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The basic assumption of tre rpertectly comuetitive mpodel is £

]
that e¢conomlc aaents have conolete 1nformation aoout thelr geci- i
ston environrents, Tnig sinplifles ot the model i
i
Sinoe the two sides of the markKet cun be constructed indopen- 2
K

dontiy end then jolned tossther toe prowe that an cguilibrion

exists and s unique. It cowplete information 1s lacking, inter- 3

NOomic agsents which must be turxen 1nto
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sader the effveots or all forms of uncertarnty on his Gecisions

rmultaneously.  Even in those nodels tnat mese the same assump-

ticns about the nature of the uncertainty, tne results arve s
L . . 1

vtremely sensitive Lo the other "rules ob the aane;”™ that is, . 3
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the institutional setting .nvolved., Tuis 1s not surpris:

even casual observation of actual coononmac activity tends to
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surport the statement that an €Conenlc dgent does not behave 1n

the Same manher 1n cach market in Wwhlch he participites., 3
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One specific problem in
scrutiny by economlc theerist:

favorable price

lecations, The

pever py Guorqge sStialer (1961), Since that time,

arount of efteort has been devoted to the analysis of the monetary
and time COSts assoclated with the dissemination, acguisition,
an sunseduent processing of 1ntormation by market partilcipants,
Tre tyue of wmarrkets considered include:  consumer durables, labor
services, primary care physiclians and residential housing.
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the buyer would not necessarily postpone consumption of the

entire bundle 1n order to scex a more favorable urice on onc o

i1ts mincor components. In generzl, ing Lpon the buyer's

income and relative price of the aood, price may now even be a

significant factor in the buyer's purchase decision,  Trnat is,

[

relev-oat ranga. A buyeyr, thereilore, adopts a

when selecting an rnexpensive 120d Or s=rvice
searching £0or an expoensive good O s5ervice. Tl opreecines g

that a buyer will use depends on additional Chavecteristics ot

the market environment., There are many strateales availlaeble to
vk buver for selecting a unit of the ool or sorvice: o randonm

Araw, Wrevious exXpboel LeNCy, recu mmeniations trom friends, or
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#

avallable so that buyers have convenlent access Lo the product or o

creating a brand 1dentltying crharactoeristic that Lo buyer can ¢
use 1n making his purchase decision.  Cltinately, the soelier may i
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attempt to inform the buver ancaut the location ol his produdt ; }

H e

Y ! \ y : N . = B 2 "

and/or the brand distinqguishing characsueristic, “This information : A
< . A . ‘ p : : b

dissemination is accomplisbed thrcagh sone ofb advertising. H {

. : ;

Given that buyers are lngsensitive to price change and do not : E

. P

. . 4 ‘ ‘ 4

spend significant time gathering and about : -
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tri1o product, tne eifective advertising message usually does not

involve price, and i1t must be costless for the buyer to receive

o

ana understand. The seller thus needs a convenlent symbol to use

in advertising messages which 1nforms buyers that hils brand
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potential buvers to purchase his brand. One
such device which can serve as the foundation of the advertising

messeics 1S5 oa trademark.  If a buyer recelves a copy of the

brara's trudemarx, he Knows the product exists. Even though the

It contalns no other information about the brand,

the taver's verception of the brand is enhanced through che

reairrzation that the sceller incurred a cost to vromote hils brand.

Uiz does not meean that the use of trademarxs 1s only relevant

for -ollers ot 1nexroensive vroducts. It simply means that in
Tmany Cases tradd the only source of 1nformation a
Cuver aathers of vroduct whereas he gaethers

INLOorTaELlon un price, quallty, etc. o . . tor expensive products.

oo eX1stonlo ©f Lrademarks may create competitive problems
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in some situatlicons, For example, a trademark may become the |
comnen descritive nane 10r an entire product class; that is, it
evolves i1nto gercric usage. The problems avrise when the generic

trademars 15 still legully protected as the name of a particular

brani within the product class. 1t creates a areat deal of

confusion for both buyers and sellers as well as erects a barrier
to competition in the market which may provide some sellers with "%
ﬁhe opportunity to c¢arn excess profits., Consider the case that

sellers of ecach brand in a product class choose advertising
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welfare of buvyers and selilers. Various economlc in.tiltutions
have arisen to deal with thiz type of guality uncertainty; for
example, private er government testing, guarantees, licensing
practices, chains, and brand names. These last two Instituticns

are aguite similar 1n that they act as siarals to buyers that the

associated proguct meets a particular guallty standard. In this

a
Lt
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jo%
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3
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rceard, play & crucial role. A4 trademark 1s a word,
symbol, letter, design, etc., . . ., which allows buyers to
distinguiszh goods or serwvices provided by one source from those

