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I. What is P ro duct Differen t ia t ion ? 

A .  A Definition 

P ro duct differentia tion refers t o  the fact that dif ferent sellers 

typically sell diffe rent p roduc t s, even though t hey are in the s ame general 

marke t .  P ro duc t different iation is p revalent throughout the ec onomy . 

Marke t s  in which sellers dif feren t iate their p roduc t s  are mu ch mo re common 

than those in which a homo geneous p r o du c t  is o ffered by many sellers . This 

s tudy bo th s ummariz e s  wha t  e c on omis t s  have to say specif ically about p roduct 

dif f e rent iat ion and its  role in a free marke t sys tem, and h ighlights the 

p o licy c on clusions which flow from this type of analys is . 

B. Sp urious vs. Rea l  Product Diff e ren t iation 

While different brands within a given p roduc t cla s s  are typ ically 

at least  somewha t  d if f e rent in their p hy s ical charac teris t ics, consume rs 

may perceive the differences t o  be much greater than they t ruly are. This 

exaggeration o f  p ro du c t  dif f e rence s  is known as 

tion . The extreme (b u t  very rare ) cases whe re two produ ct s  are p hysically 

identical ye t c onsumer s  p e  rceive them t o  be different will be ref erred t o  

different ia­

Naturally, the c on cep t o f  

sp urious p roduc t dif feren t ia t ion only aris e s  in t he context o f  imp erfect  

consumer inf orma tion about p ro du c t s  . In such a context there is a t  lea s t  

the p o tential f o r  selle r t o  manipulate c onsumers p re ference s  through 

adve rtising in o rder t o  s t rengthen brand loyal ty .  

Mos t o f  this repo r t  f ocus e s  on product diff e rent iation with imp erfect  

inf ormation by consume r s  . Th e analys is is o rgan iz ed around the various 

sources o f  informat ion available t o  con s ume rs about differen t iated p ro duc t s  . 

Aft e r  all, the s o cial benef it s  o f  p roduct divers ity only aris e when p ro ducts 

as differentiat ion . 

are in fact  dif ferent and when mos t  c onsumers can iden tify and partroniz e 
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iden t i cal commo d i ty . In reality each seller has his  own niche and exe rts  

s ome marke t p ower over those consumers who are mo s t  a t t racted  t o  his p r oduct. 

Tradit ional monop o ly can be viewed as an extreme case of this where a s ingle 

s eller h as a large niche t o  himself, while p e rfect comp e  t i t ion refers to 

the op p o s i te extreme whe re there are many sel lers wi th p roduc t s  e s sent ially 

iden t i cal t o  those of any g iven selle r  . The useful middle ground of product 

d ifferentiation i s  known as differen t iated if entry barriers are 

p r esent and if there is free entry. The term 

mono p o l i s t i c  compe t i t ion emp has i z e s  that such marke t s  have el ement s  of b o t h  

mono p o ly and compe t i t i on in them. 

It  should b e  clear that s t udying monop o li s  t ic compe t i t i on i s  more 

c omp le x  than s tudying perfec t  comp e t i t i on or pure mono p o ly . For one thing , 

we mus t keep t rack of a who le s e t  of d ifferent produc t s  . Tha t  is inevi t ab l e  

in analyz ing produc t d ifferent ia t  ion . Fur t hermo r e  , each produc t may sell a t  

a d ifferent p rice , and each seller h a s  s ome marke t p ower , i . e. fac e s  demand 

which is not p erfe c t ly elas t i c  . The analysis  will b r ing o ut the fac t that 

this market p ower , whi le leading t o  inefficiencies jus t as it doe s in the 

case of monopoly , i s  a nec e s s ar ily evil to sup p ort a sys tem in which p roduct 

divers i ty i s  p rovide d .  Dive r s i ty by d efini t i on means that each se ller faces 

r ivals with only imperfe c t  sub s  t i tut e s  , and therefore has marke t p ower 

over tho s e  c onsume r s  who find his produc t p ar t i cular ly a t t rac t ive . L imi t e d  

marke t  p ower may a l s o  have advantages in p romot ing informa tive advert i s ing , 

s t imula t ing re search and deve lopmen t  , encourag ing a s o c i ally d e s irable 

produc t typ e  to be produ ced , and rewarding risk t aking . Thi s  is sues will be 

t ouched on below . 
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the b rand whi ch suits the i r  tast e s. The ability o f  consume r s  t o  obta in 

informa t i on whi ch limi t s  the extent and dangers o f  spurious product 

different ia t i on is addressed below.  Basically , if con s umer s  have informa­

t ion about true p r oduct  performance in the long run, spurious p ro duc t 

d i f f erentiati on wil l  b e  limi ted, but not necessarily avoided entirely . 

C .  P roduc t Differentiat i on and Marke t S truc ture 

Reco gni z ing that each seller has uni que p r o duct, at leas t in name, 

highl i gh t s  the fac t  tha t e ach one has a type o f  limi t e d  monopoly.* It is 

importan t  t o  emphas ize  that "monopoly" as used here, is not  nece s sarily a 

bad thing . Mon op o ly i s  trad i t ionally viewed as unders i rable b ecause a 

monop o l i s t  will raise p rice and res t r i c t  output . The extent t o  which this 

i s  p o s s ib l e  depends on the mono p o l i s t's control ove r his cus tomers, as 

measured by his elas t icity o f  demand . While McDonalds has a mon op o ly on 

the Big Mac ( due t o  t rademark p ro tecti ons ) ,  i t s  c on trol  ove r p rice is 
I
1 

limi t e d  by i t s  r ivals '  o f f er ings . The demand curve fac ing McDonalds is 

e las tic ( due to McDonald ' s  r ival s  ) ,  but not perfectly elas t i c  as i t  would 

sub s titutes were avai l ab le . Iri fact, even a trad i tional be 	 if 

monop o ly , e . g  . the s ol e  railroad b etween two cit ies, is limi t e d  by the 

presence of rivals ,  e . g. bus transp o rt a t i on . 

The p o int here is that recognizin g  that p ro duct s  are d i f fe ren t iated 

is of  cr i ti c al impo rtance in viewing many real i s t ic market environment s  

which fall b e tween the e xt remes o f  p e rfect comp e t i ti on and p ure monop o ly. 

Perfec t  comp e t i t i on is def ined as a s itua t i on where each seller is s o  

small relative t o  the marke t that he faces p e rf ectly elas t ic demand, i . e .  
"'' 

t akes p rice as given. Thi s  p resumes that many o t he r  sel ers market the
f 

* 	 A monopo ly in that i t  can raise price wi thout lo s in g  all i t s  cus t omers , 
but  limi ted in that clos e  sub s t i tutes  are available s o  that each selle r  
faces rather elas t ic demand . 
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D .  Produc t D i f f e rent i on, Dive r s i  ty, and Scale Ec onomi es 

Product d i f fe ren t iat ion is the marke t's way of  mee t ing the dive r s e  

needs of  consume r s  . (Indeed ,  a s tubborn p roblem in the c onsume r goods 

sectors o f  centrally p lanned ec onomies i s  a lack o f  suf f ic ient p roduc t 

dive r s i ty . )  Clearly individuals differ quite subs t an t ially in the i r  

p references  for anything f rom shampo o  t o  b i cycles . S in c e  dif feren t  c on­

sumers have dif f erent tas te s  , the fo llowing que s t i on natural ly arises  : 

Why no t s imply produce a tailor-made p roduc t  for each individual whi ch 

mee t s  his o r  her mo s t  preferred specifi cat i on s? The obvious answer is that 

tailor-mad e  produc t s  are t o o  expens ive, i.e . tha t  the re are e c onomi e s  of s cal e 

t o  b e  e xp lo ited by p r oducing the same produc t  for many c onsume rs . Thi s  

poin t s  out t h e  fundamental t rade o f f  in selec t ing which p ro ducts  should 

ac tually be produc e d  ( f rom e i the r the p ub l i c  or priva t e  in t ere s t  view poin t ) :  

e conomi e s  o f  scale versus dive r s i tv o f  pre f erences. 

E .  Emp ir ical Imp o r t ance  o f  Product Different iation 

Almo s t  all consumer goods marke t s  are market s  for d i f f e rentiat ed produc t s  . 

As we wil l  see  , app ly ing p rinc ip les from homogenous good , p e r f e c tly comp e t i t ive 

analysis  to actua l  case s  in s uch marke t s  can eas i ly b e  mis leading. Product 

s e l e c t ion i s  a part i cularly impo rtan t  aspe c t  o f  a priva t e  firm '  s marke t ing 

s trat e gy . Ec onomie s  o f  s cale are also p r evalent, esp e c  ially due to fixed 

c o s t s  o f  produc t d e s i gn and marke t ing . Therefore i t  i s  imp e rat ive for the 

F . T . C .  to unders tand how market s  wi th product hete rogen i e ty and scale 

e conomi e s  op erat e  , and what e f f i c iency means in such a s e t t ing , esp e c ially 

when advertising p lays a p rominant role in firms' s trat e gi e s .  
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I I  . The Economic Is  sue s Pro duct Differen t ia t i on 

A .  Produc t Differ entiation with Perfec t  Info rma t ion : S ummary 

With p e rfe c t  info rma t ion and no e c onomi es  of s cal e  , t he marke t 

equilibrium will b e  Pare t o  Op t imal . Economi es of s cale are typ i cally a 

cri t i cal consi derati on in d iffe ren t iated p ro duc t marke t s  , however. 

The basic que s t i on i s  thus the following one : Wil l  the marke t equilibrium 

with s cale economi e s  lead t o  a s o c ially des ireab l e  s e t  of p ro duc t s  and 

s o c ially des i reable quan t i t ie s  of thos e  pr oduc t s? In makin g s o c ial 

welfar e s tatement s  of this kind below , we will imp li c i t ly be using the 

s tandard we lfare mea sur e of a ggregate consumers  ' surp lus p lus p rofit s .  

As indicated b elow , even if the c ond i t ions of entry int o t he product 

gr oup in que s t ion are those of free entry , the marke t equilibrium wi th s cale 

e c on omie s ,  which is called the 

will no t b e  generally conin c ide wi t h  the s o c ially op t imal allocat ion. 

Ne i t he r the se  t of p ro du ct s  p roduced nor the amount s  p roduced of thos e 

p r oduc t s  can b e  exp e c  ted  t o  b e  soc ially o p t  imal . The nature of the bias e s  

in t h e  marke t a r e  outlined b elow . 

Ano ther p o  ten t ial p ro b l em with s cale e conomies ( r e taining the perfe c t  

info rma t i on as sump t ion)  i s  that they can crea t e ent ry barrier s  . Thi s  

can lead t o  a n  o li gop oly indus t ry s truc t ure . Fur thermo r e  , e s t ab l ished firms 

can s t rategi cally utilize  s cale e conomies  to he igh ten ent ry b arriers . 

I t  i s  imp o r t an t  t o  recogni z e  that a p resump t i on t ha t  the market 

operates in an ideal fashion should no t be  mad e  in the p re sence of s cale 

e conomie s and p ro duct d ive r s i ty . On the o ther  han d  , the sho r t c omin gs of 

the marke t are typ ically not of t he type of j us tify a p o l i cy resp onse , in 

the p erfec t  informa t i on case  . Indeed the dire c t ion of b ias in the marke t, 

t oward s  t o o  many o r  too few produ c t s  for examp le , is typ i cally very h ar d  to 
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iden t i fy emp i r ic ially . The re is gene ral agreement among e c onomi s t s  that, 

absent informa t i on p rob lems , the p re s ence of product di fferen t iation alone 

does no t jus t i fy po  licy interven tion . Sub s tan t ial e c onomies o f  scale may 

jus t ify p olicy a c tion on t rad i t i onal ant i trust grounds ,  however . 

B .  Pr oduc t Dif f e ren tiation wi th Imp er f e c t  Inf o rmat ion : Summary 

A whol e  new s e t  o f  issue s  c ome int o  p lay when the assump t ion of p erfe c t  

information by c onsumer s  i s  removed. The p o s s ib il i t y  of prof i table but 

s o cially unde s i rabl e  s p ur ious product differen t iat ion arises whenever consumers  ' 

beliefs about produc ts' a t t ributes may be in e rr or. There fore s e llers  may 

have incen t ive s t o  pr oduce inferior produc t s  yet l ead consumers  t o  b el ieve 

that  these products are of high qual ity or sup erior in s ome way to o ther 

p roduc t s  on the marke t .  

The role o f  adve r t i s ing is  quit e  comp lex under imp erfect  info rmation . 

Of course  i t  i s  in jus t  such a s e t t in g  t hat  adve rtising mus t b e  viewed 

if it is to be treated as anything mor e  t han a method of man ip ulatin g  

tas tes. Adve r t i s in g  s t rategy interac t s  with produc t cho i c e  and there fore 

is r elated t o  the e f f i c i ency issue s  outlined above . 

When informa tion is c o s t ly for  c onsume rs t o  ob tain and proce s s  , an 

addi tional t radeo f f  emerges as well as  the e conomies o f  scale vs . d ivers ity 

issue dis c us se d  above : additional d ive r s i ty may make it  mor e  rathe r than 

less  diffi cult for  a p o t en t ial buyer t o  locate his  o r  her pre f erred brand . 

