contracts.

b. Can behavioural insights and empirical data improve policy recommendations?

Regarding the issue of standard terms in consumer contracts, neoclassical economics
recommends reliance on the market mechanism, provided that imperfect competition
problems are dealt with by competition policy. According to neoclassical economics, an
informed minority of consumers will discipline the market. Information economics
points to the market failure of information asymmetry and recommends information
duties in order to improve consumer vigilance. Behavioural insights aggravate concerns
about the information asymmetry problem by highlighting the fact that information
remedies are less likely to sufficiently counteract information asymmetry than is
theorised by information economics. Empirical data suggests that information asymmetry
and adverse selection are indeed more severe, that competition will not have any
substantial effects, and that information duties are also unlikely to be very effective. The
empirical data support the insights from information economics to some extent, and
confirm the doubts raised by behavioural economics relating to the limited effectiveness
of information remedies and the effectiveness of consumer vigilance to discipline the
market. More extensive empirical research in specific market contexts is warranted to
assess the claim that consumer vigilance and information duties are insufficiently
effective. This research should distinguish between different sectors of industry, as the
influences of competition, sellers’ reputation and reading behaviour of consumers is
likely to be dependent on industry-specific characteristics.

Therefore, it can be concluded that behavioural insights and experimental data do
provide reasons for a change in consumer protection policy regarding standard terms in
order to improve social welfare. As the effectiveness of information duties is undermined
by consumer biases and heuristics, consumers are even less likely to be able to discipline
the market than information economics have theorised. If governments wish to improve
the quality of standard terms, policy suggestions that look beyond the provision of
information and the reliance upon consumer vigilance should be considered. These
recommendations are not the same as information economics or neoclassical economics
recommendations. The empirical results do indicate that such improved
recommendations could enhance social welfare. It is therefore concluded in this research
that behavioural insights and empirical data can indeed improve policy recommendations
related to unfair terms in consumer contracts from a social welfare perspective.

This change in policy recommendation consists of a shift in policy focus away from
consumer vigilance aided by information remedies. Information duties are insufficiently
able to induce consumers to read and discipline the market, and therefore insufficiently
able to improve the quality of terms to a more socially desirable level. This suggestion is
based upon theory from information economics, behavioural insights and empirical data.
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c. To continue: standard term policy and policy suggestions

In the following chapter, the discussion turns to actual consumer policy related to
standard terms in contracts by reviewing the common core of European consumer policy
related to standardised contract terms. This overview focuses on European legal systems,
while providing some insights on legal rules and policies prevalent in the US. This
chapter will conclude that current policy aims and strategies, like information economics,
rely to a large extent on information provision and consumer vigilance to enhance the
quality of standard terms in consumer contracts. As behavioural insight has shed doubt
upon this strategy and this doubt has been supported by empirical research, chapter 7
discusses several possible policy strategies that aim to improve regulation concerning
standardised consumer contract terms, such as solving the signing-without-reading
problem, doing away with standard contract terms in the consumer market, or
establishing some sort of administrative control over standardised contract terms. That
chapter aims to provide a starting point for the discussion of how the behavioural insights
and empirical results can be implemented into policy.
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6.1 Introduction

The previous chapter explored the issue of the desirability of interventions in
consumer standard contract terms from several perspectives. It has been established that
behavioural insights and empirical data can improve policy recommendations regarding
the issue of consumer standardised terms that stem from both neoclassical and
information economics. This chapter will discuss the legal discussion and literature as
well as actual consumer policies related to the issue of standard terms in consumer
contracts. It will provide a review of the European common core in legal approach to
consumer standard terms and assess its correspondence to the insights developed in
traditional economics, information economics, and behavioural insights. The review will
focus on the common policies, doctrines and rules that are used in unfair terms regimes
in European legal systems but will occasionally refer to legal systems in the United
States. The aim of this chapter is to establish to what extent common policies in Europe
correspond to the policy prescriptions that follow from the assessment in the previous
chapter. It will therefore first determine the extent to which this common core relies upon
the effectiveness of provision of information and consumer vigilance in generating a
sufficiently high quality of consumers’ standardised terms. Next, the chapter will
establish the effectiveness of the common approach in unfair terms itself in improving
the quality of contract terms. This chapter will establish that the current common core of
European consumer policy related to standardised contract terms largely corresponds to
the insights of information economics. Information remedies currently form the main
intervention strategy in standard terms, which depend strongly on consumer vigilance to
provide improvement to the quality of terms. This chapter will question the effectiveness
of the common approach in unfair terms regimes in this respect. The next chapter,
chapter 7, will discuss several policy strategies that could be resorted to when aiming to
improve current consumer policies regarding standard terms.

As has been stated above, this chapter will review and analyse a European ‘ius
commune’ or ‘common core’ of the legal approach on standard terms in consumer
contracts. This method, which extracts a common core in legal approaches instead of
addressing the specificities of several legal systems in detail, is common in comparative
law and economics.** A prime source for common legal principles in European contract
law is the Draft Common Frame of Reference (DCFR). The DCFR is a project within the
European Union which draws upon the EC Consumer Acquis and on best practices found
in Member States’ legal orders to develop clear definitions of legal terms, fundamental
principles and coherent model rules of contract law.*** Although these European policies

242 See for instance: Bussani and Mattei (1997: 340).

3 For an introduction to the DCFR, see Schulte-Nolke (2007) and Clive (2008). The project has been
heavily debated. See for instance: Smits (2008a), Smits (2008b), Rutgers (2008), Jansen (2008), Beale
(2008a), Mak (2008), Hesselink (2009) and Eidenmiiller (2009).
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differ in many ways, they commonly share their main instruments of consumer policy.
Examples from different Member States will throughout the review serve as illustrations
to this point. This chapter will first provide a description of the common legal approach,
followed by an assessment to establish the extent to which this common legal approach
corresponds to the insights developed in chapter 5 of this research.

The scope of this research does not allow for an extensive comparative overview of
legal systems and the way in which they target onerous terms in consumer contracts or
try to improve the quality of consumer contracts in general. General and comparative
overviews with respect to the regulation of unfair terms in consumer contracts and
consumer protection regulation in general have been provided extensively elsewhere 2*
This research will focus on the common legal approach related to standard terms in
consumer contracts in Europe. The resulting insights and conclusions from this research
could provide a starting point for the analysis of individual legal systems in Europe and
elsewhere.

After commenting upon basic legal concepts and principles of consumer law in these
systems, this chapter will discuss common instruments of intervention in consumer
contracts. To do justice to the differences between legal regimes, the third part of this
section examines to what extent various unfair terms regimes can differ in scope. The
fourth part of the chapter provides a review of enforcement practices.

First however, the common legal approach to standard terms in consumer contracts
is assessed. Recently, the ability of consumers to discipline the market has been
questioned and policy discussions have called for more substantive control in this field.
It might be possible and necessary even to improve unfair terms policy in order to
generate a higher quality in standardised consumer contract terms.

4 See for a general comparative overview of regulations and policies regarding unfair terms in consumer
contracts in the European Union, see European Commission (2000), EC Consumer Law Compendium
(2008). Bates (2002) compares unfair terms regimes in the US, UK, Germany, Sweden and Israel.
Maxeiner (2003) provides an overview and comparison between US, EU and German law regarding unfair
terms in consumer contracts, Micklitz (2008) compares the legal rationales for controlling unfair terms in
Germany, France and the UK, and Alpa (2008) compares the Italian and UK legal system. See also Collins
(2004: 792-94), Ben-Shahar (2009: 7-20) for a general description of private law regulation of standard
form contracts, where Ben-Shahar also introduces the US approach. For earlier discussions of the topic of
standard terms in consumer contract from a legal perspective in Europe, see for instance: Lando (1966) and
Bourgoignie (1983). Weatherill (2005: 113-34) gives an introduction to EC Consumer Law and Policy
regarding the regulation of the substance of consumer contracts. De Boeck and Van Hoecke (2008) also
provide a very general overview of European unfair terms regimes, referring to several national systems
such as France, Germany, the UK, Belgium, the Netherlands and Spain. For national perspectives, see for
instance Howells and Weatherill (2005: 261-94), Ramsay (2007: 157-213) discussing the UK perspective,
Sheldon (1974) and Bernitz (1973) focusing Swedish law, Wilhelmsson (1993) on the Nordic model in
general and Pavillon (2006) reviewing the Dutch unfair terms regime, including commenting upon the
difficulties encountered when implementing the EC Directive into national law. On the European Directive
on Unfair Terms in Consumer Contracts (93/13/EEC), see: Bernitz (2000), De Geest (2002), Weatherill
(2005: 115-28), Van Boom and Kottenhagen (2006), Collins (2008), EC Consumer Law Compendium
(2008). For an in-depth comparison between the DCFR and the Proposal Consumer Rights Directive (as
will be introduced below, see note 267), see De Booys, Hesselink and Mak (2009).
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6.2 Policies regarding unfair terms in consumer contract

This section will provide an overview of the common legal approach to standard
terms in consumer contracts, exploring the common core of legal principles, policies,
rules, doctrines and practices regarding consumer standardised terms, within European
legal systems. The analysis will occasionally refer to the US legal system for further
illustration. Standard term policies are often referred to as unfair terms policies. Other
denominators for standard terms are boilerplate, pre-formulated or adhesive terms.
Freedom of contract and laissez-faire are principle concepts within general contract law
and more specifically in standard term policies. With respect to standard terms,
consumers have a duty to read the terms. Their acceptance of the price and main subject
matter covers the contract terms like a blanket, and causes consumers to be bound to the
contract even if they did not read the terms. These legal consequences do call for some
protection of consumers against onerous terms. Procedural intervention tools related to
unfair terms in consumer contracts include information duties and remedies. The
availability requirement, transparency, readability and intelligibility should allow and
stimulate consumers to read and understand the terms of the contract. Substantive
intervention in the terms of consumer contracts usually consist of a substantive test, such
as unconscionability, fairness or reasonability, and can be supported by the addition of
black and grey lists of unfair terms The enforcement measures within unfair terms
regimes focus on the elimination of unfair terms in consumer contracts. To enhance the
efficacy of enforcement measures, consumer interest groups in EC Member States have
now been awarded the right to apply for an injunction against unfair terms in court. Also,
regulatory agencies with some power of enforcement have been established; these
agencies can issue fines and injunctions.

6.2.1 Basic legal concepts and principles in unfair term regimes

This section will start with an exploration of the concepts and principles that form
the basis of standard terms policy. When contract laws and policies were first applied to
contracts, they were designed with an ‘arms length transaction’ in mind. This refers to a
situation where seller and buyer meet face-to-face, discuss the details of the buy, inspect
the good and agree on the transfer. As the unfair term regimes are derived from general
contract law, consumer contract law has inherited some of the basic principles of general
contract law such as freedom of contract and individual responsibility. Within the realm
of standard terms these principles apply as well, be it that they are balanced by objectives
such as protection of consumers against onerous terms in consumer contracts. Policies
and rules that have been enacted to provide protection to consumers from onerous
standard terms are justified by the (weaker) position that consumers occupy vis-a-vis
sellers. One major issue within consumer law in general and more specifically in unfair
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terms regimes is the question to what extent a consumer can and should be held
responsible for her own actions. This question is complicated by the clear dichotomy
between the informed and capable consumer on one end of the spectrum, and the
incapable and weak consumer on the other.

a. Freedom of contract and laissez-faire

Freedom of contract, consumer choice and active consumerism are main concepts
within consumer law of European and United States’ legal systems.”*’ The principles
share the common claim that parties to a contract themselves are best able to decide what
contracts they wish to engage in, and that they should therefore have the freedom to set
the terms to a contract as they see fit. European consumer law has a strong focus on
consumer choice, which allows the consumer to profit from the increases in quality,
diversity and decreasing prices that have been the result of enhanced competition within
the EU (Weatherill, 2005: 34-7). Competition law and consumer protection might thus be
understood to have the same goal: to improve the position of the consumer by
campaigning for consumer sovereignty (Waller, 2005: 631; Wilhelmsson, 2006: 72). The
active consumer is however a necessary factor in this process: the active consumer needs
to discipline the market and to generate welfare enhancing transactions to fuel the
positive effects from increased competition. This vision on the consumer is portrayed for
instance in the EC Consumer Policy strategy 2007-2013, which states that ‘confident,
informed and empowered consumers are the motor of economic change as their choices
drive innovation and efficiency’ (European Commission, 2007).24

The laissez-faire approach that is common in contract law is extended to policy
related to standard form contracts (Kornhauser, 1976: 1154). Government intervention
which affects autonomy and personal choice is criticised for interfering with basic
notions such as freedom of contract and individual freedom or autonomy (Weatherill,
2005: 114). Following these basic notions, parties are free to decide which transactions
they would like to enter into and on which terms contracts will be concluded. Principles
of autonomy and personal choice similarly oppose after the fact intervention in contract
terms by courts, as such intervention would undermine the certainty of contract and the
autonomy of parties to decide for themselves which terms should govern their contract.
The fact that courts can bar a term ex post, a term which parties have agreed on ex ante,
would give an incentive to parties to agree to an unfavourable term in exchange for a
certain benefit in exchange, only to challenge the unfavourable term at a later point. The
view here described thus claims that because standard terms decrease transaction costs
and are therefore favourable to both producers and consumers, these terms should be held
up in court unless they are obviously abusive (Hillman and Rachlinski, 2002: 455).

%5 The foundation of governing methods on the autonomy of individuals and individual private power is a
general characteristic of European Contract Law. See Grundmann, Kerber and Weatherill (2001: 7). See
also Wilhelmsson (1993: 445-6) for a discussion of the importance of principles of freedom, autonomy and
responsibility in the Finnish unfair terms regime.

24 See Beale (2008b: S83) who criticises the DCFR for this view of “competent consumers”.
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b. Individual responsibility, duty to read and blanket assent

The notion of freedom of contract might be said to have two dimensions: the
freedom to set the contract as one wishes, and the freedom to make mistakes while doing
so. Caveat emptor, an assertion of individual responsibility, was and is the guiding
principle in contract law and enforcement in European legal systems (Van Boom et al.,
2008: 25). The basic rule therefore is that parties will be held to the contract, even if the
contract turns out to be less favourable in hindsight. This principle has greatly influenced
contract laws and policies, including those related to standard terms (Leff, 1970b: 143).
In the context of standard terms in consumer contracts, the fundamental idea is still that
parties assent to the terms of the contract and that contracts are binding.**’

The basic principle of freedom of contract therefore includes a duty on contract
parties to carefully consider their transactions. This duty refers to standard terms as well
as to terms that were explicitly agreed on in the contract procedures. Both consumers and
sellers have a duty to read, which does not imply that they are obliged to read contract
terms, or that will get a fine when they do not read contract terms, but it does mean that
the contract terms will govern the contract even when parties choose to not read the
terms.**® The consumer concludes the contract under a presumption of assent, or blanket
assent (Hillman and Rachlinski, 2002: 455).>* By accepting the price, the good, and
other aspects of the transaction, the consumer automatically accepts all the terms of the
contract. The assent to the transaction covers all contract terms like a blanket. When
consumers have had a meaningful opportunity to read the terms before entering into the
contract, they are presumed to assent to the terms of the contract without actually reading
them, and are therefore bound to the contract.

c. Dichotomy: consumer responsibility and inability

There is an important dichotomy within consumer protection law between two
different views of the consumer: the confident and informed consumer on the one hand,
who can discipline markets by active pursuit of the best deals in quality and price, and on
the other hand the weak consumer who is unable to discipline the market as she is
confronted with too many hurdles to complete this task. Maxeiner refers to these both
views as the contract model and the consumer model: the contract model protects the
freedom of contract, and the consumer model protects consumers (Maxeiner, 2003: 160).
The first view could only call for interventions that aid the consumer in his task, his
pursuit, if any interventions could be required at all. Interventions of this sort could
include information requirements, which allow the consumer is to make an informed
decision. Consumer law according to the contract model should support consumers in
making their own informed decisions, and leave the autonomy of the consumer intact.

M7 See also Triger (2008: 59-60) for a historical survey of freedom of contract and individual
responsibility in unfair terms regimes.

248 As has been discussed above, chapter 5, section 5.3.5a. See also Bernitz (1973: 21).

9 The theory of blanket assent is attributed to Llewellyn (1960: 370-1).
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The second view, the consumer model, is more closely linked to paternalism and could
justify more substantial interventions to protect consumers. This protection could shield
consumers not only from sellers’ abusive behaviour, but even from their own flawed
decision making.m

The dichotomy between the contract model and the consumer is very visible in
unfair terms regimes. To the extent that consumers are presumed to be able to discipline
the market, information remedies are provided to help consumers make informed
choices. In such cases, the consumers now have the main responsibility for striking the
deal that is in their best interest, as consumers have been given the means to protect
themselves from bad deals: the necessary information. Consumers will not be protected
from their own flawed decision making as long as the required information is available,
whether they choose to use that information or not. When consumers choose not to read
standard terms, even though the contract form is available and the terms are properly
disclosed and transparent, they will be bound by the contents of the contract. Excessive
protection of consumers may lead to adverse effects, and could for example stimulate
consumers to enter into all kinds of transactions without any careful consideration.
Consumers, not sellers, are the best party to look out for consumer interests. Therefore,
they are given an incentive to pursue their goals actively and thoroughly (Barnett,
2002).*! This line of argument clearly rests on the contract model.

On the other end of the spectrum lies the view that consumers are just not able to
sufficiently perform the task of disciplining the market. The bargaining position of
consumers is not equal to that of sellers because (individual) consumers lack size and
resources. The capabilities and effort that the task of disciplining the market would entail
are so huge that consumers cannot be expected to successfully complete this task. In this
view, the consumer model, consumers are regarded to be “somewhat naive and (in) need
to be protected against a tendency to be easily impressed and to act hastily and
thoughtlessly” (Hartlief, 2004: 254). This view tends to regard consumer law as a set of
rules that should protect ‘weak’ consumers from ‘abusive’ producers and sellers, and that
should allow contractual agreements between the two parties to be more equal.
Therefore, consumers should not (always) be held responsible for their choices in
situations where sellers abuse their relative position towards consumers. Consumers
cannot be expected to read standard terms in consumer contracts. It is too strenuous to
even attempt to understand these terms, let alone to compare them to other contracts or to
negotiate better terms. It makes no sense for consumers to read standard terms; they can
therefore not be expected to be able to discipline the market. The consumer model claims

20 Reasons for intervention in consumer contracts are discussed by several authors. See for instance:
Ramsay (1984: 15-35), Haupt (2003), Van den Bergh (2003), Levitin (2007), Rischkowsky and Déring
(2008). See Van Boom, Tuil and Dijkshoorn (2008) for an interesting collection of discussions on
autonomy, paternalism and the role of private law.

! Kornhauser (1976) discusses this view extensively and argues that even though at that time (1976) this
view was the main basis for standard term policy, the policy basis for intervention in contract terms was
already changing.
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that consumers have not really assented to onerous terms in consumer contracts and
therefore cannot be held responsible for accepting them. The enforcement of standard
contract terms against the weaker party would according to this line of argument actually
deny that party the freedom of contract, because the weaker party is then subjected to
terms that he never asked for nor agreed to (Rakoff, 1983: 1237).252

The legal approach to standard terms in consumer contracts, and in consumer policy
in general, should be understood in the light of this dichotomy. Finding the right balance
between consumer responsibility (aided by information) and consumer inability is
difficult. The main question is the limit of the responsibility of the consumer.”””
European unfair terms regimes generally strike a compromise between both views.
Consumers are generally protected against onerous terms: terms that are considered to be
so disadvantageous that consumers would never rationally and knowingly assent to them.
The fact that such terms are included in the contract suggests that sellers are taking
advantage of consumers’ inequality. In many cases however, consumers are still expected
to take action against onerous terms in contracts. Beyond the level of the onerous, terms
which consumers might find undesirable but which are not strictly considered to be
onerous by legal standards are a different category all-together. With respect to
undesirable terms, consumers themselves are supposed to stimulate the market in
providing the terms that they prefer. They can either negotiate for better terms or file suit
against sellers who included undesirable but not strictly onerous terms in the contract,
and argue that in this particular case the undesirable term should not govern the
contract.”*

22 See Linzer (2008) for a discussion of both views, where Linzer argues for the second approach.

3 This subject is related to another issue, namely which type of consumer should be the benchmark in
regulations and court proceedings. EC policy takes the stance that the average consumer is to be the
benchmark, which means that people are responsible for their own weaknesses if such weaknesses are
beyond average (EC Directive 2005/29 recital 18). This benchmark has often been criticised, for instance
by Incardona and Poncibo (2007). They argue that the benchmark of the average consumer should be
replaced by the benchmark of the weak consumer. This issue is linked to the question whether consumer
law has a special stance within contract law, or whether the legal system should maintain
“Sonderprivatrecht”, a singular legal regime that applies to all contracts. The latter option might call for
protection of the weak instead of merely the average consumer in order to provide adequate protection to
consumers who do inhibit a different position in reality than commercial parties do, even if the law does
not wish to grant them an exception. For example, both Germany and the United States did not have
special consumer protection provisions within general contract law and employed the benchmark of the
weak consumer. The Netherlands, and also EC legislation, do provide for specific consumer protection
legislation and apply the benchmark of the average consumer. Also, ECJ rulings that enforce the
benchmark of the average consumer would augment the importance of this particular view of the consumer
in national legal systems, even when this view was not a part of that legal system before. The issue will not
be extensively explored in this research, but merits further investigation.

** EC consumer policy is dominated by the view of the competent consumer who is capable to look after
her own interests as long as she has been properly informed or has had a fair opportunity to acquire that
information (Wilhelmsson (2006: 52). The right to information is a fundamental right of consumers,
already recognised in the first EC Resolution on consumer protection, as is mentioned by Van den Bergh
(2003: 25). However, EC consumer policy does recognise that there are situations in which the consumer is
not able to discipline the market, and should be protected from sellers’ abuse.
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d. Legal rationales for policy intervention in consumer standard contracts

Two main rationales for intervention in consumer (standard) contract terms can be
identified in the common core of legal approaches towards standard terms: abuse by
sellers and transaction costs and information asymmetries (EC Consumer Law
Compendium, 2008: Part 2 C.I). In consumer transactions, the two parties to the contract
have important differences in characteristics, which could allow of the parties to take
advantage of the other. Sellers are generally the larger party, they have a better financial
position, they engage themselves regularly in these contracts and they possess over a
number of resources competences.255 One rationale for intervention in consumer
contracts is therefore provided by the protection of consumers’ abuse by sellers.
Consumer contract law aims to balance the position of the two parties to the contract by
the introduction of interventions to protect the weaker party.256 In the European common
core, the inequality between contract parties thus provides a legal rationale for the
protection consumers with regard to (standard) contract terms. The identification of
inequality however is just a starting point for consumer protection law. The specific
aspects of that inequality, the factors generating it and its consequences are vital for the
determination of the appropriate legal response (Howells and Weatherill, 2005: 261).

Inequality between sellers and consumers does not provide the only rationale for
monitoring or otherwise intervening in pre-formulated consumer contract terms. Another
important rationale is provided by transaction costs and information asymmetries. The
seller, who has drafted the contract terms, is usually better informed about the content of
standardised terms than the consumer. For the consumer it is often too expensive to
obtain the information required for negotiating the conditions of the transaction. High
transaction costs of the assessment of the contract and information asymmetries should
be counteracted by consumer protection policy.””’ This second rationale has the

5 Consumer protection law can be restricted to apply only to natural persons, which depends on the legal
system or on the specific laws, acts and directives that apply to the issue at hand. See below for a brief
discussion concerning the definition of consumer.

26 The ECJ states in the Oceano Gruppo case that the EC Unfair Terms Directive is based upon the
weakness of the consumer vis-a-vis the seller or the supplier, with respect to both his level of knowledge
and his bargaining position (ECJ, 27 June 2000, in joined cases C-240/98 to C-244/98, Océano Grupo
Editorial SA v Rocié Murciano Quintero). This would correspond more to abuse theory than to transaction
cost considerations. There might however also be a different theory behind EC policy. Schillig (2008) for
example argues that the adverse selection motivation is behind the Unfair terms regime. Hesselink (2007:
856) discusses a company lawyer of Siemens, who in one of the regulatory workshops of the European
Commission DG SANCO argued that the necessity of protecting large companies from consumers should
not be overlooked. Although Hesselink seems to regard this comment is rather comical, it might also
indicate that EC policy makers are open to economic insights which argue that companies can suffer from
consumer moral hazard and should possibly be protected against the consumer.

571t is furthermore argued that the legal systems in the EU have different views on which rationale is more
important with respect to protecting consumers. See for a discussion of these differences in scope below,
section 6.2.3. For example, in legal systems where the consideration of transaction costs was a main reason
for policy interventions, the standard terms regime would typically include business-to-business contracts,
but not individually negotiated terms. Examples of legal systems that base their unfair terms regime on
transaction cost considerations would be German, Dutch and Portuguese law. On the other hand, legal
systems that adhere to the abuse theory will typically only protect the consumer in the standard terms
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underlying claim that when the consumer is adequately informed, she is able to prevent
abuse by sellers. All legal systems can be argued to recognise both rationales, abuse by
sellers on one hand and transaction costs and information asymmetries on the other, as
valid reasons to intervene in consumer contract terms, and to have used these rationales
in the construction or intervention measures. The most common interventions in
European legal systems will be reviewed in the following part of this section.

6.2.2 Interventions in terms of consumer contracts

Even though freedom of contract is the leading principle in contract law, and
consumers are assumed to have assented to the contract terms, some protection against
onerous terms is commonly deemed necessary. Therefore several legal doctrines and
rules aim to improve the position of the consumer in order to counteract abuse by sellers
or transaction costs and information asymmetries. Policies with regard to standard terms
in consumer contracts relate to two main issues: one is the principle of transparency and
the other is control over the content of the contract. The first type of policy will aim at
balancing out the information asymmetry that is typical of a consumer contract, and the
second will aim to eliminate onerous clauses (Ferrante, 2005: 116). Interventions can
also be divided along different lines, into three groups: ex post intervention by courts, ex
ante regulation by legislators and competition enhancement (Becher, 2009: 749). As has
been mentioned above, these interventions cannot be clearly divided; for instance, the
effectiveness of many regulatory interventions depends on the effectiveness of court
interventions.”>® It has already been pointed out that this research focuses on regulatory
interventions. This research however acknowledges the interaction between these
regulatory interventions and enforcement issues, and will briefly discuss enforcement
issues from a legal perspective in this chapter.”’

Regulatory interventions in consumer contracts can relate to the substantive part of
the agreement and therefore aim to influence the content of the transaction, or they can
relate to the processes and procedures that have led up to the contract and the
communication and interaction between parties (De Hoon, 2007: 6-9).2° The main legal
and regulatory interventions of standard terms in consumer contracts include procedural
rules that aim to stimulate consumer reading and meaningful assent to contract terms, and
substantive rules which bar onerous terms from consumer contracts.?' Furthermore,

regime, and apply the regime only in business-to-consumer contracts. In such systems the scope of the
regime would however be extended to individually negotiated terms. Examples of legal systems which
base their unfair terms regime on abuse theory would be French, Belgian and Luxembourgian law.