. 2 N
prov:ided by another. Buyers can use trademarks as a sub-
Stitute fer scarch and a convenient device for classirying
information about the brands 1n a product class gained through
search or excerience. Tredenmarks allow buyers the opportunity to

v

ndividuel brands in the wroduct

bo-

tion about Lhe

to information aboul the oreoduct in general.

not mean that quality
differentials exist among the prands in a product class. The use
‘of tradermarks by all sellers of a procuct may mean that the
brands 1in the product ¢luss sotlsty a particuler high guality
standard. Or, 1t muay mean that the sellers of uniform (high or
low) guality products are able to use trademarks to create an
artificiel distinction among brands. Trudemarks make 1t possible

L

for a seller to improve the buyers' perception of his brand, thus

.providing an opportunity to charge a higher price for that

3 . . ) )
brand. There 15 no evidence at this time, however, on the '
magnitude c¢f this price premium.
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Although trademarks have historically been afforded legal
protection,‘there may exist situations in which their net eco-
nomic benefit is negative. The seller may have to incur costs in
connection with promoting the brand and buyers ﬁay incur mone-
tary and time costs related to acquiring and processing informa-
tion about the various brands. These costs may lead to adverse
econcmic consequences. For example, the costs of promotion may
constitute a barrier to entry into the.market; this provides the
established brands with some degree of market power. Prices may
be higher than In a cerresponding market without trademarks.
Buyers aay use the level of promotion as a direct signal of
guality and, thus, prefer the heavily promoted brands independent
of whether or not actual gual:ity differentials exist among
brand5,4 There are edditional problems concerning the truth
of the information disseminated abodt the various brands and the
extent to which a seller uses multiple trademarks to increase the
tine and monctary Costs incurra2d by buyers. This last issue 1is
discussed by Conant (1973).
he set of avallable remedies for trademark abuses includes
compulsory licensing with or without Quality standards, cancel-
iation of trademark protecticn, and official certification
{either government or private) of quality. Each of these
remedies has positive and negative implications for social
welfare. A detailed discussion cf these remedies is provided by
Beales et al., (1979).

A generic trademsrx 1s one that has become the common
descriptive name for an entire product class rather than the

-7
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symel for tihe specific brand within that class it was originally
designed to represent. If a qeneric tracdemark exists but is

still legally protected as the symbol ftor a particular brand,
Puyers and seliers are unable to communicate efficiently. This

may lead to the puyers receiving a low guality product or paying

a price premium for the brand with thzs generic trademark. There

1s clearly a need for a well-defined puablic policy for dealing

with genevric tradenarss. Cancellation of the trademarx is the
remedy wnich has been apwlied to such names as linoleum, agpirin,
celloptiane, ¢ovla, escalator, trampoline, and yo-yo.5 The

obvious advantage of cancellation is an i1mprovement in the com-
muUnlcation among ouyers and sellers. This reduces the problems
assoclated with subotitutlon among brends and may ultimately

result in lower prices throain an 1Increase in competition.
Cancellation may cause some contfusion for tiaosse buvers who .
continue to 1aterprat the troedemark 1n the way 1t was originally
intendea; howsever, most Of the existing evidence indicates that
this 13 only a tcvpunyry provlem,.  Few arvrgunents are offered
against vancellation of o trademark that is actually generic.
Disagreement usually dovn exist over the issue of whether or not
a parvticular trademark 1s ageneric. There are many 1ssues which
must be resolved bpetore cancellatien including: the extent of
gonerlc usage, the inporftance of the trademark In a buyer's
decision environrtent, the maagnitude of the price premium, if any,
received by the seller, alternstive trademark remedies which may
also be effective, and thce precise method used to prove that a

-5 -
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trademarx 1s preventing buyers and sellers from adequately
describing ths product.

It is important to note that a trademark 1S not generic from
the moment of its 1initial use as a brand distinguishing mark. A
trademark evolves 1nto generic usage. The evolutionary process
is generally due to a combination of factors.
{l) A generic trademark may develop for a brand that malntains a
monopcly mosition 1n the relevant market for a certain period of
time. The historical first firm in the industry usually has this
type of mo%dpoly position. It 1is possible that buyers become
accustomed to regarding the trademark of the associated brand as
a syjhol for the entire product class. It is difficult for

% .
buyers to change their historic interpretation of a trademark in

this situation. In additicn, the first firm to sell a product
~may be able to establish its nrand reputation at a lower cost

+

th;n later entraﬁts. This barrier to entry restricts buyers'
wotential cholces and thes reinforces the tendency to identify
the trademark as a symbol for the entire producr class.