For examp l e  , the p re s ence o f  low qual ity produc t s  , which may b e  app r op riate 

for consume rs who value qua l i ty at t r ibutes relatively li t t le , may make the 

search for h igh qual ity i tems mo re co s t ly or imp o s s ib l e  fo r those who are 

willing to pay for highe r quali ty . The reas on is that  more low qua l i ty 

items ( on ave rage ) mus t  be  samp led bef or e  a hi gh quali ty brand is  found. 
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In addition the pres ence of a varie ty o f  produc t s  may limit the credibility 

and there fore e fficacy of advertising . 

The analysis o f  imper fect information in dif feren tiat ed product markets 

is organized aroun d  the several p o t ential s ources consume r s  have for 

inf ormation abo ut p roducts . The ability o f  consume r s  to obtain accur at e 

inf ormation about p roduct attributes is critical to  achieving a socially 

b eneficial set of p ro duct s  . In this aut ho r  ' s  view , there is usually a 

goo d  inf ormation source availab le for any given p roduc t. P olicie s which 

improve consumer inf ormation directly , o r  reduce the costs o f  in formation 

via p rivate s o urces or marke t signal s  , are discuss e d  . 

The general theme which come s out o f  t he analysis is that p otential 

inef ficience s aboun d  in markets with imperfect inf ormation and p roduct 

dif f e  rentiation , ye t it is unlikely that po licy action , b eyon d  , say , pre­

ven ting f alse and mis leading advertisin g  , will improve mat ters . One s e t  

o f  po  licy actions advocated below involves governmen t subsidiza tion o f  or 

direct invo lvement in the marke t for product in formation . This is due to 

wel l  known failures in that market . Conditions unde r which quality standards 

imp rove we lfar e  are als o  identified . 

I I I  . Product Differen tiation with P erfect Information 

While the main thrust of this rep o rt is a discus sion o f  the b ehavior 

of markets for differentiated p ro duct s  under conditions of imp e rfec t  

inf o rma tion , it is nece s s ar; t o  firs t examine such marke t s  under conditions 

of idealiz e d  consume r inf ormation . That is the p urp ose  of t his section . 
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A. The S o c ially Op timal P r oduc t s  and Prices  

Before looking at marke t performance, l e t  us  cons ider how an ideal 

allo cation wo uld look , i . e .  what p roduc t s  would be  produced and what 

prices they would b e  sold at  . To do this we will use t he s tandard welfare 

measure of (aggregate ) c on s umers' surplus p lus to tal indus try p ro fi t s. 

This is  equilivant to  the gro s s  b enef i t s  receive d by consume rs (as measured 

in dollar s  ) less p roduct ion c os t s  . The s o c ial op t imum is  thus the set of 

p roduc t s  ( in the given p roduct group b e in g  analyz e d )  and the asso ciated 

leve ls o f  produc t i on which maximiz e  b en e fi t s  less c os t s  . 

The op t imal s e t  o f  p roduc t s  i s  gene rally q ui te  comp l i cated t o  

des cribe the ore t ically . I t  depends upon the d i s t r ibution o f  p re f erence s  

i n  the population a s  well a s  t h e  relative c o s t s  o f  t he different p o tential 

product designs . One general p rinciple which doe s  eme r ge is that the 

p roduc t s  which are a r e  s o ld at cos t in the 

allocation . This ref l e c t s  a s tandard e f f i ciency p r inciple from 

microeconomic s .  When the re are economi e s  o f  s cale , h owever, mar ginal cos t s  

fall s ho r t  o f  average cos t s  ( b y  an amount cef l e c t ing the fixe d  cos t s  o f  

produ ct i on )  . The re f ore , the s o c ial op t imum entails  ne gative p r o f i t s  for 

t he se llers ; marginal c o s t  p ric in g  d o e s  not  permit them to re coup the i r  fixed 

cos t s  . 

This hi ghlight s the fact tha t  , while the s o c ial op t imum (also called 

the f ir s t -bes t )  all o ca t ion is  a useful benchmark , it is no t a feasib le 

arrangement in a decentralized economy . A more reasonabl e  goal is t he 

s ec ond-bes t  all o cation which maximiz e s  bene f i t s  less cos t s  subje c t  t o  

the add i tional r e s t riction t hat se llers do  no t lose money . Some cas e s  

have been analy z e d  i n  the li terature ( s e e  Dixi t and S t igli t z, and Spence ) 

in whi ch the marke t outcome coincides with this se cond-b e s t  allo cat i on . 

These case s  , t o  the e xtent they in fact reflec t  actual marke t out comes , 
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should be interpreted as a triumph for the market mechanism (under perfect 

informa t ion) . They are , however , rather special cases from a technical 

viewpo int , so thi s  happy outcome cann o t  be cons idered robus t. In the 

next s ubsect i on we will discus s the qual i tat ive differences between 

the market and the optimal allo cat ions in more general cases . 

Another bas i c  principle, whi ch app lies to  both the firs t- and 

second-bes t allo catlon s  , reflec t s  the tradeoffs between d ivers i ty and s cale 

economies . It  i s  no t to each 

at a s cale which minimizes the cos  t s  of This is a good 

example of how the textbook, perfec t  compe t i t  ion analys i s  can be mi s leading. 

While minimiz ing the c o s t  per uni t  output is opt imal wi th homo geneous pro­

duc t s  , wi th different iated produ c t s  i t  is typi cally* wort h  sacrificing at 

leas t s ome s cale economi es in order to produce a greater variety of goo ds . 

S uch an arrangement invo lves produc t i on on the downward sloping port ion of 

the average cos t curve . The general principle i s  this : if the add i tion 

of a new product reduces average produc t i on c o s t s  , such an addi t  ion is 

certainly wort hwhile , whi le it may be worthwhile ( i .  e .  in crease s o c ial 

welfare) even if it rai ses average cos  t s. This reflec t s  the value of 

d ivers i ty. 

I t  is importan t  to keep in mind that when optimali ty involves produc­

t ion on t he decreas ing port ion of t he average c o s t  curve , the fac t  that 

s cale ec onomies are no t fully exp lo i ted does not  mean that produc t ion is 

being carried out ineffi cient ly . Rat her a cho i ce is  being made t o  enjoy 

somewhat more produc t variety at the expense of add i t i  onal fixed co s t s  of 

product ion . 

* The except ion arises when t he add i t  ion of a s ingle firm ( s tart ing from an 
an allo cat ion whi ch minimizes average c o s t s ) raises average cos  t s  so much as 
t o  offset the benefit s  from t he increased d iversity . This i s  mos t  likely when 
s cale economi c s  are t he greates t .  
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With free entry, the market outcome will typically* involve production 

a t  a scale less  than that which minimizes the ave rage co s t  p e r  b rand . While 

this was originally thought t o  p rove that the market e quilibrium involved 

an exces s ive numbe r  of p r o ducts ,  e ach p r o duce d  at ine f ficient ly small scale,
I 

this i s  incorrect .  Such an argument only app lies when the p roduc t s  are homo­

genous . With p e rfect consume r inf orma t ion, however, homo genous p roducts 

would le ad to the clas s ic cas e  o f  p e rfec t comp e t i  t ion in which no firm enj oys 

any marke t p o wer. With imp e rfect informat ion t he conclus i on tha t the marke t 

leads t o  t o o  many brand s e ach producing ine f ficine t ly l i t t le output will 

carry over when there is spurious produc t  d i f fe ren tiation ; that will b e  

treated b e low . Fir s t  we p resent  the co rrect comparison o f  the marke t and 

the op t imal outcome s  in the case o f  p e rfect inf o rma t ion . The goal is to 

qual i t a t ive ly iden t i fy p roduc t  selec t i on biases in t he marke t .  

B .  The Monop o l i s t i cally Comp e t i t ive Equilibrium 

So l on g  as t he econ omies o f  scale are non-trivial in comp ar i s on wi th 

the size of the market,  e ach firm wil l  have non- t r ivial marke t p ower and 

hence s e t  p rice in e xce s s  of marg inal co s t s  . Each active firm the re fore 

act s  l ik e  a mini-monopo l i s t. Yet  the ( p resumed )  free ent ry o f  b rands int o  

t h e  marke t  drive s ( e xce s s )  prof i t s  t o  z er o  . Equilibrium occurs when e ach 

firm '  s s hare of the mark e t  is d riven d own, via ent ry, unt il it j us t  cove rs 

its cos t s  . Such a conf igurat ion o f  p roducts and p rices is what i s  meant by 

a I t  is due o ri ginally t o  Chamb e rlian . 

In the e quilibrium configura t i on each f i rm ' s  demand curve, g iven wha t other 

f i rms are doing,  i s  jus t t angent t o  the firm ' s  ave rage co s t  curve a t  its 

outp u t / p  r ice p o in t  of o p e ra t i on . 

* 	 The e xcep t ion occurs when economies o f  scale a re l arge relat ive t o  the 
marke t  . 
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C .  Comp aring the Marke t Equilibrium with the S o c ial Op t imum 

It is  immediate ly apparent that the market equilib rium cannot p o s s ibly 

c oincide with t he firs t -be s t  so c i al op t imum . The reason is that each 

seller p ri ce s  in exces s of marginal cost . At least  some ves t ige of  the 

s t andard monopo  ly ine f f i ci en cy p e rsis t s  in equilibrium . If each firm has 

only a small niche in the who le p r oduc t class , however , its market p ower 

will b e  corresponding ly small .  

While the p revious p aragrap h  indicates  that , the s e t  of p ro ducts  

p roduced, these p ro du c t s  are  priced too  high ( i.e . higher than is  s o cially 

op timal, which is  a t  marginal cos t )  , we have yet t o  compare the s e t  o f  

produc t s  produced in equi libr ium wit h  t he op t imal s e t  . This is  t he ques tion 

o f  "p roduc t  s e le c t i on b ia s  " .  Roughly , the que s t i on is whe ther there are 

" to o  many " or " t oo few" produc t s  p r ovided by t he marke tЛ [ In f ac t  the 

prob lem is s omewhat mor e  dif f i cult than t his s t at ement s ugge s t s  . I t  glo s s e s  

over t he f a c t  t h a t  t h e  market may pr ovide t he wrong s e t  o f  products even i f  

i t  happened to p r ovide t h e  p r op e r  number of  t hem . For example ,  the marke t 

may under sup p ly specialty items in p refe rence t o  mass marke t i t ems . ]  

A bas i c  f or ce whi c h  t ends t o  lead t he marke t t o  p roduce t o o  f ew 

produc t s  i s  the inab il i ty o f  a se lleМ t o  app ropriate all the s o cial b ene f i t s  

whi ch ar ise due t o  his introduct i on o f  a new produc t  . F or examp l e, i f  a 

produc t c o s t s  $10 t o  develop and marke t,  and when sold wil l  gene rate 

revenues ne t of production c o s t s  of  $8 and consumer surp lus (gro s s  benef i t s  

t o  consumers les s p ayment s  made t o  t he produc e r )  o f  $6, t he n  t h e  private 

f irm will no t int roduce the p roduc t (because $10 exceeds $8). Fr om a soc ial 

*Some reader s may be wondering why wit h  perf e c t  information the marke t does  
not function in a s oc ially op t imal manner , as is sugges ted  in basic microe c onomi c s  

cours e s  . The und erlying reason i s  the p r e sence o f  s cale e conomies . I n  gene ral 
t he p rivate market outcome is  not f ir st-bes t when the re are sub s t antial e conomi e s  

o f  s cale, relative t o  t h e  s i z e  o f  t h e  marke t .  Mod e s t  s cale e conomies wil l  c ause 

the equilibrium outcome t o  b e  app ro xima t e ly o p t imal, however , s o  all the resul t s  

in t his sec t ion s hould b e  c ons idered in prop or t i on t o  the r elevan t  s cale e c onomie s .  
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o r  p ub l ic in te res t viewp o in t  , however ,  this prod uc t  does pas s the co s t/ 

bene f i t  t e s t: t he t o tal benef i t s  are $14=$8+$6, and the s e  exceed the 

development cos t s  o f  $10. This examp l e  illustrates a general p o in t  . The 

ne t bene f i t s  to socie ty are g iven by 

Social Ne t Benefits  Gr o s s  Benef i t s  t o  Consumer s  = Pr oduc t ion Co s t s 

= [ Gr o s s  Benef i t s  t o  Consumers Payments  t o  Sel ler] 

+ [ P t o  Seller - Produc t ion Cos  t s] aymen t s  

= Consume r s  ' S urp lus + Profi t s  . 

The firm will develop and marke t the product i f  i t  generates  p o s i  t ive profits,  

i . e .  i f  revenues exceed t he manufac turin g  , marke t ing , and d evelopment co s t s  

(wh ich are summar i z ed a s  "product ion c o s t s" above ) .  I t  i s  s o cially op t imal 

to develop the product if consume r s  ' surp lus p ro f i t s  are p o s i t ive . 

S ince consume r s  ' s urplus i s  always po s i t ive (wi th perfect in forma t i on )  t here 

i s  a d i s t inct b i as t owards too few produc t s  due t o  producer s '  inab i l i ty to  

app ropr ia t e  the consume r s  ' surplus . 

This b ias again s t  marginal produc t s  will be  part icular ly s t rong for 

those produc t s  for  which consume r s  ' s urp l us i s  relatively large relative 

to the firm '  s ne t revenue s. Such p ro duct s  wil l  not be served wel l  in t he 

market place . See  Spence (1976  ) for a de tailed anal y s is . Thi s  app lies  

par t icularly for thos e  goods  which display relat ively ine las t ic demands . 

