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LEGAL THEORY

“IPLL SELL IT TO YOU AT COST”: LEGAL
METHODS TO PROMOTE RETAIL
MARKUP DISCLOSURE

Ian Ayres*
and F. Clayton Miller**

In today’s marketplace, retailers provide consumers with a wealth of
information about the prices, qualities, and uses of their products. Con-
spicuously absent, however, is information about the retailer’s cost or
markup.! Retail sellers are generally unwilling to tell a buyer the whole-
sale cost of the goods they sell. To be sure, there are counter-examples.
Some car dealers, for instance, promise to sell their cars for “$1 over
dealer’s cost.”2 Yet, because such representations are almost certainly
false,? these very examples serve only to highlight the problem. In a lim-
ited number of markets, consumers value cost information but the com-
petitive market process does not provide it in any credible fashion.

This Article examines whether consumer protection laws should be
used to promote markup disclosure. Our goals are (1) to identify the

* Assistant Professor of Law, Northwestern University. B.A., J.D., Yale University; Ph.D.,

Massachusetts Institute of Technology
** Associate, Sherman and Sterling. B.A., University of Michigan; J.D., Northwestern
University.

1 The markup is the difference between retail price and retail cost. As discussed in note 98,
infra, retail cost could properly be defined to include various overhead expenses, but as used here
and throughout the rest of the Article, retail cost refers only to the marginal cost of the good, as
represented by the per unit amount paid by the retailer to the manufacturer. See also infra note 112
(discussion of rebates).

The Lerner index of market power can also be calculated from the retail price and marginal cost
data. The index is defined as the price of the good the firm produces less the marginal cost of that
good divided by the price of that good, [(P-MC)/P]. The Lemner index is used in some economic
models as a measure of market power. See Landes & Posner, Market Power in Antitrust Cases, 94
HaRv. L. REv. 937 (1981); see also Lerner, The Concept of Monopoly and the Measurement of
Monopoly Power, 1 REv. ECON. STUD. 157 (1934).

2 See, e.g., Chicago Tribune, Sept. 1, 1988, § 6, at 21, col. 1 (advertisement for Laurel Mazda-
Volkswagen); see also DiSCOVERY, June 1988, at 85 (“We plan to Lose Money on this Offer’)
(advertisement).

3 For empirical evidence of car dealer cost misrepresentation, see infra note 39 and accompany-
ing text.
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markets in which consumers will most value markup information; (2) to
show how markup competition could increase equity and efficiency by
decreasing retail price dispersion and by substituting for consumer
search; and (3) to suggest why competitive markets might not supply the
information that consumers and society value.

Even if we achieve these goals, it does not necessarily follow that the
government should intervene. Government intervention in even ineffi-
cient markets is only rationally justified if it does more good than harm.
Keeping this premise in mind, we explore a range of possible government
interventions and assess the costs and benefits of supplementing or dis-
placing market forces. We prefer the rifle to the shotgun. Our policy
proposals are aimed at a small, but significant, group of retail markets
where we believe some forms of government intervention are justified.

The retail car market serves as a paradigmatic example for many of
our theories.# We suggest that buying a new car would be easier and
more equitable in a world where retailers revealed their true costs. Con-
sumers armed with information about the retailer’s markup would not
need to search at as many dealerships—for the simple reason that con-
sumers would have a much better idea when they were getting a good
deal. Markup information can thus serve as a dramatic substitute for
consumer search. We also suggest that markup revelation would trun-
cate the bargaining process at each dealership. The possibility of hood-
winking uninformed buyers into purchasing at a high markup would
diminish as the excessive profits would be directly revealed. There would
most likely be fewer rounds of bargaining and less price dispersion in the
final offers. Finally, we imagine that retailers might begin to compete on
the basis of markups. Retailers might advertise not to sell cars above a
certain markup level.6 The dual burden of this Article is to explain how
this “kinder, gentler” equilibrium could exist, and why market forces
have failed to create it.

In Section I we discuss the evolution of the legal attitudes toward
cost disclosure, beginning with the common law’s indifference to inten-
tional misrepresentation of seller’s cost (while noting the increasing legal
recognition of its relevance to informed consumer choice). Section II
identifies the market conditions that make cost or markup disclosure rel-

4 Even if our proposal was limited exclusively to new car sales it would still merit the effort.
More than $100 billion was spent on new cars in America in 1986. STATISTICAL ABSTRACT OF THE
UNITED STATES 426 (1989) (chart No. 693). New car purchases represent the largest consumer
investment for most U.S. citizens besides buying a house. Id.

5 Search substitutes and search complements reduce the cost of consumer search by making
consumer product search more efficient. See Grady, Regulating Information: Advertising Overview,
in THE FEDERAL TRADE COMMISSION SINCE 1970: ECONOMIC REGULATION AND BUREAU-
CRATIC BEHAVIOR 222 (R. Clarkson & T. Muris eds. 1981).

6 The intricacies of implementing mandated disclosure of the retail markup, including the diffi-
culties of handling trade-ins and manufacturer rebates to the dealerships, are discussed in notes 113-
117, infra.
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evant to buyers. In “thick” markets, such as the New York Stock Ex-
change, current price quotations are cheaply available, making seller cost
immaterial. In “thin’> markets, however, where this information is not
so easily acquired, consumers may rationally value markup information.
Section III explains why retail competition fails to provide this informa-
tion about seller cost. Focusing on these sources of market failure, the
fourth and final Section examines a range of ways that government might
intervene to promote cost disclosure—including increased enforcement
of prohibitions against markup misrepresentations, development of ac-
counting standards to allow retailers to speak more credibly about their
costs, and implementation of guidelines mandating disclosure of the re-
tailer’s costs or markups in appropriate markets.

