CONSUMER PROBLEMS IN THE AUTOMOBILE
REPAIR INDUSTRY: AN EXPLORATORY STUDY
FINAL REPORT

Stephen Margolis
Department of Economics
University of Western Ontario
London, Ontario N6A 5C2

July 1980
REVISED: September 1980

Industry Canada
Library - Queen

FES - 6201

Industrie Canada
Bibliothéque - Queen




ACKNOWLEDGEMENTS

I would like to acknowledge able- reSearch assistance df
A.E. Reinsch and Laurie Bland. Tim Price provided research

~assistance on legal matters and .is the author of Section 5.2

which covers Canadian law. His initiative is especially

- appreciated. Oliver Wright of the Ontario Ministry of Colleges
"and Universities provided helpful information on the workings of

provincial occupational certification programs. U. Nevraumont of

Statistics Canada provided assistance in acquiring unpublished

data.

Special acknowledgement is made to Thomas Gussmah_oflthe
Department of Consumer and Corporate Affairs who provided timely
gu1dance and assistance.

Any errors remain the responsibility of the author. The

“author's institutional affiliation is listed for purposes of

identification only. The University of Western Ontario bears no
responsibility for this report. ‘




EXECUTIVE SUMMARY

The automobile repair industry is perceived by many
observers as a likely source of consumer losses. A recent survey
of consumer satisfaction and dissatisfaction in Canada showed
automobile repair to be the most important source of

dissatisfaction for Canadian consumers. Experimental studies .in

the U.S. have been interpreted to imply that 40-50% of all
consumer expendlture on auto repair is wasted.

These circumstances have led the Department of Consumer
and Corporate Affairs of the Canadian government to commission
research on the economics of the automobile repalr 1ndustry
This first such study is therefore quite general in its coverage.
It is anticipated that this work will contribute. to the - '
identification of more specific issues for future research.

The potential for a welfare loss “in this 1ndustry arises

‘out of the consumer reliance on the seller to determine, in part,
- the buyer's wants. This condition is specifically contrary to
" the usual informational assumptions of the competitive system as

it is characterized in welfare economics. Under certain
conditions, producers may have an incentive to engage in
deceptive practices. However, institutional arrangements or
consumer practices may arise which minimize consumer losses.

- Deceptive practices are divided here into two categories and

analyzed separately. The first category is fraud, in which a
repair shop recommends and bills for excessive repairs which are
not performed. The second category is overprescription, where
all recommended repairs are performed, but where more repalrs are
recommended than would be optimal for the consumer, given prices,
preferences and the condition of the automoblle.

Chapters one and two provide an introduction and a brief
review -of background to this study. Chapter three presents
analytical models of problems in the automobile repair industry
and related discussions. The key results of Chapter three are
the following: - ' o

(1) An optimal or ideal repair cannot be defined 51mply
in terms of technical effects. The optimal repair
must be defined in terms of consumer preferences,
technical possibilities, the information held by the
mechanic and the costs of obtaining information. -
Repairs which. are optimal, conditional on knowledge
.of the condition of a component, may be inefficient
once the cost of determlnlng component condition is
taken 1nto account.




(2) An incentive for overprescription is not present in
either the simple monopoly or competitive cases.
Some elements of both monopoly and competition are
required for overprescription to be advantageous for
the firm. In the case of monopolistic competition,
overprescription results in demand shifting. In
that case, however, other demand shifting
characteristics, in particular. reputation, become a
concern. Where consumers are knowledgeable and
where repeat buying is important, we should expect
the reputatlon effect to be large.

(3) The loss due to overprescrlptlon is not the full

amount charged for services beyond the’ 1deal repair,

but is the difference between the consumer's
hypothetical valuation of the extra service under
full information and the amount charged for these .
repairs. :

(4) The effects of fraud are. difficult to evaluate and
depend on the competitiveness of the market.

(5) Flat rate manuals are probably an inappropriate
target for regulation. They convey certain benefits
by allowing for binding estimates before repairs
begin. Any systematic overstatement in required
repair time will be compensated by an adjustment in
price. The popular criticism of these manuals
ignores the price adjustment which will occur unless
some .collusion is present.. :

(6) There is no obvious incentive for manufacturers to

' overprescribe routine maintenance. Such
overprescription could be sustained only under very
unusual circumstances. Further,. information about
routine maintenance is avallable from independent
sources.

Chapter.four presents empirical results aimed at
evaluating consumer losses due to misleading practices in this
. industry. The Family Expenditure Survey (Statistics Canada) is
used to provide an estimate of expenditures per automobile by
Canadians. These are adjusted to reflect the value added by
. "Do~-It~Yourself" mechanics.: Data on home production is taken
from the Panel Study of Income Dynamics. Final adjustments are
‘made to express all values in 1974 Canadian dollars. The .
expenditure for repair and maintenance, excluding. replacement
tires was $213 per year in both the 1969 and 1974 surveys (1974
dollars, in each case). Expenditures per mile were 2.45¢ in 1969
and 2.30¢ in 1974. ' ' : ‘




\ .

- To evaluate these expenditures a U.S. engineering type
study was used as a basis for comparison. That study by the U.S.
Department of Transportation constructs the costs of buying,
maintaining and driving an automobile for ten years and 100,000
miles. Because the Canadian sample was not composed of equal
numbers . of cars of every age up to ten years, a weighted average
of the predicted expenditures was computed. A weighted average
is also used to reflect the mix of size classes of cars in the
Canadian fleet. Weights used reflect the distribution, by model
year, of the family expenditure survey. The result is that the
expenditures predicted by the engineering study, when adjusted to
reflect the characteristics of the Canadian automobile fleet, are
not noticeably different from actual Canadian .expenditures.

‘Predicted expenditures are $234 per year or $2.38 per mile for -

1969 and $230 per year or $2.19 per mile in 1974 (again all
values are 1974 Canadian dollars). Using costs per mile as the
basis for comparison, overexpenditure amourited to 3% .in 1969 and
5% in 1974. Several precautions in interpreting these data are
presented in Chapter four.

Experimental studies, performed mostly in the U.S.,
provide results which conflict sharply with the results mentioned
above. These experiments consist of introducing a single known
fault into an automobile, then contacting repair shops for
estimates. ' The difference between recommended repairs and the
repalrs necessary to correct the known fault have been
interpreted as waste. These studies are argued in Chapter four
to be faulty for the following reasons:

(1) Interpretations that "extra" repairs are inefficient
are faulty. Repairs which are "wrong" in the world
of artificially induced faults may be correct in the
real world where parts failures may be correlated.
If diagnostics and on-the-road failures are costly,
grouped replacement of components may be efficient
given real world circumstances. ‘

(2) The experience of a consumer who picks a shop. at
random will not be representative of consumer
transactions in general. The consumer will normally
.seek recommendations from others or will patronize
firms with which the consumer has a long bus1ness
relationship. :

(3) The experiments specify a passive role for the

' consumer. A real consumer may provide supplementary
information to the mechanic or may simply reject
entlrely the mechanlc s diagnosis 1if the prescrlbed
repairs are excessive.



Chapter five discusses the legal and market institutions
which apply to automobile repair. Provincial laws are reviewed
in detail. Business practice legislation and compulsory
certification of mechanics are the major instruments of control
in Canada. A review of recent legal innovation in the U.S. shows
disclosure laws to be a popular measure there. Disclosure laws
require that specific information be provided to the consumer. A
common provision of these statutes is a requirement :that the shop
provide a binding estimate before repairs begin. It is .
conjectured that many shops conform to the intent of disclosure
laws even in the absence of these laws. If that were the case,

the costs of disclosure laws would not be large.




‘1. INTRODUCTION

This report presents the results of research on the
economics of automobile repair. The research was commissioned by

© the Department of Consumer and Corporate Affairs of the Govern-
ment of Canada. At the time that the research was commissioned

there was an expectation that the automobile repair. industry was
a source of consumer losses, but fairly little information
existed on the magnitude or nature of the problem. ‘As a result,
the research contemplated was quite broad, dealing with the
industry in general rather than any specific problem area.
Negotiation and discussion has led to some narrowing of the
subject so that warrantees, new car manufacturers, parts
suppliers, insurance companies, and body repairers are not
specifically discussed here. The conceptual and empirical.
formulations presented here have application to all of what is,
for some purposes, referred to as mechanical repair of
automobiles. It is anticipated that one result of this first.
1nqu1ry will be the identification of more specific research
issues for future work.

This report is constructed as follows. The next chapter

presents some of the background for this study including previous

research and the impetus to this undertaking by Consumer and
Corporate Affairs. Chapter three presents conceptual models of
problems in the automobile repair industry. These are
microeconomic models that explore the effects of the consumer's
reliance on the producer for advice about the amount of service
to consume. The problems that may arise have been categorized
here as "fraud" and "overprescription". With fraud, as defined
here, the producer recommends and bills for services which are
not necessary and not performed. Overprescription is used here
to denote the practice in which the repair firm recommends and
bills for a quantity of repair which is larger than the quantity
that would be chosen by a consumer with full information.
Chapter four presents empirical results on auto repair. The

.empirical ‘intent is simply to measure the actual expenditures of
‘Canadians on auto repair and to compare them with an appropriate

standard. This will allow some consideration of whether.
consumers spend more on auto repair than is necessary to obtain.
reasonable performance, reliability and longevity from their
automobiles. Chapter five is a survey of legal institutions
which apply to this industry. A detailed review of Canadian
provincial laws is followed by a general survey of recent legal

‘initiatives in the U.S. The economic effects of the major types

of government action pertaining'to auto repair is presented as
well. Finally, Chapter six presents recommendatlons for policy

.and future research.




2. BACKGROUND

In 1977, Canadians registered.just over 9.5 million =

~passenger vehicles. Based on estimates presented below, private
non-business expenditures on auto repair in 1977 were almost

three billion dollars.

There are a number of reasons for concern about the
performance of the automobile repair industry. Many consumers
have little understanding of the workings of their automobiles,
and as a result will rely upon the repair firm for advice. Even
after repairs are completed, the consumer may be unable to assess’
the effects of the individual components of the repair bundle
that he has bought. For many repairs, such as adjustments, even

‘the knowledgeable consumer may be unable to assess whether the

repair action was performed at all. At the same time, the repair -
firm may have an incentive to recommend more repairs than are .
ideal given the interests of the consumer and the condltlon of
the automoblle.

In a survey of consumer satisfaction and dissatisfaction,
also commissioned by Consumer and Corporate Affairs, automobile
repair was identified as the most important area of consumer

‘dissatisfaction.l 1In that national survey, of all respon-

dents reporting experience regarding automobile repairs,
twenty-seven percent reported some degree of dissatisfaction.
Twelve percent of respondents reported that auto repairs were the
consumption item which for them created greatest dissatis-
faction. Of those expressing dissatisfaction with the auto
repair industry, forty-three percent believed that they had
suffered some financial loss in their dealings with thls
industry.

In spite of widespread suspicions that this industry
performs poorly, there has been fairly little research on this
topic by economists. A survey of economics and related journals
yielded only two articles directly on this subject (Darby and

1. Stephen Ash, Consumer Satisfaction, Dissatisfaction and
Complaining Behavior: Major Findings and Directions for
Action, May 1980, Research Report, Department of Consumer and
Corporate Affairs, Ottawa, Ontario. ‘




Karni2 and Webbink3). A number of studies have been

conducted in the U.S. for various government agencies.4 These
studies are, with only a few exceptions, experimental in nature.
One exception is a computer simulation model, however that model
uses the experimental results for calibration. The results of
the experimental studies are quite striking and are interpreted
widely to imply extensive consumer losses in auto repair. For:
example, one U.S. study reports that fifty-three percent of U.S.
expenditures on automobile repair are wasted.® Similar -

studies set the amount of waste at forty to fifty percent of
total expendltures (a critical review of these experlments is
presented in Chapter four)

Allegatlons of poor performance in thls industry have
become well publicized. Consumer Reports annual automobile
issueb restates the results of the experimental studies
mentioned above. A former chairman of the U.S. Federal Trade
Commission has published a claim that between 1.5 and two percent
of U.S. dlsposable income is wasted in the automobile repair
industry. 7 u.s. Congre5510nal Hearlngs presented

2. M. Darby and E. Karni, "Free Competition and the Optimal

Amount of Fraud," ‘Journal of Law and Economics 1l6(1l) (April
1973) 67 88.

3. D.W. Webbink, "Automobile Repair: Does Regulation or

Consumer Information Matter?," Journal of Consumer Research
5(3) (December 1978): 206-209. :

4. For examples see U.S. Department of Transportation, Program
© Support for the Motor Vehicle Inspection Demonstration
(Washington: U.S.G.P.0O., May 1977 and U.S. Department of
Transportation, U.S. Department of Transportatlon News, May
7, 1979. '

5.  Ibid.

6. Consumers Union, "How Fair are Repair Costs," Consumers
. Reports 44(4) (April 1979): 196-197.

7. Michael Pertschuk, "Consumer Automobile Problems," Uniform
Commercial Code Law Journal 11l: 145-154.

8. U.S. Congress, Senate Judiciary Committee, ‘Automotive Repair
Industry, Part 1-2, Hearings of the 90th Congress second
session pursuant to Senate Resolutlon 233, 1968, Senate
Resolution 40, 1969. '



- further evidence, largely episodic, of misdeeds by the
practitioners of automobile repair. The topic has also. recelved
extensive coverade in local newspapers and on television ' .
"magazine” format type shows such as Sixty Minutes. This
publicity may have contributed to the public perceptlon of the
performance of automobile repair firms.

This study departs from previous work in a number of
ways. First, the analysis is primarily that of economics, a-
characteristic shared with only the aforementioned studies by
Darby and Karni and, to a lesser extent, Webbink. No previous
economic study,  to the author's- knowledge, has provided any
empirical analysis. In contrast with previous empirical studies
of this industry, the present work uses information on the
expenditures of real consumers. :

It is antlclpated that this study may contribute to
formulation of both policy ‘and future research. With regard to
policy, the role of the federal government is quite
circumscribed. Regulation of this industry has been almost
entirely a provincial matter.  However, .the concerns regarding
automobile repair may have implications regarding manufacturers
of automobiles and parts, matters which have involved the federal -
government. . Also, because the provincial institutions pertaining
to auto repair are often very similar, an analysis of this
industry may be appropriately undertaken by the federal.

' government. ‘



3. ECONOMIC ANALYSIS OF PROBLEMS IN THE AUTO REPAIR INDUSTRY -

- 3.1 Introduction

\ This section provides an analytical framework which is
essential to the empirical and policy discussions which follow.
The emphasis here is to exploit simple microeconomics in order to
provide some basic intuition on the nature of the problems that
affect this 1ndustry Though much of the economic reasoning .

offered here is quite elementary, the subsequent analysis of both’

data and institutions will rely heavily on this chapter. . ‘The
conclusions drawn in this study differ in 51gn1flcant ways from.
those drawn elsewhere, an outcome which is in part due to
theoretical considerations which are presented here.

The focus of this discussion is deceptlve practlces.. The

-complexity of the automobile makes it costly for each consumer to.

understand its worklngs fully. The result of the consumer's lack
of information is that most consumers will not fully understand
the benefits to be had from any given purchase. The consumer
will therefore rely on expert advice in making a purchase
decision. This characteristic of auto repalr in itself is not a
problem, we rely on critics to recommend movies, consumer
magazines to recommend blenders, interior decorators to recommend
colours, etc. The problem in the automobile repair industry is.
that it is usually efficient to have services provided in
conjunction with diagnosis. The inspection .and disassembly °
required to diagnose a fault may be a large part of the costs of

- repair. This gives rise to a case in which the person providing

diagnosis may have an incentive to provide incorrect information.
A second characteristic of automobile repair is that the' consumer
may never know that he has been deceived. - If parts are replaced
pPrematurely, the consumer will witness only proper functioning of

. the automobile. For some repairs, the shop could fail to perform

the services entirely and escape detection. As a result the

- usual incentives of repeat buying and word of mouth advertising

may not have the usual, and generally desirable, effects.

. ' The_analysis‘thaf follows has application to a much
broader class of commodities than just auto repair. The first

characteristic, the joint production of advice and service, is

pervasive. The paint store, the restaurant, the university, the
doctor, and so on are all organizations which are called on to .
provide advice about the very commodity that they produce. . The
information provided may be linked to the providing firm in
various ways. It may only apply to the firm providing advice--
"We recommend the won ton soup or the second term of labour
economics"--or the cost of seeking advice separately may be quite




high. Either case may prompt deceptive statements. The second
condition, no discovery of effect, is much less common. We will
know how good the labour economics was after we have finished.

with it. But the consumer is unlikely to determine, for example,
whether a valve adjustment was.really useful.

A dichotomy which has proven helpful in constructlng this
analy51s is that between overprescrlptlon and simple fraud. In
the case of overprescription, the repalr agency recommends
repairs, for one reason or  another, which exceed the amount of
repair that would be "optimal". (A careful definition of an '
optimal repair follows). If the consumer agrees to the
prescribed repairs, the garage performs these repairs and bills
accordlngly In the case of fraud, the garage recommends some
repair beyond that which is necessary to obtain satisfactory
performance from the automobile. 1In this case, if the consumer
agrees to the recommended repairs, the garage will not perform -
the "extra" repairs, but will bill the customer for them.
Presumably fraud would be confined to those repairs which. leave
no evidence that is readily detectable by the consumer.

In either case the consumer. is deceived and pays for a
quantity of repair that is too large. 1In the case of overpres-
cription, the problem could result from attempts to increase
profits or it could result from 1gnorance,'overzealousness, or
mlsunderstandlng of the consumer's intentions for the automobile..
There is little room for speculation as to the motivation for
fraud. From an analytical point of view, the important
difference between these two market problems is that in the case
of overprescription, the extra repairs use resources, while in
the case of fraud, there is only a transfer of wealth. Since no
extra repairs are produced under fraud, there are no extra

_pbroduction costs imposed on the shop. The two practices are
discussed separately below. :

This chapter proceeds as follows. Section 3.2 develops
the notion of an optimal repair which is implicitly invoked in
all of the discussions which follow. Section 3.3 is a discussion-
of the practice of overprescription, with special emphasis on the
kind of market organization under which overprescription is a
profitable activity. That section also considers the effect of
overprescription on the individual consumer. Section 3.4
provides a formal model of fraud. There are two interesting
results from that discussion. First, under appropriate
conditions, the practice is essentlally harmless. If all repairs
are overstated, but the price of repairs fails to reflect this
overstatement, there are no additional costs imposed on
consumers. Second, even in the artificially simple case of two
discreet types of consumers and one type of fraud, there is not a
unlque equilibrium. Section 3.5 is a brief discussion of two



peripheral issues which have concerned some commentators: flat
‘rate manuals and overprescription by manufacturers regardlng
routine maintenance. With regard to each of these issues, the
thrust of the argument is that there are incentives for
misrepresentation only under unusual circumstances and that if
distortions do occur, their source is either monopoly or
collusion, so that these issues fall w1th1n the purview of
conventional competition policy. : :

Section 3.6 highlights the conclusions which may be drawn

from this analysis. This section stops short of analyzing
institutional adaptations which may mitigate the effects of the
fundamental informational problem. A discussion of institutions
is provided in Chapter four. ’

3.2 An Optimal Repair

Our discussion of the automobile repair industry will
require frequent reference to the repair which the consumers
-"should" purchase, or the repair which is "needed". While these
notions might appear to be perfectly straightforward, it is
important to be fairly specific about the terminology used.

Economists often .object to the term need because its use presumes'

that the issue of allocation is beyond discussion. In this
paper, as is probably the case in daily use; the term need is

merely a shorthand: the needed repair is simply the economically

optimal one.

A The notion of the economically optimal repair is not.
trivial. An abstract definition is fairly easy to provide: the
economically optimal repair is the one which the consumer would
contract for if he had all information which a competent mechanic
might reasonably be assumed to possess at each stage of the
repair. This information includes information about the cost of
obtaining further information. The difficulties arise in making
such a definition operational. Before considering that issue

‘though, it may be useful to explain the definition offered here.

The basic notion offered in this definition is that the
optimal repair is the one which the consumer would choose under
conditions of complete information. If the consumer had complete
information about the benefits of any action, then automobile
.repair is like any other commodity, and consumers' private
decisions may be taken to reflect the consumer's best interest.
Under such a complete information assumption it is appropriate to
specify a demand function for repair and to treat the optimal

quantity of repair as the one which occurs at the intersection of

the demand curve and the price of repair. This is shown in
Figure 3.1, with the optimal repair shown as Q*. The
representation of the demand curve as a downward sloping line



reflects conventional economic assumptions, however, in the"
specific case of auto repair, the shape reflects the fact that

"~ consumers would tend to purchase only the most crucial repairs at
very high prices,; and would choose subsequently less crucial
repairs as lower prices were confronted. Repairs beyond Q* are
‘not without value to the consumer, they are merely worth less
_.than their price. ‘

Figure 3.1
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The definition is complicated a bit by a crucial qualifi-
cation of the "full information" condition. ~We should not assume
_that the optimal repair follows from absolutely complete '
information, but rather from the actual information which could
be held by some agent at any point. Many repairs which are
inefficient given complete information are efficient given the
information which a mechanic might reasonably possess. For
example, as a part of ‘a tuneup, the mechanic will normally‘
replace the condensor in a conventional ignition system In
fact, condensors are quite reliable and seldom require replace—
ment. However, the cost of determining the condition of- a
‘condensor is probably greater than the cost of -the condensor -
itself. Further, the cost of failure is high, so the alternative
of merely waiting for failure is not efficient. As a result, the
efficient procedure, given present technology, is to replace the
condensor as a part of routine maintenance. Notice that. this
contrasts with efficient behaviour under a full information
assumption. With full information, the condensor would be
replaced only when its condition warranted ‘it. This argument can .
obviously be extended to a number of components including motor
oil and other lubricants, hoses, belts, battery cables, etc.
While this may appear to be a fine point,. it will be shown to be
crucial :in reviewing previous studies of the repair industry.

-The definition should not be taken to imply that the
mechanlc by himself is capable of choosing the optimal repair.
The optimum can be defined only in terms of consumer preferences.
A consumer might choose exceptionally high or low performance




from his automobile.  Similarly, consumers' intentions may differ
dramatically" regarding the service life of an automobile. Thus

- the optimal repair might differ for two cars in identical
condltlon but with different owners.

‘This last point is perhaps the major compllcatlon in
prov1d1ng an operational definition of an optimal repair.
Consumer preferences are not observable, except as revealed
through consumer decisions. Since we are spec1flcally
'questioning whether market outcomes reflect consumer preferences,
we cannot at the same time assume that the market reveals
consumer preferences. One major difficulty stems from differing
intentions regarding length of ownership (it is recognized that
perfect resale markets would obviate this concern, however it is
probably safe to ‘assume that resale markets are imperfect). Some
~ repairs might be postponed by a knowledgeable consumer  who
anticipates that he will sell the car shortly after repairs that
are considered. Alternatively, some repairs might be undertaken
earlier than is technically necessary by a consumer who
anticipated that the replacement would not fail- durlng the

remainder of his ownership. For example, a consumer might choose

to replace a water pump at 80,000 kms if he knew that the
original equipment would fail by 100,000 kms, but that the
replacement would last the life of the car under any
01rcumstances.  In that case, premature replacement would av01d
the inconvenience of an untimely fallure. :

Another difficulty. in prov1d1ng an operational definition
follows from the information assumptions. . As demonstrated by the
examples presented above, the efficient repair will be determined
in part by the cost of obtaining the information about a defect.
Thus an assessment that a replaced component is in fact not
~defective may not, in itself, prompt us. to conclude that the
repairs provided were not optimal.

