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7.1 Introduction

The first stage of this project identified the range of issues that confront the New
Zealand policy maker when deciding whether or not to introduce a paternalistic law
to protect consumers from harming themselves. For the purposes of this project a
“paternalistic consumer law” is any law that has the goal of encouraging or coercing
consumers to act in a way that the government determines is in the consumer’s
best interests." This definition is wide enough to cover laws that might also have a
co-existing non-paternalistic goal of preventing or discouraging consumers from
behaving in ways that harm other people.

The latest findings of behavioural economics suggest that consumers in a free
market do not always make rational choices that maximise their self-interests.
Consumers suffer from impulsiveness, excessive optimism, status quo bias, a lack of
will power, poor ability to adequately weigh up short-term and long term benefits
and an inability to process large amounts of complex information.’ They also have a
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limited time within which to make purchasing decisions. Consumers often act in ways
that seem to decrease their welfare. For example, they eat too much fatty food,
smoke cigarettes, do not save enough, borrow too much, enter contracts with
seemingly unfair terms, fail to negotiate cooling-off periods, use dangerous
recreational drugs, engage in dangerous recreational sports and buy unsafe products.

Evidence that consumers make mistakes, however, does not necessarily justify
unlimited paternalistic interventions to correct these mistakes. The crucial question
for New Zealand policy makers is whether, and for what reasons, legal paternalism
to protect consumers from these poor decisions is justifiable. The spectrum of
possible paternalistic intervention ranges from soft paternalistic measures which
aim to nudge or encourage the consumer to change their behaviour (for example,
taxes, advertising bans, opt-out government savings schemes and other default
ruIes3) to harder paternalistic measures that coerce the consumer to behave in a
certain way (for example, bans, mandatory cooling-off periods, prohibitions of
unfair terms and interest rate caps). Examples of potential areas of future law
reform in New Zealand that will give rise to issues of paternalism are given in the
“Issues and Background” chapter on this topic in the first volume of the New
Zealand Law Foundation Regulatory Reform Project.4 Some key areas include unfair
terms prohibition, the imposition of responsible lending duties on suppliers of
credit, credit interest rate caps, legislation to reduce obesity levels, regulation of
natural health products, requirements for cigarettes to be in plain packaging® and
adjustments to the KiwiSaver scheme.

The overall objective of this chapter is to establish a framework to guide policy
decision-making about paternalism in New Zealand consumer law.® The framework
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is intended to encourage policy makers to engage in an informed debate about the
topic. Without such a framework there is a danger that a serious debate about
paternalism is neglected or that the debate reverts to an exchange of broad,
unexamined assertions. Those opposing the proposed law brush it aside as being
too paternalistic or an example of the “Nanny State” and those in favour make
vague assertions about the need for “consumer protection”.

This chapter represents stage three of the project. It gives conclusions and
recommendations on the topic. The chapter is divided into the following parts: Part
2 considers the tension between consumer freedom and paternalism and outlines
the general approach advocated by the chapter. Parts 3 to 5 identify the various
factors that are relevant to determining whether a paternalistic intervention is
justifiable and, if so, whether it should be soft or hard paternalism. Each of the
factors is examined to assess how it might strengthen a justification for paternalistic
intervention. Part 6 examines the relationship between consumer welfare and
consumer preferences.

If policy makers are satisfied that the particular consumer problem is one where
pursuing the goal of paternalistically protecting consumers is justified in principle,
then the question becomes one of designing a regulation that is likely to be
effective and avoiding unintended negative consequences. The primary focus of this
chapter is the development of a framework for establishing a prima facie case for
paternalistic intervention. Nevertheless, the discussion is not complete without
some mention of the issues of effectiveness and unintended consequences. Part
seven briefly considers these issues.

7.2 The tensions between consumer freedom and
paternalism

Whether a paternalistic legal intervention can ever be justifiable has been the
subject of much legal, philosophical and economic debate for hundreds of years.
Stage One of this project reviewed the existing theories on the legitimacy of legal
paternalism. Each theory is based on a single premise; paternalism is seen as either
a good idea (traditional paternalism); a bad idea (anti-paternalism); justifiable only
if it retains some consumer choice (libertarian paternalism); or only if the benefits
to irrational consumers outweigh the costs to rational consumers (asymmetric
paternalism).7 It was argued in Stage One that the search for a unifying theory
offers inadequate assistance to the policy maker.

Neither of the extreme positions on paternalism provide guidance for policy
makers seeking to assess the legitimacy of paternalism in any given situation.
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Modern democratic societies such as New Zealand value individual liberty too
highly for uncritical paternalism to be acceptable. However, uncompromising anti-
paternalism offers little help to those policy makers who are open to the idea that
paternalism might be appropriate in some situations. This project aims to assist
policy makers to identify factors that might provide a justification for a paternalistic
intervention.

Stage One of this project also argued that the current middle ground “single
premise” theories on paternalism are unable to offer complete answers to the
question of when to intervene.? Libertarian paternalism, for example, is in favour of
soft paternalism, and yet Thaler and Sunstien, the most well known proponents of
the theory, admit in the penultimate chapter of their book Nudge that hard
paternalistic measures, such as bans of unsafe products or cooling-off periods,
might be justified in some cases.” The book gives little analysis of what factors
might be relevant to establishing a rationale for coercion. This is understandable
given that the central thesis of libertarian paternalism rests on the premise that
only soft forms of paternalism are legitimate because these measures respect
individual liberty. Neither does the book provide any guidance on how to filter out
the types of “poor” consumer decision-making where even soft paternalism is
inappropriate.

New Zealand already has many paternalistic laws and there are likely to be many
more policy debates about the legitimacy or otherwise of introducing additional
paternalistic measures.'° Examples of current paternalistic laws that are widely
accepted include airline safety standards, medicine safety regulations, the ban on
sale of hard drugs such as heroin, cooling-off periods in door-to-door sales and the
prohibition on contracting out of the Consumer Guarantees Act 1993." These laws
restrict consumers’ freedom of choice. Consumers are not free to: take a cheaper
but possibly less safe flight; purchase heroin in the supermarket; negotiate a
cheaper price with no cooling-off period; or contract out of statutory guarantees as
to the quality of consumer goods and services. This chapter asks what makes these
paternalistic restrictions on consumer freedom seem more acceptable than other
examples of paternalism. Suppose the state wanted to enact laws that remove
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consumers’ freedom to purchase chocolate or ugly clothes or go on a hot air
balloon or climb Mount Everest. How is the policy maker to distinguish between
arguably legitimate interventions and those interventions that are illegitimate? It is
not the goal of this chapter to argue for an exact point at which to draw the line
between individual liberty and paternalistic legal intervention. The goal is to
identify the kinds of factors that should be addressed in any debate on the topic.
People of different political persuasions will draw the line at different points and
will attribute different weight to the importance of each factor.

New Zealand society has historically been relatively open to legal paternalism.
Australia and New Zealand, for example, were the first countries in the world to
introduce mandatory helmets for pedal cyclists in 1990." Further, along with
Australia, the United Kingdom and Europe, New Zealand is noted for its welfare
state provisions such as a public health system and an extensive benefit regime. The
ideals of the welfare state are compatible with an acceptance that the government
has a role to play in paternalistically protecting consumers. In comparison, the
United States is not generally considered a welfare state because there is less of a
safety net provided by the government and more reliance on the market. The
ultimately unsuccessful challenge to the constitutionality of the United States
Patient Protection and Affordable Care Act of 2010 (which requires all Americans to
purchase health insurance) illustrates the importance much of American society
places on individual market solutions and minimal state intervention.” Although
New Zealand is generally more likely than the United States to support some forms
of paternalism, the current National Government is reluctant to follow recent
paternalistic developments in Australian consumer law. For example, Australia has
introduced a prohibition on unfair terms in consumer standard-form contracts and
is also planning to introduce interest rate caps on credit contracts for small
amounts of money.14 The National Government is not, at this stage, following these
leads.” The National Government also initially opposed a proposal to adopt the
Australian development of introducing an obligation of responsible lending on

12 For a critical review of the helmet law in New Zealand see Colin Clarke “Evaluation of New
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credit contract, including continuing credit contracts but excluding small amount credit
contracts, if the annual cost rate of the contract exceeds 48 per cent; and Graeme Austin
“The Regulation of Consumer Credit Products: The Effects of Baseline Assumptions” in Susy
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suppliers of credit."® However, it eventually agreed in 2011 to pursue a package of
credit reform which, if adopted, will introduce these obligations.17

The starting point for making decisions about the appropriateness of
paternalism is to acknowledge that paternalistic intervention is at odds with
individual liberty, the sanctity of contract and the value of personal responsibility. It
requires the government to make a potentially controversial assessment about
what it believes to be in the best interests of consumers. It then restricts consumer
freedom in order to change consumer behaviour. Both paternalistic “nudges” (soft
paternalism) and paternalistic “pushes” (hard paternalism) compromise consumer
freedom of choice, albeit to different degrees. For example, a tax on fatty foods, a
form of soft paternalism, does not completely eradicate consumers’ freedom to
choose to eat those foods, but it does take away the freedom to purchase them at
market value. Likewise, the “nudge” of automatically enrolling people in an opt-out
retirement saving scheme reduces consumers’ freedom to easily choose their own
savings plan.” Opting-out of the approved plan requires time and effort.

Any debate about the legitimacy of paternalism should begin with the
assumption that consumer freedom is generally a good thing. A paternalistic
intervention ought therefore to proceed with caution. Academic commentators
have recently expressed concern that the New Zealand Government is too often in
a hurry to pass legislation and fails to allow time and opportunity for policy
deliberation.” Paternalism is an issue which requires policy makers to slow down
and allow time for informed debate and the development of an in-depth set of
justifications for intervention.

This chapter advocates moving from a single premise approach to a
multifactorial approach which better recognises the complexity of the problem. It
recommends that various factors are assessed in order to determine if a
paternalistic intervention to protect consumers might be legitimate and, if so,
whether it should be soft or hard paternalism. The factors used to justify

16 See National Consumer Credit Protection Act 2009 (Cth), which imposes requirements as to
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12578.
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intervention in one case might be different from the factors that justify intervention
in another.

The following parts of this chapter explore this issue of developing a set of
factors relevant to determining legitimacy.

7.3 Overview of factors

Policy makers need to define the consumer behaviour that they are proposing to
alter by way of legal paternalism.20 Then they should consider the following factors
when determining whether a paternalistic intervention might be legitimate:
e the magnitude of potential consumer harm;
e  the probability of consumer harm;
e theirreversibility of potential consumer harm;
e the degree to which addiction is affecting consumer choice;
e the degree to which consumers want to be protected;
e the degree to which consumers are dealing with complex large quantities of
information they are unable to process;
e the degree to which the problem is affecting children, young adults or other
potentially disadvantaged groups;
e the degree to which there are additional, non-paternalistic reasons for enacting
the law; and
e the probability of non-legal responses, such as education or support
programmes, failing to provide solutions to the problem within an acceptable
time frame.