(2) Anctizer closcly related explanation for the evolution of a
generic trademark is the "habit effect". That is, buyers making
repeat purchases of a €ocd or service at a constant price may
continue purchasing under vcry familiar circumstances even though
more prefsazrable cenditicns may actually exist. For the buyer the
cost of sampling another brand may be greater than the expected
bencfits. In other words, a trademark signals a satisfactory
level of utility for the buyer so that he does not want to incur

-~
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tr.e monetary and time costs asscoclated with searching for another

ptrand nor cxpose himself to the vrisk of purchasing an unsatisfac-

Lery product. It is possible thet the brand and product ulti-
mately become lndistinguishable for the buyer. If this pheno-

menen 1s widespread among buyers in a market, the trademark of

]

particelar brand may become generic.

Tris tvoe of benavior 1s merelv a generalized form ef risk

<
N
—
)

icn in « world characterized by product hegerogeneity and
dirvornence or owinion.  The buyer will not purchase anotner brand
unless 1t 15 scold at a prxée lower than his usual brana. One
vraoolem 1s the determinatien of whether the "hanit effect” is
cuerarionzl or the brand 1n guesiton 1s a higher gquality proauct.
in trhe former case, the buver may be better off with additional
Oow <Cost infaormation about other Lrands. In tne latter case, the
exisTing £1Uvms mast improve guality or exit from the market,

Y The privarvy factors in the evolution of a generic trademark
are the histovical first ontrant and haepit effects; however, the
vrocess could be reinforoed by the chelce technologies of the
buyers.  Prlor to selecting a brand, @ buyer can obtain infor-
mation trom surveys ef friends and relatives or consumer maga-—
zinws. Suppesce, tor examile, that a potential buyer describes to

friends and relutives the general characteristics of a product he

'

fecls will incrcase his satisfaction, and his contacts respond
with the trademark of a prand in the product class. The prob-
abrlity that the new buyer selects the brand identified by the

traderark 15 greater than 1f the contact responded with the

~]10-
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name of the product class. If confusion exists over the distinc-
tion between the trademarX and the name of the product class and
if many new buyers are entering the market, the tendency to use
the trademark to 1dentify the product class and, possibly, the
market power of _he owner of the trademark increases.

The nature of the buyer's choice technology can influence
the magnitude of the effects of a generic trademark., This tech-
nology depends to some degree on the underlying product. A buyer
of a durable good will generally acquire more information ab0u£
the product class than the trademarks of the brands 1n the class.
He may choose to sample many brands in the class. This same
buyer may not choose to incur the costs associated with informa-
tion acgulsitien and processing when participating in the market
for an inexpensive good. In other werds, the more information
thgt a buyer gathers, the less likely that a generic trademark
evelves.,

(4) In Lhe above examples, the seller has been passive in the
develooprent of a generic trademark. This is not necessarily a
realistic interpretation of the seller's role. The actions of a
seller can significantly infiuence whether or not his trademark
becomes generic. This does not necessarily mean that the seller
intentionally seeks to develop a generic trademark even 1f excess
profits result. Srecifically, a seller tiat mpromotes his brand
through advertlsing may, for some re¢ason, be more successful than
his competitors. There are various types of advertising
strategles which could lead to a trademark evolving into generic

usage:
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as an erder f{or any mrand :n tne product class. The buyeys may not

i

receive the brand requestes There may even ex1st an lncentcive

<

for the bro! .osuDstitute a lower cost  brand but charge the
high cose k. Brices

T el by s g S b e e v adeemare 4 1

In gene: gl 11 the meaning of the trademark 1s uncilear,

there 1s a4 posSitive prebabllity that a buyer will recelve a brand

that does nov yield maxinum gsatisfaction ©r pay a price premiuom
fixr tre brand he actaally receives., There 12 alsc a barrier to

entry into the market, Potential entrants may lntgrpreﬁ buyers'
use of a traderark as a manitestation of the:r preferences for
that brand. Conseyuently, a potential entrant, unable to produce
an exact substltute Oor uncertain about being abile to persuade
buyers loval to the nrand witn a generic trademark to try another
brand, will be discousraged {rom actuelly entering the macket.

e cost ot estarlisning & ropatation comparable to tne cxisting
seller with the Generic trademars may aPpear higher than 13
astgally tha €isk, In some narkers, aill the estahlished brands
may taxe advantaye of thisg batrrier hy charaing higher prices than
would obtain in the absence of the generic tradenark, ln cther
words, a generic tredemark wprovides a price umbrella to cover all
the existing brands. The seller of the brand with the gereric
trademarx may try to capture as many of the benefits from the
cemmunication prowblem for himself, This may 1nvolv> spending

reseurces on trademarx pretection activities. In the context of

the above example with the transactions beilng conducted through a
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3
with a generic trademark. However, given that a generic
trademark exists, it is easier to analy:ze the effects by
exanining specific types of product classes. Thls is due to the
fact that the behavior of economic agents 1is influenced by the
natvre of the product.