Ano t he r  fo rce which leads t o  an undersup p ly o f  p roduc t  typ e s  by the 

marke t ent e r s  in t o  the analysi s  when dif feren t  produc t s  comp lement one 

ano t her . The key insi ght is that the Нnt ry o f  an addit i onal p r oduc t  generally 

influences the demands for exi s t in g  p roduc t s  in t he market and therefore 

the  p r o f i t s  of the firms selling tho s e  produc t s  . This externality (which is 

n o t  s igni ficant in the absence of scale economies  ) can lead t o  an und ersup p l y  

o f  produc t s  i f  t h e  d emands f or diff  erent p r oduc t s  ar e p o s i tively connected  . 
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For examp l e, if the ent ry of an add i t i onal automo bile mod e l  s t imulates t he 

d emand for tires , t he r e  are social b ene f i t s  o f  en try which are not 

app ropr iated by the automobile manufactur er . This type of e f f ec t  , which 

app lie s when produc t s  are complement s ,  t ends to lead to an undersup p l y  

o f  product  variety i n  the marke t .  I t  d o e s  not appear to  b e  an imp o r t an t  

f orce in mos t  differen tiated produc t  indus t ri e s  , however . This i s  f o r  two 

reasons . Firs t, if t he s e  e f f ects ar e imp ortan t  t her e is an incentive for 

diversif icat i on to occur : a s ingle f irm can ent e r  and produce both  o f  the 

comp lemen t ary produc t s  . *  S econd, i t  is qui te rare f or two p roduc t s  in the 

s ame product group or clas s to be  complemen t s  . Therefore we turn next t o  

the mor e  common case o f  s ub s t i tute p roducts . 

When comp e t ing b rands wi t hin t he produc t  class are subs ti  tu e s  the r e  

is  a bias i n  t h e  market in t h e  opposite  direct ion of t h e  two jus t described . 

In p ar t icular, t here is  a tendency for the marke t t o  p rovide exce ssive var ie ty 

in the case o f  sub s t i tutes  . The reas on i s  that ent ry exe r t  s a negative 

( p ecuniary ) ext e rnality on t he exi s t ing f irms in t he subs titutes  cas e  . The 

add i ti on of a new brand reduces profits  at e s t ablishe d  firms , an e f  fect 

ignored by the new bran d  . Jus t as a posi  tive ext e rnal i ty led to ins uf f icien t 

ent ry in the comp lemen t s  case, t here i s  a bias towards excess ive entry 

o f  marginal b rand s  in the s ubs t itutes  case . 

S ince a single firm fails to accoun t for t he advers e impact on the profits  

o f  o t her firms eaused by its entry, it  may choose to en ter even when such 

ent ry is  not in t he p ublic int eres t .  For examp le , if the new p roduc t  incr eases  

consumer surpl us by $2, yields  a profit  o f  $2, and reduces p ro f its  a t  other 

firms by $5, t hen overall it  reduce s welfare (by $1) yet i s  p r iva tely a t t ractive . 

*This is a met ho d  o f  in ternaliz ing t he externality b etween the two pro duct s .  
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More real i s t i cally , a new produc t may b e  s light ly sup e rior t o  an o l de r  

one , enough t o  b e  able t o  take much o f  the marke t  from the older brand. 

Ye t the t rue social bene f i t s  may be small s ince it i s  only slightly b e t ter. 

At the same t ime the p rivate bene f i t s  may be very large . If the private 

bene f i t s  (net revenues )  from deve l o p ing t he product exceed i t s  deve lopmen t  

c o s t s  , such a produc t will be  develop ed by the marke t .  Ye t the s o c ial 

benef its may be insuf f i c i en t  t o  c over the development cos t s; exce s s iv e  

ent ry o f  product var i e t i e s  i s  the resul t  . 

D .  Different iated Oligopoly 

When entry barriers  are sub s tan t ial , e s tabl ishe d  firms in a diff eren t iated 

product market can no t only p r i ce in exce s s  o f  marginal c o s t  (as above ) , but 

enj oy p o s i t ive (e conomi c )  p r o f i t s  as  wel l  . In such cases  the re is an 

add i t i onal presump t ion tha t  p ri c e s  are s e t  t o o  high . I t  is unclear whe ther 

different iated o l i go p o ly t ends to l ead to insuff i c ient divers i ty (due to 

en t ry bar riers ) o r  exce s s ive d ive r s i ty (as an en t ry barrie r )  О While 

eliminat ion of ent ry barriers as a s t imulant t o  comp e t i ti on is an a ttractive 

p o l i cy , there i s  no general rela t i on ship sugge s t ed by e conomi c the o ry between 

produc t differen tiat ion and entry barrie r s  . One ar gument (e . g .  the cereals 

cas e )  is that differ en tiation can e r e c t  barr iers . Ano t he r  i s  that success ful 

ent ry relies heavily on d ifferent ia t in g  oneself  from the comp e t i tion . In 

summary , the mere fac t  that an o li gop o ly i s  a dif feren t iated one is no t an 

argument for ac t ing more aggress ive ly towards i t  in an ant i trus t context  . 

* The idea that exc e s s ive p roduct differen t iation can be use d  as an en try 
barrier was part of the the o ry behind the Cereals Cas e  . 
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E .  Policy Imp l i cat ion o f  Product D i f ferentiation Wi th Perfec t  Inf ormation 

These argumen t s  should aler t  the reader that the analys is of market s 

wi th s cale economies and product dif feren t iation is qui te d i fferen t arid 

considerab ly trickier than the perfect ly compet i t ive analys is . The theory 

tel ls us that the market wil l  typi cally no t c o incide with the so cially ideal 

(fir s t - or second-bes t )  allocat ion . Some o f  the sour ces o f  p roduc t selection 

b ias have been exp lo red . Cert ainly p r i ces will be in exces s o f  marginal 

c o s t s  in the monopo lis t i cally comp et i t ive equilibrium. Yet very few 

economis t s  woul d recommend an ac t ive p o li cy response based merely on this 

analys i s  . The p rob lem is  really one of fine t unin g  . Unt il we know a 

great deal more abo ut how t o  iden t i fy and quan t i fy such biases emp ir i cally, 

an a c tive policy o f  encouraging ent ry o r  exi t o f  parti cular types o f  p roduc t s  , 

for examp le,  would probably be at  lea s t  as likely t o  reduce welfare as to 

inc rease i t  , especially when one inc ludes the dire c t  co s t s  of p o l i cy imp le­

men tation . Theref9re, given the current s tate o f  knowled ge , i f  pol icy is 

called f o r  in differ tiated produc t marketsП it mus t  be on the basis of 

inf orma t ional cons iderat ions rather than t he ones des cribed so far . I t  is 

t o  such c ons iderat ions that we now turn . 

IV . Product Differen tiation Wi th Info rmat ion 

Once the ( un reali s t i c )  as s ump t ion o f  perfect informat  ion by consumers 

about all p roduc t s  and their a t tributes is removed, a much wider range o f  

market imperfect i on s  and as s o c iated policy issues comes int o  p lay . Indeed, 

the very idea of spur ious produc t differen t iation presumes imperfect 

inf orma t i on . · This rep o r t  does no t p retend t o  give an exhaus t ive analys is 

o f  d i fferen tiated product markets wi th imperfect inf ormat ion . Rat her it 

seeks to iden tify t he issues which the author judges t o  be t he mo s t  
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impor t an t  , and indicate  which o f  the many the o re t ically identi f iable marke t 

impe rf e c t i ons are likely t o  be  s igni f i can t  enough t o  warr an t a policy 

response. 

Imp erfect  consume r inf ormat i on i s  a much more p revelan t  pr ob lem in 

dif f e ren t iated goods marke t s  than in homogenous goods marke t s  . By defin i t ion , 

there are s igni f i can t  differences in p roduc t a t t r ibutes across  brands, s o  

there i s  a great deal o f  relevant inf o rma t i on . Furthermo r e  , t h i s  in format ion 

is usually relatively co s tly to acqui re, p a r t i cular ly is comparison wi th , 

for examp l e ,  price inf o rmat ion . Making mat t e r s  worse is the fac t  that in 

c ons ume r goods marke t s  the cos t s  o f  inf ormat ion acqui s i t  ion are especially 

large r el a t ive to the e xp end i tures made on the p roduc t s  thems elve s  . This 

i s  the case because each consumer spends a relat ively small amount on each 

p roduc t class , y e t  his o r  her informa t ion acqui s i t ion c o s t s  are fixe d  co s t s  , 

i . e .  they are independen t of  the s cale o f  purchase s .  Fo r large buyers  , e.g . 

c ommer cial use rs , informa ti on c o s t s  are much smaller relat ive t o  to tal 

exp endi tures . 

All o f  thes e  a rgument s  sugges t  that c onsume rs in dif feren t iated p roduc t 

market s  are like ly t o  have s ignif i cant ly l e s s  t han perfect  informa t i on , even 

af ter  they undertake such inf o rma tion acqui s i t i on as is co s t  e f fe c t ive . I t  

d o e s  no t pay f o r  c onsume r s  t o  acquire p er f e c t  informa t ion , even when such 

informat i on i s  availab le . The res t o f  this paper e xplores t he imp l i ca t ions 

of this fact for the p er formanc e  of d i f feren t iated p roduc t marke t s .  The 

analys i s  is d ivided int o  t hree main p ar t s :  Firs t we d i s cus s the diff erent 

sour c e s  of informa t i on availab l e  to c onsume r s  and commen t on the e f f e c t ivene s s  

o f  each . Then t he implication s  o f  imp e r f e c t  inf o rmat ion for f i rms' produc t 

cho ice and pricin g  policies are s tudied . Finally, the policy imp l i cation s  o f  

imp er fe c t  informat ion in dif feren t iated goods marke t s  are discusse d  , in ligh t  

o f  t h e  analys i s  which h a s  come earlier . 
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A. Sources  o f  Consumer Informa t i on About Diff eren t iated Produc t s  

The importan ce of_ buy ers having imperfe c t  information abo ut produc t 

a t tr ibute s  i s  propor t i onal t o  the c o s t s  such b uy ers face in acquiring 

informat ion . Theref ore, a careful analysis o f  the many po tential inf ormation 

s ources  i s  called for . In the s ub s ec t ions below we cons ider a number of 

the s e t  o f  produc t s  b o th dire c t  and ind ire c t  sources of informa t ion, 

in the market . The e f f e c t  o f  imperf e c t  inf ormation on t he quality o f  pro­

duc t s  provided in the marke t i s  treated in part B below . The source s  o f  

inf orma t i on analyzed in this s e c t ion are (1) Reputati on , (2) Search and 

Ins pe c t ion , (3) Prices,  (4) Other S i gnals o f  Quality , (5) Third Party 

Suppliers of Informa tion , and (6) Advert i s  ing. It is  important to re cognize  

that, while dire c t  observat ion o f  produc t qual i t ies, (2), may b e  qui te 

e xpens ive or imp o s s ib l e ,  the po s s ib i l i ty of  us ing alt ernat ive signals or 

indicator s  o f  pro duct quali ty usually exi s t s  . By looking at how the s e  

d if ferent s i gnals work we can unders t and when the marke t is  likely to perf orm 

par t i cularly poorly in s upplying produc t informat i on. 

1. Reputation as a Qual i ty As s uring Mechanism 

A natural and o f t en used indicator of the quality o f  a firm ' s  produc t 

i s  t he quali ty o f  product s  produced by the firm in the pas t. The e xpe c ta­

t i on s  which prevail in the marke t place today about a seller ' s  quali ty, and 

whi c h  ari s e  on the bas is of the  se ller ' s  previous performanc e  are what we 

mean here by the s e ll er's 

Several que s t ions naturally aris e  in the s tudy o f  reputations: (a) If 

c ons umers use reputation as a guide , will they be taken advantage of or 

foo led? In o ther word s  , doe s it pay for a manufac turer to main tain his 

reputation? ( b  ) What are the implicat ions of reputation s  for the pri ce s  

o f  g o o d s  of  different qual i t ie s? ( c) For what products  is  reputat ion an 
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eff i cient source o f  brand speci f i c  informat ion? and (d) Does rep utat ion 

cons t i  tute a barrier to ent ry? Two p revious p apers by the author , 

" Cons umer Informa t i on, Produc t Quali ty, and Seller Reputation, " and 

"Premiums for High Quali ty Produc t s  as Ren t s  t o  Rep utat ion " have 

analyzed these i ss ues in some det ai l  . The resul t s  and les s on s  from this 

analys i s  will now be summarized with an emp has i s  o f  their p o li cy imp l  icat ions . 

(a)  Roughly speaking, the f i r s t  ques t i on abo ut rep utat ion i s  

this : Under what circums t ances does reputation "work"? o r  When w i l l  a 

p r o f i t  maximi z ing f irm live up to  i t s  reputation ( i  . e .  fulfill  c onsumers 

expec tations about i t s  quality ) ?  The crit ical fac tors which af fec t the 

answer t o  this ques t i on are the cos t s  to  the seller o f  changing his p roduct 's 

quali ty, and the speed wi th which consumers update a sel ler's rep utat ion in 

resp onse t o  changes in his  qual i ty . I f  i s  if  

reduc t ions mino r  co s t  if consumers 

thei r to or if t he intere s t  rate 

is low, then f irms will f ind i t  in t heir own interes t t o  ful full 

cons umers' at level s .  

