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This study analyses and compares the theories relating to adver-
tising and competition in economics literature with their operation in
the market-place, and with the attitudes and pronouncements of public
policy towards advertising and competition.

A survey of the main literature in economic theory concerned with
advertising and competition includes the theory of value, the theory of

the firm, and theories and empirical studies on the effects of advertising

-

and imperfect competition on prices, profits, barriers to entry and
product differentiation. Since no general agreement exists on these
theories and research, the review is interspersed with criticisms which
have been made about specific features of them, and also a short outline
of alternative theories which are considered to give a more accurate
account of the behaviour of firms in the real world.

Consumer behaviour in the market is then studied from three view-
points: a summary of the major academic theories of consumer behaviour;
the results of some empirical research into consumer behaviour: ﬁnd
eight case histories of products and services which show how products
are developed and introduced on the market.

Finally, the economic theories are compared with the results of
the empilrical research and the case histories. The theory and practice
of advertising and competition is then compared with extracts from the
reports of public bodies to illustrate the attitude of public policy
towards advertising and competition.

The conclusions draw attention to the major discrepancies which
appear to exist between theory and practice, and the implications that
follow for public policy which seems to be predominantly based on the

theory of the firm and the need to eliminate imperfections in the market

such as product differentiation, advertising and non-price competition.
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INTRODUCTION

This study analyses and compares the theories relating to advertising
and competition in economics literature with their operation in the
market-place. The divergences which are found to occur between theory
and practice are then compared with the attitudes and pronouncements of
public policy towards advertising and competition. The thesis 1s
divided into three parts.

Part .1 reviews the main literature in economic theory concerned
with advertising and competition, i.e. the theory of value, concept of
consumer sovereignty, theory of the firm - perfect and imperfect
competition, and theories and empirical studies on ‘the effects of adver-
tising and imperfect competition, in particular, oligopoly, on prices,
profits, barriers to entry and product differentiation. There is also
a short review of the economics of information which analyses the benefits
which buyers of advertised products gain from advertising as opposed to
the traditional approach of considering advertising almost entirely from
the viewpoint of the sellers of advertised products. Since there is by
no means general agreement on these theories and studies, the review is
interspersed with criticisms which have been made about specific features
of them.

This survey is followed by an outline of three alternative theories

which are - considered to give a more accurate account of the behaviour

of firms in the real world: managerial economics; management of demand;
and competition as a process and not as a situation. However, many of
the criticisms of the theory of the firm have been rejected as being
misconceived for a variety of reasons, viz. (1) since the theory was only
ever intended as an abstract model conceived for theoretical reasoning,iit
is not surprising that it should diverge from reality, and should not
therefore be taken at its face value; (2) that it provides a limiting

~case against which real situations can be compared and evaluated and

|



(3) that the major decisions of firms in the real world are dealt with

in the literature of the economics of industrial structure and organisation.

Finally, Part 1 outlines the concept of 'workable' competition which has
developed parallel with the traditional theory of the firm to explain
how under conditions of oligopoly and imperfect competition, it is
nevertheless possible for competition to flourish.

Part 2 studies the consumer in the market from three points of view.
First, by a brief survey of the major academic theories of consumer
behaviour, which is followed by examples of empirical research into
consumer behaviour including brand loyalty and brand share prediction.
Finally, eight case histories illustrate how products are developed and
introduced on the market, how firms compete, and the different forms

f

that competition can take.

Part 3 compares the economic  theories on advertising and competition
as outlined in the mainstream of economics literature in Part 1 with
examples taken from the case histories and the empirical research in
Part 2. In turn the theory and practice of advertising and competition
1s compared with examples taken from the Reports of such bodies as the
Monopolies and Mergers Commission, the Price Commission and the Office
of Fair Trading which illustrate the attitude of public policy towards
advertising and competition.

.The conclusions draw attention to the major discrepancies which
appear to exist between theory and practice, and the implications that
follow for public policy which is predominantly based on the theory of
the firm and the need to eliminate imperfections in the market such as

product differentiation, advertising and non-price competition.



1.

PART 1
REVIEW OF ECONOMIC THEORIES

OF ADVERTISING AND COMPETITION

Traditional Neo-classical Economic Theory
(a) Theory of Value

The factors which determine demand, supply and price comprise the
theory of value and distribution. This forms the core of orthodox
economic theory and is based on the "principle of equal net advantage',
i.e. that under the stimulus of prices-and profits resources move from
one occupation to another, and from the production of one type of product
or service to another.

" Adam Smith and his concept of "effective demand' contains the germ
of the modern theory of demand and supply, (Chapters 7 & 9, Book 1).
Briefly, Smith put forward that producers sought to earn the largest
possible profit, but in order to do so they had ‘to produce goods desired
by the community. Further, they must produce them in the right quantities,
otherwise too much would cause a low price and a low profit, while too
small a supply would cause an increase in price. The delicate mechanism
of the "invisible hand'" was also at work in the markets for the factors
of production - capital, land and labour - providing harmony as long as
factors sought the largest possible earnings. This was one part of the
system of social harmony in an economic society which was dependent on
the delicate balance of man's conflicting motives.

‘Ricardo's main achievements in-the theory of value and distribution
are set out in The Principles of Political Econdmz and Taxation (1817,
3rd edition, 1821). His theory of value was a quantity-of-labour theory.
He dismissed ‘'scarce' (i.e. irreproducible) commodities; he concentrated

on the mass of goods that may be 'increased by human industry' andtried

to demonstrate that the exchange values of commodities will be proportional
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to the quantities of labour embodied in them (included 'stored=-up' labour
in the form of machines etc.). The simplicity of this proposition was
stretched in later sections of the book on production requiring the use
of proportions ochapital and labour of varying qualities, but Ricardo
retained it as a fundamental element in his theory.

After Ricardo, most of the energies of the Classical school were
devoted to the labour theory of value, vaguely formulated by Adam Smith
and developed by Ricardo. It was widely criticised but not replaced
until the 'full cost' theory of John Stuart Mill that Ehe value of a
commodity depended on the amount of all the factors used to produce it.

The modern theory of value and distribution dates from the latter
part of the nineteenth century. ~The beginnings of the 'Marginal Utility
School! developed simultaneously around Jevons in England, Carl Menger in
Austria and Walras in Switzerland which approached the problem of value
from the side of demand and produced the theory that the value of a com-
modity depended on the 'utility' or satisfaction of a final marginal unit.
This led to the exposition of the utility analysis as the foundation of
both demand and supply, and as a general theory of choice. Much of what
the marginal utility school proclaimed is implicit in the classical
economists, but now for the first time, the dependence of value on
scarcity, in relation to demand, and the dependence of scarcity on cost
of production was made explicit. The shift in emphasis away from cost
of production towards demand and final consumption caused the change to
be described in terms of a shifttto a Subjective Theory of Value.

Although this theory was refined and developed by Wieser and Bohm-
Bawerk in Austria, it met with opposition in this country and was not
finally accepted until the publication of Alfred Marshall's Principles
of Economics in 1890. Marshall's contribution was to bring together
what had formerly been two competing theories into a single theory of
value and distribution. His basic proposition is that any price tends

to be that at which the quantity of the commodity demanded is equal’ to

r
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the quéntity supplied. Marshall showed how the demand curve depended
on the underlying utility relationships, and how the supply curve was
related to costs. Man's economic behaviour was based upon a balance
between the search for satisfaction (utility) and the avoidance of
sacrifice; this approach enabled Marshall to treat utility and costs as
the joint determinants of value. They were like the blades of a pair
of scissors, neither cutting solely by its own action.

He applied this general scheme to the whole field of economic
activity. The individual consumer obtained income by balancing the dis-
utility of effort with the utility derived from spending the income derived
from it. Likewise, the pattern of his expenditure was determined by the
utility to be obtained from a commodity at the expense of the utility
foregone in not buying others.

The two principles underlying this theory are (1) that price tends
to reflect opportunity costs, i.e. the sacrifice of the alternatives
foregone in producing a commodity or service, and (2) that consumers
spend their incomes in the ways they prefer, i.e. there is consumer
sovereignty. (Consumer sovereignty in its simplest form, signifies
that it i1s the preferences of consumers, as shown by the ways in which
they spend their money, that determine what merchandise is produced and
which services supplied.)

This proposition would naturally be easier to accept if all goods
were produced to order. The direction of economic activity would then
be determined by consumers' orders. Retailers would pass them on to
wholesalers, wholesalers to}manufacturers,*manufacturers to producers of
intermediate products, and so on. In practioa,of‘course, the vast
majority of merchandise is manufactured in anticipation of consumers'
demands. Nevertheless, even under round-about methodskof production,
which are continually lengthening as technical processes become more
complex, consumer sovereignty implies that businessmen whose anticipations

are correct, earn a larger money return than if they are wfong; « 1E they



are shown by events to be wrong, businessmen are compelled sooner or
later to change their plans, and to bring them more closely in line with
the wishes of consumers. In this way, it is still possible to maintain
that production is controlled by demand, or rather for the most part by
expected demand. Broadly, consumer sovereignty 1s more effective the
more competitive the market, and less effective where there is an element
of monopoly.

The theory of consumer sovereignty i1s subject to three limitations.
First, the amount of available resources and the state of.technical know-
ledge imposes an inherent limitation on the power of consumers to determine
what shall be produced. Secondly, the distortion implicit in inequality.
of income permits the pull on the market exerted by-the:rich man to be
disproportionately stronger than that exerted by the less wealthy.
Thirdly, there are the limitations imposed by the State: the sale of
some goods, such as certain drugs, may be prohibited; the consumption of
others, such as alcoholic drink before driving, is effectively restricted.
The first limitation is inherent;  the second can be alle&iated by thé
State through progressive taxation; the third is generally believed to
be beneficial,

In several important respects Marshall's concept of the theory of
value differed from that éf the Marginal Utility School:

1. In contrast to the concept of 'timeless equilibrium' Marshall
stréssed continually the importance of the time element in determining

price and value:

'... the margin, which must be studied in reference to long
periods and enduring results, differs in character as well
as in extent from that which must be studied in reference

to short periods and to passing fluct?ations.'
(Preface XVi1, 1920)

As a consequence, he considered the factors influencing the determination
of value under three time periods relevant to supply: the momentary
period in which equilibrium conditions relate to the disposal of a given

stock of a commodity; the short-run in which the equilibrium output 1s
f




related to a given numbef of producers operating'with given stocks of
equipment; and the long-fun in which the number of producers and the scale
of equipment at theilr disposal are assumed to be variable. Finally, it
was necessary for value to be considered in the 'non static' period when
all economic data such as tastes, technology, population, etc. are likely
to change. The importance of making these time distinctions was to
clarify that the influence of utility on value predominates during short

periods, but that of cost of production in the long run.

2. The Marginal Utility School considered the supply of factors
of production as given because it was taking just the immediate, i.e.
timeless period. On the other hand, Marshall did not take the factors

of production as given but as having a supply price; there is a certain

rate of return which it is necessary for a factor to receive to call forth

a certain quantity of it. The price is not a cost, but it measures cost.
3. The implicit assumption of the 'Marginal Utility School' that

wants are fixed was not accepted by Marshall:

'... although it is man's wants in the earliest stages of
his development that give rise to his activities, yet
afterwards each new step upwards is to be regarded as the
development of new activities giving rise to new wants,
rather than of new wants giving rise to new activities.'

, (1890, p.89)
Furthermore, Marshall pointed out the 'high theme of economic progress'
and was anxious to distance himself from the idea of treating economic
problems in terms of ‘'statical equilibrium' which he maintained was not
only an imperfect introduction, but 'barely even an introduction to the
study of the progress and development of industries which show a tendency
to increasing returns.' Since Marshall was well aware of the intricate
nature of economic rivalries in the real world, his comment was presumably
intended as a rebuke to those who had taken the analogy of Jevons
seriously (Statical Mechanics) so that economic analysis became pre-
occupied with equilibrium positions under conditions of competition.' A

second consequence followed from this preoccupation, as Dobb pointed: out:

J
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'following from this, dynamic considerations tend to be
ignored ... could not deal with the stability or instability
of paths of movement, and hence with fluctuations or with

change as a process.' (1973, p.173) |

The differences between the two views of the neo-classical doctrine were
synthesised by Pigou by placing it in a setting of stationary equilibrium
which turned it into a neat logical system, but which also neglected some

of the Marshallian concepts on time, wants, and competition.

(b) The Theory of the Firm: Perfect and Imperfect Competition

The essence of the theory of the firm as it has become familiar in

economic textbooks 1is as follows:

The theory is only applicable under the assumptions of perfect com-

petition. For an industry to be perfectly competitive two conditions

mist be met.

e

1. The product must be homogeneous so that the products of one firm

will be perfectly substitutable in the minds of the buyers for the product

|

of any other firm in the industry.
2. The most profitable output of the individual firm must be small

relative to the total ocutput coming onto the market. The latter con-

dition will be fulfilled only if the average cost of production in each

individual firm reaches its minimum at a relatively small output. It

will also be fulfilled only if the commodity is readily transportable and

if the buyers and sellers are in close physical proximity.