Consider an inexpensive product; thet is, one with a price
sOo low that search activity for the buyers is too costly. For
this type of product the buyer may merely select a braﬁd at ran-
dom and continue purchasing that brand 1f it provides & satls-
factory level of utility. 1In the extreme case that the brands
are 1ndistingulshable, the buyer may always select a brand at
random. Sc¢llers may find 1t advantageous to create some degree
of brand dirferentiaticon. Since a buyer is reluctant to devote
resources to the processing of intormation about this product

class, one pecssible stratcey £or the sellers is to identify each

brand with a trademark and use advertising focunsed on their
respectlv? trademarks .  The two crucial issues are the content of
a message and the buyers' reaction to an advertising message.
These problems will be discussed separately.
IIT.1. Buyers

In order to describe the operation of the market for an
incxpensive product, 1t 1S necessary to provide a characteriza-
tion of passive buver hehayior.6 Suppose that a buyer

arrives at a given location and is offered M choices (brands) in

a particular product class. To each brand, the buyer assigns a

-15-
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numder r, 2 0 where ¢ rj = 1. That i1s, r; represents the

i=1
prepability that the buyer chooses brand 1 (i=1, 2, . . ., M),

This can be descrived 1o terms of the traditiconal "fair spirner® i

roticn of probebility where

r; _ Area of the Sector Associated with Brand i
Total Area of the Circle

Tne value orf I, reprecsents the individual buyer's evaluation of

the avall. mie 1ntformaticon from past angd present sources. Each

puver nae an interure tive filter throuch which "rew" data 1s con- i
verted rnto sublective Judgment, The precilse specification of

this soreenind device tOr a boyer will yield the fair spinner
mechaniam Loy that buyaer,

There are many tvees ob Liltev processes for inexpensive

Proguets. Eel e ik -

(I 1L the Duyer 1o indiffcrent as to the particular brandg R
LuarThanead, then U, %

i Iz the buver. for sone reqson; 15 loyal to brand 1, then-

(3) I{ the puyer sarveys m triends and relatives seeking

recomrmendations about a product class and m; 1s the number

1

9 . - - S T P b e ml F ay

O tines brenad o 1o1s lv;otncndcd, then ri = __Z 10r
i
i =1, 2, « « ., ", and m o+ .. et oa, = om,

(43 1t the bLuyer takes 1nto account the advertising messages he

recelves about eacn brand, then one possibility 1s

A4
Ui e
i :

(Y
where Aj denotes the number of advertlsing messages the buyer

_16._.
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receives concerning brand 1 and A is the total number of
advertising messaees received by the buyer for all brands in the
product class. In this case, the buyer does not take 1nto

accocunt past consumptiocn; he merely receives messages about

[ie!

various brands and determines a probability distribution based on

[

the freguency with which messages érrive. If Ay G, then ry
= 0; that is, the buyer will not purchase a particular brand if
he 1is not informed of 1its existence. Information 1s thus
acquilred without any direct action on the part of the buver.

This 1s the characterizaticn of passive buyer behavior which will

4

o]

[t

us

@
\

in the followlng discussion.

IT:.2. Sellers

Given that all sellers of the lnexgensive product are awavre

"

of the passive buyer behavicr, a seller adopos & strategy which

T

"is almed at intluencinag. the puyers' construction ot their respec-

tive ftartr spilnner mechanisns., For example, a scller may be able
to exert some cantrol over the location ¢t h:is brand. This
includes the nusber of places where the brand 1s sold as well as
the display of the brand at a glven location. Tnis control may
involve such activities as contractual agreements granting exclu-

sive rights to a particular location or attempts to maximlze the

'C

number ©f locations where the particular brand of the product 1is
sold. There are means other than avallability of product by

which a seller can influence a buver's choice technology. For

-17-
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example, quality of orand i, the price for brand 1, the selection

1

of a trademark for bprand i1, the level c¢f inferrmative and/or

warranty offerecd

rn

persaasive advertis g for brandg i, the type O
for brand 1, the extent to which barrlers to entry 1ntd the

' chelces (1.e., the number of

industry vestrice the consumers
Teprovemnments in 4 brand relative to the other brands in the

produce ¢lass will have only limited benefilt for the seller i1n a

[

world of incomplete information unless buyers are aware of the

imoreoverment and are able to 1dentify the brand at the time oOf

1

purchase, A seller, therefore, may develop certaln signals to

e

convey intormation to buyers.  Gilven the nature of the product in

25

JUYers arlve unwilline TO 1ncur COsts Lo adgquire or

gquesting,

process the 1nformacieon from tne seller. Thiu places severe

(S

restricticns on the type ©of signals available to sellers., Trade-

tools for sellers 1n those situations itn

TMATKS e arae as useis
which bDuvers passively respond to the guantity of asdverctising
messaqges.  An advertising messaqge, then, consists of a copy of
the trademark for a particular drand, These messages are

delivered to buyers who determine their respective failr spinner

—~

mechanioms as outlined 1n Sectaon I111.1., example 4, HMessages of

this form tulfil

et

the two functions tradltionally assigned to

advercising; that is, the filrst messaqge informs vuvers that a

brand exists end subseqgquent me ges persuade buyers to purchase
the brand represented by the tvademark.