The difference between a s i tuat i on o f  perfect informa tion , in which 

cons umers can ( co s t les sly)  ob serve p rodu c t  attributes p rior to  p urchase, 

and one o f  reputation, in whi ch consumers rely on previously purchased 

p roduct s  for in forma t ion about the item t hey are now cons idering is one o f  

t imin g  and reliab i l i ty o f  the inf o rmation . wnen reputat ions are used by 

cons umers, they are limited by t he exten t  t o  which consumer s can evaluate 

produc t s  qui ckly and reliab ly on the bas i s  of use . 

Po ten t ial p rob lems arise wi t h  reputati on as a inf ormat i on source when 

i t  i s  dif f i cul t for consumer s t o  evaluate p rodu c t  p er formance even after 

use o f  t he product .  This app lies specifically t o  many servi ces such as 
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medical or legal s ervi ces  , or o t he r  s ervices  which re quire expert i s e  to 

evaluate . Reputation is als o unlikely to  func t ion e f f e c t  ively when i t  is 

very easy for f irms to  alt er the quali ty of t he ir produc t .  For example , 

cons ider the case o f  a re s tauran t which can build up a f ine reputation by 

producing a small number of high quality meals and relying on word-o f-mouth 

t o  carry this informa t ion to  many pot en t ial patrons . S uppo s e  als o  that 

t hi s  e s  tabli shment can t hen milk i t s  good repu tat ion by se lling a great 

many inferior meals befor e  i t s  demand re turns to the ini t ial level . In 

such a case consumers who use d reputat ion as a s i gnal o f  q uality would be 

disappo int e d  . In general , reputat ion cannot  work properly i f  a seller can 

earn more in the pro c e s s  o f  runn ing down his reputation t han i t  cos  t s  to 

build i t  up again . Event ually , i f  this type o f  repeat ed milking o f  

repu tation became c ommon in a given indus try , consumers would come t o  rely 

les s  on reputati on and more on o ther s ources  of inf orma tion . Casual 

empiricism sugge s t s  , howeve r  , t hat reputation s  are generally very good pre­

dict ors of current quality . To the extent that this is s o  , con s umer 

informa t i on , a leas t about e s t ablished brand s ,  will b e  very good . 

When reputation works properly i t  can provide an excellent ind i cation 

o f  a seller ' s  qualit y  . The fact tha t  quali t y  reduct ions by s ellers are 

punished (via a redu c t i on in demand) only wi t h  a lag , however , means t hat 

marke t s  in whi ch reputat ions are importan t  informa t i on s ources will no t work 

as well as marke t s  wi th perfect  in formation . This i s  not a jus t i f ication 

for poli cy int ervention , however , be cause inf orma t  ion is cos tly and perfe c t  

information is  only an i deal , not  an achievable ( or ne ces sarily de sireable) 

s tate  of af fairs . When main tain ing reputation provides  the incent ive for 

a seller t o  keep his  q ual i ty high , i t  canno t  generally induce the seller 

to maintain quality at as high a level as he wo uld under perfe c t  inf ormat ion . 
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Alternatively , cons umers mus t  pay more for items o f  a given quality under 

the reputation mechanism t han under p erfect in formation in order to induce 

p roduction o f  that quality by the seller . 

In thes e sen s e s  rep utation can only work imp erfectly . Yet in the lon g 

run when reputation s  work at all they d o  provide almos t  perfect informati on 

about quality . One reason reputation will not provide a s ignal of 

quality i s  that the environment in which a f irm op erate s i s  constantly 

changing . I f  , f or examp le , the cost o f  high q uality ingred ients goes up , a 

re staurant may well s elect to reduce the quality o f  its food . During the 

trans ition proce s s  cons umers will f ind the ir exp ectations o f  quality to 

be overly optimistic , i . e .  the firm ' s  reputation will d iverge from its 

actual quality . In the longer run , however , the two will coincide again . 

(b) Wh ile rep utations may provide excellent information about 

a s eller ' s  quality , they can only do s o  at a ( s ocial) cost . Inde ed , a 

crucial p rinciple emerges in the study o f  rep utations which emphas i z e s  

the differences between perf ect and imp erfect information analy s is : Even 

if f irms with rep utations have no market p ower , they will sell high quality 

items at prices in exces s  of cost . Thi s  app arantly parad o xical 

re sult warns us that market outcomes where rep utation is important will not 

be ideal (although they may be as good as p o s s  ible given the very real 

inf ormation co sts in s uch markets) . 

The reason why prices must exceed marginal co sts under imp erf ect 

informati on is that a firm must value its customers if it i s  to have an 

incentive to keep them by maintaining its rep utation . *  To see this, cons ider 

two alternative strategies available to a f irm with a good reputation : the 

honest o f  quality maintenance ,  and o f  q uality 

* 	 In the standard competitive analysis f irms can sell as much as they 
wis h  at prevailing p rice s  . With reputations , firms are custome r  con­
strained .  Reali stically, they value the ir customers . 
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deteriorati on . S ince pro f i t s  can b e  earned in the short- run via the fly-by­

night s t r at e gy (due to the c o s t  sav ings as s o c iated  wi t h  this  s t rategy) , 

quali ty reducti on will always b e  more at trac t ive t o  the seller t han quality 

main t enance unles s  the s eller can can als o  earn p r o f i t s  wi t h  the hone s t  

s trategy . But an hones t  s elle r  can only make p r o f i t s  on a cus t omer if  the 

price  p a id by the cus t ome r  e xceeds the mar g inal c o s t  of p roviding the i tem 

t o  that cus t omer . A model which demon s t rates  that h igh quality i tems mus t 

sell a t  p rices  in e xc es s  o f  their cos t s  , even with p erfe c t  c omp e t i t ion , i s  

given in t he appendi x .  

The d ive rgence  be  tween p r i c e  and mar g inal c o s t  neces s ary t o  induce 

hone s ty by the seller will be large if consume rs find it diff icul t  to obse rve 

quality ( so that quality reduc t ion may go unp unishe d )  or i f  quality can only 

be observed wi th a long lag ( s o  that t he consumer ' s  respon s e  will b e  slow 

following quality d e t e r iorat ion )  . An example o f  the forme r is aut omo bile 

repair, while cons umer durables p rovid e an example o f  the lat t e r .  The fact 

that p r i ce does  no t equal marginal c o s t  s hould ale r t  us that there is  a bias 

in the market agains t h igh quality p roducts , s in ce t hey mus t sell for  a 

p remium above marginal co s t s  . This will gene rally cause c on s umers t o  s ub­

s titute t owards lower quality p roduc t s  . Some cons ume r s  may cho o s e  no t t o  

purcha s e  t he p r oduc t a t  all be cause t h e  informat ion premium drives up the 

price . S o cial welfare i s  therefore reduc e d  . 

Because imp r oved c onsumer informat ion leads t o  a reduc t ion in the gap 

be tween p r i c e  and marginal c o s t  , it generat e s  addi t i onal s o ci al b enef i  ts  , 

i . e .  imp roved inf o rma ti on leads  t o  a welfare gain . The re ason is  that good 

informa t i on on the part of  consumers reduce s the a t t raction of the fly-by-night 

s tr a t e gy and therefore  reduc e s  the p ri c e  ne ces s ary t o  induce hone s ty . Ano t he r  

p olicy which will reduce t he p remium f o r  high qual i ty p roduc t s  i s  the 
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impo s i  t ion of a minimum quali ty s tandard . *  By limi t ing the quali ty red uc t  ion 

which i s  legal (and therefore limiting the cost  savings wh ich are possible 

via quality reduc t i ons) , the at t ract iveness o f  the fly-by-night s trategy is 

reduced . Thi s  again reduces the price necessary to make hones ty a t t ract ive 

' •  

to t he seller , brin ging this p ri ce closer to  the seller ' s  marg inal c os t  . 

(c)  A key p r inciple to  keep in mind i s  that a seller TNill balance 

the c o s t  s av ings from quality reduct ions agains t the ( future) los ses in 

cus t omer goodwill (reputation) which such reduct ions will invoke . If c on­

sumer s canno t  accurately judge quality even after purcha se ( o r  are unlikely 

to be able t o  do so) or i f  quali ty detec t ion is a slow p roces s  , the c o s t s  

to  the seller o f  quality red uc tion are qui te low (although t he social cos t s  

may b e  h igh) . In such cases repu tati on is limited as a mechanism in t hat 

i t  cann o t  , wi thout very large p remiums for high quality i tems , induce p ro­

duc t ion at reas onable quality levels in the absence o f  o t her incen t  ive 

mechani sms (e . g .  prodcer liabili ty or third part y  qualit y  cer t i fi cation) . 

For produc t s  wh ich are f requen tly purchased and eas ily evaluation reputa­

t ion alone sub s  tan i t ally solves consumer s inf ormation p roblems . Thi s  is 

espec ially t rue i f  t here is an easy way f o r  c onsumer s  to  communi cate pr oduc t 

a t t ributes to  one ano t her o r  i f  consumers tend to  value t he same a t t ributes 

s imilarly ( s o  that t he s tatement by one c onsumer that " Res tauran t  X has fine 

food , "  carries a 1o t of info rmat i on to o ther cus tomers) . 

Fo r produc t s  which are infequently p urchased , (e . g .  b ig t icket items) 

or which consumer s  have d if f i cult y  judging the quali ty of after use (e . g  . 

doc tors)  , reputation i s  les s  likely t o  be an ef fect ive informa t i on s ource . 

This i s  especially true o f  p roduc t s  f or which " quality" is reliab ilit y  (i.e. 

* 	 Examples o f  s tandards which o p erate in t h is fashion are o c  cupat ional 
licensure requiremen t s  and health codes at restaurant s ;  s af et y  s tandards 
f o r  toys and aut omobiles als o  fun c tion in this manner, but liab ili ty con­
s iderat ions as well as reputat ions are, p rominant in these examples . 
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the probability o f  the product not breaking down) . In s uch cases many 

consumers who observe no breakdown of the product have no way o f  

ac curately estimating i t s  true reliab il ity . Clearly they need s ome 

centralized s ource o f  inf ormat i on ab out the product ' s  performan ce in the 

population as a whole . Reputat ion i s  al so o f  l imi t ed usefulnes s when the 

"qual i t y "  of an item is  i t s  durab il i t y  . By definition i t  will take a long 

time for c onsumers to determine the product' s  true qual t iy. As noted above , 

l ong detection lags h inder the reputation mechan i sm . 

(d) The fact t hat firms wit h  good reputations price above marginal 

cost an d earn po s itive prof its may suggest that reputat i on s  inevitab ly imply 

barr iers to entry . This is no t the case . The "pro f i t  s "  a highly reputable 

firm earns can well be nothing more than a fair (compe t i t  ive) rate of return on 

the investment ini t ial ly made in the reputation asset . Over s uch a firm ' s  

lifetime its profi t s  ( in presen t  value terms) are zero; th i s  reflects under­

lying c ond i tion s  o f  free entry . But there is  a s pec i f i c  t ime pro f  ile o f  

these pro fi t s  : A seller initially incurs (operating) los ses whi le establish­

ing his or her reputation . *  Thi s  i s  the period o f  market penetration and 

investment in goodwil l  . Once the f irm has established its reputation i t  

enters its mature phase d'.lring which it sell s  i t s  product at a pri ce in 

excess o f  marginal cos t ,  as decribed above , and therefore earn s  a flow o f  

net revenues. Yet this markup does not reflect market power at al l .  

* 	 These are "los ses " relative to  the adoption o f  a lower quality s t rategy . 
In the case of a new prod uct which is  a success ful innovat ion , pro f its 
may be pos itive throughout the en t ire produ ct life cycle. These overall 
profits are returns t o  t he (good) idea embod ied in the produc t .  Yet for 
any high quali t y  product there is an initial phase of investmen t in reputa­
tion followed by a (mature) phase during which the reputation is  enjoyed . 
That t ime pattern i s  shown in the figure below . 
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Rat her it re fle c t s  t he premium nec e s s ary to  induce hones ty; equivalently, 

it is the c omp etit ive return on the ini t  ial inve s tmen t in rep utat ion . 

The typ ical t ime pro file o f  pro f i t s  of a firm in a market where 

reputation is importan t  is shown in the Figure below . The pre sen t value 

of p ro f i t s  over the f irm ' s  lifetime ( or t he brand ' s  li f e t ime) are zero . 

This reflect s  the f orce s of free en try and c omp e t i  tion . I t  would be easy 

to  mis takenly infer that the f irm had marke t  power by observ ing it only during 

i t s  mat ure phase , howe ver . Reput a tion is only a barr i er to en try here to  

the e xt en t  that an ini t ial outlay i s  nec e s s ay t o  ent er the marke t .  But this 

outlay i s  no bigger for late entran t s  than for early entran t s  , so  i t  i s  not 

really a barrier to  en try a s  this t erm is usually defined ; i t  i s  simply a 

c o s t  o f  en try . 