Perfect competition is then an analytical 'model' of the pure form

that a market would take 1if:

(a) there were many sellers of absolutely identical products in

!

relation to their total sales so that none could influence market price

by varying the quantity he was prepared to market, i.e. every seller is

faced by a horizontal demand curve. It follows that a firm with perfect

markets will not have any selling costs; there is no point in trying to

\
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increase the amount that can be sold at the market price when any amount

within,.the limits of the firm's capacity 1s saleable.
(b) buyers and sellers were aware with complete certainty of prices

and opportunities available everywhere in this and other markets, 1i.e.

there 1s perfect knowledge and therefore the absence of advertising and

other marketing costs;

(¢) significant economies of scale were absent so that no one seller
could grow to dominate the market (i.e. producers would remain relatively
small-scale); and

(d) there were no barriers of-any kind to the movement of land, labour,
and capital or of entrepreneurs from or to the rest of the economy.

The assumption is also made-in this static..theory.that in the short
run incomes and tastes remain the same, and the state of technology is
‘given.

Under these circumstances competition among producers would in the
long run ensure that every producer was operating with the most efficient
size of plant and equipment, producing the most efficient (low cost) out-
put, and was earning only the minimum amount of profit necessary to
maintain the minimum necessary number of producers in the industry.

Equilibrium is reached when prices are such that supply of every
commodity equals the demand for it, and no factors of. production have any
incentive to move into -another industry or occupation. It is true that
the prices of products are related to the prices of the factors of
production employed in producing them. But it is also true that the
prices of those factors depend on the value of their products both in the
industry under consideration and in other industries.

The prices of products in one industry are affected by the prices of
the possible substitutes ﬁroduced by other industries. . Everything
depends on everything else. The price system 1s a system; all prices

are mutually dependent on one another.

The model of perfect competition yields an 'ideal' outpui in the
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sense that the price consumers would have to pay to obtain additional
Supplies'of a commodity produced under these conditions would, in both

the short run and the long run, be just sufficient to bid the necessary

productive resources away from alternative uses. If production were |
everywhere organised in this ideal manner the price system would thus
secure an optimum distribution of economic resources to reflect consumers’
preferences in the most efficient way. The model thus provides a yard-
stick of economic efficiency in the allocation of resources.

"In the exposition of perfect competition, pure monopoly is treated

as a special case, and consists of the opposite of the three essential

elements of perfect competition, i.e. (1) one firm in the industry;

(2) producing a product wholly unlike the product of any other firm;

and (3) no possibility for new firms to enter the industry. Then it 1is
traditionaliy assumed that a single producer will be able to raise his
price and thereby earn a monopoly profit, depending upon the shape of his
demand curve.

Although both perfect competition and monopoly were seen to be
operating in the economy (many agricultural products and commodities
operate under conditions close to perfect competition; '"public utilities"
operate under conditions close to pure monopoly) the bulk of econcmic’
activity clearly operated between the extremes of perfect competition and
pure monopoly. Consequently, there were several attempts made to replace
or supplement the model of perfect competition. Most notable were the
concepts of monopolistic and imperfect competition developed during the
1930s by, respectively, E.H. Chamberlin and Joan Robinson. As she pointed. _
out in 1969: ‘

'«.. by showing that perfect competition cannot obtain in

manufacturing industry (imperfect competition) undermines

the complex of ideas erected on the slogan of “price equals
marginal cost'.' (Preface x1) ,

Imperfect competition covers the economic models of market forms used

in economic analysis other than perfect competition, i.e. monopolistic

/
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competition, oligipoly, duopoly through tO'moﬁopoly. In all cases of
competition, whether perfect or imperfect, freedom of entry of firms or
of other resources into the industry is assumed. The different types

of competition are then defined by ringing the changes on two fundamental
conditions: the homogeneity of the product and the number of firms.
Perfect competition assumes many firms and a homogeneous product, but
many firms producing products which are similar but not identical is
monopolistic competition. When a few firms are selling a homogeneous
product there is perfect oligopoly, whereas when a few firms are selling
heterogeneous products imperfect oligopoly exists.

Thus imperfect competition depicts a market situation which does not
fulfil all the conditions necessary for perfect competition and 1is
characterised by one or more of the following features: the ability of
sellers to iﬁfluence demand by persuading consumers that their product is
different from others of the same kind and thus generate some degree of
monopoly by such practices as product differentiation, branding,
advertising; restraints on the entry of competitors into any line of
production either because of the large scale of initial investment
- required or because of restrictive and collusive practices; the existence
of uncertainty and imperfect knowledge about prices and profits elsewhere;
the absence of price competition. There is a clear distinction drawn
between restrictive practices employed by a group to convert an otherwise
competitive situation into a monopoly and an individual mononly or near-
' monopoly which arises from the economies of large-scale production.

The distinctive contribution of Chamberlin and Robinson was to show
that in contrast to neo-classical economics it is more appropriate to set
out the analysis of monopoly, and treat perfect competition as a 3pec;al
case. Then the condition noticed under perfect competition that the
most profitable output occurs where price equals marginal cost is only a
special éase of the general*pr0position that all firms are most profitable

- at the output where the marginal revenue equals marginal cost.
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If the simplifying assumption is then adopted, as it is, that the
monopolist or the producer in an imperfectly competitive market will

produce such an output as will maximise his profits, output will tend to

be smaller other thingsﬂbeing equal (e.g. costs) than it would be in a

more competitive market. Whereas under perfect competition sellers are

price takers because the price is constant for all outputs, under all
degrees of imperfect competition the supplier is a price searcher because
he is faced by a declining démand curve so that an additional quantity
can be sold only if the price of all output is lowered. However, just
as with perfect competition, imperfect competition is also a static

theory which takes demand as given, and does not inquire how consumer

preferences are formed:

As Lady Robinson (1969) put it:

'The whole analysis, which in reality consists of
comparisons of static equilibrium positions, is dressed
up to appear to represent a process going on through time.

To put the argument into a dynamic setting ‘it 1s necessary

to distinguish between the short-period aspect of com-—

petition ... and the long period aspect.' (Preface vi-vii)
Under the imperfect competition analysis, the more markets are imperfect
the smaller the output because the higher the price has to be in order to

maximise profits; since the high price may attract new competitors, out-

put may remain below the optimum level,

It is therefore only under perfect competition, with perfect mobility

of resources, that private interest and social interest coincide.
Imperfect competition does not yield the best results in terms of econonic
welfare because it does not conform to the premise that consumers should
get the goods that they value more highly, and should go on getting them.
Thus in traditional theory the firm has been regarded mainly as a
vehicle for maximising profits and allocating resources or, where iF was
admitted that, in the presence of imperfect competition, this might no
longer be possible, the alternative behaviour of the firm has been con-

sidered almost entirely in terms of price theory. Traditional theory,
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too, has been concerned predominantly with whether profits are normal or

\

contain an element of monopoly profit.
Finally, the simplifying assumptions made in the theory of the firm
for purposes of analysis have the effect of confining the entrepreneur

to a straitjacket, and thereby reducing his role in the words of Benson

to a -

'<es Creature that moves
In predestinate grooves
He i1s not even a bus; he's a tram.'

(c¢) Advertising and Economic Theory

The adjective 'perfect' is a technical term used in economic analysis;
it has no necessary moral implication. An equivalent in the physical

sciences is 'perfect' vacuum which means complete not necessarily best.

Nevertheless, imperfect competition is often regarded as less desirable
competition, in particuiar the 'imperféction' of the market brought about
first, by advertising and other selling fechniques, and secondly, by a
market structure characterised by seller concentration - oligopoly.

Since discussions on advertising and oligopoly are inextricably linked,
before prbceeding to the relationship between advertising and competition,
the concept of oligopoly - the domination of an industry by a few firms -
requires elucidation.

The theoryhﬁf the'firﬁpredicﬁs that industries in which ou;put 18
produced by a few dominant firms may in the long run earn higher rates of
return., For this to oécur, the assumptions are made (1) that collusion
rather tﬂancompetitionﬁincreases'with concentration; apd (2) that there

are barriers to entry. Without these conditions monopoly profits will

not arise.
The other major feature of oligopoly under this theory is a diminution
of price competition among firms as a direct result of their mutual

interdependence. It is argued that there will be a general unwillingness

4
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to lower prices because this action will cause competitors to follow

suit, and since market shares will remain unchanged, all the firms will
suffer a fall in‘profits. Conversely no firm will readily;aise its
prices, because if others refuse to do likewise, the company which raises
its prices will lose share of the market. This will lead to a stagnant
situation in which prices will change only very slowly even when costs

are changing, and the market shares of the few large companies will remain
fairly stable. The appreciation among oligopolists of the interdependence
of their market behaviour leads them to forego independent price
initiatives in favour cf co-ordinating pricing (tacit or overt). More
commonly, oligopolistic markets are characterised by non-price competition
in the form of advertising and sales promotion activities aimed at product
differentiation and the development of brand loyalty, and these factors
rather than price competition will determine market shares.

The absence of independent pricing under an oligopolistic market
structure therefore leads to the prevalence of parallel prices and price -
leadership. A distinction is, however, made between disciplined and
barometric price leadership. The major conditions contributing towards
disciplined price leadership include not only high seller concentration
but also security against the entry into the market of new competitors,
similarity of products, the degree of elasticity of demand, and similarity
of cost levels and cost structures. The greater the discipline and the
more unresponsive the demand, the higher, other things being equal, are
prices and profits likely to be.-

Barometric price leadership comprises a much looser form of price
leadership where in the presence of frequent changes and differences in
cost and demand, products and production methods, and competitive
conditions, it is much more difficult for firms to sustain highly co-
ordinated pricing. In this more volatile situation the price leader will
only be followed immediately if his decisions are felt to be an accurate

1
reflection of changes in cost and market conditions. According to

el
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Stigler, in barometric pricing the price leader:

'‘Coomands adherence of rivals to his price only because and

to the extent that, his price reflects market conditions

with tolerable promptness.’ (1947, 446)

It has been further argued (Markham, 1951) that the factors responsible‘
for barometric price leadership result in a less orderly form of price
parallelism and a type of behaviour closer to that expected in an industry
composed of a larger number of sellers. As a result, the levels of
prices and profits are likely to diverge less from the competitive norm
than with the disciplined forms of parallel pricing.

The position of economic theory on the place of advertising in the
theory of the firm has been the subject of considerable debate and con-
troversy among economists.,

If, as 1is assumed under perfect competition buyers and sellers have
perfect knowledge advertising would be superfluous and represent a waste
of resources. If, on the other hand, there was not always perfect
knowledge, advertising could perform a useful function. It has been
generally accepted that in the real world some selling techniques are
necessary because information is'not perfect, or because indivisibilities
in production techniques require markets to be expanded.

A Nevertheless in the provision of information advertising
expenditure has been deemed for two reasons to be excessive and wasteful,
and therefore with undesirable effects on welfare:

1. Many advertisements are persuasive and not informative.
Persuasive advertisements stimulate product differentiation and brand
loyalty, and hence imperfect competition;

2. Advertising is jointly supplied with the commodity (Kaldor) in
the sense that the buyer must pay for both even though he ‘only wishes to
purchase the latter, and would buy less advertising than he does under
this arrangement if advertising were separated from the product.

This line of reasoning has led to proposals that advertising should

be taxed to provide an incentive for firms to reduce prices; that adver-

!
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tising expenditure would be reduced if large-scale retailers dominated

the distributive system; and that comparative testing of products by

public or private bodies would be more economic than advertising in
providing information.,

B Most recent discussion of advertising in relation to the

theory of the firm, and in the branch of economics dealing with industrial

structure/organisation has, however, concentrated on the welfare impli-

cations of the effect of advertising on competition, and particularly on

market structure:

1. The association of advertising with product differentiation in
building up brand loyalty, and thus causing imperfections in the market,
excess capacity and higher prices;

2. The significance of advertising as an important cause of

industrial concentration (an increase in the market share of the three or

four largest firms);

3. The role of advertising as a barrier to entry, which re-inforces

concentration and enables firms to earn monopoly profits.
C In a comparatively recent sector of economics — the economics
of information - advertising has been considered fromthe point of view

of buyers of advertised products as opposed to the sellers of these

products which has been the traditional approach.

These issues of advertising and economic theory are closely related,
but will be dealt with separately as far as possible for ease of exposition.
Al Advertising and Information
The first major economist to acknowledge advertising as a subject
for economic analysis was Alfred Marshall; he distinguished between
‘constructive' advertising, designed to inform people about products
offered for sale, which he thought was beneficial, and 'combative'
advertising which was primarily not informative but repetitive and

persuasive, and which was wasteful, even if it raised output and ‘lowered
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costs, because such economies could have been reaped without it.
(1919, p.305).