Each of these factors requires policy makers to make a detailed assessment of the
extent and nature of the consumer problem. Consideration of each factor will
produce results on a spectrum ranging from high to low. Where a particular
consumer problem gives results at the higher end of some or all of the spectra
there is a more compelling argument for paternalistic intervention than if the
answers are at the lower end of the spectrum. So, for example, where the
magnitude of potential consumer harm appears extreme there is a stronger case
for intervention than where it is minor. Consideration of all these factors is essential
to mounting a challenge to objections to paternalism.

The two main objections to paternalistic consumer laws rest on one of
two arguments, both about freedom. The first argument says that paternalistic laws
violate consumers’ fundamental right to freedom of choice — even the freedom to
make mistakes that harm themselves.”* This argument is about the importance of

2 Problem definition is a key issue in regulation and frequently, if not somewhat surprisingly
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idea that the freedom to make choices has an intrinsic value. See Milton Friedman
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liberty itself, not about how good consumers are at using their freedom to make
good decisions. It says that consumer freedom of choice has intrinsic worth. Making
choices is what makes us human, it provides us with dignity and the ability to be
self-reliant. This emphasis on the importance of freedom is also tied in with ideas
about personal responsibility and the sanctity of contract.

The second argument is about the relationship between freedom and welfare. It
says that freedom of choice is the most reliable way of enhancing consumer
welfare.? Therefore, paternalistic laws are objectionable because they make the
mistake of assuming that the government is better equipped than consumers to
determine what is in the consumers’ best interests. According to this theory, the
revealed preferences, as evidenced by consumer choices, are the best indicator of
consumer welfare. Some scholars also point out that the government decision-
makers themselves have cognitive limitations and are prone to error.”® One further
potential objection to legal paternalism is that it is not legitimate to attempt to
resolve a consumer problem with a paternalistic legal response if there are non-
legal responses that could achieve the same result in an acceptable time frame.

The following sections of this chapter discuss each of the factors in turn and
make an assessment as to how they might be relevant to combating objections to
legal paternalism. This suggested framework for working through the issues about
the legitimacy of paternalism is not the same as applying a traditional economic
cost-benefit analysis to the problem.24 An economic cost-benefit analysis assesses
the costs and benefits of a given proposal and determines whether the benefits
outweigh the costs. It usually calculates the costs and benefits into a single scale
value (often a monetary value). It can also be a useful tool for comparing the costs
and benefits of various different factual and counterfactual scenarios. For example,
a cost-benefit analysis could be used to compare a factual case that a particular
consumer problem should be dealt with by using only a specific soft paternalistic
legislative intervention (a nudge) with a counter-factual case that advocates a
specific hard paternalistic measure (some form of coercion). A cost-benefit analysis
might indicate that the factual has the advantages of having lower implementation
and enforcement costs and retains a higher degree of consumer responsibility and
choice. It may also show that the counter-factual has the benefits of more
effectively reducing harm to consumer health but that the implementation and
enforcement costs are higher.

Nevertheless, it is difficult to use a cost-benefit analysis to answer the baseline
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Slippery Slopes” (2009) 51 Ariz L Rev 685 at 723-735.

The cost-benefit analysis applied by many governments and economists today is based on a
version of the utilitarian philosophy of Jeremy Bentham (1748-1832). He argued that a
government should do what will maximise the happiness of a community as a whole.
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philosophical question about the legitimacy of using any kind of legislative
intervention that has the goal of paternalistically interfering with consumer
freedom of choice.” Quantifying costs and benefits is challenging. What is fed into
a cost-benefit analysis is likely to be coloured by moral value judgments, and yet
the results appear scientific and objective. Moreover, the analysis might overlook
matters that are difficult to measure such as the value of liberty, including the
liberty to make ourselves seemingly worse off. Cost-benefit analysis might also
neglect to consider the morality of protecting one group of people at the expense
of another group because it focuses on the aggregate sum of costs and benefits
over the community as a whole to assess net benefit. For example, a cost-benefit
analysis could indicate that the benefits to non-consumers of supplying a particular
harmful product (for example, supplier profits, taxation revenue, or employment
opportunities) outweigh severe consumer harm caused by the product. However,
not everyone will agree that this net benefit should lead to the conclusion that
there is no justification for legal intervention to protect consumers.

A further difficulty arises when attempting to apply cost-benefit analysis to
situations involving unstable consumer preferences in respect of products that
produce short-term benefits and long-term costs. Calculating consumer benefits
and costs in these cases requires policy makers to choose between various different
methods of calculation. For example, calculations could be based on consumers’
revealed preferences (as evidenced by their choices), or consumers’ stated
preferences, or government and expert assessments of consumer benefits and
costs. Each method could give different results and rests on different assumptions
about consumer welfare. Typically, a traditional cost-benefit analysis will calculate
consumer welfare on the basis of revealed consumer preference (as evidenced by
consumer choice).”®

The approach for analysing the legitimacy of paternalism recommended in this
chapter allows for an engagement in a discussion about moral disagreements. This
includes the disagreement about when and why it is appropriate, or not, to use
consumer choice as a yardstick for measuring consumer welfare. The suggested
approach starts with the most common objections to paternalism and then
considers various factors that in any given situation might overcome these
objections. The answer to the question of the legitimacy of paternalism ultimately
depends on a value judgment. It requires a value judgment about the limits of
freedom and the wisdom of government assuming that, in some cases, it can make
better decisions about consumer welfare than consumers themselves. It depends,
in part, on one’s conception of justice. For some people the idea of liberty to do as
one chooses, so long as it does not harm someone else, is seen as such a

» The limitations on the usefulness of economic cost-benefit analysis to debate on the

legitimacy of paternalism were discussed in the first stage of this project: Kate Tokeley
“Consumer Law and Paternalism: A Framework for Policy Decision-Making” in Susy Frankel
(ed) Learning from the Past Adapting for the Future: Regulatory Reform in New Zealand
(LexisNexis, Wellington, 2011) 267 at 285-289. See also Elizabeth Anderson Value in Ethics
and Economics (Harvard University Press, Cambridge (Mass), 1993).

% For further discussion on different methods of measuring consumer welfare, see [7.6].



fundamental right that it cannot be easily overridden by any number of benefits.”’
For others there will be a point at which they are convinced that in the
circumstances a paternalistic intervention is justified. Having a checklist of factors
to be considered encourages the policy maker to engage in a discussion about the
acceptable limits of freedom. The aim is for policy makers to be able to explain
exactly why this particular consumer problem is one for which they consider it is
legitimate to aim to reduce consumer liberty in order to increase consumer welfare.
After this baseline question of the legitimacy of the goal has been addressed, the
policy maker can go on to deal with the issue of designing regulation that is most
likely to effectively achieve this goal and is cost-effective.

7.4 Factors to be considered

The following factors should be taken into account when determining the
legitimacy of a paternalistic legal intervention. Each factor is relevant to combating
the common objections to legal paternalism.

7.4.1 The magnitude of potential consumer harm

Some “poor” consumer choices lead to relatively minor harm and therefore should
be left to individual choice. For example, consumers often make hasty, seemingly
irrational purchasing decisions to buy items such as gadgets they never use,
unaffordable holidays or bad haircuts. It would be hard to justify laws that
intervene with these types of purchasing decisions because of their minor
consequences. Allowing consumers to choose freely in these situations seems
preferable to intervening in some misguided attempt to help consumers make
better choices.

However, where consumer choices cause extreme harm it is easier to argue that
paternalistic laws are justifiable. For example, choosing to use heroin, smoke
cigarettes or buy untested medicines can lead to serious diseases or even death.
Other consumer problems such as over-indebtedness or problem gambling can lead
to financial ruin and serious psychological distress.

The magnitude of harm is relevant both to the arguments about freedom of
choice and consumer welfare. If the harm is extreme then it might be argued that,
although the consumer choice is voluntary, it may not have been a “free” choice.
Perhaps the consumer is addicted to the product or is struggling with the willpower

z The American economist Milton Friedman, for example, argued that governments do not

ever have the right to interfere with the freedom of individuals to enter into voluntary
contracts with each other. See Milton Friedman Capitalism and Freedom (University of
Chicago Press, Chicago (Ill), 1962); at 188. Similarly, cl 7(1)(b) of the Regulatory Standards
Bill 2011 states that responsible regulation should not diminish an individual’s liberty unless
this is necessary to protect another person’s liberty. See also Robert Nozick Anarchy, State
and Utopia (Basic Books, New York, 1974). See also Petra Butler “When is an Act of
Parliament an Appropriate Form of Regulation? — Regulating the Internet as an Example”
(ch 13) in this volume.



to put long-term goals ahead of short-term pleasure.28 Problems with alcohol,
cigarette smoking, gambling, over-indebtedness, obesity and recreational drugs are
all in this category. Where harm is extreme it seems more likely that the consumer
choices do not represent the consumer’s “true” or underlying preferences.29 While
the consumer might not be under duress or subject to fraud they might
nevertheless be unable to make an unconstrained and free choice.

The degree of harm is also relevant to weakening the argument that consumers
are better equipped than governments to make choices that enhance their welfare.
The more extreme the harm that consumers are causing themselves by their
choices, the more persuasive is the argument that their choices are in fact
decreasing their welfare and that perhaps the government might be in a position to
help. Unlike the consumer, the government does not face the temptation to indulge
in immediate gratification. Moreover, the government may be in a better position
than consumers to devote the time and resources to examine the situation in more
detail.

Another category of purchases where consumers might make a choice that
causes them serious harm is when they are purchasing goods or services for which
large amounts of complex information needs to be digested before making a
judgment. The problem in these cases is nothing to do with willpower. In these
cases, even if all the relevant information was made available, consumers would
not have the cognitive skills to process and understand the information in order to
make a rational decision about their own welfare in the time available.® For
example, in a free market, consumers would be able to choose the airline safety
and price combination that they would prefer. Similarly, decisions about bicycle
safety, medicine safety and building safety would be up to consumers to choose the
level of risk they deemed acceptable. Expecting ordinary consumers to make a
welfare-enhancing decision in these situations is unrealistic. A consumer would
need to be well qualified in aviation safety to assess the likely outcome of various

2 See [7.4.4] in this chapter for a discussion of the issue of whether or not addiction can

impair consumers’ ability to make rational and free choices.

See, for example, Richard Thaler and Cass Sunstein “Libertarian Paternalism is Not an
Oxymoron” (2003) 70 U Chi L Rev 1159 at 1162. See also Morris Altman “Freedom to
Choose and Choice X-inefficiencies: Human and Consumer Rights, and Positive and
Normative Implications of Choice Behaviour” (2010) 68 Review of Social Economy 395.
Altman argues that maximising true preferences will maximise welfare. He claims that in
some situations rational consumers may be unable to manifest their true preferences and
that this has important implications for public policy. Anti-paternalists are sceptical about
this concept of discovering “true” preferences, for example, see Mario Rizzo “The
Knowledge Problem”, (2009) BYUL Rev 905. Consumer addiction is covered in more detail in
[7.4.4].