-18-

.
7
. 2
S
;.

7




I11.3. Decision Problem

Buyers behave passively and sellers use trademarks and
advertising to inform and persuade buyers to purchase thelir
respective brands. Since advertising 1s costly, there are bounds
on the number of messages that a given seller can send to buyers.
Therefore, the problem which must be solved is the determination
of the number of advertising messages that a seller sends to
buyers so that his expected profits are maximized ccnditional on
the strategies used by the other sellers.

In order to focus on this declision, it 1s necessary to make
some simplifyling assumptions.

(1) There 1s a homegeneous broduct which 1s exchanged fer
money .,

(2) There are i » € i1dentical buvers who eventually purchase a
unit of the product.

(3) There are M > 1 brands (sellers) in the product ciass and
each brand 15 sold at the same price p. The sellers are
unable to influence the total demand for the product. Each
seller knows the total demand for the product but is
uncertain about his own share of the demand.

(4) There 1s only one location where transactions take place.
Buvers can purchase any brand in the product class at this

o

location. A buyer merely cemmunicates his cholce of a

brand9 to an unbilased agent who contacts the appropriate

seller to complete the transaction.

-19-
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Given these assumptions, the problem for seller i is to
select A in order to maximize expected profit. Formally,

max [(Ex (A) = pf;{(A)N - cfi (AN - an].
A>C

et
14

Let £(AIN = g < XN.

[92]

ince £ is invertible. A = f'l(g).
N
A 1s the number of advertising messaqes which the seller believes

will generate g sales. Advertising and production costs are:

t(a) = ¢cg + ak = ca + ai'lig}.

M

3
e

he marginal cost of production and advertising:

£ (q) = ¢ + a(f"l)‘(Q) = Cc + & .
N N WLV (A)

Since tne price of a unit of the product is constant, the

marginal revenue 1s p.  Theretore, the sellcr selects an optimal

level of advertising A* such that

or

D - ¢ o= a .
NV (AR

This last equatlon 1s the eqgqualiry of the difference between

L

marginal revenue and marginal cost of production with the

expected marginal cost of advertising. Slnce £ 1s invertible,
A* = £~ (1)
1) -
N
The advertising effectiveness function is merely the opera-

tional analog of the seller's interpretive filter. It reflects

the seller's perception of his declsion environment including the

)
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behavior of hig rivals. 1In a dynamic setting, this function will

be revised in response to actual sales and the observed levels of
advertising by vrivals. There are a number of tools available to

model this process. Probably the most freguently discussed 1s
the Bayesian analysis. (See the Appendix for an illustration).
In order to provide more insight inte the seller's decision

o

rotblem conslider the advertising eftectiveness function

b
fi(A) = Py where Ky 1s seller 1's estimate of the total
A o+ K

1

number ot advertising messaqes dlstributed by his rivals (1 = 1,

2, « . ., ™M). The problem for this seller 1is:
max [E n(A) = (p - cIN_A - aA]l.
A>0 A+K
The first order condition, then, becomes
{(p = ¢ciN K - a = U
(A*+X )=
or
. . - * Lyl
(= ¢c) = a (A"+K)~
N 138

The optimal number of advertising messages A* 1is:

A* = -K + f(p-c)Nk.
~L~3- :
Note that A* > 0 1f (p - c)N - aK > 0., Trat 1s, the seller will

send out advertlising messages 1t he expects that excess prefits

will exist in his absence. The seller advertises up to the point

at which the expected excess protits are eliminated. Once a

buyer receives a single message about each brand, the informative

function of advertising messages 1s fulfilled. Thus, depending

on the magnitude of the difference p - ¢, there may exist an

-22-
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excessive amount of persuasive advertising. The buyer may be
better off with a lower price and the sellers would still earﬁ a
ncrmal profic,

It is doubtful that an equilibrium 1n pure strategles exists
for this model without some additional assumptions regardine the
estimates of K. If all sellers choose the same value for K, then
each seller will select the same number of advertising messaqges
to send to buyers. This is an equilisrium since no single seller
can 1ncrease his expected profit by changing only his advertising
strategv. In addition, inspection of the fermula for A* indi-
cates that the number of advertising messages 1S directly related
to the price of the product and the number of buyers but lnverse-
1y related to the cost of production and advertising., These are
all intuitively obvicus and loglcally consistent results. This
model thus reinforces soms of the traditional verbal analyses of
advertising behuvicry., It also provides the foundatien for the
discussion o0f generic trademnarks.