Marshall's separation of advertising content into two kinds was
adopted by Pigou‘during the 1920s, and he drew a similar but more extreme
distinction between 'informative' and ‘'competitive’ advertiéing. The

latter advertising had

'ees the sole purpose of transferring the demand for a

given commodity from one source of supply to another.'
(1932, 196-200)

He considered that most advertising was 'competitive' and therefore
undesirable. Advertising could lead to arrangements between formerly
independent firms and therefore tﬁ monopoly; it could be self-defeating
because the advertising efforts of competing firms cancelled one another
out; and it could merely substitute the products of one firm for those
of another andlmnre efficient firm. Pigou suggested that the wasteful
element in advertising might be prevented by taxing or even prohibiting
'competitive' advertising.

The distinction of advertising into two kinds continued with
apparently little empirical investigation. Stuart Chase

'Nine-tenths and more of advertising is largely competitive
wrangling as to the relative merits of two indistinguishable

compounds’. (1925, 113)
The distinction between informative and other advertising was considered |
logical and impracticable by Braithwaite (1932). She judged, however,
that most advertising was not informative. If advertising increased
output by facilitating standardisation and mass production, énd reduced
costs per unit and therefore prices, then it could be considered bene-
ficial. On the other hand, if it merely redistributed demand for
different commodities, resoﬁrces were used in a less desirable pattern
from the community's point of view.

It seemed to be‘implicit in the distinction made between 'informative'

and 'competitive' advertising that it was the function of the latter to

differentiate products. Braithwaite, for instance, propounded that
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advertising could restrict competition because price and quality lost
their powers as instruments of competition and were replaced by'the power
of producers to win markets by creating 'reputation'. This process of
creating ‘reputation’ monopolies then became cumulative and a vicilous
advertising circle was set 1n motion.

In the 1930s Chamberlin and Robinson developed Braifhwaite's notion
of reputation monopolies by claiming that advertising could be used to
'differentiate' products from one another by emphasising the less important
advantages and so create 'loyalty' for each brand; this gave each adver- )
tiser a pocket of monopoly and he could then charge a higher price for his
product, but his output was lower than it would be in perfect competition.

Later Robinson (1969) put this view more forthrightly: g

'... non—-price competition, such as artificial product

differentiation, advertising and sales promotion ...

accounts for the greatest part of the wastefulness of
imperfect markets.' (Preface, ix)

Comanor and Wilson (1974) also seemed to imply that advertising was the
essential ingredient required for the introduction of product

differentiation:
'«.. advertising in this analysis acts as a proxy for product

differentiation, or, more specifically, for the product and

market characteristics that permit heavy advertising expenditures

to differentiate effectively and the products of a firm from

those of its rivals. Although these product and market ¢ )

characteristics are not easily measured, they are typically |

characterized by heavy advertising expenditures.' (130-31)

The commonly-accepted distinction between 'informative' and 'combative’
advertising was applied by Lewis (1945, 1949) to retailers' and manu-
facturers' advertising respectively. He argued that consumers are better
guided by retailers into buying (standardised or mass produced) goods
they have chosen on the basis of their expert knowledge and experience
than by manufacturers each of whom is intent on pushing his own brand or '
variety on ill-informed purchasers.

'It should not be on the manufacturer's strident claims

that the public has to rely for information ... much

advertising by manufacturers is wasteful (because buyers | ‘

and sellers already know the facts, or when it is false or . -
misleading). (1945, 218-220)
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In this view, therefore, retail advertising is distingﬁished as 'desirable’
because it is informative; manufacturer advertising is considered
'undesirable' because it is mainly combative or persuasive.

The thesis that advertising was one way of conveying information to
consumers about a product they knew existed, but to mix information with
persuasion seemed undesirable, and the amount of resources devbted to
advertising seemed excessive persisted through the 1920s and 30s to the
50s and 60s. Harburf (1958) for instance, explains that most advertising
is 'largely persuasive in character and the information supplied is
selective'.

There were, however, economists who questioned the belief that it
was possible to isolate 'informative! frémﬁcompetitivé advertising, and
that one component of the content of advertisements could manipulate
demand against consumers' interests.

1. It has been pointed out, forhinstance (Harris & Seldon, p.74,
1962; Economists Advisory Group (1967, 79)) that the ability of
'persuasive’ advertising to manipulate demand contrary to the consumer'é
interest 1is at variance with economic theory in which consumers'
preferences are given and changes in them are largely ignored. Moreover,
conventional demand theory does not enquire into how consumers' prefer-
ences are formed in the first place.

2. It has been argued that the distinction drawn between 'informative'
and 'competitive' advertising is. a matter of semantics, and one which in
practice it is impossible to draw., Consequently, advertising per se
should be considered as providing some kind of information, e.g. Hicks:

‘The attention of the consumer has to be attracted and his

attention aroused. 1In order to perform its social function,

advertising has to be attractive and (let us not be afraid
to .say) persuasive.' (1962, p.257)

and Alderson:

'All effective communication is persuasive ... both
information and recommendation must be presented per-
suasively if they are to have any effect on purchasing
decisions.' (1968, 582)

L] #*I al
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3. The artificial distinction drawn between 'informative' and

*persuasive' advertising is based on a misunderstanding of the nature,

/
purpose and rationale of advertising which is wider than conveying

information to the consumer about products which are already in existencé
(new products; continually changing consumers - baby products; new
uses of an established product; changes in the product itself: Telser;
Ozga; Marris), e.g. Kirzner:

'The entrepreneur's task is not completed when he makes

information available to the consumer. He must also get

the consumer to notice and absorb the information ... It

1s not so much perhaps that effective communication needs

to be persuasive as that it needs to be eye-catching, mind- H

catching, and re-inforced by constant repetition'. (1973, 162)
Despite these counter—arguments to the conventional distinction
between 'informative' and 'persuasive' advertising, the traditional view

rersisted. Together with Kaldor's contrast of the higher cost of
advertising compared with that of an independent information service

plus his contention that advertising is biased, these views led to the
proposal that a more efficient and unbiased method of spreading necessary

information might be reports by independent consumer advisory units.

Thus Meade:

'Consumers are ignorant and gullible. It is, therefore,
desirable for the State to discourage private commercial.

advertisement and to foster disinterested consumer research
and information services.' (1964, 12).

More recently, Meade expanded this proposal:

'0f course much advertisement of an informative nature 1is
necessary and desirable. But much advertisement is not of
this kind. A tax on advertisement would increase the
incentive for firms to seek markets by cutting prices rather
than by persuasive bamboozlement ... Measures might be taken
to replace much interested persuasive advertisement with
impartial information through the promotion by the State of
bodies for consumers' research and education. The provision
and widespread dissemination by a number of independent semi-
public bodies of information about the' real qualities of
different products would increase the forces of the market
mechanism to which the producers would have to submit.'

(1975, 49-50)
A more extreme view that even an independent consumer advice system

might not be adequate to counterbalance the power of advertising was put
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'. .. consumer sovereignty can never be established as long

as the initiative lies with the producer. For the general

run of consumer goods, the buyer is necessarily an amateur

while the seller is a professional ... The great chain

stores exercise some monopsonistic influence in imposing a

kind of synthetic perfect market on small-scale producers,

but they cannot offer a counterweight to the great

oligopolists.' (1969, xii)

That independent information services for consumers are necessary
because the information provided by advertisements 1s designed by the
sellers of goods and 1s consequently biased was also propounded by the
Economists Advisory Group (1967, 78); while Reekie agrees with their

view that there 1s "too little information in particular' and suggests

'establishing some sort of rival to the Consumers' Association' (977, 86-88.

Bl Advertising and Competition

The view of many economists regarding the relationship between

advertising and competition 1is summed up by H.C. Simons:

'A major barrier to really competitive enterprise and
efficient service to consumers.' (1948, p.95)

The major criticism of advertising in the post—war period has been Kaldor's

'"The Economic Aspects of Advertising', (Rev. of Econ. Studies, Vol.XVII,

1950/51).

His criticisms are set out in some detail because they highlight the
major aspects of advertising and economic theory which have been the
subject’of controvergial debate and empirical investigation for the past
twenty-£five years.

Kaldor accepts the view that although the primary 'direct' function
of advertising is to provide information, it does not do this efficiently
for three reasons:

(a) Advertising is a waste of resources because advertisers buy more
advéftising than the public require with the result that there are
socially undesirable effects on welfare. This contention is expounded

from the classical economist's viewpoint of consumer sovereignty. For

r‘f

example, Kaldor defines advertising as a subsidised commodity which is
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offered by the manufacturer to the consumer at’n:i.l cost in the expectation
that there will be a consequential increase in the demand for his products.
In other words, the manufacturer is the seller of the advertising and the
consumer is the buyer. Therefore, because advertising is not bought sep-
arately, but is purchased as an integral part of the product, consumers
cannot.-easily evaluate whether or not they want it, and therefore its
true cost is not known, nor whether resources are economically used for
supplying 1it.

(b) Kaldor claims that advertising fails to provide enough unbiased
information.

(c) It iscostly. Whereas advertising in 1938 cost £68 m, the information
supplied by advertising could be provided more cheaply by an independent
information service, i.e. around £14 m.

In addition, Kaldor claimed that advertising has three 'indirect'
effects: first, it may stimulate the introduction of new products which
is undesirable. Secondly, it encourages spending at the expense of saving,
which is desirable in slumps and undesirable in booms. Thirdly, that it
switches demand from some products to others which is undesirable, 1i.e.
advertising shifts demand from smaller to larger firms, so reducing the
number of firms until the whole output of a commodity is produced by a
small number - oligopoly - so that competition no longer takes place by
means of prices, but by means of packaging, samples, coupons, gifts and
other attractions that might be considered secondary. This method of

competition has advantages and disadvantages compared with more perfect

competition, i.e. economies of large-scale production, finance, long-
term research and more risk-taking. Disadvantages include higher costs
of management, high selling costs (including advertising), higher prices,
barrier to entry to new firms with new ideas and methods because of the

high cost of breaking into the market, and a possibly dangerous concen-
tration of economic power.

Thus Lord Kaldor concluded that there are monopolistic and oligopo-

/
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listic tendencies inherent in advertising, which lead to a progressive
concentration of market power in the hands of large firms, so that this
concentration leads in turn to a reduction in the degree of freedom of
entry into the market for newcomers, and that \consequently it 1is possible

for existing firms to enjoy a higher level of profit without attracting

new competitors than would be possible if there were no advertising.

As a means of reducing advertising expenditure and other selling
costs Kaldor, like Lewis (op. cit. p.20) maintained that the distributive
system should be dominated by the retailer, and by retailer brands rather
than those of manufacturers. The manufacturers would supply large
retailers (chain stores, co-operative societies) who would tell them what
consumers wanted. It was also envisaged by both Lewis and Kaldor that

the pressure of retailer-domination would lead to a reduction in the

variety of products.

A2 Advertising Joint Supply

The joint supply argument that advertising expenditure 1is excessive
because consumers cannot purchase advertising separately from the product
has been criticised on several counts. The basis of the attacks has
usually been to question the various economic assumptions behind Kaldor's
hypothesis. Telser (1966), for instance, dissents from Kaldor's reasoning
because (1) existing economies of joint production would be lost with a
separate market for advertising messages; and (2) as long as there are
unadvertised or lightly advertised goods available in the market, the
price differential between these and advertised goods cannot exceed the
amount consumers are willing to pay for the extra advertising involved.

This last point has also been made by Stigler who further commented:

'The assimilation of information is not an easy or pleasant
- task for most people, and they may well be willing to pay
{ . more for the information when supplied. in an enjoyable form.
In principle this complementary demand for information and
entertainment is exactly analogous to the complementary
demand of consumers for commodities and delivery service or
air-conditioned stores'. (1961, 213-225) ’
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It has been argued bx Ozga (1960) that real consumer demand for
advertising is a great deal higher than Kaldor suggests because it forms
part of consumers' continual learning and remembering process. All
these criticisms assume that the argument is essentially whether the
consumer demand curve and the media supply curve are as far apart as
Kaldor suggests.

Lind (1975) on the other hand has pointed out that it is the manu-
facturer rather than the consumer who demands and buys the advertising, °
and it 1s the media rather than the manufacturer who supply it. ‘It is
illogical, therefore, to consider advertising as a separate entity from

the product, as much as it would be illogical to consider delivery vans,

for example, as separate from the product. On Lind's analysis advertising

is an input to business, the amount of which is determined on exactly
similar lines and with a roughly similar possibility of error, to those

of any other capital, labour or marketing input.

B2. Advertising, Concentration and Profits

Kaldor put the case most strongly that advertising 1s important in

promoting seller concentration:

'The economic effects of advertising must be judged there-
fore in terms of the advantages of the manufacturers'
oligopoly (as against the polypoly under wholesalers'
domination) which it helped to create and maintain ...
after advertising has been generally adopted ... sales
will have been concentrated among a smaller number of

firms and the size of the representative firm will have
increased.’ (1950, 13)

-This view that seller concentration is higher than it would be if firms

advertised less has stimulated a series of empirical investigations
which have tried to ascertain, first, whether there is a systematic

association between advertising intensity and industry concentration,

and secondly, the relationship between advertising intensity and profit-

ability. The assumptions underlying the argument that advertising

‘increases monopoly power 1s that it leads to an increase in the minimum

/
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efficient size of firm, and that there are increasing returns to

advertising.

v

Concentration: increasing or decreasing?