I. THE LEGAL LANDSCAPE

The common law has traditionally been reluctant to penalize sellers
for misrepresenting their costs. Even as recently as the first half of this
century, a seller’s cost misrepresentation was not, standing by itself, ac-
tionable as a fraudulent misrepresentation of a material fact.” For exam-
ple, in Furrow v. Ist National Bank of Oklahoma City,® the Oklahoma
Supreme Court refused to allow a buyer to sue for fraudulent misrepre-
sentation when the seller had misrepresented what the land had cost. In
that case, “misrepresentation by the seller as to both the value of the
property to the plaintiffs and the amount paid by the defendants was not
sufficient as a matter of law to go to the jury.”®

Other jurisdictions have similarly held that the misrepresentation of
seller’s cost was immaterial to the current valuation of property, or that
the buyer did not in fact rely on the misrepresentation.!® These decisions

7 See, e.g., Steiner v. Hughes, 172 Okla. 268, 271-72, 44 P.2d 857, 860-61 (1935) (misrepresent-
ing cost of stock to the seller is irrelevant, standing alone, and does not constitute fraudulent misrep-
resentation); Rogers v. Brummett, 92 Okla. 216, 219-20, 220 P. 362, 366 (1923) (false statement as to
the value of the property, standing alone, is not actionable as fraud, though “[i}f the false statement
as to the value of the property is one act of a series of fraudulent acts” designed to induce the
purchaser to buy, “the false statements as to the value will be considered as one of the elements to
actionable fraud”); see also Hawk v. Brownell, 120 IH. 161, 163-64, 11 N.E. 416, 416-17 (1887)
(absent a fiduciary or similar relationship between buyer and seller, the misrepresentation of original
cost to seller is not by itself fraudulent); Beare v. Wright, 14 N.D. 26, 37, 103 N.W. 632, 636 (1905)
(cost misrepresentation does not constitute actionable fraud in the absence of fiduciary duty between
the parties or other circumstances that give rise to an agreement that the cost should determine the
price of the contract); Robinson v. Phegley, 84 Or. 124, 129, 163 P. 1166, 1167 (1917) (misrepresen-
tation as to the value of claims against a certain property was immaterial).

8 133 Okla. 137, 139-40, 271 P. 632, 634 (1928) (misrepresentation of seller’s cost was not
relevant as it had no material bearing on the current value of the property).

9 Id.

10 See, e.g., Hawk, 120 111 at 161, 11 N.E. at 416 (misrepresentation about cost does not consti-
tute fraud unless a fiduciary relationship exists between buyer and seller); Steiner, 172 OKla. at 270,
44 P.2d at 860 (statements made about the original cost of the stock to the seller regarded “as pure
‘dealer’s talk’ ”’; court did not find “sufficient materiality, or proof of reliance upon them. . .”);
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were premised on the proposition that buyer reliance on the seller’s
purported cost in figuring the price she was willing to pay was unreason-
able absent something more specifically fraudulent.!! These jurisdictions
placed the burden on the buyer to determine independently the value of
the property at the time of the sale. For example, in McCaw v.
O’Malley,'2 the Missouri Supreme Court denied a buyer’s fraud claim
when a seller had misrepresented his cost in a real estate transaction:
The mere statement by the vendor of what an article cost him would not be
regarded as a matter on which a vendee should rely where, as here, the
vendee had an unrestricted opportunity to learn the actual value of the
property and where, as here, the vendee actually undertook to ascertain
such value.13

By denying buyers an action of fraud for a seller’s misrepresentation
of cost, the common law seriously undermined the ability of buyers to
acquire reliable cost information. That is, the reliability of any cost rep-
resentation would have been substantially discounted by buyers, because
under the common law sellers had no legal obligation to tell the truth.!4
Moreover, the McCaw standard explicitly precluded buyers from relying
on the seller’s cost information as a substitute for independently search-
ing out the property’s current value. If the buyer had “an unrestricted
opportunity to learn the actual value of the property” independently, she
could not rely on the seller’s cost as a search substitute.

This independent valuation method held sway until the 1950s,
particularly in the Western states where it was tied to the long-standing

Rogers, 92 Okla. at 216, 220 P. at 362 (mere statements as to what the property is worth, whether
reflective of cost or some subjective value, not actionable as fraud unless there are other actions that
mislead the buyer and would reasonably require him to base his decision on the seller’s opinion or
statements); Bryant v. Stohn, 260 S.W.2d 77, 82-83 (Tex. Civ. App. 1953) (cost misrepresentation
not actionable unless the price paid by the vendee was specifically tied to the misrepresented cost).