This “information-processing weakness” is also discussed in [7.4.6] of this chapter. Research
suggests that when individuals make decisions in complex situations, they often use rules of
thumb and poor reasoning which lead to systematic errors and miscalculations of risk. See
Amos Tversky and Daniel Kahneman “Judgment Under Uncertainty: Heuristics and Biases”
in Daniel Kahneman, Paul Slovic and Amos Tversky (eds) Judgment Under Uncertainty
(Cambridge University Press, Cambridge, 1982) 3; Robert E Goodin “Democracy,
Preferences and Paternalism” (1993) 26 Policy Sciences 229; G Ariely Predictably Irrational:
The hidden forces that shape our decisions (HarperCollins, New York, 2010).
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airline safety specifications. In these situations an unregulated market could lead to
consumers suffering serious harm.

7.4.2 The probability of consumer harm

The probability of consumer harm is important to any argument that attempts to
justify paternalism. If consumers engage in behaviour that has a very high chance of
causing harm then this is relevant to concerns about both liberty and consumer
welfare. It could indicate that the consumer choice is being made because of some
sort of consumer cognitive bias (such as failure of willpower, addiction, or a lack of
information-processing powers) and is possibly not a truly free choice. It might also
indicate that in these cases the consumer might not be in the best position to make
choices that maximise his or her welfare.

If there is potential for consumers to be harmed by their choices, but the
chances of this harm occurring are extremely low, then it becomes more difficult to
argue that the government can legitimately interfere with consumer freedom. For
example, while there is a minute risk that consumers could choke while eating
grapes it would be hard to argue for a ban on the sale of grapes. Likewise there is
some chance a child could break an arm at a skating rink; but this does not
necessarily mean that skating rinks should be banned.

Some consumer behaviour carries a high risk of harm occurring. For example,
consumers who choose to smoke cigarettes have a high chance of developing lung
cancer or some other disease associated with tobacco use.** Even moderate
cigarette smoking is likely to cause some harm to a smoker’s health. The latest
American Surgeon-General’s Report on tobacco concludes that there is no safe level
of exposure to tobacco smoke. Any exposure to tobacco smoke, even an occasional
cigarette or exposure to second-hand smoke, is harmful.®® In other situations the
likelihood of harm is lower. For example, consumers who sign a contract with an
excessively punitive default clause might be highly unlikely to default and so their
poor choice may not carry a high risk of causing harm.

When assessing this factor, policy makers need to be careful to accurately define
the “poor” consumer choice that they are concerned about in order to assess
whether these choices are likely to lead to consumer harm. If, for example, a
person’s gambling consists of buying the occasional lotto ticket it is unlikely to
cause any consumer harm. However, playing the pokey machines for six hours a day
is likely to cause harm to the consumer. Many consumer problems, such as obesity
and alcohol abuse, stem less from the consumer product itself than the way the
product is used. Eating two squares of dark chocolate a day and drinking two
glasses of wine a week is not likely to cause harm; but, consuming two bottles of
wine a night and junk food for most meals is likely to result in serious harm. Policy

3 United States Department of Health and Human Services, How Tobacco Smoke Causes

Disease: The Biology and Behavioral Basis for Smoking-Attributable Disease (Office of the
Surgeon General, 2010), available at <www.ncbi.nIm.nih.gov/books/NBK53017/>.
United States Department of Health and Human Services How Tobacco Smoke Causes
Disease: The Biology and Behavioural Basis for Smoking-Attributable Disease (Office of the
Surgeon General, 2010), available at <www.ncbi.nlm.nih.gov/books/NBK53017/>.
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makers may decide that it is only these specific types of high risk behaviour for
which legal paternalism is justified. This would then require the regulator to
attempt to specifically target the problem behaviour and not restrict the liberty of
those consumers making choices that are unlikely to cause them any harm. A law
that prohibits liquor stores from being open at 4 am is an example of legislation
targeted at the type of consumer behaviour that is most likely to lead to a decrease
in consumer welfare.

7.4.3 The irreversibility of potential consumer harm

In some cases the harm that consumers cause themselves by poor decision-making
is, at least to some extent, reversible. If a consumer buys a shirt that is too small
they can pay more money to get another shirt the next size up. The consumer has
still suffered a minor monetary loss but they have solved the problem of having a
too-tight shirt and can potentially re-sell the original shirt, albeit at less than the
retail value. In some situations, consumer harm is more difficult, but still feasible, to
reverse. If a consumer chooses to consume large quantities of junk food and they
become overweight, it is possible, even if challenging, to reverse this weight gain by
diet and exercise. However, at some point in time weight gain can lead to
irreversible conditions such as diabetes and heart disease.

Other consumer behaviours might lead more quickly to irreversible harm. For
example, tobacco use can be distinguished from more minor consumer problems by
the irreversibility of many health conditions caused by smoking. The most obvious
examples of irreversible harm involve permanent disability or death. Significant
financial distress (such as a mortgagee sale or bankruptcy) might also be classified
as “irreversible” even if many years later the consumer might have built up a
greater level of net wealth.

If consumers are behaving in ways that can cause irreversible harm then there is a
stronger argument for legal intervention to protect consumers than if consumers are
causing themselves minor and reversible harm. If the harm is reversible then the
consumer has the opportunity to learn from their mistake.*® If the harm is irreversible
then it is too late. Any market feedback mechanism would come too late to undo any
harm caused. Leaving matters such as the safety of medicines or airlines to be
optimised by the free-market risks some consumers suffering death or injury.

Where consumer behaviour is causing irreversible harm, the arguments about
the importance of preserving consumer liberty are weakened. So too are arguments
that the consumers are in the best position to maximise their own welfare.

3 See Timothy Irwin Implications of Behavioural Economics for Regulatory Reform in New

Zealand (Sapere Research Group, 2010) at 61, available at <www.srgexpert.com>. Irwin
proposes that regulators should ask whether a proposed paternalistic regulation covers a
domain where people have good opportunities to learn from their mistakes as opposed to a
domain where feedback will come too late. See also the following articles where the
importance of giving the consumer the opportunity to learn from their mistakes is
discussed: Richard A Epstein “The Neoclassical Economics of Consumer Contracts” (2007-
2008) 92 Minn L Rev 803; Jonathan Klick and Gregory Mitchell “Government Regulation of
Irrationality: Moral and Cognitive Hazards” (2006) 90 Minn L Rev 1620.



7.4.4 The degree to which addiction is affecting consumer
choice

The argument that consumers choose behaviours that are in their best interests,
and so should be left alone without government interference, appears to break
down in situations of strong addiction. Addiction can be defined as physical and/or
psychological dependence on mood-altering substances or behaviours which
temporarily alter the chemical profile of the brain.** Addiction explains, at least in
part, why some consumers continue to smoke, drink, eat unhealthily, take
recreational drugs and gamble despite the negative consequences of these
behaviours. Addiction was mentioned in Part 7.4.1 of this chapter as a possible
cause of consumers causing themselves severe harm and that this might indicate a
lack of genuine free choice. This part of the chapter looks more closely at the
question of whether or not addiction impairs the ability of a consumer to make a
rational and free choice about his or her own self-interest.

The degree of addictiveness varies.”®> Some forms of addiction are more
behavioural (gambling) and some are more chemical (cocaine). Another variation is
between the potency of the pleasure produced and the difficulty of withdrawal. Some
addictive products produce mild highs and have relatively mild withdrawal effects (for
example, coffee or chocolate). Other products generate stronger highs and have
stronger withdrawal effects (for example, cocaine, heroin, cigarettes). A further
variation is the ability of the addictive substance to impact on rational thinking. For
example, coffee improves cognitive functioning, whereas alcohol decreases it.

If a consumer problem is not a result of addiction then it is easier to argue that the
consumer behaviour is a result of a genuine free choice and that, in the absence of
other factors such as extreme levels of harm, the consumer is maximising his or her
own self-interest by exercising that freedom of choice. Paternalism is therefore
unjustified. However, where addiction is a factor, the degree to which consumer
choice is genuinely free is more difficult to determine.

Consumers who suffer from an addiction seem to lose the ability to think
rationally or to choose freely. Some theorists, however, have argued that if a
consumer has enough information about the dangers of an addictive product, he or
she will “rationally choose” to use the product in a way that maximises welfare.*®
Under this theory, for example, a smoker would take into account the various costs
of smoking one more cigarette today (the monetary cost of the cigarette, the
increase in addiction and the decrease in future health) and rationally compare that
with the pleasure of smoking that cigarette. The choice to smoke will therefore
maximise the consumer’s welfare. If this theory is correct, paternalistic intervention
is unjustified. Regulation should merely make sure smokers are well-informed and
that they are not imposing costs on third parties (such as inflicting second-hand
smoke on to others).

3 Daniel H Angres and Kathy Bettinardi-Angres “The Disease of Addiction: Origins, Treatment,

and Recovery” (2008) 54 Disease-a-Month 696.

Jon Elster “More than Enough — Review of Accounting for Tastes” (1997) 64 U Chi L Rev 749
discusses these variations at 758.

Gary S Becker and Kevin M Murphy “A Theory of Rational Addiction” (1988) 96 J Pol Econ 675.
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Several scholars have severely criticised rational addiction theory.37 The
philosopher Jon Elster argues that rational addiction theory is flawed. He maintains
that addiction and emotions can short-circuit rationality so that people behave in
ways that are not in their self-interest.® He uses a subjective definition of
“rationality”. Behaviour is not considered irrational just because third parties view it
as self-destructive. It is irrational because the consumer, given what he or she knew
at the time, thinks he or she should have acted differently. Elster argues that the
irrationality of addictive behaviour is evidenced by addicts’ attempts at self-
regulation.39 For example, a smoker might put photographs of diseased lungs on
the wall, an alcoholic might empty the house of all alcohol, a gambler might ask for
the casino to deny him future entry into the casino.” These actions show that the
consumer has a reason to think they should be behaving differently. The failure to
quit is not the result of a rational choice based on an assessment of all the costs and
benefits. Elster acknowledges that in some cases the decision to continue using an
addictive product might be rational.*! For example, a schizophrenic who smokes in
order to medicate the symptoms of the disease may, from his or her perspective,
be making a rational choice. Presumably the decision to continue consuming
moderate quantities of mildly addictive, relatively harmless substances such as
coffee or chocolate might also be classed by Elster as rational.