238 See above, chapter 5, section 5.3.3b.

29 See above, chapter 5, section 5.3.3d.

260 See above, chapter 2, section 2.3.3c.

! Howells and Weatherill (2005: 263-4) argue that doctrines such as undue influence, misrepresentation,
duress and fraud are not aimed at targeting standard terms in consumer contracts. They claim that unfair
terms merely create issues of inadequate information and limited choice for consumers, and that these other
doctrines target different issues, such as deceit and taking advantage of unfortunate circumstances on
behalf of the counterparty. Therefore, these authors argue that the doctrines of misrepresentation, undue
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default rules are employed to decrease transaction costs. This results in the following list
of common instruments to address pre-formulated terms in consumer contracts:
a. Procedural rules, consisting in information rules and remedies;
b. General substantive rules for striking onerous terms, to be assessed by courts;
c. Banning the use of specific contract terms through the use of black and grey lists;
d. Default rules.

a. Procedural rules and interventions: information duties”

Nearly all legal systems use information remedies to address the issue of unfair
terms in consumer markets’® The main consumer policy instrument to counteract
information asymmetry is information disclosure (Hadfield et al., 1998: 143; European
Commission, 2005: 10).264 This also follows from the Cassis de Dijon case, in which the
court gives preference to information remedies.”® Interferences with the content of the
contract are generally only deemed admissible if information requirements provide
insufficient protection. As Howells states, the provision of information is undoubtedly
“one of the key tools available to enhance consumer protection... Information and
warnings are the traditional tools of consumer protection” (Howells, 2005: 352-3). The
obligation on sellers to disclose information to consumers is “(t)he most widely used
means of consumer law of the European Union” (Haupt, 2003: 1139). The imposition of
pre-contractual information duties on sellers has been a particularly popular tool in
consumer protection policy (Whitford, 1973: 400; Wilhelmsson and Twigg-Flesner,
2006: 452). Information disclosure by sellers can therefore be seen as the preferred
policy solution to counteract information asymmetry, including information asymmetry
related to standard contract terms. EC consumer law in particular is strongly committed
to the information paradigm and the belief that through information consumers can
discipline the market (Wilhelmsson, 2006: 71).

The policy instrument of information disclosure consists of several procedural rules.
One of these procedural rules, which is part of nearly all European and United States’
legal systems with regard to consumer unfair term regimes, is the availability
requirement. This requirement stipulates that the contract terms have to be (easily)

influence, duress and fraud should be not discussed within the scope of standard terms. For a more recent
comparison on a number of regulatory interventions, see Beale and Schulte-Nolke (2007). See for a
discussion of these instruments: Johnston (2006: 860-4). Some comments about the use of regulatory
approaches in various legal systems will be provided in the footnotes below.

202 Information duties have been introduced in the chapter 5, section 5.3.5.

3 See Armbriister (2008) for a comprehensive discussion of the role of information and information rules
in standard contract terms from a European perspective.

%4 Gozzo (2005: 18) contends that party autonomy and information requirements have been set as
rationales for consumer protection policy by the European Commission to avoid cultural problems between
Member States’ legal systems. He claims that these relatively abstract notions as underlying goals of
consumer protection policies have become a strategic instrument for the pursuit of harmonisation of
European contract law. Harmonisation is beyond the scope of this research; see below, note 282.

5 ECJ, 20 February 1979, in case C-120/78, REWE-Zentral AG v. Bundesmonopolverwaltung fiir
Branntwein. See Micklitz (2008) for further discussion of this case.
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available to the consumer should she wish to read them. Following another procedural
rule, the contract should be transparent, which basically means that reading and
comprehending the form should not be too difficult.”®® The contract therefore should be
written in plain language, the font size should not be too small and the terms should be
intelligible. Excess amounts of “legalese” and long sentences decrease transparency.
Contract terms that are particularly questionable from the perspective of the consumer
can call for evident disclosure of specific terms. To further enhance the opportunity for
consumers to become acquainted with the terms of the contract, cooling off periods can
be set to allow the consumer an extended period in which she can reflect on her decision
to enter into the contract and reverse it if need be.

The contra proferentem rule, which stipulates how unclear contract terms should be
explained, can also be understood as an information rule. The contra proferentem or
ambiguity rule is a rule of contractual interpretation which stipulates that an ambiguous
term will be construed to the disadvantage of the party who has drafted the term in
question. As sellers are usually the drafters of terms, this rule will often benefit and
protect consumers. Contra proferentem also provides an incentive for sellers to draft
intelligible terms, because ambiguous or unclear terms will be explained in favour of the
consumer. Sellers can only invoke clear and comprehensible standard terms against
consumers.”®” Another kind of intervention which aims to improve consumer information
is the provision of information about consumer rights. Government agencies can provide
information to consumers, information that educates them their rights, or subsidise
organisations to provide comparative pricing and term information.

The procedural rules that govern standard terms in consumer contracts aim to
improve the position of the consumer vis-a-vis the seller through the provision of
information. By enhancing the opportunity for the consumer to read the contract, assent
to the contract terms can be more easily established even if the consumer chose not to
read the terms. The procedural rules thus complement the duty to read and blanket assent
principles. Information duties allow the consumer to become informed and therefore
allow her to make an informed decision. Consumers can opt for the contract terms that
they prefer, either by negotiating or by shopping for terms. Information duties aim to
establish a fair content of the contract by encouraging informed decision making
(Wilhelmsson and Twigg-Flesner, 2006: 449-50). The information disclosure rules can
even be seen as normative, because they encourage consumers to base their decisions on

%66 On the requirement of transparency and the consequences of a lack of transparency in the EC Member
States, see EC Consumer Law Compendium (Part 2 C.V).

%7 Stated to be interpreted in the way “most favourable” to the consumer in art. 5 of the EC Directive on
Unfair Terms in Consumer Contracts (93/13/EEC), from here on referred to as EC Unfair Terms Directive.
The same formulation is used in art. 36 of the Proposal for a Directive of the European Parliament and of
the Council on Consumer Rights, as published by the European Commission (2008) (from here on:
Proposal Consumer Rights Directive). This directive is at the moment still a proposal, and does not yet
apply legally to consumer contracts in EC Member States (January 2010). See also Proposal Consumer
Rights Directive, art. 31. For a discussion of the contra proferentem rule, see for instance Bernitz (1973:
29-31) and Cserne (2009).
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the information that is provided more carefully (Whitford, 1973: 438). Now that
consumers have had the opportunity to read contract terms, the consequences of the duty
to read can be legitimately imposed on them even if consumers did not read the terms.

b. Substantive tests

The take-it-or-leave-it nature of standard term contracts and the difficulties to read
the terms are regarded important issues in the legal discussion of unfair or standard terms
in consumer contracts. The take-it-or-leave-it nature of standard term contracts refers to
the fact that the content of these terms is set by sellers, who might be bound by
reputational concerns only. Legal literature has also expressed great concern that sellers
will draft contracts that are primarily in the interest of sellers and do not concern the
interest of consumer.?®® Therefore, in addition to the procedural rules that aim at
increased provision of information, European legal systems have implemented a
substantive test on which contract terms are evaluated, the fairness test.?®® Similar
doctrines and rules are referred to as reasonability, fairness and unconscionability*™
These doctrines differ among legal systems with respect to details in implementation, but
share very similar basic principles and aims.””' Substantive tests allow courts to strike
onerous terms from consumer contracts. The ‘unfairness’ can both refer to substantive
terms or procedural terms (Willett, 2007: 1-3). Substantive unfairness regards the divison
of rights and obligations provided for by the contrat terms. Procedural terms regard what
happens in the process leading to the conclusion of the contract, which would be
negatively affected by a lack of transparency or a lack of choice. These could lead to an
unacceptable compromise on the ability of the consumer to protect his interests at the
procedural or pre-contractual stage. When a contract term is so onerous that consumers

68 Maxeiner (2003: 114) quotes a legal counsellor to a US Fortune 500 company, saying that: “(t)he
purpose of form contracts is primarily to protect to needs of our [internal] clients, not to protect the
interests of our customers.”

2% The fairness test in the EC Unfair Terms Directive, Art. 3, reads that if a contract term shall be regarded
as unfair if, “contrary to the requirements of good faith, it causes a significant imbalance in the parties’
rights and obligations arising under the contract, to the detriment of the consumer”. According to Art. 4(1),
the unfairness of a contractual term “shall be assessed by (1) by taking the nature of the goods or services
for which the contract was concluded into account, and (2) by referring, at the time of conclusion of the
contract, to all the circumstances attending the conclusion of the contract and (3) in relation to all the other
terms of the contract or of another contract upon which it is dependent.” Additionally, the annex to the EC
Unfair Terms Directive has a certain indicative effect in the assessment of the fairness of a clause. About
the legal consequences of unfairness in the EC member states, see EC Consumer Law Compendium (Part 2
C.IV). In the Proposal Consumer Rights Directive, this definition has not changed, nor the fact that the
circumstances of the contract have to be taken into account (in art. 32).

20 See also above, Chapter 5, section 5.3.6, where substantive tests for standard terms have been
introduced. Most Commonwealth countries employ a general concept of unconscionability; the English
courts however did not up until the EC Unfair Terms Directive. The English Unfair Contract Terms Act
1977 did contain a reasonableness test, but this Act only applies to exclusion and limitation of liability
clauses and to indemnity clauses in consumer contracts. See Ramsay (2007: 168-191) for a discussion.
Collins (2004: 794) mentions that the fairness test in the European Directive on Unfair Terms is interpreted
differently in the various Member States.

! See Hillman and Rachlinski (2002: 456-8) for a discussion on how the fairness concept in European
civil law relates to the unconscionability concept in the United States.
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would not reasonably expect it to be included in the contract, when the terms is
incompatible with the conscience of the courts or if the term can be deemed unfair in the
sense that it benefits the seller greatly to the expense of the consumer, the term can be
stricken from the contract.

c. Black and grey lists: barring onerous terms ex ante

The substantive tests described above provide standards and thresholds to evaluate
the contents of contractual terms in consumer contracts. The assessment of these
standards can further be aided by the provision of black and grey lists.”’”* Black and grey
lists illustrate and clarify the proper implementation of the substantive test, which
increases legal certainty and decreases the workload of courts. In most to all legal
systems, blacklisted contract terms should always be considered onerous, which renders
them immediately null and void. Grey lists can also be employed and refer to terms that
are merely presumed to be onerous. The consequences of striking a term from the
contract can differ among legal systems. Sometimes, the term is replaced with a similar
default rule stipulated in contract law. In other cases the entire contract can be seen as
void.*” The burden of proof for the claim that these standard contract terms are not
onerous would be placed with the drafter and user of the terms.

Terms that are black- and greylisted can serve as an illustration of the standard that is
applied by substantive tests. Examples of terms that are blacklisted can for instance be
found in the Proposal Consumer Rights Directive, in Annex 17" The Proposal
Consumer Rights Directive states that “...(c)ontract terms, which have the object or
effect of the following, shall be unfair in all circumstances:

a) excluding or limiting the liability of the trader for death or personal injury caused to
the consumer through an act or omission of that trader; LA

¢) excluding or hindering the consumer's right to take legal action or exercise any other
legal remedy, particularly by requiring the consumer to take disputes exclusively to

arbitration not covered by legal provisions;.... 276

72 The EC Unfair Terms Directive only contains a grey list; other systems like the Dutch regulations of

standard terms contain both a black and a grey list. For a comparative overview of EC Member States, see
EC Consumer Law Compendium (Part 2 C.IV.3). The Proposal for a Consumer Rights Directive opts for
both a black and a grey list (Annex II and III). The US legal system does not incorporate any black or grey
lists; Bates (2002: 94-5) suggests implementing a policy instrument that would enumerate general
categories that would be presumed not to pass the substantive test into the US legal system.

273 See Maugeri (2008) for a discussion. See also below, section 6.2.3a.

74 The suggested terms on the black and grey lists in the Proposal Consumer Rights Directive have been
derived from Member States’ regulation. This renders these lists interesting examples of blacklisted and
greylisted terms. The original EC Unfair Terms Directive only provides a grey list, which was the result of
a compromise between Member States. See Wilhelmsson (2006: 57-8) for further discussion of that topic.
The terms that are mentioned here are comparable to the terms that are greylisted in the Annex of the EC
Unfair Terms Directive, which is the directive that currently applies since the Consumer Rights Directive,
at this point, merely has proposal status.

3 Comparable to term a) in the Annex of the EC Unfair Terms Directive.

%76 Comparable to term b) in the Annex of the EC Unfair Terms Directive.
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e) giving the trader the right to determine whether the goods or services supplied are in
conformity with the contract or giving the trader the exclusive right to interpret any
term of the contract; ....”*"’

In Annex III, some examples of terms that are presumed to be unfair can be found:
“(c)ontract terms, which have the object or effect of the following, are presumed to
be unfair: ....

(b) allowing the trader to retain a payment by the consumer where the latter fails to
conclude or perform the contract, without giving the consumer the right to be
compensated of the same amount if the trader fails to conclude or perform the

contract; ....>"®

(d) allowing the trader to terminate the contract at will where the same right is not
granted to the consumer; ....>"

(h) obliging the consumer to fulfil all his obligations where the trader has failed to fulfil
all his obligations; ...."**

All these terms are examples of terms that allow more privileges to sellers than to
consumers. The example of Annex III term b) is an obvious unbalanced privilege, which
enables the seller to retain consumer payment without having to provide any form of
compensation. Some terms, such as Annex II term e), might even give adverse incentives
to sellers. When this term applies to the contract, sellers have an incentive to state that
they determine every good to conform to the contract, even if the good cannot reasonably
and objectively be argued to conform to the contract specifications.

Furthermore, it can easily be argued that these terms are all quite undesirable from
the perspective of consumers. It could of course also be argued that consumers
knowingly take a risk with respect to these terms and accrue a benefit in the form of
lower prices in return; the undesirability of these terms is therefore not undisputed.
However, because the possible consequences of these risks are considerable and these
terms might even give adverse incentives to sellers, consumers are assumed not to have

knowingly assented to these terms.

d. Default rules

Besides the procedural and substantive rules, consumer contract law also provides
for default rules to fill gaps in incomplete contracts. The freedom of contract provides
that parties are free to set the rules as they please; when they do not decide on specific
rules to govern their transaction, the default rules in consumer contract law can be
referred to in order to settle disputes should they arise. Also, when an unfair term is
stricken from the contract, default rules can be used to fill the created gap.

77 Comparable to term m) in the Annex of the EC Unfair Terms Directive.
278 Comparable to term d) in the Annex of the EC Unfair Terms Directive.
% Comparable to term f) in the Annex of the EC Unfair Terms Directive.

0 Comparable to term o) in the Annex of the EC Unfair Terms Directive.
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6.2.3 Scope of unfair term regimes

The scope of the unfair terms regime differs among legal systems of European
Member States.”®! This scope can be restricted to business-to-consumer contracts, but it
can also be extended to include business-to-business contracts. Another issue is the
exclusion of price and main subject matter from the substantive test. A third way in
which the scope of the unfair terms regime can differ among legal systems is whether it
excludes negotiated terms from the assessment. The EC Unfair Terms Directive has a
narrow approach and limits its scope to business-to-consumer contracts and excludes
price, main subject matter and negotiated terms from review. EC consumer law is
governed by the principle of minimum harmonisation and thus establishes the lower
threshold level of consumer protection that has to be provided by Member States. The
currently proposed Consumer Rights Directive however will change this situation. The
Proposal Consumer Rights Directive aims to apply full harmonisation in European
Consumer Protection law, at least with respect to the issues that are dealt with in the
Consumer Rights Directive, which includes issues of standard terms in consumer
contracts.”*> This will imply that EC Member States can no longer diverge from the legal
approach prescribed in the Proposal Consumer Rights Directive.

As long as this directive has not been adopted, Member States can opt for a broader
scope of application of the unfair terms regime; in fact, many Member States have done
just that. This broader scope can consist of the applicability of the unfair terms regime to
business-to-business and consumer-to-consumer contracts (instead of only business-to-
consumer), the inclusion of price or main subject matter in the unfair terms regime, and
the subjection of negotiated terms to the same regulations as standard terms.

. . . 3
a. Bustness—to—consumer, bustness—to—buszness, and consumer—to—consumer28

“Consumer law” or consumer protection law refers to all laws and regulations that
affect consumption and consumer markets. The concept of consumer which is adhered to
in legislation and regulation often depends on the area of application.”® In some contexts

21 See also Beale (2008a), who argues that it is hard to find a real common core in European contract law
as contract law regimes differ in EC Member States. He cites the example of mistake and disclosure duties.
%2 See Proposal Consumer Rights Directive, pages 3, 6-7. See also above, note 267. This research will not
explore the issue of whether harmonisation of European Consumer Protection law is desirable; this very
interesting discussion falls outside the scope of this research. See for contributions to this discussion:
Collins (2004), Hondius (2004), Gozzo (2005), Weatherill (2005: 61-83), Loos (2007), Cherednychenko
(2007), Poncibo (2007) and Mak (2009; 2010). See for a discussion of harmonisation in the area of unfair
contract terms, Amato (2008). Harmonisation of European Private Law is difficult to defend from an
economic perspective, mainly due to the differences in consumer preferences and market structures
throughout the European Union, which makes different model forms efficient in various parts of Europe;
see Van den Bergh (2002a; 2002b).

3 See for a comparative overview with respect to wider notions of consumer and types of contracts, EC
Consumer Law Compendium (Part 2 C.III.1.a, b and c; Part 3 A III).

%84 This research will merely portray the differences in scope between Member States with regard to parties
that are included in the regime as a part of the introduction to unfair terms policy in Europe. It will not
address the topic of the desirability of different scopes, business-to-consumer, business-to-business, or
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a different concept of consumer might be applied than in other legislative areas. A typical
definition might be: “a consumer is a natural person who acquires the goods or services
in question outside the scope of his or her professional expertise” (Terryn, 2008: 57).*%
Professional expertise refers to both experience and knowledge about the transaction
at hand. Small to medium enterprises generally do not enjoy the same protection as
consumers, even though they might sometimes have a similar position vis-a-vis larger
contract parties, for example when a medical practitioner buys a computer for his office.
When the product or service is acquired for both a private and a commercial use, the
buyer usually cannot enjoy the protection that is awarded to the consumer. Consumer
protection regimes can be extended to cover such cases, even if the level of protection
can be somewhat diminished (Hondius and Rijken, 2006: 85).286 In some cases, when the
unfair terms regime is wide in scope and governs both business-to-consumer and
business-to-business contracts, even consumer-to-consumer contracts are governed by

the unfair terms regime.287

b. Price and main subject matter*®

Within European consumer law, most legal systems more specifically exclude
essential terms from the scope of the general and the fairness test in the unfair terms
regime, such as price and main subject matter and certain substantive tests.”® These
product aspects should then either be considered by the consumer herself, or they might
fall under other contractual doctrines such as misrepresentation, fraud and duress. The
doctrine of iustum pretium, which holds that a just price must be paid and that unjust
price should be prevented, is not commonly held in European legal systems. This means
that parties should for themselves decide how much they want to pay for a certain good.
It might for example be argues that insufficient competition could result in prices that are
too high; and as this practice is usually dealt with by competition law, the iustum pretium
doctrine is usually not applied within consumer contract law. With respect to the fairness

consumer-to-consumer, or the topic of harmonisation of these scopes in much detail. See for a discussion
of this issue for instance Howells and Weatherill (2005: 262), who claim that commercial parties should
also be protected by the unfair terms regime. Similar problems as the ones addressed by the unfair terms
regimes protection consumers might occur in relationships between large and small trading parties. Aquaro
(2003) argues that the scope of consumers should be extended from private to also legal persons, which is
also discussed by Luth and Cseres (2009: 262-5). See Roppo (2009) for the claim that European legislation
is focuses more and more on asymmetric contracts, referring to contractual relationships that suffer from
inequality between parties, whether those parties are natural or legal persons. Roppo argues that this focus
is desirable from efficiency and fairness perspectives. See furthermore Heiderhoff and Kenny (2007: 5)
who argue that small businesses, entrepreneurs or professionals cannot be defined as consumers following
European case law.

2 For a discussion on the concept of consumer, see Terryn (2008: 56-60).

286 See for instance the case Gruber (ECJ, 20 January 2005, in C-464/01, Johann Gruber v Bay Wa AG).

287 This is for instance the case in the Nordic countries.

8 See for a comparative overview with respect to assessing price and main subject matter, EC Consumer
Law Compendium (Part 2 C.IV.1 and 2).

% Insurance contracts are, at least in European legal systems, usually not governed by the general
approach to unfair terms in consumer contracts, as all terms in these contracts relate to price and can be
considered to be essential terms. See for a discussion, Van Boom and Kottenhagen (2006).

220



6. Consumer policy and the quality of standard terms - review of the common core

test however, some legal systems do incorporate price and main subject matter into the
assessment.””’ Price and main subject matter are however excluded from review by the
fairness test in the Proposal Consumer Rights Directive; when this proposal and resulting
limitation in scope will be enacted, the extended scope that is currently applied in some

legal systems at this moment could be compromised.”"

c.  Individually negotiated terms*”*

Also individually negotiated terms are frequently excluded from the review of
fairness tests. When consumers have negotiated one or more contract terms with the
sellers, the respective unfair terms regime may no longer apply to those terms.
Individually negotiated terms are not standard terms and can be seen to cater to the
specific wishes of the consumer that negotiated for these terms. A negotiated term might
hold up in court even if this term would have been deemed unfair if it had been a
standard term. In these cases, consumers can be argued to have knowingly assented to
certain terms through negotiations; therefore, the fairness test is no longer applied. Here,
the risk that sellers abuse information asymmetries suffered by consumers is not
considered to be a concern, as consumers are clearly aware of terms they negotiated for.
Even though some Member States include individually negotiated terms into the scope of
their substantive tests, the unfair terms regime in the Proposal Consumer Rights
Directive does not apply to negotiated terms. The burden of proof however remains on
the seller to support his claim that the term was individually negotiated. Again, the
Proposal Consumer Rights Directive could limit the scope of the fairness test in all
Member States to exclude negotiated terms from review.””?

In the DCFR, the definition of a term that is not individually negotiated is given as
follows: “a term supplied by one party is not individually negotiated if the other party has

20 This is the case in Austria, Denmark, Greece, Latvia, Luxembourg, Romania, Slovenia, Spain and
Sweden.

! See Proposal Consumer Rights Directive, art. 32 sub 3. The Green Paper on the Review of the
Consumer Acquis, published by the European Commission (2006: section 4.6, at page 19), did suggest to
extend the scope of the fairness test mentioned in the EC Unfair Terms Directive regarding consumer
standard terms to also cover price and main subject matter. This policy option will be discussed below, see
chapter 7, section 7.2.3.

22 DCFR1I. - 1:1 10; see EC Consumer Law Compendium (Part 2 C.III.3.b) for a comparative overview
of which EC Member States include individually negotiated terms in the scope of the unfair terms regime:
Belgium, Czech Republic, Denmark, Finland, France, Latvia, Luxembourg, Malta, Slovenia, Sweden.
Germany has excluded individually negotiated terms from review, but has defined that notion very
narrowly, in the sense that the consumer has to fully understand the substance of the contract and be aware
of its legal consequences.

23 See Proposal Consumer Rights Directive, art. 30 sub 1. The DCFR does not take a stand on the issue of
in- or excluding individually negotiated terms from the scope of the unfair terms regime. In 11.-9:403,
“which has not been individually negotiated” has been put between square brackets. In the introduction to
the DCFR, it is stated (under 72, page 46 of the online version) that “the question is a delicate one and
better left to a political decision”. The Green Paper on the Review of the Consumer Acquis did suggest
extending the scope of application of the EC Unfair Terms Directive to also cover individually negotiated
consumer contract terms (section 4.4.1, at page 18). This policy option will be discussed below, chapter 7,
section 7.2.3.
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not been able to influence its content, in particular because it has been drafted in advance,
whether or not as part of standard terms.” Additionally, the DCFR contains the following
restrictive conditions:

- If one party supplies a selection of terms to the other party, a term will not be
regarded as individually negotiated merely because the other party chooses that term
from that selection.

« If it is disputed whether a term supplied by one party as part of standard terms has
since been individually negotiated, that party bears the burden of proof that the term
has been negotiated.

« In a contract between a business and a consumer, the business bears the burden of
proving that a term supplied by the business has been individually negotiated.

« In contracts between a business and a consumer, terms drafted by a third person are
considered to have been supplied by the business, unless the consumer introduced
them to the contract.

As a consequence of these conditions, it is questioned whether the practical consequences
of thus extending the fairness test would have been very great due to the limited amount
of terms that can be determined as being individually negotiated under the definition of
the DCFR.

6.2.4 Enforcement of unfair terms regimes

As has been mentioned previously, the effectiveness of regulatory provisions with
regard to unfair terms in consumer contracts depends to a large extent on (court)
enforcement. Although this research focuses on regulatory efforts to enhance the quality
of consumer standardised terms, some remarks about the enforcement of unfair terms
regimes will be presented. The unfair terms regimes are mainly enforced by private
enforcement, but recently public enforcement has been more and more effective in
barring onerous terms from consumer contracts. The consequences of the identification
of certain terms as unfair may differ among legal systems. In EU legal systems,
consumer organisations can also challenge terms on behalf of consumers.

a. Elimination of unfair terms

The enforcement efforts with respect to standard terms in consumer contracts within
the EU focus on the elimination of unfair terms (European Commission, 2000: 20-9).
The consequences of the fact that a certain term has been deemed unfair can however
differ.*** In some systems, terms that are deemed unfair are regarded as never having
been written and therefore have no legal consequences even when they are part of
contracts. In other systems the term is part of the contract until the party that is supposed
to be protected by these rules, usually the consumer, calls for the nullity of the term.
However, even when an onerous contract term is deemed to be invalid and should not

2% EC Consumer Law Compendium (Part 2 C.II1.4).
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have any legal consequences, sellers might still be able to (illegally) invoke these terms
against consumers. When a consumer confronted with unfair contract terms fails to take
the necessary initiative against them, sellers can invoke these terms against consumers
even when they would not have held up in court. Therefore, the deemed nullity of terms
will not be of any assistance to consumers unless they are aware of the unfairness of
terms and corresponding legal rights, and take action against them.**

The fact that consumers can be confronted with unfair terms and might not (be able
to) act against them is one of the reasons that in recent years enforcement agencies such
as consumer authorities have been set up in nearly all EC member states. The
enforcement agencies are usually able to issue fines or injunctions when they detect the
use of unfair terms.”*® The public body of the Consumer Ombudsman is also active in
some EC member states, most notably in the Nordic countries.””” In these countries, the
Consumer Ombudsman reviews standard forms from industry, following a complaint or
by own initiative. Upon finding an undesirable term, the Ombudsman would usually seek
compliance by the company primarily through negotiations. In the odd case that this
approach is not successful, a complaint may be filed at the Market Court.”*®

b. Standing before the court

In most legal systems and for a long time, only courts have had the official power to
prohibit the use of unfair contractual terms. The regulations concerning standard terms in
consumer contracts largely rely on private enforcement, which means that private parties
need to challenge these terms in courts (Howells and Weatherill, 2005: 292). However,

¥ See for a further discussion of enforcement difficulties connected to European unfair terms regimes,
below, section 6.3.2d. Both the US and the UK opt for this model. However, the ECJ has stipulated that
judges are obliged to assess whether terms can be considered onerous, even if a consumer who brings a
claim against a seller does not challenge this and other terms as being onerous (ECJ, 4 June 2009, in case
C-243/08, Pannon GSM Zrt. v. Erzsébet Sustikné Gyofi). How this ruling will influence national law
adjudication will become clear in the coming years.

2 See for an introduction to the Dutch Consumer Authority: Ammerlaan and Janssen (2007). The Dutch
Consumer Authority has been operating only since 2006; see art 2.2, 2.5, 2.7, 2.9 and appendix B of the
Wet Handhaving Consumentenbescherming. For the Dutch Consumer Authorities’” approach to consumer
standardised terms, see consuwijzer.nl/Consumententhema_s/Algemene_voorwaarden. As has been
mentioned above, chapter 5, section 5.5.3c, the Dutch Consumer Authority together with Belgian and
Luxemburgian partner institutions has conducted a study on the legality of standard terms in the Benelux
consumer electronics market. In the UK, the Office of Fair Trading (OFT) can be viewed as both a
regulatory and enforcement institution. It uses abstract review and assesses terms outside the contexts of
their use in individual cases. See Ramsay (2007: 194-204) for a discussion of the role of the OFT in
policing unfair terms in consumer contracts.

27 In Sweden, unfair terms in consumer contracts are reviewed and controlled by the Consumer
Ombudsman and the Market Court. See Sheldon (1974: 37-59) for an discussion of the achievements of the
Swedish Consumer Ombudsman and Market Court in the first two years of their focus on standardised
terms, and Bates (2002: 67-79) and Viitanen (2007) for more recent overviews of the Swedish resp. the
Nordic approach to consumer protection.