Pro f i ts 
(rela t ive 
a lower 
qual i ty 
s trategy) 

+ 

Building 

Reputation 

Phase 

T ime 

Time P a t tern o f  Pro f i t s  for a Product 
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In summary , reputation can be an excellent and reliable source o f  

in formation about product qualities , s o  long a s  consumers have a reas onable 

ability to evaluate products after they use them , and s o  long as they can 

communic ate th is  information amongst themselves . Its ef fectivenes s relies 

on a divergen ce between price and marginal cost whi ch causes sellers to value 

their customers . Therefore the reputation mechani sm is not without its 

s o c  ial costs . Yet these costs reflect true information co sts in markets 

where direct information about product attributes is costly for cons umers to 

obtain . P olicies designed to minimi ze  the soc  ial costs asso  ciated with the 

reputation mechanism are dis cus s ed below . 

2 .  Search and Inspecti on a s  Sources of Inf ormation 

While reputati on utili zes product experience as an indicator of quality , 

for s ome products it i s  po s s  ible to judge quality without actually us ing the 

item . Nelson has labelled s uch goods search in contrast with experience 

goods. 

To the extent that searching for and inspecting products is inexpensive 

and y ields c omp lete and reliable inf ormation about pro duct characteri stic s  , 

the problem o f  imperfect consumer information is mitigated . Very o ften , 

however , the mos t  important product attributes cannot be judged by inspection 

alone. This is especially true of services , but applies to many complex 

cons umer durables as well. Indeed , it is  hard to think o f  significant con­

s umer goods whi ch can be evaluated carefully without actual experience with 

them . For many impo rtant c onsumer goods , therefore , search and ins pection 

are of rather limited usefulness. 

The major product attribute which is  emenable to search is 

There is a very well developed economi c s  literature analyz ing market equilibria 

in a setting where c onsumers search for the lowest price , but it is usually 



quanti t a t ive 

- 26 -

assumed t ha t  consumers have very good informat ion about all other pro duc t 

a t  tributes ( or that the good  in ques t i on is  homo genous, which amoun t s  to 

the s ame thing )  . From a policy viewpoin t  , s ince the c o s t  of pri ce search 

is quite low , often no more than the c o s t  of a telephone call , imperfect 

informat ion ab out prices is unlikely t o  present a serious problem. Thi s  is  

s o  despi te many now s t andard result s  about ineffi ciencies in the search 

process due to external i t ies.  * The reas on is that the s i gnificance 

of s uch effec t s  is probably very small. A po s s  ible excep t  ion to this is the 

case where consumers are s imply unaware of the exis tence o f  s ome brand s  , 

expec ially if this applies t o  new entran t  s. 

For products  whi ch are inexpen sive and frequently purchased , and which 

do no t cause s ub s  t an t i al harm in the event of failure (or poor quali ty) , 

informat i on problems about produ c t  a t  tributes are minimal , as they are with 

res pec t t o  pri ces. Basically , t he cheapes t way t o  c arefully ins pec t s uch 

product s  is  t o  s imply buy them and try them ou t .  I t  seems hi ghly unlikely , 

for example , that consumers can be con s i s tently o r  s i gnificantly mis led about 

the quali ty of a candy b ar or a brand of soap . ** 

Where search and inspec t i on are cheap and effec t ive , as they are for 

learning product pri ces or t he qual i t ies of inexpens ive i tems , imperfec t 

informat ion is  no t an important element. It  i s  useful t o  narrow the range 

of our s tudy by ruling out such pro du c t s  ; a very large group of proudc t s  

remain , however . 

* For example , addi t i onal search by one group of consumers will generally 
lead t o  a more c ompetit ive market and hen ce lower pri ces for all cons umers , 
including tho s e  who did no t search : there i s  a po s i tive externali ty 
as s o c  iated wi th search . 

** I t  does seem desireable t o  this author t o  require dis  clos ure of difficult 
to observe a t  t ributes s uch as nutri t ional content or the number of calories , 
however. A temporary period during whi ch such dis clo s ure is  manda t  ory may 
be an attrac t ive poli cy option . I t  facili tates commun icat ion with les s 
heavy-handed regula tion. 
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3 .  Pri c e s  a s  S i gnals o f  Quality 

It is we ll known that consume r s  use p r i ce as a gui de t o  p ro duct quali ty . 

The que s t i on thus naturally arise s  as t o  whe the r ,  in the face o f  self­

int e re s t e d  , p r o f i t-maximiz ing se ll e rs , consume r s  who ado p t  such a buying 

s t ra t e gy will f ind their exp e c ta t i on s  f ulfille d  . Sp e c i f i cally, if con­

sume rs j ud ge product quali ty by price , will high pri ce f i rms in fac t p rovide 

b e t t e r  produc t s? 

Re ceРtly Jos eph Farrell and the author have formulated theoret i cal 

models  in whi ch p r i c e s  ac curat e ly s i gnal o r  predict  p roduct qual i ty . The 

key to this me chanism is the repeat purchase p r o c e s s  by wh ich consumers tend 

to r e turn to firms wit h  h igh quality produc t s  . Bas ically the me chan i sm wo rks 

in the following way : a f irm charging a h igh price  t ends t o  have a relat ively 

large markup . Therefore i t  values each cus t ome r relat ive ly highly , i . e .  

i t  has a large in centive to t ry t o  keep i t s  cus t ome rs . The me Сhod by which 

it can do s o  i s  by inc r eas in g  the q ua l i ty of its p roduct s .  The result is 

that  h i gh p riced firms have the inc en t ive, in the process  of maximi z ing their 

own profit s  , to p rovide hi gher quali ty i t ems than do lower priced firms . This 

is so d e sp i t e  the fact t ha t  consumer s  canno t  obs e rve quali ty p r i o r  to 

p urcha s ing the i t em .  Inde ed , qual i ty may b e  d i f f i cul t t o  d e t e c t  even af t e r  

p urchase ;  t h e  mechan i sm works so long as t h e  p robab il i ty o f  a cus t ome r  ' s  

r e t urning t o  a g iven firm is p o s i t ively relate d  t o  that  firm ' s  qual i ty . Thi s  

i s  proven in t h e  app endix . Consumer s  who e xp e c t  hi gher qual i ty to go along 

with highe r p rice s  will the refore not be d is ap p o in te d  . The higher pri ces 

thems e lves change t h e  quality incen t ive s of the sellers in a way such t hat  

p rice  can serve as a s i gnal o f  qua l ity . 

When p r i c e s  s e rve as a s i gnal o f  quali ty there will be a specific  price­

quali ty s chedul e  in the  marke t  equi l ib rium .  In the long run consumer s  

wil l  c ome t o  know this s ch edule and h ence  each c onsumer can p i ck his mo s t  
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pre ferre d price-quality package on the s che dule . Some consume rs will 

sele ct low price and low quality , wh ile othe rs will sele ct high price 

and high quality . Which o f  thes e  i s  the "better buy "  de pends on the 

c onsumers pre ferences (i. e .  sen s itivity to quali ty) . 

In the s imple mod el just de s cribe d  , prices serve s as a p e r fe ct s i gnal 

o f  product quality . In reality , while thi s  e f f e ct i s  impo rtant , it i s  

ob s cured somewhat by a numb e r  o f  complicating factors , includ ing hetero geniety 

on the part o f  consumer s  and firms and a generally changing environment . 

Therefore the data on p ri c e /  quality correlations are likely to show a 

d istribution o f  p roducts in price  and q uality space rather than a perfect 

correlation . This would come out o f  a more complete the oreti cal model in 

whi ch c on s umers d iffer ed in their taste s f or quality attrib utes and in their 

likelihood o f  returning to purchase f rom a given firm .  Consume r d ivers ity in 

the frequency o f  p urchase would lead to the same outc ome . Anothe r facto r  

lead ing t o  a d istribution o f  prices  and qualiti es i s  the fact that firms d i f fe r  

i n  the i r  costs s o  that the quality which it is optimal f o r  one firm t o  p rovide 

at a given pr i c e  will not necessar ily be the same as that cho s en by another 

f irm .  

What i s  important i s  that this theory p redicts a sign i f i  cant , p o s  itive 

correlation between prices and q ualities , even when it is imp o s si ble for 

consumer s  to observe qualities before us e .  The only behavioral requi rement 

i s  that the p r obab ility o f  repeat p ur chase be d irectly related to product 

quality . This prediction o f  a p o sitive pr i c e /  quality correlation , and a 

rather tight correlation as well, i s  the same as that which comes out o f  

the reputation theory des cribed above . 
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4 .  Warr an ties and Market Shar e s  as Signals o f  Produc t Quality 

In addition to  p rice s  and reputations , con sume rs may b e  able to observe 

other aspects o f  p r oduc t s  which p r ovide indirect information about quality . 

An impo r t an t  piece of inf o rmat ion is provide d  by a p r o duct ' s  warranty . Since 

s ub s t an tial warran ties are mor e  cos t ly f or sellers with p oo r  qua lity it ems , 

who mus t  make good on the warranty more o f t en,  such warran ties can serve as 

signal s of qua li ty . Indeed , s ome s e llers adve r tise their warran ties a s  

p ro o f  that they p r o duce s up erior p r oduct  s .  

An impo r t an t  limi tation on warranties a s  signals o f  quality is the 

fact t ha t  consumer s  t hems e lves can influence t he likelihoo d  o f  a p ro duct 

b reakdown and subs equent warran ty p aymen t  . See S hapiro and S tiglit z for a 

comp let e  analysis . Washing machines illus t r a t e  t his typ e o f  prob lem nice ly . 

Con sumer s  are concerned with whe ther a given machine wil l  las t for five or 

f or ten years ( f or examp l e )  . A two year warranty does not p r ovide much infor­

mation about t he durability o f  t he machine in t he longer run Т Yet the 

manufacturer of the mor e  durab le ( ten year ) machine may b e  unwilling t o  offer 

a domp le t e  t en year warran ty a s  a way o f  signalling his sup e ri o r  product  . 

One reason f or his reluc t ance is t ha t  s ome consume r s  us e the machine 

more int ensively t han others and will b e  mos t  s t r ongly a t t racted by his 

imp ressive warran ty .  Their use will t end t o  caus e t he machine t o  fail 

s ooner t han average , requiring the manuf acturer to  make significant p aymen t s  

under t he warr anty despite the high q uality of his machine . This is what is 

known as an adver s e  selection problem in the economics lit e rature . 

A second reason why ext ensive war ranties may not  be feasible is that 

many users may fail to take proper care of the machine when faced with 

* 	 E s pe cially if sellers know that consumer s use the two-year warran ty provisions 
as a signal o f  durability . I t  may b e  p o s sible to  de sign p roduc t s  which p erform 
very well for two years yet are unlike ly to  be long lived . 
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such a g ene rous p ro t e c t ion p ackage . Again the manufactur e r  may b e  fo r ced to 

make p aymen t s  unde r  the warran ty which are exces s ive in view o f  the machine ' s  

inherent quality . Thi s  i s  known as a moral hazard p roblem . 

A final p r o blem wi th war ran t i e s  as s i gnals o f  quality is that many 

cons ume r s  d o  not t ake advat age o f  the p rovi si ons of warran t i e s  , even when they 

are eligible to do s o  . Theref o re the warranty i s  no t a credible s i gnal o f  

qua l i ty , s in ce a reduc tion of  quali ty b y  the seller will no t sub s  tan t i al ly 

increase his p ayment s  made under the warran ty .  See Golding fo r a mor e  comp l e t e  

discuss ion o f  t h i s  i s sue . 

The upsho t o f  this is that the usefulness  o f  warr an t i e s  as s i gnals o f  p ro ­

duc t qual i ty i s  l ikely t o  b e  s ignifically d iminished by the mo ral hazard and 

adver s e  selec t ion p rob lems d e s cribed ab ove . Therefore , while warran t ies may 

s i gnal minimal accep t able  qual i ty , they cann o t  s ignal quality in the higher 

range (where moral haz ard and adverse  sele c t i on b e c ome s i gni f i can t  forces ) .  

I t  i s  exac t ly this highe r  quality range which i s  like ly t o  b e  the r e levant 

one for consume r s  ' info rmat ion need s  . *  

Ano t her p o t ent i al s ignal o f  quality is marke t share . I t  s eems p laus ible 

that heavily used b rand s  are the sup erior one s  . But t o  as sume this is t o  

p re sume t h a t  consumer inf o rma t i on i s  fairly good f o r  some o ther r eason . 

Marke t  shares can work as a of in wi th ano ther 

inf ormat i on p rovi s i on me c hanism , but no t alone . At lea s t  some consume r s  mus t 

have a s ourc e  of  inf o rmation about pr oduc t a t t r ibutes apart from marke t shar e  , 

i f  such shar e s  are t o  have inf orma t i on con t en t  . One mec hanism which has beeu 

s t ud ied in this cont ext is the repeat purchase mechanism , outlined above in 

t he s ub s e c t i on on p r ices as s ignal s of quality . S e e  S mallwo o d  and Conl isk . 

The p r in c i p l e  i s  that s o  long as s ome minimum frac t ion o f  the consumin g 

p op ulation has a good informat i on s ource , t hen b rand cho ice  by o thers on the 

* 	 A s imil ar p h enomenon i s  the ab ility of med ical malprac t i ce to p r o t e c t  pat ien t s  
from very p oo r  medical care , b u t  no t from merely med iocre care . 
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basis  of  marke t s hare will t en d  t o  reward sup e rior  b rand s .  In orde r  for  this 

p roce s s  to work it is  impo r t an t  that c onsumer s  bas i cally agree about whi ch 

p roduc t s  are good and whi c h  are bad . For examp le, if an individual with 

rathe r unusual tas t e s  knew he was atypi cal, it migh t wel l  b e  op t imal for 

him to p ur chase a b rand with a small marke t s hare . 