Economist Ole Rogeberg describes the rational addiction theory as “absurd”.*?
He argues that it is implausible to explain the behaviour of all addicts as the result
of choices made by well-informed, utility-maximising individuals. Such a theory
makes the false assumption that we make fully thought-out, forward-looking,
complex calculations before making our choices. It presupposes that “we are aware
of or can uncover the reasoning behind our choices”.®? Rogeberg argues that this

leads to the false assumption that addictive products pose no welfare problems.44

37 See Ole Rogeberg “Taking Absurd Theories Seriously: Economics and the Case of Rational

Addiction Theories” (2004) 71 Philosophy of Science 263; Jon Elster “More than Enough —
Review of Accounting for Tastes” (1997) 64 U Chi L Rev 749; Jon Elster Alchemies of the
Mind: Rationality and the Emotions (Cambridge University Press, Cambridge, 1999); George
Loewenstein “Out of Control: Visceral Influences on Behaviour” (1996) 65 Organizational
Behaviour and Human Decision Processes 272. See also Jonathon Gruber and Botond
Koszegi “Is Addiction ‘Rational’? Theory and Evidence” (2001) 116 Q J Econ 1261. Gruber
and Koszegi criticise the “rational addiction” model for failing to incorporate time-
inconsistent preferences.

Jon Elster “More than Enough — Review of Accounting for Tastes” (1997) 64 U Chi L Rev 749
at 763.

Jon Elster “More than Enough — Review of Accounting for Tastes” (1997) 64 U Chi L Rev 749
at 762.

Under s 310 of the Gambling Act 2003, a gambling venue manager is required to exclude all
self-identified problem gamblers.

Jon Elster “More than Enough — Review of Accounting for Tastes” (1997) 64 U Chi L Rev 749
at 762.

Ole Rogeberg “Taking Absurd Theories Seriously: Economics and the Case of Rational
Addiction Theories” (2004) 71 Philosophy of Science 263 at 282.

Ole Rogeberg “Taking Absurd Theories Seriously: Economics and the Case of Rational
Addiction Theories” (2004) 71 Philosophy of Science 263 at 280.

Ole Rogeberg “Taking Absurd Theories Seriously: Economics and the Case of Rational
Addiction Theories” (2004) 71 Philosophy of Science 263 at 283.
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If it is accepted that addictions can, if extreme enough, impact on the cognitive
abilities of consumers to make rational choices about their own welfare then the
two main arguments against paternalistic intervention are eroded. The argument
based on the importance of liberty is weakened because consumers who are
addicted to a product or behaviour are arguably not acting “freely”. The argument
based on consumer choice leading to maximised welfare is also weakened. If a
consumer’s rationality is impaired by addiction then their ability to make welfare-
enhancing choices is compromised. The higher the degree to which addictiveness is
affecting consumer choice, the more compelling is the argument that some form of
paternalistic intervention might be justified in order to help consumers to make
“better” choices.

7.4.5 The degree to which consumers want to be protected

The degree to which consumers want to be protected is relevant to responding to
the argument that consumers’ freedom of choice is of fundamental value and
should not be violated. Where it can be shown that most consumers are in favour
of having their liberty curtailed it becomes much harder to claim that liberty is
sacrosanct. This factor is also relevant to countering the argument that consumer
freedom of choice is the best method of maximising consumer welfare. If
consumers themselves are supportive of paternalistic regulation it suggests that
they do not feel that they are making good decisions on their own. It indicates that
in this instance the government might be in a better position than consumers to
maximise consumer welfare. Tim Irwin recommends that regulators ask
themselves whether “the people making the apparent mistakes consider, on
reflection and with good information, that their decisions are mistakes?”* If the
answer to this question is yes then there is likely to be more consumer support for
a paternalistic intervention.

Some paternalistic regulations are likely to have more widespread consumer
support than others. For example, while many consumers might balk at the
suggestion that the government wanted to protect their health by banning the sale
of fish and chips, most consumers are likely to be relaxed about the idea of being
protected by the insertion of a mandatory cooling-off period into a credit contract
or a door-to-door sale. Both forms of regulation are paternalistic. They seek to alter
consumer behaviour in order to increase consumer welfare and they do so by
restricting consumer liberty. Requiring a cooling-off period restricts consumers’
liberty to negotiate a lower price for a contract with no cooling-off period. The
important distinction between these two examples is that consumers are more
likely, in the latter example, to consent to restrictions on their liberty.

Most consumers are also likely to support safety regulations for products such
as bicycles, helmets, medicines, automobiles and airlines.* These safety regulations

4 Timothy Irwin Implications of Behavioural Economics for Regulatory Reform in New Zealand

(Sapere Research Group, 2010) at 61, available at <www.srgexpert.com>.

See Bill New “Paternalism and Public Policy” (1999) 15 Economics and Philosophy 63 at 76—
78 discussing the idea that consumers might consent to policies which they would not
directly support at the time because their immediate hedonistic gratification is at stake.

46



are paternalistic in that they take away consumers’ liberty to choose their own
preferred combination of price and level of safety. Because consumers all have
slightly different levels of risk aversion, the level of safety required by the state will
not match what all consumers would choose if they were perfectly informed and
could accurately assess the risks. Nevertheless, consumers are likely to approve of
the state setting standards that ultimately restrict their freedom of choice. They
recognise that, if left to their own devices in an unregulated market, there is a
possibility, even if they were given full information, they would miscalculate risks,
not have the time or expertise to understand the implications of the information
and fail to maximise their own welfare.

In other areas where consumer behaviour appears to decrease consumer
welfare, the degree of consumer support for paternalism is likely to be more mixed.
This variation in consumer support is particularly likely in circumstances where
consumers are making trade-off decisions between short-term benefits and possible
future negative consequences. In these scenarios there will be some consumers who
want no paternalistic intervention, some who would consent to being nudged and
some who might be in favour of more coercive attempts to control their behaviour.
For example, suppose that government is concerned that many consumers are
failing to save for their retirement. Some consumers are likely to see this as none of
the government’s business. Other consumers might support a default savings
scheme from which they can choose to opt out. Other consumers might vote for a
compulsory retirement savings scheme. Similarly, while some alcoholics might be
against any government interference in their liberty to purchase alcohol, others
might be in favour of laws that shorten opening hours for liquor stores.”’ In these
grey areas there may be a great variation amongst consumers as to whether they
even see themselves as making a mistake. In these cases, unless the potential harm
suffered is extreme, it may be more appropriate to avoid hard paternalism and use
either soft paternalistic measures or avoid any intervention.

Determining the degree of support for a paternalistic intervention will sometimes
be challenging and may involve a degree of hypothesising. Moreover, using a
“degree of support” as a relevant factor implies a rejection of the “revealed
preference” model where consumer choices made in the market place are
considered the most accurate way to gauge what consumers really want and what is
in their best interests. In contrast, the approach recommended in this part of the
chapter accepts that consumers do sometimes support their liberty being restricted.
This is because in some situations, even if consumers know what actions are in their
best interests, they understand that they are either unable or unwilling to take these
actions without the state’s assistance. If there is a domain in which it can be shown,
either by direct evidence or reasonable supposition, that most consumers would
support having their freedom restricted in some way, this will strengthen arguments
that some kind of paternalistic regulation might be legitimate.

4 Surveys in New Zealand show that many consumers want to see the alcohol purchase age

returned to 20 years, restrictions on outlet density and late night trading, and more regulation
of alcohol advertising. See Kypros Kypri, Brett MacLennan, John D Langley and Jennie L Connor
“The Alcohol Reform Bill: More tinkering than reform in response to the New Zealand public’s
demand for better liquor laws” (2011) 30 Drug and Alcohol Review 428.



7.4.6 The degree to which consumers are dealing with large
guantities of complex information they are unable to
process

Consumers do not have the cognitive powers to process large amounts of complex
information and make meaningful comparisons with alternative products in a
realistic time frame.* This information-processing weakness has already been
discussed above under the “magnitude of potential harm” factor (at [7.4.1]). It was
put forward as one category of situation where consumers might cause themselves
serious harm if legislative safety standards were not in place. Decisions about the
safety of airlines, automobiles, buildings and medicine were used to illustrate areas
of decision-making where consumers do not necessarily have the cognitive abilities
or expertise to accurately calculate risk and make welfare enhancing decisions. The
consequences of a poor decision in these cases could potentially lead to serious
harm.

It is also worth considering this “information-processing” factor independently
of the “degree of potential harm” factor. Not all cases where consumers must deal
with large amounts of complex information is there the potential for major
consumer harm such as permanent disability or death. Poor decisions in areas such
as credit contracts or standard-form contracts might cause only minor financial
distress.

Even when the degree of harm is relatively small, a paternalistic intervention
might still be justified. This is because the cognitive weakness in processing
information provides, in itself, a response to arguments against paternalism. Other
cognitive weaknesses, such as over-confidence or a lack of willpower, require a
policy maker to point to serious potential harm in order to establish a justification
for intervention. In these situations if the harm is minor, governments are usually
reluctant to interfere with informed consumer choice. The choice might be in some
way distorted by the cognitive weakness, but it is nevertheless an informed choice.

In contrast, the information-processing weakness, by its very nature, provides an
additional argument for paternalistic intervention, independent of arguments about
the magnitude of harm. In cases where information is lengthy and complex, the
consumer is unable to make an informed choice. This factor challenges anti-
paternalist arguments about both liberty and welfare. Preserving consumer
freedom of choice does not seem intrinsically worthwhile in cases where
information-processing weaknesses mean that consumers are not so much making
a poor choice as making no choice at all. Moreover, it makes no sense to say that
consumer freedom of choice is the best method of maximising consumer welfare in
cases where the consumer is not actively making a conscious, fully-informed choice.
Even if suppliers are legally required to provide full information, if the information

a8 See Amos Tversky and Daniel Kahneman “Judgment Under Uncertainty: Heuristics and

Biases” in Daniel Kahneman, Paul Slovic and Amos Tversky (eds) Judgment Under
Uncertainty (Cambridge University Press, Cambridge, 1982) 3; Robert E Goodin
“Democracy, Preferences and Paternalism” (1993) 26 Policy Sciences 229; Dan Ariely
Predictably Irrational: The Hidden Forces that Shape Our Decisions (HarperCollins, New
York, 2010).



is too lengthy and complex it is unrealistic to expect consumers to take it into
account when making purchasing decisions. In these cases the government might
be in a better position than the consumer to make a welfare-enhancing decision on
the consumer’s behalf. The government has the potential to devote time and
resources to processing the relevant information, calculating risks and determining
acceptable minimum standards.

Standard-form consumer contracts are a good example.49 In these contracts the
details of the parties’ rights and duties can be lengthy and complex. Even if these terms
are written in plain English consumers do not have the computer-like information
processing skills that enable them to quickly assess and compare these terms with
competitors’ terms. Most consumers do not even begin to try to examine these terms.
There would not be many people in today’s world who have not clicked “I agree” in a
software licensing agreement despite having failed to scroll down the box of terms to
read them. Typically consumers read only the terms that describe the price and the
broad nature of the product. These are the terms that are of sufficient importance that
consumers will read them and allow them to influence their decision to purchase.