%% In Israel, a Standard Terms Tribunal has been specifically set up to deal with unfair terms issues. This
Tribunal can also give pre-approval to standard forms. See Deutch (1990), Bates (2002: 79-90) and Becher
(2009) for discussions of the Israeli unfair terms regime. See below for a discussion of this policy
alternative, chapter 7, section 7.2.4.
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as has been argued in the previous section, consumers are unlikely to file suit against
unfair standard terms. In light of the concern that consumers might not take legal action
against unfair terms and in order to enhance the deterrent value of the enforcement
mechanism, the right apply for an injunction against unfair terms in court has been
granted to consumer organisations. In addition to consumers that have been confronted
with unfair terms themselves and consumer organisations, the right to seek injunctions
against unfair terms can be extended to other associations, such as trade and professional
associations and public authorities.”*” This usually includes institutions such as the
Consumer Authority and the Consumer Ombudsman which were referred to in the
previous section. As has been stipulated within EC Directive, all EC member states
provide for collective court procedures, which usually allow some representative party,
such as a consumer organisation, to challenge unfair terms on behalf of consumers (EC
Consumer Law Compendium, 2008: 252).

c. Consistent enforcement in EU: the CLAB

An interesting instrument within the context of enforcement against unfair terms in
consumer contracts is the European Database on Case Law about Unfair Contractual
Terms (CLAB, which stands for “clauses abusives”). This project, which is initiated and
financially supported by the European Commission, aims to create a comprehensive
database on consumer contract terms that have been deemed onerous within EC Member
States’ court proceedings. The CLAB would have a potential beneficial impact not only
in harmonious and consistent enforcement of unfair terms throughout EU legal systems,
but might also allow courts to save valuable time and effort (European Commission,
2000). Furthermore, it could be a valuable research tool for academics and practitioners.
This database is however criticised for not being very user-friendly, and its existence was
very well-known (Micklitz and Radeideh, 2005: 344; Van Boom and Kottenhagen, 2006:
139-40). The CLAB database also does not seem to be very well maintained ** The
effectiveness of this instrument in the generation of a more consistent enforcement of
unfair terms throughout EU legal systems should therefore be questioned.

2 In Sweden however, individual consumers have no standing in the Market Court, which is reserved for
appointed consumer representative organisations and the Consumer Ombudsman. In Israel the Attorney
General is also authorised to stand up in court on behalf of consumers, as well as consumer groups. See
Bates (2002: 69-70, 73, 84) for a discussion; see for a further discussion of control via public agencies and
private organisations below, chapter 7, section 7.2.5. See also Van den Bergh (2008) for a discussion of the
enforcement of consumer law through consumer associations. Furthermore, see Proposal Consumer Rights
Directive, Art 41, for an example of expanding the rights to take legal actions in the enforcement of
consumer law.

300 At least not up until 2000, see European Commission (2000: 28-9); see also Micklitz and Radeideh
(2005) for an extensive introduction to the CLAB and even statistical analyses of the entries, on the basis
of which they discuss the strengths and weaknesses of the database and present a critical review of the
effectiveness of the project.
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6.2.5 Summary

European unfair terms regimes generally compromise between the competent and
the incapable consumer, or the contract model and the consumer model. The principles of
freedom of contract and laissez-fare in general contract policies are also applied to
consumer standard contracts. Consumers are generally held responsible for agreeing to
contractual terms they do not desire. A duty to read is enforced against them, which
implies that standardised contract terms will govern the contract even when consumers
did not specifically agree to these terms, as long as consumers have agreed to the
transaction at large. However, consumers are protected against onerous terms.

Consumers are not supposed to (be able to) protect themselves from onerous terms,
or rather, when onerous terms are drafted into consumer standard forms abuse by sellers
it is assumed that consumers would not knowingly assent to these terms and assent is
therefore deemed not to have taken place. The consumer model applies; assent to onerous
terms in standardised consumer contracts will therefore not be held against consumers.
Regulation such as substantive tests, black and grey lists and the extension of
enforcement rights to other parties such as consumer associations, protect consumers
from unfair terms. They do not have to discipline the market on their own; other parties
such as consumer authorities, associations and regulatory agencies are able to bar
onerous terms from consumer contracts. Onerous terms are stricken from the contract and
cannot be held against the consumer, even if she assented to the standard form. However,
the necessary initiative to act against unfair terms will largely remain with the consumer.
When a consumer is confronted with unfair terms in consumer contracts, and she does
not act against them, sellers are able to invoke unfair terms against consumers even when
this term would not have held up in court.

Substantive tests and black and grey lists can only affect the quality level of terms up
to the level of unfairness. A term that is undesirable from the view of a consumer, but
meets the substantive requirements, will hold up in court and will be binding to the
consumer. The contract model applies above the level of unfairness: when consumers
have assented to contractual terms, these terms will be held against them. Consumers
themselves are supposed to be capable of stimulating the market into providing the terms
that they prefer. When contract terms are not deemed to be unfair according to the
substantive measures, sellers’ abuse of consumers’ lack of knowledge is more difficult to
establish. Consumers themselves are in these cases responsible for obtaining the
contractual terms that they desire into the contract. Procedural rules, which often relate to
information duties, help consumers in this endeavour. Procedural rules reduce the
transaction costs that consumers face in the assessment of contractual terms. Following
these rules, contract terms have to be made easily available, transparent and intelligible.
When terms are drafted ambiguously, they will be construed to the disadvantage of the
drafting party, usually the seller. When terms are likely to be considered undesirable by
consumers, specific disclosure of these terms might be required. Also, cooling off periods
might be mandatory, which grant the consumer a longer period of time to become
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acquainted with the terms of the contract. Furthermore, government institutions provide
consumer education to make consumers aware of their rights in issues of standard terms
in consumer contracts. Also, default rules are provided in contract law to lower
transaction costs for both sellers and consumers.

Substantive rules protect consumers from onerous contract terms. Procedural
controls such as information duties help consumers to accomplish the task of disciplining
the market with regard to certain terms, terms that meet certain substantive requirements.
It remains the responsibility of the consumer to bring about terms that are higher in
quality than just-above-onerous should they prefer this higher quality, and to take care of
their own interest in negotiations. This is how the balance between substantive and
procedural requirements in unfair terms regimes has generally been struck until now. The
answer to the dichotomy of the competent consumer vis-a-vis the incapable consumer is
provided by securing a threshold level of quality, namely unfairness, below which
consumers are not considered capable to discipline the market, but above which
consumers are held responsible for bringing about the quality of contract terms they wish
to obtain. That being said, many cases involving onerous terms still depend on consumer
initiative to start enforcement procedures.

Furthermore, the scope of application of different European unfair terms regimes
differs. Some unfair terms regimes apply to business-to-business and consumer-to-
consumer contracts in addition to business-to-consumer contracts. Furthermore, price,
main subject matter and negotiated terms can but are not necessarily excluded from the
application. The elimination of unfair terms mainly depends on private enforcement
procedures, in which the consumer has to initiate the necessary actions, sometimes
assisted by consumer organisations. Besides private, also public institutions have recently
become more active in barring onerous terms from consumer contracts.
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6.3 Assessment of Unfair Terms Consumer Policy

The description of the common core of European unfair terms regimes regarding
consumer contracts that has been presented in the previous section will serve as a basis
for an assessment of unfair terms consumer policy. This sections aims to establish which
insights correspond most to the common core of unfair terms regimes. It will be
established that the common approach corresponds mainly to the insights developed in
information economics, even though the legal rationale of sellers’ abuse is not so easily
reconciled with economic theory.

Furthermore, it will assessed whether the policy recommendations that have been
provided in chapter 5 have been already implemented in the legal approach on unfair
consumer terms, or whether consumer policy could still be improved by these
recommendations. It will be shown that the recommendations from chapter 5, which
suggest looking beyond information provisions and consumer vigilance in the aim to
enhance the quality of consumer standardised terms, do correspond to some policy
measures in the common core of consumer policy on standard contract terms. However,
this policy still depends to a large extent on information provisions and consumer
vigilance. In fact, several difficulties that have been brought forward in the legal debate
concerning unfair terms regimes also question the effectiveness of information disclosure
and the dependence on consumer vigilance. In the legal debate, these difficulties have
resulted in a call for more substantive interventions. The balance that is struck between
procedural and substantive control has recently been more and more criticised.
Policy makers argue for a shift to more substantive control in unfair terms and present
several policy proposals to enhance consumer standard terms regimes through increased
substantive control.

6.3.1 Unfair terms regimes: correspondence to information economics

This section aims to assess the common core of European unfair terms regimes.
When the insights developed in the previous chapter are taken into account, it can firstly
be argued that European unfair terms regimes correspond mainly to the notions of
information economics. The view that sellers abuse consumers is less easily reconciled
with this perspective. Also in the legal debate, some concerns have been raised with
respect to the common approach of standard terms in consumer contracts. These concerns
can be argued to correspond to behavioural criticism. Based upon these concerns, a call
for more substantive interventions is brought forward in policy discussions. Whether this
call can be justified based upon the policy recommendations developed in the previous
chapter will be considered in the next chapter, which will assess several proposals for
amending standard term consumer policies.
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a. Correspondence with notions of information economics

In the context of policy interventions on standard terms in consumer contracts, the
main rationale for protecting consumers is nowadays provided by insights from
information economics. In fact, both the procedural and substantive interventions can be
argued to correspond to information economic insights. The line of argument is roughly
as follows: information asymmetry and the corresponding adverse selection problem
decrease the quality of standard terms, which justifies government intervention
(Eidenmiiller, 2009: 127).

In earlier decades, the main argument for the regulation of terms in consumer
contracts focused on the abuse of monopoly power, which would correspond to
neoclassical economic insights. However, competition policy is now seen to deal with
these issues in a sufficient way (Schéfer and Ott, 2004: 371). The information failures
that occur even when the market itself is competitive provide the key motivation for
government interventions and consumer policy in unfair contract terms (Hadfield et al.,
1998: 146-7). %! Schillig therefore argues that the legal paradigm of intervention in unfair
terms has shifted from an “inequality of bargaining power” motivation to a rationale of
“adverse selection” (Schillig, 2008).302 The fact that sellers are able to abuse consumers
is largely caused by the fact that consumers are not aware of the content of the contracts.
This allows sellers to draft low quality standard terms in the contract, which can be
detrimental to consumers even when prices are adjusted accordingly. The policy tools,
principles and doctrines which relate to unfair terms in consumer directives seem to be
mainly directed at making the consumer more informed (Willett, 2005: 10). The
transparency principle, which requires expression in plain and intelligible language,
combined with the duty to read, should enable and incentivise consumers to become
informed. Information duties, even though they are mandatory, are aimed at increasing
party autonomy (Grundmann, 2002: 280). A strong link between the information
paradigm in EC consumer law and RCT can be established (Micklitz, 2008: 21).

Both the view of the rational and competent consumer as well as the view of the
incapable and vulnerable consumer can be justified from the perspective of information
economics. As a starting point, information asymmetries should be targeted by
information remedies. However, the framework of information economics also supports
the concept of rational apathy. Information economics therefore understands that in some
cases consumer choice and private enforcement cannot effectively overcome market
failures. Rational apathy, which refers to a wilful assent to unknown terms, would be
most detrimental when it concerns onerous terms. Terms that meet the fairness test are
arguably less detrimental to consumers even when they have been assented to without
prior reading or assessment, and might not justify costly interventions. Cases of

301 See also for a more general discussion on the on the role of information in private law: Van Boom,
Giesen and Verheij (2008: 24-7).

%92 Schillig (2008) also argues that EC Unfair Terms Directive corresponds more to the notions from
information economics than to imperfect competition, because it takes its suggestions from ECJ case law.
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consumer assent to onerous terms as a result of rational apathy require a kind of
government intervention which goes beyond merely providing information in order to
avert considerable consumer detriment. The substantive interventions in the common
core of unfair terms regimes, regarding substantive tests, black and grey lists, can
therefore also be justified on the basis of information economics.

A very different discussion however is whether this particular standard is set at an
optimal level from an economic perspective. As consumer preferences can differ, any
mandatory standard will have distributional effects. Some consumers might prefer a
lower quality than the substantive test prescribes, especially when they are sufficiently
compensated by for instance a price reduction (Collins, 2004: 793). The assertion that
substantive requirements can be justified from the perspective of information economics
does not yet imply that the specific standard that has been achieved in unfair terms
regimes in Europe is efficient from an economic perspective. This assessment would
require an extensive study, primarily of the relevant case law, which is outside the scope
of this research. However, it can be asserted that in principle, when terms can be argued
to be undesirable to a large majority of consumers, economic considerations could justify
banning these specific terms. The examples that have been provided in the black and grey
lists suggest that this requirement has been met in unfair terms regimes in Europe.**?

b. Sellers’ abuse according to legal and economic insights

Abuse theory, the rationale for consumer protection that is provided by sellers’ abuse
of consumers through unfair terms, does however not fully correspond to information
economics. The adverse selection that results from information asymmetries is not
strictly regarded as wilful abuse of consumers by sellers in information economics.
Information economics considers both seller and consumer to be ‘trapped’ in a flea
market. Consumers are not able to generate a higher quality of terms, but sellers are
neither able to do so as the market mechanism forces them to draft low-quality terms.

The consumer law model and corresponding abuse theory tend to view consumer
law as a set of rules that should protect ‘weak’ consumers from ‘abusive’ producers and
sellers. As consumers suffer from constraints in size and resources, their bargaining
position is not equal to that of sellers. This weakness argument however provides no
information about the causes of quality deterioration on consumer markets (Van den
Bergh, 2003: 19-20). Adverse selection could account for this observation. Based upon
information economics, it could be argued that deterioration in quality is not so much
caused by the ‘weak’ position of the consumer, but rather by the fact that the consumer is
less informed than his counterpart. Consumer protection law however is still (partly)
concerned with abuse of consumers by sellers. Therefore, not all aspects in consumer
policy relating to unfair terms correspond to information economics.””*

303 See above, section 6.2.2c.
** Furthermore, other aims for consumer protection such as aims that serve more general social concerns,
possibly rooted in equality and the protection of human dignity, cannot be excluded. Howells and
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6.3.2 Critique from the legal debate: enhancing standard term quality

The legal debate has also brought forward several points of critique against the
current legal approach on unfair terms in consumer contracts. The criticism relates for
example to the presumed assent to unread standard terms and the effectiveness of
disclosure duties in securing informed assent or enhancing the quality of standard terms.
Also, as the availability requirement is used as a proxy to bar undesirable terms from the
contract, consumers are argued to be in need of a higher level of quality of terms.
Furthermore, the legal debate has pointed out several issues with the enforcement of
unfair terms regulation.

a. Presumed assent and signing-without-reading

As has been discussed above, several aspects of standard terms contracts have been
criticised within the legal debate, which questions for instance the idea of blanket assent
to standard terms in light of fairness considerations.’® It is argued that consumers are
unable to assess standard terms sufficiently. These contracts are take-it-or-leave-it;
furthermore, similar terms apply to nearly all contracts conducted within the same
business sector, which renders shopping for terms rather useless. Consumers thus sign
contracts without reading them, and are then presumed to have assented to the terms.
However the criticism points out that when consumers do not assent to terms, the
contract can no longer be viewed to represent the wishes of both parties to the contract.
The presumption to read, the critique claims, is not based on realistic views of consumer
reading. It merely shifts the burden of information acquisition to the party that accepts
standard terms, in this case the consumer (Ben-Shahar, 2009: 3, 7). Speidel argues that
the element of assent should be eliminated from judicial review of unconscionability.
When a consumer argues that a term is unconscionable, the burden of proof on whether
or not the term should be held up in court should be laid with the seller (Speidel, 1970:
359-74). The assumption that consumers have assented to terms when they agree to the
contract does not correspond to the reality of consumer decision making.

b. The effectiveness of disclosure duties

Another point of criticism relates to the effectiveness of disclosure duties with
respect to standard terms 1t is argued that disclosure duties cannot effectively enable
consumers to make ‘rational’, well-balanced decisions of what would be in their own
interest in the context of standard terms (Wilhelmsson, 2006: 54-6). The party that is

Weatherill (2005: 33) argue that some rights are to be protected that transcend the rhetoric of economic
efficiency.

305 See above, chapter 5, section 5.2.1; these concerns have been raised most notably by Llewellyn (1939),
Kessler (1943) and Slawson (1971).

306 The argument that consumers will not benefit from information disclosure to the extent attenuated by
consumer policy is not recent in legal literature, see for instance: Whitford (1973: 404). See Howells
(2005) for a general discussion of the limitations of disclosure duties in consumer protection.
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supposed to be protected by information remedies should be able to process the
information easily and take a meaningful decision on the basis of this information
(Grundmann, 2002: 282). However, making well-informed decisions is too costly in time
and effort because standard terms are too complicated and it is very hard for consumers
to accurately assess the consequences of assenting to the risk distributions proposed in
standard terms. Consumers are therefore not willing or able to assess the information.
Even though the information is considered to be disclosed, it does not reach consumers,
or it is not included in their decision making process. Information remedies such as the
availability requirement, transparency, readability and intelligibility are therefore argued
to be insufficient to protect consumers from undesirable terms.

c. Using availability as a proxy for substantive tests

As has been mentioned above, when terms are not deemed onerous because they
meet the substantive requirements, they will apply to the contract and be held against
consumers even when consumers consider these terms to be undesirable. A specific
element of regulating standard terms in consumer contracts, the availability requirement,
can in these cases be used to bar undesirable terms from the contract. The availability
requirement is argued to be a proxy that consumers use to bar the standard terms that
they consider to be undesirable, but that do pass the fairness test (Cserne, 2008). Even
though this procedure can therefore possibly offer additional protection, the protection of
consumers from undesirable terms can still be deemed insufficient. As Cserne argues, the
availability requirement is a procedural necessity that is not conceptually linked to the
substance of the contract terms. However, it is only invoked when a party does feel
disadvantaged by the substance of one or more particular terms in the contract. It could
be argued from this practice that consumers apparently do feel a need for a higher quality
of standard contract terms. The availability requirement does enable courts to intervene
on behalf of the consumers when the substance of a term is considered undesirable by the
consumer, but only in the case that a procedural requirement has (coincidentally) not
been met. The availability test thus employs a procedural defect to overcome a
substantial issue: the fact that the complaining party is dissatisfied with the content of the
contract terms. The availability test therefore fails to properly address an apparent need
for the improvement of the quality of terms in standardised consumer contracts.

d. Enforcement difficulties

Lastly, unfair terms regimes are criticised with respect to the enforcement of unfair
terms regulation. In most cases, consumers have to call for nullity of unfair terms.
However, there are a number of reasons why consumers are unlikely to take individual
legal action against onerous contract terms; consumers will for example only sue if things
go wrong. Even in that situation, as the potential gains from suing on the grounds of an
unfair term are most often low, consumers might rationally decide not to incur the costs
of trial. Consumers are unlikely to be aware of their rights in court, and are generally not
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used to court procedures. A trial can emotionally be a very vexing and unpleasant
experience for the consumer, more so than for firms, organisations and institutions that
frequently involve themselves in litigation. Consequently, consumers often fail to take
action against unfair standard terms, and unfair terms are likely to persist in standard
contracts. Bates therefore argues that systems that are dependent on liability and
consumer redress action are doomed to fail (Bates, 2002).

Consumer organisations might provide assistance for consumers in trial, including
information and legal assistance. Information about contract rights and trial procedures
could furthermore be obtained from institutions such as the European Consumer
Centres.” As has been argued above, the right to stand up in court and apply for an
injunction against unfair terms has been granted to consumer organisations to increase
the deterrent value of unfair terms regulation.”® It is however suggested in the legal
debate that granting this right to consumer and trade organisations has not had
overwhelming or satisfying results.*” The effectiveness of the extension of access to
court therefore remains to be seen (Howells and Weatherill, 2005: 294). The same holds
for the effectiveness of barring onerous terms through public enforcement by consumer
authorities.*'® The effectiveness of the actions of the Consumer Ombudsman in the
Nordic Countries against unfair terms in consumer contracts is more positively viewed
by commentators.”""
consumer authorities is a relatively new policy development, at least in some European

As the public enforcement of unfair terms regimes through

legal systems, the success rate of these institutions with regard to barring onerous
consumer standard terms might yet improve.

Several other procedural problems might complicate the enforcement of unfair terms
in consumer contracts (European Commission, 2000: 22-3). First, procedures can be very

7 See for more information: www ecc-net.info.

%8 See above, section 6.2.4d; see also Van den Bergh (2008) and Schillig (2008: 342) who argue that in
order to improve the effectiveness of enforcement, allowing by third parties acting in the public interest to
initiate review and court procedures could have great beneficial effects.

39 For instance, Hondius and Rijken (2006: 83) describe how in the Netherlands, during the 14 years
counting from 1993, consumer organisations have asked for injunctive relief against unfair terms in a mere
three court proceedings. All three cases were however decided in their favour. Micklitz (2008: 31)
mentions that in Germany the number of collective actions brought by consumer organisations to enforce
the fairness of standard consumer contract terms has diminished considerably.

310 A has been mentioned above, chapter 5, section 5.5.3c, the Dutch Consumer Authority together with
Belgian and Luxemburgian partner institutions has conducted a study on the legality of standard contract
terms in the consumer electronics market. In the accompanying press release, it is stated that the companies
involved have been approached and that they have adjusted the standard terms; see
consuwijzer.nl/Consumentennieuws/Nieuwsarchief/2010/April_2010/Consumentenautoriteit_informatie_o
ver_garantie_klopt_vaak_niet (in Dutch). The list of sanctions that have been administered by the Dutch
Consumer Authority however makes no mention of sanctions for onerous terms in consumer contracts
(sanctions to be found at: consumentenautoriteit.nl/Besluiten_en_oordelen/Sanctiebesluiten). Also, while
unfair terms in general, not only warranties, were a focal area of the Dutch Consumer Authority in 2007
and 2008, this is no longer the case in 2009 (for the Dutch Consumer Authorities’ approach to consumer
standardised terms, see consuwijzer.nl/Consumententhema_s/Algemene_voorwaarden; the current focal
areas to be found at: consumentenautoriteit.nl/Aandachtsgebieden).

311 See above, section 6.2 4, especially note 297. See also Viitanen (2007: 100).
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time-consuming.”'> The potentially offending terms will continue to be used until courts
take the decision to strike the terms. Secondly, when the court hands down the verdict of
unfairness and passes an injunction against the use of the term, this injunction is only
held up against the party that has been taken to court.*”

have to be sued as well before they can be served with an injunction. Thirdly, the

Other sellers who use this term

decision of the court applies only to the wording of the terms, not to the effect that the
term produces. Sellers can therefore replace the unfair term with one of a different
wording but with a similar unfair effect. This term then needs to be challenged in court
again before an injunction can be served against it. Fourthly, when sellers ignore the
injunction and continue using the unfair term, such infringement is usually served with a
fine. In order to achieve the penalty of infringement however, the plaintiff must take the
infringing party to court again, and convincingly argue that the plaintiff has repeatedly
violated to the court decision.

Collins argues that many sellers will continue to draft and use onerous terms: the
worst thing that can happen to them is an injunction against the use of that specific
standard contract term. Even when a court has deemed a term to be onerous, few
consumers will be aware of the onerousness itself, or of the fact that this term is still used
in the contract. When the term is challenged again, a next court might decide otherwise
(Collins, 2004: 793). The question is therefore whether having a substantive test that is
mainly enforced through private enforcement can ensure the barring of unfair contract
terms from consumer standardised contracts. These difficulties concerning the
enforcement of unfair terms regimes suggest that enforcement of regulatory interventions
is insufficient to guarantee fair consumer contract terms.

e. Support of legal critique by behavioural insights and empirics

As has been argued above, the common core of unfair terms regimes corresponds to
insights of information economics; behavioural insights have as of yet been largely
unable to influence consumer protection policy related to unfair terms.’'* The issues that
have been raised in the legal debate concerning unfair terms regimes however do largely
correspond to the points of critique that were raised in the behavioural debate and the
issues that were addressed in empirical literature. The behavioural debate and empirical
research therefore seem to support the legal critique, because they too criticise the

*12 Even though this research focuses on regulatory interventions in unfair terms regimes, the critique with
regard to enforcement procedures is worthy of review as these issues further undermine the effectiveness of
regulatory interventions. The policy proposals that will be discussed in the next chapter will however not
focus on the improvement of enforcement procedures. See for a discussion of private enforcement of
consumer law for instance: Van den Bergh and Visscher (2008).

3 In some regimes, such as the English unfair terms regime, the injunction only applies to the contract
challenged in court. Other consumers dealing with the same seller would have to challenge the term again
before they can have it declared void in their contracts. See Bates (2002) for a critical discussion.

4 As Micklitz (2008: 21) mentions, the information paradigm in EC consumer policy corresponds to
rational decision making, which does not concur in all circumstances to insights from behavioural
economics.
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effectiveness of disclosure duties.’’> Behavioural and empirical insights also point out
that the reality of consumer decision making does not correspond to presumed assent. It
is unlikely that consumers will want to become informed about standard terms. Even
though information duties lower transaction costs for consumers who would want to get
informed about the content of contracts, consumers are highly unlikely to be able or
willing to read and assess standard terms, let alone to negotiate for better terms. Another
point of legal critique is that consumers are unlikely to take legal action against onerous
standard terms. Behavioural insights concur that consumers are unlikely to sue in cases
of overly one-sided terms, but would explain this hesitation with a reference to rational
apathy and bounded rationality, and add that consumers will feel committed to the terms
of the contract.’'® The claim that the availability requirement is used as a proxy to bar
undesirable terms from the contract implies that consumers are in need of higher quality
term. Indeed, adverse selection in standard terms can be justified on the basis of
empirical insights, and of course also on the basis of information economics. Both with
regard to consumer reading and the enforcement of their rights, the legal debate criticises
the abilities of consumers to generate sufficient quality in standard terms or to effectively
enforce unfair terms regimes. This corresponds to the policy recommendations developed
in the previous chapter. The concerns that have resulted from behavioural discussions
have also been topics of concern in the legal debate. Therefore, the recommendations that
were developed in the previous chapter could be used to amend unfair terms policies to
least partly address the legal concerns.

6.3.3 Amending policy: expressed need for more substantive control

Recent discussions among scholars and policy makers in European private law and
consumer policy show a desire for more substantive control with respect to terms in
consumer contracts. Improved insight into consumer decision making processes has
made the bargain lose its appeal as an unyielding expression of individual will.
Information duties do not seem effective in enabling consumers to include what is
considered relevant, or even vital information, into the decision making process. The
discussions resulting from the behavioural law and economics debate can have
contributed to the desire for more substantive interventions. The difficulties of addressing
biases through the provision of pre-contractual information or through cooling off
periods are argued to justify mandatory regulation of terms (Ramsay, 2007: 164).

A diminished faith in contractual bargaining and competitive markets has led to a
call for more control over consumer contracts, instead of leaving the issue up to the
market (Ely, 2009). The willingness among legislators to intervene to a larger extent into
the content of the contract is evolving, and is no longer merely focused on the process of

35 of course, as has been mentioned above in chapter 5, section 5.5.5, empirical research into these issues
is lacking in number and should be evaluated accordingly. However, the empirical research that has been
conducted supports the legal critique presented here, and should not be overlooked.