I t  appears that warran t i e s  and marke t s hare s  have s ome ab ility t o  

p r ovide consumer s  with inf orma t i on about p roduc t  ' s  a t t r ibutes , but p robably 

not as much inf orma t i on or as accurate  informa t i on as rep u t a t i on, or even 

p rice s  . I f  consumers had t o  rely on warran t i e s  and / o r  marke t shares a lone 

there would be sub s t an tial inf orma t i on p roblems in differen t iated  p roduc t  

marke t s  . A s  inf ormat ion s ources in c onjuc t ion wi t h  t he o t he r s  described in 

this rep or t ,  however, t hey p lay a useful r ole . 

5 .  Third Party Provis ion o f  Inf o rma t ion 

S ub s tan ti al inf o rmation about cons umer goods is p rovided by p rivate and 

pub l i c  p ublication s  . Thi s  is a g eneral ly underrated s ource o f  in f orma t i on . 

For examp le, de t ai led inf orma t i on about high f idel i ty s tereo equi pment is  

available in magaz ine s , and c on s iderable inf o rma t i on about aut omobile at t r ibutes, 

p ar ticular ly safety f ea tures, is p r ovided by the U . S  . g ove rnmen t  . Ret ailers 

f r equen t ly p r ovide cons iderable info rmat i on about manufacturer ' s  p roduc t s  

t o  c on sume r s  a s  wel l ,  b o t h  d i rectly in the r e t ai l  e s t ablishment and indirec t ly 

t hr ough t heir cho ice o f  inven t or ie s  . 

Economis t s  have typ ically f oc us e d  t he i r  at t en t i on on the p o t en tial 

p ro b lems in the · market for  inf orma tion about p roduct charac t e ri s t ics, 

especially to t he exten t  that such p ro b lems tend t o  lead to an undersupp ly 

of inf o rmat i on . Thes e  problems include t he following marke t imp e rfect ion s  : 



quan t i ty 

indire c t ly ?  

- 32 -

( a )  Ther e  are high f ixed c o s t s  and low o r  z e ro var iable co s t s  o f  inf o rmat i on 

p r oduc t i on and p rovis ion , ( b )  I t  is dif f i cult t o  p r even t the resale o r  simple 

the p as sing along f o r  free  of inf ormation from one consume r to ano t he r  ( s o  t he 

p r ovider o f  inf orma t i on faces an a c t ive "secondary marke t " )  , ( c )  When one 

buyer bec omes inf o rmed he or she creates  a p os i t ive ext e rnali ty on o t he r  

buyers by increasing quali t ie s  and / or reducing prices  in the marke t  , and 

( d )  There are credibility p roblems for  p r ivat e inf o rma t i on sour ce s  . 

Ano t he r  reason given for an ac t ive c onsumer inf orma t i on p oli cy is t ha t  the 

e s t abli s hmen t o f  a s t andar di z e d  s cale on which to measure quali ty c on s t i tutes 

a p ubli c  good and is  t he r e f ore an app rop riat e  p ublic s e c t or act ivity . *  

Thes e  are all correct  and impor t an t  argumen ts . A g en e ral beli e f  in the 

workings o f  the marke t d o e s  n o t  jus t ify the p os it i on that the marke t 

p rovides  inf orma t i on of  a s o ci ally op t imal c on t en t  o r  in s o c i ally op t imal 

quan ti ties . At t he s ame time , a healthy resp e c t  for the diversity and 

s op hi s t icat ion of p riva t e  inf o rmat i on s ourc e s  is called for . Thi s  sugges t s  t o  

t h i s  author t h a t  a p olicy designed t o  enc o urage rather than replace p riva t e  

inf orma ti on s ources is t he appr opr iate one . 

6 .  Adver t isin g  as a Source  o f  C onsumer Informa t ion 

One of the mos t sign i f icant s o ur ce s  of c onsumer inf ormation ( and p e rhap s 

mis inf ormation )  i s  adver t i s ing , t o  whi c h  we now turn . We c onsider thre e  

spe c i f i c  que s t i on s  about adver t i s ing as an inf orma ti on sour ce : ( a )  Can 

adverti s ing ove r c ome credib ili ty p roblems and s e rve as a dire c t  source of  

informat ion? S imilarly , is the c on t en t  o f  adver t i s ing mes s ages likely t o  

b e  s o cially op t imal? ( b  ) I s  the of adver t i s ing in different i a t e d  

p roduct market s  t he s o c i ally op t imal quan t i ty , and i f  not  what i s  t he 

dir e c t i on of  the b i as? and ( c  ) Can adver t i s ing s e rv e  as a signal of q uali ty , 

i .  e .  can adver t i s ing p r ovide inf ormation 

* T a r  and n i c o t in e  mea sures f o r  cigar e t t e s  and t h e  R-value scale f o r  insulation 
are examples of  highly bene ficial s t andard s cales p romo t e d  by t he p ubli c s e c t o r  . 
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(a) Information provision by the seller h imself is  naturally s us p e ct . 

His incentives s imp ly d o  not match up with either th ose  o f  the buyer or those 

of the public when it c omes to provid ing inf ormati on about his  product . In 

the abs ence of laws c ontrolling false and misleading advertis ing , thi s  

credibility prob lem mig ht seriously handi cap advertis ing a s  an inf o rmation 

s ource. At the very least sellers would have to establish reputation s  for 

telling the truth . Given the exi sting res traints on deceptive advertis ing , 

however , one ' s  view of the ability o f  advert i s ing to d ire ctly tran smit 

information hinges critically on one ' s  view o f  c ons umer behavior . 

A viewp oint that consumers are q uite s op histicated and able to s creen 

out the fluff and the flash from the facts goes hand in hand with a view that 

advertis ing is primarily inf ormational . On the other hand , a view that consumers 

are gullib le and make brand choices mechanically on the bas i s  of whi ch brand 

has proj ected the mos t  favorable image into their brains leads to a c on clus ion 

that advertis ing ip mostly pers uas ion and very little inf ormation indee d. 

It i s  thi s  latter viewp o int whi c h  underli e s  the n otion o f  spurious product 

diff erentiation. 

In this wr iter ' s  op inion neither of thes e  views is c ompletely right nor 

wrong . Indeed ,  to s pe ak of "advertis ing " as a homogenous activity is itself 

mi sleading . Many network televi s i on advertis ements would s e em to involve 

primarily p ersuasion , or the manipulation of p re fe renc e  s ,  in order to alter 

con s umers ' demands .  Yet most print media advertisements s eem to b e  primarily 

inf ormati onal . It d o e s  s eem to b e  the cas e  in general , however , that 

advertis ing mes sage s  carry an informational content which is heavily bias e d  

in favor o f  the produc t  . This i s  hard ly surp ri s ing , but make s i t  c lear that 

! 
the c ontent of advertising is  f ar from the s o cially optimal c ontent. 

For example , an undes ireable attribute of a g iven product whi ch matters 

quite a lot to many c onsumers i s  unlikely to ever be c ommun i  cate d through 
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the use o f  adve r t i s ing , despite  a high s o cial value t o  c onsume rs having that 

informat i on . Given that we choose to live in a free, decentralized s o c i e ty, 

wi th a s p e cial p l ace re served f or free s p e e ch, t he only way to imp r ove on 

t his s t a t e  o f  affairs is t o  augmen t p rivat e  inf o rma t i on wi t h  publi c informa t i on , 

s ome t hing wh ich i s  act ua lly done t o  a cons iderab le exten t  . The re is at leas t 

s ome check on the c oncealment of unf avorable inf orma t i on by p r ivat e  p ar ties , 

however :  What i s  one brand ' s  weakness i s  ano t he r  ' s  s treng t h  , s o  c onsumers 

may indeed receive the relevant inf orma t i on f r om a rival ' s  adver t i s ements  . 

There i s  one inf orma t i onal fun c t i on o f  adver t is ing whi ch i s  not  s ubj  e ct 

t o  the credibility problems d i s cus s e d  above . That i s  t he inf o rmat i on 

c onveye d  by an ad t ha t  a par t i cular p r oduc t exis t s  . Adver t isemen t s  can also 

convey b a s i c  informat i on about wha t  the p roduc t is des igned t o  d o  and 

whe re or how one may f ind t he p ro duc t f o r  sale . S o  long as t he laws 

agains t fraud are enf orced , i t  is unlike ly t o  be  in a selle r  ' s  int e r e s t  

t o  mis lead c onsumers about h i s  p roduct ' s  b a s i c  a t t r ibut e s  ( al though he 

may easi ly choose t o  p lay up i t s  capabilities  considerably )  . 

On n e t  , advert i s ing s e ems well suited t o  ale r t in g  cons umer s  t ha t  c e r tain 

p roduct s  exi s t  and are for sale at cert a in p l aces or for  cert ain prices  . 

Problems with advertising are more like ly t o  arise when adve r t i s in g  is used t o  

convey informat ion about spe cific p ro duc t a t t ribut e s  o r  capabili ties , e specially 

in comp arison wi th its c omp e t itors . Ye t i t  is exactly information o f  this lat t er 

kind which c onsumers need t o  shop int elligen t ly in d ifferentiated produc t marke t s  . 

An op t imistic view wo uld be that advert ising serves an init ial , inf o rmat ive 

fun c t ion which mus t then be augmented by s ome of the o the r informat i on sources 

discusse d  above , such as reputation and ins p e c tion o r  a d iscuss ion wi t h  a 

salesperson , 
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( b ) We now turn from the issue o f  advert is ing conten t  t o  that o f  

advert i s ing inten s i ty, i . e  . the level o f  adver t i s ing expendi t ures . While 

economis t s  have iden t i f ied a number o f  fac t o r s  tending t o  b ias t he market 

t owards t o o  l i t tle or t o o  much adver t is in g  ( i . e  . les s or more than the 

socially o p t imal amount ) ,  there is no real consen sus on how these factors 

b alance out . The s i t ua tion is  t herefo re much like the at temp t above to  

determine whether the monopolis t ically comp et i t ive equilib rium invo lved 

t o o  many o r  t o o  few produc t s .  

A fundamental fac t o r  pushing the market t owards t o o  much advert i s ing 

is  the persuas ive func tion of advert i s ing in chan ging consumers '  tas tes . 

In a recent s t udy o f  adver t i s ing and wel fare, Dixi t  and No rman have shown 

that, even i f  the p references aft er adver t i s ing are accep ted as the "correct  

ones " for measuring benefi t s, then advert i s ing which causes p r ices t o  

r i s e  is  carried out  excess ively . Thi s  is  s o  i n  a monop o ly o r  i n  a mono­

polis t ically competeti tive set t ing . 

Ano ther fac t o r  sugges t ing that adver t i s ing levels are excess ive is 

the "zer o  sum" character of adver t is ing . To the ext ent to which advert i s ing 

s imply shuffles cons umers around among b rands it  seems q ui t e  was teful . 

This cer tainly ref lec t s  a popular a t t it ude t owards advert is ing . This is 

not  an entirely accurate characterizat ion, however, for advert i s ing 

may help consumers find their mos t  p referred products  even if i t  does 

not increase t o  tal indust ry demand . B y  impr oving the matching proces s 

between consumers and firms adver t i s ing may p romo te  efficiency . 

Ob vio us ly, h owever , i f  the produc t s  are ob j ec tively very s imilar 

and advert is ing serves mainly to help f irms ( sp ur iously ) d i fferent iate 

themselves, there will be virt ually no s ocial benefits from the reali gning 
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o f  consumers among b rand s  . Indeed the s o c  ial benefits o f  s uch adverti s ing 

are quite likely to be negative for yet another reason : if advertising 

reduces the cros s-elastic ities of demand among brand s  it will lead to 

increased market p ower by each b r and and therefore price increases . In sum , 

then , to the extent wh ich advertising is s imply a method o f  attractin g customers 

from one ' s  r ivals and ( s p uriously) convinc ing one ' s  own customers how s pecial 

one ' s  own brand i s  , it is likely to have s ignifi  cant p rivate returns yet very 

small or negative soc ial return s  . 

In contrast to thi s  view o f  persua s  ive advertising , there i s  an 

alternative argument which indi c ates that informative adverti s ing may be 

unders upplied b y  private sellers ( Sh ap iro , 1980) . The reason i s  that 

advertisin g  which in forms cons umers o f  a p r o duct ' s  existence may generate 

c onsumer surplus which is not appropriated b y  the firm do ing the advertis in g .  

Therefore the private gain from an a d  (net revenues from a new customer) 

falls short o f  the s o ci al gain (net revenues plus cons umer s urplus )  . An 

inadequate s up p ly o f  informative a dverti sements is the result . 

The interaction o f  these two effects in a d i fferenti ated product 

setting has only very recently been c arried out b y  the author ( Gro s sman 

and Shap iro) . Preliminary res ults indicate that the monopolistically 

comp etitive equilib rium involves an insufficient level o f  advertising 

expenditures at each firm. The number o f  firms in the market i s  excess ive, 

however , so the aggregate amount o f  advertis ing may nonetheles s be exces s  ive . 