Since most consumers are not making decisions based on unread terms there is
no incentive for suppliers to compete on the basis of these terms.”® The fact that
most consumers do not bother to read most of the terms of a standard-form
contract does not necessarily mean that they should be labelled as “irrational”.
Some economic theorists actually describe consumers’ behaviour as “rational
ignorance”,51 or as examples of “bounded rationality".52 In other words, it would
be irrational for a consumer to undertake the time-consuming and arduous task of
reading, understanding, and assessing these terms and then performing a complex
comparative analysis with competitors’ terms. Moreover, most of the unread
terms deal with risks that are unlikely to eventuate. For example, they specify
what will happen if either of the parties defaults, or if the supplier wishes to
terminate the contract or change the terms. Consumers are unwilling to devote
the time and effort required to read and understand these terms.

The consequence of consumers not turning their minds to the desirability of
each term of the contract is that the standard economic theory of free-market
efficiency no longer works. The supplier has little incentive to ensure these

49 For a full examination of standard-form consumer contracts and the problem of unfair

terms see Kate Tokeley “Introducing a Prohibition on Unfair Contractual Terms into New
Zealand Law: Justifications and Suggestions for Reform” (2009) 23 NZULR 419.

So even if some unusual consumers do bother to read the terms they have little chance of
altering them. The inability of the consumer to influence the terms of standard-form
contracts prompted Friedrich Kessler to describe these contracts as “contracts of
adhesion”. See Friedrich Kessler “Contracts of Adhesion — Some Thoughts about Freedom
of Contract” (1943) 43 Colum L Rev 629.

Randy E Barnett “Consenting to Form Contracts” (2002—-2003) 71 Fordham L Rev 628 at
631; Todd D Rakoff “Contracts of Adhesion: An Essay in Reconstruction” (1983) 96 Harv L
Rev 1173.

Russell Korobkin “Bounded Rationality, Standard-form Contracts and Unconscionability”
(2003) 70 Uni Chi L Rev 1203. See also Wayne R Barnes “Toward a Fairer Model of
Consumer Assent to Standard-form Contracts: In defence of restatement subsection
211(3)” (2007) 82 Wash L Rev 227 at 252-262.
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unexamined terms are fair. This concern over the consumers’ failure to negotiate
non-core terms in standard form contracts has led Australia and the United
Kingdom to introduce paternalistic legislation to ban unfair terms in these
contracts.>® New Zealand has not yet enacted unfair terms Iegislation.54

Unfair terms legislation hands the job of determining the acceptability and
fairness of contractual terms from the consumer to a third party (either a court or
government agency). An anti-paternalist might argue that there is too great a
danger that a third party decision maker will make false assumptions about
consumer preferences and consumer welfare. Perhaps some consumers would
prefer harsher terms at a cheaper price. However, the above analysis has shown
that consumers have information-processing weaknesses that preclude them from
making informed choices in these kinds of cases. While leaving the decision as to
fairness to an external decision-maker might not be perfect, it might be an
improvement on leaving the decision to consumers, because consumers simply do
not make that decision. Without some form of paternalistic legal control, the
content of these terms will be determined only by suppliers.

7.4.7 The degree to which the problem is affecting children,
young adults or other potentially disadvantaged groups

As has been discussed above, the latest findings in behavioural economics suggest
that consumers consistently suffer from cognitive biases and weaknesses that
appear to reduce their ability to make welfare-enhancing decisions. These
weaknesses and biases are likely to be more pronounced in children and young
adults who may not have developed the maturity to accurately assess the costs and
benefits of various purchasing decisions.SSCognitive weaknesses might also be more
prevalent in certain groups of particularly vulnerable or disadvantaged consumers
such as the elderly, illiterate, mentally impaired or sick.®™® If a paternalistic
intervention is targeted at young people or other vulnerable types of consumers,
then the anti-paternalistic argument that consumers should be left alone because
they are rational welfare-maximising beings is potentially less persuasive.

53 The Unfair Terms in Consumer Contracts Regulations 1999 (UK); the Competition and

Consumer Act 2010 (Cth), sch 2, ch 2, Parts 2-3.

Proposals to introduce unfair terms are not included in the Consumer Law Reform Bill 2011
despite being recommended by the 2006 discussion paper on consumer law reform by the
Ministry of Consumer Affairs. See Ministry of Consumer Affairs Review of the Redress and
Enforcement Provisions of Consumer Protection Law: International Comparison Discussion
(May 2006), available at <www.consumeraffairs.govt.nz>.

Lynda Sharp Paine “Children as Consumers: An Ethical Evaluation of Children’s Television
Advertising” (1984) 3 Business & Professional Ethics Journal 119. Sharp argues that there
are significant differences between child consumers and adult consumers that justify them
being treated differently by the law.

Equity also allows contracts to be set aside on grounds of unconscionability. A bargain is
considered unconscionable where a stronger party has taken advantage of a seriously
disadvantaged party who is in need of special protection. Examples of disadvantage include
illiteracy, sickness, drunkenness and age. See Blomley v Ryan (1956) 99 CLR 362 (HCA) at
405 per Fullagar J.
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Youth is a particularly pertinent characteristic when considered in combination
with the “addiction” factor. Young people might choose to start consuming an
addictive substance before they have reached sufficient maturity to make a fully
informed and rational choice. By the time they mature into adult consumers they
could have a serious addiction issue which impacts on their cognitive abilities to make
rational choices that maximise their own welfare.”” Minimum purchasing ages for
alcohol and restrictions on tobacco advertising aimed at children are examples of
paternalistic interventions that regulators justify by reference to the particular
vulnerability of young consumers. An example from the United States is the
paternalistic intervention introduced in 2009 to limit the availability of credit cards to
under-21 year olds.*®

7.4.8 The degree to which there are additional non-
paternalistic reasons for enacting the law

In some situations of “poor” decision-making by consumers, it is only the consumers
themselves that suffer harm. Other forms of self-defeating consumer behaviour have
a negative effect on not just the consumer but also the rest of society. For example,
the consumption of alcohol has the potential to cause direct harm to others including
violence to innocent people, damage to property, car crashes and health and social
service costs. The financial cost of alcohol consumption to the New Zealand economy
has been estimated to be between $1.4 billion and $4 billion per year.59 The broader
social cost of alcohol consumption has been estimated at as much as $16 billion.®
Similarly, other consumer problems such as smoking, gambling, obesity and over-
indebtedness cause harm to people other than the consumer.

In these cases the government might be attempting to both reduce consumer
harm (paternalism) and protect other people from being harmed by the consumer
behaviour (non-paternalism). Having additional non-paternalistic goals can
strengthen the case for an intervention that also has paternalistic goals. In each case,

37 See Anette Andersen, Pernille Due, Bjgrn E Holsteinand and Lars Iversen “Tracking Drinking

Behaviour from Age 15-19 Years” (2003) 98 Addiction 1505. This study tracked Danish
adolescents’ drinking behaviour and concluded that high alcohol consumption in young
teenagers is not just a passing episode. It increases the risk that the teenagers will become
long-term, large-scale consumers of alcohol. See also Bridget F Grant and Deborah A Dawson
“Age at Onset of Alcohol Use and its Association with DSM-IV Alcohol Abuse and
Dependence: Results from the National Longitudinal Alcohol Epidemiologic Survey” (1997) 9
Journal of Substance Abuse 103.

The Credit Card Accountability, Responsibility, and Disclosure Act 2009 (US) (the Credit
CARD Act). See also Robert D Manning Credit Card Nation: The Consequences of America’s
Addiction to Credit (Basic Books, New York, 2000).

Brian Easton Alcohol HealthWatch 2004 Briefing Paper Alcohol Excise Tax — Changes to the
New Zealand System at 2, available at <www.ahw.org.nz/resources/pdf/
Excisetax221dec2004.pdf>. See also the Alcohol Reform Bill 2011 which implements some
of the reforms on alcohol recommended by the Law Commission in Alcohol in Our Lives:
Curbing the Harm (NZLC R114, 2010).

Brian Easton Alcohol HealthWatch 2004 Briefing Paper Alcohol Excise Tax — Changes to the
New Zealand System at 2, available at <www.ahw.org.nz/resources/pdf/
Excisetax221dec2004.pdf>.
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however, it is vital to acknowledge the goals of the intervention in order to
determine whether the intervention is judged to have been a success. For example,
assume that the objective of taxing tobacco is only to internalise the costs that
smoking has for society. This is a non-paternalistic goal which aims to generate
sufficient revenue from tax to cover the costs to society of cigarette smoking, such as
extra expenditure by the public health system. Research in New Zealand shows that,
in the case of tobacco taxation, the revenue generated by tobacco tax more than
pays for the costs of tobacco use on society.61 Therefore, it is a success in terms of
achieving the non-paternalistic goal of covering the costs that the consumer
behaviour has on other people. If, however, the government also has the
paternalistic objective of changing consumer behaviour in order to reduce consumer
harm, then any assessment of the success of the taxation policy needs to calculate
the degree to which the taxation has decreased tobacco consumption.

7.4.9 The probability of non-legal responses such as
education or support programmes, failing to provide
solutions to the problem within an acceptable time
frame

One key question that policy makers should ask themselves when determining the
legitimacy of legal paternalism, is how likely it is that non-legal responses, such as
education or support programmes, will solve the consumer problem in an
acceptable time frame. The more probable it is that these non-legal measures will
fail to fully solve the problem within a reasonable time, the stronger the
justification for legal intervention (either on its own or in combination with the non-
legal approaches). The amount of time that is considered reasonable will depend on
matters such as the seriousness and irreversibility of the consumer harm.

In some situations, if given adequate support and education, consumers can
learn from their mistakes and begin to make better choices.” Competition between
suppliers would then respond by providing consumers with the products that
improve consumer well-being. In general, consumers are unlikely to learn well in
situations where they are making infrequent mistakes and the feedback is delayed
and ambiguous. They are more likely to learn when the negative outcome is
prompt, unambiguous and painful. So, for example, making the mistake of buying a
terrible tasting sandwich is the type of mistake where consumers learn fast and the
market responds accordingly without any intervention. However, much of the
negative feedback for other “poor” choices such as smoking, abuse of alcohol or

6! Des O’Dea and George Thompson Report on Tobacco Taxation in New Zealand: Volume Il —

Appendices (Smoke free Coalition and ASH New Zealand, November 2007) at 5, available at
<www.sfc.org.nz/pdfs/TobTaxVolOneNovember.pdf>.

See the following articles where the importance of giving the consumer the opportunity to
learn from their mistakes is discussed: Richard Epstein “Behavioural Economics: Human
Errors and Market Corrections” (2006) 73 U Chi L Rev 111; Jonathan Klick and Gregory
Mitchell “Government Regulation of Irrationality: Moral and Cognitive Hazards” (2006) 90
Minn L Rev 1620. The importance of consumers’ opportunity to learn is also emphasised by
Timothy Irwin Implications of Behavioural Economics for Regulatory Reform in New Zealand
(Sapere Research Group, 2010) at 61, available at <www.srgexpert.com>.
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poor eating will not be experienced by the consumer until years after initial
consumption. These behaviours are less susceptible to correction by quick, effective
learning.