316 See above, chapter 5, section 5.4.1.
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contract formation (Weatherill, 2005: 113-5). The current focus on procedural control, it
is argued, should make way for a more substantive control with regard to unfair terms in
consumer contracts (Howell, 2007). The current ability of regulators and courts to
intervene in consumer contracts is thought to be insufficient, which implies that the
perspective that consumers need to be protected from themselves has gained importance.
The call is for more far-reaching interventions on behalf of consumers, which no longer
depend on consumers to choose the best contracts for themselves. Discussions about
lotteries, price festivals, and warranties that are different from legal warranties are
examples of this sentiment in policy. The main sector of industry in which more
government intervention on behalf of consumers is called for is, due to the credit crisis,
the financial industry. Public outrage about onerous terms in consumer financial
contracts, such as credit cards and mortgages, has fuelled this desire for more far-
reaching substantive interventions in consumer contract terms.”’’ An example of this
expressed need for more substantive influence in the terms of consumer contracts is
among others provided by the Green Paper on the Review of the Consumer Acquis. The
Green Paper suggests expanding the scope of the fairness test to include price, the main
subject matter and negotiated terms within all EC legal systems 18 These issues signal a
wish to increase government control over the terms in consumer contracts, whether these
terms are standard terms or related to key aspects of the contract.’’’ In the DCFR, the
autonomy of contract parties is also decreased (Eidenmiiller, 2009: 116-17).

This expressed desire for increased substantive control could be argued to
correspond to the recommendations from chapter 5. Information disclosure is a
procedural intervention; a lesser dependence on information disclosure could imply that
more substantive interventions should be considered. The doubts related to consumer
vigilance would also argue for a more substantive protection on behalf of consumers.
However, whether this call for more substantive interventions can be argued to be
justified depends upon the actual proposed policy amendments. It would therefore be
very interesting to review some of the policy proposals that have been suggested in order
to amend current policy. In the next chapter, some policy proposals that aim to enhance
unfair terms regimes will be discussed in light of insights taken from both economic and
behavioural literature. Some of the policy proposals that will be discussed might be quite
effective in enhancing the quality of standard terms in consumer contracts.

7 The occurrence of the credit crisis can also be viewed to justify the claim that standard term regimes
need to change, specifically with regard to mortgage contracts, but also more generally. See for instance
Smith (2009) claiming just that.

318 See above, note 291 and 293.

319 See below, chapter 7, section 7.2.3, for a discussion of this policy option. In the Proposal Consumer
Rights Directive, the proposals from the Green Paper that refer to an extension of the scope of the fairness
test to include price, main subject matter and negotiated terms have been dropped (see art. 32 sub 3).
However, the expressed desire to expand substantive control still stands.
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6.4 Conclusions: consumer policy and the quality of contract terms

The aim of this chapter has been twofold: first to review the extent to which the
common core in legal approach to consumer standard terms depends on the provision of
information and consumer vigilance to generate a higher quality of consumers’
standardised terms. Second, and correspondingly, this chapter aimed to determine to
what extent the common approach in unfair terms is able to enhance the quality of
contract terms. The review of the common core of European unfair terms regimes has
established that information remedies form the main intervention in standard terms, and
that consumer unfair terms policy greatly depends on consumer vigilance. The insights
developed in the previous chapter suggest that this dependence on information duties and
consumer vigilance are ineffective in improving the quality of consumer standard terms.
This statement can be corroborated by critique presented in the legal debate.

6.4.1 Policy dependence on information duties and consumer vigilance

This chapter has reviewed and assessed common policies, doctrines and rules that
are used in unfair terms regimes in European, and to a minor extent US, legal systems.
The previous chapter has developed policy recommendations that argue against the
effectiveness of depending on information disclosure and consumer vigilance to enhance
the quality of consumer standard terms. The review of the European common core in
unfair terms regimes suggested however that the current common approach to consumer
contract terms greatly depends on information disclosure and consumer vigilance.

Policies in unfair terms regimes correspond largely to the insights of information
economics. The basic principles of freedom of contract and the laissez-faire approach
include the freedom to make mistakes. Consumers are therefore required to be vigilant.
The duty to read and blanket assent also call for consumer vigilance: when the consumer
assents to a transaction under undesirable terms, these terms will be hold against her as
long as they meet with substantive requirements. This chapter has discussed the
dichotomy between competent consumers, corresponding to the contract model, and
unable consumers, related to the consumer model. To the extent that they are based on
the contract model, unfair terms regimes depend up information disclosure and consumer
vigilance. A key factor in the discussion is the fact that the policy intervention of choice
in the common approach is information disclosure. Information disclosure requires
consumers to be vigilant, as the informed consumer, or the consumer that has had the
opportunity to become informed, is assumed to be able to protect her own interests.

In addition to information duties, consumers are protected by substantive
requirements for standard terms. However, the extent to which policy employs
substantive requirements as opposed to information duties is arguably small. Substantive
requirements set a threshold level of quality for standard terms. This fairness level can be
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argued to be rather minimal. Examples can be taken from the grey and black lists that
have been discussed above.*”® These lists feature terms that are of quite low-quality.
However, the blacklisted and greylisted terms serve to clarify and illustrate the
implementation of substantive tests, which suggests that only very low-quality terms can
be barred from the contract by the application of substantive tests.’>' It can thus be
argued that the standard of unfairness, the threshold level below which consumers will
not be hurt by their rational apathy, is rather low. Correspondingly, the extent to which
the quality of terms in consumer contract depends on information disclosure and
consumer vigilance is quite high.

Enforcement also depends on consumer vigilance. Consumers need to be active
when they are confronted with unfair terms. They need to know which terms are unfair,
that these terms are used against them, they need to be aware of their legal rights, and
they need to take action against these terms. The rational apathy concerns that might be
at play here suggest that the enforcement of unfair terms policy should not be overly
dependent on individual consumers. Recently private as well as public organisations have
been empowered to act on behalf of consumers. However, individual consumer action is
still regarded to be a main instigator of the enforcement of unfair terms policies. The
current European unfair terms regimes can therefore be argued to still be strongly
dependent on information disclosure and consumer vigilance.

Another relevant topic is the scope of the unfair terms regime and how this scope is
connected to consumer vigilance and the recommendations from in the previous chapter.
When price, main subject matter and individually negotiated terms are excluded from
substantive tests, generating a sufficient quality in these product aspects then depends on
consumer vigilance. However, the insights that have been developed in the previous
chapter apply to cases of consumer standard contract terms. The assessment that has
been conducted in the previous chapter might not yield the same results for the contract
terms of price, main subject matter or negotiated terms, as these product aspects are not
standard and are usually known to consumers. A caution against the dependence on
information duties and consumer vigilance with regard to standard contract terms should
not be overly generalised.””> The detrimental effects of the dependence on consumer
vigilance with regard to standard terms might not result from the same reliance in the
context of price, main subject matter and negotiated terms.

320 Gee above, section 6.2.2c.

! This question requires further assessment, which should refer to examples in case law where the
application of substantive tests has led to the barring of standard terms from consumer contracts. The scope
of this research does not allow for such a case law study. The examples of blacklisted and greylisted terms
do however suggest that the standard of fairness that underlies these substantive tests is not very high.

22 See below, chapter 7, section 7.2.3, for a discussion of the desirability of extending the scope of the
unfair terms regimes or the fairness test to include price, main subject matter and negotiated terms.
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6.4.2 Effectiveness of common unfair terms policies in enhancing quality of terms

Current European unfair terms regimes can be argued to largely correspond to the
insights developed in information economics, and consequently be strongly dependent on
information disclosure and consumer vigilance to a large extent. With the insights
developed in the previous chapter, this dependence on information duties and consumer
vigilance can be argued to be insufficiently effective in the policy aim to enhance the
quality of terms in consumer contracts. Concerns relating to unfair terms regimes that
were presented in the legal debate corroborate these doubts.

There are two main reasons to doubt that common unfair terms policies are effective
in enhancing the quality of standardised consumer terms. First, information disclosure is
the main policy intervention that is implemented in these policies. This policy requires
consumers themselves to stimulate the market and to thereby generate the quality of
terms that they desire. By choosing or negotiating the contract terms as they see fit, the
informed consumer can look out for her own interests. This type of policy aids
consumers in their endeavour by providing procedural requirements to overcome
information asymmetries. However, as has been argued in the previous chapter,
information disclosure and dependence on consumer vigilance are likely to be ineffective
strategies in the aim for augmentation of the quality of terms.

Secondly, even though unfair terms regimes provide a minimum, threshold level of
quality for terms in consumer contracts, below which a term is considered onerous and
will be barred from the contract, this threshold level of quality might not be effective in
truly enhancing quality. The level of quality that is aimed for by substantive tests is
unlikely to be very high. Enforcement difficulties furthermore cause unfair terms that
would not pass the substantive test to be maintained in consumer contracts and invoked
against consumers. Presumed assent and difficulties with information disclosure and
enforcement all provide grounds for the claim that current policies could be improved
with respect to their effectiveness in generating a sufficient quality in standardised terms.

The assessment in the previous chapter determined that standard terms in consumer
contracts are likely to be of low quality due to adverse selection problems. Behavioural
insight suggests that policies that are dependent on information disclosure and consumer
vigilance are insufficiently able to overcome this market failure. The review of the
common core of European unfair terms policies has established that the current approach
is likely to be similarly inefficient in enhancing the quality of standardised consumer
contract terms. The legal debate has expressed the same concern. Some policy proposals
that aim to augment consumer policy regarding standard terms will be assessed in the
next chapter. These proposals aim at solving the signing-without-reading problem, which
would constitute real assent to terms; at removing standard terms from consumer
contracts altogether; at expanding the scope of the fairness test and at construing some
form of administrative control over standardised consumer terms.
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7.1 Introduction

The review of the common approach in unfair terms policies in the previous chapter
suggests that current unfair terms regimes in Europe depend too strongly upon
information disclosure and consumer vigilance, which is argued to be ineffective in
overcoming the adverse selection problem that affects consumer standardised contract
terms. It is thus highly likely that standard terms in consumer contracts are of a low
quality, giving more privileges to sellers than to consumers. This quality standard is
likely to be lower than is efficient from a social welfare point of view. Unfair terms
regimes and the quality of consumer terms in standard contracts thus stand to be
improved. However desirable, there is not one simple solution to the problems presented
by unfair terms in standard contracts (Bates, 2002: 90). The aim of this chapter will be to
roughly identify possible solutions for low quality standard terms. The chapter will
distinguish five approaches: solving the signing-without-reading problem, doing away
with standard terms altogether, extending the scope of the fairness test, administrative
approval and drafting contracts through negotiations between sellers and consumers. This
chapter will argue that some of these approaches are better able to effectively and
efficiently enhance unfair terms regimes than other ones, notably by generating an
increase in quality of consumer standardised contract terms.

The aim of this chapter is therefore not to come up with definite, fully assessed and
directly implementable proposals for policy. The scope of analysis in this research does
not allow for an in-depth assessment of the different strategies, let alone the more
specific policy proposals that fit within promising approaches. However, as the analysis
conducted in the previous chapters indicates that the major concern with standard terms
in consumers contracts is that they are of a too low quality from a social welfare
perspective, some solutions that target this very problem are worthy of a (short)
discussion. It should however be stressed that the claim that standard terms in consumer
contracts attain a quality level that is too low from a social welfare perspective is at this
point, and will remain in this dissertation, an assumption. As has been argued above,
there are several reasons why the level of quality in standard terms can be argued to be
too low to be found in information economic theory, behavioural insights and
empirics.323 The consequences of adverse selection would point in that direction and the
informed minority theory cannot be supported by behavioural insights or empirical data.
In addition, no beneficial effects from competition can be found to increase the quality of
standard terms, and anecdotal evidence supports the view that consumers find standard
terms to be of a too low quality. Of course, before steps to regulate more are undertaken,
a more thorough assessment is required to establish that the quality of standard contract

3 See above, chapter 5, most notably section 5.5 .4a.
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terms is indeed too low from a social welfare perspective.324 Pending such an assessment,
this chapter will roughly identify the type of solutions that would likely have beneficial
effects if more extensive research will indeed make clear that the quality of standard
terms is lacking within certain market sectors or even some consumer contracts.

Similarly, while the improvement of the quality of terms will be the main focus of
the assessment, the fact that in some cases consumers might prefer a lower quality and
lower price should not be overlooked. A policy instrument that can accommodate diverse
consumer preferences will be assessed more positively. Furthermore, as has been argued
above, the level of quality that is generated by substantive tests might be rather low .
This chapter will therefore discuss to what extent these policy proposals can incentivise
quality of term increases, not only up to the level of the substantive tests but even beyond
that level.

First, proposals will be assessed that aim at solving the signing-without-reading
problem, which would constitute real assent to standard terms. Behavioural insights
however suggest looking beyond solving the signing-without-reading problem, when
possible to debias consumers and to nudge them into more informed decision making.
Rating and labelling could provide valuable information tools for the assessment of the
quality of terms by consumers. Second, this chapter will evaluate the proposals that
involve removing standard terms from consumer contracts altogether, and to replace the
standard form contract either by a general doctrine of reasonable expectations or by
forced negotiations. Neither proposal is assessed benevolently in this research. The third
type of proposal relates to an extension of the scope of the fairness test to enhance the
scope of unfair terms regimes and to offer more protection to consumers. It will be
argued however that these proposals are not very promising in enhancing the quality of
contract terms, whether they regard standard terms or price, main subject matter and
negotiated terms. Fourth, the possibility of construing administrative control over
standardised consumer terms will be discussed. It will be concluded that this suggestion
could be quite promising in the aim to enhance the quality of consumer standard terms, at
least up to the benchmark level of fairness set in substantive legal interventions. The last
type of policy suggestions provides an alternative in model forms of consumer contracts,
which should either be provided by an authority or by negotiations between business and
consumer representatives. This suggestion could attain an accurate representation of
consumer and seller preferences for contract terms. This policy option will also be
assessed to be very promising.

324 It would seem that the main concern in this regard is that the voice of the consumer is lacking. As there
is no competition regarding standard terms, it not clear ‘what consumers want’, and what level of quality
should be attained in consumer standard terms. To gain more perspective on this issue, consumer
preferences can however be researched, for instance through consumer surveys, asking consumers about
their wishes regarding contractual terms, or involving consumer interest groups.

32 See above, chapter 6, section 6.4.1.
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7.2 Reviewing proposals to amend unfair terms policies

In policy discussions, several options are presented which aim to improve unfair
terms regimes. Some of these policy proposals will be assessed here.

7.2.1 Proposals on information disclosure

In the development of policy amendments to enhance the quality of consumer
contract terms, many suggestions fall back on the preferred policy instrument of
information remedies. As signing-without-reading is interpreted to be the main cause of
undesirable terms in consumer contracts, it is argued that consumers should be stimulated
to read and truly assess contract terms. However, a focus upon information provision to
try and stimulate consumer reading is inconsistent with the insights from behavioural
theory. Consumers might also be nudged into more informed decision making by the
provision of information through for instance rating standard forms and labelling the
most sought-after standard terms. This would correspond to the provision of ‘less and
better’ information that is frequently supported in behavioural literature. However, the
extent to which ranking of contracts and labelling specific terms can be used to generally
increase the quality of standard terms in consumer contracts remains unclear.

a. Solving signing-without-reading

The fact that consumers fail to read standard terms is in some policy discussions
understood as the main cause of the persistence of unfair terms in consumer contracts.
Consumers are held responsible for their assent to (dubious) terms. Therefore, many
policy proposals that have been suggested to enhance unfair terms regimes aim at
enhancing opportunities to read. Efforts are undertaken to increase consumer reading,
such as enhancing intelligibility, drafting shorter forms of standard terms, using short
sentences and a standardised way of presenting the information, et cetera. When
consumers really read contract terms or have had a true opportunity to read but choose
not to read standard terms, assent to contract terms can be more easily established.
Hillman notes that a requirement to click on an “I agree”-button at the end of each term
could be the most effective way to increase reading (Hillman, 2006a: 298). The format
and layout of forms can be standardised in business sectors so that forms are more easily
compared (Wilhelmsson, 2006: 55-6).

A transparency requirement can also be understood as including a duty to structure
terms properly, which should enable consumers to better understand and assess these
terms (Grundmann, Kerber and Weatherill, 2001: 27). Wendlandt argues that the
structuring of the terms, which is very important for increasing transparency and being
able to compare terms, should not be left to the vendor, but should be stipulated in the
information requirements (Wendlandt, 2005: 85-6). Simply abiding by the law is easier

243



7. Proposals to enhance consumer policy of standardised contract terms

and cheaper for sellers than choosing which structure to adhere to; the sellers’
conformation to legal requirements would also benefit the consumer. Furthermore, a
standard layout of contracts terms would enhance the comparability of terms. Key
information should be required from sellers by regulators, as well as a serious offer from
sellers to consumers to provide more information when that would be demanded by the
consumer.

The question of which party should make a decision on which information to offer to
consumers is also a topic of much debate. Van den Bergh argues that the seller, as
cheapest information producer, would be the more efficient party to provide this
information and therefore also the most efficient party to decide which information
would be beneficial (Van den Bergh, 1997: 85). A better mix of less information should
improve consumers’ ability to use the information to their advantage. Another issue is
whether regulators are sufficiently informed of the issues that are used by consumers as a
basis for their decisions. Lists of information duties drafted by regulators could contain
irrelevant information, which is costly for sellers to provide but does not benefit the
consumer. If that is the case, the consumer is made to pay for information he or she does
not need. Other solutions could involve asking consumers to validate specific contract
terms by signing them, letting consumers re-write (onerous) terms, or having courts
scrutinise individual cases to assess whether consumers meant to assent to the standard
terms (Smith, 2009: 71-5). All these solutions aim in some way at solving the signing-
without reading problem, and aim to stimulate consumers to actually read and assess, or
at least consciously assent, to standard terms, which should create a more secure basis for
presumed assent.

b. Behavioural critique: look beyond signing-without-reading

Policy proposals that aim to enhance consumer reading and try to create true assent
to contract terms in this way, cannot be justified on the basis of the policy
recommendations that have been developed in chapter 5. Correspondingly, Ben-Shahar
argues that contract law and policy both in the United States and in Europe fail to address
to problem of unfair contract terms properly. Even though the problem that consumers do
not read contracts is widely recognised, contract policies still depend on the provision of
an opportunity to read as the means to overcome the disadvantaged position of
consumers (Ben-Shahar, 2009: 10-1).

As behavioural research shows, supported by empirical studies, extensive informed
decision making with respect to standard terms is unlikely to be attainable. The
effectiveness of information disclosure is very limited in the case of standard terms.
When effective at all, it can only relate to a small number of standard terms.
Furthermore, as has been argued several times above, consumers have no incentive of
extensively exploring the majority of standard terms. Consumers feel they have nothing
to gain by properly taking standard terms into account. The reasons for this lack of
assessment do not lie in the means of disclosure. The disclosure of information about
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these terms will not affect the decision making process. Results from empirical research
suggest that making the disclosure of terms more transparent will not cause consumers to
take the terms into account and unfair terms will therefore remain to be drafted into
contracts. In addition, information disclosure does not account for other insights of
behavioural literature, such as emotional pressure, risk perceptions and uncertainty.

Behavioural insights and empirical data suggest that less focus should be placed
upon information duties that aim to solve the signing-without-reading problem. Policy
proposals that aim to solve the problem of signing-without reading do not improve the
standard terms consumers see themselves confronted with (Ben-Shahar, 2009: 5). The
proposals that aim to solve signing-without-reading would increase transaction costs, but
do not ensure a proper assessment of terms and inclusion of these terms in
decision making processes. An adverse effect of these policy proposals can also be
pointed out: they will possibly allow sellers to escape liability for dubious terms, as the
‘validation’ by the consumers will legitimise the standard terms. The requirement of
specific assent to certain terms might induce consumers to notice the terms, but cannot
guarantee that the terms will be properly assessed (Korobkin, 2003: 1246).

Behavioural insights suggest that the intervention strategies of debiasing consumers
with respect to standard terms by providing less and better information are unlikely to be
very effective. Standard terms will probably not be properly assessed by consumers even
when it is made ‘easier’ for them to assess and comprehend the contents of the contract.
Behavioural insights and empirical data suggest that such reading will simply not
happen, as it is too costly, not beneficial enough, and consumers are overoptimistic with
regard to the contingencies that are dealt with in the contract. Consumers will probably
still validate and accept the terms. These proposals however are unlikely to enhance the
extent to which consumers read or comprehend the content of the contract. As a result,
the quality of standardised contract terms is not increased. Consumers will continue to
sign without reading, and sellers will continue to draft low-quality low priced terms; the
flea market persists.

c. Rating and labelling

Other policy interventions that aim at debiasing consumers, even to a very limited
extent, might be more successful. The tool of information provision might therefore be
used to improve the quality of standard terms after all. Becher and Unger-Aviram discuss
policy proposals that aim to provide meaningful information to consumers about the
quality of the contract, namely by rating contracts and by labelling the most sought-after
terms (Becher and Unger-Aviram, 2009: 22-7).

Rating

The policy instrument of rating would collect data related to some product aspects,
in this case standard terms, and score the contract on those items. It would then come to
an overall rating of this form in relation to other forms. Ratings aggregate some aspects
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of the contract terms, but not all. Therefore, the terms that have been included in the
rating process will necessarily become more salient and important in decision making
processes than other terms. If these terms correspond to the aspects that the majority of
consumers considers (highly) relevant, rating could be an effective way of providing
information and trying to get consumers to take the quality of standard terms in account
in the purchase of products or services. As has been discussed before, a higher quality
does not necessarily mean that this term would correspond better to consumer
preferences, as consumers might prefer a lower quality. It is unclear how a ranking would
accommodate a preference for a lower quality.

The implementation details of the rating instrument and the connected ranking of
contracts on the basis of this rating are very important. Questions such as who decides
which terms will be assessed in the ranking, how this is decided and which institutes
carry out the ranking will greatly affect the effectiveness of the instrument. The ranking
needs to provide a trustworthy signal of quality; however, most ranking efforts are highly
disputed, especially with regard to the issues that are included in the assessment and the
measurement criteria. To allow the ranking to both correspond to consumer preferences
and to include information from industry about cost structures and so forth, both these
interest groups could be involved in the development of the ranking instrument.

Labelling

The policy instrument of labelling would entail the explicit disclosure of certain
standard contract terms that are considered relevant to consumers on for instance a label
that will be displayed with products. Specific and explicit disclosure of relevant standard
terms, especially the negative aspects, could persuade the consumer to take the most
onerous contract terms into account (Ben-Shahar, 2009: 25-6). Consumers would
however still need to understand the impact of those terms themselves. This is a point of
difference between the instruments of rating and labelling, because rankings attach scores
to the respective terms. Labels only provide information, which consumers need to assess
themselves. As behavioural insights have shown, consumers tend to make errors in the
assessment of consequences, and especially in the assessment of risks. Of course, sellers
do have an incentive to improve the quality of the specific items that are disclosed on the
label. Consumer associations could also aid consumers by providing information about
the significance of the standard terms on the label.

With respect to the quality of terms and a possible preference for a lower quality, the
label could be preferred over the ranking instrument, as it provides more detailed
information, which allows consumers to base their choice on the actual level of quality of
the product. However, the instrument of ranking can include a higher number of terms in
the assessment, while the label would only refer to a limited number of terms in order to
maintain the informative value of the label.
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d. Reviewing the policy tools of rating and labelling

Instruments like rating and labelling could have a beneficial impact on the quality of
terms, even if this impact might be limited. Depending on the benchmarks that are used
in rating efforts, sellers might even be incentivised to set the quality of terms well above
the level of fairness that is effectuated by substantive interventions. Rating and labelling
are essentially forms of debiasing consumers: by providing the sellers with a signal
which they can use to provide information about the quality of their terms, consumers’
decision making can become more informed. Consumers can take the quality signal into
account and make a more argument-based decision about the quality of terms. Rating and
labelling can decrease search costs by a significant level (with respect to the terms under
assessment) and use consumer preferences for simple and easily comparable results to
improve consumer choice.

An important limitation of both instruments is that they only include a selection of
standard terms, even though rating is likely to have a more expanded scope than
labelling. In both interventions however, several and maybe even the majority of terms
are excluded from consideration. The instruments of rating and labelling will not affect
the quality of these terms.

Furthermore, the implementation of these instruments will demand considerable
(financial) costs and effort. (Mandatory) labelling requires some consumer authority to
decide which terms should be specifically disclosed, and to incur the costs of monitoring
the intervention. Sellers have to incur the costs of providing the labels. Rating of
contracts could also be done by consumer authorities, but setting up the ranking system
would again demand considerable investments. The implementation of these policy
instruments could also give rise to other difficulties. Within one industry, terms are likely
to differ only slightly. Ranking one competitor over another would then be difficult. All
labels would be likely to provide the same information. Consequently, consumers might
feel that they do not have much to gain by comparing ratings or labels of standard terms
across companies.

It also remains to be seen how the information that is provided in ratings and on
labels will affect consumer decision making. Consumers might still consider this
information too costly or too confusing to include in their assessment. When consumers
are overoptimistic with regard to the contingencies that are dealt with in standard terms,
they might be even less inclined to take rating information into account. The question is
in the end whether a rating of standard terms would incentivise sellers to draft a higher
quality of consumer terms. The rating creates a signal of quality; consumers would need
to respond to this signal in order for it to be effective. On the other hand, companies are
very sensitive towards reputation, and presumably would like to score well on the rating
of their contract terms or display positive information on the label. Furthermore, online
instruments such as blogs, Facebook, et cetera could be used to increase the
dissemination of information (Becher and Zarsky, 2008). Therefore, the rating and
labelling of contract terms might be able to enhance the quality of the terms that are
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included in the evaluation of these policy instruments. Outside that scope however, rating
and labelling will not have any significant impact.

If consumers cannot distinguish between different contracts because all contracts in a
business sector are similar in quality, the effectiveness of these instruments in generating
a higher quality of terms might be limited. Furthermore, the consequences of a certain
score in ranking, or the consequences of accepting the terms that are disclosed in a label,
might still be difficult for consumers to comprehend. Therefore, it is not clear to what
extent rating and labelling can really increase the quality of the included terms. The
effectiveness of these policy amendments would need to be tested before they can be
implemented on a wide scale. Since these instruments are quite costly, the extent to
which these policy proposals are efficient also remains to be seen.

7.2.2 Removing standard terms from consumer contracts

Because the issues related to stimulating consumers to read and truly assent to
standard terms are so difficult to solve, some authors argue that standard terms should no
longer be part of consumer contracts, or only to a very limited extent. Consumer
contracts could be governed by a reasonable expectations doctrine. Also, contract parties
could be forced to negotiate nearly all terms of the contracts, which allows for only a
very limited number of standard terms. These proposals can however be argued to be
very costly, and the extent to which the quality of terms is increased might be questioned.

a. Reasonable expectations

Consumers, it is argued, cannot be expected to wilfully assent to standardised
consumer terms. Therefore, the consumer contract should not be regarded as a bargain
between two or more parties to the contract, but as a one-sided rule-making effort on the
behalf of the seller in which the interests of the consumer are not represented. Llewellyn
argues that the conditions and clauses that should be read into consumer contracts should
not be those which happen to be printed on the unread paper, but should be those which a
sane man might reasonably expect to find on that paper (Llewellyn, 1939: 704). Slawson
also argues that a standard form is not a contract, and that the buyers’ reasonable

expectations should govern the contract (Slawson, 1971: 541).326

According to him, this
policy intervention will enable courts to freely strike any term from the contract that they
do not wish to uphold. Industry can no longer be certain that their terms will govern the
contract. When sellers do wish to draft dubious terms into a contract, they will have to be
very clearly present these terms to consumers to prevent them from being stricken

(Slawson, 1974: 15-9).

326 There is a difference between the tests of reasonable expectations or the substantive tests of
unconscionability, fairness or reasonability, as is for instance discussed by Smith (2009: 56-60). These
substantive tests will be assessed from the perspective of the judges. Reasonable expectations are to be
evaluated from the perspective of the consumer. This doctrine however has been confined to insurance law
in the US.
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b. Forced negotiations

Another option that entails removing standard terms from consumer contracts is to
only allow for negotiated terms to govern the contract, or to severely limit the extent to
which pre-drafted terms can be applied to consumer contracts. Behavioural insights
suggest that policy should focus on the quality of information, not the quantity. Relevant
characteristics of products and production process should be communicated effectively.
In order to protect the consumer from an excess of information, Rischkowsky and Déring
argue that the excessive use of ‘small print’ in purchase contracts should be
governmentally prohibited (Rischkowsky and Doring, 2008: 306). This policy proposal is
in fact another attempt at solving the signing-without-reading problem and trying to
obtain true assent to the contract, only this attempt includes (largely) doing away with the
standard terms.