11 See, e.g., Furrow v. 1st Nat’l Bank of Oklahoma City, 133 Okla. 137, 139-40, 271 P. 632, 634
(1928) (misrepresentation by the seller as to the value of the property to the plaintiffs and the
amount paid by the defendants was not sufficient as a matter of law to go to the jury as a question of
law); Robinson, 84 Or. at 129, 163 P. at 1168 (buyer alleged purchase made in reliance on the
defendant’s representations of his cost; court held that “[i]t is not enough that the misrepresentations
of a vendor furnishes the vendee with a motive to buy”); see also D.C. Land & Bldg. Co. v. Mclner-
ney, 64 F.2d 554, 555 (D.C. Cir. 1933) (misrepresentation of cost did not constitute fraud; inappro-
priate for buyer to base his judgment solely on that information); Orlan v. Laederich, 338 Mo. 783,
793-94, 92 S.W.2d 190, 196 (1936) (“[t]he exercise of common sense, self-reliance, and ordinary
diligence and prudence is to be expected in. . . transactions between adults, and indolence, listless-
ness, indifference, and unwarranted credulity should not be encouraged.”); McCaw v. O’Malley, 298
Mo. 401, 415, 249 S.W. 41, 45 (1923) (purchaser should not ordinarily rely upon representations of
cost particularly when purchaser had “an opportunity to determine value.”).

12 298 Mo. at 401, 249 S.W. at 45 (1923).

13 Jd. at 401, 249 S.W. at 45; see also Orlan v. Laederich, 338 Mo. 783, 793-94, 92 S.W.2d 190,
197 (1936) (buyer had ample opportunity to inspect property and ascertain value).

14 Of course, the sellers may have had reputational or ethical incentives to tell the truth, even
without the potential of fraud actions.
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doctrine of “caveat emptor.”5 Since that time, however, several jurisdic-
tions have adopted a broader concept of materiality and reasonableness
of reliance.’¢ Some courts have begun now to infer reasonable reliance
by the buyer on a seller’s representation of cost.!” Yet, the narrow com-
mon-law rules from cases like Furrow and McCaw have not been over-
ruled and show surprising resiliency. For example, a Missouri appellate
court, as recently as 1986, reaffirmed the McCaw holding when it refused
to allow plaintiffs to rescind a real estate contract even though the de-
fendant admitted to overstating his cost by $10,000.18

While the common law has only grudgingly started to accept the
relevancy of seller’s costs to buyers, federal and state regulations have
begun to prohibit cost misrepresentation and, in a few areas, actually
mandate partial cost revelation. The Federal Trade Commission has, for
example, promulgated a set of Guidelines Against Deceptive Pricing,'®
which strictly limits the representations individual sellers may make con-
cerning the cost of the goods: “[R]etailers should not advertise a retail
price as a ‘wholesale’ price. They should not represent that they are sell-
ing at “factory’ prices when they are not selling at the prices paid by those
purchasing directly from the manufacturer.”2° Additionally, the Guide-
lines limit advertising of the seller’s cost as below or equal to “invoice” or
“market” cost without proper justification. The Guidelines clearly repre-

15 See, e.g., Bryant v. Stohn, 260 S.W.2d 77, 82-83 (Tex. Civ. App. 1953) (vendor’s misrepresen-
tation of rents to be recovered from purchased land was not actionable fraud); see also Steiner v.
Hughes, 172 Okl. 286, 44 P.2d 857 (1935).

16 See, e.g., Vertes v. GAC Properties, Inc., 337 F. Supp. 256, 260 (S.D. Fla. 1972) (To consti-
tute “actionable fraud,” it must appear that the defendant made a material misrepresentation; that it
was false; that when he made it he knew it was false, or made it recklessly without knowledge of its
truth as a positive assertion; that he made it with the intention that it should be acted on by the
plaintiff; that plaintiff acted in reliance on it; and that the plaintiff was actually injured.).

17 FDIC v. Palermo, 815 F.2d 1329, 1337 (10th Cir. 1987) (misrepresentations by bank officers
were actionable; plaintiff was reasonable in assessing the value of the property on the basis of the
money the bank was willing to let the plaintiff secure and that due to the uncertain value of the
property the bank’s valuation was as good as any other valuation available to the plaintiff); see also
Alexander v. Sagehorn, 600 S.W.2d 198, 201 (Mo. Ct. App. 1980) (fraud claim permitted when wife
relied on husband’s misrepresentation of property value in divorce settlement); Rimling v. Scherper,
206 Wis. 532, 545, 240 N.W. 159, 164 (1932) (misrepresentations “well calculated to induce anyone
intending to purchase not to make direct inquiry of the owners”; plaintiff thus reasonably relied on
the seller’s statements).

18 Misskelly v. Rogers, 721 S.W.2d 170, 173 (Mo. Ct. App. 1986) (court found that the plaintiffs
investigated the property prior to purchase and as such it was unreasonable for them to rely on the
seller’s representation of cost as a basis for a value judgment); see also Palermo, 815 F.2d 1329
(federal court at pains to distinguish prior state precedent).

19 16 C.F.R. § 233 (1989) [hereinafter Guidelines].

20 1d. at § 233.5 (1989). Although the FTC has not to date brought suit claiming that a misrep-
resentation of seller’s cost is an unfair trade practice, the Guidelines are explicitly intended to be read
broadly: “The practices covered in the provisions set forth above represent the most frequently
employed forms of bargain advertising. However, there are many variations which appear from time
to time and which are, in the main, controlled by the same general principles.” Id.
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sent an attempt to protect consumer welfare by prohibiting cost misrep-
resentations by sellers.

