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CERTIFICATION OF EXPERIENCE GOODS

Ovrlova V.
In the world of asymmetric information, goods
determination. There are two basic types of goods

certification as a minimisation
Consumers cannot identify
indicator

of good's  quality.

One of important fields of modern micro-
economics is a study of market failures, including
The
information was first

asymmetric information. investigation of
market with asymmetric
conducted by George Akerlof in his article "The
Market for Lemons': Quality Uncertainty and the
Market Mechanism". That analysis was based on
the market for used cars [1], but the same idea can
be applied to, e. g., insurance markets, investment
projects, labour market, or the problems of natural

monopoly regulation.

An area in which the presence of asymmetric
information might be harmful is the quality ofgoods
sold in the market. Ifquality cannot be determined
immediately, the absence of information can at least
distort consumers' demand leading to a non-optimal
level of purchases and welfare losses.

There are several ways to cure the market failure.
First, it can be done by distributing the information
more evenly and universally and enabling the
consumer to defend his right to obtain reliable
information about goods in the court of law.
Secondly, the examination of the quality of goods
can be conducted prior to their consumption. The
second way is the obligatory certification carried out
by the state.

Theoretical Background

The problem of asymmetric information exists
if (a)
distributed unevenly ab initio;

information about goods' attributes is
(b) the owners of
information fail to re-distribute it properly, so that
(c) the existing distribution of information results
in over- or underconsumption of goods or services.
The failure to distribute, the information through,

e. g. advertising or warranties, can be explained by
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can be classified by

of market failure costs,
the quality of purchased experience goods

time frames of their quality

search goods and experience goods. Considering a
a special attention should bepaid to the latter ones.

ex ante making certification a possible

the high costs of such measures, difficulty to make
a credible statement about goods [2], or disincentives
to the provision of sincere information [3].

Asymmetric information markets can be classi-
fied by categories ofsupplied goods. The search good
is a good the attributes of which can be determined
by inspection before purchase [4]. The examples of
such goods are furniture, sporting goods, cameras,
china. The characteristics ofan experience good can
be determined only after purchase [5]. The category
of experience goods includes, e. g., food, automo-
biles, and batteries.

The severity of market failure owing to asym-
metric information depends negatively on both the
frequency of purchases and the homogeneity of
goods characteristics, and positively on the costs of
revealing the true attributes ofgoods. For the search
goods, the problem is less acute because consumers
generally can rely on their inspection. In the case of
the experience goods, buyers can be harmed by the
consumption ofthe purchased good. In addition, if
the quality of experience goods is highly hetero-
geneous or unstable, the learning is not effective and
the negative effects can persist.

An additional effect of the asymmetric infor-
mation market is a possible shift towards the
consumption and production of low quality goods
only due to adverse selection. The situation arises
when consumers cannot distinguish between

While both parties
appreciate quality, the price is not determined by

different qualities of goods.
the best-informed party, and additional measures,
such as warranties, do not help to eliminate un-
certainty about the quality [6]. Thus, the share of
the market of the low-quality goods starts in-
creasing. Consequently, in the sequential periods
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consumers adapt their expectation to the continuously
increasing quantity of low-quality products in the
market, and form the demand on the level of low-
quality goods, which keeps the price low. The high-
quality goods are forced off the market [7].

The presence of market failure generally leads
to the attempt to remedy it. In the case ofasymmetric
information about quality, the possible remedy is
to either provide the information directly to con-
sumers or check the characteristics of goods or
services prior to consumption. That is, the consumer
would be assured that the quality is appropriate. The
examples of the former method are publications in
newspapers or special editions, mandatory labelling
of products, existence of special free-access services
for consumer protection. The latter is represented
by the state certification of supplied goods and
services. Different costs and resources of money are
connected with those remedies.

Certification of Experience Goods

The study of welfare costs of certification may
be conducted in two dimensions. First, the certi-
fication costs in the perfect information environ-
ment, and, next, certification under asymmetric
information — for the search goods and experience
goods. In this paper, the focus is made on the
certification of experience goods in asymmetric
information environment. The choice is based on
several ideas. Firstly, certification expenditures are
actually irrelevant in perfect information environ-
ment that, by definition, includes no uncertainty
about quality of goods. Secondly, in the case ofthe
search goods, the consumer can distinguish between
high and low quality goods, and, consequently, fix
the position ofthe demand curve prior to purchase.
The simple rule of the consumer behaviour, to
"search until the marginal expected costs of search
become greater that its marginal expected return”,
was derived by G. Stigler. In this case, it is reason-
able to use certification procedures only if certifi-
cation costs per consumer are not higher than the
costs devoted to search by consumer. The prob-
lem is that it is difficult, even impossible, for the
government to determine the level of marginal
costs at which the consumer stops searching. In
addition, the certification imposes additional costs
of producers not justified by presence of negative
externalities. Therefore, in the rest of the paper,
we will consider the certification of experience
goods.