An example of such a proposal is provided by Ibrahim. Ibrahim’s suggestion still
depends on both the enhancement of information provision and consumer responsibility,
but limits the extent to which the consumer is responsible for his assent to standardised
terms (Ibrahim, 2005: 24-7). Ibrahim proposes that the possibility of including pre-
drafted terms in consumer contracts should be severely limited. He argues that pre-
drafted terms should fit on one page, that they should be limited to the most essential
terms, that they should be presented in normal or large font sizes, should be easy to read
and must not contain any legalese. Store managers should stimulate people to read by
posting signs in stores and encouraging consumers. Reading would be an easier task, and
consumers would therefore have a realistically meaningful opportunity to consent to
standard terms and can consequently shop for terms. The tort principle of comparative
responsibility should according to Ibrahim inform the applicability of the pre-drafted
terms in the contract. Because a proper meeting of the minds is absent with regard to
standard terms, the relative responsibility of sellers and consumers for ensuring
beneficial contracts should be taken into account. Objective criteria related to the drafting
of the form, its presentation and the act of acceptation should determine which party is
more at fault when true assent has not been obtained. The consumer still has a duty to
read, but the extent of this duty is proportional to the behaviour of the seller with regard
to the presentation of the form and the way in which it is written. Ibrahim argues that this
type of policy will induce sellers to draft forms with a less and simpler boilerplate, which
would really enable consumers to read and shop for terms, and where possible negotiate
about the terms. Non-salient terms are transformed into salient terms. Ibrahim’s proposal
is not very clear on which terms or which standard would govern the contract beyond the
limited pre-drafted terms. It could be assumed that contract law would provide default
rules for this purpose, and perhaps even some reasonability standard. Furthermore,
assumedly, when sellers or consumers want to include more terms in the contract, they
have to negotiate about these additional terms.

Comparative responsibility obliges sellers to decide which terms they deem to be
important. When terms are low-quality, because they assign fewer privileges than the
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default rules, these terms have to be either on the disclosure form or be subject to
negotiations; otherwise they cannot be invoked against consumers. Sellers therefore have
to choose which low-quality terms they want to stick with, and which terms they will
drop. Consumers then have a real opportunity to become informed about low-quality
terms. The low-quality terms that do apply to the contract cannot be many, because only
a limited number can be pre-drafted, and the other ones are subject to negotiations before
they can be included in the contract.

c. Reviewing the policy proposals of removing standard terms from consumer contracts

Both options that imply removing standard terms from consumer contracts altogether
or to a very large extent can be however criticised. Prohibition of standard terms would
not be a good intervention to correct the market (De Geest, 2002: 224). Transaction costs
would increase as all transactions, even buying an apple at a local fruit seller, would need
to be negotiated. If no negotiations would take place, default contract rules specified in
the law would in fact become mandatory contract rules, as they are always apply to (non-
negotiated) contracts. These rules are unlikely to be efficient. One set of general default
rules provided in contract law is unlikely to be efficient or desirable for all contracts and
all business sectors, or to cover all the contingencies that should be dealt with in the
contract.’”’ Standards do not provide as much clarity as specific rules do, as standards
need to be interpreted in the specific circumstances of the case. Therefore, these
proposals are likely to create uncertainty in both parties, seller and consumer, about the
rules which govern the contract. Furthermore, as Becher and Zarsky note, standard terms
have an important function in providing information about what parties are entitled to
under the contract (Becher and Zarsky, 2008). This information function would disappear
when only reasonable expectations or negotiated terms can govern a contract.

Default rules in contract law are ill-equipped to cover all contingencies in all
business sectors; it is therefore likely that sellers would prefer to deviate from the default
rules. The terms that sellers would like to introduce could be better equipped to deal with
the specific cost structures and contingencies in that business sector than the default
rules. These introduced terms might even be more socially beneficial in these specific
business sectors than the default rules, when they correspond better to the combined
preferences of sellers and consumers in that business sector. As has been argued above,
even when these terms have a low level of quality and favour sellers over consumers,
consumer might prefer these terms under certain circumstances.’*® Consumers might not
wish to face the high costs connected to certain privileges in standard contract terms, or
maybe they do not mind bearing certain risks themselves. However, when standard terms
are prohibited, or only a very limited number of terms can be pre-drafted, these terms are
subject to negotiations. Requiring contract parties to negotiate nearly all terms of the
contract would increase transaction costs to such an extent that economic transaction

327 See above, chapter 5, section 5.3.4b.
328 See above, chapter 5, section 5.5 4a.
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would come to a halt. Korobkin argues that any proposal that requires parties to negotiate
most to all terms to the contracts cannot considered to be a viable alternative by any court
or commentator (Korobkin, 2003: 1245). Furthermore, a limited number of pre-drafted
terms being drafted in the contract still calls upon consumers to actually assess the terms
they are assenting to, and continues to depend on consumers disciplining the market, be it
to a more limited extent. The extent to which consumers are willing to assess the
standard terms that disclosed to them needs to be evaluated, even when these terms are
only limited in number.

Kornhauser argues that the quality of standard terms will neither be improved by
substitution with reasonable expectations, as it is hard to determine what reasonable
expectations from buyers are. Consumers might not have any expectations about a great
percentage of all possible terms, especially when they relate to contingencies that do not
easily spring to mind. Furthermore, sellers and consumers will undoubtedly have
different opinions of what is to be considered a reasonable expectation. Perceptions of
what is to be considered reasonable can be influenced by biases and heuristics. These
biases will most often lead both parties, both sellers and consumers, to interpret
reasonability in their own self-interest, and therefore have an overoptimistic assessment
of the implications of reasonable expectations covering the contractual conditions.
Alternatively, consumers could base their expectations on faulty industry performance,
which would not yield a desirable outcome either (Kornhauser, 1976). A reasonable
expectation might in fact refer to a low quality in standard terms, when this is interpreted
by courts to be reasonable and common in the business sector. This would even further
decrease incentives for consumers to challenge contracts or sellers behaviour in court.

Both these policy tools, substitution by reasonable expectations or forced
negotiations, do not seem very beneficial in increasing quality in consumer contract
terms. Transaction costs are likely to increase considerably, and which terms govern the
contract will become highly uncertain. Standard terms do come with benefits. Policy
should take advantage of the benefits of standardised terms while correcting for the
problems caused by adverse selection; these proposals do not seem to be able to do just
that.

7.2.3 Extending the scope of the fairness test and unfair terms regime

Not all policy proposals that aim to enhance the quality of terms in consumer
contracts focus on standard terms. As has been mentioned above, the Green Paper on the
Review of the Consumer Acquis suggests expanding the scope of the fairness test and the
application of the EC Unfair Terms Directive to include price, main subject matter and
negotiated terms, thereby expanding protection to consumers 3% Even though this

329 As published by the European Commission (2006: 18-9). See chapter 6, section 6.2.3, notes 291 and
293. See section 6.2.3 generally for a discussion of the differences in scope within the European common
core of unfair terms regimes.
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extension of scope is not mentioned in the Proposal Consumer Rights Directive, the
original proposal can be seen as an expression of the desire to enhance substantive
control over consumer contract terms.”” The original proposal for the EC Unfair Terms
Directive also included an expanded scope of the fairness test.””' Such an expansion
would correspond to the policy recommendations in chapter 5, where it was argued that
the quality of standard consumer contract terms should depend less on consumer
vigilance. Extending the scope of the fairness test would reduce the dependence on
consumer vigilance to counteract unfair terms policy in general. Therefore, the proposal
to extend the scope of the fairness test and the unfair terms regime will be examined here
in the light of economic theory and behavioural notions.”* It will be made clear that the
policy recommendations with regard to consumer standard terms that were discussed in
chapter 5 should not be over-generalised with respect to salient product aspects such as
price, main subject matter and negotiated terms.

a. Expanding the scope of the fairness test: some economic remarks

It should be first pointed out that extending the fairness test to terms that the
consumer incorporates in her decision making process, such as price and main subject
matter, cannot be justified from the perspective of information economics. Effective
competition policy would be much more effective and efficient in enhancing the quality
of these very salient product aspects. The market failure of information asymmetry does
not apply to these terms; they are known to consumers. Competition policy relates to the
market failure that is the cause of sellers getting away with offering inferior quality at too
high prices, which is insufficient competition. As consumers have an outside option of
not entering into the contract at all, they are not forced to pay the high price and accept
the low quality. Remedies in competition law should ensure a combination of fair prices
and desirable quality.

The exclusion of negotiated terms from the discipline of unfair terms seems to offer
less protection to active consumers than to inactive consumers. When consumers start
negotiations, they will thereby forego on the protection from the relevant regulation.
However, because active consumers know what they bargain for, they will not agree to
welfare decreasing terms, save in cases of misrepresentation, fraud et cetera. Active
consumers could very well be sufficiently protected in these cases as terms that are the
result of fraud and misrepresentation are already covered by other legal doctrines
(Schillig, 2008: 346; Schifer and Leyens, 2009: 113). Consumers therefore only suffer a
decrease in welfare when they are denied the possibility to negotiate for the terms that
they prefer. Consumers might still err in negotiations for certain contract terms and
mistakenly agree to a term that decreases their welfare. This issue should be balanced

330 As published by the European Commission (2008).

! See Maxeiner (2003: 160-4) and Wilhelmsson (2006: 57-8).

32 Expanding the scope of the fairness test to cover price and main subject matter has been previously
explored in Luth and Cseres (2009: 266-72). See also Schillig (2008) for a critical discussion.
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with the costs of intervention in negotiated terms.” Consumer error might not be a
sufficient rationale for mandatory legislation. The costs and benefits of this policy option
require further exploration, which will be presented in the following paragraphs.

b. Enhancing the quality of price and main subject matter

The first question is whether the extension of the fairness test to include price and
main subject matter is an effective, or even appropriate, method to increase the quality of
contract terms, in this case the quality of price and main subject matter. To the extent that
insufficient information is the main cause of high price and low quality of the subject
matter, the low quality or unduly high price is likely to be caused by misrepresentation.
This is an information failure that should be counteracted, but a rule which specifically
targets misrepresentation would then be a better option than the general instrument of a
fairness test. The same holds for undue influence, fraud, and other such malicious
practices that might be the cause of unduly high prices. Protecting consumers from these
undesirable practices directly would be much more effective than protecting them from
the result of the practices, which could but does not necessarily consist of a too high price
or a too low quality.

Low quality of the main subject matter could also be the result of adverse selection
problems. However, this type of adverse selection might be counteracted by providing
information about the quality of the good. The quality of the good might be not clear to
consumers, but it is a salient product aspect. Salient product aspects are more likely to be
corrected through market solutions and consumer learning than product aspects that are
not salient, such as standard terms. Furthermore, a low product quality can be directly
counteracted by setting quality standards for those products, provided that these
standards are effectively enforced. Market solutions, consumers learning and specific
standards are likely to be more effective in enhancing the quality of the product than the
very general intervention of expanding the scope of the fairness test. Sellers can use some
sort of signal to provide information about the quality of their product. The abuse of
these quality signals, misleading information and unjust use of a quality signal, should be
counteracted by enforcement. Again, enforcing rules that target the cause of the low
quality and high price directly are likely to be much more effective than the general rule
of extending the scope of the fairness test.

c. Enhancing the quality of negotiated terms

The effectiveness of extending the scope of unfair terms regimes to cover negotiated
terms should also be assessed with respect to the effectiveness in enhancing the quality of
contract terms, in this case negotiated terms. With regard to policy interventions into
negotiated consumer contract terms, two different arguments can be raised: on the one
hand, the fact that negotiations have occurred would indicate that a welfare enhancing

3 See below, section 7.2.3d.
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deal has been concluded, at least with respect to the salient and negotiated terms.
Consumers have negotiated about the terms, and therefore they must be aware of these
terms. They would not have agreed to the terms unless they wanted the terms that they
negotiated to govern the contract. The quality of negotiated terms can therefore be argued
to be sufficient; as consumers have knowingly agreed to these terms, they must be
beneficial to both parties. On the other hand however, negotiating terms with consumers
might increase opportunities for sellers to exploit consumers and take advantage of their
own more beneficial position, knowledge or capabilities. If sellers are aware of certain
biases that consumer employ in their decision making behaviour, sellers might be able to
use that knowledge against consumers and coerce them into making choices which are
not in their best interest (Howells and Weatherill, 2005: 262).

There might be cases in which consumers negotiate terms on their own initiative that
the seller knows is not in the best interest of consumers, but the consumer does not. In
these cases, welfare enhancing decision making on the part of the consumer might be
impeded by biases and heuristics. Behavioural insight and a desire to protect consumers
from their own detrimental decision making could therefore have been at the basis of this
policy proposal. However, the issue of negotiated terms is a very particular one.

First, similar to the question of whether consumers read standard terms, there is
much doubt related to the question of whether consumers engage in negotiations of
contract terms.’>* Unfortunately, empirical data on this specific issue are lacking.
However, consumers are unlikely to invest a great effort in the terms of their contract. If
they do even not read the terms, they are not very likely to bargain about them. Secondly,
since the definition of ‘a negotiated term’ is quite narrow, as is for instance the case in
the DCREF, it is improbable that many terms will fall under the definition of ‘a negotiated
term’.** Basically, unless a consumer asks for a specific term to be included in the
contract, terms are not considered to be individually negotiated. Thirdly, in theory it is
possible that a consumer would make a decision that is not in her long term interest,
because she is under the influence of biases and heuristics such as overoptimism, present
bias and self-serving bias. The question however remains whether the seller induced this
decision, or whether the consumer decided to negotiate this particular contract term on
her own initiative. It is therefore still unclear whether the consumer should be protected
from the seller, even if she does take a decision which is not in her interest. Fourthly,
even when consumers negotiate a term that is not in their best interest, the unfair terms
regime might not be able to offer any protection. The information requirements are not an
issue, as the consumer brought up the negotiated term herself. As has been mentioned
above, a term must be clearly unfair and quite onerous to be barred from the contract on
the basis of the fairness test.>*® Substantive requirements will only bar the most onerous

34 See above, chapter 5, section 5.5.2.

335 See above, chapter 6, section 6.2.3c: recall that in the DCFR terms will be considered as “individually
negotiated” only when a consumer introduced them to the contract; an option out of a selection of standard
terms is not regarded to be an individually negotiated term.

3% See above, chapter 6, section 6.4.1.
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terms from consumer contracts. Negotiated terms are therefore unlikely to fail the
fairness test. The term would have to favour the interest of the seller at the expense of the
consumer, without reciprocal obligations in favour of the consumer. If the term is so
blatantly undesirable that it cannot pass the fairness test, it is unlikely that consumers will
ever bring it up on their own initiative. Arguably, sellers should not even be held
responsible in these cases. The question can be raised what exactly can be accomplished
by expanding the scope of the fairness test beyond the policy interventions controlling for
misrepresentation, undue influence, fraud, and other such malicious practices. Whether
cognitive errors in decision making justify the application of the standard of the fairness
test to negotiated terms in court, remains an open question until further evidence of
cognitive errors in negotiations over contract terms is provided. Also, the costs of the
policy intervention should be considered, as well as possible adverse effects such as a
decrease of the range of available options and consumer moral hazard. These will be
explored in the next section.

Concluding, it is not certain that there really is a reason to be concerned about
negotiated terms as long as abuse such as misrepresentation, undue influence and fraud is
well-controlled by respective regulation. It is not clear whether sellers take advantage of
consumers through negotiated terms. Neither has it been confirmed that extending the
scope of the fairness test can remedy the problem should it actually exist. Even when
there is a concern that consumers negotiate for terms that are not in their best interest, it
is not clear that an extension of the scope of the fairness test will be of any benefit to
these consumers. The benefits of this policy option can therefore be questioned;
furthermore, costs can be pointed out that further undermine the efficiency of this policy
proposal.

d. Costs and adverse effects

Besides doubts about the effectiveness of extending the scope of the unfair terms
regime to enhance the quality of contract terms, several adverse effects of this policy
option can be pointed out.

Firstly, extending the scope of the discipline of unfair contract terms to include price,
main subject matter and individually negotiated terms could result in consumer moral
hazard.” The consequences of a transaction should be evaluated by both the seller and
the consumer before the contract is concluded. Carelessness on the part of consumers can
be induced when consumers are allowed to invoke the fairness test against any contract
term, which is an example of consumer moral hazard. Carelessness in the conclusion of
contracts and avoidable consumer error would not stimulate welfare enhancing
transactions. Extending the scope of the fairness test to include negotiated tests would
severely erode party autonomy (Eidenmiiller, 2009: 129).

37 See above, chapter 4, section 4.3.4d.
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Secondly, extending unfair terms regulation to include individually negotiated terms
in addition to standard terms could lead to a decrease in the range of available options for
negotiations. Instead of protecting the consumer, an extension of the fairness test to
include negotiated terms could bar certain welfare enhancing terms from the contract
entirely. Even a welfare enhancing term might fail a fairness test, if that term allocates
more risk to the consumer and therefore seems be to the detriment of the consumer vis-a-
vis the seller. The seller could expect moral hazard on the part of the consumer and be
unwilling to draft the term in the contract, even if so requested by the consumer. This
infringes the freedom of choice, reduces the availability of options and delays the
conclusion of transactions. The mechanism of reputation might prevent professional
parties from engaging in moral hazard, but consumers will not be so affected (Bebchuk
and Posner, 2006). As sellers can expect this kind of moral hazard on the part of
consumers, they would not be willing to offer contracts to consumers that exclude certain
privileges in exchange for a price premium, even when this corresponds to consumer
preferences. They would only possibly be willing to do so after a lengthy negotiation
process which included several assurances in the contract. These lengthy negotiations
and assurances would further increase the costs of the contract.

Thirdly, the application of a general test such as the fairness test to include price,
main subject matter and negotiated terms will cause society to face added costs. The
application of this test is not always easy; the costs of court procedures will therefore
have to be incurred even when the expansion of the scope is arguably ineffective in its
aims. If this test can be invoked by consumers after the conclusion of contracts, sellers
will face uncertainties with regard to the contracts they have concluded. They will have
to account for the increased risks of being sued by increasing their prices. Extending the
fairness test is a very general instrument that will have implications for all consumer
contracts, not just for contracts that involve a problematic estimation of the price and
gain for the consumer. The problems with ‘unfair’ price and subject matter and ‘unfairly’
negotiated terms might also be more likely in some business sectors than in others. These
issues might be better addressed by special regulation which targets these specific
contracts, instead of regulation which is applicable to all contracts.

e. Conclusion: assessment of extending the scope of unfair terms regimes

After the assessment of the policy proposal of extending the scope of the fairness test
and the unfair terms regime to include price, main subject matter and individually
negotiated terms, it can be concluded that this policy intervention would be inefficient, as
the costs are likely to outweigh the benefits. The ability of these policy interventions to
add any benefit to consumers beyond the benefit provided by rules concerning
misrepresentation, undue influence and fraud should be doubted. It is unlikely that the
quality of price, main subject matter and negotiated terms will increase much as a result
of this very general policy intervention. Other more specific policy interventions can be
more effective. Furthermore, this policy intervention would result in several costs and
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adverse effects, such as demanding court procedures and moral hazard. Consumer moral
hazard, uncertainty, extensive negotiations and extra drafts lead to an increase in
transaction costs without corresponding benefits to social welfare. As has been argued
above, consumers might very well be willing to pay for the consumer protection that they
desire.>® If interventions are however unlikely to be effective, the costs of the
interventions are likely to outweigh the benefits, which does not justify making
consumers pay for their ‘enhanced’ protection. Policy recommendations with regard to
interventions in standardised consumer contract terms should not be unduly generalised.
The policy recommendations developed in chapter 5 cautioned against overly depending
on consumer vigilance in cases of standard contract terms that are not salient to
consumers. As price main subject matter and negotiated terms can be regarded as salient
product items, these recommendations might not hold. Indeed, from the assessment
conducted above, it can be argued that dependence on consumer vigilance can be
justified in consumer protection measures regarding price, main subject matter and
negotiated terms.

[ A behavioural policy proposal for enhancing quality of price and main subject
matter

As has been argued above, price and main subject matter are likely to be salient
product items, which will be taken into account by consumers in their assessment of the
contract. However, there are contracts in which sellers might be able to exploit consumer
biases related to the value of the contract, for instance due to difficulties with price
calculations. Examples of these contracts are credit card services, telephone and fitness
club subscriptions.™ In contracts where the gain out of the contract depends on the use
that consumers make of the product or service, consumers might be vulnerable to biased
decision making. Consumer might opt for an expensive fitness club contract, because
they are overly optimistic about how many times they will actually go to the gym. They
might therefore overestimate the value of the contract; after a few months, consumers
find out they benefit much less from the subscription than they had previously thought.
This problem could be even more likely to occur in contracts where the calculation of the
expected benefit from the contract is complex, such as contracts for financial products.

A behaviourally informed solution to this problem has been suggested by Bar-Gill
(Bar-Gill, 2007).**" He suggests providing consumers with information about average
use patterns of people who use these services. Neither sellers nor consumers have
information about the specific price and gains of the contract for each individual
consumer before the contract is concluded. However, the seller has information about
average use patterns of the consumers that the seller already has a contract with.

338 See above, chapter 2, section 2.3.3b.

3% See above, chapter 3, section 3.3.1.

0 This example has been mentioned several times before in this research; see chapter 3, section 3.2.2¢
mainly. For reasons of completeness and clarity, this section will however discuss this policy option again.
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Providing information about average use patterns to new customers would decrease the
information asymmetry between consumers and sellers. Average use patterns could even
be made publicly available by issuing mandatory information obligations to sellers. Also,
when the consumer has been using the good or service for some time, the seller acquires
information about the individual and specific use pattern of that consumer. That
information could also be disclosed to consumers, upon which they are enabled to re-
assess the contract on the basis of their own use pattern. Market parties could even be of
assistance by providing means to combine the assessment of individual use patterns and
available contracts. For instance, a website could be provided where consumers can
upload their credit card usage information, upon which the website calculates which
credit card company consumers could best contract with !

The information about average and specific use patterns could debias consumers, at
least to some extent. The provision of less and better information could nudge consumers
into more deliberated decisions. Also, the provided information can serve as an anchor
for consumer decision making and rebias consumers to allow for more welfare enhancing
decisions. However, framing problems, overconfidence and other biases can also cause
unrealistic assessments of benefits and costs of the contract. This proposal could still
enhance consumer policy related to contracts with a problematic price and main subject
matter due to complex decision making and biased value calculations. In these specific
contracts, the specific policy proposal described here could enhance the combined quality
of price and main subject matter.

7.24 Administrative control over standard terms

Another policy instrument that has been proposed frequently in the context of
standard terms in consumer contracts is the possibility of pre-approval of standard terms
forms by a public authority or a private interest groups. This is a type of administrative
control over the content of standard terms. Administrative control can enhance the
default option in consumer decision making: the consumer changes nothing in her
decision making process, but bases her decision on a more welfare enhancing default,
and is thereby nudged into a decision of higher quality.

a. Pre-approving content of standard terms

The policy option of administrative control implies that either public authorities or
private interest groups would be approached to give their consent to the standard contract
form that sellers would like to use. Through pre-approval, these consumer representatives
would be involved in the drafting process of standard consumer contracts. They could
make sure that standard terms will be drafted in higher quality, which could counteract
the market failure of adverse selection. The pre-approval functions as a soundness check
for the entire contract; the main difference with rating and labelling therefore is that an

31 See above, chapter 3, section 3.3.2e, note 94.
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approved contract is sure to comply with all legal requirements related to all terms of the
contract. The consumer does not need to interpret any label or ranking instrument herself,
but can merely check for approval.

Several authors discuss the option of administrative control over the content of
standard term contracts.*** Becher discusses the certification of standard term contract
forms by an approval agency to make sure these terms meet both the procedural and
substantive requirements (Becher, 2009). Gillette also suggests a system of prior
administrative approval of standard term contracts, and like Becher bases his suggestion
on the Israeli system (Gillette, 2005). The Israeli legal system comprises a Standard Term
Tribunal that can give pre-approval to standard terms.*** Companies can ask for this
approval on a voluntary basis. Pre-approval of a standard form contract by the Tribunal
guarantees that the contract does not contain any “unduly disadvantages” or onerous
terms (Becher, 2009: 757). A company that obtains approval for their standard terms
would be allowed to show a seal of approval on their contract and other forms of
communication, such as a website. Both sellers and consumers would be certain that
standard terms drafted in the contract meet (at least) the legal requirements related to
standard form consumer contracts.

Slightly adjusted policy proposals of administrative control could also be imagined.
Pre-approval could be asked for parts of the contract as well as the contract in its entirety.
Becher suggest that partly approved contracts can do more justice to the efficiency of
terms which depend on the type of the consumer. Distinguishing between consumer
types and offering them different terms would result in more efficient contracts. These
terms should still be able to bear the pre-approved quality signal. Another option would
be to offer a grading scheme for the approval of contracts (Becher, 2009: 759-67).

b. Reviewing the policy proposal of administrative control over consumer standard
terms

The first question in the review of the policy proposal of administrative control is
which benchmark would be used to assess the quality of standard terms. As has been
argued above, the quality standard provided by substantive requirements in unfair terms
regimes is unlikely to be very high.344 However, as many unfair terms are argued to still
be a part of consumer contracts irrespective of the legal substantive requirements, pre-
approving standard terms could be a valuable way of enhancing the quality of standard

*2 Mainly by Becher (2009) and Gillette (2005). Becher discusses the proposal itself in more detail, while
Gillette focuses on the circumstances under which this system would best be implemented. Furthermore,
Kaplow and Shavell (2002: 217) mention the possibility of substantive control over standard terms by
administrative organisations. The Israeli system, which uses a form of administrative control, is discussed
in more detail by Deutch (1990). See also Lando (1966: 138-43) and Bates (2002: 79-90).

*3 The OFT in the UK and the Consumer Ombudsman in the Nordic Countries can also be asked for
advice on standard terms, and the institutions can also give their pre-approval. In Mexico, a similar service
is provided by Profeco, the Federal Attorney’s Office of the Consumer. See above, chapter 6, section 6.2.4,
and corresponding notes.

3 See above, chapter 6, section 6.1.4.
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terms at least up to the level prescribed by legal substantive tests. By applying this
benchmark to standard terms in consumer contracts, quality of standard terms could be
ascertained at least up to the level of the substantive requirements.**> Arguably, it could
be possible to enhance the quality of standard terms even beyond that level, for instance,
by inviting consumer representatives to review the standard terms. It could however be
difficult to require companies to change their standard terms to account for more rights
and privileges to consumers than is required by law. Furthermore, consumers might have
a preference for lower quality terms if prices are adjusted correspondingly, and this might
depend on the business sector at hand. The benchmark should therefore be set in a way
that corresponds to consumer preferences, and that is a very difficult task. The less
ambitious task of ascertaining quality up to the level of substantive requirements seems
more desirable.

Secondly, the question remains whether consumer organisations and regulatory
institutions are aware of consumer preferences of desirable standard terms and
corresponding costs. As these parties are not sellers themselves, they have less
information about the consequences of shifting risks from the consumer to the seller,
especially with regard to the corresponding costs (Gillette, 2005: 987). Even though it
could be assumed that regulators have the right motives to do what is best for consumers,
Brooker and Cullum assert that they make “wild assumptions about how consumers
behave and ... what kind of regulation is needed” (Brooker and Cullum, 2008: 6).
Interests of buyers are unlikely to be homogeneous, which further complicates the
assessment. Especially consumer organisations are argued to lobby for higher quality,
perhaps at the expense of the consumer, because they are overprotective of consumers’
interests (Dayagi-Epstein, 2006: 230).>*° Furthermore, regulatory institutions and
consumer organisations are likely to underestimate the consequences of consumer moral
hazard >’ Regulatory agencies are argued to frequently issue regulation that favours
consumers over sellers (Gillette, 2005: 1006).