These two problems suggest that it is not possible, in
general, to establish the optimal repair for a given automobile
even if the condition of that .automobile is known. . Repairs which
are optimal in a technical sense may be either overdoing it or-
under601ng it from the p01nt of view of economic efflclency

The issues here may prompt some pessimism about the

- possibility of progress in this area. These concerns do
complicate analysis, and will limit the confidence with which
empirical results can be 1nterpreted. The problems of deflnlng
. optimal repair will be an important concern in evaluating
previous experimental studies of the industry. In theoretical
treatment, it will be possible to skirt this issue by merely
assuming the existence of an optimum and treating it as-an ‘
abstract concept. It is still possible to consider deviations
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from the theoretical ideal. Further, the inability of an
outgider to assess the optimum should not be taken to imply that
participants in the market cannot assess the optimum. The
mechanic may have little difficulty in determining the optimum,

given the consumer's pronouncement that he..."only uses it around. -

town", or "does a lot of highway driving", or "will sell it at -
the end of the year", etc. Of course, the mechanic's incentive
to identify the correct repair remains questionable,

3.3 Overprescription

One of the abuses in which an automobile repair facility
could engage is overprescription. Overprescription is defined
here to occur when an agency causes the consumer to purchase a -
bundle of services which is greater than the amount which would
constitute an optimal repair. This excessive repair -is actually
performed in the case of overprescription. The case in which
consumers pay for repalrs which are not performed is labelled
fraud in this study and is discussed in the next section. The
concern in this section is entirely with the case in which all of.
the recommended repairs are actually performed.

As discussed in the previous sections, it is widely held
that overprescription is pervasive in the automobile repair
industry. It is alleged that repair shops can increase profits
by this practice. The implicit argument appears to be that’
repair shops earn profits on each unit of output they produce- and -
. by providing more output, earn more profits. 'Such discussions
are essentially non—economic and the market structures or pricing
policies which are compatlble with such behav1our are seldom made
explicit. :

The market structure of the repair industry is actually
quite crucial to the profitability of overprescription. While
the market structure which could sustain overprescription is not
‘unlikely, it does impose certain restrictions. As a result it is
useful to consider briefly the kinds of market. organizations.
which preclude incentives for overprescription in equilibrium.

. One market organization which would rule out.
overprescription is competition. Taken literally, the textbook
definition suggests that perfect competition has no application
here. Perfect competition assumes complete information, an :
‘assumption which denies the basic problem of auto repair..
However, it is possible  to describe plausible market structures
which approximate perfect competition but which do not invoke a
perfect information assumption. Such a market descrlptlon may
have application to the auto repair industry. If we invoke the
usual assumptions of perfect competition that there are many -
firms and that consumers know all prices and make no distinction
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among firms, then price taking behaviour, which is a central
characteristic of perfect competition, is implied. Each firm
would face demand curves which are approximately horizontal 51nce
each firm is small relative to the industry and since consumers
would immediately shift to any firm that offered lower prlceS'
than the others.

Where each firm faced a horizontal demand function,
profit maximizing behaviour would consist of producing a quantlty

of output such that price equals marginal cost. This is shown in
Figure 3. 2.

Figure 3.2
/N
P MC
Py
[]
]
[]
_ ! o
0 , Q* 0

. The firm producing at Q* is maximizing profits and has no
incentive to produce a larger output. Firms could overprescribe
in this case, but have no incentive to do so. The firm can
produce the profit maximizing output without overprescrlblng, S0
that overprescribing simply involves achieving Q¥ whlle serv1ng
fewer customers.

It would appear then that some departure from competltlonAn

is necessary in order to motivate overprescrlptlon. It is
interesting to note that monopoly, in some sense the polar
opposite to perfect competition, also provides no incentives to
overprescribe. This can be seen in Figure 3.l1l. The monopolist
can extract the maximum consumer surplus by producing at Q* and
charging the customer an amount: equal to the trapezoid;ABQ*O;

Limitations on the monopolist's ability to prlce
discriminate will introduce a number of different cases. Since
the automobile repair industry is probably not usefully
characterized as a monopoly, it is not helpful to consider each
possible monopoly case. However, the monopolist will never have
‘a larger surplus to extract than when he produces at Q*. One
interesting case is that in which no price discrimination is
possible (i.e., unit price of repairs is constant). Here again
the monopolist will have no incentive to overprescribe. In this
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case it is useful to note that consumers value transportation
services, not the repairs themselves. If we. regard the output of
the monopolist as transportation services, or better, "durability .
extending services", the problem of overprescription can be seen
as equivalent to a well known question in economics, the issue of
whether a monopolist might suppress a technical innovation. The
seminal work on this issue, by Hirshleiferl used 1ightbulbs

‘as an example. Consumers demand durability extending services

(or light in Hirshleifer's example) and the monopolist will
maximize prOfltS by producing any given quantity of durablllty

extending services (light)- with the fewest p0551b1e repairs
(1lghtbu1bs) _

Market organizations which are compatlble w1th overpres—
cription are those which can be characterized as monopolistically
competitive. Monopolistic competition assumes the presence of
several firms and free entry of firms into the industry. The.
firm faces a downward sloping demand curve because its product is
differentiated in some way from the products of other flrms 1n

~the industry.

Monopolistic competltlon is a falrly natural model to
apply to this industry. Repair shops certainly are numerous in
any metropolitan area and there appear to be no artificial -
barriers to entry. Repair agencies clearly are differentiated
from one another. Locations differ in terms of their convenience
to customers. The reputations for honesty or skill of the
mechanic are important differentiating factors. Specialized

knowledge of particular automobiles may offer a special

attraction to some customers.

The existence of product differentiation means that. each
firm will face a downward sloping demand function. The negative
slope means that each firm has some independent control over
price. A firm would not lose its entire market by raising prices
slightly, nor could the firm capture the entlre market w1th a
small decrease in prlce. :

. The textbook diagram showing profit for a firm facing a
downward sloping demand function is shown in Figure 3.3. ' The
firm maximizes profits by providing Q% units of output.

At that quantity, the marglnal cost o% providing repairs is. equal
to marginal revenue.

. 1. Jack Hirshleifer, "Suppre551on of Invention," Journal of

Political Economy 79(2) (March 1971) 382.




13

Figure 3.3
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In this case in which the demand curve is downward
sloping, the firm will always find it in its interest to shift
the demand curve outward by any means available. Since marginal
cost is less than price, the firm will increase profits if it can
sell a larger output at the price P. If the demand curve shifts
to the right, the firm will increase profits since at the very
least it can sell a larger quantity at the old price. . Over-
prescription is one way that the firm can shift the demand curve.
By convincing customers that extra repairs are useful, the firm
would manage to shift the demand curve to the right.. B

It is important to note that there are other factors
which will shift the demand curve. ‘Promotlon, advertising, and:
convenient hours are examples. - Perhaps the most important factor
in locating the demand curve for the ‘individual firm is
reputation. As a result, the shop that considers shifting the"
demand curve outward by overprescription must also consider the _
effect on its reputation of such behaviour. The discussion which
showed the competitive case to be inconsistent with overprescrip-
tion is crucial here. We might have expected that deceptive
practices would be most common in the case where the market
appears to be unlimited from the point of view of the firm.

Where there are always "more fish to fry" the shop needn't be
concerned with reputation. However, it is only in the
\competltlve case that demand facing the shop at a particular
price is variable. Where there are "always more fish to fry",
overprescription offers no rewards (although fraud might offer a
real temptation). 1In the only cases in which overprescription is
‘a profltable practlce, reputatlon will also be a concern.

A 1oglcal question arises regardlng the reason for the
contrast in implications between monopoly and monopolistic
competition, since in either case the firm faces a downward
sloping demand curve. It might appear that the firm with
monopoly power regarding part of the industry would exp101t the
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same pricing techniques as a firm with monopoly power regarding
the entire industry. The difference between the two is that in-
the monopoly case, consumers have no opportunity to substitute.
-across firms. In the monopoly case, the firm can fully exp101t
consumer surplus by the choice of an appropriate price.-
Overstatlng g* imposes production costs -on the firm and cannot
increase the value that the consumer places on repair. In the
case of monopolistic competition, the product of P and g is not
the only information of importance to the consumer. The - :
consumer's beliefs regarding g* will determine his expectation of
the required repairs by a competing firm. By overstating g*, the
firm is, in effect, attemptlng to cause the customer to increase
his assessment of the price for repairs that would be charged by
competlng firms. An increase in P has no similar effect. A .
Price 1ncrease is readily detected and the gquantity demanded will"™
fall in response to a price increase as some customers take their
business elsewhere. Deceptlve practices then will improve the
position of the firm in a way that mere price adjustment will
"not. :

As mentioned above, overprescription is a strategy by
which the firm can shift demand in a way that is favourable to
the firm. The amount of overprescription that is useful to the
firm is limited, since overprescription will have an offsetting
,effect through damage to the reputatlon of the firm. ' This
“"reputation effect" will occur in various ways. Some customers
will simply turn down recommended repairs if they are
sufficiently suspicious that they are excessive. Further: damage
to the firm will occur if the customer tells his friends. Some
customers may simply discover that people patronizing other
repair agencies have lower overall repair expenses for vehicles
which are essentlally similar. The same phenomenon may be seen
operating in the other direction; a shop which refrains from
overprescription will enhance its reputation and experience ‘
increased demand. The firm will face the most favourable demand
function when these two effects are, at the margin, exactly
offsetting.

Consumers

Given that the conditions which would give rise to
overprescription might reasonably occur, it is .necessary to .
consider the effect of overprescription on consumers. ' This is
readily accomplished by considering again the optimal repair as
shown above in Figure 3.l1l. The effect on the consumer of
overprescription is shown in Figure 3.4. Again we use the _
individual's hypothetical "true" demand curve, that is the demand
curve that would apply if the consumer had all available
knowledge about the state of his automobile. With the
individual's true demand curve D in Figure 3.4 defined in this
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way, the optimum repair for a consumer facing the price P is q

A consumer who is induced to purchase a quantity larger than g*

is a victim of overprescription. For example, the consumer might
be presented with misinformation such. that his demand for repairs
is P'. Such a consumer would contract for g units of

‘repair services.

Figure 3.4

We may evaluate the consumer's loss from overprescription.

"by considering the consumer surpluses 'in each case. Where the

optimal repair is provided, the consumer surplus is the area
AGQ*0 - PGg*0 = AGP. Where Q repairs are provided, the
consumer surplus is the area AEQO - PFQ0 = AGP -

GFE. As a result, we see that the consumer loss from

overprescription in this case is equal to the area of the
triangle GFE.

Although very simple, this specification of the loss from
overprescription departs markedly from past studies of the
automobile repair industry. One major mistake in these studies

'is that they treat the entire area GFfg* as loss. So long

as the deceptive practice involves only overprescription and not
fraud as defined here, the consumer's losses are less than these.
studies would indicate. The repairs beyond gq* are not valueless"
to the consumer; they merely have value which is less than the-
price paid for them.

3.4A Fraud

Fraud, as defined here, is the practice of recommending
and billing for unnecessary repairs which are not performed. An
example of fraud is recommending and charging for an engine
overhaul when a simple tune-up is all that is necessary and - all
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that is done to the automobile. Repairs, such as adjustments,

‘which leave no tangible evidence might be partlcularly suited to

this practice. Especially when such . repairs were not necessary,
there would be very little chance that the fraud could be

detected. "Reconditioning" of parts, where the degree of
reconditioning cannot be clearly spec1f1ed might constitute
another Opportunlty for fraud.

'This section introduces a model of fraud in the
automobile industry. The approach taken here is to build the

simplest model which can still incorporate certain realistic

features of the transactions between consumer and producer. So,
for example, we initially make no allowance for communication
among consumers or for alternative institutional arrangements
which might deal with consumer problems. 1In.a sense we.have .
deliberately constructed a model which admits fraud as an .
equilibrium response, with the intent of examining how likely"

- such an outcome would be.

~The Model

Again, the opportunity for fraud arises out of the
presence of consumers who are not fully knowledgeable about
automobiles. Realistically we might expect something of a
continuum of consumers--from very knowledgeable to very ignorant.
For the purposes of this model, consumers are divided into two
groups; informed and uninformed. While it is handy to label the
two types of consumers according to their knowledge of
automobiles, the distinguishing. feature that matters here is
their search behaviour. "Informed" consumers will, under some
circumstances, search for new bids for auto repair. We assume
two things about them, that they know when they have been lied to
and that they have rational expectations in the economic sense.

_ For our purposes, rational expectations merely means that they

know the probability of being lied to. Uninformed consumers are )

- assumed not to search under any circumstances. They may have
‘rational expectations regarding the probability of a lie, but for

one reason or another they choose not to search. An appealing
story is that the informed consumer knows enough about
automobiles to recognize a misrepresentation when it occurs. and
that the uninformed consumer has no notion whether he has been
lied to. However we might equally well suppose, for example,
that the so called uninformed consumer has high search costs or
that the informed consumer has good instincts about people.
Either version is compatible- with the'model which follows.

For the purposes of this model a consumer is an '
individual who has recognized a deficiency in his automobile and

seeks to remedy that def1c1ency. For simplicity we assume that
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consumers demand with elasticity zero to have their cars restored
to proper operating condition. However, the demand faced by a

- given shop, or the quantity of repairs paid for in total may be

quite elastic, as is considered below. The simplifying .
assumption is merely that each malfunctioning vehicle will be
repaired in some fashion. We let r be  the number of vehicles

~ requiring repair and o 'be the fraction of all consumers who are

"informed" in the sense discussed above. ' That of course leaves
(l1-0) consumers who are uninformed. s

The consumer initiates the repair by presenting the.

.vehicle to a repair shop and requesting a diagnosis. It is

assumed that the procedure is the same for either type of
consumer. The repair shop responds with a diagnosis, a statement
of the repairs necessary to remedy the complaint. This diagnosis
constitutes, in effect, a bid to put. the automobile in the -
condition specified by the owner. The repair which will be
performed and which is required to remedy the consumer's
complaint is designated for all cars to be repair "a" which
involves gy units of repair services. The. shop may provide a
correct diagnosis in which g repair services are spe01f1ed.
Alternatively they may prov1de a fraudulent diagnosis in which a
larger amount of repair services, d,, are recommended. If

the consumer accepts the recommendation of the shop, the car is
placed in satisfactory condition by performing ga, but gp
repairs are charged to the customer (qp > dj).

For concreteness, it may be useful to think of the
following example. Every customer in this model needs a tune-up,
but some mechanics will recommend and charge for a tune-up and
valve resurfacing. The tune-—up is repair a and the tune-up with
valve grind is repair b. However, the model does not require
that all cars have the same defect. gz is a unit of measure,
more seriously defective cars may be thought of as requiring
several repairs, i.e., some multiple of g;. The restrictive
assumption is that there is only a single fraudulent alternative.
Specifying a single -alternative diagnosis rules out small '
adjustments in the amount of fraud perpetrated on any single
individual. This abstraction simplifies the analysis
considerably. In fact, the real opportunities for
overprescription may be fairly discrete; for example, -
recommending half a valve job is bound to arouse suspicions.

As discussed above, uninformed consumers are assumed here
to contract for recommended repairs in all cases. Informed:

consumers are assumed to search for a truthful repair bid
whenever the expected costs of search are less than the expected

- savings. Let ¢ be the cost of obtaining an estimate, L the

probability of a lie and p the price per unit of repair services. .
A consumer who plans to reject all bids which include unnecessary
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i1

repairs will face an expected number of searches of 1/1-L. Such
a plan will be rational if c/1-L % p(qgp — q)-. '

Two behavioural assumptions are implicit in this
formulation. First, the informed consumer is assumed to be
rather passive, submitting his vehicle for examination. and’
‘considering the bid only after the diaghosis is offered. We . .
might have alternatively supposed that the informed consumer
instructs the shop which repairs to perform. While this second
alternative may reflect more accurately the appearance of the
exchange between consumer and supplier, the outward appearances
may be misleading. A consumer of either type might attempt to
signal that he is informed by offering his own diagnosis. The
_repair shop mlght recommend additional repairs beyond the
consumer's request. If this occurs, the substance of the
" exchange is identical to the one modelled here; the shop has now

submitted a list of repairs which it suggests are necessary for a“

satisfactory outcome. There are reasons why a consumer might
refrain from submitting his own diagnosis or from contracting for
-only a part of the recommended repairs. Where a consumer offers
his own recommendations for repair, the repair shop bears no.
obvious responsibility if the requested repair does not change
the performance of the automobile. Similarly, contracting for
only a portion of recommended repairs would seem to absolve the
shop of any obligation to cure the symptoms or to warranty the
work performed. Nonetheless, this does impose limitation on the
consumer's bargaining optlons and must be acknowledged as a
simplifying assumptlon.r

. The second assumption is price taking behaviour by both

consumers and producers. - Such an assumption is a fairly natural
one for an industry in which there is a large number of firms.
Obtaining information on the price per unit of repair should not
involve difficulties beyond those involved in obtaining prices
for consumer goods.in general. Where the expected performance is
identical for a group of shops, we should expect that a shop
charging a price above the price charged by others would perform
no estimates. Similarly, expectations constant, a small

reduction in price should lead the firm to capture an arbitrarily -

large share of the market. While this assumption is not
different from that normally invoked for competitive 1ndustr1es,_
a potential complication would be introduced by an assumption
that expectations may follow from price. So it is submitted for
the time being that price taking is a reasonable assumption
though perhaps not the only reasonable one for this industry. .

In summary, the model has a group of consumers who are
inelastic demanders of auto repair. They bring their cars to-
shops which lie with probablllty L by clalmlng that qp
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repairs are required. If the "bid" is accepted by the consumer,v
the shop performs q, repairs but charges the amount Pgp.

With probability (1-L) the shop recommends the true quantity’ of
repairs 4z and charges pds. Informed consumers ignore

~ all misrepresentations if C/1-L < p [qp - qa], where ¢ is .

the cost of search.

‘Behaviour of the Repair IndustryH

The repair industry is assumed to be composed of N
identical firms which share the market. Under the assumptions
made here, each shop will maximize profits by choosing L, the
fraction of .customers which are told lies. L is used as the
- shop's own rate of lying as well as the industry rate, since all
shops are identical.

"In each period, n customers present their automobiles to
the repair shop for diagnosis. The shop is aware that some of
the customers are informed and some are uninformed, however the
shop is unable to distinguish between the two types of customers.
Let s represent the fraction of all contacts with garages that
are made by informed customers. Note that in general s # g,
since informed customers are responsible for more than their
share of searches. 1In fact the relationship between s and is

5 1
(l) s = 1l -1 T = i— 1
l -0+ 0 T = L, '—G—— + L
and
. l _ l_]-‘.'_
NP S p— 8s 02

By the same token, the number of searches will not necessarily
equal the number of vehicles for which repalrs are sought. If r
is the number of automobiles in need of repair, N is the number
of shops and n is the number of searchers seen by any shop, the
relationship among these variables is:

(3) Nn = r(l-o) + ro 1/1-L

The cost conditions of the shop are represented in a
" general way as C = C(Q) where Q is the total amount of repair
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actually performed by the shop. It is assumed that C'(Q), C"(Q)>0. .

If the shop expects that the fraction s of the customers will .
take their business elsewhere upon being given a faulty . '
diagnosis, then their expected total revenue (TR) is glven by

TR = [(1-L)pgs + L(1=s)papln

The first term in brackets reflects revenues from customers who
are told the truth. The second term reflects revenues from -
customers who are lied to but who do not search. The profit
maximization problem for the firm is then: -

(4) Max I = [(l-L)pgg + L(l-s)papl n - C(ngg (l-sL)
L . : : -

‘Total output is ngy (l-sL), since nsL is. the number of ‘
customers who are lied to and who will search upon hearing a lie.
Everyone else gets g, repairs, although some may be paying

for qp repairs. Since L must be between zero and one, the
maximization requires that we form the lagranglan

(5) AZf [(l L)pqa + L(l=-s)pgpl n - C(nqa
(1- sL)) + y(1-L)

the Kuhn—Tucker necessary conditions are:

(6) af
oL

L

Vv

-0 and L[(pqa + (l=-s)pgp)n - C'(nggy
(1-sL) (- ana)-y] =0

%g (1-L) > 0 y >0 and y(1-L) = 0

The two boundary cases (L = 1 and L = 0) are of some
interest and are discussed below. Since we wish to consider a.
- world in which some fraud occurs, the interior solution is our

major concern. In that case, y is zero and the optimization
condition can :be written: :

(7) (l-s)pdp - pdy = =-s8g5C'(ngg(l-sL))

While this appears to be unconventional, it is in fact rather
intuitive. The left hand side is the expected effect on revenues
‘from telling another lie. By telling a lie (prov1d1ng a false
diagnosis) the firm will lose pg, with certainty since the
consumer either leaves or pays pdp. The firm will expect to

[—Pqé_+ (l-s)papl n - C{(nqa(l—sL))(-Snga) -y = 0 -



21

gain pqgp back (l-s) of the time. The right hand side of

equation 7 is the expected effect on total cost of an additional
lie. In an expected value sense, lying reduces costs since it
results in the performance of fewer service procedures. Taking
the absolute value of both sides of -equation 7 allows representa-
tion of the optimization in terms of a convenient diagram. The
optimization for an interior solution is shown in Figure 3.5.

»Figure 3.5
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, The curve labelled c represents the savings from telling
an additional lie. The negative slope follows from the result
-that output is falling as L is increased and that marginal cost
falls as output falls. Some simple comparative statics results
can be seen from the diagram. An upward shift in the marginal
cost function will cause an increase in the amount of fraud.
Increasing p will make [(l-s)pqp - pggz]l more negative (d

shifts upward), so L falls with increased p. Increasing g,

or decreasing gp will also cause L -to fall. Response to a

change in s is not obvious since that parameter enters in both
functions in a way that the two curves are moved in the same’
direction as s changes. "Under the assumptions made here, the
first order condition provides an implicit function of L in' s. By
totally differentiating the first order condition and solving we
obtains o ' -
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=) = NS

(8) (%%) _ TPy +'sqacf(nqa(l—st)(-qua) + qaC'(nqa(l—sL))

'SqaC"(nqa<l%sL)(nqas)

(+)

The denominator is signed by the restriction placed on the cost
function. The numerator can be shown to be negative by using the

. first order condition to show that Pdp > qaC'! (nqa(l sL)
The F.0.C. is rewritten:

(9) Pdp =iqaC'(nq\(l—sL)) - pqa - EE;]
g . s S

. The term in brackets is obviously. negatlve since
~dp > dyr SO .Pdp must exceed d5C' (ngg(1l-sL))

: - The two boundary cases can also be con51dered in terms of
. a 51m11ar diagram, as is shown.in Figure 3 6.

Figure 3.6
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For a revenue loss function like d', it would be profit
maximizing to lie on every occasion. Intuitively, this case
. results from prices which are quite low relative to costs or
from a large dlscrepancy between dp and qa. »
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Formally, for any given s, the options available to a
decisionmaker fall in the range [0,l1]. However the rande of L.
possible in equilibrium is more restricted, since large enough
values for L will cause people to stop searching. Informed

.consumers will elect not to search 1f ‘they face L greater than L
where

(10) T = 1- c
IJCICE

L is shown in Figure 3.6. For cases in which the revenue loss
functlon intersects the cost reduction function to the rlght of
L, profit maximizing behaviour will be to set L = 1,

The other boundary case occurs when the revenue loss
function lies above the cost reduction function for the entire
interval [0,1], as shown by the curve d". This would occur if p
were h1gh or if the difference between qj and qa were
small.

zero Profit Equilibria

In the foregoing, the number of firms, N, is treated as a
constant. That restriction is true in the extreme short run, and
will operate for the price-lying decisions for firms. However,
in the absence of barriers to entry, a long run equilibrium can
occur only when profits are zero. Positive profits will attract
new firms to the industry, negative profits will induce exit. 1In
the analysis which follows, the price taking assumption is
initially maintained, in order to demonstrate the wide range of
‘possible equilibria. Suspension of this assumption is
subsequently shown to limit the number of potential equilibria.