More generally, the Guidelines prohibit sellers from misrepresenting
nonsale prices. For example, it would be deceptive to advertise: “Wid-
gets, normally $20 a bunch, now only $12” if the normal (nonsale) wid-
get price was actually less than $20. The ultimate question for the
consumer is whether the widget is worth $12.2! The motive underlying
the “was $20, now $12” deception is that consumers are more likely to
think a widget is worth $12 if they hear that it is regularly sold for $20
instead of for, say, $15. The Guidelines attempt to prohibit sellers from
giving false indirect indicators of widget value in two distinct ways. The
deceptive sale rules prohibit sellers from overstating the size of the sale
discount (“up to 50% off”’); the deceptive cost rules—operating at a dif-
ferent margin—prohibit sellers from understating the true markup
(*only 5% over our cost™). As illustrated in Figure 1, the deceptive cost
and markup rules attempt to do from below what the deceptive sale and
discount rules try to do from above. Both rules implicitly recognize that
consumers may misjudge whether the product is worth the current price
if they are given benchmarks of false, nonsale prices or false seller costs.
The rules express the belief that inflated discount or deflated markup
claims may mislead some consumers into making mistaken purchases.

21 See infra note 44 and accompanying text for a fuller discussion of the determinants of con-
sumer choice.
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Figure 1
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Most states have passed similar unfair trade practices acts or con-
sumer protection statutes to address seller misrepresentation.22 These
statutes generally prohibit any misrepresentation that has “a tendency to
mislead.”?* A typical example of this type of statutory provision that
draws upon the consensus of state law is found in the District of Colum-
bia’s Unfair Trade Practices statute.2* Sections 28-3904(e) and (j) make

22 See, e.g., Mass. GEN. LAWS ANN. ch. 93A, § 1 (West 1989).
23 See generally supra note 22, for the language in the state statutes noted previously.
24 D.C. CODE ANN. § 28-3904 (1989).
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it unlawful for sellers to:
(e) misrepresent as to a material fact which has a tendency to mislead; . . .
or
(j) make false or misleading representations of fact concerning the reasons
for, existence of, or amounts of price reductions, or the price in comparison
to the price of competitors or one’s own price at a past or future time.25
These kinds of statutes are frequently used to attack a broad range of
seller misrepresentations.?¢ Like the FTC’s Guidelines, state statutes sig-
nificantly restrict the de jure right of sellers to misrepresent their costs or
markup.

In a handful of settings, state and federal regulations even mandate
certain types of cost disclosure. For example, the Automobile Informa-
tion Disclosure Act?” mandates that retailers disclose their transporta-
tion, shipping, and delivery costs.2® In the corporate context, Congress
has empowered the Securities and Exchange Commission to require, via

25 Id.

26 See, e.g., Barry v. Arrow Pontiac, Inc., 100 N.J. 57, 494 A.2d 804 (1985) (brought under New
Jersey’s Consumer Fraud Act, N.J. Stat. Ann. §§ 56:8-1 to :8-38 (West 1989)); Guste v. Crossroads
Gallery Inc., 357 So. 2d 1381 (La. Ct. App. 1978) (brought under Louisiana’s Unfair Trade Practices
in Consumer Protection Act, La. Rev. Stat. Ann. §§ 51:1401-:1418 (West 1987)); F. Ray Moore Oil
Co. v. State, 80 N.C. App. 139, 341 S.E.2d 371 (1986) (brought under North Carolina’s Consumer
Protection Statute, N.C. Gen. Stat. § 75-16 (1988)), review denied, 317 N.C. 333, 346 S.E.2d 139
(1986). See generally Annotation, Practices Forbidden by State Deceptive Trade Practice and Con-
sumer Protection Acts, 89 A.L.R.3D 449 (1979 & Supp. 1989) (more complete listing of similar cases
arising under the several state consumer protection statutes).

27 15 U.S.C. §§ 1231-1233 (1988).

28 The Automobile Information Disclosure Act (or the “Act”) requires that:

Every manufacturer of new automobiles distributed in commerce shall . . . securely affix to the

windshield . . .

(f) the following information:

(1) the retail price of such automobile suggested by the manufacturer;

(2) the retail delivered price suggested by the manufacturer for each accessory or item of
optional equipment, physically attached to such automobile at the time of its delivery to such
dealer, which is not included within the price of such automobile as stated pursuant to para-
graph (1);

(3) the amount charged, if any, to such dealer for the transportation of such automobile to
the location at which it is delivered to such dealer;

(4) the total of the amounts specified pursuant to paragraphs (1), (2), and (3).

15 U.S.C. § 1232 (1988).
The Act carries with it fines of up to $1000 for each offense. By mandating disclosure, Congress
hoped to deter dishonest and confusing marketing strategies:

Recently, the new car dealers have been plagued by unfair and unscrupulous marketing
practices on the part of some dealers, which have been injurious to the new car dealers as a
whole, injurious to the car manufacturers, and bewildering to the purchasers of new cars. These
practices are what is called ‘price packing’ and misleading advertising. They have created chaos
and confusion in the market place.