Thirdly, the incentives for sellers to participate in the model form scheme should be
examined.*® If sellers could either reduce the risk of liability, or gain a competitive
advantage that cannot be obtained otherwise, they would have an incentive to ask for pre-
approval of their standardised contracts (Gillette, 2005: 990-1). Avoiding doubts about
the legal validity of their contracts might even be a sufficient reason for parties to ask for
pre-approval (Collins, 2004: 799). This approval might function as a signal of quality for
sellers which they can use to enhance their reputation; also, the risk of being publicly
accused and convicted of having imposed unfair terms upon consumers might provide a
sufficient incentive (Sheldon, 1974: 21). As companies draft the standard terms
themselves, these terms can cater to the needs of business sectors, which is a positive

35 See above, chapter 6, section 6.3.2d.

346 Deutch (1990: 191) explains how consumer organisations have been involved in the review processes at
the Israeli Standard Term Tribunal.

7 See for instance Hartlief (2004: 254) for this view on consumers.

38 See also below, section 7.5.
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aspect of the proposal. The incentive to gain approval might however be decreased if the
demanded level of quality is too high and therefore too costly for sellers. The
attractiveness of pre-approved standard terms could be further enhanced by allowing the
pre-approval for standard terms to be cheap and easily obtainable. An increase of the
deterrent effect of enforcement against one-sided and onerous terms and enforcement
efforts generally will stimulate sellers to ask for pre-approval. Consumers could be
considered to have a ‘relaxed’ duty to read if they wish to oppose standard terms that
have not been pre-approved (Becher, 2009: 770-86). Another option to enhance the
attractiveness of pre-approved standard terms is holding non-approved forms as
presumptively unenforceable against the consumer (Bates, 2002: 104-5).

It is relevant to note that both Becher and Gillette comment upon the limited success
of the Israeli system, which could be caused by free riding problems (Gillette, 2005: 984-
9; Becher, 2009: 758). Sellers who have gained approval for their standard contract terms
are likely to make this accomplishment public. Usually, standard forms that sellers use
are easily acquired, either by downloading them from a website or on simple request.
Other commercial parties could take over these pre-approved contracts without having to
face the costs of obtaining the approval. When the quality sign of approval however has
more impact on consumer decision making than the terms themselves, free riding would
be less of an issue. Trade organisations that hand in contract terms for pre-approval could
also overcome free riding problems (Davis, 2006).

Fourth, and perhaps most importantly, the incentives that this policy proposal causes
to consumers should be examined. An arguable downside of pre-approval of standard
terms could be he fact that it provides incentives for consumers to refrain from reading
the contract. However, as has been suggested by empirical data, the incentive for
consumers to read terms is already so low that is it unlikely that is could be much further
decreased.’* Therefore, the adverse effect of decreasing consumer reading is likely to be
very small.

Another issue connected to consumer incentives is whether consumers will base their
buying decisions on for the presence (or absence) of a sign of approval on standard
terms. The arguments that have been discussed in the context of rating and labelling
apply here as well. ™ Even though contract terms themselves are unlikely to be a salient
product attribute, the overall quality of the terms might be. Consumers, it is argued, could
be incentivised to shop around for pre-approved contracts and to recognise pre-approval
as a quality signal (Becher, 2009: 759-63, 86-7). Consumer organisations can also help
create awareness about pre-approved contracts. Whether consumers will actually be
affected by pre-approval remains to be seen, and should be empirically tested. However,
out of reputation considerations, firms might wish to seek pre-approval even when
consumers cannot be shown to actively search for pre-approved contracts. To enhance

3 See above, chapter 5, section 5.5.
30 See above, section 7.2.1.
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the credibility of the quality signal, sellers who claim to use pre-approved terms without
actually adhering to these terms should be penalised, possibly by public institutions.

As yet, it is not clear whether pre-approved standard terms provide an effective
signal of quality that enables sellers to attract more consumers. This policy proposal
should therefore be carefully assessed and empirically tested.

c. Reviewing the slightly adjusted policy proposals of administrative control

The slightly adjusted policy proposals of partial approval and a grading scheme can
also be assessed. Pre-approval can be asked concerning parts of the contract as well as
concerning the contract in its entirety. Approving contracts partly, and not in their
entirety, would allow sellers to distinguish between consumer types and offer these
consumer types different contracts while still being able to use the quality signal of pre-
approval. Sophisticated consumers who consciously and upon deliberation would wish to
opt for a lower quality of contract terms could through partial pre-approval have an
opportunity to choose for those lower quality terms. Whether this adjusted proposal is
more beneficial to consumers however depends on the extent to which consumers
scrutinise the parts that have not been pre-approved. If sellers hide onerous terms in the
part of contract terms that are not approved, sellers could abuse the system of pre-
approval. Therefore, the governing body should be allowed to review the contract as a
whole, even when only a partial approval is requested. When terms are found that
undermine the fairness of the contract as a whole, approval should be withheld.

Another slightly adjusted policy proposal of administrative control concerns a
grading scheme for the approval of contracts. The grading of the contract could provide
more differentiated signals of quality to consumers; this would enable consumers to opt
for lower quality should they desire to do so. It could also provide an incentive to sellers
to provide standard terms of a higher quality than merely up to the level of legal
substantive terms. However, as Becher explains, a consistent grading of contracts can be
challenging to accomplish. Desirable terms might be business-sector specific. Weighing
individual terms and developing an overall grade that is informative to consumers might
also be difficult. Consumers might face difficulties in interpreting the differences in
grading. When the policy instrument is too difficult to comprehend for consumers, they
are not likely to base their decisions on the information that this instrument provides. As
it will be very complex to evaluate and grade standard terms consistently, the proposal of
a grading scheme for consumer contracts might not be advisable (Becher, 2009: 766-7).

d. Conclusions: the assessment of administrative control over standard terms

A pre-approval scheme for standard terms in consumer contracts is likely to have
positive effects on the quality of terms. Through administrative control the level of
quality in consumer standard terms can be upgraded to the quality level provided in legal
substantive tests. Consumer organisations can be involved in the review process, and
could request to set the benchmark even above quality level set by substantive legal tests
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and case law. It might however be difficult to ascertain that this quality level would
correspond to consumer preferences, especially since preferences might differ across
business sectors. There need to be incentives for sellers to ask for pre-approval. These
incentives could consist of higher sales, when consumers respond by demanding the seal
of approval when doing business. The limited success of the Israeli system and the
empirical data raise doubt to whether consumers will demand approved standard terms.
However, the reputational concerns of companies and other benefits they acquire from
obtaining pre-approval, such as limited liability, might suffice. This policy proposal can
therefore be argued to be quite promising in increasing the quality level of standard
terms, and should be explored in the setting of specific legal systems.

A special remark concerns the option of partial pre-approval. The suggestion that in
some contracts the efficiency of terms depends upon consumer types could hold in
theory. It is however vital that the entire contract, including all options, is subject to
evaluation. Consumers are not likely to assess the terms that have been left out in the pre-
approval procedures. Sellers should inform the evaluation authority of their reasons why
they would like to offer different terms to different consumers. When sellers can argue
convincingly that it would be beneficial for both consumers and themselves to allow for
different contracts to be offered to different consumers, they should be enabled to do so
without losing the quality signal that they have obtained.

7.2.5 Negotiated model forms of standard contract terms

A last option would be to supply model forms of standard terms in consumer
contracts. When these model contract forms would be the result of negotiations between
consumer and business interest groups, consumers would be involved in the drafting
process of standard contract terms. This policy option has the potential of improving
quality of terms beyond the mere level of excluding onerous terms. It utilises the
information present in both business and consumer groups to come to a real
understanding about the terms in consumer contracts. Related to behavioural intervention
strategies, model forms could be seen as ways to change the detrimental default that
consumers base decisions on. This alternative has received some attention in scholarly
and policy debate.*"
valid consumer representation should be established and the risks of regulatory capture
and anti-competitive effects. The following section will briefly discuss the main issues
related to negotiated model contracts. Even though this proposal should be further

Many issues are connected to this policy proposal, including how

assessed in actual market situations with regard to implementation details, financing,
effectiveness considerations et cetera, this proposal could be argued to likely provide
improvements to the quality of standard terms in consumer contracts.

3!t is contemplated by the European Commission (2000: 24-5) whether this would be a valuable strategy

to pursue; see also Sheldon (1974), Hondius (1983), Collins (2004), Van Boom and Kottenhagen (2006:
138), Viitanen (2007), Van Mierlo (2007) and Cafaggi (2008; 2009). This option is however not mentioned
in the EC Consumer Law Compendium (2008), as is also pointed out by Van Mierlo (2007: 422).
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a. (Negotiated) model forms of standard terms

Model forms of consumer standard terms can increase the quality of standard terms
by providing an ‘ideal’ form that market parties should adhere to. Eisenberg suggests that
legislatures should contemplate drafting standard form contracts for specific business
sectors in which consumers are especially vulnerable to enhance the quality of standard
terms, especially since consumers cannot be expected to discipline the market
(Eisenberg, 1985: 311). Becher also suggests that a set of default terms might be
proposed for specific, relatively homogeneous, industries by the administrative authority.
Sellers would have to specify where they depart from the pre-drafted terms (Becher,
2009: 759-60). There are several types of model forms; they could be drafted by
legislature, by regulatory agencies or by public authorities who protect the interest of
consumers, such as the Consumer Ombudsman or consumer authorities.>?

One way of providing for an optional model form of consumer standard terms is by
stimulating these models to be drafted in negotiations by business and consumer interest
representatives. This stimulation can be regarded as co-regulation, a form of self-
regulation (Grabosky and Braithwaite, 1986: 183). It corresponds to the new governance
approach that is becoming more prevalent in regulation.353 Representatives of both
parties to the contract can be requested or even required to negotiate a model set of
standard terms. In the case of consumer contracts, these negotiations are usually
conducted between trade and consumer organisations, and some public entity (Cafaggi,
2008: 105). This strategy is currently acted out in various countries in Europe, such as the
Netherlands, the Nordic countries (Norway, Sweden, Finland, and Denmark), Belgium,
France, Ireland and the UK, even though it is still an underdeveloped instrument in
European consumer policy (Van Mierlo, 2007: 411).* In the Nordic countries, besides

32 1t is also suggested in literature to involve the expertise of administrative agencies, law firms who are

specialised in the issue, non-profit trade organisations or interest groups and associations in the drafting of
these model forms. Choi and Gulati (2006: 1132) mention that law firms could draft standard terms for a
group of users, which would result in a save on transaction costs and would make consistent interpretation
easier. Mann (2006: 927-32) suggests using the expertise of an administrative agency, and both Davis
(2006) and Choi and Gulati (2006: 1139-42) discuss the role of interest groups or trade associations in the
development of standard terms for an industrial sector. Davis (2006: 1078-81) mentions that in the US
trade associations play a substantial role in the production of boilerplate. This is also the case in Europe.
Cafaggi (2008: 95) points to several examples where trade associations have provided model forms, such
as in the insurance, banking, telecom and transport industry. Trade associations however might not be very
concerned with the interests of consumers, or for that matter with society’s interests in general, as is also
mentioned by Davis (2006: 1091). See for a general discussion: Rakoff (2006).

353 See above, chapter 4, section 4.4.1e. For references to several articles that describe forms of new
government, see Amir and Lobel (2008: 2128), note 84.

4 yan Mierlo (2007: 423) mentions the Netherlands, Belgium and the UK. See also Perillo (2008: 187-8,
93) for examples on standard forms that have been developed by organisations mainly in business-to-
business contracts, which claim to take the interests of all stakeholders into account. He notes that
consumer contracts have not been able to profit from this development, and suggests that legal institutions
should fill that gap. Collins (2004: 798) however mentions that in Europe many countries have relied upon
co-regulation and self-regulation to influence the content of standard terms. This regulatory strategy has
been identified by the European Commission (2003: 21-3) in its Action Plan for more coherent European
contract law. See for more information, EC Consumer Law Compendium (Part II C2.VI.2) and European
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having the right to apply for injunctions in court, the Consumer Ombudsman also
negotiates about standard terms with businesses and acts as an interest representative for
consumers.” In the Netherlands a division of the Ministry of Economic Affairs, the
Social Economic Council (SER), hosts negotiations between business and consumer
interest groups to draft model forms of standard terms within specific business sectors.
These negotiations can result in sector-level agreements.*®

The effectiveness of negotiations between professional associations and consumer
interest representatives, either governmental institutions or consumer associations, has
varied in the countries where it has been implemented (European Commission, 2000: 24-
5; Collins, 2004: 798). In France, these agreements have not had much impact, which
was arguably a result of the fact that these contracts would only be valid for signatory
organisations and only at a local level. In the Netherlands and Sweden however, these
agreements have been highly successful: the agreements have been adopted by a
multitude of businesses, resulting in a drop in court cases (Viitanen, 2007: 100). In the
Netherlands, the sector-specific negotiations between professional organisations and
consumer associations have resulted in many sector-level agreements, and are considered
to be a very valuable approach by industry, consumer representatives and regulatory
institutions.

b. Advantages of (sector-level) negotiated model form contracts

Model standard terms developed in negotiations might be quite attractive, both for
society at large, sellers and consumers (Collins, 2004: 798-802). Both consumers and
businesses are represented in the negotiations, which should allow for the competing
interests to the contract to be taken into account in the model form. When these contracts
have been negotiated under fair procedures, these terms can be expected to be fair and
sensitive to the particular interests of the stakeholders. Consumers can have a say in the
drafting of consumer standard terms through a representative, which should generate
standard terms that correspond to consumer preferences to a larger extent than one-sided
standard terms would. It would be necessary to ensure the representativeness of the

Commission (2000: 24-5). Cafaggi (2008) extensively discusses multi-stakeholder agreements to draft
consumer standard contract terms.

35 See Viitanen (2007: 86) and Cafaggi (2008: 101) who discuss the fact that Nordic consumer
ombudsmen conduct these negotiations in several business sectors. Sheldon (1974: 39) describes that full
ex-ante negotiations with the Swedish Consumer Ombudsman can be started on initiative of the seller. See
Ramsay (2007: 211-3), Howells (2007) who discuss how the Office of Fair Trading (OFT) negotiates
standard terms on behalf of consumers and also challenges terms that it deems unfair. Trager (2008: 65)
mentions that negotiations are undertaken by the Irish Director of Consumer Affairs, among others. See
also Cafaggi (2009: 18-9) who explains how standard terms are developed by private interest groups, such
as trade associations, sometimes through negotiations.

336 This “Dutch Approach” has been discussed more in detail by Van Mierlo (2007); it is also mentioned by
Van Boom and Kottenhagen (2006: 138). Van Mierlo (2007: 411) argues that the dialogue between
contract parties aimed at drafting consumer standard terms is a success formula in an increasing number of
sectors; therefore, this approach might serve as a best practice in the EU. See for more information:
www.ser.nl/en/About_the_SER/Responsibilities/General_terms.aspx.
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parties to the contract negotiations, which could involve some technical assistance,
financial and organisational help such as training to consumer organisations.3 >7 The level
of quality in standard terms is likely to be enhanced when consumers are able to
influence the content of standard term contracts. Consequently, enforcement costs of
regulatory agencies and courts to guarantee that companies use fair contract terms will be
lower.*®

The model standard terms can be adjusted to the specific features of different
business sectors. Consumer law is not sector specific (Cafaggi, 2008: 99); however, the
desirable standard terms from the perspective of the consumer can be. Which standard
term is most efficient from the combined perspective of sellers and consumers might
depend on the relevant business sector. Also, not all aspects that should be considered in
standard terms are the same or even similar across business sectors. Negotiated model
standard terms in certain specific business sectors should be designed to incorporate all
the particularities of the relevant market.

Government institutions might lack necessary information about industry cost
structures and related consumer preferences regarding risk allocations. Negotiated model
forms can account for the information that both businesses and consumers possess in the
standard contract terms (Miller, 1985: 897-8). Information about preferences and
consequences for involved parties is more likely to be brought up in discussions by the
parties whom these preferences and consequences affect than by third parties.359
Therefore, term users and parties that will actually be affected by (the invocation of)
these terms will be more capable at drafting efficient contract terms themselves than a

regulating agency on the behalf of these parties.360

c. Incentives to use the negotiated model form contracts

As low-quality terms are cheaper for sellers, the model form is likely to be more
expensive. Costs could be partly recouped by the decrease in drafting costs that the use of
the model form would effectuate. This would apply especially to small-to-medium
enterprises, as contract drafting costs form a larger part of their overall costs in

37 See below, section f.

3% Another advantage connected to negotiated standard terms is that, if these negotiations were to take
place at a European level, these negotiated terms could be used to harmonise standard contracts in Europe.
European-wide negotiations could result in a save on transaction and information costs. However,
Whittaker (2006: 73) argues that the development of general standard terms for all consumer contracts
would not be easy to achieve, especially at a European level. Too many parties would have to be involved;
it would apply to too many business sectors and involve too many interests. Genuine collective bargaining
would be extremely difficult in this setting. Also, in different Member States, different consumer issues
could be at stake, or different business interests. Due to the heterogeneity of business and consumer
preferences in Member States, and in business sectors for that matter, it is more efficient if model standard
forms are developed within Member States, and at sector-level, as is argued by Kerber and Grundmann
(2006). This argument is raised in connection to the desirability of harmonisation in European private law,
a discussion that falls outside the scope of this research. See also above, chapter 6, note 282.

39 As Schiifer and Leyens (2009: 110-1) argue, sellers should have an incentive to use their superior
knowledge and capabilities to become engaged in enhancing contract quality.

360 See for a discussion, Mann (2006: 29-30).
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comparison to larger companies. These enterprises can save on transaction costs by free-
riding on the drafting efforts by other parties (Davis, 2006: 1085). Business parties can
also save on costs because the terms in the model standard form are less likely to be
challenged in court and even if they are, these terms are more likely to hold up in
court.*®! Adhering to the model form therefore provides predictability and certainty in
knowing that these terms are legally valid (Collins, 2004: 802). Employing a model of
standard terms can also be interpreted as a sign of consumer friendliness, a signal for
consumers that the terms which are applied by this company are of higher quality than
those of other companies. Reputation with the public or public goodwill, which is highly
regarded by companies, provides a stimulus for adopting the model form (Sheldon, 1974:
21). The concern for maintaining a favourable image both with consumers, regulating
authorities and other stakeholders can be seen as a crucial factor in effective co-
regulation (Balleisen and Eisner, 2009: 131-3). As business representative organisations
have agreed to these terms, companies are more likely to adopt these sets of standard
terms which have been developed with also the business interest in mind, than the ‘set” of
standard terms drafted by legal default rules.

The attractiveness of negotiated standard terms could be enhanced in the same ways
as have been discussed in the context of pre-approved standard terms.’®* The negotiation
process and obtaining the rights to use the negotiated standard terms should not be too
costly or require great amounts of effort on the part of individual sellers. However,
negotiations can be like public goods: free-riding problems can arise when these terms
are easy to acquire, and not all (business) parties who benefit from the negotiations then
contribute to the costs of these negotiations. Some kind of funding scheme for these
negotiations should be contemplated as the benefit to society may be large, but individual
benefit to individual contributing parties may be small.

Enforcement against one-sided and onerous terms should be enhanced, which would
make sellers more inclined to cooperate in a model form contract scheme.”® Non-
negotiated forms can be held as presumptively unenforceable against the consumer.
Furthermore, sellers could be granted a more favourable position when they are
confronted with claims against model form terms, which renders them less likely to lose

3! The Dutch Consumer Authority only assesses consumer standard terms that have been drafted

unilaterally; the terms that have been drafted in negotiations between consumer and business organisations
are not taken up in the assessment. For the Dutch Consumer Authorities’ approach to consumer
standardised terms, see consuwijzer.nl/Consumententhema_s/Algemene_voorwaarden. Sheldon (1974: 39)
describes that the outcome of ex-ante negotiations between the Swedish Consumer Ombudsman and sellers
have no legal status as formal approval can only be obtained through procedures challenging terms at
Market Court. However, as consumers do not have a legal standing in the Market Court, the approval of the
Consumer Ombudsman is a good indication that these terms will not be challenged. As Viitanen (2007: 88)
describes, when the Consumer Ombudsman refuses to undertake legal action before the Market Court, a
registered association looking after consumers’ interests could also challenge standard terms in consumer
contracts. Wilhelmsson (1993: 438-9) however argues that this occurs very rarely in practice.

32 See above, section 7.2.4b.

363 Viitanen (2007: 100) argues that one of the reasons that these negotiations have been very successful in
Sweden, where sellers have been more than willing to cooperate, was that public institutions have
convincingly shown their willingness to use hard law in case persuasion would fail.
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a dispute when they adhere to the model term contracts. This will result in a save in legal
costs. Consumers should be made aware of the fact that certain sellers adhere to
negotiated terms and others do not, to stimulate consumers to shop around for negotiated
contracts. Abuse of the quality signal by claiming to adhere to negotiated terms but in
fact using other standard terms should be duly penalised.

d. Correspondence to substantive requirements

In descriptions of negotiated model forms of standard terms, regulatory institutions
in particular frequently mention that these terms have to comply with necessary legal
substantive requirements (as mentioned by for instance European Commission, 2003:
22). Therefore, a check of the negotiated model forms in their entirety would have to be
conducted. This would increase the workload of regulatory or monitoring institutions.
These institutions do not (regularly) check standard contract forms that are drawn up by
individual companies in their entirety; in some cases, these institutions do respond to
consumer complaints, but even then they will only assess the specific standard terms that
this complaint pertains to. Especially when negotiated forms are constructed at sector-
level, many negotiated forms would need to be checked with regard to their adherence to
substantive requirements.

Collins however argues that the concern related to the correspondence between
negotiated model forms and substantive requirements might not be justified (Collins,
2004: 800-1). Firstly, most terms that are the result of negotiations and that are therefore
agreed to by consumer representatives will correspond to substantive requirements.
Secondly, if all interested parties have been adequately represented, and the negotiated
model form is what they agree would be a desirable risk allocation between sellers and
consumers in that business sector, there is no reason to doubt this outcome even if it does
not correspond to the legal requirements that are connected to the substance of the
364 As has been mentioned above, substantive requirements may not have been
set at an efficient level. > When standard term models are the result of negotiations

contract.

between consumer representative organisations and business organisations, these models
are more likely to consist of efficient terms than default rules drafted by policy makers. It
is worth to note yet again that there might be low-quality terms, which consumers prefer
to have included in contracts.’®® The reason might be that consumers can better prevent
the contingency that this risk pertains to from occurring, or that they can insure
themselves against that risk. Also, consumers might not want to bear the costs associated
with the protection from that risk. As long as consumers have agreed to the terms in
advance, and they were adequately represented, there does not seem to be much need for
negotiated terms to comply with substantive requirements. In fair and adequate

364 The extent to which negotiated model forms correspond to legal substantive requirements is not clear at
this point; anecdotal evidence such as conversations with the Dutch Consumer Authority suggests that
unfair terms might persist even in negotiated model contracts.

365 See above, chapter 6, section 6.3.1a.

3% See above, chapter 5, section 5.5 4a.
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procedures, when negotiated terms do not meet substantive requirements, a serious policy
concern should not automatically arise.

e. Anti-competitive effects

Besides substantive requirements, there are other legal requirements that apply to
negotiated model terms. These requirements are connected to the issue of competition. A
downside to industry self-regulation, and co-regulation, is that it could restrict
competition (Van den Bergh, 2006: 160-2). This concern is also mentioned in the EC
report on the implementation of the EC Unfair Terms Directive, where it is stated that
one should “provide for and encourage the establishment of systems that encourage the
negotiation and discussion of terms with the professionals (obviously without prejudice
to competition law) (European Commission, 2000: 25, emphasis added).367 Contractual
terms and negotiated agreements over model contract forms are considered to fall within
the scope of EC competition law, implying that they will be scrutinised for anti-
competitive effects.’®® Especially when terms are price-related, they will be subject to
strict consideration (Cafaggi, 2008: 127-31). Also in the Netherlands, the Dutch
Competition Authority has been very much involved with the question which terms could
be negotiated and agreed upon in the model form discussions. The Dutch Competition
Authority has concluded that, in general, negotiated standard terms are not considered to
be a concern with regard to anti-competitive effects, but that particular contract clauses
should not be part of the negotiations.369 Wilhelmsson describes how case law on this
issue is vague. Cooperation concerning certain terms, like clauses on interest rates or
certain delivery terms, may be seen as having anti-competitive effects according to case
law. Cooperation concerning other terms does not necessarily have anti-competitive
effects (Wilhelmsson, 2006: 68-72).

The proposal of a model form of standard terms to be used in one sector of industry
has also been criticised for decreasing competition between firms. This would however
only be problematic if firms compete on the basis of their standard contract terms in the
first place. As is suggested by the empirical data, this kind of competition is unlikely to
occur in reality for the majority of standardised contract terms.””® If no competition in
fact occurs with respect to the terms that have been negotiated, employing a model form
of standard terms only stands to improve the quality of standard terms (Collins, 2004:
800-2). It is of paramount importance to distinguish which terms are considered by

37 See Wilhelmsson (2006: 61-3) on competition issues, arguing that even though how competition law is
more suspicious than consumer law, it will allow model contract forms to be negotiated between sellers
and consumers. Cafaggi (2008) also discusses the limits to negotiated standard form contracts by
competition law extensively.

368 These agreements are considered to be agreements or decisions of undertakings within article 101 par. 1
of the Treaty on the Functioning of the European Union that has been in force as of 1 December 2009 (ex
article 81, par. 1 of the Treaty on the Establishment of the European Community, mostly referred to as EC
Treaty). The agreements described and therefore fall within the scope of EC competition law.

369 See SER (2006: 10-2).

370 See above, chapter 5, section 5.5.3b.
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consumers in their decision which sellers to contract with, because terms that should
therefore be left to the competition between sellers. Negotiated standard term agreements
should therefore not aim to standardise all terms in the contract, only the ones that are not
consciously included in buyer’s decision making processes (Cafaggi, 2008: 110-1).

However, one anti-competitive risk remains: this model could provide a forum for
businesses to meet, and to make anti-competitive arrangements other than the
arrangement of standard terms in consumer contracts. This cooperation over standard
terms might therefore not directly have anti-competitive effects, but can reinforce other
anti-competitive measures (Wilhelmsson, 2006: 69).

f. Consumer representation

Policy strategies that aim at actually promoting the interests of consumers should
require that consumer participation is ensured both at the level of policy decision making
as well as at the level of enforcement. As Van den Bergh argues, consumer associations
can have better information at their disposal than individual consumers do. Furthermore,
representation can solve rational apathy problems. To the extent that consumer
associations depend on financial contributions from consumer members, free riding could
be an issue (Van den Bergh, 2008: 284-8). Consumer representation by consumer
organisations would constitute a way to allow the voice of the consumer to be heard in
the drafting process of standard contract forms. However, consumer participation in the
EU is argued to be limited and outweighed by the influence of business interest groups
(Ramsay, 2007: 19-22). Consumer representative organisations do voice consumers’
interests, but their impact on politics is limited and their membership relatively small
(Howells and Weatherill, 2005: 17).

Ramsay discusses how consumer organisations are faced with several problems
(Ramsay, 2007: 19-22). Firstly, all consumers have a very small interest in any issue, and
this interest might not be enough to get consumer organisations incentivised to take
action. Secondly, consumer interests might be very diverse as the entire group of
consumers is large and diverse. As has been described by Olson, a large group size which
consists of heterogeneous group members complicates collective action (Olson, 1965).
Striking a balance in case of conflicting interests might therefore be quite hard for
consumer interest groups (Dayagi-Epstein, 2006: 231). Thirdly, consumer associations
suffer from free rider issues as all consumers benefit from the efforts of these
associations, but not everyone wishes to contribute. Consumer organisations in particular
are faced with the concern of low resources (Dayagi-Epstein, 2006: 228). Trade
associations face fewer problems in this regard, as they are likely to be better organised,
have more funding, and their members have more homogeneous preferences (Gillette,
2004: 1008). Therefore, when consumers are involved in regulatory processes, the mere
opportunity for consumers to be involved is not always enough to assure adequate
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representation of consumer interest.””' Consumer associations should be supported by
training and funding, and they should cooperate with fellow consumer associations
possibly in other countries (Dayagi-Epstein, 2006: 242-7).