1V. Generic Trademarks

This section 1s concerned with the sellers' behavior given
that & generic traderark exists, Assume the trademark for brand
1 is generic. As discussed earlier, problems arise 1f the
trademark 1is legally protected as the symbol for brand 1 since
the flow of :information anong economic agents 1s 1nhibited. If

buyers and sellers behave as described in Section III, it is

-2 3~




possible to characterize tnis i1nformation problem in terms of

advertising spillover effects. They oserate to ¢Giffuse or rein-

147

force the advertising effcoctiveness of the sellers. Specific-
ally, some adver<ising by the scller of the generic brand may
actually increase the probability tnat a buyer assigns to a

rival's brand, or advertising by the sellers of the nongeneric

brands may incrcasce the propapility that a buyer assigns to the

[733

selection or the generic brand. It is no longer the case for a
seller that, giliven the number of messages sent out by his rivals,
the provanilities that buyers assian te selecting his rival's
brands are 1nverscly related to the number of messages that he
sends.

The relative strengths 0f these effects 1s an emplrical
gquestion, Howewver, i1t is possitble to exemine the conscequences of
the effwects separately In the context of the examuple given in
Section I1I. Suppose the swillover effccts are of the first
type. There are two wessible representations of the elifects:

mulciplicative and additive. For the simple multiplicative

r+

effect, there exists re (0,1) which measures the rc¢ductien in the

effectiveness of the advertising for the generic brand. The

ry

objective for the scller of orand 1 (ygencric trademark) is:

max [En(A) = (D - c)N a(l-r) - azl

A>U ’ <o
where K is scller l's estimate of the total number of
advertising messagcs sent by the other M-1 sellers. The optimal

level of advertising A satisfies:

-24-
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or

A= -K; + [(p - cIN({1-r)Ky
N a

If seller 1 has the naive belief that his rivals have the same

advertising strategies as in the example of a market without a

generic trademark (K El), then he will send fewer advertising
messages to buyers (El < A*), The ultimate impact on his
expected profits is unclear. The reduction in the number of
advertising messages also reduces the total cost of advertising
but the seller may choose to incur additional costs for a
trademark protection campaign designed to stop the flow of
advertising benefits to his rivals. The number of units that
this seller expects to sell El is also reduced ‘51 <

q*). .

If the spillover effects for the generic brand are additlve,
then there exists a constant R which measures the reduction in
advertising effectivenss as

A - R where R < Aj and A > Ay > 0 (A, constant).

A + K
The seller's objective function is

max [En(A) = (p - clIN (A - R) - aAl

A>0 =

- A+Kl
where K] 1s the seller’s estimate of his rival's advertising

with additive spillover effects. The optimal number of

satisfles:

o

advertising messages

(p - c)N (gl t R)f-a =20

=i

231

+
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= . . .=Ky =K, then &; < A* for

Clearly, if K,

[}
W

T

1 =1, 2, 3, . . ., M. It is possible that each seller sends
fewer advertising messages in the presence of a generic trademark ~ Y;;
than 1n the case without the generic trademark. This 1s actually
a disequilibrium creating force given that the expectations about

rivals' advertising remain the same., The special case of

multiplicative spillover effects for brand 1 and Kl = §2 =
. . . =Ky = K yields the result that A < A* and ﬁi_< A*,

This means that excess profits will exist and may 1invite entry.

However, 1if the spillcover effects appliy only to the estaublished 4
brands, successful entry may be prohibited. The spillover ;

effects, therefore, could constitute a barrier to entry.

Suppose the spillover eififects operate in the oppesite direc-

ey

tion; that i1s, advertising my sellers of che brands without the .
generic trademark reinforces the advertising of the generic ; ~;;’
P

brand. In order to incerpcorate this into the frameworx of b
Section I11, suppose there exists s g (06,1) such- -that the ‘ ~§
advertising effectiveness function 1s augmented: et

£1(A) = A + sK'

Semla=0 -

A + K

where K' is the estimate of the number of advertising messages o

sent by the M-1 sellers of brands without generic trademarks.

The problem for the seller of the generic brand 1s

T SR v ey

max [E#(A) = (p - ¢c)l (A + sK') - aAl.
A>0 A + K!'
The optimal number of messages A' for the seller to send to ; o