Before discussing the specific relationship that is claimed to exist
between advertising and concentration, it is necessary to point out that |
no general agreement exists on whether the degree of concentration in
industry has been increasing or decreasing in the economy as a whole,
nor into the factors which increase, decrease, and maintain concentration
in particular industries, viz.

In the USA in the 1930s and 40s there wasra general consensus
(Berle & Means (1932); Burns (1936); Galbraith (1948)) that increasing
concentration had been evident since the beginning of the century and
that its continuing increase was inevitable. In the 1950s as a result
of empirical and theoretical research these views were contested (Adelman
(1951); Penrose (1959)), and their conclusions were confirmed by official
statistics which showed a very stable structure of industry between
1954-72, and investigations into concentration ratio (the proportion of
total industry output accounted for by the largest three/four firms in
industry) which did not show a diminution in competition because the
firms do not remain the same.

In the 1970s the view that industrial concentration had been growing
in the UK was put forward (Aaronvitch & Sawyer (1974); Bannock (1971);
Marris (1964) and in pafticular by Prais (1976)). The dangers of this
development were emphasised as well as its implications for industrial
policy.

Jewkes (1977) has however pointed out that Prais has frequently
revised downwards the percentage of output he attributes to the '100

largest companies for the year 1970 from 52 per cent to 40/41 per cent,

while the Department of Industry in an official study gave the figure

. for 1970 at 37.7 per cent. He concludes:

/
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- "The stability (around 33 per cent) of the corresponding
percentage in American industry is now accepted by all
informed observers. It may be that in the UK we too are
reaching a stability around 38 per cent, the higher figure
for the UK perhaps being accounted for by our smaller
economy than the American ...' (1977, 24)
Other economists (Parkin (1972; Hart (1965)) have pointed out some
of the limitations in Prais' Gibrat's Law. Jewkes further maintains
that other mathematical economists have sought to understand the process
of industrial concentration by taking into account the éntry and exist
of firms into and out of the market and that the conclusion of Adelman
was the opposite of Prais, namely, that a tendency towards deconcentration
- could be expected and a growth in the size of the median firm.

Extensive analysis by Telser failed to find a correlation between
advertising expenditures and market structure when he compared market
concentration data with advertising intensity for forty-two industries:

'.e. There is little empirical support for an adverse

association between advertising and competition, despite

some plausible theorizing to the contrary.' (1964, 558)

His general findings were that initial injections of advertising in an
industry are not decisive, and that it is not the case that a given firm
can take a major advertising initiative, which then gives it a monopaly
wvhich persists. On the contrary, Telser suggests that industries tend

towards equilibria without being determined by historical advertising events

A study by Mann et al. of fourteen industries, ﬁowever, found a

positive correlation between four-firm concentration ratios and average
advertising-sales ratios (the simple correlation.coefficients range from
.41 to .72 among their several regressions) and concluded that:

'enough of the variance in concentration is explained ?Y' :
advertising intensity to raise an issue for public policy.
(1967, 38)

These findings sparked off considerable controversy. - Ekelund &
- Maurice (1969, Telser (1969 and Ekelund & Gramm (1970, 1971) have argued

that no correlation between advertising intensity and concengration ex1sts

~ in the USA. Doyle (1968), Reekie (1970) and Schnabel (1970) report
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similar negative findings with UK data. Conversely, Marcus (1969),
Mann et al. (1969) and Mann & Meehan (1971) have contended that there 1is
a significant correlation.
In a critical review of the literature J.L. Simon was less convinced
of the causal relationship between advertising and concentration:

'ee. it is the structural features of an industry rather

than decisions by single firms which determine the intensity

of advertising on the industry', and added '... 1n any case

the existing data are not well suited to a test of causality

from advertising to concentration because it 1s not very

reasonable to think of advertising as exogenous.' (1975, 169)
Thus the empirical data and the interpretation of them conflict about
wvhether or not there is a correlation between advertising and concentration.
It has been argued, however, that higher concentration alone does not lead
to higher profits, but that conditions of entry are an equally important
determinant.

The association between profitability and advertising intensity was
first noted by Comanor & Wilson (1967). Their paper which used similar
data to Telser, supplied empirical support for implications precisely the

opposite to his conclusions. (This contradiction is primarily a

reflection of differences in the conceptual and statistical approaches

adopted rather than differences in data or sample):

‘... advertising has a statistically significant and

quantitatively important impact upon profit rates which

provide a measure of market performance as well as

indicate the existence of market power,' (1967, 423)
Their findings showed that industries with high advertising outlays had
a profit rate that exceeded that of other industries by nearly four per-
centage points, i.e. nearly half as high again as the other industries in
the sample. Their findings were confirmed by Guth (1970) whose
investigations showed that advertising affects the distribution of firm

sizes in an industry; and that advertising increases the industry average

profit level. Furthermore, while a study by Lambin (1975) covering eight
different Western European countries found no significant association

between measures of market concentration and advertising intensity, it did
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find some support for the contention that advertising intensity increases
the capacity of the firm to charge higher prices and did find that
advertising could be an entry barrier for new firms, though this was
neither general nor systematic of the countries and markets studied.

However, Telser has commented on investigations which show this

N,

causal link between advertising and profits:

'ee. Were matters so simple it would be hard to explain

why all companies do not travel the same road to riches.'
(1968, 169)

In a critical assessment of the available evidence Schmalensee (1972)
analysed the impact of advertising on a firm's ability to earn monopoly
profits. He concluded that a correlation between advertising intensity
and profitability is to be expected even in the absence of a causal flow

from advertising to profits. He can find no evidence that advertising

increases the minimum efficient firm size, or that there are increasing

returns to advertising, or that advertising creates durable preference

-

changes that serve as entry barriers to new firms. He therefore con-

cludes that nothing is really known about the impact of advertising on

monopoly profits.

Ferguson (1974), when he examined the limited evidence, could also
find no support for the contention that there are incréasing returns to

advertising. He also pointed out the formidable econometric and measure-
ment problems present in the single-equation, multiple-regression tests

of the hypothesis that advertising decreases competition which are used

in most studies.

B3 Advertising as a Barrier to Entry

Stigler defines a barrier to entry as

'a cost of producing (at some or every rate of output) which |
must be borne by a firm which seeks to enter a business but
1s not borne by firms already in the industry'. (1968, 67)

A high level of expenditure on advertising in association with product

.

differentiation has been seen as an effective method of discouraging new
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entrants. This is contended to result from higher penetration costs
of new firms, consumer inertia, and the economies of scale in advertising
available to larger extant firms. Advertising has been criticised,
therefore, as a source of monopoly power through its impact on conditions
of entry, e.g. R.E. Cave: !

'ee. research in the USA has revealed that "heavy

advertising' worsens industry performance by raising

barriers to entry and increases market power.' (1968, 312)
However, there has by no means been a unanimity of view resulting from
the continuous debate and empirical investigations which have taken place.

The pioneering work in this field is that of Bain (1956) who measured
the influence of barriers to entry - classified as very high, substantial
and moderate to low = on the profit rates of the leading firms in a

sample of oligopolistic industries for the periods 1936~40 and 1947-51.

He found

‘product differentiation is of at least the same general

order of importance as an impediment to entry as are

economies of large-scale production and distribution'. (Ch.4)
This investigation was followed up by Mann (1966) who undertook research
into the relationship between seller concentration, barriers to eﬁtry,h
and profit rates for 1950-60 to determine whether the pattern Bain had
discovered was compatible with a period of time that was not part of the
Great Depression or of rapid post-war inflation. His findings supported
Bain's results. Furthermore, Bain (1968) has asserted that advertising

does inhibit entry:

'The product differentiation advantages of established firms
loom larger than any other sources of barriers to entry, and
especially large as a source of high and very high barriers

... This superiority of established firms in turn typically
hinges in important or major degree upon the susceptibility

bf buyers to persuasion through heavy advertising or other

sales promotion effort.' (1968, 281-282) .

Schmalensee (1972, 243) however could find no evidence in support of
Bain's conclusion. He further criticised the original Bain (1956)
investigation on the grounds that it performed no tests of hypotheses;

advertising was held to be a major source of entry barrier mainly when it

!
Y-




32
was intensive or when industry sources voiced the opinion that it limited
entry possibilities. Stigler (1968) has also passeﬁ critical judgment
on the Bain concept of limit pricing which is deployed to determine the
heights of his barriers.

In Bain's 1936-40 study based on forty-two US industries, in the
group of highly concentrated industries where the eight largest firms
accounted for 70 per cent or more of value added, the average profit rate
was significantly higher than in the less concentrated industries. A
re-examination of these industries by Brozen (1971) showed that even if
concentration had facilitated collusion initially this had been a short-
term phenomenon because fifteen years later the high and low profit rates
in these industries had moved back towards the average. Brozen's later
work (1971) also showed that Bain's results were biased by a statistical
error resulting from the incorrect assumption that industries were in
long=-run equilibrium.

There is an alternative view to that of Bain regarding concentration
which does not rest on economies of scale and which, therefore, does not

state that barriers to entry increase with concentration. McGee (1971),

Demsetz (1973) and Brozen (1971) have all concluded that concentration is
a measure of the relative efficiency of large firms. The higher industry

concentration, the greater is the relative efficiency of the largest firms.
In Demsetz's analysis profits do not arise due to output restriction or

collusion, but to superior performance resulting from uncertainty plus

luck or extraordinary insight by management.

'Since information is costly to obtain and techniques
difficult to duplicate, the firm may enjoy growth and a
superior rate of return for some time.' (1973, 3)

Ferguson concludes that if this view of concentration as a measure

of the relative efficiency of large firms is correct:

'eoeo finding advertising expenditure positively related to

concentration (and rates of return) does not indicate that

advertising is a barrier to entry or a source of monopoly
power., ' (1974, 61)
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Ferguson has also made some fundamental criticisms of the studies linking
advertising with monopoly power: that these investigations have been
conducted within an incomplete theoretical framework of the model of
structure-conduct-performance, e.g. it has been questioned wheé%er‘market
structure is a good indiéator or - determinant of monopoly power; it 1s
possible to question the economic significance of concentration-ratios
because of shortcomings and inaccuracies in the data; there are serious
doubts concerning the assumption of one-way causality of market structure
and conduct; there 1s no-generally agreed theory of collusion; there
is no measure of the conditions of entry - the extent to which established
firms can raise prices above marginal cost without attracting entry.

Since a theoretical basis on which to draw practical conclusions on
the relationship between advertising and monopoly power does not appear
to exist, and the variety of studies undertaken to assess the effects of
advertising on monopoly and industrial concentration have either been
inconclusive, or have been shown by later studies to have reached un-
justified conclusions, some economists have suggested that there is no
theoretical cr empirical basis for any public policy based on the

presumption that advertising decreases competition (Needham, 1971;

Ferguson, 1974).

C. Advertising and the Theory of the Economics of Information

As has been seen (Marshall, et al.) it has been conceded grudgingly
that advertising may fulfil a useful role in providing information where
buyers and sellers do not have perfect knowledge — even if the concept of
what constitutes information is somewhat ambiguous. On the other hand,
the assumption of perfect knowledge which 1s made in the conventional
theory of the firm means that the acquisition of knowledge of prices or
exchange opportunities in a perfect market 1is costless; so that knowledge

is, as it were, a free good.

Since in the real world information about available products is not

Fi
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a free good automatically available to anyone and everyone, a different
way of considering advertising has emerged cdmparatively recently in £he
econamics of information by concentrating on analysing the benefits which
buyers of advertised products gain from advertisements as opposed to the
traditional approach of considering advertising almost entirely from the

viewpoint of the sellers of advertised products.

The seminal article by Stigler criticised the neglect in economic

|

theory of the cost of search for information:

'.es Iinformation ... occupies a slum dwelling in the town -
of economics ... Mostly it is ignored ... And one of the
information-producing industries, advertising, is treated
with a hostility that economists normally reserve for
tariffs or monopolists.' (1961, 213)

He illustrated his criticism by analysing one important role of advertising
for buyers: the identification of sellers and the ascertaimment of'market
price. The expansion of recruitment advertising over the past two
decades has been an important factor, for example, in bringing job
opportunities and current wages and salaries to the attention of job
seekers, thus reducing the cost and time of search for employees. (Fulop,
1971, 65). In the absence of advertising, buyers must acquire infor-
mation in other ways, or make decisions without it. In certain circum-
stances this may be more costly for buyers than the cost of resources
devoted to advertising.