In some cases government engagement in an education campaign or support
programme might be enough to guide consumers in the right direction and thus
render regulation unnecessary. In many cases, problem behaviour is exacerbated or
caused by social factors such as unemployment, poverty or ill-health. In New
Zealand, the Maori population is overrepresented in these socioeconomic and
health statistics.” Not surprisingly this means they are often overrepresented in
consumer problems such as smoking and gambling. For example, currently 45 per
cent of Maori smoke compared to 22 per cent of non-Maori.*”* Investigating the
deep-rooted social and cultural factors that underpin “poor” decision-making
should be a part of finding appropriate policy and legislative solutions.®

7.5 Examples and Analysis

Consideration of the various factors discussed in Part 4 can help policy makers
determine whether a paternalistic legal intervention might be justified and, if so,
where on the continuum of soft paternalism (nudges) to hard paternalism
(coercion) such an intervention should lie.

The key concept at this stage of the decision-making framework is to find
enough good reasons for intervention to outweigh concerns about interfering with
consumer liberty. If there are not enough reasons to legitimise any interference
then there is no point continuing to look at how to design effective regulation to
alter consumer behaviour. If there is no legitimate reason for any paternalistic
intervention, then effectiveness is irrelevant. The first question must always be
whether there are sufficient justifications for reducing consumer freedom in order
to improve consumer well-being. Higher levels of the factors discussed above point
to a stronger justification for paternalistic legal intervention. Of course, people will
disagree about what levels are needed to tip the scales against liberty and might
also disagree on the comparative weight of the various factors. The important thing
is that this difficult moral question is addressed.

Below is an attempt to show how different combinations of results might
influence the decision as to whether a paternalistic approach, either hard or soft, is
justifiable. The discussion is divided into three categories of situations where

&3 Simon Chapple Mdori Socio Economic Disparity (Ministry of Social Policy, September 2000),

available at <www.nzcpr.com>.

See Maori Affairs Committee Inquiry into the tobacco industry in Aotearoa and the
consequences of tobacco use for Maori (1.10A) (3 November 2010) at 11, available
at <www.parliament.nz>.

See Maori Affairs Committee Inquiry into the tobacco industry in Aotearoa and the
consequences of tobacco use for Madaori (1.10A) (3 November 2010), available at
<www.parliament.nz>. This report considers the consequences of tobacco use on the Maori
population and makes recommendations for an effective approach aimed at reducing
smoking rates among the Maori population and all New Zealanders.
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consumers seem to be making poor choices. Of course, in reality, there is a
continuum of scenarios with a variety of complex middle-ground scenarios, rather
than three distinct categories. Nevertheless it is helpful to consider the following
broad groupings:
(1) circumstances where none, or almost none, of the factors point to a potential
justification for legal paternalism;
(2) circumstances where all or almost all of the factors point to a potential
justification for legal paternalism; and
(3) circumstances with mixed results.

7.5.1 Circumstances where none or almost none of the
factors point to a potential justification for legal
paternalism

There are many instances where consumers make mistakes, but none of the
factors point to a reason for paternalistic intervention. For example, consumers
often make the irrational, impulsive decision to purchase more vegetables and
fruit at the supermarket than they will use during the week. The result is a lot of
good food gets thrown away and consumers waste their money. Most people
would agree that this is a problem but would not consider it legitimate to
introduce a paternalistic regulation to alter consumer behaviour. The magnitude of
potential harm is relatively low: the harm has a degree of reversibility; addiction is
irrelevant; it is not a child-related problem; consumers are not dealing with
complex large quantities of information; there are no obvious additional non-
paternalistic objectives to support an intervention; and most consumers would
probably not approve of any kind of restriction of their liberty in this sphere. In a
scenario with low levels of most or all of the factors, the argument that consumers
should have freedom to make their own mistakes and the opportunity to
eventually learn from them is compelling. Even if, theoretically, some sort of
regulation could be developed to prevent or discourage consumers from making
these kinds of mistakes, the intervention is likely to be viewed as unjustified
paternalism.

This kind of example shows that the call to view behavioural economics as some
kind of all-round justification for paternalistic interventions in free markets is
misguided. The mere fact that we can now confidently say that consumers
universally make mistakes and misperceive benefits and costs does not
automatically mean that the government is justified in intervening to discourage us
from making these mistakes.

7.5.2 Circumstances where all, or almost all, of the factors
point to a potential justification for legal paternalism

There are some consumer problems where all, or almost all, of the factors present a
potential argument for a paternalistic legal intervention. If consumers are making
choices in a free market that appear to have a relatively large chance of causing
extreme and irreversible harm and consumers generally support some kind of



regulation, then it is easier to make a case in favour of legal paternalism. If
information-processing limitations are also an issue then this further strengthens
the case for intervention. In these kinds of circumstances, a hard paternalistic
measure might be justifiable. For example, safety regulations for airlines,
automobile and medicines are forms of hard paternalism where consumer choice is
removed and replaced by government decisions about acceptable safety standards.
In these cases, consumers are generally happy to be relieved of the burden of
freedom of choice and it is widely accepted that the government has the
competence to improve consumer welfare.

7.5.3 Circumstances with mixed results

In other situations where consumers appear to be making decisions that are not in
their best interests an assessment of the factors will produce more ambiguous
results. Perhaps some factors point to a possible justification for intervention and
other factors do not or perhaps the factors are all assessed at moderate levels. There
are two distinct types of poor decision-making where results might be mixed. The
nature of any grounds for a paternalistic intervention will be different in each case.

(@) Trade-off decisions in respect of short-term benefits and long-
term costs

The first scenario is where consumers make a trade-off between short-term benefits
and long-term costs (for example, smoking, obesity, poor retirement saving,
gambling, borrowing too much and the like). These areas involve problems of self-
control and a tendency to overvalue the present in comparison to the future.®® The
problem with intervening in these areas is that there is likely to be a huge variation
in the degree of support that consumers would give to restrictions on their freedom.
There may also be disparity among consumers as to whether they even see
themselves as making a mistake. Many who are engaged in these seemingly self-
defeating behaviours will want to be left alone to make their own decisions about
their welfare.

Without a high level of consumer consent, hard paternalism is difficult to justify
in these cases. One scenario in which hard paternalism might be justified is where
the harm caused to consumers is extreme. For example, the severity of problems
that can result from heroin and other hard drug consumption provides a possible
reason for banning the sale of these products.67 Similarly, the potential to be
financially crippled by debt because of poor borrowing decisions might justify the
requirement that creditors engage in responsible lending.

In other cases involving self-control problems, the harm caused might be less

& See Shane Frederick, George Loewenstein and Ted O’Donoghue “Time Discounting and

Time Preference: A Critical Review” (2002) 40 JEL 351 at 393—-394; David Laibson “Golden
Eggs and Hyperbolic Discounting” (1997) 112(2) QJ Econ 443.

Some economists argue that the harms typically attributed to drug use are instead due to
drug prohibition. See Jeffrey A Miron “The Economics of Drug Prohibition and Drug
Legalization” (2001) 68 Social Research 835.
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extreme and/or occur only when the product is overused. Hard paternalism is much
more difficult to justify in these cases. If the harm is reasonably serious it might be
possible to justify a coercive intervention that is specifically targeted at vulnerable
consumers where addiction or youth is a consideration. Banning the sale of cigarettes
and alcohol to under-18 year olds are examples of targeted hard paternalism.

It is more difficult to justify a generalised, non-targeted paternalistic
intervention in response to a self-control problem if the harm is less serious and
depends on usage. This is where the debate about freedom versus protection is
likely to get most heated. These are the situations for which advocates of
paternalism are more likely to suggest soft paternalistic measures that nudge
consumers, rather than force them to make better choices. Examples include
banning alcohol advertising, plain packaging for cigarettes and opt-out government
savings schemes. Libertarian paternalists argue that these soft paternalistic
measures are acceptable because they respect consumer autonomy.68 They
attempt to help consumers make welfare-enhancing choices but do not entirely
eliminate freedom of choice. Of course, the paternalism will make it more difficult
for consumers to make the “poor” choice, but Thaler and Sunstein argue that “[i]n
its most cautious forms, libertarian paternalism imposes trivial costs on those who
seek to depart from the planner’s preferred option.”69

The anti-paternalists respond that paternalism cannot be libertarian. It is only
more or less intrusive.” They also claim that it is impossible for the policy maker to
know that consumers would change their behaviour if they had complete
information, unlimited cognitive abilities and no lack of self-control.” Further,
individual consumer preferences and biases will differ between individuals and
across time and this makes policy decisions about welfare complex and
problematic.72 Consequently, they argue, it is safer to leave consumers to make
their own decisions about their own welfare.

Other scholars insist that when harm reaches a certain level it is facile to deny
the welfare implications. For example, O’Donoghue and Rabin argue that:”?

Economists will and should be ignored if we continue to insist that it is axiomatic that

68 See, for example, Richard Thaler and Cass Sunstein “Libertarian Paternalism is Not an

Oxymoron” (2003) 70 U Chi L Rev 1159.

Richard Thaler and Cass Sunstein “Libertarian Paternalism is Not an Oxymoron” (2003) 70 U
Chi L Rev 1159 at 1162.

See, for example, Gregory Mitchell “Libertarian Paternalism is an Oxymoron” (2005) 99(3)
NW U L Rev 1245. See also Mario J Rizzo “Should Policies Nudge People? An Exchange with
Richard Thaler on Libertarian Paternalism” (May 2007) Wall Street Journal On-Line
“Econoblog”, available at <www.works.bepress.com/mario_rizzo/16>.

See Mario J Rizzo and Douglas Glen Whitman “The Knowledge Problem of New
Paternalism” (2009) BYU L Rev 905; Gregory Mitchell “Libertarian Paternalism is an
Oxymoron” (2005) 99 NW U L Rev 1245.

See Gregory Mitchell “Why Law and Economics’ Perfect Rationality Should Not Be Traded for
Behavioral Law and Economics’ Equal Incompetence” (2002) 91 Geo L J 67 arguing that the
assumption of uniformly imperfect rationality found in behavioural law and economics is no
more plausible than the assumption of uniformly perfect rationality found in law and economics.
Ted O’Donohue and Matthew Rabin “Studying Optimal Paternalism: lllustrated by a Model
of Sin Taxes” (2003) 93 American Economic Review 186 at 186.
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constantly trading stocks or accumulating consumer debt or becoming a heroin addict
must be optimal for the people doing these things merely because they have chosen
to doit.

The policy debate in this area must explicitly address the question of whether there
are some situations where we can safely assume that consumers do make inferior
decisions about their own welfare. The factors discussed in part four are crucial to
this debate. Consumers who have self-control problems will not always want to be
protected; it is therefore the other factors, especially the ones relating to the
seriousness of consumer harm, which will be most relevant.