Price packing is the practice of marking up or adding charges over and above the normal
recognized markup from the wholesale price at which a dealer purchases a new automobile
from a manufacturer. The pack in the price of a new car is, of course, offset by overallowances
on the trade-in value of the customer’s used car. The effect has been to confuse the public and to
damage the automobile industry. Dealers who would like to do business on a fair, competitive
basis have been forced to use such tactics in order to stay in business. Confusion, doubt, and
suspicion have developed in the minds of the buying pubic which have retarded the sale of new
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statute and regulation, that corporate directors, officers, promoters or
employees disclose the costs of any property sold to the corporation.2®
And some statutes require disclosure of cost for specific types of products
or services, such as automobile repair costs,3° real estate closing costs,3!
and funeral goods and services costs.32

Over the last half century the common-law approach to seller cost
or markup disclosure has come into increasing conflict with the federal
and state regulations. Our common-law traditions have held that infor-
mation about seller’s cost should largely be irrelevant to a rational con-
sumer; in contrast, regulations at both the state and federal levels
implicitly recognize that markup misrepresentations can deceive buyers,
and in a few, limited markets, these regulations have required disclosure
of particular costs. Legislators and jurists both recognize that seller’s
cost can play an important role in consumer determination of value and
have endeavored to acknowledge this fact.

The conflict between the old and the new law leads us to ask which
is right. We now strive to answer whether rational consumers should
care about seller’s cost. Our answer: “It depends.”3? In the next Sec-
tion, we delineate market conditions that will cause consumers to value
or ignore markup information.

II. Do ConNsSUMERS VALUE MARKUP INFORMATION?

We begin by following Wittgenstein’s advice: ‘“don’t think, but
look.”3¢ Empirically, it is fair to say that at least some consumers in
some markets value markup information. In the retail car market, for
example, many consumers pay third-party services, like Consumer Re-
ports or Edmunds, for estimates of dealer costs.35 In addition, the fraud

cars, and have set off a chain reaction adversely affecting the entire automobile industry, and, in

fact, our entire economy.

1958 U.S. CopE CoNG. & ADMIN. NEws 2903,

29 Securities Act of 1933, 15 U.S.C. § 77a (1989) (particularly 7 and 10, requiring registration
statements of all new securities and paragraphs 20, 21, and 25 of Schedule A, requiring disclosure in
the registration statements of all sales of property to the corporation; see also Item 302 & Reg. S-K
(17 C.F.R. §§ 229 et seq. (1989)); Forms 10Q & 10K and 13(d) and 15(d) of the Securities Exchange
Act of 1934, 15 U.S.C. § 78(a) et seq. (1988).

30 See, e.g., CAL. BUS. & PROF. CODE 9880 (West 1989).

31 See, e.g., id. at 10,140, 10,236.

32 16 C.F.R. § 453.2. The funeral provider must furnish prices of certain products or services.
These include “the price of embalming, transportation of remains, use of facilities, caskets, outer
burial containers, immediate burials, or direct cremations. . . .” Id. at 320-21.

33 This classic conclusion of legal scholarship can be found in many texts. Our favorite is Had-
dock & Macey, A Coasian Model of Insider Trading, 80 Nw. U.L. REv. 1449, 1467 (1986).

34 L. WITTGENSTEIN, PHILOSOPHICAL INVESTIGATIONS § 66, at 31 (G. Anscombe trans 3d ed.
1968).

35 Consumer Reports charges $11 for the first estimate, $9 for the second, and $7 for each addi-
tional estimate. It does not keep records of how many consumers use this service. Each Edmunds
book includes estimates of many types of cars (e.g., foreign or compact) for a suggested retail price of
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cases already discussed are themselves anecdotal evidence that in some
settings buyers and sellers value information about the seller’s costs.

Although most consumers of most goods do not attempt to obtain
markup information either directly from the seller or from third-party
sources, this fact by itself does not conclusively show that consumers
don’t value cost information.3¢ Rather, the failure to ask for cost infor-
mation may itself be a product of other influences that dissuade consum-
ers from seeking such information despite its inherent value. For
example, the cost of third-party estimates may make services like Con-
sumer Reports’ dealer cost estimates impractical for less expensive con-
sumer goods (like toasters). In addition, the fact that buyers don’t ask
for markup information may be as much a function of the seller’s unwill-
ingness to disclose such information. It would be rather futile, for exam-
ple, to ask a salesperson at Sears about the markup on a particular
item.37

Explaining consumer silence by seller resistance is supported by a
recent study of Chicago car dealerships. Consumer-testers bargaining for
a new car asked salespeople about the dealership’s true cost, among other
things. The test results affirm the hypothesis that sellers are unwilling to
reveal such cost information.3® In every instance salespeople either re-
fused to provide cost information or gave an inflated figure for dealer
cost. Sixty-eight percent of the salespeople simply refused to provide the
cost information requested. In the remaining thirty-two percent where
salespeople did disclose cost, they inflated the figures an average of eight
percent, or $870, above the actual dealer cost.3?

$5.95 per book; approximately 186,000 copies were sold in 1989. Other third-party organizations
provide similar services to their members. For example, USAA, an association of current and for-
mer U.S. military officers, will provide estimates of dealer costs to its members for $8.95 per car.
Indeed, USAA even advertises a service that “negotiate[s] the best price” for a car at any dealership.
Anecdotal evidence from individual car dealers, however, suggests that fewer than 50% of car cus-
tomers have third-party information concerning dealer costs.

36 Of course, this fact also does not prove that they value markup information. Indeed, we
present a theory, infra notes 42-48 and accompanying text, that suggests that rational consumers will
rationally ignore or be indifferent to markup information in many markets. This is especially true
when consumers make repeated purchases of goods in “thick” markets with well-established spot
prices. See infra note 43 and accompanying text (definition of “thick” market).