Furthermore, once there 1s an awareness of the cost of the search
for information, it becomes possible to explain why buyers attach
importance to 'reputation'; it economises on search because it denotes
the persistence of quality. As Stigler points out:

'When economists deplore the reliance of the consumer

on reputation ... they implicitly assume that the

consumer has a large laboratory, ready to deliver

current information quickly and gratuitously,' (1961, 224)

Johnson has also emphasised that information i; not a free good, and

maintains that this misconception arises as a result of the basic

assumption of perfect knowledge in the theory of the firm:

!
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'The approach of politicians and the general public to

advertising, like that of economic theory, is still

dominated by the idea that everyone knows what he wants.'
(1967, 14)

L

Consequently, Johnson maintains that:

'«... Information is important, worth spending resources
on acquiring, and advertising is only one of the many ways

of providing information.' (1967, 14)
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II Alternative Theories to the Theory of fhe.Firm

In the neo-classical theory of the firm it has been seen that

competition is used in a technical sense to classify market conditions

~according to the degree of control over prices exercised by producers or

consumers. In this technical meaning of market situations, competition
embraces only impersonal adaptations to given conditions, and 1t 1s
assumed that the most wanted products, and the least cost methods and
scales of production are known. Despite adaptations and modifications
which have been incorporated in the theory to explain a variety of market
conditions such as oligopoly, etc. the raison d'étre of the theory has

remained unchanged - a method of specifying the mechanisms by which:

resources are allocated in the market-place.

There are three major criticisms of the theory:

1. That its basic assumptions that the objective of the firm is
to maximise net revenue, and that decision behaviour is guided by the
precepts of utility maximisations do not accord with the behaviour of
firms in the real world where the motives underlying behaviour are more
canplex and multi-dimensional, and where perfect maximisation would be

too expensive and time-consuming to achieve in a world of imperfect know-

ledge for firms and consumers.

2. That the theory is inadequate because insufficient attention has

been paid to the behaviour of the large corporation or firm which has

}
become the norm over wide areas of industry as a consequence of techno-
logical developments, economies of scale, and the separation of ownership

and control which stems from the growth of the joint stock company. These

claimed defects have been tackled from two different viewpoints. First,

the school of managerial economics (J. Downie, The Competitive Process,

London, 1958; William Baumol, Business Behaviour Value and Growth, 1959;

Robin Marris, The Econamic Theory of 'Managerial' Capitalism, 1964).
Secondly, by Kenneth Galbraith (1958, 1963, 1969) who adopted Marris'

basic proposition that it was more accurate to regard the economy as
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operating entirely on a managerial basis than the common practice of
treating it as operating in the traditional manner of the theory of the
firm. Concomitant with this tenet was the implication for public policy
that attempts should not be made to revive artificially traditional forms

of competition.

Galbraith, however, departed significantly from managerial economics

with his assertion that the large corporation utilises advertising to
control consumer demand, and thereby nullifies consumer sovereignty

(there 1is, for example, a fundamental difference between Marris' exPlanatioﬁ
of how a new product is introduced to the market, and the assumptions made
by Galbraith), and his doctrine that the 'countervailing power' of dis-
tributors should be utilised to control the power of the large corporation
rather than legislation.

3. That the factors which are taken for granted in traditionmal
theory, i.e. that there is perfect knowledge, that the shape of the demand
curve 1s known, that consumer preferences are known = these are precisely
the uncertainties which exist continuously in the real world, and which
provide opportunities for firms and create competition. This theory of
competition as a process rather than a situation has been expounded most

fully by Kirzner (1973), but many of its components have been put forward

by other econcmists as well,

(a) Managerial Economics

Managerial economics which describes and predicts the internal
decision-making process of a firm is based on propositions which are
directly related to two major criticisms of traditional theory. First,
firms do not decide how much to produce by equating marginal cost with |
marginal revenue. As evidence, the difference between the economic

concept of cost in the theory has been contrasted with the accounting

concept of cost used in actual business firms.

s
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Secondly, it 1s argued that traditional theory fails to view the
firm as an organisation, and hence ignores*the existence of such factors
as management planning, budgets, standard operating procedures, énd the
cost of other components which should be included in the theory of a firmm's

decision-making process. (A. Papandreou 'Some Basic Problems in the

Theory of the Fimm', in B.F. Haley (ed.) A Survey of Contemporary

Economics, Vol.2, 183-219, Homewood, I1l.).

These and other criticisms of managerial econocmists reflect the
emphasis placed in the neo-classical theory to explain, at a general level,
the behaviour of firms within a given market, and not the behaviour of
individuals within a particuler firm.

The first major revision of neo-classical theory to incorporate these
criticisms was put forward by Baumol who concluded that firms do not
devote all thelr energies to maximising profits but rather that as long
as a 'satisfactory level' of profit is maintained a company will seek to
maximise its sales revenue. In this theory, therefore,';otél sales
revenue has been substituted for profits, and two decision criteria or
objectives have been introduced - namely, a satisfactory level of profit
and the maximum sales turnover. In other words, the firm is no longer
viewed as working towards one objective alone, but is portrayed as
trying to balance two competing and not necessarily consistent goals.

From this hypothesis Baumol drew important conclusions which it is
claimed are more consistent with observed behaviour than those drawn from

|

conventional theory:

\I

1. Firms faced with an increase in fixed costs will either pass
/

on these costs directly to the consumer in the form of higher prices or
will try to reduce an expense over which they have some control, e.g.
advertising expenditures. Conventional theory, on the other hand, asserts

that changes in fixed costs should not lead a firm to alter either its

output or its.prices.
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2. Baumol also maintained that:

'Sales maximization makes far greater presumption that

businessmen will consider non-price competition to be

the more advantageous alternative.' (1959, 76)

This conclusion 1s in contrast to neo—-classical theory which asserts that
businessmen will consider price cuts or increases as the primary mechanism
for increasing profits; whereas observations of business behaviour do not
support this view. On the contrary, firms appear to go to great lengths
to set their prices at the same levels as their competitors, while
devoting their competitive energies-towards advertising, product
differentiation, servicing, etc.

Although Baumol's theory appears more consistent with observed
behaviour, it focusses primarily upon the behaviour of firms in the market-
place. It did not consider the analysis and prediction of a firm's
decision-making behaviour on price, output, internal resource allocation,
and so on. As a consequence, market theories of the firm have been
supplemented by Behavioural theories of the firm which seek to show how
an organisation makes decisions on the basis of the information that is
available at any given point in time. It is a theory of decision-making
behaviour which has substituted the notion of a satisfactory level of
performance for the neo-classical principle of maximisation. By abandoning
maximising for the behavioural principile of satisficing, it is possible to
add as many goals or objectives to the theory as is consistent with
observed behaviour. (See R.M. Cyert, A.E. Feigenbaum and J.G. March (1959)

'Models in a Behavioural Theory of the Firm', Behavioural Sci., 4, 81;95).

A third strand in managerial economics i1s heuristic programming which
seeks to incorporate into the theoretical model the selective, rule of
thumb processes that humans employ in solving complex problems.

The theories of individual or organisational decision-making
behaviour reveal a different working of the price mechanism in observed
practice than those portrayed in traditional theory. If firms only

maximise sales revenue subject to a satisfactory-profit constraint, or
¢ y .

r
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behavioural theory of the firm, then firms no longer maximise any
criterion function. Similarly, such theories are at variance with con=-
ventional theory that firms or individuals make decisions by maximising
a clearly-defined decision function. Evidence collected, however,
supports the hypothesis that individuals and organisations make decisions
by paying attention to a limited number of objectives and by doing what
they can to see that they meet these goals most of the time. Under'this
hypothesis the setting of prices is only one of a number of organisational
objectives. As a result, a firm will only consider price alterations as
one of the possible alternatives facing it at any point in time. A
corollary of this conclusion is that changes in the prices of a firmis
inputs will also not have the effects on their decision processes that
are asserted by conventional theory.

These theories of complex organisations trying to satisfy many
competing goals also have repercussions on the theories of market
behaviour, e.g. oligopolists consider non-price competition to be the
more advéntageous. The behavioural theory of the firm also suggests
that large firms, whether oligopolists or not, prefer to operate in a
stable environment. One way to achieve this is to avoid price competition.
On this premise, such a theory is unlikely to represent the market as a
place where firms struggle fiercely to meet price competition. It would
however provide a more accurate picture of the nature of competitive
markets and of the forces that influence the behaviour of individual firms.

Managerial economics thus has different implications for economic
policy than conventional theofy‘which asserts that competitive pricing 1is
the most efficient way to keep the prices of finished products as low as
possible.

As Clarkson summeéd it up:

'When competitive pricing appears to have vanished and one
or two companies dominate an industry, antitrust measures
are invoked with the intent of restoring competitive pricing!
to that particular market. But if, as investigations of

business behaviour suggest, the pricing decision is only

!
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one of a firm's decision problems, then increasing the
number of firms in the market may not have the desired
effect. In other words, unless it can be shown that
the number of firms in the industry has a direct effect
on the prices that are set,: it does not make much sense

to invoke antitrust measures whose purpose is to 1ncrease
the number of competing firms.' (1968, 66)

Marris put forward amore comprehensive account of the basic micro-theory

of managerial economics developed by Baumol and Downie; 1in particular,
he considered the ways in which corporate organisations develop quasi-

higher objectives of their own and the means by which they pursue them.

Marris questioned one of the major assumptions of conventional theory -
that the firm faces a static demand curve, the shape of which is determined
over time by external factors, e.g. changes in tastes, changes in income.

On this assumption price becomes the only decision-variable capable of
influencing the quantity sold, although at a later date neo-classical

writers added other variables such as advertising expenditure and/orx
quality variation. Marris concluded that none of these factors provide

a satisfactory explanation of the existence and growth of the firm over a

long period of time.,

Marris started from an opposite premise to the assumption of the
conventional theory, i.e. that the distinctive feature of the managerial
capitalist corporation is its capacity to initiate its own growth.
Furthermore, although growth of demand is created by the individual firm,
it is subject to restraints arising from demand, from the need for

A

finance, and from restraints which are not directly economic, e.g. staff
training. According to this theory, the rate at which demand expands
is dependent on policy decisions relating to diversification, prices and

marketing expenditure. These factors, given the production.techniQues

-

employed and the general level of internal efficiency, affect profitability.

On the other hand, profitability is an essential element in determining

.

'
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growth, because there is a close relationship_between‘the rate of return
and the maximum sustainable growth rate of capacity.
The Marris model for growth is divided into two: problems of

management, and problems of economics. The former include making

decisions on how the diversification rate, price policy, and other
variables affecting demand should be set. The second part of the model
deals exclusively with terms of growth rate and profit rate and valuation
ratio. This model provides an explanation of why demand can be con-
tinued at differential rates indefinitely‘betweeﬁ individual firms. It
also seeks to provide an explanation of why, even if internal efficiency

varies between firms, the less efficient may continue in business for a

very long time indeed.

(b) Management of Demand (Galbraith)

Although Galbraith agreed with the basic propositions of the economic
theory of managerial behaviour he criticised the.theory for its continued
acceptance of the consumer sovereignty assumption of conventional theory,
l.e. that firms were still subject to the constraints of the market,
particularly the influence of the consumer. He contended that if those
who put forward the economic tﬂeory of managerial behaviour 'had been
prepared to accept the full significance of the abandonment by the modern
corporation of the principle of profit maximisation, then they would also
have realised that it was no ‘longer subordinate to market influences, and
consequently, that the concept of consumer sovereignty has become invalid.

Galbraith's main thesis is that since the modern corporation is no

longer subordinate to market influences, the concept of consumer

sovereignty 1s no longer a valid assumption in determining the behaviour

1

of the large corporation. ‘'Consumer sovereignty as a pure case will not

do'.

'+es the theory of the firm and how it maximises its revenue

in the market has undergone endless refinement in recent

)

- 1 '
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decades. This theory assumes that the man who maximises
the revenue gets the revenue or a compelling share. So he

goes on a Wisconsin dairy farm. But this 1s not so in the

modern large corporation where the management is on a salary

and the beneficiaries are stockholders whom the managers

have never seen. Although the large corporation, like the

union, 1s far from new, it has never been assimilated into

the main body of economics.' (1969, 410)
According to Galbraith the changed situation has been caused by the demands
of technology, economies of scale, and the long gestation time of pro-
duction which have led to the demise of the market; while the separation
of ownership from control has caused control in most cases to pass from
from the entrepreneur to the technostructure. As a consequence, the
'accepted sequence' of traditional economic theory, the flow of instructions
by means of purchases from individual consumer wvia the market to the
producer, is no longer valid. The mature corporation has the means to
control prices, both of its raw materials and of its products. The

producer reaches forward and controls the market and also the behaviour

of the consumer, whom he purports to serve. This is what Galbraith

~calls the 'revised sequence’.
Galbraith, as a result of the above analysis, puts forward three
major propositions:
1. The main purpose of large firms is to make themselves larger:;
2. Once they have achieved a great size their security 1s assured;

3. Firms must have sufficient control over their markets in order
to reap rewards.

Freedom from risk is ensured by planning, by control of prices, and control
of the amount sold. In particular large size allows advertising, a well-
nurtured sales organisation and careful management of product design which

can help to ensure the needed customer response. By the deployment of

these weapons:

'Means can always be found to keep exercise of consumer
discretion within workable limits.' (1969, 212)

By these means, it has become possible for large firms to be autonomous
planning units with sufficient control over their markets to avoid the

vagaries of consumer demand and the entry of potential competitors.
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It is unrealistic, according to Galbraith, to attempt to break the
autononmy of such firms by policies designed to restore competition because
these firms operate in industries in which the economies of scale are
decisive and where size is a condition for innovation. The strengtﬁ of
such concerns depends ultimately on the advantages to be derived from
advanced technology and from the expenditure on research and development
needed to promote it. These advantages can be secured only if operations
are conducted on a large scale and if there is freedom from risk. Where
large distributors confront large manufacturers, we have an illustration
of the doctrine of 'countervailing power'. For the defence of the public
interest rather than trying to restore old forms of competition in
industries one must rely in such circumstances on the bargaining power
of large customers.