The certification is presented in the partial
equilibrium framework, with the help ofsuch simple
economic tools as supply and demand functions. For
simplicity ofthe further exposition, the demand and
supply are assumed to be linear. We consider two

qualities of goods — high and low.
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The demand function, or marginal benefit from
consumption ofthe goods, is assumed to depend on
the quality of products consumed, presented as a
quality premium, and on the ability ofthe consumer
to distinguish between different qualities. The latter
is presented as the subjectively estimated probability
that the good has a predetermined quality. A pro-
bability equal to one means that the quality is high.
In this case the quality premium is the largest
consumer agrees to pay. If the probability is zero,
the quality is definitely low, and the quality premium
is not paid. The middle cases [0 < Prob < 1] show
the inability ofthe consumer to determine the quality
of good with certainty. Assuming a risk-neutral
consumer, the quality premium is paid in accordance
with the expected value of the probability of
appearance of high and low quality products in the
Thus, the function is

market. demand

D = f(P,J,pr), where P is price,
premium, and pris subjectively estimated expected

J is the quality

appearance of high and low quality goods in the
market.

The presence of uncertainty and the necessity
of making subjective estimations of probability are
assumed to exist only if goods are either non-
certified (the institute of certification for this product
does not exist) or certification is not always obeyed
and it is difficult to distinguish between high and
low quality products. If a good is certified, the
demand is considered to be stable.

The supply curve is based on the marginal costs
function. Assuming linearity of M C, we should use
the quadratic total costs function. Total costs depend
on production costs, which are assumed to be lower
for low-quality products, and on either the costs of
certification or the amount of penalty and the
probability of detection, given the certification is
non-voluntary. There are several possible certi-
fication payments: (a) varying with quantity: (b)
fixed sum; (¢) a mixture of(a) and (b). Let us assume
for this study that certification costs are fixed, and,
consequently, do not influence the marginal costs,
although changing average costs. The penalty paid
for non-certified sales is dependent on the amount
sold, and changes the marginal costs.

The total costs function with certification is

shown as TC = AQ2 + L , where AQ2 is the costs
dependent on production different for low and high
quality products — different values of A; L is the
sum paid for the certification. The total costs without
certification when it is obligatory are TC=AQ2 +
+ fFQ, where f is the probability of detection and F
is the amount of penalty which depends on sales.
An f equal to one means that the penalty is
unavoidable, and f is equal to zero if penalty will
never come. The middle cases [0 < f < 1] are more
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usual. As mentioned before, the exact value of f
depends on either the past experience or expectations
of entrepreneurs. The total costs, in case no
certification is necessary, is TC=AQ. Therefore, if
certification is obligatory, in case of therisk neutral
entrepreneurs, for each quality level of production,
mutually exclusive supply functions can be
determined as:

L
MC=2AQ and AC = AQ-{-E, if certification

is applied;
MC, = E(MC)=2A0+ FE(f)
and AC, = E(AC) = AQ+ FE(f),

if certification is not pursued.

Now we are ready to proceed with the
certification. We will first consider the demand side.
By definition, the quality experience goods cannot
be defined by consumer exante, i. e. before purchase.
Therefore, the presence of non-certified goods in the
market due to either the absence of certification or
the inefficiency of certification procedures intro-
duces uncertainty. Hence, the demand is based not
on the conscious choice of goods quality but on the

P

Figure 1. Demand function:
1—D, ifthe quality islow; 2 — D, if quality is
uncertain givenpr = {0; 1}; 3— D,, if quality is high
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Figure 2. Experience high-quality goods: introduction
of certification: 1 — marginal costs; 2 — average costs
if certified; 3 — average costs without certification;

4 — high demand; 5 - uncertain demand
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subjectively derived expectations towards quality.
The situation is represented by the DN curve in
Figure 1.

Compare first the absence of mandatory
certification with the existing fully-complied-with
certification in the market of high-quality goods
(Figure 2). In this case, in the absence of the
certification the equilibrium point is p. B (due to
the lower demand D, under uncertainly). The
introduction of certification enables to distinguish
goods by the quality, and consumer pays the whole
amount of quality premium, and demand moves to
DH. Consequently, the consumer surplus increases
ex ante’. It is an ambiguous influence on producer
profit due to increased average costs.

In the market of low-quality goods, the presence
of uncertainty can be beneficial for producer
(Figure 3). In this case, before certification the
quantity sold and the price are higher than under
certification. That is explained by the existing ex ante
expectations of consumers as to these goods that can
be either of high or low quality. The higher the
quality is expected, the better for producer. In the
subsequent iterations of exchange, the consumers
expectations will change toward presence of low
quality, and this gain will partly disappear. This
partiality exists because average costs without
obligatory certification are lower than average costs
which include certification fees, and profit of
producer of low-quality goods is higher if no
certification is applied.

The problem of consumer surplus is a little bit
tricky here. At the first glance, consumer surplus is
a relatively larger in the case without certification.