One possibility is that in which L = 0. Here we have no
deception, mechanics divulge the condition of the automobile to
the best of their ability, and the market performs like any other
competitive market. Entry will occur whenever there are profits,
so equilibrium can occur only at zero profits with price equal to
the minimum of long run average cost. This outcome is possible
for some high "lying cost" function like d" in Figure 3.6.

The opposite extreme is the case that L = 1. Such an
outcome is possible for some sufficiently small lying cost like

d'. Here, in spite of the fact that there is so much lying going

on, no one is hurt. No search costs are incurred, because

consumers know that repairs are always overstated, so there is no

point to searching. The effective price is again equal to the
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minimum of long run average cost, although the apparent price is

less than the effective price by the factor qz/qp.

Garages represent all type.a repairs as type b repalrs and
capture pdy for every da-. - Equilibrium again requires

that profits are zero, so entry will proceed until pPgp is

equal to the minimum long run average cost of da+ There is

no redistribution across types of customers since everyone pays
for the higher quantity of repalr. The only difference- between
the informed and uninformed is that the informed know that “they
are belng 11ed to. ,

The emplrlcal significance of this case is that a
determination of the amount of fraud would be misleading as an
estimate of the amount of savings available from eliminating
fraud. If fraud were to be eliminated in this case, price would
rise by a factor qp/gz. Consumers would be no better off
in a material sense, though they might be a bit less cynical. If
resources were required to eliminate the fraud, consumers would
actually be made worse off.

The 1nterest1ng cases are those in.which L* lies strlctly
between zero and one. Here repairs are being overstated, and in
a way that causes some consumers to pay a higher price than
others for the same repair. Informed consumers will search until
they find a correct repair bid. Uninformed customers will
contract repairs at the first diagnosis. Of these, some will pay
a price for repair which will be above average cost.

In equilibrium, with identical repair shops sharing the
market equally, the quantity of repair performed by any shop is:

(ll) Q = rqy/N

This merely reflects previous assumptions that the demand for
repairs is perfectly inelastic, so that rqy is the gquantity

of services produced. Substituting (11) and (3) into the proflts
function (4) we obtain

(12) ™ = [(1-L)pay + L(l—s)qu]%(lfO + 1o 9)
S

Setting this equal to zero to reflect the zero profits condition
for competitive equilibrium and rearranging terms, we obtain

- (fq . | f -
. C a? - . 1
(13) XN J =P (1-1) + L(1-s) Ip| [1-0+ = 0
- Ty - | - 4, :

N
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The left hand side is recognizable as average cost. 'Substitutihg
~AC for the left hand side and solving for P we obtain

(14) P = _ AC

AR - \
(1-1) + L(l-s) 59 ((1—@)_+ I%E 0)

a

by substituting for s from equation (1) and performing a-series
of manipulations this becomes ' :

(l4a) P = AC ~ AC

q q,
(l‘—L)+0L(l—0)~—:9 1-L(1-0) - —13)
9a . a5

Notice that whenever some amount of lying occurs, price
will be less than average cost. Intuitively this occurs because
the "victims" of lying are paying more than average cost for the
- repair that they receive. Formally this can be seen by’ notlng
that the denominator must exceed one when L > 0 and
gb/da > 1. The second condition has been assumed to hold
throughout this analysis.

The result that price is less than average costs is an
important one. It implies that firms must lie at the optimal
rate in order to survive. If they were to tell the truth, and
collect only pg, for each repair, their revenues would not be
sufficient to cover their costs. Notice also that there is, in
effect, a transfer from the uninformed customers to the informed
customers. Either type of customer is paying something more than
marginal cost, but the uninformed customer -is bearing a
disproportionate share of flxed costs in the zero profit
equlllbrlum.

Another concern which is important for evaluation of the
performance of the industry is the capacity of the industry.
Under the assumptions imposed -above, it is possible to :
demonstrate that this industry has excess capacity, that is, ‘it
consists of more firms than necessary to allow each firm to
operate at the minimum of its long run average cost curve. To
establish this result in terms of conventional cost curves, it is
helpful to construct average and marginal revenue curves in terms
of the number of vehicles repaired. = These curves are shown in
Figure 3.7. The curve AB represents average revenue. Point A
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vreflects the option to lie to all n customers which. arrive at the

shop. In that case (l-s)n repairs are performed and average
revenue, K is pgp. Point B represents the opposite extreme,
with all customers receiving dy quantity of repair services.
In this case all n customers are served and average revenue is
Pdg . To construct marginal revenue, notice that to sell an-
additional repair at any point, the shop must expect to tell the
truth to an additional l/s customers. The additional repair
generates pg, revenues, but the additional truth telling .
sacrifices l?s (pap - an)(l s) revenues. Thus marginal
revenue is a constant (with respect to Q/qz) and 1s written

(15) MR = pgy - 1/s (pgp - pds) (1-s)
= pdg - (/s - 1) (pap - pPdy)

With constant marginal revenue, the"aVerage revenue curve is
bowed toward the origin as shown in Figure 3.7.

Figure 3.7 -
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, The average and marginal cost and revenue curves for a
zero profits equilibrium are shown in Figure 3.8.
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Figurev3.8
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Since the average cost curve must be tangent to a

. downward sloping average revenue curve, -there must be excess
‘capacity in an industry of this sort when there is an 1nter10r
solution with respect to fraud.

For any given P, the equilibrium is unique. Entry of
firms shifts the average revenue curves to the left, with the
endpoints moving along horizontal lines located at pgy and
Pdp. The average revenue curve steepens since s falls as the
number of firms increases. If the average revenue curve is more
sharply bent than the average total cost curve, the equilibrium
will occur at an end point.

Under the assumptions made here, the equilibrium is not’
unique. Associated with every price in the appropriate range is
a different zero profit equilibrium with a different number of
firms. Lowering price causes the average revenue curve to shift
downward and rotate toward the horizontal. So long as pqp is
greater than the minimum value for average total cost, some
number of firms will provide a zero profit equilibrium.

There is no obvious mechanism for choosing among
equilibria. However, one modification of the assumptions can
lead to a unique equilibrium. While we have assumed price taking
behaviour, it should be clear that a firm at a zero profit
equlllbrlum as depicted in Figure 3.8 would have an incentive to -
try to increase n, the number of customers that present cars for
diagnosis. In that sense, a point like a is not an equilibrium
in the strictest sense since each firm would have an incentive to
undercut the others in price by some small amount to increase n..
If all firms were to do that, the average revenue curve would
fall and rotate clockwise. This would result in losses, with zero
profits restored only by exit from the industry, which moves the
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moves the average revenue curve to the right. There are two

plausible stopping p01nts to this process. The first is shown in
Flgure 3.9. '

Figure 3.9

dollars

Pdp

Pdg

20/d,

(s goes to zero)

" This case is the one in which everyone is lled to but the
price of overstated repairs is only sufficient to cover average
cost. This is the case in which we all buy the "deluxe"
treatment, though many of us are aware that the treatment is very
ordinary. In this case the average revenue curve degenerates to
a point, since s goes to. zero.

Another p0551b111ty is introduced by imposing some
structure on the behaviour of the so-called uninformed consumers.

- Before it was suggested that they may or may not be aware of the

possibility that they are lied to. Assume now that in general
they do not expect to hear lies but that they would be alerted to
the possibility of a lie" by prices that are too low.
Specifically, let the minimum of average cost provide a lower’
bound to the price, since a price below minimum average cost
would alert consumers to dishonest practices. This might occur
if there were a comparable repair industry with known prices but
in which no deception occurs. So, for example, the $29.95 brake
job may fail to lure customers, or may even scare off customers.
If consumers had this sort of foresight, the equilibrium is as
shown in Figure 3.10. Here the right endpoint of the average
revenue curve is "anchored" by a horizontal line through the
minimum point of the long run average cost curve.
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Figure 3.10
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3.5 Related Issues

'This section provides brief coveragé of two relatead
issues which are argued here not to present problems but which
are discussed prominently enough publicly that their absence:

- would appear an oversight. The first is the widespread use of

flat rate manuals and the second is the prescription of routine
maintenance by manufacturers.

3.5.1 Flat Rate Pricing

Flat rate manuals are books which provide estimates of

~the time'required for a mechanic to complete virtually any

repair. Many garages use these books to calculate the charges for
repairs. So, for example, if the book specifies 1.5 hours to
change a water pump, many shops will charge for 1.5 hours _
regardless of the time actually required to complete repairs.
Arguments in the Popular Press (g.v. Consumer Reportsz) :
suggest that the use of flat rate manuals is unfair to consumers .
There is some evidence that the flat rate manuals overstate the
median time required for a typical mechanic to complete

repairs. So, it is argued, the consumer pays more than the

2. For example see Consumers Union, "How Fair are Repair Costs,"
Consumer Reports 44(4) (April 1979): 196-197.

3. Ibid.
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cost of produc1ng the repairs if he pays the shop s hourly rate

‘ multlplled by an inflated estimate of repalr costs.

While the argument seems compelllng enough, itristfalse‘
if automobile repair is produced in competitive or
monopolistically competitive markets. It will be shown be low

that the only case in which flat rate manuals are harmful to -

consumers is if they were used to facilitate a collusive scheme
to set prices. However, the problem in that case is the
collusion, whlch is illegal, and not the flat rate manual.

Before analyz1ng the effects of overestimates for repair
time, it is important to note that it is not entirely clear that
these manuals do provide biased estimates of average repalr
times. The type of evidence against flat rate manuals is
exemplified by the Consumer Reports4 article. Consumer
Reports cites the claim of a San Francisco District Attorney to
the effect that "In one three-month period, 335 out of 540
customers were charged for more time than the mechanic actually
worked." Also cited is a Wisconsin survey, "During the period
surveyed, 33,267 hours of body work was performed--but customers
had to pay for 45,631 hours. One individual's experience is also

~reported. Prompted by this evidence, Consumer Reports conducted

their own tests by timing their own mechanic in 23 repairs on
five cars. 1In 19 of the 23 repairs, the Chilton's Professional

" Labor Guide and Parts Manual provided estimates that exceeded the

time taken by the Consumers Union mechanic. The Consumer Reports
average overestimate on the twenty-three repairs is about
twenty-five percent. The article acknowledges the poss1b111ty
that their mechanic might be unusually fast.

"While overstatement of repairs seems likely in this case,
there are alternative explanations. First, the specialized
repair shops, which deal with only a particular component or
brand, should outperform the general repair agency. A more
complicated explanation stems. from the distribution of actual
repair times. We should expect that repair times would have a
positive skew. Such a distribution is shown in Figure 3.11
below. The distribution shown would occur if it were true that
while most repairs are handled routinely, the ones that go badly
take a lot of time. The median, identified as m would be smaller
than the mean, identified as y.  If the objective of the. flat
rate manual is to provide estimates of average repair times, the
manual should report pu. The observation that most repairs take
less time than the estimates might be only confirmation that the

median lies to the left of the mean.

4. 1Ibid.
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Thé.foregoing argument does not demonstrate that the

"standard manuals are accurate, but only serves to illustrate that

the evidence which has been presented is not sufficient to
warrant the conclusions which have been drawn.> what follows
is a discussion of the possible outcomes if these manuals are
inaccurate. However no presumption is made here that flat rate
manuals do overstate mean repair times.

Figure 3.11
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The simplest case to consider is that in which the flat
rate manual is used to provide an estimate that is binding on the
repair agency. Assume for the sake of argument that flat rate
manuals overstate repair time by twenty-five percent. Estimates
equal to price times quantity would seem to reflect this
twenty-five percent overstatement. However price (per unit time)
introduces additional flexibility. For example, consider what
would happen if P were the competitive price. The product pg,
where § is the flat rate estimate of repair time would
overstate competitive repair costs by twenty-five percent. This
would lead to profits in the industry, and as in the simple
competitive industry, entry would occur. Entry would continue,
forcing down prices, until economic profits were eliminated.
Equilibrium would be achieved when the new price was eighty

percent of the competitive price with no overstatement in time
requirements. So if

§ = sq
where d is the flat rate manual estimate of time
required for repair
q is the true estimate of repair time .
s is defined by the expression as the overstatement
ratio. ‘ '
5. 1Ibid.
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Then without some barrier to entry the équilibrium outcome
requires that o '

where Pe  is the equilibrium price
Pa is the zero profit equilibrium price if

there were no overstatement.

In the binding estimates case discussed above, consumer
expenditures are unaffected by the use of the flat rate manual.
In that case, the advantages of the manual become an important
concern. The flat rate manual allows the shop to provide an
estimate, to monitor the productivity of workers and to av01d the
costs of an elaborate time keeping procedure. :

A slightly more complicated analysis is required if
estimates are not binding.  Some shops may price in a fashion
that the consumer pays the maximum of the flat rate price and the
actual time to complete repairs. This sort of pricing appears
overly favourable to the. shop, giving the customer the worst of
both worlds: ‘he pays for more than the actual repair time if
things go well, but the actual repair time if things go badly.
However, so long as markets are competitive, this pricing
practice will not result in profits for the ‘shop. Again prices

will adjust to compensate, falling until average revenues equals

average cost. Where a mechanic beats the manual,‘the customer is
paying somewhat more than the competitive price under ideal
conditions. Where the repairs take longer than the manual
estimates, the customer pays less than the true cost of f1x1ng
his car. '

Where estimates are binding, the repair shop bears the
risk that stems from the variation in repair time. Where the
price is simply equal to actual repair time, the consumer bears
all of that risk. Where. the charge is based on the maximum of
estimated and actual time, the risk is shared by the two parties,
51nce the . equ111br1um nominal price is less than the average

"effective" prlce.

An appropriate concern is who -should bear this risk. 1In
a world in which the mechanic's behaviour could be costlessly
observed, the discussion would centre on the risk aversion of the

two parties to the contract. However, in the real world certain.

moral hazards will probably overwhelm considerations of risk.
aversion. That is to say, the repair shop can take certain
actions which will influence the time taken for repairs. If:the
shop can insure away the risk involved, it may behave in ways
which increase the costs of repair. There are of course some
moral hazards from the consumer's side, as certain precautions
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may reduce the difficulty of performing repairs. However . it is
‘conjectured here that these effects are minor. Another argument
in favour of binding estimates is that the consumer has extremely
high costs in measuring inputs, if inputs are to be the basis of
repair charges. : ‘ ‘ ‘ '

Related criticism of the use of flat.rate manuals is that-
they provide an incentive for mechanics to rush repairs and
therefore to do low quality work. Some shops compensate
mechanics for the number of hours billed to customers rather than
the number of hours worked. This however is not a consequence of
the flat rate manual per se, but is a problem of any piecework
compensation scheme. Any compensation scheme based on billing to
the customer would have this characteristic. The flat rate
manual merely facilitates the measurement of output.

The piecework system gives the mechanic an incentive to
work quickly. So long .as the quality of the work can be easily
monitored, this incentive is an appropriate one. However,; if-
quality cannot be monitored, mechanics may reduce quality in
order to produce more output. If quality is difficult to
monitor, then repair shops would not find it advantageous to
compensate employees in this way. The real world outcome that
repair shops compensate on a piecework basis suggests that the
costs of monitoring the quality of output are less than the costs
of monitoring inputs.

3.5.2 Routine Maintenance

The types of repair services that we would expect to
offer the most 31gn1f1cant information problems are the
'non-routlne services which are undertaken to remedy a deficiency

in performance. While the models presented above could be
applied to any aspect of automobile repair and maintenance, the
most natural application is to non-routine repairs rather than to -
routine maintenance. The production linkade between diagnosis
and performance is not very strong for matters of routine
maintenance. The mechanic may provide advice, but the consumer
may seek advice elsewhere. Independent agents, not linked to the
production or repair of automobiles may be consulted for advice.
Many popular books and magazines provide recommendations about
routine maintenance. Service agencies may also provide this
information, but since. the bundle of services can be well
specified in advance, the total cost of routine maintenance by
competing firms may be easily scrutinized before maintenance
activities are undertaken.

Another source of information regarding routine
maintenance is the manufacturer. Because of the manufacturer's
unique familiarity with the automobile, the manufacturer's
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recommendatlons may carry speclal authority. There is no obvious
reason to expect that manufacturers would overprescribe routine
maintenance. First, car owners will not necessarily purchase
maintenance from the manufacturer's dealer. Payments for routine
maintenance are made to dealers which are seldom owned by the
manufacturer. Of course, manufacturers might capture a part of
any policy which benefits dealers through various pricing
strategies. However, even if dealers were owned entirely by
manufacturers, the manufacturer would benefit from inflating
maintenance costs only under very special condltlons.

If the consumer correctly anticipates maintenance costs,
the total revenue that the manufacturer can capture from the
services of an automobile will be independent of the division of
charges between payment for the car and payment for maintenance.
For example, if a firm can sell 1,000 cars at $10,000 when all
maintenance is provided at no charge, then we should expect that
the firm could only charge $8,500 if .it wished to continue to
sell 1,000 cars and require maintenance expenditures with a
present value of $1,500. If consumers behave ratlonally, they
should regard the two schemes as equivalent. - .

Consumer behaviour need not be consistent with perfect
1nformat10n. However, one should expect that in time, consumers'
behaviour would converge on that associated with complete
information, as consumers become acquainted with the maintenance
requirements of particular brands. That people hold strong -
opinions about maintenance costs, among other things, is
evidenced by the importance of brand loyalty 'in this industry.
Also the offers of routine maintenance at no additional charge by
AMC and Chrysler and Ford's claims of low routine maintenance.
requirements all provide evidence that the consumer does take
maintenance cost into consideration when making the initial
purchase decision. ’

There are cases in which tie in sales will facilitate
price discrimination. But price discrimination requires
overpricing the tied commodity, not overproducing it. Also the
argument applies to commodities for which service per unit of the
good varies across consumers, and so is probably not appropriate
to automobiles.® Finally, as discussed above, maintenance is
not contractually tied in the case of automobiles.

6. For a complete description of the uses of tie in sales see
M.L. Burstein, "A Theory of Full Line Forcing," The
‘Northwestern University Law Review, 68 (1960).
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3.6 Cdnclusions

_ This section provides an analytical overview of a number
of - potential, actual or alleged, problems in the automobile -
repair industry. In part because of the broad scope, but largely
because of the nature of the problems considered here, the
analysis presented is not decisive in all cases. For -example,
the absence of a unique equilibrium where there is a potentlal
for fraud obviates any comparative statics results.

Wh11e the ambiguity of some of the results is unfortunate
from a scientific viewpoint, there remains much insight to be
gained. Public discussion of. this topic has suffered from
premature conclusions by many commentators. - Many of the o
arguments presented here are in sharp contrast with the point of
view reflected in the consumer press. Further, as mentioned in
the introduction, the conceptual models presented here are
decisive in interpreting emplrlcal evidence. :

Even with a reasonable amount of caution, there are a =
number of points which can be made. 1In order of their appearance
they are:

(1) An optimal or ideal repair cannot be defined simply
in terms of technical effects. The optimal repair
can only be determined in terms of consumer
preferences, technical possibilities, the
information held by the mechanic and the costs of.
obtaining information. Repairs which are optimal,
conditional on knowledge of the condition of a
component, may be inefficient once the cost of
determining component condition is taken into
account.

(2) An incentive for overprescription is not present in
either the simple monopoly or competitive cases.
Some elements of both monopoly and competition are
required for overprescription to be advantageous for
the firm. 1In the case of monopolistic competition,
overprescription results in demand shifting. 1In
that case however, other demand shifting
characteristics, in particular reputation, become a
concern. Where consumers are knowledgeable and
where repeat buying is important, we should expect
the reputation effect to be large.

(3)  The loss due to overprescription is not the full
amount charged for services beyond the ideal repair,
but is the difference between the consumer's
hypothetical valuation under full information and
the amount charged. ~




(4)

(5)

(6)

~ignores the price adjustment which will occur.
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The effects of fraud are difficult to evaluate. and
depend on the competitiveness of the market.

‘Flat rate manuals are probably an inappropriate

target for requlation. They convey certain benefits t
by allowing for binding estimates before repairs : :
begin. Any. systematic overstatement in required
repair time will be compensated by an adjustment in
price. The popular criticism of these estimates

There is no obvious 1ncent1ve for manufacturers to_
overprescribe routine maintenance. Such
overprescription could be sustained only under very
unusual circumstances. Further, information about
routine maintenance is avallable from independent -
sources.
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4, EMPIRICAL EVIDENCE ON AUTOMOBILE REPAIR

4.1 Introduction

In the previous sectlon it was argued that the cost
advantage of joint production of diagnosis and correction. created
circumstances which could lead to both overprescription and
fraud. Very simply, the consumer will rely on the repair firm
for advice, and under some conditions the firm will have an ‘

- incentive to give wrong advice. For a number of reasons; the
analysis above provides no clear impression of the magnitude of
the problem. This chapter presents evidence. of various sorts on
the magnitude of the problems in the -automobile repair industry.

There is a presumption in the popular consumer literature
that consumer losses in this industry are quite large. For
example, one press release from the U.S. Department of . _
Transportatlon claims that fifty-three percent of all expendlture
on automobile regalr was spent on "unnecessary" repairs.l
Consumer Reports<4 cites U.S.. Government claims that forty -
percent of all repair expendlture is wasted. These and similar
claims have found their way into the general press and have
become quite widely disseminated. :

The next section presents an estimate of the actual auto
repair expenditures of Canadians. This estimate is computed from
the Family Expenditure Surveys used by Statistics Canada to
construct the Consumer Price Index. The use of non-experlmental
market data for this purpose appears to be unique to this study
Section 4.3 reviews an engineering study of operating costs in-
order to provide some basis for comparison. The results of
Sections 4.2 and 4.3 are in sharp conflict with the experimental
studies which have been done in the U.S. Section 4.4 reviews
these studies in order to 1dent1fy the reason for the discrepancy’
between the two approaches. It is argued in Section 4.4 that the
experimental studies are inappropriate and have been incorrectly -
generalized to the whole of this industry. Section 4.5 presents
conclusions which may be drawn from this empirical study

l.- U.S. Department of Transportation, U. S. Department of .
Transportation News (May 7, 1979).

2. Consumers Union, "How Fair are Repair Costs," Consumer
Reports (April 1979): 196-197.
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4.2 Canadian Consumer Expenditures on Automobiles

In order to determine the extent of consumer losses in
this industry, a logical first step is to determine what
expenditures actually are. For most consumer expenditures, .such
an exercise would be of little value. "For example, the
hypothetical question, "Do consumers spend too much on movies?"
would appear to be a rather empty one. For automobile repair .
however, the consumer's objectives can be assessed within fairly.
narrow limits on common sense grounds. Cars are expensive and
consumers therefore wish to preserve automobiles for a fairly
long time. Auto.repairs are reasonably 1nterpreted as an
intermediate good, with transportation services being the
associated final consumer good. As a result we can view actual
consumer expenditures and, by comparing this with the cost of
preventative maintenance and expected corrective actions, draw
some conclusions. 1In effect we will be considering the amount of
expenditure on intermediate goods (repairs) per unit of final '
good (automobile services) in order to appraise the performance
of this industry. Interpretation of such comparisons requlres
some precautions, as w111 be dlscussed in Section 4.3.