In the Galbraith model advertising is a major factor in managing
consumer demand, and thus in nullifying consumer sovereignty. He believes
this situation developed because the industrial system requires a mechanism
for making men want what it provides. However, this mechanism would not
work - wants would not be subject to manipulation - had not these wants
been dulled by sufficiency. In other words, advertising is so effective

because the basic needs of consumers have been met.

(c) Competition as a Process Not a Situation

A fundamental attack on the neo-classical theory of the firm has
been expounded by Kirzner (1973) for its mechanistic and therefore

inaccurate analysis of competition.

In this view, the major weakness of traditional theory is the concept

of competition as a market situation which means that there is a

mechanistic allocation of resources in the market-place. In particular,

it is argued that the attempts in traditional theory to incorporate mon-

opolistic and imperfect competition in an equilibrium theory has led to
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a misleading view of these forms of organisation, as well as of adver-
tising. In perfect and imperfect competition, and oligopoly, all three
theories focus on the short-run and examine static competition in which
incomes, tastes, technology are assumed unchanged. Kirzner believes
that a more accurate picture of economic activity can be obtained by
regarding competition as a market process

'which depends on the freedom of those with better ideas or

with greater willingness to serve the market to offer better

opportunities’. (1973, 98)

In this alternative view of competition as a market process the

chief departure from conventional theory is in the role of the entrepreneur:

'His [the entrepreneur'’s] role only become somehow
identified with movements from one equilibrium position

to another with "“innovations'" and with dynamic changes,

but not with the dynamics of the equilibrating process

itself ... [Students of price theory] have completely

overlooked the role of the entrepreneur in exploiting

superior awareness of price discrepancies within the

economic system.' (1973, 27)
This omission arises, according to Kirzner, because conventional theory
deals with equilibrium in which there is no room for the entrepreneur.
When the decisions of all market participants dovetail completely, so
that each plan correctly assumes the corresponding plans of the other
participants and no possibility exists for any altered plans that would
be simultaneously preferred by the relevant participants, there is
nothing left for the entrepreneur to do.

This view of entrepreneurship and competition has a close similarity

with that of another 'Austrian' economist, Schumpeter (see also p. 50).

Schumpeter has defined the role of the entrepreneur as:

... to reform or revolutionise the pattern of production
by exploiting an invention or, more generally, an untried
technological possibility for producing a new commodity

or producing an old one in a new way, by opening up a new
source of supply of materials or a new outlet for products,
by reorganising an industry.' (1967, p.132).

Although Kirzner acknowledges the similarity between his views on the

role of the entrepreneur with those of Schumpeter, he also stresses the

important difference between them:
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'"For Schumpeter the entrepreneur is the disruptive dis-
equilibrating force that dislodges the market from the
somnolence of equilibrium; for us the entrepreneur 1is
the equilibrating force whose activity responds to the
existing tensions and provides those corrections for
which the unexploited opportunities have been crying out.

(1973, p.127)
Kirzner's major criticism of conventional theory is, however, reserved
for the theories of monopolistic and imperfect competition which emerged
as a result of extensive dissatisfaction with the theory of price as it
had developed until the 1920s, and its apparent failure to correspond
with characteristics of the real world. For Kirzner, the major weakness
of these theories is that they incorporate only minor modifications of
perfect competition: they still depict an equilibrium situation, they
are still based on given and known demand and supply curves, and they only
differ from the theory of perfect competition in the shapes attributed to

these curves.

'Thus replacing the old equilibrium theory by a new
equilibrium theory preserved the theoretical dissatisfaction
of the old theory while failing to offer the simplest ex-

planation of thse real-world phenomena it left unaccounted
fOrn' (1973’ p-114) |

It has been this failure to change fundamentally the basic assumptions of
imperfect competition from those of perfect competition which has led,
according to Kirzner, such phenomena as advertising and product differ-
entiation to be invariably identified as monopolistic elements to the
market.

'whereas if competition is looked at as a process they would

be seen as strategic weapons in the competitive arsenal of
rival entrepreneurs.,’' (1973, p.210)
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(III) Replies to the Critics of Conventional Theory
(a) Conventional Theory of the Firm - a Technical Model Only

The main response of economists who believe that the theory of the
firm has an important role in economic analysis to the crificism;that
it 1s divorced from reality is to point out that it is intended as a
technical model designed to explain competition, price and the allocation
of resources. Consequently, as an abstract model of industry conceived
by economists for theoretical reasoning, it 1s not surprising that it

!

should diverge from reality, and should not therefore, be taken at its

face value.

As Johnson put it:

'Some of the things economists talk to each other about
are not suitable for airing in public.' (1967, p.9)

Hallett has pointed out:

'An economic model should not be confused with the reality
it seeks to explain.' (1967, p.8)

And Allen has commented:

'Yet no one believes nowadays in that proposition (consumer

sovereignty) in 1its extreme form except as an analytical
device.' (1969, p.30)

It 1s also widely recognised that since the only form of competition
f
analysed in perfect competition is price competition, other forms of

competition such as sales promotion are automatically excluded from the
analysis. It would not however be concluded that these other forms of
competition are necessarily against the interests of consumers unless
perfect competition is a practical alternative.

On the other hand, many supporters of the neo-classical theory of
the firm would not regard criticism of the model of perfect competition
as damaging, but would argue that it provides a limiting case against
which real situations can be compared and evaluated. Thus it couid be
argued that in a certain industry at a certain time the situation 1is
. more competitive (i.e. closer to perfect competifion) than in another.
Further, it can be said that certain industrial practices are or are n§t

3

i
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conducive to approaching perfect competition. On such an analysis
advertising, for example, would be regarded as 'second best' and.only to
be tolerated because of imperfections in the market, i.e. imperfect
knowledge. Similarly, the emphasis in perfect competition on price
competition has led to the conclusion that any other type of competition
can only be a poor substitute. It has been argued, for instance, that

many types of non-type competition were introduced as a result of resale
price maintenance, and that once this was abolished other forms of

competition, apart from price, would tend to disappear. An example of

this view is that put by Lewis (1949):

'Coupon trading is just an adjunct to non-price competition
between manufacturers and to manufacturers' advertisements;
and the trading stamp is primarily the product of resale
price maintenance. If these sources of market imperfection

were removed most of this form of trading would disappear.'
(149)

. In other words, although the model of perfect competition has been devised
for theoretical reasoning only it has often been regarded as a goal
towards which firms should aim. Yet as Wilson has commented.

'‘Perfect competition is not a norm, and the fact that it

has been taken for one is a remarkable example of the way
in which we can mislead ourselves with our own emotive

terminology. Indeed the expression 'perfect competition’
has probably done more to darken counsel than any other in

modern economic literature ...'. (1962, p.119)

(b) Organisation of the Firm Included in the Economics of Industry

Perhaps rather surprisingly, the literature on the economics of

industrial structure and organisation which studies the behaviour of the’

!

firm in the real world has made little attempt to integrate the main

areas of the subject - size, entry conditions, concentration, vertical

integration and diversification, and decision-making processes - with

_'.-"".t'

conventional theory. The reason may be that decisions as to the nature

™~

and extent of vertical integration and diversification are among the key

strategic decisions taken by firms, as are those relating to total size

¥
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and to rate of growth, whereas these decisions are relatively unimportant
in conventional theory because the firm is limited to a single product,

and the abstraction introduced into the theory provide it with little

room for manoeuvre.

Yamey has pointed out how the conventional theory of the firm and

the economics of industrial structure co-exist:

'"The omission of strategic decisions from the scope of
theoretical formulations is not necessarily a defect from
the point of view of the uses to which the theories are

put. But the omission has meant that the body of knowledge
and analysis about these decisions has had to find a home

in the more applied branch of economics known variously by
such names as the economics of industry, the structure of
industry, or industrial organisation.' (1973, 8)

Despite this separation of the theory of the firm from the economics of

industrial organisation, when investigations are made into the relation-

ship between advertising and competition (pp.235 they start from the

premises of conventional theory.

(c) Concept :of 'Workable' Competition

Some specialists in the economics of industrial structure (Yamey,

(1973), p.9; Allen (1969), p. 92; Johnson (1970), p.5) relate the
strategic decisions made by firms‘to explain their actions to the concept
of 'workable' competition. This concept of competition has developed
parallel with the traditional theory of the firm to explain how under
conditions of oligopoly and imperfect competition it is possible for

competition to flourish.

The concept of 'workable' competition is based on the following

precepts:
1. That oligopoly is unavoidable in many industries. It should

not therefore be regarded ipso facto as inferior competition because some

elements of imperfect competition are inevitable such as large-scale

production, variations in consumer preferences and spatial monopolies;
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while other elements such as product improvements, and sales promotion
and advertising designed to inform or persuade consumers to try new
commodities or services may be considered desirable.

2. There is no necessary relationship between a large firm and

monopoly. There can be large size without monopoly; there can be-
monopoly without large size.

3. Competition 1s wider and more pervasivé than those who try to
apply the models of perfect and imperfect competition are prepared to
concede. This mistake arises from considering competition as existing
only between firms in an industry and neglecting the competition between
the products of near monopolists; and from taking a short-term view of

the economy rather than a dynamic view over time inwhichpmonopolies are
sooner or later broken up by new competition.

4, Criticismes of oligopoly and other forms of imperfect competition
should be reserved for the avoidable elements, and these should be dis-
tinguished clearly from the inevitable elements.

The concept of 'workable' competition was first propounded at the
beginning of the century by Clark who believed that trusts were efficient
and inevitable and also that potential rivals were an efficient check upon

them:

'When prices are unduly high, owing to the grasping policy of
some trust, what happens? New competition usually appears
in the field. Capital is seeking outlets, but it has become
hard to find them ... The mill that has never been built 1is

already a power in the market: for if it will surely be built
under certain conditions, the effect of this certainty is to
keep prices down.' (1901, p.13)

Thus potential competition lurking in the background is seen as the chief
constraint on the policies and prices of firms. Clark's fear was that
restrictive practices (selective price-cutting, pre-emption of dealers,‘ H
etc.) would stop potential competition, and he wished to restrict public
policy to eliminating such practices.

Half-a-century later Schumpeter stressed that the competition

'which counts' is not traditional price competition but the importance of
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widening consumer choice and the response to changing consumer

preferences by competing firms.

'«e. the competition from the new commodity, the new

technology, the new source of supply, the new type of
organisation ... competition which commands a decisive
cost or quality advantage and which strikes not at the
margins of the profits and the output of existing firms
but at their foundations and at their very lives.'

(1950, p.84)

Hence, according to Schumpeter, the market was characterised by a

'perennial gale of creative destruction' which a monopoly of the original

product could not withstand.

According to Mason the essence of 'workable' competition 1is

'... the availability to both buyer and seller of
alternative courses of action.' (1957, pp.178-9)

To this definition of an imprecise concept, Jewkes has enumerated a
number of conditions, which provide a means of measuring the degree of

competitiveness in the industrial system:

'If firms, otherwise independent, do not make agreements on
prices, investment, output or the allocation of markets; 1if
there is an ever-widening range of goods and services to the
consumer; 1f for most products there is a close substitute
and fresh substitutes constantly make their appearance; 1if
the consumer 1is actively exercising his choices, and thereby
encouraging the growth of the more efficient suppliers; 1if
in every industry there are enough producers to make it
difficult for them to arrange not to compete, but few enough
producers to make it clear to each that he has rivals on his
tail; and if the firms that lose money decline and those

that make profits grow.' (1977, pp.40/41)
Furthermore, Jewkes maintains that there are two supporting statistical
tests which may be applied to determine whether 'workable' competition
exists in an oligopolistic industry. First, whether prices are fluid
and flexible or 'administered' and rigid, and thus unresponsive to

changing demand and supply. Secondly, whether the market shares of the

firms remain unchanged.
The processes by which a form of 'workable' competition may come
about in practice has been described by Allen:

'A monopolistic or oligopolistic organisation may be
destroyed by the cheapening of communications, the
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reduction in barriers to international trade, the
standardisation of the product, or the appearance of new
sources of supply within the former market area. More
generally, with the proliferation of products that
accompanies economic progress, the gaps in the chain of
substitutes are narrowed, and competition between
industries may become keener even if competition within
particular industries wanes ...' (1970, p.92)

Thus in this broader and more dynamic concept of competition there
is the presumption that imperfect competition does not automatically lead
to weak competition, higher prices, and higher profits. (Where there
are so many alternative choices open to consumers, the concept is also
at variance with Galbraithian view that consumer demand can be managed
through advertising.)

Furthermore, this concept of competition leads to .a .rejection of
the presumption underlying much public policy that monopolist behaviour

automatically leads to a misallocation of resources.