37 Of course, it is unlikely that any salesperson at a store like Sears would possess cost informa-
tion, because of the structure of the store and sales process involved. As little or no bargaining is
done at a Sears, the sales staff would have little reason to know what the marginal cost or the
markup of the product is. This structure keeps such cost and markup information in the hands of
top management and prevents the sales help from revealing it even if they were so inclined.

38 As opposed to the earlier Sears example, car salespeople do possess the kind of cost informa-
tion useful to the consumer. Because automobiles are a classic “bargain good” in the consumer
market, salespeople must have access to and knowledge of cost information in order to formulate an
effective bargaining strategy. As such, it follows that in the new car market the failure to reveal the
cost information requested stems not from an inability, but rather an unwillingness, to do so.

39 Ayres, Fair Driving: Race and Gender Discrimination in New Car Sales, 104 HARv. L. REv.
(forthcoming 1991).
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Moreover, evidence from several markets suggests that the more
market power the buyer possesses, the more likely it is that the parties
will contract for markup disclosure. The monopsonist buyer, not having
to overcome any collective action problem, can bargain better than un-
concentrated groups of buyers. Often the first thing a monopsonist bar-
gains for is information about the seller’s costs. Countries, for example,
have significant purchasing power in some product markets. When the
U.S. government solicits bids for government contracts, it requires bid-
ders to put down estimates of their cost.#° Similarly, member states of
the United Nations have joined together to force transnational drug com-
panies to disclose their markups as a prerequisite to bidding on state
contracts.+!

This is not to suggest empirically that all consumers would want
markup information in all markets. It is suggested, however, that
enough buyers expend real resources to learn about seller markups that
the common law’s strong claim that markups are immaterial can be em-
pirically rejected. Our next task is to provide a theory to explain why
some buyers want to know the seller’s cost.

A. The Irrelevance of Seller’s Cost in Thick Markets

There is a certain logic in thinking that consumers would ignore the
seller’s cost in determining the value of a good. Economic theory sug-
gests that a rational consumer would instead focus solely on whether the
good was worth the seller’s price.#2 Knowing the market price of similar
goods is crucial to assessing the good’s worth because forgoing the
purchase of a similar product is an “opportunity cost” of making any
purchase. A consumer wouldn’t want to a buy a good that she could buy
more cheaply elsewhere. The seller’s historic costs can be irrelevant to
this “opportunity cost” inquiry when there are independent measures of
the good’s market value. For example, in “thick” markets for homoge-
neous products a current market (or “spot™) price will be readily avail-

40 Prime contractors must provide cost and pricing data to the federal government when submit-
ting contracting bids for government work. Truth-in-Negotiations Act, 10 U.S.C. § 2306(a) (1989).

41 Via the World Health Organization (WHO) and other multinational groups under the um-
brella of the United Nations (such as the United Nations Action Programme for Economic Co-
operation Among Non-Aligned and Other Developing Countries (UNAPEC), the United Nations
Action Programme For Essential Drugs (UNAPED), and United Nations Independent Develop-
ment Organization (UNIDO), developing third world countries have attempted, sometimes success-
fully, to force transnational pharmaceutical companies to make bulk sales to the WHO and the
various agencies named above while disclosing cost, thus ensuring both pricing and quality effi-
ciency. See UN. CENTRE ON TRANSNAT'L CORPS., TRANSNATIONAL CORPORATIONS IN THE
PHARMACEUTICAL INDUSTRY OF DEVELOPING COUNTRIES, at 60-84, U.N. Sales No. E.JI.A.10
(1984).

42 Microeconomic theories of consumer choice suggest that rational consumers will form “reser-
vation” prices, which reflect their subjective value of a good, and will purchase the good whenever
their reservation price is above the good’s market price. See H. VARION, MICROECONOMIC ANALY-
sis 104 (1978).

1057



NORTHWESTERN UNIVERSITY LAW REVIEW

able.4® In thick markets, therefore, consumers would not rely on seller’s
costs as an indication of market value, because there are better, in-
dependent measures—namely, the market price.**

A quintessential example of such a thick market, where seller’s cost
should have no relevance, is the New York Stock Exchange. This insight
underlies the Efficient Capital Markets theory.#* The “weak form” of the
Efficient Capital Markets hypothesis predicts that past stock prices will
be unrelated to future changes in price.#¢ Because all information about
past prices is reflected in the current market price (and indicates nothing
about future price changes), rational consumers would ignore informa-
tion about the seller’s cost. It should be irrelevant to someone buying
IBM at $100 a share today whether the seller bought it for $50 or $150 a
share last week. Because the informational content of past prices is in-~
corporated into the current price, knowledge of past prices is not valua-
ble to rational consumers in thick markets.4”

There are other ready examples of thick markets which generate
well-defined spot prices. Commodities such as wheat, oil, gold, and any
other good traded on the New York Commodity Exchange or the Chi-
cago Board of Trade qualify as such goods. Product homogeneity and
sufficiently large numbers of buyers and sellers are prerequisites to mar-
ket “thickness.” It is impossible to develop a thick market for non-
homogeneous goods, such as Persian rugs, because a spot price could

43 A thick market is one in which parties publicly trade so many homogeneous products that a
well-developed spot price is readily available. See O. WILLIAMSON, MARKETS & HIERARCHIES,
ANALYSIS & ANTITRUST IMPLICATIONS: A STUDY IN THE ECONOMICS OF INTERNAL ORGANIZA-
TION 143 (1975).