(b) Poor decision-making due to other cognitive weaknesses

Lack of self-control and “present bias” are not the only problems faced by consumers.
Behavioural economics also suggests that consumers make “poor” decisions because
of other cognitive weaknesses such as an inability to quickly digest complex lengthy
information, a propensity to make impulsive decisions under pressure or over-
optimism about the chances of a contract defaulting. These weaknesses can lead to
consumer problems with mixed results on the factors. The seriousness of the harm
might be at the lower end but, unlike the trade-off/willpower problems, the level of
consumer support for paternalistic protection in these cases is likely to be much
higher. Consumer behaviour that falls into this category includes entering standard
form contracts with “unfair” terms, failing to negotiate a cooling-off period in a door-
to-door sales contract or purchasing potentially defective goods or services without a
guarantee as to quality.

The argument in favour of hard paternalism in these cases rests less on the
severity of harm than the fact that consumers are genuinely making mistakes and
are happy for the government to help them out. Cooling-off periods, prohibitions
on unfair terms and prohibitions on contracting out of statutory guarantees as to
quality are all examples of hard paternalism that might be justified in this way.

7.6 Therelationship between welfare and
preference

Beliefs about the relationship between “consumer welfare” and “consumer
preference” will colour any debate about the legitimacy of paternalism. The goal of
the paternalistic intervention is to maximise “consumer welfare”; but defining it is
not an easy task. One of the challenges for policy makers is to determine to what
degree consumer welfare overlaps with consumer preferences in any given area of
consumer behaviour. There are three possible approaches.
(1) First is the neo-classical approach which argues that welfare should always be
measured by reference to consumer choice.”” So, if a consumer reveals a

7 See, for example, Mario J Rizzo and Douglas Glen Whitman “The Knowledge Problem of

New Paternalism” (2009) BYU L Rev 905; Richard Epstein “The Neoclassical Economics of
Consumer Contracts” (2007) 92 Minn L Rev 803; see also John Stuart Mill On Liberty
(Bedford/St Martins, Boston (Mass), 2008) at 92.



preference by making a choice, then this choice will maximise his or her
welfare. Consequently, this approach does not advocate paternalism as a
method of welfare enhancement. Where a consumer problem exhibits high
levels on the factors discussed above this approach becomes less convincing
and the second and third approaches seem to align more with reality.

(2) The second approach is advocated by libertarian paternalists.75 It aligns welfare
with “true” or “deep” consumer preferences that consumers find difficult to
manifest without assistance. This approach emphasises the possibility that in
some situations consumers make choices that decrease their welfare and that
in an imagined world of perfect information, unlimited cognitive abilities and
no lack of willpower, the consumer would engage in the behaviour that the
paternalism is promoting. Anti-paternalists are extremely dubious of this
attempt to discover “true” preferences.”®

(3) The third approach is to make no reference to preference when assessing
welfare. This method measures welfare by reference to predictions of
experienced well-being rather than any conception of consumer preference.”’
Under this approach, welfare-maximising behaviour will usually, but not
necessarily, be in line with consumer preferences (either revealed or stated).
The main point is to nudge or force consumers toward what the government
thinks is the best choice for the consumer, not what the consumer appears to
prefer.

If policy makers are to justify a paternalistic intervention they will need to adopt
either the second or third approach.

7.7 Effectiveness and unintended consequences

The strongest of all the arguments against the interference of the public with purely
personal conduct is that, when it does interfere, the odds are that it interferes
wrongly, and in the wrong pIace.78

If an examination of a consumer problem suggests that there are sufficient factors
present to indicate that a paternalistic goal is legitimate, the next step is to consider
issues of effectiveness and unintended consequences. The question at this stage
moves beyond the philosophical one of whether or not it is legitimate to interfere
with consumer liberty to a more practical question of whether the proposed
regulation is likely to achieve its goals and whether there is a possibility of negative
unintended consequences. The topics of regulatory effectiveness and unintended

& See, for example, Richard Thaler and Cass Sunstein “Libertarian Paternalism is Not an

Oxymoron” (2003) 70 U Chi L Rev 1159 at 1162; see also Morris Altman “Freedom to
Choose and Choice X-inefficiencies: Human and Consumer Rights, and Positive and
Normative Implications of Consumer Behaviour” (2010) 68 Review of Social Economy 395.
See Mario Rizzo and Douglas Glen Whitman “The Knowledge Problem of New Paternalism”
(2009) BYU L Rev 905.

For discussion of the use of measurements of experienced well-being to design policy see
Richard Layard Happiness: Lessons from a New Science (Penguin, New York, 2006); Daniel
Kahneman, Peter Walker and Rakish Sarin “Back to Bentham? Explorations of Experienced
Utility” (1997) 112 QJ Econ 375.

John Stuart Mill On Liberty (Bedford/St Martins, Boston (Mass), 2008) at 92.
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consequences are large ones and are touched on in other parts of the New Zealand
Law Foundation’s Regulatory Reform Project. This chapter does not intend to
examine these issues in detail. Instead, it presents some introductory ideas about
the importance of effectiveness and unintended consequences to decisions about
the desirability of paternalistic intervention to protect consumers.

7.7.1 Effectiveness

There is no point enacting a paternalistic law that is unlikely to effectively achieve
its objective of altering consumer behaviour. In a sense, “ineffectiveness” can be
seen as the most obvious type of unintended consequence.

There are many different ways that the regulator can attempt to nudge or
coerce consumers to change their behaviour. The philosophical debate about
legitimacy will influence the question of whether hard or softer forms of
paternalistic regulation are appropriate. Effectiveness will be determined by the
responsiveness of consumers to the regulation.79 Regulators will need to assess
the likelihood of consumers altering their behaviour in the anticipated way.

Many hard paternalistic measures, such as bans, are likely to be effective in
achieving their goal of altering consumer behaviour because they severely restrict
or remove consumer freedom of choice. If the sale of inexpensive, unsafe
flammable children’s nightwear is banned, for example, then consumers will no
longer engage in the behaviour of purchasing this nightwear. If interest rates are
capped then consumers can no longer purchase credit with an excessive interest
rate. In other cases, even a ban on the sale of a product cannot completely
eradicate the unwanted behaviour. For example, banning the sale of cocaine might
stop some consumers from using the drug, but is unable to remove the risk that
others will purchase it on the black market.

It is particularly difficult to determine whether soft paternalistic measures
(where consumers retain the ability to make the “poor” choice) will effectively alter
consumer behaviour. In these cases it is hard to predict if the chosen nudge, such as
higher taxes, opt-out savings schemes, disclosure or advertising bans will influence
consumer behaviour. Sometimes people respond to a paternalistic consumer
regulation in ways that counteract the intended effect of the regulation. Research
in the United States, for example, has shown that paternalistic regulations aimed at
reducing obesity, such as calorific labelling and banning the sale of junk food in
schools have had little or no effect on obesity levels.?’ Other research has shown

7 Note that, even if a proposed intervention is likely to be effective in achieving the desired

outcome, ideally it should be compared to other potentially effective legal interventions to
determine the option that will maximise the outcome for a given budget. This type of
economic analysis is called cost-effectiveness analysis. It attempts to show which of
alternative proposed regulatory measures is the least costly. It measures effectiveness in
non-monetary terms, such as the number of lives saved, or the number of smokers to quit
and so on. See Jeremy D Fraiberg and Michael J Trebilcock “Risk Regulation: Technocratic
and Democratic Tools for Regulatory Reform” (1998) 43 McGill L J 835 at 867—869.

See Michael Marlow and Sherzod Abdukadirov “Fat Chance: An Analysis of Anti-Obesity
Efforts” (Working Paper No 12-10, Mercatus Centre, George Mason University, Fairfax (Va),
March 2012), available at <www.mercatus.org/sites/default/files/publication/
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that putting severe warnings on cigarette packets might just make a smoker feel
guilty and reduce the pleasure from smoking but not actually change the person’s
behaviour.®! It has also been suggested that taxing addictive substances that are
used by a disproportionate number of low income consumers (such as tobacco and
alcohol) might just raise money from the poor and not in fact reduce the
consumption of the product.82

7.7.2 Unintended consequences

[Olur ability to predict the full effects of governmental actions — much less the
synergetic effects of hundreds of thousands of simultaneous government actions — is
very limited. Far too often there are unanticipated results and costs, despite the most
careful efforts of government officials.®®

It is vital that policy makers assess whether a paternalistic intervention might have
unintended negative consequences that outweigh any beneficial effects. In some
cases, while the regulation might effectively reduce the targeted consumer
behaviour, it might also unintentionally promote other harmful consumer
behaviour. For example, one United States study has shown that a tax increase on
beer was followed by a rise in the teenage consumption of cannabis.®* Another
study showed that while cigarette taxes reduce smoking, they are also associated
with higher rates of obesity.85 Opponents of interest rate caps claim that while caps
will successfully prevent consumers from taking on debt with excessive interest
rates, they might also cause low income consumers to be excluded from any
affordable credit provision.®

Another possible unintended consequence of a paternalistic regulation is
excessive costs both to the government and to suppliers. Costs to the government

Fat_Chance_MarlowAbdukadirov_WP1210.pdf>; Jonathan A Kropski, Paul H Keckley and
Gordon L Jensen “School-based Obesity Prevention Programs: An Evidence-based Review”
(2008) 16 Obesity 1009; Manoj Sharma “School-based Interventions for Childhood and
Adolescent Obesity” (2006) 7 Obesity Reviews 261; Eric Finkelstein, Kiersten Strombot,
Nadine Chan and James Krieger “Mandatory Menu Labeling in One Fast-Food Chain in King
Country, Washington” (2011) 40 American Journal of Preventive Medicine 122.

George Lowenstein and Ted O’Donoghue ““We Can Do This the Easy Way or the Hard Way’:
Negative Emotions, Self-regulation, and the Law” (2006) 73(1) Chi L Rev 183 at 201.

See Michael Marlow and Sherzod Abdukadirov “Fat Chance: An Analysis of Anti-Obesity
Efforts” (Working Paper No 12-10, Mercatus Centre, George Mason University, Fairfax (Va),
March 2012) at 14, available at <www.mercatus.org/ sites/default/files/publication/Fat_
Chance_MarlowAbdukadirov_WP1210.pdf>.

Alex Kozinksi “The Dark Lessons of Utopia” (1991) 58 U Chi L Rev 575 at 592-593.

John DiNardo and Thomas Lemieux “Alcohol, Marijuana, and American Youth: The
Unintended Consequences of Government Regulation” (2001) 20 Journal of Health
Economics 991.

Shin-Yi Chou, Michael Grossman and Henry Saffer “An Economic Analysis of Adult Obesity:
Results from the Behavioural Risk Factor Surveillance System” (2004) 23 Journal of Health
Economics 565.

See Evidence and Arguments Surrounding Price Control and Interest Cap Rates for High-cost
Credit (United Kingdom Office of Fair Trading, OFT1232b, May 2010), available at
<www.oft.gov.uk>; see also “Access to Affordable Credit/Social and Community Lending Break
out Group” (notes from the New Zealand Financial Summit 2011, Auckland, August 2011).
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include the costs of formulating, monitoring and enforcing the legislation. These
costs are passed on to the New Zealand taxpayer. In some cases it might be decided
that these costs are not worth expending for the potential benefits of the
regulation. Costs to suppliers include compliance costs and those associated with
attempts to reduce regulatory compliance costs. These are likely to be passed on to
consumers and divert resources away from product innovation.®” The small scale of
the New Zealand economy might mean that excessive regulation in some industries
could stifle innovation altogether.