Informatlon on actual consumer expendltures on auto
repair can be obtained from the Statistics Canada surveys of

. consumer expendlture. In order to construct a Consumer Price

Index, it is necessary to choose a very specific bundle of goods
which will be priced in subsequent periods. It is desirable to
have the bundle chosen correspond as-closely as possible with the
bundle which consumers actually purchase. In Canada the consumer
bundle is constructed on the basis of extensive Family
Expenditure Surveys. In addition to constructing the Consumer
Price Index, these surveys are useful in providing information
about consumption expenditures. Two surveys, those for 1969 and
1974 form the basis for the present study. ‘

An alternative approach is to use industry output data in
order to evaluate total expenditures. Unfortunately, the level
of aggregation, even for three digit industries does not allow
for much confidence in computing the values appropriate to the
present purpose. For example, S.I.C. 654 is essentially gasoline
service stations. To obtain an estimate of auto repair output in
S.I.C. 654, it would be necessary to subtract gasoline sales from
total sales. Retail gasoline sales are available, but no data
exist which would indicate what part of gasoline sales is due to
firms.in S.I.C. group 654. For this reason, the use of industry
output data was rejected for this study. ' -
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Statistics Canada publishes some results from the Family
Expenditure Surveys.3 ©pPublished results are almost entirely
the expenditures per spending unit by various consumption
categories. (A spending unit is a special definition of
Statistics Canada which is approximately the equlvalent of a
household.) So, for example, we can observe the average
household expenditure on tires, on batterles, on lubrication,
etc. The average expenditure data is reported in considerable
detail, allowing the creation of aggregates which are appropriate
to many. different purposes. The dlsaggregatlon is preserved
below to allow comparisons with any approprlate standard that
might be identified. :

A complication arises from the fact that expenditures are
reported as averages per household. We can interpret these data
most usefully only if they can be transformed into expenditures
per automobile. Fortunately, Statistics Canada collects’
supplementary information about the surveyed households in
addition to the expenditure information. Included in the survey
questionnaires are questions about the number of automobiles
~owned, the model years of these cars and the number of miles
driven. Through a special data request to Statistics Canada this
information has been made available. For the present purpose it
is sufficient merely to compute the number of cars per household
and the number of miles driven. Dividing the expenditures per
household by the number of cars per household, we obtain a value
for expenditures per household. (In the following section model
year information will be used in order to predict 11ke1y repair
requirements.) ‘

Values reported in Table 4.1 show the 1974 expendltures
per household, per automobile and per mile for each of several
repair categories. Table 4.2 shows the distribution of the
sample by model year. The survey for 1974 included 7,735
spending units located in fourteen Canadian cities. The
equivalent information for 1969 is presented in Tables 4.3 and
4.4. The 1969 survey used 22,358 households chosen to be
representative of the entire population of Canada. -

3. Statistics Canada, Urban Family Expenditure 1974, document
no. 62544, 1977, Ottawa and Family Expenditure in Canada
1969: Volume 1 All Canada, Urban and Rural, Informatlon
Canada, Ottawa.
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"Table 4.1 -

REPAIR EXPENDITURES IN CANADA BY EXPENDITURE TYPE

1974 IN 1974 DOLLARS

ITEM L _EXPENDITURES ' EXPENDITURES EXPENDITURES_
- NO. EXPENDITURE CATEGORY PER HOUSEHOLD PER AUTOMOBILE PER MILE

1 Oil and oil changes, ~ i
lubrication ' o $ 24.80 ' $ 27.34 ‘ $.0030
2  Tires and tubes 36.90 40.68 .0044
3 Batteries | | 4.70. 5.18 .0006
4 Repair jobs not :
(4a- covered by insurance 104.50 , 115.21 " .0125
4c) : : , A ‘ o
4a Mechanical repairs ~ 68.40 75.42 .0082
4b Body repairs incl. : / S ‘
painting ~ 16.40 . 18.08 .0020
4c  Other repairs o 19.70 ‘ . 21.71 .0023
5 Repair parts purchased  _ o ' ‘
separately 12.80 » 14.11 - L,0015
6 Other services 3 : - S
(incl. washing) | 6.30 - 6.90 .0007
1-6  TOTAL 1-6 ' $190.00 - $209.98 - $.227

Automobiles per spending unit = .,907
Number of miles driven per automobile
Number of miles driven per household

9,247
8,390

Source: Urban Family Expenditure 1974,4 Table 21, p. 98 and
unpublished data from Statistics Canada.

- Columns 4 and 5 may not add due to rounding error.

4. Ibid.



MODEL YEAR

1959
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74

75
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Table 4.2

\

DISTRIBUTION BY MODEL YEAR

IN FAMILY‘EXPENDITURE SURVEY 1974

PERCENT OF ALL-
CARS IN SAMPLE

1.22
C .47
.56
1.13
1.73
2.96
4,12
5.48
S 7.11
9.10
10.20
'9.39
o 8.44
11.57
12.89
12.78
w79 .
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Table 4.3

REPAIR EXPENDITURES 1IN CANADA BY EXPENDITURE TYPE

1969 IN 1969 DOLLARS

ITEM . EXPENDITURES _ EXPENDITURES EXPENDITURES
NO. EXPENDITURE CATEGORY PER HOUSEHOLD PER AUTOMOBILE  PER MILE

1 0il and oil changes’ $ 20.80 $ 24.27  $.0028

"2 Tires and tubes . 32.40 . 38.80 - .0045
3 Batteries | o 4.20 4.90  .0006
4  Lubrication 470 5.48 .0006
5 Repair jobs not . ‘ : '

(5a~ covered by insurance 41.70 E 48,65 .- - .0056

‘5a. Brake adjustments - I N : :

and repairs _ B 9.60 11.20 .0013
5bi Body repair jobs » '
incl. painting 9.00 10.50 .0012
Sc  Other repairs | 23.20 27.06 L0031
6 Repair parts purchased. _ :
separately : 7.40 - 8.63 _ .0010
7 Other services _ ' _ _ : A ’ '
(incl. washing) . 19,00 22,16 - .0025

1-7 TOTAL 1-7 $130.20 " §151.90 §.0175

Aufomobiles per spending unit = ,87509
Number of miles driven per automobile
- Number of miles driven per household

7,610

Source: Family Expenditures in Canada 1969, Table 60, p. 170°.

Columns 4 and 5 may not add to total due to rounding error.

5. . Ibid.



MODEL YEAR

1954
55
56
57
58
59
60
61
62
63
64
65
66
67
68
69
70
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Table.4;4

DISTRIBUTION BY MODEL YEAR

IN FAMILY EXPENDITURE SURVEY 1969

PERCENT OF ALL
CARS IN SAMPLE

2.43
.693

1.05
1.11
1.48
2.42
3.36
4,27
6.82
7.82
10.20
11.54
11.54
10.98
11.54
11.14
1.58
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Home Production

A further concern in determining the market value of all
automobile repalrs is home production. While many motorists will
not attempt repalrs, others may perform a significant amount of
maintenance service. - Failure to include the value of production
by do-it-yourselfers would cause an understatement in the value
of auto repairs consumed. Our information from Statistics Canada
includes all types of motorists, those who perform their own
repairs and those who do not. Ideally we would like to measure
expenditures by those who patronize repair shops. The presence
of do—lt—yourselfers in the sample would bias our measure :
downward if we did not include some measure of the value of their
production.

‘Unfortunately there are no Canadlan data that measure
home production. For the U.S., the University of Michigan Panel
Study on Income Dynamics® does provide some useful
information on this matter. The Panel Study surveyed 5,000
American households regarding a large number of issues. The
results of that survey are made available to researchers in the
form of computer tapes. Among the questions asked of the
respondents are, "How much time did you spend on automobile
repairs?", "How much money do you think you saved?", and "How
many cars did the household own?". Information is also provided
regarding the complexity of the repairs undertaken. -Where the
respondent did not estimate the amount saved on repairs, the
survey center staff assigned a wage based on the complexity of
the repairs undertaken. The information available allowed for
the computation of an estimate of the value of home production on
automobile repair. Unfortunately, no complementary information
on expenditures is available from the Michigan study.

Table 4.5 shows the time spent and the amount saved on
automobile repair per automobile in 1972 as computed from the
survey tapes. The regional disaggregation shown was performed to
test the hypothesis that. owners in warm weather areas find it
more convenient to perform their own repairs. The "south" as -
identified below corresponds to the so called sun belt states.
While the differences are quite small, the figures for the
"north" are assumed to correspond more closely with the Canadian
experience and are used in the computatlons that are presented

. below.~

6. University of Michigan Survey Research Center, Panel Study. of
Income Dynamics (Ann Arbor. Survey Research Center, 1974).
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Table 4.5

VALUE OF HOME PRODUCTION IN
-AUTOMOBILE REPAIR

' North South
‘Dollars saved S 835,70 $36.75
U.S. 1972 per o :
automobile
Time spent per - © 6.19 hrs. . . 6.44 hrs.
automobile : o ‘ i

‘To adjust the Canadian expenditures shown in Tables 4.1
and 4.3, it is necessary to multiply these values by the 1972
Canadian-U.S. exchange rate (100.44) and then use a time series
for the Canadian Price Index for "auto repair" to obtain ‘
comparable dollar values.’ The results of these computations
are shown in Table 4.6. - ‘ ' : \

Table 4.6

CANADIAN AUTOMOBILE'EXPENDITURES
ADJUSTED FOR HOME PRODUCTION

. Expenditures per Expenditures
Year ‘ Automobile ' : per mile
1969 . ©$181.07 - $.0208
(1969 dollars S : B
Canadian) ,
1974 o ' 253,85 .0274"
(1974 dollars ‘
Canadian)

4.3 A Basis for Comparison

The expenditure estimates presented>in Section 4.2 can be

used for comparison with any standard to evaluate the peformance

7. Statistics Canada, Consumér Prices and Price Indexes
(Ottawa: Information-Canada), various issues.
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of the automobile repair industry. This section offers one such
standard, an engineering type study, in order to make
evaluations. The use of operating cost data for automotive '
fleets was given consideration, but correspondence with the three
major domestic automobile producers, plus Volkswagen, Hertz and
others did not yield any suitable data. Further, the differences
in type of driving between fleet use and private consumer use of
automobiles might complicate interpretation of such.information.

Estimates sultable for comparison are contalned in Cost
of Owning and Operating an Automobile 1976.8 This study, one
of a series produced by the U.S. Department of Transportation,
reports the estimated cost of vehicle operation by type of
vehicle and by expenditure category. Among the categories
reported are maintenance, accessories and tires. Accessories are
not included in the part of family expenditure data which is
dealt with above. Also tires are excluded from both the survey
and the engineering totals in order to focus on the kind of
expendltures most appropriate to the dlscu551on here (including
tire expenditures would make fairly little difference, the Family.
Expenditure Survey reports per car expenditures of $40.68 while
the U.S. study reports required expenditures averaglng $44.80 for
a full sized automobile, $38. 72 for a compact and $35.00 for a
"subcompact.) o ,

_ The intent and procedures of the U.S. Department of

Transportation (USDOT) are important for the interpretations

- which follow. The USDOT study is what economists would term an

‘engineering study. The intent of such a study is to determine
likely requirements to achieve some specific goal, in this case
the ten year operation of an automobile. Estimates are based not
on survey statistics on actual experience, but rather on

technical requirements based on what is known about the

. production process being considered. Plausible assumptions are

‘made about costs, like financing, initial purchase price,

. insurance costs, etc., in order to generate estimates of .
expenditures in those categories. For repairs similar sorts of

assumptions are made. Procedures are described falrly

specifically in the report. Quoting:

Repairs and Maintenance-~The costs shown in this report
are not taken from records of specific vehicles nor are
the amounts of usage, fuel consumption rates, or any

-8. U.S. Department of Transportation, Federal nghway
- Administration, Costs of Owning and Operating an Automoblle
1976 (Washington: U.S.G.P.O., 1978).




47

other factors presented as "averages." However, the
vehicle and operation cost factors are considered to.be
typical for cars of these sizes. in the study area. The
factors used here were selected on the basis of available

statistics, discussions with automobile industry
-personnel, and assistance from service managers of major

automobile dealers.

To estimate car operating costs, it was necessary to make
a series of assumptions concerning tire and battery
replacements, wheel alignments, light bulbs, fan belts,
brake linings and parts, lubrications, and other repair
and maintenance items. The need for repairs was ,
estimated from data gathered during discussions of repair
experience with car service personnel, and from the

-authors' knowledge. They include such items as starter:

repair, carburetor overhaul, replacement of fuel pump,
radiator hoses, muffler, tail pipes, and shock absorbers,’
and what must seem to the owner to be a pretty long list
of other repairs. Several of these repairs and
replacements must be made more than once durlng the life
of the car. No costs were included for repairs or
replacements that would have been covered by warrantles._

The'mechanlcal features on the‘vehlcles in this study are
similar to those in the prior study, so changes ‘in costs
result primarily from increases in charges for parts and

‘labor. Maintenance and repair costs reflect a 2-year

increase in parts prices over those used in the 1974
study. In the current study, the costs for all repairs
are based on 1976 prices. A charge of $13.50 an hour or
more for shop labor is not unusual, and this is a major
factor in the 3.7 cents-per-mile cost for repairs and
maintenance for the standard-size automobile. The :
relative simplicity of compact and subcompact cars offers
an opportunity for cost savings to those who might like
to do some of their own minor repairs and maintenance.
Replacement of spark plugs, windshield wiper blades, fan
belts, radiator hoses,; etc., on many cars of ‘all sizes.
are simple and there are indeed savings to be realized.
When trained mechanics do these jobs, vehicle owners must
pay professional wages. Although there are increasing
numbers of "at home" mechanics, repair garage experience-

"shows that the public generally is ‘not ready to assume

thlS respons1b111ty.9

9.

Ibid., p. 6.
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The USDOT study computes results for three types of
automobiles, standard sized, compact and subcompact. The full
sized car is a "Big Three" four door sedan. The compact and:

subcompact cars are assumed to be American made. Assumptions

regarding the annual mileages are, in exception to the comments
made above, based on odometer surveys. ~ o

With no adjustments, the results for maintenance and’

repair costs are shown in Table 4.7,

Table 4.7

_ HIGHLIGHTS OF USDOT STUDY
 (ALL VALUES IN 1976 DOLLARS U.S.)
T MAINTENANCE AND REPAIR COSTS

TYPE OF

AUTOMOBILE STANDARD COMPACT ) SUBCOMPACT
Year Y Yearly cost Yearly cost Yearly cost
(Miles driven (cost per mile) (cost per mile) (cost per mile)

1st o .157.05 139.33 . 126.12
(14,500) . (.0108) ; (.0096) (.0087)
2nd 199.95 , 234.68 190.82
(13,000) ‘ (.0154) - (.0181) (.0147)
3rd - 414.67 296,88 167.63

- (11,500) ) (.0361) ' (.0258) (.0146)
4th 548.03 386.04 436.97
(10,000) (.0548) (.0386) (.0437)
5th 406.52 397.98 370.54

(9,900) (.0411) (.0902) _ (.0374)
. . 6th- . 471.46 : 405.32. 407.86
(9,900) _ (.0476) . (.0410) - (.0412)
7th 704.82 . 618.16 403.33
(9,500) (.0742) " (.0651) (.0425)
8th 280.80 293.95 378.46
(8,500) (.0330) . (.0346) (.0445)
9th 431.20 ' 132.41 124.50
(7,500) (.0575) (.0177) (.0166)
10th 49.63 . ~56.25 53.74
(5,700) (.0087) - (+0099) (.0094)
- Ten year average 366.41 296.10 265,99

(cost per mile) - 3.66 , 2.96 ' 2.66
100,000 miles . T ,
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In order to make useful comparisons, several adjustments

" must be made:. First the Canadian Family Expenditure. Survey

results are adjusted by subtracting expenditures on tires and
tubes and adjusting the 1969 values to 1974 dollars (Canadian).
These results are shown in Table 4.8. The price index used for-
adjustment in all. cases which follow is the "auto repair"

component of the Consumer Price Index.l0

Table 4.8
ADJUSTED VALUES FOR ACTUAL EXPENDITURES

ON AUTOMOBILE REPAIR AND MAINTENANCE FOR CANADA, -
ALL VALUES ARE 1974 CANADIAN DOLLARS )

Expenditures per " Expenditures
-Survey S Automobile - : per mile
1969 | $213.51 $.0245
(1974 dollars) -
1974 213,17 - .0230

(1974 dollars)

, The USDOT study asseséés costs for a hypothetical ten
year life span. In computing average expenditures for the ten
years, each year's experience is given equal weight. These

‘averages cannot be used for comparison with our real world data,

since the Family Expenditure Survey sample is not composed of
equal numbers of cars of each vintage, To attain comparability, .

‘weighted averages of the values in Table 4.7 were generated for

each size class and for each year of the survey. That is,
average "required" expenditures were generated as follows

Wik = Cij
 where W is the weighted average for the k shrvey for size
class j. ‘ :

is the fraction of the éémple of the kth survey which
is i years old at the time of the survey (values from
~unpublished data, -Survey of»Family Expenditure) .

10. Statistics Canada, Consumer Prices, various issues.
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is the cost of maintenance for cars i years _
olg of size class j. (Values ‘from the USDOT study,
see text) '

These welghted averages,‘converted to 1974 Canadian dollars are
shown in Table 4, 9 :

Table 4.9

WEIGHTED AVERAGE REPAIR COSTS, 1974 CANADIAN DOLLARS

(adjustment from U.S. dollars by exchange rate, ..

conversion to 1974 by automobile repair component of
the Canadian Consumer Pr1ce Index)1

1969 Weights 1974 Weights

Annual Cost per - Anhual‘ ‘Cost per

cost - mile cost mile

. 5 - - 3 ‘ : S

1. Standard 254 2.59¢ 251 o 2.31¢
2. Compact 213 | 2;12¢ 207 '_ 2.09¢
3. Subcompact 192 1.93¢ 184 s:.l.86¢

. WEIGHTED AVERAGE ’, "
4. (see text) 234  2.38¢ 230 2.19¢

Row four in Table 4.9 is the weighted average of the
three model types. Weights used reflect the presence of each
'sizZe class in the Canadian fleet. Since the Family Expenditure
Survey did not provide a distribution by size class, the weights
were taken from the Canadian Automobile Driver Survey.

(That survey uses the size classification "intermediate" in
addition to the three used here. Weights were generated by
-assigning half of the intermediate weight to full size cars and
~half to compacts. The resulting shares for standards, compacts
and subcompacts correspond almost exactly to the Canadian
Automobile Driver Survey shares for eight, six, and four cylinder
cars respectively.) Weights used are .59 .33, and .08 for ‘

11. 1Ibid.

12. Environmental Control Consultants Limited, Canadian
~ Automobile Driver Survey, (A study undertaken for the
Department of the Env1ronment) (Ottawa: Information
Canada, 1973). : : : : ——
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- fulls, compacts and subcompacts respectively. LThe‘final_Weighted
averages (Row 4) of the USDOT .results are the values which are ‘

approprlate for comparlson with the Famlly Expenditure results
shown in Table 4.8.

The most striking aspect of the two sets of numbers is

~how close these values are. Annual expenditures by Canadians are

actually slightly less than the annual costs identified by the
American. study. The Amerlcan study. does assume slightly higher

annual mileage values than those computed from the Famlly

Expenditure Survey. When cost per mile values are used, as 1is
probably most appropriate, the expenditures by Canadians_are
higher than the USDOT study would predict. Using the costs per
mile, Canadian expenditures were approx1mately three percent
higher in 1969 and five percent higher in 1974 than the USDOT
study values when all of the necessary adjustments are made.

There are more than the usual number of caveats whlch

_must be applied when interpreting this data. These are presented

in some detail below. However it can be noted that these results
are strongly at variance with the popularized findings that forty
to fifty percent of all automobile repair expenditure is wasted.

As is always the case with empifical studies,'probleme of

‘data reliability and measurement error must be noted. " This study

uses two different surveys, the Family Expenditure Survey and the
University of Michigan Panel Study on .Income Dynamics. In such
surveys, concerns about the representativenes of the sample and
the accuracy of recorded information arise. .Of particular
importance in the Family Expenditure Survey is the respondent's
ability to recall expenditures. Statistics Canada and its
counterparts in other countries have developed methodologies
aimed at minimizing resulting inaccuracies. Cross checking, -
re-interviewing and using -of diaries for certain expenditures are
techniques which are employed. Automobile repair expenditures,

" which tend to be large, infrequent, and recorded by receipt, are
‘Probably accurately represented in the survey results.

A basic difficulty in interpreting expendlture data also

arises here. In general, expenditures are not taken to be a
useful proxy for price, since quantity purchased falls as price

rises, holding other factors constant. That is not quite our
problem here, since the "goodness" of quantity decisions is the
central issue, but it is related. There is at least the
conceptual possibility that expenditures could be low, not

“because the industry performs well, but because it performs

poorly. That is, it may be that misrepresentations of various
sorts make the effective price of repairs quite high. If this

~were the case, expenditures might be below that which would occur

in the absence of deceptive practices. This result would of
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 course require an elasticity of demand with respect to the
effective price which exceeds one. .

. A related concern is that the intended program of the
Canadian motorist might differ from the ten year vehicle life
which is the assumed objective of a consumer in the U.S. study.
If, for example, Canadians intended a vehicle life of only five
years, appropriate maintenance expenditures would be lower than
the U.S. study would indicate. If that were the case, a finding
that Canadian spending was sufficient to produce a ten year life
expectancy would. imply an over-expendlture on auto repair by
Canadians.

The empirical significance of these two issues could be
evaluated, in part, if the life expectancy of passenger vehicles
in Canada were known. Exact measurement of the average life of a
vehicle is a fairly involved undertaking which is beyond the
scope of this study. However rough estimates may be made from
‘sales and registration data. For the ten years ending December
1977, the_average of annual passenger vehicle sales in Canada was
839,475.13 Sales grew steadily in that period reaching
991,398 in 1977.147 1In 1977, there were 9,554,000 passenger
. vehicle reg1strat10ns.15 These figures suggest an average
~vVehicle life somewhat in excess of ten years. Thus the ten year
program of the U.S. study would appear to form a useful basis for
comparison. (Notice. that the distribution over model years shown
in Tables 4.2 and 4.4 cannot be used to determine life- :
expectancy. A ten year life expentancy in a steady state would
imply that the median age of automobiles is 5 years. With growth
in the sales of automobiles, the median age would be somewhat
-less than that.) ‘ '

» ~A final issue is the price of repairs. The U.S. study
used a prevailing hourly service rate as the basis for
computations. If this is the "wrong" hourly rate from a social
point of view, the U.S. values are accordingly incorrect. Price
could be above the competitive price if, for example, there were

- collusion or other sources of monopoly power. -Note however that

-the specific problem of monopoly is not a direct or natural
consequence of - the 1nformat10nal problems which effect this

~ industry.

13. Statistics Canada, New Motor Vehicle Sales (Ottawa:
Information Canada), various years.

14. 1Ibid.

15. Statistics Canada, Road Motor Vehicles: Reglstratlons 1977
(Ottawa: - Information Canada, April 1979).
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4.4  Experimental Studies of the Automobile Industry

The results of Section 4.3 conflict strongly with the

" results of previous U.S. experimental studies. This section

reviews those studies briefly in order to explain why the two
types of studies yield differing results. While the .intent here

- is to establish the superiority of the present methodology, it is
.not absolutely necessary to do so in order to sustain the results

presented above.. Differences in outcome could be the results of
contrasts in the 1nst1tut10nal environment between the two
countries.