44 Consumers will have to compare their subjective value to the market price even in thick mar-
kets. But their subjective value of the good should normally be independent of the seller’s. There-
fore, if seller’s cost is going to be relevant to consumers, it will be through the nexus with
“opportunity cost.”

45 See Fischel, The Efficient Capital Market Hypothesis, Economic Theory and Regulation of the
Securities Industry, 29 STAN. L. REv. 1031, 1041-1054 (1977); Fischel, Efficient Capital Market
Theory, The Market for Corporate Control and the Regulation of Cash Tender Offers, 57 TEX. L.
REvV. 1 (1978). In legal terms, information about seller’s cost would not be material. This fact was
established by the Supreme Court in the context of securities trading. See TSC Indus., Inc. v.
Northway, Inc., 426 U.S. 438 (1976) (“An omitted fact is material if there is a substantial likelihood
that a reasonable shareholder would consider it important in deciding how to vote.”). The immateri-
ality doctrine was reaffirmed in the Court’s adoption of the “Fraud on the Market theory.” See
Basic, Inc. v. Levinson, 485 U.S 224 (1988).

46 Fama, Efficient Capital Markets: A Review of Theory and Empirical Work, 25 J. FIN. 383
(1970).

47 1t should be noted that even in thick stock markets, the irrationality of chartism persists,
whereby some stock-market consumers quixotically attempt to predict future prices by charting the
past price cycles. R. BREALY & S. MYERS, PRINCIPLES IN CORPORATE FINANCE 260-61 (1981).
However, even if one rejects the Efficient Capital Markets hypothesis, see, e.g., De Bondt & Thaler,
A Mean-Reverting Walk Down Wall Street, 3 J. ECON. PgRsP. 189 (1989), knowledge of a specific
seller’s past price is immaterial because the historic spot price is available from other sources.
Knowing a specific seller’s cost adds little over knowing what the stock in general was selling for that
day.

1058



84:1047 (1990) I’ll Sell It to You at Cost

never apply across goods. And the requirement of multiple transactions
insures that the spot price will continuously reflect changes in market
conditions. It is not surprising, therefore, that many of our thickest mar-
kets also have a sizable secondary market that even further increases the
effective number of buyers and sellers of the commodity.

Homogeneity and multiple t{ransactions are necessary but not suffi-
cient conditions for market thickness. Returning to our automobile par-
adigm, we find that even relatively homogeneous products and numerous
dealerships do not insure a well-defined or readily available spot price for
new cars. Consumers pay dramatically different prices for the same car,
and need to invest significant amounts of time just trying to determine
what the “real” price is.48

Consumers buy in retail markets that vary dramatically in their
thickness. Indeed, many products are sold to consumers in relatively
thin markets. Goods that consumers buy infrequently—such as con-
sumer durables—or goods which are inherently idiosyncratic—such as
houses and used cars—will often be traded in markets without well-de-
fined or readily available spot prices. Markets in which the good’s price
must be bargained for—such as automobiles, electronics equipment, and
bicycles—are likely to be especially thin.+®

In thick markets, then, the common law correctly characterizes
seller’s cost to be immaterial to rational consumer choice. However, the
common-law approach cannot be extended to thin markets.’® We will
show that in thin markets rational consumers may rationally rely on rep-
resentations of seller’s cost and, indeed, may have incentives to seek out
such information.5!

B. Markup Disclosure as Search Substitute

In a thin market—one in which a well-defined spot price is not read-
ily available—consumers will rationally investigate the prices of similar

48 See Jung, Price Variations Among Automobile Dealers in Chicago, Illinois, 32 J. Bus. 315
(1959); Stigler, Economics of Information, 69 J. POL. ECON. 213 (1961), reprinted in G. STIGLER,
THE ORGANIZATION OF INDUSTRY 171 (1968).

49 In a thick market, bargaining would be useless because no seller will sell at a price lower than
spot price, and no buyer will buy at a price higher than spot price.

50 There is some indication that judges in common-law cases are beginning to appreciate the
distinction between thick and thin markets. In FDIC v. Palermo, 815 F.2d 1329 (10th Cir. 1987),
Judge James Logan found that a seller’s misrepresentation was actionable in part because of the
uncertain value of the property. This diverges from earlier Oklahoma law in which the speculative
nature of the property was once the very basis for not finding reasonable reliance by the plaintiff
buyer.

51 Professors Haddock, McChesney, and Spiegel have suggested that legal rules should at times
turn on the thickness of the market. Haddock, McChesney & Spiegel, 4n Ordinary Economic Expla-
nation of Extraordinary Legal Sanctions, 78 CALIE. L. Rev. (forthcoming 1990); see also Ayres &
Gertner, Filling Gaps in Incomplete Contracts: An Economic Theory of Default Rules, 99 YALE L.J.
87 (1989).
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goods. In other words, when a spot price does not exist, rational con-
sumers will try to create one.52 It is in just these situations that knowl-
edge of seller’s cost can benefit the consumer. The seller’s cost is
evidence of what the spot price for the good used fo be, and thus, in a
thin market, may be a useful proxy in determining what the market price
currently is.>3

Knowledge of seller’s cost can therefore enhance the efficiency of
consumer search by reducing the time spent on comparison shopping and
by increasing the effectiveness of any search undertaken. Seller cost dis-
closure reduces the search cost consumers must incur when they are
looking for a product. By knowing the cost to the seller, the consumer is
able to reduce her search cost by either substituting this information for
more search or by using it as a complementary tool to help her more
accurately evaluate the information the search generates. In either situa-
tion, the consumer gains.>*