When considering a non-targeted paternalistic intervention, the policy maker
also needs to take into account any unintended but unavoidable costs on the
rational consumer who does not need protecting. For example, alcohol taxation
negatively impacts on responsible drinkers and heavy-handed credit regulation
might prevent much desirable borrowing. The philosophy of asymmetric
paternalism suggests that a paternalistic regulation is only acceptable if it creates
large benefits for those who make errors while inflicting little or no harm on those
who are rational.®®

Some paternalistic regulations might also lead to unintended opportunity costs.
For example, paternalistic tobacco regulation that successfully reduces smoking will
reduce the opportunity for financial gain via tobacco taxes. This will be partly, but
not entirely, made up for by a reduction in public health spending on smoking-
related illnesses. Current New Zealand anti-gambling regulations provide for an
interesting example of unintended opportunity costs of paternalistic regulation. The
government have been negotiating a deal with Sky City casino that is currently
being reviewed by the Auditor-General. That deal, before review, would repeal
aspects of the anti-gambling legislation in exchange for Sky City’s agreement to
build a convention centre that will supposedly bring large economic benefits to
New Zealanders (including hundreds of new jobs).89 The retention of the
paternalistic regulation will remove the opportunity to receive these economic
benefits.

& See Michael Marlow and Sherzod Abdukadirov “Fat Chance: An Analysis of Anti-Obesity

Efforts” (Working Paper No 12-10, Mercatus Centre, George Mason University, Fairfax (Va),
March 2012) at 17, available at <www.mercatus.org/sites/default/files/publication/
Fat_Chance_MarlowAbdukadirov_WP1210.pdf>.

Colin Camerer, Samuel Issacharoff, George Loewenstein and others “Regulation for
Conservatives: Behavioural Economics and the Case for ‘Asymmetric Paternalism’” (2003)
151 U PaLRev 1211.

See Danya Levy “Key Defends Casino Deal” (New Zealand, 3 March 2012)
<www.stuff.co.nz>. The Auditor-General is now investigating the deal after a Green Party
complaint that the selection process did not include the cost of social harm. See also Dr
Peter Adams and Dr Fiona Rossen “A tale of missed opportunities: pursuit of a public health
approach to gambling in New Zealand” (2012) 107 Addiction Journal 1051. Dr Adams and Dr
Rossen argue that the Sky City deal makes a mockery of the law aimed at protecting people
from the harmful effects of gambling and indicates that health concerns are not being
taken seriously.
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7.7.3 Using overseas regulatory models and research
findings

Assessing the likelihood of a regulation being effective and the risks of unintended
consequences is a difficult and potentially costly exercise. New Zealand is a small
country with limited resources and it will sometimes be too costly for us to carry
out the relevant research. Without adequate empirical knowledge there is the
chance that the paternalistic intervention will be sub-optimal. One cost-saving
option is to take advantage of relevant overseas research and to study the success
or otherwise of overseas regulatory schemes. If an overseas regulatory approach
has been shown to generate the desired results then this is encouraging. Moreover,
importing tested overseas legislative models is less expensive than formulating New
Zealand legislation from scratch.

Policy makers should proceed with caution when applying overseas research on
regulatory issues to the New Zealand context however. Some overseas findings will
not apply to the specifics of the New Zealand situation. For example, international
studies have shown that alcohol consumption lowers when prices are higher.”
Taxation of alcohol is therefore recognised internationally as an effective tool in
reducing alcohol-related harm within the drinking population. This international
research has led New Zealand economists to the logical conclusion that raising the
excise tax on alcohol in New Zealand will contribute to reducing alcohol-related
harm to our young people;91 but a recent study of Australian and New Zealand
students suggests that alcohol consumption by Australian and New Zealand young
people might be relatively unaffected by price increases.” This study indicated that
an increase in price of alcohol by as much as 25 per cent will not significantly reduce
consumption. The conclusion was that taxation would have to be very high to result
in a decrease in alcohol consumption among New Zealand and Australian youth.
One possible explanation for this is that cultural norms around drinking might play a
stronger part in New Zealand and Australia than in other parts of the world. The
study relied on asking young people to imagine whether they would continue to
purchase various alcoholic beverages at differing prices. The results might not
translate into the behaviour of young people when faced with a real life price
increase. Nevertheless, the study shows the potential dangers of applying the
findings from overseas studies to decisions about New Zealand regulation.

%0 Michael Grossman “Health Benefits of Increases in Alcohol and Cigarette Taxes” (1989) 84

British Journal of Addiction 1193; Michael Grossman, Frank J Chaloupka, Henry Saffer and
Adit Laixuthai “Effects of Alcohol Price Policy on Youth: A Summary of Economic Research”
(1994) 4(2) Journal of Research on Adolescence 347.

See, for example, Brian Easton Taxing Harm: Modernising alcohol excise duties (Alcohol
Advisory Council, 2002), available at <www.alac.org.nz>; Thomas F Babor and Raul Caetono
“Evidence-based Alcohol Policy in the Americas: Strengths, Weaknesses, and Future
Challenges” (2005) 18 Pan Am J Public Health 327 at 329. The Alcohol Reform Bill 2011 does
not implement the recommendation by the Law Commission to raise taxation on alcohol:
Law Commission Alcohol in Our Lives: Curbing the Harm (NZLC R114, 2010).

Nicola Louise Stephenson “Price and Alcohol Content Effects on Purchaser Behaviour: An
analysis of Australian and New Zealand Youth Drinking” (M Bus Thesis, Auckland University
of Technology, 2011).

91

92



In some cases, New Zealand’s geographical isolation might provide the
opportunity for effective paternalistic regulation that might not work as successfully
in a less isolated country. For example, when New Zealand regulators introduce
measures designed to reduce consumer problems such as gambling, smoking or
alcohol consumption they do not have to contend with the possibility of consumers
crossing nearby borders to continue their self-defeating behaviour in other
countries or states. New Zealand’s geographical isolation also places it in an
extraordinarily good position to develop effective paternalistic regulation for our
national online auctions because the transactions occur between New Zealanders
rather than between consumers in different countries or different states as occurs
on eBay in Europe or the United States.”

7.7.4 Evidence, experimentation and review

In some cases it will not be possible to predict with certainty that a paternalistic
measure will effectively change consumer behaviour. Further, it is impossible to
guarantee that there will be no unintended negative consequences from a
paternalistic intervention. There might be no relevant overseas data or the
available data might not translate well into a New Zealand context.

The New Zealand Government does not have large resources to devote to
gathering empirical data for the purpose of evaluating regulatory effectiveness.
However, even with unlimited resources it can be extraordinarily difficult to
obtain clear evidence about the likely efficacy of a proposed regulation.®* Unlike a
drug trial, where efficacy can be determined by a randomised trial with a control
group, it is challenging to develop useful trials in the context of regulation. Cause
and effect are difficult to establish because regulations operate within complex
cultural and sociological settings. In some cases consumers might only begin to
change their behaviour in the face of a multi-faceted regulatory regime such as
the one in place for tobacco.”

Faced with uncertainty, the regulator will need to decide whether the reasons
for intervention are strong enough to justify experimental regulation. This decision
will need to take into account that status quo bias, a key insight from behavioural

9 The current Consumer Reform Bill 2011 explicitly extends the mandatory statutory

guarantees as to sales by auction. The prohibition on contracting out is a paternalistic
measure. Although it is possible for an Australian resident to become a member of
TradeMe, the vast majority of transactions occurring on TradeMe are between
New Zealand residents.

See Matthew Thomas and Luke Buckmaster Paternalism in Social Policy — When is it
Justifiable? (Department of Parliamentary Services (Australia), Research Paper No. 8, 2010—
11, Social Policy Research Paper Series, December 2010), available at <www.aph.gov.au>
discussing the difficulties in obtaining adequate evidence on the efficacy of paternalistic
intervention; Andrew Leigh “What Evidence Should Policy-makers Use?” (2009) 1 Australian
Treasury Economic Roundup 27.

United States Department of Health and Human Services How Tobacco Smoke Causes
Disease: The Biology and Behavioural Basis for Smoking-Attributable Disease (Office of the
Surgeon General, 2010), available at <www.ncbi.nlm.nih.gov/books/NBK53017/>. The
report shows that the more States invest in comprehensive tobacco control programmes,
the greater the reductions in smoking.
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economics, applies to government officials as much as consumers. In other words,
once a regulation has been introduced it might be difficult to remove or change it. If
experimental regulation is introduced it is crucial that a process is established for
monitoring and reviewing the regulation in order to assess whether it has achieved
the desired effects and whether there have been any unexpected negative
outcomes.

7.8 Conclusion

The questions as to whether and when it is legitimate to create paternalistic
consumer laws are of fundamental importance to New Zealand society and yet
are easily neglected in the policy making process. This chapter has attempted to
create an analytical framework for deciding when paternalistic interventions to
protect New Zealand consumers might be appropriate. Paternalistic
interventions are inherently controversial and good policy making requires that
they are debated in full and supported by robust justifications.

The chapter recommends the consideration of multiple factors including: the
magnitude, probability and irreversibility of potential consumer harm; the degree
to which addiction is affecting consumer choice; the degree to which consumers
want to be protected; whether the problem is affecting children or young adults;
the degree to which consumers are overwhelmed by complex and excessive
information; the degree to which there are additional non-paternalistic reasons for
enacting the law; and the improbability of non-legal responses providing solutions
in a reasonable time frame. This multifactorial approach acknowledges the
complexity of the problem. In cases where an assessment of these factors points
to a proposed paternalistic intervention being justifiable, policy makers should
then consider the possibility of unintended negative consequences and the
likelihood of the regulation effectively achieving its goal.

The suggested framework is not intended to easily produce definitive answers
since quantification of the factors is difficult and ultimately a value judgment about
the importance of liberty is required. Nevertheless, it provides a useful method for
approaching the issue of paternalism in consumer law. It assists policy makers to
address the relevant factors and to provide a well-developed justification for any
proposed paternalistic intervention. Inevitably, any debate on this topic will be
lively and differing points of view will result in different conclusions about the
desirability of a particular paternalistic proposal. The decision as to whether the
balance lies in favour of intervention will depend partly on the political views of the
policy makers. Some will put more weight on the inherent value of freedom of
choice and personal responsibility and others will emphasise harm minimisation
and consumer welfare. There are no simple answers. Nevertheless, it is important
that the policy debate focuses on the factors identified in this chapter rather than
degenerate into a quarrel between those using the term “paternalistic” in a purely
pejorative manner and those who think the term “consumer protection” provides a
fully developed justification for any legal intervention in the marketplace.