Part 2: THE CONSUMER IN THE MARKET

(I) The Theog of the Firm and Consumer Behaviour

Consumer behaviour has been defined by Engel, Blackwell and KO"-"’-QT-

as:

'Those acts of individuals directly involved in obtaining and

using econcmic goods and services, including the decision

processes that precede and determire these acts'. (1978, 3)

In many respects the study of the consumer in the market begins

where the conventional theory of the firm ends:

'l1. Static economic theory assumes for the purposes of anal,\.;sis that

tastes and preferences are given. The traditional theory of the

fr.rm therefore ignores the fundamental question of how product and
brand preferences are formed which is the major problem facing firms
in the reai world. Fur'éhermore, theory provides little juidance on
how consumers will react to new products and to quality variation.

»

As Lancastér (1971) has pointed out:
'Traditional theory is forever being forced to intérpret quifte
common rxreal-life happenings, such as the effects of advertising
in terms of 'change of taste', an entirely non-operational
concept since tliere is ro way of precdicting the relations_hip
between the preference before and after the change.' (344)

and goes on to assert:
'Perhaps the most difficult thing to do with traditional

consumer theory is 'to introduce a new commodity....in consumex

theory We have traditionally had to throw away our n-dimensional
- : preference functions and to replace them by totally new n+l

dimensional functions, with no predictable consequences.' (3¢€0)

!
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2. In conventional theory price is a dominant variable, and the way
demand reacts to price is detexrmined by the degree of elasticity.

In the real world, many othex factors apart from price inflﬁence
demand. Price has achieved a pre-eminent position in economic
theory for two reasons: First, prices are relatively quantitative
and unambigquous, whereas other non-price variables are less amenable
to measurement. Secondly, the theory of the firxm is a comprehensive
theory of consumer welfare whereby in an economy characterised by
flgxible prices maximum economic efficiency and welfare may be

achieved.

Not only are non-price variables important to consumers and éherefore
.influence demand, but,in addition, the effect of price on demand has
.’ proved difficult to measure; prices are not always flexible; price

is not an unambiguous indicator of value for money; and price changes

can cause changes in consumer expectations of product and quality.

3. In perfect competition the implicit assumption is made that

products are homogeneous, and when product differentiatioﬁ\occurs

as under imperfect competition iF is assumed to have been caused
unnecessarily by advertisiné and branding. Although more soPhistic-
ated economic theory recognises product differentiation as a cqméet-‘
itive variable, the multi-dimensional complexity of products -
precludes viable analysls, and econcmists have_found it necessary

to suppress such variables in developing theories of competition. " In

theory therefore the product'is usually viewed as a homogeneous

entity. In practice, products may be differentiated by any one 5f a

multiplicity of varlables as indicated by the following definition of

o

" Chamberlin (1957):

!
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'Those aspects of the good or service exchanged whether arising
from materials, or ingredients, mechanlical construction, design
durability, taste, peculiarity of package or container or service.

« eeall products beyond the raw material stages are highly wvariable

for the most part on a continuocus scale'.

Stevenson (1968) emphasised this point by defining a product as:

%uuujz
EAhfl“;fji |

" 'Everything the purchaser gets in exchange for his money.'
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(1) Consumer'Behaviour'Theorles

That there are many other variables besides price which affect
demand is the starting'point of the study of consumer behaviour.

The study of tbese influences has led to the emergence of a
relatively ncw discipline - consumcr behaviour - which has drawn on
a variety of sources, especially the behavioural sciences in order tc

develop specific theories of its own.

A major purpose of buyer behaviour theory is to increase our under-

standing of the consumer. Over the last few years emphasis has been
placed on consumer decision processes: the problem is to understand

what happens 1n the buyer's mind from the time hc first xoceives

impressions about products until he makes his purchasing decisions.

Almost all the literature on consumer behaviour dates from the post-

war period. Because consumer behaviour is still a relatively young
discipline, all the models so far developed contain considerable

scope for revision and development. For the most part buyer

behaviour has been studied from a variety of theoretical perspectives

1
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which have resulted in a number of interesting but partial explana-
tions. e.g. Lunn:
'No single theory or model should be expected to be fully compre-

hensive at this state of our knowledge.' (1971,54)

There exists not only a lack of comprehensive laws on consumer
behaviour which are generally acceptéa, but also a great diversity
in the concepts used to describe consumer behaviour which She¥xlx
has sunmed up: |
'What we really have, then, is a set of insular hypothetical
concepts and a set of peninsular intervening variables reflecting
a lack of formal science. What is more, they have lived an inde-
pendent existence. Indeed, this revigwer has more than once felt
that the gicuation resembles tﬁe seven blind men touching -.
different parts of an elephant and making inferences about the
animal wnich differ and occasionally contradict one another.'

(1967,13)

-Research into buyer behaviour theory or consumer models has taken

three main forms: A priori; empirical; and eclectic, each of

N
which has contributed in some degree 5 a greater understanding of
consumer behaviour, but each of which has limitations and is the
subject of considerable controversy.
H»_ aQ Pnbhc PC':'-e_n.!‘c-a

3.  In the a priori approach concepts and theories have been intro-

duced from three other disciplines, mainly the behavioural

sciences, and explored for their value in understanding the
consumer. Since consumer behaviour jg a particular aspect of

" general human behaviour, the strength of the'a.priori approach

-,

’
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lies in its attempt to harness existing knowledge and insights from

other disciplines, and thus to seek explanations by attempting to

57

fit consumer behaviour to previously developed theoretical frameworks.

As Kotler has commented:

' "Depending upon one's scientific predliection there is the

Marshallian buyer, Pavlovian buyer;, Freudian buyer, Veblenian

buyer and Hobbesian buyer. Less grandiose but equally interest-

ing new breeds of buyers can be formulated, such as the Festinger

buyer (Festinger, 1957), Riesman buyer (Riesman, Glazer and
Denney, 1956) and Rogerian buyer (Rogers 1951). It should be
recognised that all thes models of buyer behaviour are true to
some extent, and yet it is incomplete. Buyer bghaviou: is so

complex that theory develops in connection with particular

aspects .of the phencmena.' (1979,197).

Other welZ-known examples of the intensive borrowing fromfthe
behavioural sciénces include Howard's (earning theory, Bauex's
perceived risk‘fheory and attitude theories such as those of
Festinger and Fishbein and several personality theories. To take

two examples:

(a) the theorj'of '‘cognitive dissonance' put forward by Festinger

states that two elements of knowledge are dissonant if they are
contradictory and that dissonance 1s uncomfortable with the .result

that an individual will actively avoid situations and information

which might increase dissonance.

Some experiments carried out by Festinger and others refer to the

exposure to information and attitudes held after a decision. For

example, it was pointed out that most decisions ihvolve dissonance,

&»



in that the alternative will have had some attractive features, and

the alternative actually chosen will have had some unattractive

features. It was therefore predicted that after a decision is made
the attractiveness of the chosen aiternative will increase, an?.the
individual will also seek information justifying the choice. This

was borne out by the example of car owners who were found to notice

and read advertisements about the cars they had recently purchased

more than advertisements about other cars.

This 'reassurance' theory has however been criticised on several
couhis, e.g. Lowe Watson (1969):
' ...Such an explanation ;eems plausible in a case such as the
purchase of a motor car (the example quoted by Festinger). A
motor car ic an.important.posséssion to most people and the role
of ownership is one in which they may take some pride. So it is
not unreasonable to suppose that.thepurchasef'might actively

seek evidence and reassurance to justify so important a choice.

But can we so readily assume that tiie houswife is equally anxious

to justify her choice of a brand in a hundred and one xelatively

unimportant household products?' (197¢,322)

(b) A numbexr of alternative personality theories have bzan advanced

based on psycnological concepts: neo-Freudian theory; stimulus-
response theory; field theory; and trait theory. These have also
been strongly criticised for their weak association with consumer

behaviour. But this approach has been strongly criticised, e.g.

Foxall (1976):

‘The notion that people reject information or behaviour patterns

which conflict with their current preceptions also promised some ..
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years ago to assist marketing decision making. Festinger's
cognitive dissonance theory (produced) only the assertion that
it is frequently necessary to reassure purchaser of expensive,

occasionally-bought items that they have made the right decision

+sses.and even that has been questioned. No method ¢of generating

dissonance that leads to a purchase being made has been put for-

ward to date.' (1976,6)

Although the behavioural sciences have helped to shed valuable light

on the question of why consumers behave as they do, the evidence

suggests that they are far from perfect even for that purpose.

Some of the limjtations of the a priori approach have been summed up

< by Lunn (1974 : :

",

&

'‘Many of the concepts adopted are still somewhat speculative. .
They have often been developed in contexts remote from consumer
behaviour.... Moreover, they have usually been developed to

account for restricted aspects of human behaviour, e.g. learning.,

and perception.® (197]1. 50) .

B EEEirical approach

While_a priori researchers have sought explanations by attempting to

fit consumer behaviour to previously developed theoretical frame-

&

works, empirical research has taken consumer behaviour as its main

atfempted
focus of study. This approach has to derive laws from obser-

vations of patterns and regularities in this behaviour, for the most

part by using consumer panel data.

r

The following are two well-known examples of empirical research, viz:

\



a. Brand loyalty, and b. Brand share prediction.

I. Brand Loyalty

There is the widespread assumption in economic theory that.advertis-
ing can build up durable brand loyalty towards a product, although
with no specification of the time element. In marketing, it had
until comparatively recently been assumed that advertising could
convert users from one brand to another, although the concept of
'brand loyalty' has been imprecise, e.g. it has been variously

defined in terms of brand choice sequences, proportion of purchasers,

' LS :
repeat purchase probability, and brand preference: Over time.

Brand loyalty has been extensively investigated (Achenbaum (1972),
McDonald (1970), Tifisure (1973), Joyce (19%5), King (1930, and in

particular by Ehrenberg et al (1966, 1969, 1972)) and the general

conclusion reached that with many frequeatly purchased consumer
goods most people have a short list of brands which they find
acceptable, and they buy the individual brands from this short list

in an irreqular way at different frequencies.,

Ehrenb®rg's analysis of consumer buying behaviour in a number of
stable but heavily advertised markets has produced results which are
not consistent with the theory that advertising converts users from
one brand to another. He has shown that in such markets people tend
to have a very stable.multiple'brand;pattern of purchasing, i.e.
they regularly buy a number of brands with different frequencies,
and these purchasing patterns are systematic and predictable. ‘This
evidence appears consistent with the hypothesis that each buyer has

a pattern of brénd_preferences reflected in the frequency with which
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he or she buys each brand, and that these preferences change rela-

tively élowly over time.

Lowe Watson found support for this brand preference hypothesis in
one of the markets studied by Ehrenberg, viz. the petrol market. He
suggests that while studies of consumer behaviour in relation to
majorypurchases; e.g. central heating installation show that the
period of 'search' maf'be quite prélongeq"with relatively unimport-
ant and frequei.tly purchase consumer items 'trial' may take place

(either deliberately or fortuitously.- as a result of limited

availability of alternatives perhaps) without the .xelationship ever

reaching the state of 'preferred brand.' This leads him to conclude:
'We can interpret.Eﬂrenberg's description of multiple brand
purchasing in terms of a series Sf relationships with the
available brands, some frankly experimental, others reflecting
varying degrees of acceptance in terms of the purchaser's needs.
This would lead to the situation of varying pre-disposition 6r

probabilities of purchase observed by Ehrenbarg.' (1977,329)

However, the validity of Ehrenberg's conclusions have been questioned

on’ the grounds (1) that it does not sufficiently employ the behav-
ioural sciences; (2) that it deals with consumerc in geneval rather

than the individual consumer, i.e. do not know if the consumers who
bought certain products in one of his 4-week periods are.fhe same
consumers who are buying in a later period; and (3) one of the a
major drawbacks of using consuﬁerpanel data is that it cannot be
considered valid for a period longer than .a year because of éhe

changing composition of the panel.

61
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Joyce (1967) points out that there are products where themulti-
brand hypothesis may not apply, éﬁd.where the cconsumer g?nerally
only hays one brand, unless or until there is a definite 'switch'
to another brand. Where only one function is to be performed by the
product the cénsumer is more likely to find a favourite brand and

continue to buy it until given good reasons to change. e.g. probably

cigarettes, toothpaste and razor blades.

In the view of Joyce:
'Multi-brand purchasing is more likely to be found where the
products are physically somewhat different and where they are
used to perform different functions (e.g. washing powders, for

different types of wash), or where the consumer buys different

brands to cet variety (e.g. fodd and drink) ' (19757, 219)

With these types of products Joyce concludes that advertising can
work just as much by persuading people already buying a brand to
devote a higher proportion of their total purchase to that brand,

. than simply converting non-buyers into buyers.

Treasure (1975) uses data from the British Market Research Bureau's

Target Group Index ( a continuous survey of 50 product fields which

include food and drink, washing powders, cosmetics, razor blades

and analgesics, but exclude durable consumer products, and some
25,000 interviews a year asking people about the brands they use
over a six-month period) to illustrate that the buying of several
brands is common in most of these product fields and in many it isx;
the general rule. The results of the survey indicate that

products where less than about 40 per cent of users buy more than,



one brand 1is exce‘ptional.