A stud{ commissioned by the U.S. Department of
Transportation is representative of the most common type of
experiment. 1In that study, faults were deliberately introduced
into vehicles which were then taken to repair agencies for o

correction. Alternatively, a vehicle without any fault demanding

immediate attention would be taken in with a general request for

an ‘inspection. For example, one "script" used by drivers was, "I
have just bought the car and I'm not sure about the condition of .-
the brakes. I want you to take a look at them and do whatever is -
necessary to make them right". 1In an experimental survey

covering seven U.S. cities, repairs which were deemed by the

experimenters to be unnecessary accounted for fifty-three percent.

of all repair expenditures.

The first and most important dlfflculty with this
experimental procedure is the interpretation given to the’

.results. 1In the case of an artificially introduced and known.

fault, the cure is obvious to the outside, and omniscient ‘
Observer. However, diagnosing an engine fault is seldom trivial

and the types of problems introduced (for example a-shorted plug)

are often not failures which occur in isolation "in nature".
Further, a failure of one component may be a good predictor of
deterioration in related components. Mechanics are generally
reluctant to perform diagnostics for these reasons. They may
spend a fair amount of time finding the single fault causing

difficulty at the moment, only to have the customer dissatisfied

a short time later when a related component fails. So, for

‘example, the standard practice of replacing points, plugs, rotor

and condensor may well be efficient given the likelihood of
simultaneous deterioration in these components and the
inconvenience of repeated trips to a repair agency. The
technically optimal repair, conditional on an artificaially

introduced fault, may well differ from the economic optimum given .

real world 01rcumstances.

© 16, Johnson Center for Environmental and Energy Studies,

University of Alabama at Huntsville, Draft Report: Survey
-of Automobile Repair Practices (prepared for the Office of

the Secretary of Transportation, Contract No. DOT-05- 90004)
(Huntsv1lle. mlmeo, 1977)
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A second deficiency of the experiment is that it denies
interactions with the consumer which normally occur. If garages
are ‘known to overstate Systematlcally the repalrs which ought to

‘be undertaken, consumers may discount mechanic's advice,

contracting for only a portion of the recommended repairs. To
the extent that such gaming occurs, the experimental outcome may
overstate the magnitude of the distortion. Similarly, many

-consumers will reject a diagnosis calling for excessive repair.

In the experiments, dishonest mechanics are weighted according to
their numbers, not according to their share of revenues. To .the
extent that consumers. reject bad advice or rely on reputation to
avoid unscrupulous mechanics, the experiment will overstate
losses due to misrepresentation. (An interesting postscript to
the DOT experiment is that in a press release accompanying the
report of these experlmental results, only the five most :

“expen51ve repairs in the tuneup category were discussed, giving
an impression. that the problem was much bigger than it actually

is.)

A furthér shortcoming with these experiments is that they
fail to duplicate the long term relationships ‘that consumers may
have with repair firms. Consumers may adopt a strategy of

.dealing with a particular service station for most gasoline

purchases, then using that shop for repairs. (This kind of

“market adaptation is' discussed in some detail in Chapter 5.)

Where this approach or similar practices succeed for the

‘consumer, the experimental technique used will again tend to

overstate the losses of a representative consumer. The
experiments then are at best indicative of the outcome -when an
uninforced consumer, picking a repair shop at random, accepts

-~ without question the recommendations of the repair firm.

One experimentél study which uses a different approéch'

. from that described above is the Motor Vehicle Diagnostic .

Inspection Demonstration performed by the Computer Sciences
Corporation for the U.S. Department of Transportation.lT This
seventeen million dollar study involved the construction,
operation and evaluation of Diagnostic Centers in Alabama,
Arizona, Puerto Rico, Tennessee and Washington D.C. These
centers were established to test their effects. in four areas;
safety, fuel economy, emissions and repair costs.

The central experiment was to bring cars to the Diagnostic

Centers for a very thorough inspection. (How owners were induced

17. J.L. Duda, et. al., Program Evaluatlon Support for the
Motor Vehicle Diagnostic Inspection Demonstration (Falls
Church, VA: .- Computer Sciences Corporation, 1977).
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' to participate is not'specified in the study~report.) Upon

completion of the inspection, some owners were given detailed
information about any problems with their automobiles. The
remaining owners were given only the information that their .cars
had passed or failed. This second group of owners function as a
control group for this study. ‘

Given- the concerns here, the most Signiflcant result is

" that the treatment group spent significantly more for automobile

repairs than the control group. The study purports to show that

- the additional expenditures were cost effective, but the’

information provided in the project report does not provide clear
support for that proposition. Also, some of the benefits accrue
to individuals other than the owner. As a result, the .
improvements due to diagnosis may reflect failure of markets
other than that for auto repair. For example, undermaintenance
of pollution control systems may be a manifestation of the
consumer's preferences.

While consumers in the treatment group did have dgreater
overall expenditures than the control group, there is some
evidence that within subsystems (i.e. brakes, suspension, :
emissions) the treatment group spent less on .repairs. . Such an .
outcome - is possible if the treatment group attempted to . remedy -
more problems but spent less on each subsystem. - However, even
when expenditures are considered by subsystem, -the savings to the
treatment group . are less than the likely measurement error of the

study.

.Two conclusions of significance to the present study may"
be drawn. First, while the existence of positive net social

- benefits from diagnosis suggest-some imperfection in the

performance of the automobile repair industry, there is no
confirmation in this study that too many repairs are performed.
If anything, the study seems to suggest that consumers would
benefit if more repairs were performed.  Second, the study is :
unable to provide conclusive evidence that diagnosis can provide -
private net benefits to the automobile owner. The margin of ’
benefits over costs is small and the benefits include social.
benefits that are not appropriated by'the vehicle owner.

As a part of their particlpatlon in the Motor Vehicle
Diagnostic Inspection Demonstration, the research team for
Alabama (Johnson Environmental and Energy Center, University of
Alabama in Huntsville) conducted additional follow—up tests for
repaired vehicles.18 After repairs, consumer's recelipts were -
examined. Repairs were classified to be necessary, optional or
unnecessary by two individuals, an "experienced shop foreman" and

"an experienced parts specialist". The Alabama research team
concluded from these inspections that twenty-four percent of the

- repair actions studied were unnecessary.i Unnecessary repair

18. Johnson Center, Draft Report.
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~actions were responsible for thirty-two percent of all
expenditures for the group studied.l9 However they do

comment elsewhere, "It should be noted that an unnecessary repair
does not necessarily indicate that the motorist has been 'ripped
off'. Instead it indicates that the repair action is one which
was made to an item which had passed the auto check inspectiOn.

"For example an unnecessary repalr may have been 1ncludedv

as part of a 'package' repair by the repair facility, may have
been requested by the motorist such as part of preventative
maintenance or may have been done to insure compliance with the
Auto Check reinspection. Consequently, to insure compliance the
repair facilities may tend to 'over repair' not only to insure
'compllance, but also to insure that the consumer will not have to
return in ‘several months for addltlonal repair."

4.5 Conclusions

Survey data which report the' actual expenditures of
.Canadians indicates that consumers spend about $213 per -year or
2.19-2,38 cents per mile (1974 dollars) for preventative and
corrective maintenance on automobiles. These expenditures are
very close to the costs predicted by a U.S. Department of
Transportation study. While a number of precautions are in order
in interpreting these data, it legitimately may be concluded that
these data provide no support for the experimental results that
forty to fifty percent of expenditure on automobile repairs are
wasted. ' In addition, the experimental methodology employed in
previous studies has been examined and found wanting. .Such
surveys suffer from incorrect interpretation of results, improper
generalization to all repair experlence and poor approx1mat10n of
consumer behav1our.

 No conclus1ons should be drawn from the evidence
presented here about the underlying "honesty" or "dishonesty" of
automobile service personnel. A reasonable hypothesis, in the
absence of evidence to the contrary, is that mechanics, on
average are as dishonest as the rest of us. The results
presented here suggest only that the system of rewards and
punishments, which is implicit in market and related legal
institutions, may be functioning better than had been expected

19' Ibid.’ p. 4.

o
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in inducing producers to behave in a socially efficient manner.
These results should not be the basis of advice to consumers to . -
relax their skepticism in the purchase of auto- repalrs., The ‘
information problem and the opportunity for fraud is real. In
fact, the strategies of consumers to avoid abuses may be a major
‘factor in reducing losses. Reduced caution by consumers might
lead to significant losses. On the same note, nothing presented
- here conflicts with the findings of survey research which
- indicate that consumers find shopping for auto repair to be
difficult.  Search costs may be quite high relative to the value
of transactions in this industry. The results presented here ‘
suggest that consumer search activities are productlve,_not that
they are low or that they ought to be reduced.
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‘5.0 INSTITUTIONS PERTAINING TO AUTOMOBILE REPAIR

+5.l Introductlon

_ In light of the informational problems of this industry,
many governments have passed legislation .or created regulation
which applies specifically to automobile repair. General
business practice legislation also has obvious application to
this industry. 1In addition, certain competitive responses to the
information problems may reduce or compensate for 1nformatlon
problems.

This chapter is constructed as follows. Section 5.2
presents a detailed survey of provincial legislation and
regulation other than licensing. Section 5.3 briefly describes
the licensing of mechanics as it exists in Canada. Section 5.4
discusses legislative ‘initiatives in the U.S. aimed at regulating
the automobile repair industry. The economic effects of legal:
measures are considered in Section 5.5. Non-government
~adaptations to the 1nformat10nal problem are con31dered in
Section 5.6.

5.2 Provincial Laws Pertaining to Automobile Repair*

Introduction

A search of the statutory provision of each of the ten
provinces revealed that consumer protection legislation concerned
with auto mechanics falls into three major categories: 1)

*This section was prepared by Tim Price with editorial super-
vision of Stephen Margolis. Mr. Price retains all right of
authorship subject of course to copyright privileges held by
the Ministry of Consumer and Corporate Affairs, as per contract
with the authors.
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‘General Business Practices Leg1slat10n.l in this category

are the statutes under which a consumer can arguably obtain .
redress for actions of mechanics where such actions meet the _
definition of the prohibited act as specified in the statute; 2)
Specific Legislation Protecting Consumers involved with Auto
Mechanics?2 and 3) General statutory provisions ant1c1pat1ng
regulations governing garages.3 Such measures empower
Provincial authorities to pass regulation governing the 1ndustry
Also discussed below are statutory provisions hav1ng an. =
incidental bearing on the subject of auto repair and consumer
protection.- - ‘

1. The follcwing statutes fall within,this category:

a) The Business Practices Act, 1974, S.0. 1974, c. 131 -~
(herelnafter called Ontar1o ‘Act).

b) The Trade Pract1ces Act, S.B.C. 1974, c. 96 (hereinafter
called B.C. Act). o ' ' e

c) The Business Practices Act, S.P.E.I. 1977, c. 31
(hereinafter called P.E.I. Act). ' o

d) The Trade Practices Act, S.N. 1978, c. 10 (not yet .
Pproclaimed in force) (hereinafter called Newfoundland

e) The Trade Practices Inquiry Act, R.S.M. 1970, c. T110
(hereinafter called Manitoba Act). ‘

f) The Unfair Trade Pract1ces Act, S.A. l975(2), c. 33°
‘(here1nafter called Alberta Act)

g) The Consumer Protect1on Act,.S.Q. 1978, c. 9 (not Yet-
proclaimed in force) (hereinafter called Quebec Act).

2. The -only statute fall1ng 1nto this category 1s The consumer
Protection Act, S.0. l978, . 9.

3. In this category I have included: . s ~
a) The Motor Vehicle Act, R.S.N.B. 1973, c¢. M-17, s. 59.
b) .The Highway Traffic Act, R.S.P.E.I. 1974, c. H-6, s. 53.
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5.2.1 General Business Practices Legislation

: This is the legislative category into which most of the .
provinces have channelled legislative efforts.4 This section
...argues the applicability of Business Practice Legislation to
- Automobile Repair and offers comparisons of the various
Provincial statutes. It should be noted that, while the acts are
all strikingly similar, there are slight differences in the
wordlng of each, with the result that consumers in certain
provinces seem to be protected agalnst a wider range of
activities than consumers in other provinces. It has been
suggested that the various provincial trade practices statutes.
have been influenced to some extent by various American . _
legislative models.® 1In his article, Professor Belobaba of
Osgoode Hall Law School suggests that "the most influential

American model"6 was the Uniform Consumer Sales Practices
Act./ ' An examination of TRat &ct reveals that it indeed does .

seem to lie at the heart of the business practices legislation,-
at least to the extent that it is relevant for our purposes.’

The paper will proceed in the following manner: the Act
of each province will be examined separately, in an effort to
avoid the confusion that would undoubtedly attend a comparison of
all sections through all provinces. However, any time common
terms are used, once an examination of the substantive sections
is- undertaken, an attempt will be made to consider all provinces
.at once. :

befinitions

_ It is argued here that auto repair is covered by the -
Business Practices Act.8 Under the Business Practices Act a

4. It is of some interest to note that three provinces do not.
have any legislation of the type in this category at present-
New Brunswick, Saskatchewan, and Nova Scotia.

5. Belobaba: Unfair Trade Practices Legislation: Symbolism and
Substance in Consumer Protection, (1977) 15 Osgoode Hall L.J.
327 at 333. : ‘

6. Id.,'at 334.

7. Uniform Consumer Sales Practices Act (U.L.A.): 'BUSiness and
Financial Laws, Master Edition 7A, West Publishing Co..

8- S.Ov 1974f Ce. 131.
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"consumer" is defined as "a natural person but does not include a
natural person ... carrying on business".9 fTherefore, a -

. person who takes his auto to a mechanlc, as long as he is not

acting in the course of his business, is probably a "consumer"
under the Act. A "consumer representation"l0 is defined as =
meaning a "representation, statement, offer, request, or proposal

. (1) made respecting, or with a view to the supplying of goods and

services, or both, to a consumer, or (ii) made for the purpose

-0of, or with a view to , receiving consideration for goods or

services, or both, supplied or purporting to have been supplied
to a consumer", : ) : , ; -

: Undoubtedly it would be the mechanlc who would be making

‘any representations to a consumer who seeks his services. Thus,

in order to fall into the definition in the Act, the mechanic
must make his representations, etc.  to the consumer with the
idea in mind that the consumer will utilize the services of the

- mechanic, or with the idea in mind that he will be paid for any

services he renders. It is submitted that since the basis of the
mechanic's business is the repairing of automobiles for

. remuneration, any representations, etc. that he makes to a°

consumer are most likely to fall into the’ deflnltlon of "consumer
representatlon :

‘"Goods" are defined in the Act as including "chattels

. personal or any right or interest therein."ll Thig, it is

submitted, would clearly include automobiles. "Services" are
defined as including, inter alia, "services provided ‘in respect

-of goods or of real property".l4 Since "goods" have already

been defined as arguably including automobiles, it is submitted
that any repair work done by a mechanic on an automobile would
fall into the definition of services. Therefore, it is submitted
that, when a person takes his car to a mechanic to be repaired,
and the mechanic tells the person that there is something wrong
with the car, this transaction falls within ‘the ambit of the
Buslness Practices Act of Ontarlo.

9. Id., s. 1(b)

10. Id., s. 1(c)

12. 1Id., s. 1(1i)
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British Columbia

Under the B.C. Trade Practices Act,l3 a "consumer" is
deflned as "an individual, other than a supﬁller, who :
participates in a consumer transaction...". Unlike _
Ontario, where a consumer might fall under the Act merely by
being alive, in B.C., there are two additional requirements
imposed. First of all, the "individual" must not be a "supplier".
"Supplier" is defined as, inter alia, a "person, other. than a
consumer, who in the course of businesss ..."15 is involved
in various ways with consumer transactions. Thus, it is seen
that a person using a mechanic during the course of business is
not a consumer. Therefore, any other individual, going to a
‘mechanic for repairs, is a "consumer", as long.as he is not
_acting in the course of his business. Under the B.C. Act, a

"consumer transaction" is defined as 1ncluding, inter alia, "a-
supply of any kind of personal property ... or services ... to
an individual for purposes that are primarily personal, family or
household ..."16. Arqgquably, emcompassed within this
definition is the supply of repalr services to the auto of an |
1ndlv1dual.‘.A question might arise as to whether or not the
repair of an auto is "for purposes that are primarily personal,
family or household", but it is submitted that each person who is
not in business most likely'uses his car for personal purposes,
so that the repair of a person's car is a supply of services for
purposes that are prlmarlly personal.

"Services" are defined as meanlng "serv1ces that are the-
subject of a consumer transaction, either together with, or
separate from, any kind of personal property, whether tangible or
intangible" 17 Tying this definition in with that of
"consumer transaction", it is submitted that repair work
performed upon an auto by a mechanic, whether or not accompanied
by the installation of new parts, falls within the definition of
"services", and therefore falls within the intent of the Act..
Therefore, it is submitted that a transaction whereby a person
takes his auto to a mechanic for repairs ‘is a. transactlon
intended to be covered by the legislation in B.C.

13. S,B.C; 1974, c. 96, as am.
14. Id., s. 1(1)

15. Id. :

16. Id.

17. 1d.
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'PrinCerEdward Island

.The definitions of "consumer",l8 "consumer

- representation", 19 "goods",20 and "services"2l in the

Business Practices Act of P.E.I. are identical with the :
definitions of the same words in the Ontario Business Practlces
Act, and therefore all arguments and discussions under the
Ontario section are applicable here, also. ~

Newfoundland

""The definition of "consumer"22 in the Trade Practices.

Act of Newfoundland is identical with that found in both Ontario
and P.E.I. "Consumer transaction" is defined as meaning, inter
alia, "a contract for the provision of services for a -
con51derat10n" 23 wgervices" are defined as meaning

"services provided to a consumer for himself, his famlly, or
household that are provided for the maintenance of repair of.
goods ... owned by a consumer". 24 vGoods" are defined as
meaning "chattels personal or any right or interest therein that
are to be used by a consumer for himself, his family or
household ...".23 It is submitted that an automobile falls
-into the" deflnltlon of "goods", as it is a chattel personal.
Thus, by incorporation, any work done on an automobile would fall
. into the definition of "services", as long as they are "provided
for the maintenance or "repair" of the automobile, and the car is
"owned by a consumer". Lastly, it is submitted that a mechanic
is a "supplier" under the Act, for a "supplier" is defined as
meaning "a person who in the course of his business offers ...
the sale of ... services to a consumer, or who engages in a

18. Business Practices Act,.sQP.E,I. 1977, c. 31, s. 2(a).
19. Id., s. 2(c). |

©20. Id., s. 2(f).

21, 1., s. 2(i).

‘22, Trade Practices Act, S.N. 1978, c. 10, s. 2(a).

33, 1Id., s. 2(b)(ii).
24. Id., s. 2(£)(i).

25. Id., s. 2(d).
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consumer transaction with a consumer ...".26 Therefore,

again it is submitted that "repair work done by a mechanic for a
consumer falls into the purpose and intent of the Trade Practlces:
Act of Newfoundland.

‘Alberta

"The following definitions under the Unfair Trade
Practices Act27 of Alberta are pertinent. A "consumer" is
defined as meaning, inter alia, both "a person who receives or
has the right to receive goods or services or both under a
consumer ' transaction"28 and "a person who is or may become .
obligated at law to pay all or part of the consideration under a-
“consumer transaction to a supplier or to otherwise compensate a
supplier for goods or services or both, whether or not he is the. .
rec1p1ent of or has the right to receive the goods or '
services".22 A "consumer transaction" is defined as "an
agreement or. arrangemeént under which services are provided for
' consideration".30 "Goods" are defined as "chattels personal
or any right or interest therein that are to be used by an
- individual for gurposes that are primarily personal, family, or

household ... An argument can well be made that an
automobile falls into this definition, as it is a "chattel
‘personal", and in most cases it is used primarily for purposes
that are "primarily personal, family or household ...".
"Services" are defined as including, inter alia, "services
provided in respect of the maintenance or repair of goods ...32
Clearly, repair services on an auto would fall into this
deflnltlon.

Therefore, a person who goes to an auto mechanic is a
"consumer" and is purchasing "services" in a "consumer
transaction”". Any work the mechanic might do to the car is work
-done upon "goods" of the customer. Lastly, it is arguable  that a

26. 1Id., s. 2(g).

27, S.A. 1975(2), c. 33, as am.
28, 1d., s. 1(a)(i).

29. 1d., s. l(a)(iii).

30, 1Id., s. l(e)(ii).

31. 1d., s. 1(£).

32, Id., s. l(g)(i).




mechanic falls into the definition of "supplier"™ under the Act.:
That includes "a person who in the course of his business becomes
.liable-under,a consumer transaction ... to provide
services ..."33 and "a person who receives. or is entitled to
receive all or part of the consideration paid or payable under a
consumer transaction, whether as a party thereto or as an
assignee or otherwise, or who is otherwise entitled to be
compensated by a consumer for goods or services or both. w34
Clearly this latter definition could arguably include a mechanic ..
_who is employed by someone with whom the "consumer" enters into a
"consumer transaction", as he is "entitled to receive all or part
of the consideration pald or payable under a consumer transaction
«+. Otherwise ...". If not, then at the very least his employer
would be ‘liable ‘under thls deflnltlon as a "supplier".

Manitoba
The Manitoba Trade Practices Inquiry Act35 is drafted

in a different form from all the other trade practices statutes.
It will therefore be discussed separately below.

Quebec

The Quebec Consumer Protection Act36 is drafted in
such a way that it 1s broken down into various "titles". Title
II is "Business Practices". The pertinentfdefinitions applicable
to that title are: "consumer", who is defined as "a natural
person,. except a merchant who obtalns dgoods or services for the
purposes of his business".37 "Merchant" is defined as
" including "any person d01ng business ...".38 This may not
include an employee mechanlc, but certalnly must include his.
employer.

33. 1d., s. 1(h)(i).

34. 1d., s. 1(h)(iii).

35. R.S.M. 1970, c. T110. | |

36. S.0. 1978, c. 9,(not yet~proclaimed in force).
37. Id., s. l(e) | |

- 38. Id., s. 1l(p), para. 2,

. p : ,

39. If, because a "merchant" may not include an employee
mechanlc, the title "Business Practices" is held not to
apply to transactions between consumers and mechanics
concerning auto repair, the consumer in Quebec is still
specially protected by other, more relevant sections of the
Act. (see note 2 supra). This special protection is to be
discussed later in the ‘paper.
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Prohibited Practices

This section deals with the substantive. acts which are
called, under the various Acts, either "unfair practlces“ or
"deceptive practices". Certain of these practices are common to
all of the Acts and will be discussed in relation to all Acts at
once. Others vary in a slight degree from prov1nce to province,
and w1ll be discussed separately.