Seller cost will act as a substitute for actual search by the consumer
if it reveals to consumers the likelihood of finding a better price else-
where. For example, imagine that you are going out to buy a good that
you seldom purchase—let’s say a diamond. You come to a store that has
just the type of diamond that you want, but you’re unsure whether you
are getting a reasonably competitive price—and you are trying to decide
whether to visit other jewelry stores. If you knew that the store only
added a five percent markup on the diamond, you would be less likely to
search than if you knew that the store had added a fifty percent
markup.>> Examples like this dramatize the simple intuition that
markup disclosure can aid consumers by giving them some information

52 There is a rich economics literature detailing how long and how hard consumers will ration-
ally search for competitive prices. See, e.g., Stigler, supra note 48. Consumers will undertake addi-
tional search at least as long as the marginal gain (of an expected lower price) is perceived to be
greater than the marginal cost (of going to another store).

53 Indeed, in the thinner market for over-the-counter stocks, the National Association of Securi-
ties Dealers has promulgated a “5% markup policy,” which prohibits securities dealers from resel-
ling a share of stock for more than a 5% markup. NASD Manual, par. 2151, § 1. See also R.
TEWELES & E. BRADLEY, THE STOCK MARKET 198 (5th ed. 1987). Limiting the dealer markup
reduces the investor’s cost of interacting with dealers because they don’t have to independently ver-
ify whether the dealer is trading at an artificially high price.

54 Through either the substitution or complementary effects, markup disclosure makes the con-
sumer more efficient in her product search and retains the reduction in search cost as a consumer
welfare efficiency gain. Search substitutes and search complements reduce consumer search by mak-
ing consumer product search more efficient. See Grady, supra note 5, at 226.

55 It might be that a 5% markup still represents an supra-competitive profit (for example, if the
competitive markup in the industry were only 1%). But the textual point is still correct that other
things being equal consumers will be less likely to search if they know there is a lower markup. As
emphasized below, see infra note 57 and accompanying text, consumers can often directly experience
the quality of the retail services. They do not evaluate the markup information “in a vacuum.”
Given a certain amount of retail services, consumers will be better informed about how much to
search if they know the size of the retail markup. If consumers have received retail services that
should have cost the retailers 5%, they are much more likely to continue to search if they learn the
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on whether they have a good deal.s

This is not to say that five percent markups are always good deals.
Retailers incur expenses in providing valuable services to consumers, and
their markup on the diamond even in a competitive market will reflect
the cost of these services.5” But in many situations, the retail services
will be a good that the consumers can directly experience.58 Consumers
can feel the thickness of the carpet in the showroom, can see how well
dressed the salesperson is, and, in a sense, can gauge whether the markup
is justified by these retail services.’® At an extreme, if someone tries to
sell a diamond out of the back of a truck, consumers should expect that
there will not be a very large markup in a competitive market.

Consumers may value markup disclosure because markup disclo-
sure transforms the retailer into the consumer’s buying agent. Retailers
have a powerful incentive to purchase goods at the lowest wholesale
price. In that sense, consumers’ and retailers’ incentives are aligned:
both want the retailer to buy at the lowest wholesale price.s° Consumers
can partially rely on this unity of interest in evaluating markup informa-
tion. Since retailers have independent incentives to buy at a low whole-
sale price, consumers can rationally focus on whether the retailer’s
markup is reasonably low or not.5!

retailer is charging a 50% markup. If the consumers have received retail services that should cost
the retailers only 1%, then news of a 5% markup might spur additional search.

56 The disclosure of seller’s cost may also act as a complement to the consumer search that does
occur. It may make the search more productive by giving the consumer a standard upon which to
gauge and evaluate her results.

57 We assume the seller’s cost to be just the marginal cost paid for the individual diamond and
not any of the overhead costs, such as renting the retail space and advertising. See supra note 1.

58 Although the underlying product might be a search good, the retail services themselves may
be experience goods. For a description and discussion of the distinction between experience and
search goods, see Nelson, Advertising as Information, 82 J. PoL. ECON. 729 (1974); see also Grady,
supra note 5.

39 Some retail services (especially those occurring after the sale—like warranty repair) may be
hard for consumers to experience at the time of sale. But reputational market constraints will
largely control the seller’s provision of these services with or without cost disclosure.

60 Their interests diverge on the subsequent issue of how large the retail markup should be.
Retailers like a high markup; consumers like a low markup.

61 A rational consumer, however, would never completely rely on retailers to obtain the lowest
wholesale price, because the more consumers rely on retailers to buy at the lowest price, the fewer
incentives retailers will have to do so. If consumers focused exclusively on markup information in
making their purchasing decisions, retailers would have no incentive to search for the best deal
themselves. Thus, while markup disclosure may efficiently reduce consumer search, it may inef-
ficiently reduce retailer search—insofar as the retailers may believe that they can pass on a higher
wholesale price to the consumers as long as they do not excessively engage in markup of the retail
price.

The deleterious effects of this extreme reliance do not, however, undermine the argument that
markup disclosure can be efficient. As long as consumers don’t focus solely on the markup, as long
as they continue to pay attention to the retail price and undertake some search in equilibrium, retail-
ers will retain strong incentives to search for the lowest wholesale price. This will be especially true
for products where the wholesale price does not vary dramatically across retailers. Many manufac-

1061











































