To make sure that consumer interest groups can adequately represent the voice of the
consumer, they should be aided in their endeavours by for instance training and funding.
Also, regular meetings between several consumer interest groups to share knowledge and
best practices should be set up, preferably at a European level (Bourgoignie, 1987: 231-4;
Dayagi-Epstein, 2006: 242-7). In some cases, public authorities might be present in legal
systems that are better or at least equally able to represent the interest of consumers. In
Nordic countries trade organisations negotiate with the Ombudsmen and Consumer
Agencies, which is as Hondius argues a result of to the fact that consumer associations in
these regions are weak (Hondius, 2006: 239). Consumer interest parties might have
information advantages with regard to consumer preferences, but a Consumer
Ombudsman might be a more competent and organised party. Which party would be best
able to defend the interests of consumers in standard terms negotiations would depend
upon the institutional arrangements and existence of (competent) consumer interest
groups in the respective legal systems n

A remaining issue is whether the interests of the consumer representative
organisation align with the interests of the broad population of consumers, which
potentially has heterogeneous interests (Van den Bergh, 2008: 293). As has been
explained above, consumer organisations are argued to lobby for higher quality, perhaps
at the expense of the consumer, because they are overprotective of consumers’ interests
and underestimate the consequences of consumer moral hazard.”” This could be a reason
to issue these model forms of standard terms as an option for sellers, instead of making
them mandatory for business sectors, as will be discussed below >4

g. Regulatory capture

It has also been argued that negotiations between public authorities and regulated
subjects are likely to be captured either by the industry which interests it should regulate,
or by consumer organisations (Bates, 2002: 88-9; Gillette, 2005: 1005-12). A clear need
exists to increase the understanding of how the interplay of interest groups and
deliberative processes influences legislation and regulation (Hadfield et al., 1998: 148-
150).

To limit the risk of regulatory capture, it should be made sure that these negotiations
are conducted with participants who have conflicting interests, so that hidden agendas

! As discussed by Dayagi-Epstein (2006: 224-5), consumer interest groups can also suffer from problems
concerning lack of legitimacy, which can be dealt with through democratic decision procedures, or other
methods to make sure that consumers are satisfied with the outcomes of interest group decision making.

372 See also Van Mierlo (2007: 422-3).

373 As has been described by Van den Bergh (2008), consumer association representation can give rise to a
principle-agent problem. See above, section 7.2.4b.

374 See below, section h.
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will not remain to be hidden (Cafaggi, 2008: 138). A higher number of participants will
also result in the fact that the chances of one party hijacking the regulatory process are
minimal. However, even when participation of as many stakeholders as possible is
ensured, there is no guarantee that the contract terms that result from the negotiations are
indeed the most efficient. The parties that are involved in the negotiations have their own
interest in mind. They could maximise their own benefits, or externalise costs to other
parties that are not included in the negotiations. For instance, consumer interest groups
are often criticised of being overprotective and of asking for too much protection on
behalf of consumers (Dayagi-Epstein, 2006: 230). Also, regulatory agencies are claimed
to be more likely to favour consumers over sellers (Gillette, 2004: 1008). Consumer
moral hazard should however explicitly be taken into account in order to counteract
adverse effects of regulation; sellers are likely to be aware of this risk and should provide
the necessary information. To counteract detrimental effects of conflicts of interest in
individuals, Cafaggi argues that conflicts of interests in individual hidden agendas should
be mandatorily disclosed. A group can also have interests that are different from the
public interest. Therefore, not only should a plurality of affected actors be involved in the
decision making process, but these processes should also consist of transparent
procedures and a lot of deliberation in which all relevant interests are duly regarded
(Cafaggi, 2006: 55-8).

h. Optional or mandatory

A welfare-enhancing model of standard terms might provide an effective way of
stimulating the inclusion of such terms into consumer contracts. The question arises why
these negotiated standard terms should not be made to mandatory to all consumer
contracts conducted in the respective business sector.””

One answer would be that mandatory standard contract terms, even if they are
differentiated by business sector, would not correspond to the regulatory approach of soft
paternalism. Mandatory application of negotiated terms would in fact constitute a very
far-reaching type of administrative control. Even though consumers are unlikely to
consider standard terms in their decision making process, they might consider a quality
signal of the standard contract as a whole. The picture is not entirely clear yet. Consumer
interests are not homogeneous. Some consumers might prefer standard terms that allow
for less privileges than the negotiated model form, and might opt for non-negotiated
terms when given the choice. When negotiated model forms are mandatory, consumers
can no longer opt out of the default. As has been argued above, consumer associations
could be seen as being overprotective of consumers, because they lobby for a higher level

of consumer protection than is deemed preferable by large groups of consumers e

35 In fact, Van Mierlo (2007: 414) shows that, in the Netherlands, the government is enabled by law to

declare negotiated standard terms as legally binding for an entire business sector.
376 See above, section f, and section 7.2 .4b.
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Furthermore, consumers might actually wish to negotiate the content of certain
contract terms. Even though this might be unlikely, this possibility cannot as yet be ruled
out. The negotiated terms could in these cases be of assistance to negotiating consumers,
not because they are mandatorily imposed, but because they provide consumers with an
anchor or reference point. Default rules, and as such model rules, tend to be sticky and
have an expressive effect.’’” The default rule could be expressive in the sense that it is
interpreted to be the fairest allocation of risk, simply because it is drafted in the standard
term model form. Optional negotiated terms, unlike mandatory ones, do not diminish the
range of available options. This allows consumers to opt for other terms if they feel
confident in deviating from the default and thereby increase their welfare in their
estimations.

However, in markets with consistent cognitive problems, such as markets in which
the stakes for consumers are high while the learning opportunities are small, or markets
in which the typical consumers are vulnerable, elderly for instance, might justify an
exception to the preference for optional over mandatory application (Becher, 2009: 787-
8). Mandatory application may also be preferred when the optional regime fails as a
result of a lack of cooperation by sellers. As the optional model, unlike the mandatory
model, can accommodate heterogeneous preferences of consumers, the first model
should be generally preferred over the second. When the optional models are
insufficiently effective, the mandatory model can be contemplated.

i. Conclusion: assessment of negotiated model forms of standard terms

In the aim to enhance the quality of standard terms, the option of negotiated model
forms of standard terms can be concluded to be worthy of exploration in order to make
sure this enhanced quality corresponds to actual consumer preferences. Negotiations can
include consumer interests in the drafting process of standard terms. These terms are
therefore likely to be of higher quality than one-sided standard terms, especially when
they are allowed to differ per business sector. Enforcement costs of policing standard
terms would consequently be lower, which should be balanced against the costs of the
regulatory intervention. This policy intervention can be costly to set up; costs can
however also be borne to some extent by participating parties, and should be considered
in relation to the increase in quality of standard terms. Businesses also can gain from
these negotiations, because they will save on drafting and litigation costs. The model can
enhance sellers’ reputation. To enhance the attractiveness of the negotiated terms, the
model terms should be easily obtainable and easy to use, enforcement against unfair non-
negotiated terms should be intensified, and consumers should be made aware of the
quality signal that is conveyed by adherence to negotiated terms.

Negotiated terms might not all correspond to legal substantive tests. As long as
consumers have been fairly represented in the negotiations, these terms are likely to be

377 See above, chapter 5, section 5.3 4.
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efficient even in the odd case that they do not correspond to substantive requirements.
Anti-competitive effects are neither a source of serious concern, as long as the
negotiations are limited to the terms that consumers do not include in their
decision making process. The argument that the provided platform could allow
businesses to cooperate in an anti-competitive way should be seen in relation to other
platforms that already exists. Arguably, if companies want to meet and discuss, they
could; online conferencing has made meeting without physically travelling to the same
location quite easy. It does however remain a valid concern.

Since consumer organisations might be less well-organised than trade associations
and could represent a very heterogeneous member group, some assistance to consumer
organisations should be contemplated to assure fair consumer representation. Depending
upon the institutional arrangements, a public authority such as the Nordic Consumer
Ombudsman would be the most efficient party to include in the negotiations on behalf of
consumers. Regulatory capture can be a concern; this concern is however somewhat
averted by inviting both sellers and consumers to the negotiations. Procedures should be
transparent and many stakeholders should be present, so that hidden agendas will not
remain hidden. The negotiated model forms should ideally be an optional instrument, so
that consumers could opt out from the model terms or even negotiate some terms, should
they so desire. Consumers may be unlikely to do so, but as long as it has not been
established that negotiated terms provide effective quality signals, mandated choice is not
desirable. When the optional instrument turns out to be ineffective however, mandatorily
applying the negotiated terms to the entire business sector should be contemplated.

The policy option of negotiated model forms of consumer standard terms can be
argued to be most promising in the aim for improvements to the quality of standardised
contract terms. One caveat should however be mentioned: when the legal system in
which this policy option is contemplated is characterised by an adversarial culture, and
business and consumer representatives are unlikely to ever come to an agreement with
regard to standard contract terms, the policy option of negotiated model forms might be
too strenuous to be effective. The previous option of administrative control over
consumer standard terms might be more effective and efficient in such cases, especially
when the administrative procedures employ a benchmark that is higher than the legal
substantive tests.
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7.3 Conclusions: proposals to enhance standard term consumer policy

This chapter has commented upon several policy proposals that aspire to enhance
unfair terms regimes, aiming to roughly establish which policy strategies would be
promising when aiming to enhance the quality of standard terms in consumer contracts.

The first type of proposals focuses on solving the signing-without-reading problem.
This research concludes that this strategy is unlikely to provide to ultimate solution to
unfair consumer contract term issues. Behavioural insights suggest looking beyond
solving this specific problem, and for instance focus on providing a valuable information
tool which allows consumers to assess the quality of terms. An example of such a tool
can be provided by rating standard term forms, or providing a label which discloses the
most contentious or important (from the perspective of the consumer) standard terms. As
these policy tools still heavily depend on the consumer to discipline the market with
respect to standard terms, some doubt can be shed on whether these proposals can really
augment the quality of terms.

Other proposals argue that standard terms should be removed from consumer
contracts and replaced either by a general doctrine of reasonable expectations or by
forced negotiations. It would be very difficult to determine what these reasonable
expectations might be, and it could even be reasonable to expect a low quality in standard
terms. Forced negotiations are no viable option either, as they would increase transaction
costs to such a level that consumer transactions might come to a standstill. Standard
terms come with benefits for both sellers and consumers; doing away with standard terms
is ill-advised. This policy strategy is not worth developing.

Expanding the scope of the fairness test and the unfair terms regime is the third
policy proposal that was discussed in this chapter. Whether this policy suggestion is
likely to enhance the quality of price, main subject matter or negotiated terms most
efficiently or effectively remains to be seen. To the extent that the cause of low quality is
misrepresentation, adverse selection, undue influence and fraud, policy instruments
already exists that are aimed specifically at these causes. Also, moral hazard and a
decrease in the range of available options could be a consequence of this expansion in
scope. Extending the scope of the fairness test is a very general instrument which will
have consequences for a large range of consumer contracts. Not in all these contracts
problems with “unfair” price, main subject matter or negotiated terms are to be expected,
while costs of increased uncertainty do affect all contracts. This policy proposal fails to
deal with potential underlying causes of low quality. Contracts in which the consumer
might be uncertain of the price (and corresponding main subject matter) of the contract,
such as fitness club, internet, telephone subscriptions and credit card services, could
benefit from a behaviourally informed policy proposal. Providing consumers with
information about average use patterns could enhance consumer assessment of the
contract. As a result, the quality of terms could be improved, even if the consumer is still
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required to discipline the market, because of improved information. The behaviourally
informed proposal is better targeted at the perceived problem area and is more likely to
be effective in augmenting quality than the policy proposal of substantive test scope
expansion.

Fourthly, administrative control over the quality of standard terms is established to
be a promising policy strategy. Standard terms, or entire forms of standard terms, could
be pre-approved by some institution, which would then provide a quality seal to the
contract and make sure the quality attained is at least that which is set by substantive
regulation and case law. As is argued in the previous chapter, that level is currently not
realised in common policy. Seller participation in the scheme could be stimulated by
reducing the risk of liability and correcting free-rider problems. Consumer demand for
approved standard terms could be necessary to drive this policy instrument, and therefore
it would need to be carefully tested in light of empirical findings. However, theoretically,
this strategy could be quite beneficial in improving the quality level of terms.

The last type of policy suggestions consists of negotiations between business and
consumer representatives, which result in model forms of consumer contracts preferably
at sector-level. By introducing consumer interests in the drafting process, this policy
proposal stands to enhance the quality of standard terms. Businesses can also gain from
this proposal by saving in drafting in litigation costs. As long as consumers have been
adequately represented, the (odd yet) possible fact that these terms do not correspond to
legal substantive requirements should not be a concern; neither should anti-competitive
effects, as long the negotiations are limited to terms that are not considered by consumers
in the decision which seller to contract with. Some assistance to consumer organisations
should be contemplated to assure fair consumer representation. Transparent procedures
and the representation of most to all interests should limit the risk of regulatory capture.
The model terms should be optional instead of mandatory as long as the optional model
has not been shown to be ineffective in raising consumer standard term quality.

To conclude, it can be argued that some policy strategies that have been discussed
are capable of augmenting the quality of standardised consumer contract terms. Most
promising in this regard are pre-approved standard terms and a negotiated model of
standard terms. Which proposal would be more effective depends upon the respective
legal regime. In a rather adversarial culture, the consensus-based approach of negotiating
a model form of standard terms might not be appropriate. In this case, consumer and
business organisations could be involved in lengthy and costly negotiations, possibly
without any beneficial end-result. In these cases, pre-approved standard terms should be
contemplated, which would ideally adhere to a benchmark that takes consumer
preferences, rather than (only) the legal substantive requirements, into account. Where a
consensus can be achieved between consumer and seller representatives however, the
negotiated model contract terms can be a very effective way of enhancing contract
quality by getting consumers involved in the drafting process, and this policy proposal
should in such cases be contemplated.
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8. Conclusions and recommendations

8.1 Conclusions

To conclude this research, this chapter aims at providing an answer to the research
questions that have been posed in the introduction, namely:

1. To what extent can the application of insights from behavioural
economics and empirical research into economic analysis be relied
upon to improve consumer policy from a social welfare perspective?

2. To what extent can consumer policy regarding standardised consumer
contract terms be improved by re-assessing policy on the basis of
behavioural economic insights and proposing corresponding
interventions from a social welfare perspective?

After a summary of the results that have followed from the analyses conducted in
this research, this chapter will also provide some recommendations for further
investigation.

8.1.1 Application of behavioural insights to consumer policy

In the assessment of the desirability of applying behavioural insights to consumer
policy, this research has first addressed the question of whether behavioural insights
could justify government interventions into consumer contracts beyond the rationales that
were provided by conventional economics. Secondly, it has addressed the cautions and
considerations that should be taken into account when behavioural insights inform
consumer protection policy; policy guidelines have been developed to account for some
of these cautions and considerations.

a. Economic and behavioural rationales for government intervention in consumer
contracts

The conditions under which government interventions in (consumer) markets are
socially desirable from an economic point of view can be concluded to be the following:
to correct for market failures, which are imperfect competition, public goods,
externalities and information asymmetry, and to decrease transaction costs. With regard
to consumer contracts, issues connected to transaction costs, information asymmetries
and competition can justify government intervention. This research has focused on the
first two. Transaction costs such as contracting, monitoring and enforcement costs can be
decreased by the provision of enforcement mechanisms and by setting default terms in
contract law. Government interventions that address the market failure of information
asymmetry can provide for simple and comparable information, written in plain
language, they can consist of disclosure duties or mandatory quality standards, or they
can stimulate this information to be disclosed by market parties. Even though market
solutions are present to counteract these market failures, there might still be a potential
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increase in social welfare to be obtained by government interventions. As these
interventions are costly, the benefits of the intervention should outweigh the costs, and
market solutions that render government intervention superfluous should be taken into
account.

The next aim of this research was to establish whether behavioural insights can give
implications for consumer policy that go beyond the standard economic rationales for
intervention, and this research has concluded that to be the case. Behavioural literature
has identified several biases and heuristics that might affect consumer decision making.
These insights do not correspond to standard economic theory and the rational choice
model of (consumer) behaviour. Behavioural insights such as bounded rationality and
information overload, risk perception biases, self-serving biases, status quo biases, time
related biases, contexts and framing, anchoring and adjustment, and bounded will-power
have been discussed. However, whether behavioural insights are more accurate than
rational choice at predicting consumer behaviour depends upon the specific case.
Cognitive decision making might allow for dual processes, which could for example
mean that one system is more rational and analytical, and the other is more affective and
intuitive. Specific contexts should then be assessed to determine which decision making
process is employed by consumers in this context.

Behavioural insights can have several implications for consumer policy in particular,
such as a recommendation to protect consumers from their own errors, possibly even by
limiting their options. Consumer interests could be harmed even in markets that are free
from any traditional market failures. Even in a market that is sufficiently competitive,
where no information asymmetries exist and externalities are internalised, social welfare
might still stand to be increased by improving consumers’ decision making process.
Biases, heuristics and other notions can lead to suboptimal decision making from the
perspectives of the consumer and of social welfare. Furthermore, behavioural insight
challenges the effectiveness of information disclosure in aiding consumers in their
decision making process. Interventions in individual decision making can debias
consumers and nudge them into more rational decision making. Also, the default position
of the decision can be changed to alter the outcome of the decision without changing the
decision making process itself. In addition, heuristics can be employed to enhance the
end-result of the decision. Which intervention strategy is more desirable should be
carefully assessed, and would depend on the intrusiveness and effectiveness of the
intervention, combined with the ease with which the effects of the intervention can be
predicted.

b. Relying upon behavioural insights to enhance consumer policy

Behavioural insights can in many cases be argued to be more accurate in explaining
and predicting describing consumer decision making. However, the assessment of the
extent to which the insights from behavioural economics and empirical studies into
economic analysis should inform consumer policy from a social welfare perspective has

280



8. Conclusions and recommendations

raised several concerns. This research has reviewed these concerns, but has come to the
conclusion that none of these cautions and considerations prohibit welfare-enhancing
behaviourally informed consumer policy. Therefore, it is concluded that it is at least
theoretically possible to enhance consumer policy by the application of behavioural
economic insights.

However, it is acknowledged that this conclusion will not be valid in all consumer
policy issues. In some situations, rational choice is better at predicting behaviour, or the
hypothesised bias cannot be shown to be detrimental to consumers with regard to the
specific market. Furthermore, the behavioural intervention should not be implemented
when it is too costly, when the policy is ineffective as a result of to government error, or
when the policy has been devised to wrongly manipulate rather than aid consumers in
their decision making. This research has identified several cautions and considerations
that behaviourally informed consumer policy should take into account, in order to
ascertain the beneficial welfare effects of the amended policy.

From a methodological perspective, the following cautions and considerations
should be accounted for in the translation of behavioural insights into welfare-enhancing
consumer policy:

= Social data should be interpreted cautiously. A clear call for prudence concerning

over-generalising results from behavioural studies is put forward. The fact that a
bias is found in one study, which was conducted in a laboratory setting and
involved student subjects, does not automatically imply that this bias gives rise to
concerns in real-life situations. Empirical studies should be undertaken as results
from these studies are more easily generalised.

= Since behavioural insights and individual decision making are shown to be

dependent upon contexts, contexts should be accounted for in behavioural studies.
Through behavioural research the accuracy of predictions can be enhanced in
specific contexts, even though psychological insights are less suited as a basis for
one general paradigm. Context-specific research, theory and policy are warranted
in this case.

= Conflicting biases can decrease the tractability of behavioural research. When

conflicting biases can be argued to affect decision making, the issue should be
cleared up preferably by empirical research as opposed to experimental studies.

= Accounting for behavioural insights could increase the complexity and analytical

costs of the assessment and make the results more context-dependent. This loss in
generality and parsimony could however be traded-off against increased accuracy
in the cases where behavioural insights are shown to enhance predictions. As
behavioural economics progresses, the analytical costs concerned with
behavioural research will also decrease.
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The main normative considerations for the interpretation of behavioural findings in order
to improve consumer policy can be identified as follows:

= It should be assessed whether perceived consumer biases are detrimental for
consumers in reality. Consumers might learn from mistakes, or they might be able
to be educated by sellers and information intermediaries. Also, it should be
assessed whether sellers in fact do abuse consumer biases. In cases of complex
choices, which are not made on a daily basis and which hold consequences that
are dreaded or that will occur mainly in the (distant) future, the government is
more likely to be able to efficiently improve consumer decisions.

= Policy makers should be very aware of the difficulties connected to deciding what
is in the best interests of other people, including the observation that they may be
biased themselves. The reason that people decide as they do might very well be
that they actually prefer this decision; consumers might also prefer being able to
decide for themselves, even erroneously.

» The increased discretion allowed to policy makers and risks of manipulating
consumers’ decisions against their best interests are special concerns. If
consumers perceive ‘benign’ interventions as wrongly manipulating, these
interventions could have counter-productive effects.

= Paternalistic interventions can result in costs to sophisticated consumers and
sellers, and risk increasing consumer dependency while deterring consumer
learning. These adverse and distributional effects should be taken into account in
the evaluation of some welfare-enhancing intervention.

When behavioural insights are used for the development of policy, these cautions and
consideration should be considered and where possible counteracted. This research has

developed guidelines for cautious and welfare-enhancing consumer policy, such as:
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= A scientifically sound basis for policy analysis. When a behavioural bias is argued

to influence decision making to consumers’ detriment, sound, preferably
empirical, studies should be undertaken to provide a reliable basis for policy, the
results of which should not be over-generalised.

» FEconomic welfare analysis to be seen as more than rational choice. When

behavioural insights are shown to influence decision making, economic insights
can and should still be included in the development of socially beneficial
consumer policy.

» Market-based analysis of consumer behaviour. Consumer behaviour should be

assessed in the markets that it relates to. The explanations and predictions for
behaviour that are shown to be valid, whether they are behavioural or rational,
should form the basis of the analysis. Sellers’ abuse of consumer decision making
should be clearly established, as well as the detrimental effects of biased
behaviour, including market corrections and consumer learning.
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= Designing behavioural interventions: efficient, context-specific and heuristic-
savvy. Like any policy intervention, behaviourally informed policy should be
cost-effective, it should aim at curing a clearly established issue, and it should be
more efficient in this aim than other policy options, including the option of no
intervention. As behavioural insights are context-dependent, behaviourally
informed policy should address specific issues and refrain from providing general
solutions. It should be aware of the choice architectures pertaining to the
decision making process of consumers, and it should where possible take
advantage of biases and heuristics to steer decision making towards welfare-
enhancing options.

» Transparent and rigorous decision making procedures for policy. Transparent
and rigorous decision making procedures, which are based upon cost-benefit
analyses and allow stakeholders, experts and other interested parties to have a say
in the development of policy, should guard against government error, biased
policy decision making and undue discretion in or manipulation of policy. These
rigorous procedures however come at a cost, and can offer no guarantee of
success.

These guidelines should be a starting point for the design of behaviourally informed
consumer policy interventions that aim at an improvement of consumer and social
welfare. Such interventions should be based on insights from both traditional economic
analysis and behavioural sciences.

8.1.2 Improvements of consumer policy regarding standardised contract terms

As has been explained above, some of the concerns that call for caution in the
process of translating behavioural insights into consumer policy relate to over-
generalisation and context-specificity of behavioural results, and argue that behavioural
insights should not be used to inform or justify general policy recommendations. Specific
consumer policy issues should be taken into account, and appropriate interventions
should be developed to account for the specific context of consumer decision making.
Therefore, the possible additions to consumer policy resulting from behavioural insights
have been more thoroughly explored by the assessment of a specific policy issue:
standard terms in consumer contracts.

With regard to the specific policy issue of standardised consumer contract terms, this
research concludes that behavioural insights are able to enhance economic policy
recommendations by arguing for a more limited dependence on information disclosure
and consumer vigilance of standard terms in consumer contracts. This shift in policy
focus is a clear addition to the economic analysis of standard terms that has resulted from
the application of behavioural insights. In addition, it has been argued that these
improved policy recommendations are not yet accounted for in the common core of
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unfair terms regimes, which thus stand to be enhanced by the application of behavioural
insights. Furthermore, in the assessment of policy proposals that suggest amending unfair
terms regimes, two proposals have been identified as most promising in the aim to
enhance the quality of standard terms in consumer contracts: pre-approval of standard
terms through administrative monitoring, and a model form of standard terms that results
from negotiations between business and consumer interest groups. The strategy of
solving the sigining-without-reading problem does not show much potential in
effectively and efficiently overcoming the market failure of information asymmetry.

a. Economic policy recommendations

In the assessment of the conventional economic analysis concerning standard terms,
this research has shown that the quality of standard terms provided in the market is likely
to be too low from the perspective of social welfare as a result of information asymmetry
and adverse selection. This suggests that consumers prefer a higher quality in standard
terms than the level that is being provided by sellers, even if they would have to incur the
extra costs that come with providing higher quality. Market corrections are not
sufficiently effective in overcoming this welfare loss. While economic insights depend
mainly upon information disclosure and consumer vigilance to discipline the market and
to generate efficient contract terms, behavioural economics takes a different approach.

Using behavioural insights, it can be argued that consumers are unlikely to be able to
discipline the market in providing efficient standard terms, even when they are aided in
this endeavour by information remedies. Biases and heuristics impair consumer
decision making and consumer vigilance. Neither competition nor litigation will induce
sellers to draft efficient terms in consumer contracts. The claim that low quality one-
sided terms will not be invoked against consumers when this is not efficient from a social
welfare perspective, cannot be supported. Social welfare therefore stands to be improved
by government intervention that aims to enhance the quality of standard terms. In policy,
the dependence on consumer vigilance and information duties to stimulate this vigilance
is likely to be insufficient. Hence, government interventions that reach beyond the
provision of information are justified if the policy aims to induce an enhancement of the
quality of standard terms in consumer contracts. This shift in policy focus, which consists
of arguing for a more limited dependence upon information disclosure and consumer
vigilance in standard terms in consumer contracts, is a clear addition to the economic
analysis of standard terms that has resulted from the application of behavioural insights.

b. Assessing the common core

Next, the common core of unfair terms regimes has been assessed to establish
whether the improved behavioural recommendations can be used to enhance actual
consumer policy related to standardised consumer contracts.

The assessment of the effectiveness of the common approach in unfair terms policies
in enhancing the quality of standardised consumer terms has concluded that unfair terms
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regimes stand to be improved by the application of the behaviourally enhanced policy
recommendations. First, it has been shown that policies in unfair terms regimes largely
correspond to the insights of information economics. The basic principles of freedom of
contract and the laissez-faire approach also include the freedom to make mistakes. The
principles of duty to read and blanket assent also call for consumer vigilance: when the
consumer assents to a transaction with undesirable terms, these terms will be held against
her, as long as they meet substantive requirements. Unfair terms regimes can be argued
to be highly dependent on information disclosure and consumer vigilance. The policy
instrument of choice when dealing with standard terms is information disclosure.
Information disclosure requires consumers to be vigilant; informed consumers, or
consumers that have had the opportunity to become informed, are assumed to be able to
look out for their own interests.