buyers 1is

e A L e A T T T T A S T A e < T Ay P ¥ T § ST ey R T A e A
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Aoain, vE K' = X, then 4' O A™, This may ultimately lead the
seller Lo respon chara:ing a hlyner price tov his product. 4
:
This Soes not, however, tollow trone this model., .
Cooonclusion that 1E abuvarent oriter extending the framework 3
ol Section il oto apclude the spillover eftects that mav exist as :
i
a resalt ot a trademark evolvaing inlo generic usage is that even 2
Wwith o sivple model the vesults are ambiguous. ‘fhe effect on the
Duliavior Of the seller with the genecic trademark depends on
whotnor the Co1llover ¢fledt enters bls aovertising cvrfectiveness 3
. ’ . : P - M [ B - E - 'y q -
InbCt L 3 g aelua tive o muestluplicative manner ., I{ 1t 1s
ALt Ve, Ui Linal o renionsd 1s to 1ncroase advertising; but if R
PG
1o it licative, U cellor wrll decrease advertising and vk
L
. , X o
oo 1R trademarK protoection activities., Thie L
XD oI atioen forTalion Merhanish 18 3150 a suurce ol amblgulity.
wEUIY i iAo an [ Chal o)XxpeCtalldng dD net obinge ohce & -
tradenar< ewvolves 160 generio usade, the aggregate level of 3
i
advertining by trhe sellers of the nongeneric Lrands declines.
Theove Lsoan OoBVIous dynieddye troblem reluted to the impact this
redultion i a0 UtisIng has en tho estitate 0 K used by the
qeller witn Uhe Jenerlc trademarkK,  An approprilate concept ot
Cads by nust oalso be developed which tukes the inaependence
7 osellors 1nto socount.  Finally, the seller's attitude .
towasr st oee tovoally introduced into the model. s
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V. Conclusion

Trademarks are more often the subject of policy discussion
than theoretical analysis. This 1s due, in part, to the failure
of traditional economic theory to deal adequately with €uestions
of quality choice by economic agents. However, some insight into
tradenark lissues 1is possible even 1f the underlying product 1s
not sudbject to quality variation., Suppose the product 1s such
that buyers passively respond to advertising messages dis-
seminated by sellers rather than actively seek intormation about
the various brands in the product class. The type of product
considered i1s one with a low purchase price so that buyers find
any sort of sambling activity too costly. In this case, trade-
marks and advertlsing strategles become 1nportant tools for those
sellers interestcd i1n informing buyers that thelr brands exist
and creating brand identification among buyers. An advertising
messange 1s moercly a copy cf the seller's trademark. When a buyer
recelves the message, he 1s aware of the brand's existence., If
the level of advertising tor a brand 1s directly related to the
probability that the buyer assigns to selecting that brand, then
1t 1s possible to incorpoerate infcormative and persuasive
advertising i1nto a single model (Section III).

In some situations, a trademark can evolve 1nto generic
usage. The evolutionary process is propelled by a combination of
first entrant effects, habit, buvers' informaticn gathering .
technigues, and sellers' advertising stratcegies. Once a generic
trademark exists, there is a possibility that the flow of
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infcrmation among economlc agents, initially facilitated by
trademarks, 1s inhibited. Advertising by the seller of the
generic brand may increase the probabllity that a buyer selects
orne of the nongeneric brands or vice versa. There then exists a
distortion in the allocation of advertising resources among
sellers and the brands among suyers. In other words, some
sellers are providing benefits to their rivals for which they do
not recelve compensation. Buyers are not able to assign the

"

correct probabilities to their "fair spinner” mechanisms sa that

the distribution of brands amcitg buyers is distorted. This may

have significant welfare 1mplications 1f there are quality

differentlials among brands which are not apparent pgior to

purchase. This contusion about the meaning of a trademark may

cause other problems such as providing the seller with the : »

ganeric trademark an opportunity to charge a price premium for - @D

his brand. A burrier to entry may actually be erected by a

generic trademark, thus allowing all established sellers in the

markaet to come under the price umbrella of the generic brand.
Section IV presented a characterilzation of these advertising

spillover ertects for one particular type of advertising

cffectiveness tunction. Even in thls simple framework, the

results are amblguous. It 1s possikle to show that a generic

tradcnark does distert the advertising strategles of the sellers.,

However, the relative strengyths of the effects and the magnitude

of the distortion remain unclear., There are many additional

problemns which must be resolved before the model 1is useful for

-30-
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policy analysis. These include the effects of: price and
quality differentials, an expectations hypothesis which allows
for learning,16 buyers' active search for information,

seller's selection of a combination of promotional strategies,
and advertising which shifts the market demand curve. Finally,
the issue of the welfare implications of a generic trademark must
be examined. It 1s not clear that the allocation induced by a
generic trademark 1s Pareto inferior. For example, suppose the
generic trademark belongs to the first selier to enter the market
and the spillover effects diffuse his advertising. 1f this
seller gained market power as the first entrant, the power may be
reduced as a result of his trademark becoming generic,