Representatlons that goods are new when they are not

This is a general phra51ng of the more exact and spe01f1c
language which is to be found in the various sections. In
ontario, 40 and Prince Edward Island4l the section reads:

"For the purposes of this Act, the following shall be deemed to
be unfair practices: a representation that the goods are new, or:
unused, if they are not or are reconditioned or reclaimed,
provided that the reasonable use of goods to enable the . seller to
service, prepare, test and deliver the goods for the purpose .of
sale shall not be deemed to make the goods used for the purposes

- of this subclause." In B.C. the section reads "... one or more
of the following, however expressed, constitutes a deceptive act
or practice: A representation that the subject of a consumer-
transaction is new or unused, if it is not, or if it ‘is ‘
deteriorated, altered, reconditioned or reclaimed". 42 Unlike
Ontario and P.E.I., which deem the practices mentioned to be
unfair, B.C. defines a deceptive act or practice as "any oral,
written, visual, descriptive, or other representation, including
non-disclosure, or any conduct, having the capability, teéndency,
or effect of deceiving or misleading a person."43 Thus any
statements by a mechanic which would mislead  the consumer would
‘be deceptive practices under the B.C. statute. In Newfoundland
the section reads: "An unfair trade practice, for the purposes
of this ‘Act, is any representation, conduct, or failure to
disclose material facts that has the effect‘of deceiving or
misleading a consumer, and without limiting the generality of the
foregoing, includes ... a representation that the goods are new .
or unused if they are not, or if they are reconditioned, -

40. Ontario Act, s. 2(a)(iv).
41. P.E.I. Act, s. 3(a)(iv).
42. B.C. Act, s. 2(3)(e).

43. 1d., s. 2(1)(a),(b).
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reclaimed, altered or deteriorated."44 Under the Alberta

‘Act, the section reads: "For the purposes of this Act, the
'follow1ng are unfair acts and practices: a representation that

goods are new if they are not; a representation that goods are
new if they are deteriorated, altered, reconditioned, ‘or
reclaimed."45 Under the ‘Quebec Act, the section reads: "No
merchant ... may, falsely, by any means whatever, hold out that
goods are new, reconditioned, or used to a specific

degree. n46 . What these various sections clearly contemplate'

is that the mechanic (in our spec1flc case) shall not inform the
car owner that he has installed a new part if he has ‘not done so,
and indeed, he may not even say that a replaced part is "new™ if
in fact it is "reconditioned". Often, auto repairers do replace
parts with rebuilt parts, or parts from wrecked cars.. The -
repairer must be exact when he informs the. consumer. as to what he
has replaced on the Vehlcle, or else he may be engaglng in an-
unfair practice.

b

'Representations of unnecessary repairs

In all of the Acts, the repairer must not specify to a
consumer that he needs work done or parts replaced if he in fact
does not need them. This goes to the very heart of our
examination regarding auto repairers. In Ontario,47
B.C.,48 and P.E.I.49 the section is worded as follows:

"a representation that a service, part, replacement or repa1r is
needed, if it is not" is an unfair or deceptlve practice. In
Newfoundland30 and Alberta,3l the section is worded: . "a
representation that a part, replacement repair or adjustment is
needed if it is not" is an unfair practice. In Quebec the
section reads: "No merchant ... may falsely, by any means
whatever, ... hold out that goods or services are necessary in

44, Newfdundland‘Act,‘s. 5(1)(f).
45. Alberta Act, s. 4(1)(d)(v):(vi).
46. Quebee Act; s. 221(e). |
47. Ontario Act, s. 2(a)(ix).

48. B.C. Act, s. 2(3)(k).

49. P.E.I. Act, s. 3(a)(ix).

' 50. Newfoundland Act, S. 5(1)(m).

51. Alberta Act, s. 4(1)(d)(xii).




68

‘order to replace a part or make a repair...".52 Clearly,

these sections go to the very root of many complalnts about auto
repairs. If a person is being told that he needs repalr work

done which is unnecessary, or parts replaced when in fact no- such .

parts are needed, the person making such a statement or
representation is engaging 'in .an unfair practice. Under the
comments which accompany the draft Uniform Consumer Sales

Practices Act,%3 the authors have stated the following about

the analogous section in that statute:. "This subsection forbids
such conduct as misrepresenting that a television picture tube
must be replaced, or that a roof needs repair". 54  one may

argue that this section also encompasses false representations by

'f_auto mechanics about auto repalrs that are unnecessary.

There are also addltlonal prohlblted acts or practices
found in the Alberta, Newfoundland, B.C. and Quebec Acts which
are not found in either the Ontarlo or P.E.I. Acts.>>
Charging more than the estimate given, without consulting the
consumer before proceedlng, is prohibited in these four

_prov1nces. Under the B.C. Act, the section reads: "Where an

estimate or quotation of the ‘price of a consumer transaction is.
materially less, as determined by the regulations, than the price
of the consumer transaction as subsequently determined or
demanded by the supplier, and the supplier has proceeded with his
performance of the consumer transaction without the -express
consent of the consumer", the supplier ‘has engaged in a deceptive
act or practice.56' In the Newfoundland Act, the section

- reads: "the glVlng of an estimate or evaluation of the price of

goods or services that is materially less than the price'.

" subsequently determined or demanded, if the supplier has

proceeded with the performance of thé.consumer transaction
without the express prior consent of the consumer" .57 Under

52. Quebec Act, s. 222(e).
53. Supra, note 7.
54} 1d., at'p. 8, cbmment re: subsection (b)Y (7).

55. The list of prohibited acts in all of the enumerated Acts is.
quite extensive. However, the focus of this paper, is on.
those specifically named acts or practices which can :
arguably clearly extend to auto repair situations. For
reference to the complete list of prohibited acts or
Practices, the reader should refer to the specific Act.

56. B.C. Act, s. 2(3j(p).

57. Newfoundland Act, s. 5(1)(s).
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the Alberta Act, the section reads: ."giving an estimate or
quotation of the price of the goods or services which is
materially less than the price of the doods or services as
subsequently determined or demanded by the supplier, and the
supplier has proceeded with his performance of the consumer
transaction without the express consent ‘of the consumer".58

To fall afoul of these sections the mechanic would have
to meet two criteria: 1) The price ultlmately charged would have
to be "materlally“ greater than the estimate originally given.
In B.C. that is to be defined by regulation. In Newfoundland
and Alberta is seems to be a . question that would have to be
determined either by those administering the Act, or the courts.
2) The repairer must have proceeded with the repairs beyond the
estimate price without the "express consent" of the consumer.
Thus, the consent may not be implied by silence on the part of
the consumer. Rather, he must state clearly that he 1s
authorizing the addltlonal work.

In Quebec, a roughly analogous section reads: "No
~merchant, manufacturer, or advertiser may, by any means whatever,
charge, for goods or services, a higher price than that.
advertised". This however deals with general
advertisements to the public, so the section may well be
circumvented by not advertising any price for repair work untll
the nature of that work has been ascertained.

In the Newfoundland Act there is an additional
prohibition not found in the. other Acts:. It reads: "a
‘representation that regalrs have been made or parts 1nstalled 1f
such is not the case"60 is an unfair practice. Thus, if a
mechanic were to tell a customer that he has performed certain
work wh1ch in fact he has not performed he 1s in breach of -the-
lAct. :

When Unfair Practices May Occur

: In the Alberta, B.C., and Newfoundland Acts, there is
specific mention of when a prohibited act may arise. The B.C.
Act reads: "A deceptlve act or practice by a supplier in
relation to a consumer transaction may occur before, during, or

58, Alberta Act, s. 4(1)(d)(xvii).

60. Newfoundland Act, s. 5(1)(n).
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‘after the consumer transaction".6l The Newfoundland Act _
reads: "An unfair trade practice may occur before, during or
after a consumer transaction, notwithstanding that the consumer
transaction is not completed and no consumer has suffered loss or
damage".®2 The Alberta Act reads: "An unfair act or

practlce may -occur in the course of inducing persons to enter
into a consumer transaction, notwithstanding that the consumer
transaction- is not completed or did not take place".63 There ‘
‘is no specific time provision in Ontario or P.E.I. as to when an .
unfair practice may occur.

Contracting Out of the Act

The Acts of Ontarlo,64 B. C.,65 P.E. I.,66
Newfoundland, %7 Alberta®8 and Quebec69 all prevent
the merchant, supplier, etc. (including therein, it is submitted,
a mechanic) from contracting out of the provision of the Act.

6l. B.C. Act, s. 2(2).

62. Newfoundland.Act, S. 5(2);
63. Alberta Act, s. 4(2).

64, Ontario.Act,,s;\4(8).

655 B.C. Act, s. 28.V

66, P.E.I. Act, s. 5(8).

67. Newfoundland Act, s. 3(1).
68. Alberta‘Act,'s. 20(1) ..

69, OQuebec Act, s. 261.
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Remedies.Available‘to'the Consumer for Breach of the
Act /U

Ontario

The relevant section of the Ontario Business Practices
Act reads:  "Subject to subsection 2 [not relevant for our -
- purposesl, .any agreement, whether written, oral or implied,
entered into by a consumer after a consumer representation that
is an unfair practice, and that induced the consumer to enter -
into the agreement, (a) may be rescinded by the consumer ,; and the
consumer is entitled to any remedy therefore that is at law ‘
available, including damages; or (b) where recission is not
poss1b1e because restitution is no longer poss1ble, or because
recission would deprive a third party of a rlght in the subject-
matter of the agreement that he has acquired in good faith and
for value, the consumer is entitled to recover the amount by
which the amount pald‘under the agreement exceeds the fair value
of the goods or services recelved under the agreement, or
damages, or both."71 '

o It is arguable -that in most consumer—mechanlc repalr
‘51tuat10ns, the conditions under s. 4(1)(b) would not ex1st, as-
third party purchasers are not 11ke1y to intervene, and
~restitution should be possible in almost all cases because what
the consumer is most likely going to want is his money returned

to him and there will be no need for restitution if the action .is.

ffor work not performed, but paid for... Therefore, s4(l)(a) is the
most likely recourse which the consumer will seek to obtain.
This section gives the consumer the right to rescind the
“contract, -and he may then rely on the common law of contract or
tort to seek damages. It should be noted, though, that by
implication of s. 4(2) of the Act, wherein it is declared that

' 70. It should be noted that under.all of the Acts there are-

S various ‘administrative remedies available. These, however,
are remedies directed to the public in general, and are
sought under the actions of the appropriate civil' servant
responSible‘for the various Acts. The fodéus of this paper
is on remedies available directly to the consumer. For the
specific administrative remedies available in each province,
the reader is advised to refer to the appropriate Act. Each
Act also contains penal provisions  for breach of the Act.

The reader may also wish to refer to these sections in. each
Act.

71. Ontario Act, s. 4(1)(a),(b).
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the court can award "exemplary or punitive damages" if the unfair
practice is "an unconscionable consumer representation"72 :
(unconscxonablllty is defined and restricted by the Act), the
consumer may not be able to obtain punitive damages from the.
mechanic for his misrepresentation, or breach of contract.
Therefore, in Ontario, the consumer may well be restricted to
recovering any money paid unnecessarily to the mechanic, or at
most, to recovering all moneys ‘paid under contract, where
recission is obtained.

If the situation were to arise where the consumer sought
recission and restitution was not possible [eg. where the
mechanic had indeed done more than make false statements to the
consumer, and had installed parts on the car unnecessarily, and
had disposed of the original parts] it is -arguable in that case
that s. 4(1)(b) of the Act would apply, and the consumer would be
‘restricted in his remedy to recovering only any excess moneys he
had paid to the mechanic, or damages of some nature. In that
situation, hé would not be able to recover all that he had paid
‘under the contract. However, it is submitted that a court might
well award damages in that case in such amount as would reimburse .
the consumer for the full amount he had paid under the contract.

Prince Edward Island

The relevant section’3 of the P.E.I. Act is identical
in wording with the Ontario Act dlSCUSSGd above, so the same
comments made there apply here. :

- British Columbia

, Under the B.C. Act "A consumer who suffers loss or damages
in respect of a consumer transaction by reason of a deceptive or
unconscionable act or practice of a supplier may bring an action
against the_supplier ... for damages in the amount of the loss
or -damage”. 74 However, the consumer is not restricted to .
ordinary damages in his action, as is evident from the following:
"In an action brought under subsection (1), [abovel, the court
may, in its discretion, award punitive or exemplary damages; -or
. may provide equitable relief by way of recission, or restitution,
instead of, or in addition to, damages or such other relief that
it considers just”. 75

72. Ontario Act, s. 2(b) - not reievant for our purposes.
73. P.E.I. Act, s. 5(1).
74. B.C. Act, s. 20(1).

75. 1d., s. 20(2).
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" From an examination of these two subsections,; one notices
that the right to recover in B.C. is broader than in Ontario or
-P.E.I. A court may award punitive damages when the deceptive act
is not unconscionable,’6 while in Ontario and P.E.I., such
damages are available only for unconscionable practices. Like
Ontario and. P.E.I., however, the court may award both rec1s51on
and damages -if it thinks such an award to be just.

Alternatively, or in addition, it may order restitution. It is
noteworthy that there are no restrictions on the right to seek
recission under the B.C. Act, as there are under the Ontario and
P.E.I. Acts.  Therefore, the consumer can probably recover both

" damages and have his contract rescinded in B.C. It is also
noteworthy that the supplier can bring an action in B.C. to

- rescind the contract, and can seek return of any moneys paid

-either by him or by the consumer, under the contract, where the

. consumer was. induced to enter into a consumer transaction by a
deceptive practice.?’?

Newfoundland

Under the Newfoundland ‘Act, the consumer may bring an actlon
where he "has entered into a consumer transaction with.a
supplier, and-has suffered damages as a result of an unfalr;trade_
practice".’8 Under the Newfoundland Act,.the section
- addressing remedies is drafted such that the court may award
- whatever type of damages, etc. that it considers proper. Among
these are an award of "damages for any loss suffered by the
consumer including exemplary or punitive damages", 79 or it ,
"may make an order rescinding the consumer transactlon“ 80 or
it may "reopen the consumer transaction and repay the amount paid
to the supplier by the consumer or relieve the customer from the
payment of an amount in excess of the amount judged by the court
to be a fair price for the consumer transaction”.8l These
powers of the court are all cumulative in the sense that it may
combine any of the remedies it wants. Therefore, the court may

76. As defined in s. 3(2), B.C. Act.
77. B.C. Act, s. 21.

78. Newfouhdlend Act,.s._i4(l).

79. . Id;, s. 14(2)(b). |

80. 1d., s. 14(2)(c).

81, Id., s. l4(2)(e).
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order the mechanic to repay the consumer and award damages, Or it
may find some work to be reasonable and order a return of any
excess charged, or it may fashion any ‘combination of remedies as
it thinks proper. Also under the Newfoundland Act, the consumer
is given further express rights to rely on any other cause of
action he may have either at common law or under any other Act, -
and the remedies under the Trade Practices Act are in no way to
limit any other available remedles.Bz

Alberta

Under the Alberta Act, a consumer may bring a court
action where he had "entered into a consumer transaction, and in
.respect of that consumer transaction, has suffered damage or loss ~
due to an unfair act or practice".83 The action may be :
brought against "any supplier who engaged in or acquiesced in the’
unfair act or practice that caused that damage or loss"84 and
the action may be brought "for relief from that damage or
loss".85 As in Newfoundland, the court has various powers to
make awards for actions brought under the Act. It may "award
- damages for damage or ‘loss Suffered"86 and/or "award punitive
or exemplary damages"87 and/or "make an order for (i)

. specific performance of the consumer transaction, or (1ii)
restitution of propert§ or funds, or (iii) recission of the
‘consumer transaction". ‘

. ‘Therefore, under this Act a consumer who had been told
that a certain repair had been done could demand that it be done,
if he so6 desired. It should again be emphasized that. these
remedies do not appear to be in the'alternative, but rather
appear to be cumulative, if the court so desires. One should
note also that under the Alberta and Newfoundland Acts, as in

82. Id.; S, 14(4); There is a similar provision in the B.C. Act,
S. 28. ' ‘

83, Alberta Act, s. 11(1)(a),(b).
84, 1Id. |

85. 1Id.

86. 1Id., s. 11(2)(b).

87. Id., s. 11(2)(c).

88. 1Id., s. 11(2)(d)(i),(ii),(iii).
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B.C., the court may award punitive or exemplary damages even if .
there is not an unconscionable practice involved. "Also, .as in
Newfoundland and B.C., the remedies under the Alberta Act are in
addition to, and not in substitution of, any other remedies a
person has e1ther at common law or under . another statute. 89

Quebec

Under the Quebec Aét, the consumer has a right to demand
"the specific performance of the obligation; or that his

obligation be reduced; or that the contract be rescinded; or that

. the contract be set aside; or that the contract be
annulled"90 "if the merchant ... fails to fulfill an

obligation imposed upon him by the Act or regulations".%l 1t

is to be noted that all of the above remedies are in the ‘

alternative. However, in addition, the consumer may also claim

damages or exemplary damages .92 Again, the provisions of the

Quebec Act are in addition to the provisions of any other Act
"granting a right or a recourse to a consumer"‘9

Conclu31on

: Upon an examination’ of the various Acts which exist in
the common law provinces and Quebec, a strong argument can be
‘made that dealings between car owners and mechanics are covered’
by - the general business practices legislation. While- there are
many different prohibited acts under the statutes, certain of
them are more relevant to this topic than are the others. ‘

- However, there may be protections arguably granted by other -

- enumerated prohibited acts which were not discussed in this
paper. Assuming that the scope of the prohibited acts includes
mechanic representations about unnecessary repairs, etc., if the
consumer believes these statements and relies upon them, paying
money in good faith, he has not only a right to recission of the
contract in most cases, but also a right to claim damages, and' in
some cases, exemplary or punitive damages.

89. 1Id.,'s. 20(2).

90. Quebec Act, s. 272(a),(c),(d),(e), (£).
91, 1a.

92. Id.

93. 1Id., s. 270.
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Manitoba: Trade Practices Inquiry Act94

Whereas the focus in the Acts 1n the other provinces was
on consumer-supplier interaction directly, the Manitoba Act.
focuses more on public inquiry into trade practices, and is not
concerned with granting a remedy to any specific consumer who
feels he or she may have been the victim of an unfair business
practice. The purpose of the Act is -set out in the. preamble,
which reads: "Whereas it is deemed expedient in the public
interest to make provision for the receiving of complaints ,
respecting matters that may, from time to time, be alleged to
exist in any trade, business, 1ndustry, pursult, occupation,
calling, profession or act1v1ty, for inquiry into and concerning -
them and for regulating the prices, charged for any acticle or
product, sold or provided -in connection with any trade, bu51ness,
- industry, 8ursu1t, occupatlon, calllng, profession or
activity".

In the Act, "trade" is ‘defined as "any trade, business
... calling ... and includes an activity of any kind whatsoever
carried on by any person or through which the support or.
patronage of the public is sought for any purpose".96  Under
the Act, "any 4 persons, resident in Manitoba, of the full age of
18 years"97 may complain in writing to the appropriate
minister if they have reason to believe "that any one or more
persons carrying on or engaged in any trade in Manitoba ... . are
making charges for ... reconditioning, repairing .... servicing
«++ Or in any manner whatsoever dealing in or with any article
or product which is unfair or improper", 98 or "that
conditions of any kind whatsoever exist or are prevalent 1n, or
in the conduct, operation, or management of, a trade, whether
~ involving one or more than one person engaged in or carrglng on-
- the trade, that are detrlmental to ...  the public ...

"These sectlons clearly anticipate that the fdcus of the
Act is to be on public complaints about the manner in which a

-94. R.S.M. 1970, c. 110.
95. 1Id., preamble.

96. Id., s. 2(b).

97. Id., s. 3.

1 98. 1Id., s. 3(a)(iii).

99, Id., s. 3(b).
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whole trade is conducting itself. Thus, if any four persons were
to believe that mechanics were charging unfair or improper prices
for repair work to cars, they could complain to the minister.

The minister may undertake further investigation, and may either
decide that a complaint is valid and bears further 1nvest1gatlon,
.or is frivolous and ought to be d1sm1ssed. \ ‘

-The only remedy of-any concern for the purposes of this
paper is that a Board of Inquiry may recommend that the price of
. a product or article be controlled, and the Lieutenant-Governor-

in-Council, if he is of the opinion that the  article or product
~is, inter .alia, "essential in the day to day activities of a
significant number of people in the province ... may prescribe
‘the maximum price that may be char?ed for the article or product
by way of ... service charge ...". The trouble with this
section is that one may be hard pressed to argue that repair
services sold by a mechanic are an "article or product". If one
is unable to establish this point, the Act may provide no remedy
to those whose complaints deal with the service industry.

Further, the central difficulty in auto repair is one of quantity
- and quality, not prlce.' Regulating price may be 1mposs1ble due
to the dlfflculty in defining quantity. Thus, one sees that the
Manitoba Act is concerned with industry-wide inquiries and is not
concerned with the individual consumer obtaining redress for an
unfair trade practice. The Manitoba Act therefore stands apart:
from the general business practices Acts of the other provinces.

5.2.2 Specific Legislation Protectlng Consumers Dealing
" with Auto Mechanlcs

. 'As noted above (footnote 2) as of February 1980, the only
province having legislation in this category is Quebec. The '
Consumer Protection Act,101 contains a specific section

dealing with "Automobile and Motorcycle Repairs".l02 (ritile

IT of this Act was discussed above as a general business

" practices Act.) .However, it should be noted that, though the Act
received Royal Assent on December 22, 1978, as of February 28,
1980, it had not yet been proclaimed in force. Nevertheless,
this paper will discuss the relevant statutory provisions on the .
assumption that the Act will eventually be proclaimed in force.

100. 1Id., s. 11(2).
101. s.0. 1978, s. 9.

102. 1Id., ss. 167-181.
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Definitions

- Under the section, a "merchant" is defined as "a person
who carries out repairs for remuneration".l03 "Repairs" are
deflned as "work carried out on an automobile, except work
determined by regulation".l04 Under regulations promulgated
-under the Act, the following are declared not to be repairs
within the definition above: "work costing a total of $50. or
less, including the price of parts and labour; installation of
tires on or a battery in an automobile or motorcgcle if purchase
and. installation are included on the same bill". To the
date of writing, these are the only exceptions from the :
definition. of "repair"

Substantive Provisions

There are a number of requirements dealing with the
matter of an estimate. The merchant must give the customer a
‘written estimate before he carries out any repairs.l06 This
obligation can be waived only if the customer writes out and
signs, himself, a waiver form releasing the merchant from the
obligation to provide a written estimate.l07  Where the :
repairs are done for free, no estimate is required.l08 ‘mhe -
merchant cannot charge for an estimate unless he so advises the
consumer before making such estiamte, and tells the consumer the
price the merchant will charge for making the estimate.109 1f
it is necessary to disassemble the car or part thereof in order
"to make an. estimate of repair, the amount mentioned in the '
estimate that must be given under the Act must include the cost
of reassembly if the consumer decides not to have the repairs
carried out.110 It must also include the labour costs, and

103, 1d., s. 167(a).
104, I4., s. 167(b).

105. Laws and Regulatlons (G O. Quebec), Dec. 17, 1979, Vvol.. 2,
: No. 34, Pg. 6821.. . : '

106. Quebec Act, s. 168; para. 1.
107. 1Id. |

108. Id.; para. 2.

109. 1Id., para. 3.

110. 1Id., s. 169.
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the cost of. any replacement part used to replace a part that was
destroyed during disassembly. 111 The estimate must also
include: a) consumer's and merchant's names. and addresses, b)
the make, model, and reglstratlon number of the car; c¢) nature

-and total price of repairs to be made; d) the part which is to be

installed, as well as a description.of whether it is a new, used,
retooled, or: recondltloned part, and e) the date and duration of .
the estimate. 112 ' - '

The estlmate must be accepted by the consumer before the
repairer can proceed, and once it is accepted, it is binding on
the merchant, and no additional costs may be added to the prlces
quoted in the estimate for the repairs spec1f1ed therein.l
If the merchant discovers. any further repairs that must be
carried out, during the authorized work, he is not to proceed and
complete those further repairs . unless he ‘has the express
authorization of the customer.l14 If the merchant does
obtain a verbal authorization to such further repair, he must
record it in the estimate, and must also indicate the date, the
time, the name of the person giving such authorization, and, if
applicable, the telephone number dialed to reach that.
person. ' : : A

These sections therefore deal quite extensively with the
matter of estimates. It should be noted that, unlike those
business practices statutes which make it an unfair practice to
charge "materially" more than the estimated price,l16 under
this legislation no work not mentioned in the estimate may be
undertaken without further consent. This would, by inference,

- include even a minor charde which, under the bus1ness practices

statutes, would not be "materially" more expensive, and would
therefore not fall afoul of those statutes..