Secondly, even though a threshold level of quality for terms in consumer contracts is
provided in unfair terms regimes, this threshold level of quality might not even be
effective in truly enhancing quality. The extent to which policy employs substantive
requirements as opposed to information duties is arguably small. Substantive
requirements set a threshold level of quality for standard terms. This fairness level is
argued to not be very high, and only able to bar very low-quality terms from consumer
contracts. This research has therefore argued that the standard of unfairness, the threshold
level below which consumers will not be hurt by their rational apathy, is rather low.
Correspondingly, the extent to which information disclosure and consumer vigilance are
required to enhance the quality of terms is quite high. The enforcement of unfair terms
regimes again depends on consumer vigilance. Consumers need to be active when
confronted with unfair terms. They need to know which terms are unfair, that these terms
are used against them, they need to be aware of their legal rights and take action against
these terms. Rational apathy concerns might be at play here, which also suggests that
individual consumers should not be overly depended on to enforce unfair terms policy.
These concerns have been accounted for in policy by allowing private as well as public
organisations to act on behalf of consumers. However, consumer action is still regarded
to be a main instigator of the enforcement of unfair terms policies. European unfair terms
policies thus stand to be improved in order to enhance the quality of standardised
consumer terms.

c. Improved policy interventions

Some policy strategies are likely to be capable to augment the quality of standardised
consumer contract terms in a way that can be both effective and efficient. Solving the
signing-without-problem through standardising the design of contracts, making
consumers sign each page of the contract or other ways of constituting ‘real’ assent can
be doubted with the respect of truly enabling consumers to discipline the market for
standard terms. Most promising proposals that correspond to the benevolently assessed
strategies are pre-approved standard terms and a negotiated model of standard terms.
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Standard terms, or entire forms of standard terms, could be pre-approved by some
institution, which would then attach a quality seal to the contract. When standard terms in
consumer contracts are pre-approved, the quality of terms is likely to be increased, at
least to the level of substantive legal requirements. The quality of the terms could further
by improved by involving consumer organisations in the approval process, who might
demand for an even higher quality benchmark. It would however be difficult to ascertain
that this quality level corresponds to consumer preferences, especially since preferences
might differ across business sectors. Seller participation in the scheme could be
stimulated by reducing the risk of liability and correcting free-rider problems. Consumer
demand for approved standard terms could be necessary to drive this policy instrument,
and it would therefore need to be carefully tested in light of empirical findings. However,
this proposal could be quite beneficial for improving quality levels of terms.

Another promising policy proposal consists of negotiations between business and
consumer representatives, which result in model forms of consumer contracts preferably
at sector-level. By introducing consumer interests in the drafting process, this policy
proposal stands to enhance the quality of standard terms. Businesses are also to gain,
because they save on drafting and litigation costs. As long as consumers have been
adequately represented, the possible (but unlikely) fact that these terms do not correspond
to legal substantive requirements should not be a concern; neither should anti-
competitive effects, as long as the terms that negotiated are not considered by consumers
in their decision which seller to contract with. Some assistance to consumer organisations
should be contemplated to ensure fair consumer representation. Transparent procedures
where most to all interests are represented should limit the risk of regulatory capture. The
model terms should be optional instead of mandatory as long as the optional model has
not been shown to be ineffective in raising consumer standard term quality.

Which proposal would be most effective in a specific legal system would depend
upon the characteristics of that legal regime, and this question should therefore be more
deeply assessed, taking the specificities of the relevant context into account. When the
culture in this legal system is quite adversarial, the consensus-based approach of
negotiating a model form of standard terms might not be appropriate. In this case,
consumer and business organisations could be stuck in lengthy and costly negotiations,
possibly without any beneficial end result. In these cases, pre-approved standard terms
should be contemplated, which would ideally adhere to a benchmark that corresponds to
consumer preferences rather than (only) to the legal substantive requirements. Where a
consensus can be achieved between consumer and seller representatives however, the
negotiated model contract terms can be a very effective way of enhancing contract
quality by getting consumers involved in the drafting process.

This behavioural analysis related to the specific issue of consumer standardised
contract terms gives an example of how behavioural insights can be used to improve
consumer policy and therefore provides further support to the first conclusion of this
research.
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8.2 Recommendations for further research

To conclude this research, some recommendations for further research will be
provided. These recommendations refer mainly to the necessity of more extensively
exploring specific legal systems, specific standard terms and specific business sectors
when behavioural insights are included in consumer policy related to standardised
contract terms.

8.2.1 Correspondence between guidelines and conducted assessment

With regard to the guidelines, cautions and considerations that have been identified
in chapter 4, it should be noticed that the assessment that has been conducted in this
thesis of consumer standardised contract terms does not account fully for the identified
concerns. The existing empirical studies are not entirely sufficient to serve as a basis for
far-reaching policy interventions; only suggestions should be taken from the presented
analysis. This implies that before these insights can be used to inform policy, further
empirical studies should be conducted. A remaining issue is for instance the extent to
which sellers are in fact abusing consumer standard terms. Sellers might be prevented
from invoking low-quality standard terms against consumers, as is argued by some
economic scholars. When reputational concerns can be shown to have such an effect, the
analysis of standard terms would be improved. Again however, this argument is likely to
be valid for some sellers, in some markets, but not in all markets. The relevance of this
argument should be duly assessed. As has been mentioned several times in this research,
it would also be vital to distinguish which terms are considered by consumers in their
decision making process, and which terms they neglect. Terms that are considered by
consumers can be left to competition by sellers; consumer policy should only interfere
with these termsto a limited extent, if at all. Terms that are neglected however can be
even substantively improved by policy.

Also, this research has reviewed the common core of unfair terms regimes. If the use
of this analysis for actual policy enhancements should be contemplated, the analysis
should first be re-assessed according to the specificities of the specific unfair terms
regimes. The specific characteristics of legal systems, such as institutional arrangements,
public consumer institutions, the strength of consumer organisations and cultural aspects
such as adversarialism, should be taken up in the assessment. A related issue that should
be examined in empirical studies is the effectiveness of the suggested policy proposals,
such as the extent to which a pre-approved or negotiated model form of consumer
contracts can serve as a signal for quality to consumers. Also, the interrelated issue of
enforcement should be taken up in the assessment. Enhanced enforcement of unfair terms
regimes could also increase the quality level of standard term contracts. Policy
interventions should be assessed taking all other options into account.
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As has been discussed above, contemplated policy interventions should take the
context of consumer decision making into account; contexts have been insufficiently
accounted for in this general analysis of consumer standard terms. However, the analysis
that has been presented in this research can provide a sound basis for further research.
The suggestions that have been developed in this analysis should not be ignored.
Furthermore, this analysis can be used to identify the policy questions which are worthy
of further exploration.

8.2.2 Application to specific standard terms and business sectors

A further possible extension of the analysis portrayed in this research is to consider
not only the general issue of standard terms, but to also assess behavioural insights
related to specific standard terms, or specific contracts that are used in business sectors.

An issue that has not been explored extensively is the question of how consumers
assess risks that are allocated in standard contracts other than neglecting them. Risks, as
has been argued, can be both under- and over-evaluated by consumers. An assessment of
consumer consideration of specific contract terms, instead of the general assessment that
has been conducted in this research, could further explore consumer decision making
One business sector in which this analysis would be particularly valid is the financial
sector. As has been mentioned above, the analysis that has been presented with regard to
standard terms is likely to be valid in the majority of standard term contracts. There
might however be contracts that are properly assessed by consumers, such as mortgage
37 Whether this assessment corresponds more to rational
predictions or to behavioural insights should be further explored. Literature on this issue

contracts and consumer credit.

is already very extensive;’” perhaps even the analysis of consumer financial products
can benefit to some extent from the analysis portrayed in this research.

In general, the assessment of standard terms would benefit from a more business
sector based approach, which takes the specificities of the relevant market into account.
For these sector-level analyses, the analysis portrayed in this research could provide a
starting point.

378 See above, chapter 5, section 5.5.5.

39 To refer to just a few sources out of this extensive literature, see for instance: Levitin (2007), Mann
(2006), Rasmussen (1998), Rosenberg (2006), Richards, Palmer and Bogdanova (2008), Littwin (2009),
Bar-Gill and Warren (2008) and Evans and Wright (2009). On financial adhesion contracts in particular,
see: Volante (2008) and Smith (2009). See Wright and Zywicki (2009) for a critical view of the Consumer
Financial Protection Agency that is proposed by the Obama administration. Wright and Zywicki argue that
this Agency will have significant unintended consequences, including but not limited to a reduction in
competition, consumer choice, and availability of credit to consumers for productive uses, and that it will
be an example of adverse effects of regulation while being overly bureaucratic. See also Bar-Gill (2009),
Evans (2009) and Levitin (2009).
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Samenvatting

Een van de belangrijkste vragen die hedentendage speelt met betrekking tot
consumentenbeleid is hoe om te gaan met inzichten uit de gedragswetenschappen zoals
psychologie en sociologie. Het gebruik van inzichten uit de economie is jaren een bekend
verschijnsel. Recente ontwikkelingen zoals de kredietcrisis en problemen ten aanzien van
de deregulering van markten hebben ertoe geleid dat het vertrouwen in rationele
keuzetheorie als basis voor beleid is ondermijnd. Daarom wordt reikhalzend uitgekeken
naar de inzichten van een nieuwe stroming in de literatuur, namelijk gedragseconomie,
ofwel behavioural economics, welke de inzichten van psychologie en sociologie verbindt
aan economie. Het is echter nog niet duidelijk hoe en in hoeverre de inzichten uit
gedragseconomie kunnen en zouden moeten worden gebruikt in consumentenbeleid.
Deze vraag staat centraal in dit onderzoek.

Onderzoeksdoel

Het onderzoek heeft een tweeledig onderzoeksdoel. Ten eerste richt het onderzoek
op de toegevoegde waarde die de gedragswetenschappelijke inzichten kunnen hebben
voor de economische aanbevelingen voor consumentenbeleid. In de
gedragswetenschappelijke literatuur wordt betoogd dat met name consumentenbeleid
zich uitermate leent voor toepassing van gedragseconomische inzichten. Desalniettemin
kunnen ook verschillende kritische kanttekeningen worden gezet bij het baseren van
beleid op gedragseconomie. Dit onderzoek zal daarom pogen om aan te geven in
hoeverre de inzichten van gedragseconomie kunnen worden gebruikt in
consumentenbeleid vanuit het perspectief van algemene nutsmaximalisatie. Na een
globale beantwoording van deze vraag zal het onderzoek zich meer specifiek richten op
het onderwerp van algemene voorwaarden in consumentencontracten. Dit onderwerp is
in de conventionele economische literatuur reeds uitvoerig belicht. Betoogd werd dat
wanneer problemen met informatie asymmetrie voldoende werden tegengegaan, de
consument in staat zou zijn om de markt te disciplineren om die algemene voorwaarden
op te stellen die aan de wensen van de consument voldoen. De inzichten van
gedragseconomie bieden echter een ander perspectief. De gedragseconomie stelt dat het
consumentenbeslissingsproces zodanig wordt beinvloed door psychologische biases, dat
ook alerte en behoedzame consumenten niet in staat zijn om de gewenste algemene
voorwaarden in de markt af te dwingen. De tweede onderzoeksvraag van dit project is
daarom in hoeverre consumentenbeleid ten aanzien van algemene contractsvoorwaarden
kan worden verbeterd door toepassing van inzichten uit de gedragseconomie en daaruit
voortvloeiende aanbevelingen voor beleid vanuit het perspectief van algemene
nutsmaximalisatie.
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Methodologie

Ter beantwoording van de eerste vraag zullen ten eerste de economische rationalen
voor consumentenbeleid en de gedragseconomische benadering worden toegelicht.
Daarna zal worden besproken in hoeverre het wenselijk is om consumentenbeleid te
baseren op gedragseconomie. Verschillende kanttekeningen, zowel van methodologische
als van beleidsmatige aard, zullen de revue passeren. Ook worden richtlijnen worden
ontwikkeld om de problematiek die in de kanttekeningen wordt beschreven, het hoofd te
bieden. Een van deze richtlijnen is de aanbeveling dat beleid gebaseerd op
gedragseconomische inzichten zich zou moeten richten op meer specifieke dan algemene
beleidskwesties, hetgeen de basis biedt voor de tweede discussie in dit onderzoek.

De tweede onderzoeksvraag richt zich op de problematiek rond algemene
voorwaarden in consumentencontracten. De discussie die wordt aangewend om een
antwoord te bieden op deze onderzoeksvraag bedient zich van een multidimensionale
aanpak. De analyse van consumentenbeleid ten aanzien van algemene
contractsvoorwaarden omvat zowel conventionele economische inzichten als inzichten
uit de informatie-economie en inzichten uit de gedragseconomie. Daarbij zullen de
verschillende inzichten worden getoetst door middel van een bespreking van relevant
empirisch onderzoek. Daarna wordt een juridisch perspectief gepresenteerd waarin de ius
commune of common core van het consumentenbeleid in Europa ten aanzien algemene
contractsvoorwaarden wordt besproken. Tenslotte zullen verschillende beleidsvoorstellen
worden bediscussieerd en zal worden nagegaan in welke mate zij kunnen worden ingezet
om, vanuit het perspectief van het algemene nut, de kwaliteit van algemene voorwaarden
in consumentencontracten te verbeteren.

Toegevoegde waarde gedragseconomie voor consumentenbeleid

De gedragswetenschappelijke literatuur heeft verschillende psychologische biases
and  heuristics  geidentifieerd die van invloed kunnen zijn op het
consumentenbeslissingsproces. Een bias houdt in dat men met een bepaalde
vooringenomenheid naar situaties en beslissingen kijkt. Heuristics geven een bepaalde
vaststaande beslissingstrategie aan, welke het nemen van een beslissing makkelijker
maakt, maar welke niet noodzakelijkerwijs leidt tot de beste beslissing. Deze inzichten
stroken niet de conventionele economische theorie en het rationele keuzemodel.
Gedragswetenschappelijke inzichten zoals beperkte rationaliteit, een overbelasting van
informatie, risk percepties, een voorkeur voor de status quo, biases ten aanzien van tijd,
contexten van het besluit, de invloed van beslissingsankers en aanpassingen daarop en
beperkte wilskracht kunnen te voorspellen invloed uitoefenen op individuele besluiten.
Of het rationele keuzeparadigma of deze gedragstheoretische inzichten een betere
voorspelling van beslissingsprocessen genereren hangt echter af van het specifieke geval.
Er bestaan zelfs aanwijzingen dat beide paradigma’s door dezelfde individuen worden
gebruikt, athankelijk van de keuze waarvoor zij staan. Dit impliceert dat het belangrijk is
om te onderscheiden wanneer welk keuzeparadigma voorspelbaar wordt gebruikt.
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Op basis van gedragswetenschappelijke inzichten kunnen bepaalde implicaties voor
consumentenbeleid worden gegeven, namelijk dat het wenselijk is om consumenten te
beschermen tegen hun eigen fouten. Het consumentenbelang kan in het geding zijn zelfs
wanneer een markt geen andere vormen van marktfalen herbergt. Zelfs een markt met
voldoende mededinging, geen informatieasymmetrie en waarin alle externe effecten zijn
geinternaliseerd  kan zich lenen voor een  verbetering van  het
consumentenbeslissingsproces ten einde het algemene nut te verbeteren. Verder
betwisten de gedragseconomische inzichten de effectiviteit van het publiceren van
informatie voor consumenten waartoe verkopers en producenten zijn verplicht.

Gedragseconomische inzichten kunnen de accuratesse van economische
voorspellingen ten aanzien van consumentenbeslissingsprocessen verbeteren. Echter, er
dienen ook een aantal kanttekeningen te worden geplaatst bij het baseren van
consumentenbeleid op deze gedragstheoretische inzichten. Geen van deze kanttekeningen
rechtvaardigt echter een algehele afwijzing van consumentenbeleid dat wordt
geinformeerd door gedragstheorie. Daarom concludeert dit onderzoek dat het, in ieder
geval in theorie, mogelijk is om consumentenbeleid te verbeteren vanuit het algemene
nutsperspectief op basis van gedragswetenschappelijke inzichten.

Daarbij dient erkent te worden dat deze conclusie niet in alle gevallen van
consumentenbeslissingsprocessen of consumentenbeleid gelding zal hebben. Rationele
keuzetheorie kan meer accurate voorspellingen genereren in bepaalde gevallen. Ook kan
soms de bias wel hypothetisch bestaan, maar kan niet worden aangetoond dat het de
consument tot nadeel strekt. Verder dient een op gedragsinzichten gebaseerd
beleidsvoorstel niet te worden geimplementeerd als het teveel kosten met zich
meebrengt, wanneer het ineffectief is, of wanneer het wordt misbruikt om
consumentenbeslissingen te manipuleren. Dit onderzoek bespreekt verschillende
kanttekeningen bij het vertalen van gedragswetenschappelijke inzichten in beleid met
welke rekening gehouden dient te worden teneinde de algemene nutseffecten van beleid
te kunnen borgen.

Vanuit een methodologisch perspectief gelden de volgende kanttekeningen:

* Empirisch onderzoek en de data die dat genereert dienen zorgvuldig
geinterpreteerd te worden. Een overmatige generalisatie van deze data is niet op
zijn plaats. Ook bestaat er een belangrijk verschil tussen tests die in een
laboratoriumsetting plaatsvinden, en tests die gebaseerd zijn het daadwerkelijke
beslissingen in het leven van alledag.

= Aangezien beslissingen sterk blijken te worden beinvloed door context, dient de
context te worden meegenomen in gedragswetenschappelijke studies.

» Wanneer verschillende gedragstheoretische inzichten elkaar tegenspreken kan dit
de toepasbaarheid en voorspellingsgave van deze inzichten ondermijnen.
Empirisch onderzoek dient opheldering te geven over welk effect in het
specifieke geval een sterkere invloed uitoefent op gedrag.
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= De analytische kosten verbonden met het doen van onderzoek kunnen toenemen
door de toepassing van gedragswetenschappelijke inzichten. Ook kunnen deze
resultaten meer context-afhankelijk zijn dan conventionele economische
inzichten. Een afweging dient gemaakt te worden met het verbeteren van de
accuratesse van voorspellingen.

De belangrijkste kanttekeningen vanuit een beleidsmatig perspectief luiden als volgt:

= Wanneer een bepaalde bias wordt betoogd nadelige gevolgen voor consumenten
te hebben op theoretische basis, dient te worden nagegaan of dit nadeel zich in de
werkelijkheid verwezenlijkt. Consumenten kunnen leren van hun fouten, of zij
kunnen door (concurrerende) verkopers worden geinformeerd over ‘betere’
beslissingen. Daarbij is het voor verkopers niet altijd mogelijk om gebruik te
maken van deze cognitieve biases and heuristics van consumenten, aangezien
verkopers aan dezelfde fenomenen onderhevig kunnen zijn. Wanneer keuzen
complex zijn, niet dagelijks worden gemaakt, zware onderwerpen hebben waar
consumenten niet graag aan denken zoals pijn en verdriet, of welke van welke de
effecten voornamelijk zich in de toekomst afspelen, is het leerpotentieel van
consumenten ten aanzien van deze beslissingen kleiner.

= Beleidsmakers dienen zich in grote mate bewust te zijn van de moeilijkheden
rond besluiten nemen in het belang van andere mensen, waar die mensen zelf
geneigd zijn om tot een ander besluit te komen dan de beleidsmaker. Wellicht
heeft de consument daadwerkelijk een voorkeur voor deze beslissing, of
prefereert zij haar eigen keuzen te maken ook al zijn deze foutief vanuit het
perspectief van de beleidsmaker en algemeen nut.

* De mogelijkheid dat beleidsmakers meer discretie hebben in hun beslissingen
door toepassing van gedragseconomische inzichten en beslissingen van anderen
zelfs kunnen manipuleren is een speciale kanttekening waard.

= Paternalistisch ingrijpen ten behoeve van bepaalde consumenten kan nadelen
opleveren voor andere consumenten en voor verkopers. Daarbij neemt de
noodzaak tot leren voor consumenten af. Deze effecten dienen te worden

meegewogen alvorens tot ingrijpen wordt overgegaan.

Dit onderzoek heeft naast kanttekeningen ook een aantal richtlijnen opgesteld waarmee

de problematiek die in de kanttekeningen beschreven wordt het hoofd kan worden

geboden. Deze zijn:
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= Het leggen van een goed onderbouwde wetenschappelijke basis voor
beleidsonderzoek, welke gebruik maakt van empirisch onderzoek en zich behoudt
voor het maken van overmatige generalisaties.

= Het besef dat de economie meer heeft gebracht dan alleen rationele keuzetheorie,
en dat economische inzichten een waardevolle toevoeging kunnen bieden aan
beleid zelfs wanneer de gedragseconomische inzichten een betere voorspelling
van het individuele keuzeproces blijken te geven.
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= Het belang van het doen van marktgerelateerd onderzoek van
consumentengedrag, waarin het te corrigeren nadeel dat consumenten
ondervinden door cognitieve biases and heuristics duidelijk wordt aangetoond.

= Het ontwikkelen van op gedragstheorie gebaseerde interventies die efficiént zijn,
zodat de baten opwegen tegen de kosten en geen andere interventie tot een beter
resultaat zou leiden; welke rekening houden met de context van de relevante
beslissingsprocessen; en welke zijn toegespitst op en zelfs eventueel
gebruikmaken van de cognitieve biases and heuristics die aan
consumentenbeslissingen ten grondslag liggen om deze te sturen richten een
beslissing die meer nut oplevert voor zowel consumenten als samenleving als
geheel.

= Het belang van transparantie in het beleidsproces, welke zich dient van kosten-
baten analyses en een rol geeft aan stakeholders zoals consumenten en producten
om zich uit te spreken over beleid teneinde foutieve besluiten en overmatige
manipulatie van consumentenbeslissingen tegen te gaan.

Algemene voorwaarden in consumentencontracten

Op basis van conventionele economische inzichten kan worden betoogd dat de
kwaliteit van algemene voorwaarden in consumentencontracten te wensen overlaat. Door
informatieasymmetrie en averechtse selectie zijn deze voorwaarden van een te lage
kwaliteit wanneer het perspectief van algemeen nut wordt gehanteerd. Het is aannemelijk
dat consumenten de voorkeur zouden geven aan een hogere kwaliteit van algemene
voorwaarden, welke hen meer rechten en privileges toebedeelt dan nu het geval is, zelfs
wanneer zij daarvoor de verkoper in kosten zouden moeten compenseren.
Marktoplossingen zoals reputatie en het leren van consumenten zijn niet afdoende om dit
verlies aan welvaart te compenseren. Economische inzichten zich voornamelijk richten
op interventies zoals het verplicht publiceren van informatie en de het vergroten van de
waakzaamheid en zorgvuldigheid van de consument. Op basis van gedragseconomische
inzichten kunnen twijfels worden gezet bij de wenselijkheid van deze interventies. Het is
niet aannemelijk, zo wordt betoogd, dat consumenten in staat zijn om de markt te
disciplineren in het verschaffen van de ‘juiste’ algemene contractsvoorwaarden, zelfs niet
waarin consumenten hierin worden geholpen door verplichte informatieverschaffing.
Biases and heuristics ondermijnen het vermogen van consumenten om
welvaartsbevorderende beslissingen te nemen, en om waakzaam te zijn. Noch
concurrentie tussen bedrijven, noch de dreiging met de handhaving van
consumentenbeleid is afdoende om  het kwaliteitsverlies in  algemene
contractsvoorwaarden te compenseren. Het argument dat contractsvoorwaarden van een
lage kwaliteit alleen zullen worden ingeroepen ten opzichte van consumenten wanneer
dit in het belang is van het algemene nut kan niet afdoende worden onderbouwd. Daarom
is het vanuit het perspectief van het algemene nut wenselijk dat de overheid ingrijpt in de
markt om de kwaliteit van algemene voorwaarden te verbeteren, welk ingrijpen verder
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kan gaan dan enkel het verschaffen van informatie en vertrouwen op de waakzaamheid
van de consument. De rechtvaardiging voor deze verdergaande interventies kan worden
gezocht in de toepassing van gedragseconomische inzichten. Deze verandering in
beleidsstrategie geeft daarmee de toegevoegde waarde aan van het toepassen van
inzichten uit de gedrageconomie op het beleid ten aanzien van algemene voorwaarden in
consumentencontracten vanuit het perspectief van algemeen nut.

De bespreking van de effectiviteit van de common approach in beleid ten aanzien
van algemene voorwaarden in consumentencontracten zoals deze in Europese
rechtssystemen wordt gebezigd leidt tot de conclusie dat deze aanpak verbeterd kan
worden door toepassing van gedragseconomische inzichten. Ten eerste is aangetoond dat
het consumentenbeleid grotendeels correspondeert met de inzichten van informatie-
economie. De fundamentele beginselen van contractsvrijneid en de laissez-faire
benadering omhelzen ook de vrijheid om fouten te maken. Het principe dat de consument
de voorwaarden dient te lezen en dat zij door het accepteren van het contract als geheel
automatisch instemt met alle voorwaarden die deel uit maken van dat contract geven het
belang aan welke in de Europese rechtsbenadering gehecht wordt aan de waakzaamheid
van de consument. De algemene voorwaarden zijn van toepassing op het contract dat de
consument is aangegaan, tenzij deze niet voldoen aan bepaalde inhoudelijke vereisten.
Beleid ten aanzien van algemene voorwaarden verlaat zich in hoge mate op
informatievoorziening en de waakzaamheid van consumenten. Als beleidsinterventie
wordt aan het verschaffen van informatie de voorkeur gegeven. Consumenten dienen
zichzelf te informeren, en hun eigen belangen te waarborgen.

Ten tweede, zelfs wanneer bepaalde inhoudelijke vereisten worden aangegeven voor
algemene voorwaarden in consumentencontracten, is het niet aannemelijk dat de
vereisten de kwaliteit van algemene voorwaarden afdoende bevorderen. Enkel de meest
onredelijke voorwaarden kunnen uit het contract worden geweerd. Daarnaast wordt in de
handhaving van deze vereisten nog steeds een grote rol toebedeeld aan de individuele
consument, wat weer verband houdt met het vertrouwen in haar waakzaamheid.
Consumenten dienen te weten welke voorwaarden niet voldoen aan de vereisten, dat deze
voorwaarden in het contract van toepassing zijn, en dat zij in hun recht staan om tegen
deze voorwaarden actie te ondernemen. Daarnaast speelt rationele apathie een rol, welke
aangeeft dat de belangen voor consumenten in deze wellicht niet groot genoeg zijn om
erop te vertrouwen dat zij de markt zullen gaan disciplineren. Het is zowel publieke als
private organisaties toegestaan om een juridische actie in te stellen tegen onredelijke
algemene voorwaarden namens consumenten. Echter, de individuele actie is nog steeds
de meest belangrijke instigator van de handhaving van het consumentenbeleid ten
aanzien van algemene voorwaarden. Daarom is een verbetering van het huidige beleid op
zijn plaats om de kwaliteit van algemene voorwaarden in consumentencontracten te
verbeteren.

Verschillende beleidsstrategieén lenen zich tot dit doel. Het oplossen van het
probleem dat consumenten algemene voorwaarden accepteren zonder deze te lezen biedt
niet veel soelaas. Meer veelbelovend zijn strategieén waarin instanties contracten met
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algemene voorwaarden vooraf toetsen en daar goedkeuring aan verlenen waardoor een
soort kwaliteitszegel aan het contract wordt toegevoegd. Een andere strategie die potentie
heeft om de kwaliteit van algemene voorwaarden in consumentencontracten te vergroten
is het laten plaatsvinden van onderhandelingen tussen consumenten- en
bedrijfsorganisaties ten aanzien van algemene voorwaarden.

De analyse ten aanzien van algemene voorwaarden in consumentencontracten geeft
aan hoe gedragseconomische inzichten kunnen worden gebruikt om consumentenbeleid
te verbeteren, ook vanuit het perspectief van algemeen nut. Deze tweede hoofdconclusie
geeft hiermee een verdere onderbouwing aan de eerste hoofdconclusie van het
onderzoek. Aanbevelingen voor verder onderzoek richten zich op verdere verkenning van
specifieke rechtssystemen, specifiecke algemene voorwaarden en specifieke
bedrijfssectoren om de toegevoegde waarde van gedragseconomische inzichten ten
aanzien van consumentenbeleid nog beter te kunnen duiden.
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