5 (1)

(2)
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Figure 3. Experience low-quality goods:
introduction of certification: 1 — marginal costs;
2 — uncertain demand; 3 — low demand

* Although we can speak about ex post decrease in
consumer surplus by analogy to consumer surplus behaviour
in the low-quality goods market, it seems not to be very relevant
issue. In the low-quality market, ex post consumer is definitely
worse off. In the high-quality market, ex post consumer would
like to pay the price under uncertainty but get high quality with
certainty. It seems to be slightly unrealistic wish.
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The problem is that the demand ex ante is based on
expectations, and, after purchase, the true valuation
is disclosed. That is, after the purchase of low quality
goods in larger amounts and at higher price than it
has to be if information is in place, the consumer
actually loses the consumer surplus by amount d
(Figure 3). Therefore, the introduction of certifi-
cation is beneficial to consumer.

We can summarise that introduction of certifi-
cation in the market ofexperience goods is beneficial
for consumer, that is, welfare increases for consumer.
From producer side, certification has ambiguous
effect on high-quality goods producer's profit, and
it makes the low-quality producer worse off. But it
eliminates the adverse effect which develops if
uncertainty persists.

The demonstrated investigation is non-complete
without the analysis of penalty in the market under
mandatory certification requirements. Let us con-
sider the high-quality products market first (Figure
4). The possibility of non-certified sales leads to
uncertainly in the demand. Hence, the equilibrium
point in this case is p. N, which is definitely worse
for both consumer and producer than point E which
introduced certainty by certification procedures. It
should be said that the certification would not be
such a desirable thing if the shifts in both supply
and demand would be tiny. Generally, due to
adverse selection effect, the demand shifts closer to
the low-quality level. Therefore, in the last resort,
we return to the ambiguous situation of previous
case without penalty. The support of certification
by high-quality producers depends on the amount
of penalty, probability of detection, and premium
that consumers agree to pay for certainly high-
quality goods.

In the market of low-quality goods, the intro-
duction of penalty makes the choice of certification
compliance more obvious and attractive (Figure 5).
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Figure 4. Experience high-quality goods:
pay or not to pay: 1 — marginal costs if uncertified;
2 — marginal costs if certified; 3 — high demand;
4 — uncertain demand
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Consumer surplus is higher if certification is made,
and producers consider the certification as attractive
because of higher costs of non-compliance even
given higher demand for low-quality goods under
uncertainty. But, ifprobability of detection and/or
amount of penalty are low, we return to the
previously examined case where it is better for
producers not to certify.

The welfare implications of certification in the
experience goods market are rather ambiguous.
Certification makes consumers definitely better off
introducing certainty in the market. Producers are
experienced different welfare consequences as a
result of certification depending on their initial
position. For high-quality producer, the certification
is beneficial if its costs are lower comparing with
gains from certainty. For low-quality producers, the
certification is non-beneficial. The introduction of
high penalty payment with high probability of
detection leads to higher level of certification
compliance, introducing certainty and making
consumer better off. The producers choose to follow
certification procedures if government can enforce
then to do this. Therefore, we cannot speak about
definite welfare losses from certification in this case.
The certification appears to be beneficial if welfare
gains of consumers do not overwhelm the losses
experienced by producer.

Conclusion

According to the analysis conducted, certifi-
cation may be important for experience goods in the
asymmetric information environment. This state-
ment is based on reduction ofuncertainty and, thus,
increase in consumers' welfare gains. However, even
for experience goods, the certification is not an easy
issue due to possibility of non-compliance. That is
particularly important for low-quality goods; produ-
cer, but even high-quality goods' producer can be
deterred by very high costs of certification.

Q

Figure 5. Experience low-quality goods:
pay or not to pay: 1 — marginal costs if uncertified;
2 — marginal costs if certified; 3 — uncertain demand;
4 — low demand
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Micro-

Opaosa B. M.
CEPTU®IKALIIA JOCBIAHUX TOBAPIB

Y cBiti acumerpuuyHoi iHdpopmManii ToBapu MOXHa KilacudikyBaTu 3a YaCOBUMHU

paMKaMu, B SKHX CHOXHWBadi BU3HAYAKTh SIKICTh TOBapy.

Icuye nBa 6a30BUX TUNH

TOBapiB — TOoBapu AOCIHiAHI, TOOTO Ti, SIKIiCTh SIKUX MOXHa TepeBipuUTU TpU o0OCTe-

XEeHHiI ToBapy, Ta TOBapu AOCBiIHi, TOOTO TakKi, SIKIiCThb SSKUX TEepPEBIPSIEThHCA JTUINIE B

mpoiieci crmoxXuBaHHs. Ko po3rasmatu cepTudikamio g9k 3acid6 mMiHimizauii BuTtpar,

MOB'SI3aHUX 3 HEBUKOHAHHSIM PUHKOM HoOro yHkmin, ocob6iuBa yBara Ma€ NpUOiasi-

TUCsI caMe NOCBiZfHUM ToBapaM. CroXuBadyi He MOXYTh BU3HAUYUTH IX AIKIiCTh 10 KyMHiBJi,

i came ceprudikamia Moxe OyTHM iIHAMKATOPOM Ii€l IKOCTI.