From this evidence Treasure concludes:

'+.e.In the !cind of markets in which advertising money is spent,
consumers typically buy more than one product... Purchases made
by a person for personal consumption for that reason, are more
likely to be single brand than multi-brand, but such purchasing

behaviour is relatively uncommon.' (1975, 266)

Treasure, therefore, believes that the most useful picture one can
have of a housewife's purchasing behaviour is that she carries
‘around with her not a passionate devotion to a singlé brand, but a
- mental list of several 'purchaseable' brands which meet her require-
.~ mants. (Thi‘s is similar to the fevoked set' hypnthesis put forward
by Howard and Sheth (1969) which is a subset of a few brands froml a
product field which a consumer has available in her mental luggage
and from which she makes her choice of purchases.) The housewife .

-

buys seveiral brands over a period of time (6 - 12 months) for three
main reasons. First, because she has to meet differing requirements
from within her family; secondly, because the brands though similar

are used in slightly different ways; and thirdly, because she likes

to have a choice of hrands in stock.

Furthermore, analyses over periods of 6 J'_;Z months of consumers
patterns of brand use collected either from sources such as the
Target Group Index or from records of actual purchases over'time in
consumer diary panels confirm that most alterations in sales turnover

occur through changes in the frequency of purchasing of those who

have bought before in the preceding period of time, and only a small

¥



part through purchases by peoPie buying for the first time. Analysis
of data from the Target Group Index also revealed that, in general,
brands withaﬁajor share of a market differ from those with a
smaller share not primarily because the buy;rs of the former are
heavier buyers of the product per sz, but because these buyers tend
to éevote a greater éhare of their purEhases in the product field to

that brand rather than to others.

Like Joycé, Treasure therefore concluded that sales of a gliven brand
may be increased not only by 'converting! new consumers to the‘brand,
but by trying to persuade existing users -~ those who use it at least
occasionally - to uce it more frequently. This does not require
them to increase their total purchases of the product, but to
.* persuade them to devote a larger share of th2ir purchases to this

particular brand. According to Treasure, it follows that from this
analysis of consumer behaviour in many product fields, that the
advertising of such products is being seen by housewives who already

) \

have personal and recent experienceibf using or consuming the product

being advertised.

In a survey undertaken by1McDo£ald(197bJ into the relatiénship
between purchasing patterng and exppsuge‘to advertising, similar
findings about consumer purchasing behaviour emerged. There was,
for example, a high degree of regularity in buying behaviour.
Previous evidence that most buyers tend to buy only a few brands

and repeat them was strongly confirmed; most housewives tended to
have one favourite brand and a number of other brands which they

bought less frequently; brands of varying size within the product

field show similar,K frequency of purchase distributions; the buyers



who buy at the most comﬁon frequency for a product field are the

regular buyers who buy only one or two brands,

In a further study King (1920) has demonstrated from a survey of 250
households the relatively small degree to which housewives remain

loval to one brand over the short period of three months = even ' in

what is regarded as a conservative market, that of tea,

Table 1

‘Brand Lozaltz' Over Three Months

| Product Percentage of purchasing households who bought:
1 brand only 2 brands only 3 or more brands
Tea S50 26 24
Toilet paper 41 26 33
Washing powder 32 33 '35
Breakfast cereals 19 33 48

Source: JWT dlary study, MEAL, Mintel

In order to assess whether the degree of brand loyalty was related
directly to advertising expenditure, the advertising/;ale: ratios for
these 4 products in 1977 were ascertained, viz: tea 2% per cent;
toilet paper % per cent; washing powder 4 per cent; breakfast cereals
4% per cent. At least for these four products there appears to be no
particular positive relationshi§+between the édvertising/sales ;atio

and 'brand loyalty'; in these particular examples there appears to be

an inverse relationship which depends on the characteristics of the

product category.
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- King further maintains that it is rare for just one brand to be

L~
purchased over a long period, Over a l-yearrperiod some lO per cent
of the buyers of a brand buy that brand alone; and they tend to be

particularly light buyers of the particular product.

2 Brand share prediction

A feature of test marketing research Sn new products is that consumer
purchases'of'the new product'generallybuild up to a peak and then
decline before reaching an equilibrium position. This typical pattexrn
of consumer buying of a new brand has been investigated to achieve
better understanding of the reaction of consumers to a new product,
aﬁd to help firms be in a better position to predict at an early stage
the potential sales of a product. This is necessary because of the
high failure rate of new products, viz some 60-70 per cenéuthat are
tried out in test markets are never introduced nationally, and of
those which are many survive only for a short time, e.g; of 400 new

food products introduced nationally in 1965;}49 per cent had dis-

appeared from the shops by 1969; 69 per cent by 1273, and 78 per ceunc

i:y 1975, (KMMLA!' , Awl)-uds aw\ E&ssie) k

pavis (1964) showed that in the test marketing of 44 packaged products
- groceries and chemists goods - the typical pattern of corsumer sales

for new brands could be divided into three time periods,
\ .
In the first three months, particularly as a result of the growth of

distribution as well as advertising and sales promotion, sales rise

rapidly as consumers try out the product. During the second i .- t_ e

period - from approximately the third to the sixth month-sélesldgcline

from their initial peak, this decline depending on the degree to which

#
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At

the new brand satisfies buyers. The evidence is that the percentage
drop in sales is directly related to the brand itself, e,g, it 1is
approximately the same in each area of the eQuntry, lrxrespective of
weight of advertising. In the third period, after the sixth month,
sales remain more or less stable. Davis derived two 'rule of thumb'
guides from his research:

l. If at any stage during the initial'build-up sales exceed a rate
twice as high as the stable sales target level, the probanility is

about 3:1 in favour of the target being met or exceeded.

. 2. Unless peak sales exceed the target level for stable sales by at
least 50 per cent, the probability is about 3:1 that the product will
- fail to maintain target sales on a iong-term basis.
The results of this research wcre derived from aggregated sales
curves., Consumer panel data which records individual patterns of

behaviour provide similar results.

Parfitt & Collins (1974) used data from analyses of the Attwood
Consumexr Panel results in Great Britain after 1960. When the progress
of .» two new brands A and B ‘swas: measured, in theilr first two

months on the market many households were prepared tp‘try'them (in
these two ;xamples 3 million households); then the rate of gaining new
triers slows down; finally, after about 6 months, it becomes a very
gradual process, with gains of only about 1-2 per cent of households

per year.

With these two brands, A was successful, while B was a failure. Ini-

- tially, the launch of the two brands was almost equally successful
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"because after three months 19 pexr cent of households hadboughf

Brand A and 15 per‘ cent had bought'Brand B, However, between the
thixd and sixth month only about 2 per cent more households were pre-
pared to try Brand B, compared with an extra 6 per cent prepared to

try Brand A,

S &

However, the factor which determined the eventual success of Brand A

and the failure of Brand B was in their respective repeat~buying rates.

Sixteen weeks after the average household.which had tried Brand B had
bought it, it represented only 6 per cent of that household's
purchases of the product type. The figure for Brand A was at 16 per
cent, nearly three times as high. Enough households try it initially
to make it a potential success, but they do not go on buying it often
- enough. The permanent success of a brané.depenés on ‘the willingness

-y

. ¢+ of.consumers, oncehaviﬁg tried it, to continue purchasing it,vﬂs
Bt and CQallias:
' «seoit should be recognised that a substantial proportion of

brands do not reach satisfactory share levels and are withdrawn.'

(1974, 88)

Thus studies of the development of the purchases o0f new brands show
vhat the ability to sustain repeat buying among those who have tried

the brand is often the critical feature in the success or failure of

the launch.

The evidence from the study of brand failures from many different
sources (e.g. J. H. Davidson (1976); Nielsen (1965) (1973)) is that

the two factors which distinguish success from failure because this is

what determines the repeat buying rate are a product with better
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performance and distinctiveness, while price is not.of such crucial

importance.

King (1980):

'‘Very few new brands are actually disliked; the problem is far

more often one of indifference.! (1980, 20)

Furthermore, the relative importance of distribution and ‘word-of-
mouth as channels of communication which contribute to the success of
~a new product compared with advertising may be seen in the results of

a survey which asked housewives how they had found out about new

products they had recently tried.

Table ‘L

How Young Housewives Found Out About Nre Products Recently Tried

$ of married women | - S

between 16-43 saying:

~Saw in shop 43
Recommended 25
Advertising 18
Free sample | 9
Other answers 8

Source: JWT New Housewife Survey 1967

.C Eclectic Research ; .

Until the middle of the sixties a priori and empirical research
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formed the basis of consumer behaviour theory. More recently, there
has been the emergence of comprehensive theorles of buyer behaviour.
Basically, this attempts to incorporate the strengths of a priori and

empirical research but to avoid their weaknesses. The cornerstone of

the eclectic approach is that psychological and sociologlcal concepts

should be brought together in a comnon frameiwork. Its’'distinguishing

feature, therefore, is that it attempts to.synthesise ‘those
theories, concepts and findings in the various behavious2l sciences
which'appear relevant to consumer behaviour with market research
findings, practical anda academic. (Andreasen, 1965; Engel, Kollat

' Shetl,,
and Blackwell, 1968; Howard and Sheth, 1969; Nicosia, 1966, é.9'72 and
1974) . The strength of this approach lies in the comprehensiveness
of its perspective, but brings with it the danger of undue complexity

i.e. dealing vith too many variables and inter-relationships.

A.chafacteristic feature of the eclectin approach is the émphasis
given to decision processes which both precede and follow the
purchasing act itself. Nicosia is one of the pioneers of the
eclectic approach, and is tyéical in representing the consumer as:
purposive, seeking to fﬁlfil certain goals. through purchasing
behaviour, and going through various decision processes éhich help

him to at least approximate to some optimum solution; secondly, he -

uses the notion of the funnel, i.e. that the consumer's predisposi-

tions move frbmlgenerality through the search and evaluation of

alternative products, and culminate in the selection of one
particular brand. Thirdly, he stresses the importance of the
concept of feedback, i.e. the effect of the expexience of purchase

and use upon consumer predispositions towards particular products.

i
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This work has been criticised on the grounds that the search and
evaluation process as represented is over-rational and whilst it

may be applicable to infrequently'pufchased expenslve prcducts, it is
less relevant for low cost goods which are purchased frequently.

A further criticism is that the definitions of attitude and motiva-

tion are unsatisfactory.

A second, major eclectic work is that of Engel, Kollat and Blackwell
who have devised a decision process model similar in many“wafs to
that of Nicosia. ﬁbﬂiLspecific criticism .0of these reseaéchers is that
as with Nicosia, the search and evaluation process is portrayed as
highly rational. Finally, Howard and Sheth has produced a comprehen-
sive model of the consumer which includes a wide spectrum of
variables and their tnter-relatio%ships, and attempts a detailed
integration of theoretical positions from several behavioural R
sciences. Besiées focussing on the individual consumer, as in the
other models, and seeing the decision process as the matching of
products to the consumer's motives, and stressing the importance of

- feedback, i.e. the effects of the purchase act and usage experience
upon consumer predispositions towards particular products, they also
consider the dynamics of the buying process by distinguishing between
different kinds of buying problems, - extensive, limited and routine =
that the consumer is'trying to solve. o

This model has already guided research in a variety of product fields

and some of its:propositions hawve been figorously tested, These

tests, have, on the whole, Prqvidéd favourable support for the theory
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.-Fgr(i]}:Rﬁj*([?']o) have also ‘ certaln weaknesses in the

measuring instruments, Nicosia regards thils weakness as underlining

the need to combine concepts and methodology with more accuracy.

At present there is no generally accepted comprehenslve eclectic

theory of buyer behaviour,

‘[[[Ad Hoc Market Research

Owing to the complexity of human behaviour, tﬁ: relatively early
stage in the development of buyer behaviour theories, and the con-
sequent shortcomings which to date exist in these theories, firms
which are considering marketing a new product continue to rely on ad
hoc investigations into consumer behaviour using standard market

. research techniques, i.e. product a;d taste tests, price and promo-

tion tests, and test marketing in order to try and ensure that the

product will be acceptable tu consumers. During the course of such

tests tﬁe original product concept will often be modified.and adapted

as a result of their findings.

The following eight case histories of a selection of products, a
service, and a retail firm illustrate how new products are brought to
tr.e market, the background conditions which influence how particular

products are marketed, the competitive situation, the relative

employment of different types of promotions, and the relative

importance of different aspects of marketing,(e.g. advertising,

compared with distribution)under varylng market conditions,
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CASE HISTCRY 1

Product:; Macleans toothpaste

Firm: Beechams

The market

Several distinctive features characterise the toothpaste market.
First, it has been dominated by a few firms over a long period of
time. Three manufacturers (Beechamé, Colgate and Elida Gibbs) had
80 per cent of the total sales in 1955; by 1960 they'gere responsible
for 78 per cent of an enlarged,market, and by 1972 their share had
reached 88 per cent. With the entry in 1975 of a new competitor fo;
the first time since i§4l (Procter & Gamble with Cres<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>