( c )  Advertis ing a s  a S i gnal o f  Quality 

Proponents o f  advertis ing argue that, while credib ility p roblems 

make it imp o s s ible for advertis ing to d irectly communicate prod uct quality, 
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to be o f  In o ther words , adver t i s ing i s  a s i  gnal 

the mere fact that a firm has advertised ind icates that i t s  product is 

o f  

q uality . rn i s  argumen t is o ften attrib uted to  Nels on . We first summarize 

the Nelson argumen t and then ind i cate i t s  weaknesses . 

The idea is that adver t i s ing func t ions as a way o f  attracting new 

c us tomers t o  the f irm . Therefore, firms which value cus t omers the mo s t  will 

b e  those who advert ise the mos t  . And wh i ch f irms will these be?  Nelson 

argues that firms with h i gh q uality products will value new cus tomers the 

most h i ghly b ec ause they will get the mo s t  repeat b us iness ( on average) from 

s uch a new c us tomer . This las t claim only requires that cus tomers tend 

to ret urn more to f irms wi th h i gh quali ty products . I f  hi gh q uali ty firms 

do in fact value customers more, then they will advert ise more, and consumers 

who make their brand cho ices on the bas is o f  advert i s ing levels by s ellers 

will b e  act ing rat ionally . Therefore it is s ens ible for consumers to 

respond to advert i s ing desp ite the lack o f  any inf orma tion in the ads themselves . 

Thi s  i s  a very ingenious argument in that i t  accep t s  the fact t hat 

many advert isemen t s  appear to contain no informa t ion , and yet s till comes 

to the c onclus ion that consumers are rational to pay at t ention to s uch ads ! 

The argumen t  , however , b oth as given here and as propos ed by Nelson , relies 

on some very s tron g as s ump t ions whi ch are no t likely to  b e  met in reality . 

In parti c ular , it assumes t hat all f irms have the same markup over co s t  , 

whatever quality pro duct they happ en to produc e .  I n  the more reali s t i c  

case where low quality firms have h i gher markup s ( s ince their c o sts are 

low) , the Nelson conclus ion fails to follow . Advert i s ing and quali ty are 

no t necessarily related . A more complete discuss  ion o f  t he Nels on argument 

and its faults appears in the Appendi x .  Attention is paid there to  the 

case where all the product s  s ell at the same p rice . In s um ,  then , while 
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i t  is hardly a c omple t e  or airt ight 

theoretical pos i t ion .  wna t  is  really nee d e d  i s  an empiri cal t e s t  o f  the 

Nels on hypot he s i s  . 

the Nelson argumen t  is  

B .  Imperf e c t  Information and Produc t  S ele c t i on 

We now cons ider how the exi s tence of imperfe c t  information effec t s  the 

produc t i on s ele c t ion b ias re s ul t s  d e s cribed earlier . The major iden t ifiable 

impact of imperfect  informat i on is t hat it causes sellers to favor tho s e  

at t ributes which are eas ily o b servable and ident ifiable , while reducing 

qual i ty along thos e  d imens ions of product s  which are diffi cult  to  observe 

and evaluat e .  For example, if regulat ion s  require d is clos ure or a produc t  ' s  

qual t iy along one d imension, then as consumers come to  rely more heavily 

on t hat measure to judge t he produc t  ' s  overall quality, i t  is likely that 

there will be de terioration along o ther d imen s ions . The mere fac t t hat 

cons umers have d ifficulty evaluat ing a produc t along a given d imens ion does 

no t mean t ha t  they care lit t le abo ut that d imens ion ( e  . g .  the  reliab ili ty 

of a s urgeon) . 

In general the qualit y  of product s i s  reduced as a re s ul t  o f  the imperfe c t  

information ( se e  Shapiro (1982 )  ) .  This s eems t o  b e  an inevitable c onsequence 

of asymmetric information ( i  . e .  of t he fact that firms but not consumers 

know the produc t  ' s  quali ties)  . The perf e c t  informa t ion q ual i ty is generally 

not  s us tainable in the private  marke t  under limi ted  informa tion . There is 

a s t rong theore t ical case t hat improved informat i on does inde ed lead to  

in creased quality, as intuition sugges t s  . I t  i s  c ons iderably les s  clear 

what happens t o  the s e t  of pro duc t s  when pro duc t  d iver s i ty rather than 

s imply qual i ty is involved and the perfec t  informaLAon as s ump t ions are 

removed .  
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Pr ices  are likely to  ri s e  as a re sult of imperfec t  info rmat ion . Thi s  

wil l  lead to  a reduct ion in s o c ial we lfare, s ome o f  whi ch r efl e c t s  the very 

real co s t s  of information whi ch are as sumed away in t he pe rfec t information 

analysis  . The price increase s  come about for at leas t two reasons : Firs t 

the maintenance of reputat i ons require pri c e s  to  be  in exc e s s  of marginal 

cost s  , even in the abs en ce of market powe r  . Second , imperfec t  informat ion 

t end s to  increase the amount of market power enjoy ed by each of the sellers 

in a d ifferen tiated pr oduct market . If a c onsume r knows of only a few 

o ther brand s  , t hen his regular b rand has a s t r onger hold ove r him, i . e .  

his cross-pri ce e last ic i ty of demand i s  lowe r, than i t  woul d be wi th more 

information . 

C .  	Policy Implicati on s  of Produc t Differen t iation wit h  Imperfe c t  
Information 

Whil e  mark e t  impe rfe c tion s  have been ident ified for a variety of reasons , 

the d i re ct ion of b ias in the marke t with re spec t  to  adver t i s in g  in particular 

is  un clear . While a dete rioration of quality can be e xpec te d  due to  imperfe c t  

informa tion , t he r e  i s  reason t o  believe that thi s effect  i s  no t so s i gnifi can t  

i n  view o f  the variety o f  s ource s  of info rmat ion c onsumers may po t en tially use .  

And the me thods by whi ch this o r  o t he r  mar e kt impe rfe c t i on s  can be cor re c t e d  are 

far fr om c lear . 

The mos t  a t t rac t ive pol i c ie s  are ( 1 )  S ub s  idizat i on or enco uragemen t in 

s ome way of s uppliers of informa t i on , ( 2 ) Government s upply of some information 

when o t her sources  are inadequate ,  e .  g .  in the cas e  of heal th or safety 

attribut e s ,  (3 ) Mandatory d i s c lo sure of information where i t  i s  ine xpen s ive 

ye t the informat ion is  valuable (as in curren t ly done for many foo d  i tems )  , 

(4 ) Selec t ive use of o ccupational licensure and certifi cat ion requiremen t s  , 

(5) An ongoing s ear ch for produc t s  in need of a s t an dard ized sys t em to 
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promo te the communicat i on of p roduc t inf o rma t i on , and ( 6  ) A con t inue d 

policing o f  adve r t i sement s  to p reven t fals e  and mis l eading commerci al 

spee c h  . 

V .  Conclus ions 

Market s  with d i f fe rent iated p roduc t s  have b een s t udied under the 

as s ump t ions of p e r f e c t  and then imp er f e c t  informa t i on . In general such 

marke t s  d o  no t p er f o rm in a ideal fashion , ye t t he exa c t  manne r s  in which 

they fail t o  d o  so are generally qui t e  difficult t o  ident ify emp irical ly 

o r  corr e c t  wit h  a c t ive p olicy . The maj o r  p o li cy re commendat ion run along 

the l ines of exi s  t in g  p o l i cies , wi t h  some add i t i onal emphasis  on imp roved 

consume r inf orma t i on . A maj o r  shift  in p o li cy t owards adve r t is ing o r  

product dif feren t ia t i on is  unwarran ted . 
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Appendix : for Produc t 

In this appendix we show how reputat ion c an serve as a p e r f e c t  ind icator 

of p roduc t quali ty . The re is a social cost to  this mec hanism , howeve r  : all 

i tems above minimal quali ty se ll at a p r i ce in excess  o f  marginal cos t  . 

This p remi um is the seller ' s  re turn on his reputat ion . Con di t i ons under 

which reputation can wo rk as a s i gnal o f  p ro du c t  quality wi th a relatively 

low soc ial c o s t  are iden t i f ied . For a mor e  c omp l e t e  treatmen t of rep u t a t ion s  , 

see Shap i ro (1981) . 

For s imp li c i ty assume that each seller can p roduce a fixe d  numb er o f  

i t ems p e r  p e riod , all o f  a quality o f  h i s  choice . For ease  we normalize 

uni t s  o f  the p roduc t such that e ach selle r  p roduces one uni t  p e r  period . 

Each s e ller sele c t s  the qual i t y  , q ,  o f  his  p roduct each p e r iod . The 

cost of producing an i tem o f  quali ty q i s  deno ted  by c (q )  , whe re c '  ( q  ) > 0 .  

Liab il i ty laws o r  qual ity s tandards requi re that product quali ty b e  at leas t 

a t  the leve l o f  "minimum quality , "  q . 
0 

Consumers cannot  determine quali ty prior t o  purchase , but a seller ' s  

quali ty become s common knowle d ge af ter a c on sume r buys and use s  his  

p roduc t  . Quali ty can then b e  inco rp o rated int o  a selle r  ' s  reput at i on . By 

a s e ll e r  ' s  reputat ion we mean exac tly buyers ' exp e c t at ions about his  

qual i ty . Ini tially , as sume that quality i s  p e r f e c t ly observab le imme diately 

af ter  use of the p roduc t and is imme di a t e ly inco rp o rated  int o  the sellers 

rep u t a t i on . S p e c ifical ly , as sume that c onsumers exp e ct a firm a t  a given 

date to p roduce the s ame quality as it did the p revious p e riod ( th i s  

quali ty having s ince been. observe d through use o f  t h e  prod uc t )  . 

We now demons trate that the re is a uni que p r i ce -qual i ty s c he dule , p (q )  

such that each seller f inds i t  des ireable to  p roduce t he same quality as he-
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has in the pas t .  Therefore consumers ' exp e c tat i ons are ful f illed : 

reput a t i ons d o  indeed indicate quali ty i t s e lf . 

Con s ide r the qua l i ty cho i ce o f  a firm wh ich has b een producing a given 

quali ty q in the p as t  . The "hone s t  s t rategy" for such a firm is the one of  

quality maintenan ce . I f  items o f  e xp e c ted quality q sell for p ( q )  , the hone s t  

s trategy will earn a f l ow of  "prof i t s "  o f  p ( q )  - c ( q )  p e r  peri o d  . As suming 

an inf ini te horizon for  this prof i t  s t ream ,  the p resent value of this st ream o f  

1 + r returns is given b y  ( p  ( q )  - c (q )  ) Alt e rna t ive ly ,  such a seller could 
r 

p ersue the " fly-by-night " s t rategy o f  reducing quality to q , mi lking its  
0 

reput at i on , and exi t ing the market . This wil l  earn p r o f i t s  o f  p (  q )  - c ( q )
0 

in t he ini t ial perio d  , and no thing the reaft e r  . 

The seller will f ind "hone s t y "  att rac tive if  and only i f  the return from 

that s t rategy exceed the fly-by-night p r o f i t s  . Thi s c ondi tion 

can b e  rewri t t en as the 

p ( q )  G c ( q )  + r ( c (q )  - c ( q ) ) .
0 

This cond i tion s tates that p r i ce s  mus t  b e  h i gh enough to c ove r direct product ion 

cos t s  and the opportun i ty co s t  o f  runnin g d own reputat ion . 

The no- cheating c onditi on puts a lowe r bound on the p ri ce at which items 

o f  quality q can sell  , g iven the fact  that sellers can reduce q uality 

without immediate d e t e c t i on by consumers . An boun d  on p (q )  arises 

from comp e t i t i on p rovided by p o ten t ia l  ent rant s .  Cons ider the p ro f i t s  o f  

an ent r an t  who p roduces a p ro duct o f  qual i ty q foreve r  . Assuming that con­

sume r s  are skep t ical o f  entrants  and ini tially expect  minimal quali ty , q ,
0 

o f  an entran t  , *  the entran t  earns p ( q ) - c (q )  in the ini tial p e riod and 
0 

p ( q )  - c ( q )  in all subsequen t periods . S ince p ( q  ) - c ( q ) ( there is no 
0 0 

credible threat to reduce quali ty be l ow q ; see the no-che a t ing condit i on 
0 

* I f  consumer s  exp e c t  quali ty in excess  o f  they will be open t o  f ly-by­q0 
night entran t s  who p roduce q for a s ingle period , making p o s it ive p ro f i t s  . 

0 

1 + r
( p  ( q )  - c (q )  ) > p ( q )  - c ( q )

r - o 

Cond i t i on : 
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above ) ,  the p resen t  value o f  p rofits  to  such an entran t  i s  

c ( q ) - c (q )  + l (p (q  ) - c ( q ) )  . 
o r 

The lower bound on p (q )  is  derived from the cond i t i on tha t  p ro f i t s  o f  

s uch an entran t  no t b e  p o s i t ive . This  cond i t ion can be  wri t t en as the 

Free Cond i t ion : p (q )  F c (q )  + r ( c ( q )  - c (q )  ) .  

Be tween the no-che a t in g  and the f ree-en try c ondi t ion s  , the  e q uilibrium 

price quali ty s chedule can be derived as 

p ( q )  c ( q )  + r ( c ( q  ) - c (q ) )
0 

The text d i s cusses  t he imp li c a t ions o f  this  p ri ce-quality s chedul e  in 

de tail . 