The Act gives further protecticns to the. consumer;,'When
the repairs are finished, the consumer must be given a b111'
conta1n1ng the follow1ng 1nformat10n-*<

111. 1I4.

112, 1d., s. 170.

113. 1d4., s. 171.
114. 1Id., s. 172, para. 1.
115. 1Id., s. 172, para. 2.

116. Supra, notes 56, 57 and 58.
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a) the names and addresses of the merchant and the
‘consumer; '

b) the make, model,'and reglstratlon number of the car; .

c) the date the car is returned to the consumer, and the
reading on the odometer at that ‘date;

d). the repairs carried out;

e) a listing of all parts 1nstalled and an 1ndlcatlon of
whether each part is new, used, retooled, or .
reconditioned; the price of the part must also be
specified;

-£) the cost of the labour per hour, the number of hours

’ of labour billed, and the total labour cost;

-g) the total of paragraphs e and £ as cost to the
consumer; and

'h) the characterlstlcs of the warranty.117

It‘should be noted that the. Act does not spe01fy whether the
repairer must charge for hours actually. worked, or whether he can
rely on flat time books such as Chilton's.

The repairer must also hand over any -parts replaced

_‘durlngArepalrs when he returns the car to the consumer, if the

consumer asked for these parts at the time he requested the

. repairs to be made.ll8 ‘Thus, if the consumer first asks to

see the parts when he picks uP<his car, he apparently cannot
force the repairer to show them to him, and the repairer is under
no obligation to retain the parts. There are exceptions to this
requirement. The repairer does not have to return the parts
replaced, even if requested to do so, where:

a) the repairs are carried out without charge;

b) the part is exchanged for a retooled or reconditioned
part; or

c) the part replaced must be returned by the repairer to
the manufacturer or dlstrlbutor under a warranty
contract.

The repa1rer is under all of the above obllgatlons even if he has
subcontracted out part of the work.l20 This could lead to
problems. For instance, the Act does not specify that the sub-
contractor is under any obligations vis-a-vis the consumer. If

117. Quebec Act, s. 173(a)-(h).

118. Id., s. 175.
119. 1d., s. 175(a)-(c).

120. Id., s. 174.
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‘he replaces parte,beyond theeoriginal estimate without the

knowledge of the original contractor, is the original contractor
to be held in breach of his obligations under the Act?
Alternatlvely, does the consumer have recourse against the

subcontractor? Clearly, this matter should be dealt with
- further. Also, one might wonder how the repairer can give an

estimate to the consumer if he must subcontract out the work in

- order to ascertain what is wrong with the car. This placing of
. the statutory obligations on the original repairer can have the
effect of making the consumer return several times to the

repairer for adjustments every time a new estimate must be
undertaken, if the consumer wants the protection of the Act as to
binding estimates. There is also a statutory guarantee on all

repairs done on the auto, for the lesser of three months or 5,000 .
kilometres, to take effect upon the delivery of the automoblle to .
. the consumer.l21 Again, the statute does not specify against

whom the consumer is to have recourse if the faulty repairs were
done by a subcontractor. The" guarantee does not, however, cover
damage  that results after the repairs because of abuse by the
consumer. '

Acceptahce by the consumer of the estimate, or payment by

‘him for repairs, does not prejudice his right ‘to maintain an

action against the repairer'based upon:

the  absence of prior authorization for the work
bad workmanshlp, or :

the price paid exceeding either the price indicated
in the estimate or the total of the price indicated
in the estimate and the grlce agreed upon when a
change was authorlzed.

0T

>AFurther, the repairer's right to retain the car until he has been

relmbursed,124 analagous to the possessory lien in common law

provinces, does not apply_where:

. a) no estimate was glven before repalrs were carried
out,

121. 1Id., s. 176.
122. Id., s. 177.

123’. Id., S. l78.

- 124. Québec Civil Code, Article 441l. -
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b) the total price of the repairs exceeds the price of
the estlmate, where the consumer does pay the prlce
indicated in the estimate; or :

c) the total price of the repairs exceeds the estimated
price plus any authorized additional increase, where

e ‘the consumer pays such total agreed to price.l25

Lastly, to inform consumers of the protections granted
them under this Act, the merchant must post a sign in a :
conspicuous place in his establishment containing the principal
provisions of the section.l26 The contents of the sign, the
size of the sign, the material of which the sign is to be made,
and the type constituting the notice have all been prescribed by
regulation.127 Further, it should be noted that the civil
recourses available to the consumer under the Act for breach of
the business practices prohibitions are also available for breach:
of these provisions dealing specifically with auto repair.

Also, no action may be brought based upon breach of the warranty
provided by sl176 (discussed above) beyond three months after
dlscovery of ‘any defect covered by that warranty. 129

: In conclus1on, the leglslature of Quebec has attempted to -
deal specifically with some of the major complaints concerning
auto repalrers in a spe01ally enacted statutory provision. To
date it is the only province to have done so, and even the )
provisions discussed have not yet been proclaimed in force.
However, such an approach may be preferable to action under the
general business practices statutes, which by their very nature
must be worded broadly. It is submitted, however, that unless
and until the other nine provinces tackle the problem in the -
manner that Quebec has used, the general business practices
. statutes probably do prov1de some protectlon to car owners who
must deal with mechanics. :

125. Quebec Act, s. 179.
126, 1Id., s. 180.

127. Laws and Regulatlons (G. O Quebec) Dec. 17, 1979, Vol. 2,
NO. 34, Pg. 6821.

128. Quebec Act, s. 272.

129. 1Id., s. 275.
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"5.2.3.° General Statutory Provisions Anticipating
" Regulations Governing Garages

) This category, which is not to be extensively covered,Ain
reality is just a potential area of regulation. I have been able
to find only two statutes which fall into this category

. Under the Highway Traffic Act130 of P.E.I. there is a
section which reads: "Subject to this Act, the Lieutenant-
Governor—-in-Council may from time to time make such rules and
regulations and prescribe such fees as he may deem necessary or
expedient for the licencing and regulation of garages".131

Under the Motor Vehicle Actl32 of New Brunswick there is a
section which reads: "Subject to the approval of the Lieutenant-
- Governor-in-Council the Minister may from time to time make such
rules and regulations and prescribe such fees. and penalties as he’
may deem necessary or expedient for the licencing and regulating
of garages and service statlons" 133" .

Unfortunately, a search was’ unable to turn up any
regulations passed pursuant to these sections, but it is
submitted that the sections are worded broadly enough to :
encompass consumer protection as a subject upon which rules may
be made, and which the operator must adhere to as a prerequisite
to obtaining, and a condition of keeping, his garage operator's
licence. > = '

Miscellaneous Provisions

Alberta: The Licencing of Trades and Businesses Actl34

: Section 6 of this Act reads: "The Lieutenant-Governor- |
in-Council may by regulation formulate codes setting up standards
of ethics, methods, practices and systems applicable to all
businesses or to any description or class of business to effect
‘an end to or prevent competitive practices .that are in their
nature detrimental ... to the public".

No regulations governing auto mechanics appear to have
been passed pursuant to this Act, but ‘it is submitted that the .

130. R.S.P.E.I. 1974, c. H-6, as am.
131. 1d., s. 53. .

132, R.S.N.B. 1973, c;‘M—7, as am;‘
133, 1d., s. 59. |

134. R.S.A. 1970, c. 207, s. 6, as am.
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section contemplates the poss1b111ty of the Alberta government
passing codes of practices similar to those found in the Quebec
Consumer Protection Act. .

Conclusion

This section is a survey of the legislation in the
various provinces of Canada which either does have or arguably
could have, a bearing ‘'on the matter of consumer-auto mechanic
relations. It is submitted that the various general business
practices statutes can have application to protect consumers
against potential frauds when dealing with auto mechanics. An
_.examination is also made of the unique provisions dealing
directly with the issue of consumer protection and automobile
repairs contained in the Quebec Consumer Protection Act, and a
"further brief submission is made on the potential appllcablllty
of certain other statutes to the matter under discussion.

5.3 . Licensing of Mechanics

It is likely that the most significant group of
regulations pertaining to automobile repair are those which
create a system of compulsory licensing for automobile mechanics.
All of the provinces and the territories have some certification
system for auto repair, with certification mandatory everywhere
in Canada but_Manitoba, British Columbia and the
 Territories.l33 ' Under a compulsory certification system, any
person who performs repairs on motor vehlcles for a fee must be
certified or be presently engaged in an apprentlceshlp training
program. . The definition of automobile repairs is prov1ded by the
various regulatlons. In most cases, formal tra1n1ng in-
automobile repair at a college or equivalent is required._ _Most
prov1nces also require -conventional schoollng to Grade lOl '
prior to undertaking preapprentice tra1n1ng.

Llcenslng requirements are a part of provincial
regulation and vary across provinces. Regulations are created
under power dgranted by specific leglslatlon. For example, -
licensing regulatlon in Ontarlo is prov1ded under the authority

135. Frank Ellis, Ellis Chart: Apprentice-Training Programs
1976 (Ottawa: Manpower Training Branch Department of
Manpower and Immlgratlon, 1976).

136. 1Ibid., Chart 35.
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of the Apprenticeship ‘and Tradesmen's Qualification Act. As
discussed in Section 5.2, other provinces have mandated the
creation of such regulatlon through legislation specifically
aimed at the automobile repair industry. (Most provincial
regulations are not indexed. As a result, creating a detailed
- survey of provincial regulation would be a costly undertaking.
Fortunately, a publication by the Department of Manpower and
Immigration provides a rather complete survey of certification
requirements. The discussion which follows is based ~upon- the
Ellis Comparatlve Chart of Apprentlce Training.137)

The major certification classification for those engaged
in automobile repair is motor vehicle mechanic. Some provinces
also provide for specialization to particular components of the
automobile. An apprentice will first seek employment with a firm
which employs certified mechanics. The apprenticeship period ‘is
four years in all jurisdictions except Ontario where the term is .
five 1,800-hour periods. The duration of apprenticeship training
can in some cases be reduced by additional in-school training.
During the apprenticeship the trainee must take additional
in-school training in all provinces but Quebec. Such training is
taken at a local college or equivalent. Examples of such
training requirements are one eight-week session each year for
three years (Ontario), four eight-week sessions  in four years
(Alberta and the Northwest Territories), four four-week sessions
(British Columbia and the. Yukon). 1In some cases, instruction '
received prior to the apprenticeship can' be credited against: the
apprenticeship training. Students must show satisfactory
completion of the schooling sessions, as determined by the .
college attended. 1In addition to satisfactory completion of “the
training sessions, the student must pass a standardized -
examination. An interprovincial examination is offered for
~certification in automoblle repair.

A further constralnt to the ‘flow of newly certlfled
mechanics is a limitation on the number of apprenticeships which
- may exist at any time. Part of provincial regulation specifies
the number of certified mechanics that must be present for each
apprentice in a shop. For example, typical regulation specifies
that three certified mechanics are present for each apprentice
employed. While no uniform records are maintained, it appears
that such rules are a binding constraint. Mr. Oliver Wright of
‘the London office of the Ontario Ministry of Colleges and
Universities reports that his office has virtually always had a
large listing of individuals who were seeking positions as

137. 1Ibid.
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" apprentices. Such excess supply of apprentices had persisted

even through fairly long periods of rapid growth in the demand
for mechanics.

" The training for certification as an automobile mechanic
is quite general; the apprentice must take training and pass,
examinations on virtually every automoblle component. However,
in practice many mechanics are specialized, and most mechanics
will not attempt repair on all automotive components. Some
provincial regulations reflect this specialization by offering

‘certification in sub-specialties. For most sub-specialties

training is shorter than that required for the general mechanic.
Related’ spec;altles offered are Automotive Machinist (Ontario and
British Columbia), Motor Vehicle Fuel and Electrical Systems

" Mechanic (Nova Scotia, Princé Edward Island, Ontario and British

Columbia), Motor Vehicle Mechanic--Truck and Bus (Nova Scotia and
New Brunswick), Motor Vehicle Steering, Suspension and Brakes
Mechanic (New Brunswick, Ontario and British Columbia) and Motor
Vehicle Transmission Mechanlc (Ontario and British Columbia). In
provinces where certification is mandatory, such mechanics may
not work for a fee outs1de of their sub-specialty.

In light of the above, it seems reasonable to conclude

- that occupational certification in this industry is an important

factor. Educational requirements are stringent in most cases,
the training period is quite long and there are standardized
tests which must be passed. In addition, restraints on the
number oOf trainees per certified mechanic limit the number of

. mechanics that can be trained at any. time. The economic effects

of occupational licensure are discussed in Section 5.5.

5.4 Legislative Initiatives in the United States

The automobile repair industry has only recently become a
concern of State Legislatures in the U.S. Even as late as May
1979, only half of the fifty States had_any leglslatlon or

»regulatlon pertaining to this industry. 13 Since automobile .
“repair firms are local in nature, the authority to regulate this

industry is held almost entirely by the States. The major excep-
tion to this is authority over matters which primarily or
significantly involve manufacturers. Since most manufacturers
are involved in interstate commerce, the federal government may

138. Automotlve Parts and Accessorles Association, Summary of
Auto Repair Leglslatlon and Regulations of the Fifty States

(Washington D.C.: "A,P.A.A., I979), preliminary table.
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.pass laws which affect their activities. This section briefly
describes legislative activity in the U.S. Again, economic
effects are considered in Section 5.5. ‘ :

. . The major distinction between the U.S. and Canada as
pertains to auto repair is the virtual absence of occupational
licensing. As late as 1974, no State had mandatory licensing and
by 1979 only Hawa11 Mlchlgan and Washington D.C. had passed
such leglslatlon. 3% Hawaii requires only that fifty percent
of mechanics at a repair agency are. licensed. Such legislation
involves "grandfather clauses" so that it is unlikely that the
legislation has had any significant effect. No State has a.
“voluntary certification program which is State managedl40
however various private certification schemes exist. Such i
private voluntary schemes' as do exist. have met with very llmlted
success. :

-A con51derably less restrlctlve control is the 1lcen51ng
of dealers. Dealer licensing is required in five States plus
Washington D.C.141 (In addition Rhode Island requires :
licensing of body and fender repair shops.) In most cases, the
licensing requirement is closer to what is normally termed -
registration. Dealers simply register and pay a fee. In some
States, most notably California, the revoking or suspending of a
dealer's license may be used as a punltlve action.

Rapidly spreading innovations in the United States are
laws and regulations which require certain disclosures by the
repair firm. These laws are by far the most prevalent in the
U.S. and are now either pendlng or are in effect in twenty-seven
States plus Washington D. c.142" of these, only three States.

"had such rules prior to 1972. Disclosure laws’typically require
that the repair agency inform the customer what repairs. will. be
undertaken and what the charges for repair will be. ' In most
cases the estimate is binding or the actual charge must not -
exceed 110 percent of the orlglnal estimate. :

The details of the operatlon of disclosure laws vary
considerably across States. In six States, an estimate is

139. 1Ibid.
140. Ibid.
141. 1Ibid.

142. Ibid.
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requlred only if ‘the customer - requests one.143 In Alaska, ‘
the shop must post a sign .informing the customer of his right to
an estimate on request. Several States require an estimate but
allow the customer to waive his right to an estimate. Some
States require a statement of an hourly wage where the customer
has not required a specific estimate. -Several States have
adopted. measures to deal with the possibility that further
defects .are uncovered while repairs are underway. For example,
California allows the garage to obtain authorization by telephone
for additional repairs. The shop must note the time of the call
. and the number at which the customer was reached.l

- There are variations across States regarding the contéent
and meaning of the disclosures. Some States require that the use
of used or rebuilt parts be specifically approved. Many States
require that parts are returned either in all cases or upon
consumer request. Others prohibit the subcontracting of repairs
without customer approval.

Seven States have created Motor Vehicle Repair
Bureaus.l145 It is not possible to determine from published
sources the nature of the-operation of these bureaus. Such
agencies normally are empowered to oversee certification of .
mechanics or shops, to handle consumer complaints and to prov1de
1nformatlon to consumers.

A final type of regulation  is specific performance
requirements. By their nature such rules are likely to be costly
to comply with, to monitor or to enforce. As a result this kind
of regulation appears to be quite rare. 1In States which have
mandatory vehicle inspections, inspection procedures are’
specified. - In California, certain regulations have. been imposed
regarding the replacement of ball ]Olnts and the repalr of
-automatic¢c transmissions.

- 143, 1Ibid., various pages.
144, 1Ibid., p. 1.
145, - Ibld., -preliminary table.

146. State of Callfornla, Laws and Regulatlons Relating to
Automotive Repair Dealers and Licensed Official Stations
(Sacramento: Bureau of Automotive Repair, 1978), Title 16, .
Article 6.5. ‘ - :
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Two States, California and Michigan, have been especially
innovative in the area of auto repair regulation. The key
feature of the Michigan program is an elaborate system of
occupational licensure. The Michigan laws; presently being
phased in, will require. that every mechanic is certified in at
least one area of automobile repair. Further, a shop must have
one certified mechanic in-.each area in which it offers services.
Mechanics may be certified in any number of repair areas. There
are eight.separate areas which are quite specific. They are:
engine repair, automatic transmission, manual transmission and
‘rear axle, front end, brakes, heating and air conditioning,
electrical system, and tuneup.l47 This system, though
elaborate, is probably less restrictive than the Canadian system,
since mechanics can specialize in fairly narrow areas. Michigan..
also has disclosure requirements and a Bureau of Motor Vehicle

Repalr. :

' California does not have a certification program for
mechanics but ohly registration of dealers. For certain specific
functions pertaining to repairs which are imposed on consumers by
- law, certification of dealerships is mandatory and requires that
standards are met. For example, repair facilities must be
licensed to do official emission control inspections or pollce
imposed headlight adjustments. The main features of the
California program are a comprehensive . disclosure requirement and
an active Bureau of Automobile Repair. The Bureau of Automobile
" Repair provides brochures containing consumer information on
specific problem areas such as ball joints and ‘automatic

- transmissions. The agency has a monthly newsletter aimed
primarily at repair firms which disseminates information on such
topics as the Bureau's .activities and obligations of mechanics.
The Bureau undertakes disciplinary_actions of various sorts which
are publicized in this newsletter.l48  1In twelve months prior

- to September 1979, the Bureau had processed 6,600 complaints

resulting in adjustments, refunds or new repairs with a value of
$122,000. To put this in perspective however, it should be noted
that California contains over ten million vehicles 'and by the
~ estimates provided in the previous chapter would have annual
repair expenditures in excess of three billion dollars. -

147. Ruth Woodling, Auto Repair Regqulation: An Analysis"
' (Athens, GA.: Institute of Government, Unlver51ty of
Georgia, 1978), p. 23.

148. State of Callfornla, Bureau of Automotive Repair,
~  Newsletter: (Sacramento. ‘Bureau of Automotive Repair,- June
1979). ' ' ’
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5.5 Economic Analysis of Regulation in the Automobile
Repair Industry

The regulatory measures outlined in the previous two
sections may be grouped usefully into three categories:
Licensing, Disclosure and Oversight. Licensing, popular in"
Canada, is perhaps the strongest of these measures.. Disclosure
laws are popular in the U.S. and have recently been put into
effect in Quebec. It will be argued here that such laws impose
low costs and offer 81gn1f1cant advantages to consumers. _
Oversight of the repair. 1ndustry is a very general category which
essentlally consists of monitoring the process and the outcome of
the repair 1ndustry.« Oversight includes dealer registration,
equipment specification, process specification and the presence
of complaint bureaus. The extent of supervision can be varied
greatly. However, oversight is potentlally the strongest form of -

“regulation. It is also likely that it is the most costly to

administer. Significant oversight does not exist in any North
American jurisdiction at this time, although the suggestion by
commentators of nearly complete failure of this industry may
prompt such legislation. A final group of institutions which
apply to.this industry are the protections offered by common law
and traditional business practice legislation. In a sense, this
represents the "default" option since such institutions .
constitute the legal environment in the absence of regulation for
this specific industry. These general remedies will not be '

- evaluated here, however discussion of additional regulatory

measures presumes some suspected or actual shortcoming of these
traditional institutions.

~5.5.1  Licensing

The most important regulatory instrument for the Canadian =

automobile repair industry is certification. As outlined.in
Section 5.3, certification is mandatory in all jurisdictions -but
Saskatchewan, British Columbia, and the Territories. 1In
virtually all cases, becoming licensed involves a long

- apprenticeship and a fairly large amount of in-school tralnlng.

‘ There are several arguments that can be’ made in favour of

licensing. Llcen51ng is typically present in cases where the

public safety is involved, where there are significant
information problems, or both. -In cases where the public safety'
is' involved, that is, cases where individuals other than
contracting parties may be affected, licensing may be interpreted

as an attempt to control for certain so-called externalities.

Compulsory certification is an attempt to compel the consumption -
of at least some minimum amount of service in these cases. So,
for example, society requires that bridges are designed by
certified engineers. Of course, the legal liability system
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should cause decisionmakers to confront the proper 1ncent1ves,

"but certain fallures of that system may occur. . In cases of

informational problems, licensing exists not to impose minimum
quality on consumers, but to aid the consumer in purchasing the

.quality of service which he would have chosen with full

information. For example, the consumer may wish to assure that
the producer has certain abilities. But the consumer may be :
unable to judge these abilities or able t0 judge these abilities
only at great cost. Under these conditions consumers may elect
to deal with only those practltloners who meet certaln minimum

-quallflcatlons.

A further argument in favour of licensing is. that it

‘provides an avenue of control over practitioners. ‘Where there is-

a potential for deceptive practices, revocation of a license is
an additional penalty which can be invoked.. Again, traditional’
legal liability might appear to achieve the same result. But the

. possibility of bankruptcy and the high cost of 11t1gatlon may

limit the effectiveness of these measures..

‘Each of these three arguments can be- applled to the .

“automobile repair industry. Clearly the safety of “the publlc is

affected by the quality of work in auto repair. Faulty repairs
on brakes, steering, tires, w1ndowglass, etc., can lead to
accidents. Such accidents will involve not only car owners but
also individuals who were not parties to repair transactlons.
This is the externality aspect of auto repalr.'The information
argument applies as well. In this, as in many’ service
industries, there is no product to examine prior to purchase.
Consumers may not be able to judge the quality of repairs even

‘after they are completed. Further, the costs of obtaining
‘information through trial and error are quite high. Reputatlons‘

can be earned, but bad mechanics can just move perlodlcally to
avoid the consequences of their actions. The difficulty in
judging repair work also implies that reputations, good or bad,
are formed only very slowly. Consumer or producer ‘losses in the
meantime may be quite large. Finally, the potential for fraud 1s
large and the threat of loss of license may .offer an additional
incentive for avoiding deceptlve practlces.