This preliiminary analysls suggests that 1t is necessary to
examine specific trademarks thut have evolved 1nto generic usaqge
in order to have 1nsight into the 1mpact of the advertising
spillover effects on the wwhavior of economic agents., The qoél
should be to develop sufficirent conditions under which the
spillover effects operate., It may then be possible to explore
the 1mplications of the spillover efrfects for econamic welfare
and to discuss the appropriate remedy. Cancellation may not be
the only remedy. Advertising constralnts directed toward
preserving the informationa'? content of a trademark but limiting
the deceptive effects of a generic trademark should be imposed 1in

those situations where a trademark 1s apprecaching generic usage.
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Aggendix

In order to determine an advertising strateqgy, each seller
must estimate the effectiveness of his advertising messages con-
ditional on the behavior of the other ¥-1 sellers. 1In a dynamic
setting, these estimates may be revised on the basis of informa-
tion that becomes available about actual sales and rivals'
advertising. One method of describing this process is the
Bayesien technigue for consistent monitoring of the éubjective
inputs intb a declsion problem,

ror purposes of 1llustration, assume the advertising effec-

tiveness function for seller 1 1is ft(A) = A where K 1s
A+}\t

an estimate of the total number of advertising messages distrib-

uted by the cther M=1 sellers in period t. The seller must
s - .
. Lo i | i
estinate 2, k¢ where kg 1s the number Of messages sent by
R i=2 1
seller i1 1in period t (1 = 2, . .« ., ). Assume Ky are normally

\

and identically distributed through time. That is, seller 1

umes each rival's selection of an advertising strategy is a

oY
w
%]

draw from the same distribution. Define the distribution of the

~

actual number of messages sent by the other M-1 sellers in period

t by
glky) = N(kyr @ 9)
where k: and g} denote the mean and varrance, respec
tively. Assume the seller knows O“tz but does not know k:.
®
The seller has subj?ctive kpnowledge ot ki, that 1s, there

exlsts a prior probabillity distribution which 1s assumed to be

normal

T

A

s

L, S et

iy




- * — -
where ky and g .2 are the subjective mean and variance,

respectively. This is thus a summary of the seller's views

concerning the uncertainty of his rivals' behavior. From g and

g, the seller's subjective probability distribution of the actua!

number of advertising messages can be written
hike) = N(Ker )
- where y, = °t2 + ¢ 2 + 2 covikes k:).

During period t, seller 1 estimates K, as (M-1)}k, and
observes the M-1 advertising strategies of his rivals. Let gt
denote the mean of the M-1 numbers observed during this period.
Using Bayes theorem, the posterior distribution for k: is again

normal; that 1is,

*x v

g‘t(kt) = N(k'tl Ot)
where ]
1 = M-1 %
5,2 e + « ot
' t t
k =
t L Ed
Gt2 Oté
and l = 1 + M-1.
—= = e
Otz ‘Ut“ Otd

The seller now has a new estimate of the mean of the number of

messages to be sent out by e¢ach rival in period t + 1. If the
t

seller views all rivals as identical, Kt¢l = (M-1l)kt and

ft+l(l“\) = A__-

A + l\t+l
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Foctnotes

*The author benefited fram discussions with Pdward ~allick and John

Hilke on the econawmic function of trademarks.

ke
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See Stigler (1961), McCall (1970), Satterthwaite (1979), and
Toannides (1975).

If a s=ller identifies his units of the vroduct with a sinale
trademark, then he is selling a brand of the product. A trade-
mark is used to distinguish a marticular brand from the other
brands 1n a nrocuct class.

Iriwdicad in the tradomark is the seller's reoutation.

’

Jce Nelson (1970).

Cancellation means that the owmner of the trademark loses the
le-nal richt to its exclusive use. The FTC Improvements Act of
1980 vrohibits the FIC from using its funds (throwth fiscal 1982)
to oetition the Commissioner of Patents for cancellaticn of a
trademark on the cround that it has become the common descrintive
nome for a vrodtuct class.

This 1s referrcd to as a descrivntion of the buver's cholce
technolnay.

The oroblem of selecting a cuality level is ienored.

There 1S ne scarch activitv on the mart of the buvers and the
probability that a marticular brand 1s not available at the aiven
location 1S zoro.

This cholce is determinaed by neans of a "falr spinner” mechanism.
All bovers are identical in their reswonses to advertising.

A seller assumes that his rivals will not alter thelr respective
stratoeies in reswonse to his actions.

If no nwessaues are received, the buver will not nurchase. Since
all N buyers eventually nurchass a unit of the comodity, adver-
tising messades can e viewed as siagns rosted bv sellers at the
entrance to the market place.

This represents the prcehability of success. Tf there are N huvers,
the sellier 1s performing N trials of a Bernoulli experirent where
the orobabilitv of success is f3(A). The emmected number of sales

in N trizals is Ly (AN

The subscrivt is deleted.
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15 Generic brand refers to the brand with the generic

trademark (brand 1). In some contexts, such as discussions of

the drug industry, the term generic is associated with
indistinguishable output from several sources.

16 A description of the Bayesian approach is given in the
Appendix.
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