Two p o in ts dis cus s e d  in the text can b e  e s t ablished e a s i ly he re us ing 

the mode l  : (1)  An increase in  the minimum quality s t andard q reduce s  price s  
0 

for all items o f  qual i ty in exce s s  o f  the s t andard . S imp ly d i f feren t i ate 

p (q )  with res p e c t  to  q t o  get  rc ' (q ) < 0 .  (2) Frequent ly 
0 dq 0

0 

p ur chased p roduct s  will b e  sub j  e c t  t o  small p remiums an hence reput ation wil l  

work nearly p erfectly . Observe tha t  frequent purchas e  means that the one 

period int ere s t  rate r is very smal l  . As r app roa che s 0 ,  p (q )  approaches c ( q )  , 

as  i t  would b e  under p e r f e c t  informa t ion . The p remiums are larger when 

qual i ty de t e c t ion is s low or uncert ain or when quality is int e grated only 

gradually int o  a seller ' s  reputation . In thes e cases  t here is  a re lat ively 

high s o c ial s o c t  a s s o c iated wi th the use of reput a t i on as a me chanism for 
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pr ovid ing firms with an incen tive t o  p roduce high qual i ty items and consumers  

wi th inf o rmat ion about p roduct  quali ty . 
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App endix : Prices as of Produc t 

In this app endix i t  is proven tha t  so  long as a consumer ' s  p robabil i ty 

of returning t o  a g iven bran d  i s  p o s i t ively rel ated t o  that brand ' s  quali ty , 

t here wi l l  he a p o s i t ive relations hip b etween p ri c e s  and quali t ie s  o f f e red 

in the marke t  , despite  t he inabi li ty o f  consumer s  t o  o b s e rve qual ity direc tly . 

D eno t e  by q the qual ity of a g iven f irm ' s  p roduc t  . S ince quality has 

no natural uni t s  , it is c onvienen t to e quat e quality wi th the probab ility o f  

a c onsumer being s a t i s f ied with t he p roduc t  . D en o t e  by c (q )  the c o s t  o f  

p r oducing one i tem of  qua l i ty q ;  we assume cons t an t  returns t o  s cale . 

Consume r s  p urcha s e  t he p roduct once per period ( this defines  t he lengt h  

of the p e r io d  ) .  The one p e r iod dis c ount f ac t o r  i s  g iven by d ,  which l ie s  

be tween 0 and 1. The p robab ili ty that a g iven consume r  will s ti ll be  in 

this marke t next period , g iven t ha t  he is in i t  this per iod is den o t e d  by 

s (for s urvival rat e )  . s a l s o  lies b etween 0 and 1 .  

C onsider the cho i c e  of product q uali  ty by a seller who is selling i tems 

at a p r i c e  of p .  If he s e lec t s  quality q then his markup is g iven by p-c ( q )  . 

He wil l  choos e  qual i ty t o  maximiz e  the exp e c t e d  p r o f i t s  p e r  new cus t omer who 

walks in the door o f  his s to re . If quali ty q is p rovi d ed , the probability that 

the cus t omer wil l  return next period is g iven by the produc t of his s urvival 

prob ab ility , s ,  and t he probab i l i ty he is satisfied  wi t h  the b rand , q .  

The exp e c t e d  p rof i t s  f rom s el ling t o  this cus t omer in t he secon d  period are 

therefore g iven by d s q  (p-c (q )  ) .  The fac t o r  of  d reflects  the fac t  that 

p r of i t s  earned in t he s e c ond p e ri od mus t  be  discoun t e d  . In a l ike fashi on , 

2 2 2
t he e xp e c t ed prof i t s  in t he t hird per iod are given by d s q ( p-c ( q )  ) .  

The t o t al exp e c t e d  profi t s  p e r  cus t omer ar e t he sum over all future 

periods o f  exp e c t e d  p r o f i t s  p er period , app ropr i a t ly d i s c ounted  . They are g iven by 
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Exp e ct ed Pr o f i t s  

(p-c  ( q )  ) /  ( 1  - d s q  ) . 

A firm selling a t  price p will s el e c t  q t o  maximiz e  t hi s  exp re s s i on . T..Je 

are assumin g  a s t a t ionary environment s o  that t he price p will remain c onstan t  

over time , s o  t h e  op t imal quality wil l  a s  wel l .  

Diff eren t i a t ing e xp e c t e d  p r of i t s  wit h  res pec t t o  q and s e t t ing e qual t o  

zer o ,  the following f i r s t -order c ondi tion emerges :  

p = C ( q )  + C I ( q )  ( -q ) • 

S o  long as c '  ' (q )  is p o s i t ive , i . e .  s o  long as increasing c ons ume r  sa t i s f ac t ion 

bec omes increasingly expens ive , there will be a p o s i  tive relationshi p  be tween 

p ri c e  and quality imp lied by this equat i on . Notice  ag ain that an i t em 

o f  quality q sells a t  a p rice in exc e s s  o f  marg inal cos t ,  c (q )  . *  

The i de a  here i s  that t he p rice at which a f irm is sellin g  a produc t 

affe c t s  i t s  own incen t ives a s  far as quality are c oncerne d  . Consumer s  need 

no t know j us t  how this me chanism works no long as t hey l earn ove r time t hey 

will come to know the p r i ce / q uality relat ionship g iven by the equa t i on of  above . 

As a f inal note  , this theory . al s o  p r ovides a fine explanation of  

why f irms engage in sales , i . e .  t emp orary reduct i ons of  p r i ces . The exp lanat i on 

s ug ge s t e d  here i s  that a permanent price reduc t i on would s ignal lowe r 

quali ty but a t empor ary one need not  . This may help explain the use o f  

c oupons in c ons umer g o o d s  market s  a s  well . 

* The second term in t he equa t ion , 1 /d s  - q , is p o s i t ive because d an d s 
and q all lie b etween 0 and 1 .  
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App end ix : as a of P roduct 

Thi s  app endix e xp lores the "Ne lson Hyp o thesis  " that adve r t i s ing can 

p rovide inf orma t ion about prod uc t qual ity . Bas ical ly the que s t ion 

is this : Given that cons umer s  cho o s e  brands on the basis of adve r t i s ing , but 

canno t observe qual i ty directly , i s  there some mechanism by which heavily 

adve rt i se d  b rands will tend to be of rela t ively h igh qual ity ? 

A s imp le the o r e t i c al model whi ch cap t ures  the Nel s on hyp o t he s i s  is 

specified . This highligh t s  both the s t ructure o f  the argument and the 

special assump t i ons needed to  make i t  work corre c tly . In par t i cular , the 

ab ility o f  adver t ising t o  signal quali ty depends c r i t i cally on the relat ion­

ship b e tween p roduc t quali ty and markup s .  I f  markups are independent o f  

quali ty , the Nelson hyp ot he s i s  i s  very s tron g .  An alt ernat ive s p e c i f i cation 

is s tudied in which all b rands sell a t  the same p r i ce . Condi t ions under 

whi ch t he Nelson hyp o thes i s  i s  vali d  ar e derived under this  spe c if i ca t i on . 

The idea behind Ne lson ' s  original ar gument  i s  that high qual ity se llers 

wil l  value new cus t omer s  mor e  because new cust ome r s  provide a who l e  s tream 

o f  pur chas e s  for such sellers . In contras t ,  low qua l i ty sellers enj oy 

fewe r repeat p urchases  and thus value t he i r  cus t ome rs less . I f  this i s  so  , 

then h igh q uali ty sellers wil l  adve r ti s e  more in o rder t o  attract  new 

cus t ome r s  : the bene f i t s  o f  adve r t i s in g  are highe r for such sellers . Advertis­

ing i s  viewed here a me thod o f  at t ra c t ing f ir s t- t ime us er s  . 

A s imp le model brings out this p o int . Le t q den o te the quality o f  a 

given b rand , which i s  d e f ined as the probab i l i ty t hat a us er o f  that brand 

will b e  s a t i s f i e d  wit h  i t  in a s ingle us e .  Consume rs who are s a t i s f ied 

are assumed to  repe a t  p ur chase ,  but dis s a t i s f ied cus t omers  go el sewhere to 

buy the goo d  . Consume r s  are assumed t o  buy one uni t  o f  the go o d  each 

pe riod ; d i s coun t in g  i s  ignored . 
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Consider the value o f  a new c us t omer to  a firm which produces a 

p roduc t o f  quality q and has a markup per unit o f  m .  In the ini tial p e ri o d  

the f irm earns m from a new custome r  . In the second period the f irm e arns 

m again , p rovided t he cus t omer return s  , which o ccurs with p robab ili ty q .  

2In the third period the cus t omer wil l  re turn a gain wi th pr obab ility q . 

Cont inuing this p r o c es s  , the f irm ' s  exp e c ted p ro f i t s  from a new cus tome r  are 

g iven by 

2
V (q , m) = m ( l  + q + q + . . . ) 

which c an be s imp li fi ed to 

V (q , m) = m/ ( 1  - q )  . 

Now consider the adver t i s in g  p o licy o f  this f irm . A firm which val ues 

new cus tomers a t  V ,  and c an a t tract  f (A)  cust ome r s  at an adve r t i s in g  expense 

of A dollar s  , will earn pro f i t s  p g iven by 

P Vf (A) - A .= 

The p ro f i t  maximiz in g  level o f  A i s  the one which s a t is fies P ' (A )  0 ,  i . e .= 

1 .Vf (A) 

The s e cond order cond i t i on i s  f "  < 0 ,  i . e .  that it  bec omes increas ingly 

e xpens ive to a t t ra c t  mo re and mor e  cus t omers .  
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By diff eren t iat ing t h is equa t i on with r e s p e c t  t o  V ,  we find that 

dA 
is p o s i t ive , i . e  . f i rms which value new cus t omers  more adve r t i s e  more . dV 

The q ue s ti on thus b o il s  d own to whe ther in fact high quali ty firms 

value new cus tome rs mo re highly than do f i rms wi th l ow qua li ty p roduc t s  . 

I f  the markup m i s  independent o f  q then we can che ck from the formula 

for V ( q  , m) that V is increa s in g  wi t h  q ,  and the ref o r e  A is a s  well . This 

ve rif i e s  t he Ne lson hyp o thesis : if i s  of then 

t he Ne l s on i s  correct . 

In general , however , markups vary with qual i ty . Call the markup earned 

by a firm with quality q ,  m ( q )  . Then in place o f  V ( q , m) we can use V ( q , m ( q )  ) .  

Now the value to a f irm p ro ducin g  qua l i ty q o f  a t t r a c t in g  a new cus t ome r  

i s  

V ( q , m (q )  
1 - q 

D i fferen t ia t in g  , we f ind that V ,  and t herefore adve r t i s in g  intensity , will 

be  increa s in g  with qual ity if and only if  t he fol lowin g inequality hold s  : 

( 1  - q ) m '  (q )  + m ( q )  > 0 

When markups increase wit h  qual i t y  , m '  ( q )  is p o s i t ive , the Nelson 

hyp ot he s is is s t r ongly sup p o rted by this mode l  . The p os s i b il i ty of  violat ing 

the hyp o t he s i s  t heoreti cally arises when ma rkups d e c l ine wi th qual i t y  . 

Con s i der the refore the case wher e  all brand s sell for  the same p rice , p .  

Then m ( q )  c ( q )  , where c (q )  is the c o s t  o f  p rovi d in g  one uni t  o f  quali ty = -

q .  In this case m '  ( q )  - c  ' (q )  , and a nec e s s ary cond i t ion for adve r t i sing t o= 

b e  a s igna l  o f  p roduc t qua l i ty i s  given b y  
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p > c ( q ) + (1 - q ) c ' (q) . 

For a given price  p ,  th is ine q ua l i t y  wi ll hold f o r  all quali t  ies be low 

some cri t i cal level q *  , and fail to ho ld f o r  qual i t i es in e xce s s  of q * .  

B as i cally , if markup s ar e g ener ally hi gh, as  they will b e  for a large p ri c e  p , 

t hen adve r t i s ing will signal qual i ty . But f irms wi th ve ry high q ual i ties 

f ind that their p roduc t i on co s t s  cut in t o  the i r  markup s enou gh t o  reduce 

the value of consume r s  and therefore adver t i s ing . Advert i s in g  c an p rovide 

a s i gnal of qua l i ty , but only up to a p o in t  (q* )  . 

An int erest in g  relationship b e twe en adver t is ing and eme rges 

in t h is mode l ,  inde p endent of the relat ionship b e tween markup s and q uali t ies . 

Tho s e  firms whi ch value cus t ome rs a great deal are exa c t ly t h o s e  f irms which 

make the mos t  p r o f i t s  ; they are also the firms which adver t ise the mo s t  . 

The r efore  , adve r t i s ing and pr o f i t s  will b e  correla t ed wheneve r adver t i s ing 

serve s as a method o f  attrac t ing new c us t omers  . Tho s e  firms which have 

t he good  fort un e  ( o r  f o re s ight ) to have selec t ed p roduc t s  whi ch maximize 

their return on a new cus t ome r  will b e  the ones t o  make the h i ghe s t  p r o f i t s . 

Anad the ve ry f a c t  that t hey make a l o t  o f  money on each c on s umer will lead 

them to  adve r t i s e  heavily . 