There are counterarguments against each of these three
arguments which favour licensing in principle. 1In addition, the
actual practice of licensure may fall short of the ideal and
therefore result in either failure to ‘achieve the 1ntended

objective or even the creatlon of addltlonal problems._

In response to the externallty argument, three p01nts may
be made. First, as mentioned above, the traditional avenues of
legal liability may prov1de incentives for proper caution. The
potential for bankruptcy is not unique to thlS 1ndustry, and
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‘may be remedied to a degree by bonding of repair firms. -Second,

the attainment of minimum qualifications provides little
assurance that adequate care will be exercised once the
practitioner is on the job. On the contrary, the premiums which
may be earned for work by licensed individuals may prompt license
holders to work too quickly or to work dangerously long’ hours.
(This last point will hold only if licensing introduces
artificial barriers to entry.) Third, the availability of only
high quality service may prompt some consumers to purchase no

"service rather than low quality service. For the purposes of

"public safety, it is likely that some service is better than
' none. - '

The information argument--that consumers prefer high

‘quality, are willing to pay for it, but have difficulty measuring

it--is compellingly countered by the possibility of voluntary
certification. If in fact some set of qualifications do offer

. advantages to consumers, i.e. benefits exceeds costs, then

consumers would patronize only certified mechanics. Voluntary
certification offers several advantages over compulsory
certification. The certification scheme must pass the market

~test. If standards are inappropriate, consumers either will

ignore certification or possibly will avoid certified mechanics.
Voluntary certification allows room for diversity. If private
certification were permitted, firms could compete to find the
most appropriate set-of criteria for certification. Barriers to
entry could not arise, so long as the supply of certifications is
competitive and uncertified mechanics can compete with certified
ones. Another advantage is that consumers could choose whatever
level of skill they thought was appropriate. Consumers might’

- choose to use uncertified mechanics for routine repairs,

certified mechanics for complicated repairs.

It should be noted that voluntary certification schemes
have not generally been successful. In the U.S. the National
Institute for Automobile Service Excellence offers voluntary
certification for mechanics. Voluntary certification has not
been highly successful. This outcome may shed some doubt on the
viability of voluntary certification. On the other hand, it does
suggest that reputation or other signals ‘are more 1mportant to .
consumers.

The third argument in favour of licensing is that it may
be used to penalize wrongdoers. Whatever the validity of the
argument, it appears that the revocation of license is seldom
imposed. Banning a person from work in his profession.is a
severe penalty which certifying agencies may be reluctant to
impose even though such a penalty is usually within' their B
legislated authority. The loss imposed by such a penalty is high
relative to those imposed by courts for similar misdeeds.
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The foregoing suggests that, if nothing else, the case
for compulsory certification is not an obvious one. The 51mple
and traditional arguments in favour of licensing have serious
flaws. However, that need not imply that no arguments may be
made in favour of licensing. - Such an argument must rest on some
failure in private certification markets. The source of such a
market failure is far from clear, however it is possible that
certifiers would behave as monopolists or that people could "free
ride" on the developer of the certifying scheme. A firm. :
- contemplating the development of a certifying scheme might expect
that other firms would simply copy his certifying standards once
they were developed. Such expectations would obviously deter
private development of the certification scheme. Thus the
possibility of benefits from government certification cannot: be
dismissed. Extension of this argument to compulsory 1lcen51ng
(rather than voluntary) is rather tenuous.

" That the case in favour of licensing is not strong might
‘not matter if the costs were~small. It is therefore necessary to
consider what the costs of licensing are. Obvious costs of
licensing are the costs of setting standards, writing »
examinations, communicating standards, enforcing compliance,
handling complaints, etc.  These costs are substantial and would
be present in any certifying scheme, compulsory or voluntary.

. It is likely that the most significant costs of .
‘compulsory licensing are those that result from the creation of
barriers to entry. If a 1lcen51ng scheme sets arbitrary
~standards, standards which are inappropriately stringent or Wthh
simply ration positions in the profession, a number of
inefficiencies result. The most obvious one is that the price of
service 'is "too high", that is, consumers confront a price for
services which is greater than the value of resources consumed in
the production of those services. In addition to having too few
‘firms in the industry, licensing may result in the presence of
the "wrong" firms in the industry. . Under competitive conditions,
only the most efficient producers remain 'in the industry. If
zero profits were being earned by a firm that was less efficient
than a potential entrant, that potential entrant could expect to -
earn profits upon entering. Entry of new firms would result in a
decline of profits, such that some firms no longer earn revenues
sufficient to cover their opportunity costs. With compulsory
licensing, all firms earn economic rents. There is no mechanism

-~ to assure that inefficient firms are weeded out.

Economists' objectlons to llcen51ng have tradltlonally
focused on the effects of entry barriers. It is important to
note however that entry barriers impose costs only when licensing’
standards are inappropriate. . If certification merely required
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‘the knowledge which every legitimate practitioner would have, -
none of these costs are imposed. There are reasons why we might
expect standards to be either arbitrary or excessively demanding.
It is in the interest of those holding' licenses to diminish the
rate at which new licenses are issued. If the licensed group is
self regulating or holds significant political power, entry
standards will tend to be too high. Also, a licensing standard
cannot readily deal with dlvers1ty in tastes. A person wishing
to consume low quallty service at a low price may be unable to
purchase such services under llcen81ng.

What can be said then about the licensing requlrements
for automobile repalr in Canada? Without an extensive study on
‘that particular issue, it is difficult to draw conclusions.
However, certain observations are possible. As mentioned
previously, the requirements for certification: in automobile-
repair are quite general. Students must show proficiency in
every area of auto repair. This requirement may be inconsistent
with present specialization of both repair shops and the
personnel within shops. However, some provinces do offer
certification in sub-specialties. Another barrier is the
constraint on the number of apprenticeships which may exist at
any agency. It is not clear whether this is an important
limitation. There are waiting lists for apprentice positions,
but it is not known whether this is due to provincial rules or
employment conditions generally. It is possible that some of
those who list themselves as seeking an apprenticeship are either
- not qualified or not actively seeking positions. Provincial
rules specify wage minimums as a percentage of the wages earned
by journeymen. Apprentices would be in excess Supply if these.
wage mlnlmums were set too hlgh relatlve to the earnlngs of
- journeymen. :

5.5.2 'Disclosure Laws

Dlsclosure laws (described in detail in Sectlon 5.4)
obllgate the repair agency to provide spe01flc information
before, during and after performing repairs. Such laws are a
part of Quebec's new legislation and are qulte popular in the
: Unlted States.

To understand disclosure laws it is helpful to note what
is permltted in their absence. A consumer may leave a car at a
repair agency with instructions for repair. The shop may
undertake and charge for any repairs. The shop holds a mechanics
lien against the vehicle, so the consumer must pay the amount
charged in order to get his car back. The shop is not completely
unconstrained in this process. Business practice legislation
prohibits unnecessary repairs or charging for repairs which are
not performed. But discovery of such offences may be difficult
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and litigation for recovery may be costly. Also, the consumer is
offered no legal protection agalnst repairs which, though
technically of value, are not in keeping with the consumer's
preferences. A disclosure law substantially changes what is
permitted by requiring that the total charge for repair is stated

before repalrs begin.

With information, as with most any economic commodity, it -

'is reasonable to:assume that more is better than less.. The

competitive model, under which we can demonstrate the merits of
decentralized decisionmaking, assumes complete information.
Consumers can use additional information if it is to their
advantage to do so, otherwise they may disregard it. The
complication -arises once we take note that information is-almost
always costly to create. With costly information, conclusions
about disclosure laws may be drawn Only with a comparison:of
costs and benefits. Either of those is likely to be allusive,
but it is possible to prov1de some 1ntu1t10n about the relatlon—

- .ship between the two. "

.'In considering the benefits and costs of ‘disclosures, it -
is important to distinguish between the effects of the law and
the effects of disclosures themselves. .To do otherwise would
presume that no disclosure occurs except in the presence of the

" law. Disclosures have obvious benefits for the consumer.

Consumers can decide to repair or not with knowledge of repair

‘costs. Consumers can shop around for competitive bids and choose

among firms on the basis of price or other aspects of the bid.

- Finally, through some type of binding estimates, consumers may

transfer risk to the shop. The costs of disclosures are the:
costs of diagnosing the malfunction at' an early stage in the
repairs, predicting the time requlred for repairs, communlcatlng

with the customer- and bearlng risks 1n some cases.

What can be said of the relatlonshlp between the costs_‘
and benefits of disclosures? It might be argued that if the

‘benefits of disclosures did exceed the costs, disclosures should

emerge as a consequence of voluntary transactlons.' (Note that
there is no presumption here that the repair provided for in an
estimate is the "correct"‘repair.‘ Our evaluation pertains to the.

effect of having the price and quantity of proposed repairs .

announced to the customer before repairs begin.. The proposed
repair may well be fraudulent.) Consumers would choose to
patronize only shops which made such disclosures or to patronize
non-disclosing shops only at a substantlally lower price. Under‘
these circumstances, firms would find it in their interest to
adopt the disclosure policy. Of course, if the potential returns
from fraud are large enough, some non-disclosing shops might
survive from the business of occasional customers who are not

‘sufficiently aware of the consequences of non-disclosure. Still,
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we would expect that dlsclosure would be the dominant practlce if
benefits actually did exceed costs.

Can we conclude from this that the benefits of disclosure
are less than the costs? Probably not. First, it is not clear
that disclosure is not dominant. Several specialized chains
advertise that they provide guaranteed estimates before repairs
begin. Many repair firms function in a manner which is similar to
that specified by disclosure laws, providing estimates.and
Obtaining authorization by phone whenever additional repairs are
required. The legal standing of these. estimates may be doubtful -
or poorly understood by consumers, but repair shops may behave as
if they were binding. Second, it is possible that there are high
costs, in the present legal environment, of providing an estimate
which the consumer will value ‘as a binding one. If present legal
institutions do not recognize the contract, if the contract is
enforceable only through litigation, or if such a contract would
require detailed specificatfon, binding estimates might not
emerge as standard business practlce even if the dlrect benefits

_exceeded the direct costs.

The effect of disclosure laws will depend upon the

deviation. of required behaviour from the status quo. If most

shops are already making the required disclosures, both the costs
and benefits are likely to be small. Costs would be largely
nuisance costs as shops now complying with the spirit of the law
adjusted so as to comply with the letter of the law..
Administrative and enforcement costs may also be significant.

. Benefits may result from eliminating or altering the behaviour of-
~deviant firms. if their deviance was associated with fraudulent

activities. Another potential benefit is that the wvalue that

-consumers place on these estimates may be increased if these
estimates ‘are given some formal legal standing.

If disclosures are not common in the absence. of laws
which require them, then benefits and costs of disclosure laws
are virtually identical to the benefits and costs of disclosures
themselves. Obviously the direct administrative costs of
enforcement and administration must be added. to get total costs.

Several features of the actual institutions adopted in

'varlous States seem to be desirable. First, exemptions for very

small repairs seem advantageous, since-diagnosis and reporting
costs could easily be as high as the actual repair in these
cases. Also, the upper bound for the disclosure exemption would
provide a constraint on the price charged. Second, the option to
obtain telephone approval for additional repairs would reduce the
costs of compliance. Finally a waiver option would assure that
the disclosure requirement does not impose costs in inappropriate

‘cases (custom or high risk repairs). Under a wailver option, the
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customer merely signs a statement that he chooses to release the
shop of its obligation to provide an estimate. Shops which found
the cost of compliance to be too high could merely opt out by
obtaining waivers for all repairs. However, customers would be
informed that some shops do provide estimates. In this way, the
disclosure law. would eventually be put to a market test. -

5.6 Non_GoVernmentAInstitutions

The theoretical analysis in Chapter 3 identifies a
potential for market failure in this industry. The consumer's
lack of information and consequent reliance on the producer for
diagnosis may cause both ‘inefficiencies and ‘inequities. However,

the institutional environment which produced those results was an

extremely and artificially simple one: - individual spec1allzed

. firms contracting with individual consumers for a single repair
.on a fee for service basis. Real world adaptations to technology

will in fact be much more intricate than that. This section .
discusses briefly just a few of the possibilities. .Examples of
these adaptations are extended warranties, chaln stores,
department stores and tie-in sales.

Formal analysis of any of these institutions would be .

reasonably challenging, however certain generalizations are

possible. Each of the institutional adaptations are attractive

to firms in this industry precisely because of the potential for

deception. If all consumers, or some significant subset of all
consumers, expect on average to pay something more than the-
competitive price when dealing with conventional firms, then an
innovating firm can expect to make profits if it can provide
assurances that the customer can purchase repairs at a price

between the competitive prlce and the prlce that consumers expect

Perhaps the most significant recent. development in this
industry is the extended warranty. With an extended warranty,
the consumer pays a single lump sum at the beginning of the
warranty (usually at the time of purchase). In exchange. the

consumer is insured against repair expenses for a specified

period. These extended warranty agreements are perhaps best
thought of as insurance policies and the theoretical analysis of
insurance in general applies quite readily here. Issues such as
moral hazard and adverse selection are undoubtedly crucial in

‘determining the nature of the warranty. However, an additional

advantage of these agreements stems from the potential for
misleading practices. The consumer, now insured against repair
costs, has little incentive to monitor charges. However, the:
third party, be it an insurance company, manufacturer, or
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retailer will have an incentive to monitor expenses. It is
likely that such expert review will offer a more 31gn1flcant
deterrent 'to misleading practices than the inexpert review of
consumers themselves. Of course when warranties are provided by
the producer of repair services, the incentive for fraud and
overprescription, as defined in Chapter 3, are eliminated (of
.course other difficulties may arise). Most extended warranties’
presently -offered are provided by the manufacturers themselves,
which have both expertise in the specific models belng warrantled
and some control over their dealers.

The rise of specialized repalr chains or franchise
organlzatlons may also be explained in part by the potential for
"problems in this industry. A specialized chain may profit if it
can accumulate a reputation for fair practices. Here the
‘franchising firm has an incentive to monitor the behaviour .of ‘the
franchise operator in order to preserve the value of the brand
name. The usual specialization of these chains may be explained
by the advantages of carefully engineered and routinized tasks.
However this specialization also constrains the behaviour of the
franchisee and facilitates monitoring of performance. The
involvement of many department stores may be explained in a .
similar fashion. .A department store buys and sells a broad range
of products with fairly little in common and lends its brand name
to each. The consumer may perceive that the possible loss of
reputation is a significant deterrent to deceptive practices.

- Given these assurances the department store may find automobile
repair to be a profitable entry even if it avoids deceptive .
practices entirely. . Of course, with each of the institutional
arrangements, entry should occur until profits, in the economic
sense, are zero. S

A varlety of tie-in sales may also function to diminish
the importance of the -information problem:. For example, one is a
closed end lease, in which the dealer-owner provides maintenance.
Most leases however are open ended, in which the consumer
provides preventative and corrective maintenance. Informal
tie-ins, such as automobile dealers and neighbourhood gas
stations which also provide repair, may be more important. -In
both these cases the tie-in is used rather loosely, since there
. is no formal contractual tie. However, the consumer may purchase
cars or gasoline from a dealer in order to create a condition .in
which the'dealer has a lot to lose from deceptive practices with’
‘respect to repair. Thus the folk wisdom of buying gas at one
dealer, getting to know him and then using him for repalr
business may be a fairly sound practice. (This presumes that
P > MC for the tied good,‘as would be the case for monopolistic
competition.) _
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For each of these ihstitutiohé} thére are alternative
explanations for their existence. However an interesting

" phenomenon which does provide empirical support for these

explanations is that repair organizations which are completely .
unaffiliated with some other business are extremely rare. Those
true independents that do exist are very often specialized into
foreign or "enthusiast" automobiles.. A reasonable conjecture is
that a significant share of the owners of these automobiles are
knowledgeable about cars and do not require brand name
affiliation.
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6. POLICY IMPLICATIONS AND RECOMMENDATIONS FOR FUTURE RESEARCH

This chapter is a discussion of recommendations for both
policy and future research. In order to pursue that discussion,
it is first necessary to identify and integrate some of the broad
themes which are present in the preceding chapters.

The theoretical section of this paper contains several’
distinct propositions that are listed at the end of Chapter 3.
Taken together these results suggest that the equilibrium effects
of deceptive practices are not straightforward, and that

. appearances may be somewhat deceiving. Entry of firms and price’"'

adjustment repeatedly enter the analysis so as to falsify simple
interpretations of market conditions. So, for example, the
overstatement of required repair times by flat rate manuals is
‘shown to have no effect without an associated agreement to fix
prices. The models presented by no means suggest that the.

automobile repair market functions like the idealized competitive

market of economics textbooks. On the contrary, the analysis
presented here demonstrates that problems of excess capacity and
redistribution follow from the opportunity for deception, except
'in unusual circumstances. What this research does demonstrate is
that the relationship between deceptive statements - and consumer

" losses is not direct and that care must be taken in assessing the
magnitude of the departure from a theoretical ideal of the
performance of this industry.

The .empirical presentation relies on the theoretical
chapter both for motivation and specification. The preference
for data’ reflecting actual market outcomes follows from a number
of the concerns raised in Chapter III. In particular, the extent
‘0of consumer loss due to over-prescription will depend on the
nature of consumer demand for repairs. Further, the concerns
raised in the theoretical section explain, in part, the
dlscrepancy between the results presented here and the results of
previous experimental studies. Aside from these specified
points, however, the empirical section serves as a test of the
major theme of the theoretical chapter as characterized above.
The finding that consumer losses are smaller than had previously
been suspected is consistent with the position taken here that
past studies have relied to ‘their detriment on an extremely .
narrow view of market processes. While the results of this paper
do not prompt a conclusion that problems are absent from this
industry, they certainly suggest that previous studies have been
inadequately specified and 1nterpreted without sufflclent
caution.

R The estimates provided in thls paper indicate that ‘
consumers do not spend a lot more on auto repair than we would
expect them to spend, given plausible objectives in terms of
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durability and performance.. For reasons explored at length in
Chapter 4, this cannot be taken as a .demonstration that consumer
- problems are absent. The obvious problems of measurement as well

- 'as the- difficulty in general of drawing conclusions from

expenditure data impose a rather wide confidence interval.
Further, these results provide no con51derat10n of search costs
which may be imposed on consumers. But these results are '
sufficiently strong to cast doubts.on the conventional wisdom.
If validated by subsequent research, these results would be of

- considerable policy significance. S : :

Since this study breaks new ground and provides results
that conflict with previous work, it would be premature to
advocate any particular long-term approach for policymakers in
this area. However, this study is not empty for purposes of
policy; since it stands in obvious contradiction to a widespread
view that strong reform measures are .called for. The results
presented here suggest that pollcymakers "tread lightly", at
least for the time being. For whatever reasons, consumers appear

_to be able to avoid much of the potential abuse in this .industry.

Given the nature of this industry, reform measures are likely to
be very costly and the potential benefit of reforms may not be as
great as had previously" been thought.

- In spite of the tentative.status of these results, it is
appropriate to consider what policy measures would follow, should
confirmation be forthcoming. A number of descriptions of
performance of the industry are consistent with a finding that
. direct consumer losses are between three and -five percent of
- total expenditure. One characterization which seems plausible,
and which may be confirmed or refuted by future investigations,
is the following. The overwhelming portion of output is produced
by firms that cater to a local clientele, rely on repeat
business, reputation, etc., and as a result avoid deceptive
practices. Losses are confined to a small number of transactions
in which the loss is large relative to the total value of the .
transaction. (The alternative, small losses on every
transaction, is considered below.) If this characterlzatlon can
be verified, appropriate policy measures would be confined to
those which combat the worst abuses. Disclosure laws would seem
to be desirable under these circumstances. However, greater
enforcement of business practice leglslatlon might also provide a
remedy. : )

. If, on the other hand, losses occur as a result of small
losses on each transaction, it seems unlikely that reform
measures would be cost effective. Any sort of extensive -
supervision or monitoring of the industry is likely to be very
costly, and justifiable only if total consumer losses were. found
to be quite large. Where small total losses are. spread out over
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a large number of transactions, costs of detecting abuses and
correcting behav1our are llkely to overwhelm even potential
benefit.

Some of the concerns for future research are fairly
obvious, given the discussion above. It would clearly be
desirable to seek confirmation or contradiction of this study'
through examination of any additional data sources that can be
identified. Many of the questions which are raised in the
empirical section do have empirical solutions. So, for example,
it would be useful to know more about the life expectancy of
automobiles in Canada and how that varies with regard to economic
variables. Similarly, it would be useful to know more about the
typical ownership history of a Canadian automobile -- how many
times does the typical vehicle change owners .and what is the role
of retailers in such transactions? : :

. The theoretical mOdels presented here are artificially
simplified, but do succeed in demonstrating the difficulty in
predicting the effects of deceptive practices. Nonetheless, it ‘
would be interesting to develop these models farther by examining
the impact. of relaxing some of the restrictions that have been
imposed. Such extensions of the model might allow for
specialization of shops into different classes (honest,
dishonest) or allowing producers to classify customers into
groups according to their likely knowledge of automobiles (men,
women; - -white collar, blue collar; etc.). The abstract nature. of
this work may dictate that government agencies may not wish to

- pursue this research directly, but instead may wish to wait for

progress along these lines to result from more strlctly academic
pursuits. There is certainly considerable risk as to whether

‘such modelling will yield results with any practical application.

It must be noted, however, that the problems which remain to be
modelled are central to virtually all of the consumer issues that .
have been referred to collectively as "deceptive practices".

Thus a case can be made for further research in spite of the risk
mentioned here. At the very least, policymakers should seek to

- remain informed of academic developments in this area.

: For the most part, further research on the effect of
institutions would naturally await confirmation of the empirical
characteristics of the status quo. There are a couple of
exceptions. The operation of provincial licencing schemes could
usefully be examined at this time. Of special interest is the
question of whether the operation of the apprenticeship system

‘introduces barriers to entry. Also, the effects of new

legislation in Quebec should be followed. The disclosure
provisions that have been introduced may be of great interest to
the other provinces.
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The development of this study and associated discussions
with officials of the Department of Consumer and Corporate
Affairs, have resulted in the identification of a number of
addltlonal consumer issues pertaining to automobile repair.
Among these issues are the follow1ng.

l. Is there s1gn1f1cant monopoly power in the supply of -
- repalr parts and does that monopoly power result in
consumer losses°tx

2. Does modular construction of major components
-+ (exhaust systems, for example) result in additional
repair costs wh1ch exceed’ sav1ngs in manufactur1ng°

3. What is the effect of new. technologies on 1ndustry
structure? For example, ‘will fuel injection systems, -
computer diagnostic systems, etc., force out everyone
but factory-affiliated agencies? ' i

4. Do manufacturers. have incentives to produce vehicles
withrappropriate reliability°

5. Do manufacturers honor new car warrant1es°

6. . Can the emerging extended warranty industry lead to
increased concentration in the repair industry?

7. What are consumer losses due to tariffs and
non—tarlff trade barriers?:

8. Are repalrs made under insurance excessively costly°
~ What incentives are there in this area for both
overprescrlptlon and mon1tor1ng of performance°

Many of these issues are not unlque to the automobile
repair industry nor do they follow from the basic- informational
problem that has been considered in this paper. These issues are
not addressed in the empirical portlon of this research. That
is, the consumer losses estimated in Chapter 4 are in addition to
any losses due to the factors mentloned above. .

There is no presumptlon here that these eight items
requ1re public action. For some issues, the potential problem
may be only .that. 1In others,-the cost of a remedy may exceed the
harm being done. For still others, such as tariffs, the consumer -
losses which exist may have been determined as the acceptable . _
cost of government p011c1es perta1n1ng to 1ncome redlstrlbutlon.
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It is worthwhile to repeat two_wafnings before closing.

. First, the results presented in this paper should not be
.interpreted to suggest that consumers diminish their caution in

purchasing automobile repairs. If desirable results are being
achieved in this industry, it may be largely due to the conscious
efforts of consumers to seek reputable firms and avoid abuses.

"Second, these results should not be taken by public authorities

to imply that individual complaints against repair firms are
invalid. Even if total losses are in the range of three to. five
percent, if those losses are concentrated into a very small

‘fraction of all transactions,.the loss to specific individuals

may be quite large.






