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ADVERTISING AND COMPETITION

Although there are many aspécta of advertising that deserve
critical study, I should like to discuss briefly today the question of
whether advertising and simlilar promotional éffort is likely to
enhance the growth of monopoly in our economy. As we all know,
the protection and pfomotion of a competitive economy is cone of our
»ba.si.c governmental péliciea, and cne which Qe believe to be emin:ently
sound. It is therefore quite approPriéte to ask whether adv;rtising
hinders in any siguiﬂcant way the achievement of competitive goals}
and, if it does hinder in one or more rgspects, what public corrective
policies méight be appr;:priat:e.

Let me begin with an obvious point. Advertising provides

economic benefits to society, benefits which lie chiefly in providing highly

useful information. In a complex and varied economy such as ours,
new firms ;are constantly entering into production, new products are
constantly being introduced, and old prcducis improved, Some means
are required, therefcre, to insure that potential customers are made
aware of tﬁeee new alternatives. Greater information, by widening

market ar=as and bringing buyers into contact with sellers, increases



competition. We all recognize thaf competition requires some degree
\

of information regarding the alternatives which are available as
among competing buyers and competing sellers, and thu. ..ore
information is likely to promote and facilitate the functioning of a
competitive market,

Nevertheless, while advertising provides guine Lo society
in the form of expanded information about firms and products, we
need to conslder, also, the nature .of ;}fxe costs which axist and how
these are likely to balance with potential gains. All ecénomic activiti.:
invoive some cost in that theyAare associated with the using up of
resources. This applies as much to the production of advertising
mességes as to the prociﬁction ofmautomol‘)ilea. 7. Whether in some-
industries advertising costs are excessive in relation to what we get
out of them is an important and difficult question. But my primary
rééncern today is the relation of advertising to competition and monopoly
power, and’ it {8 to this question that I now turn.

There 18 no doubt that advertising efforts comprise an
important form of rivalry among firms. Whether what appears on the
TV commercial is a pretty girl, soft music, or demonstration, the adver-

tiser's message usually is that one product is better than another. At



the same time on another channel, or oﬁ the same channel at anotheg
time, someone else is likely to be inviting listeners to "'move np!

to a competing product. This is competition of a kind. We should
recognize, however, that this form of rivalry is likely to be
considerablﬁr different in economic effect from those forms of
competition which are concerned with the prices established in the
market, and the pos aibiiity at least exists that the former may be at the
expense of the latter.

Advertising outlagrs affect not‘only the rivalry which exists
among established firms, but also they are likely to have an important
influence on conditions affecting the entry of new firms into the
marketplace, '\;fhile consu@#fu may not accept the view that one-
product is better than another simply because a pretty girlor a
famous person says so, they at least are introduced to the names of
specific firms and products, and this tends to distinguish established
products from those produced by small firms and new ones. What has
become important is not 80 much the context of an advertising
message, but gather the mere fact that it has been advertised. Thus,

we note the frequent description of a product as "advertised in Life,"



This is not to say that consumers are irrational - altho{zgh they
sometinme 8 are - or that it does not make good sense to choose an
established and well-known product over one which is unknown., In
many cases, there is considerably uncertainty as to the relative
merit of alternative products. When a consumer, therefore, decides
to buy an established brand rather than a cheaper but unknown preduct,
he may simply be dohﬁg his best Ato cope with the problem of uncertainty
and to r;{inimize the risks to him that the product will not ;Io_the job
for which he . buying it. Because of this quite expecta!;-le behavior, a
new entrant typically is likely to be compelled to sell at a price below
that of establisixed brands or else incur heavy selling costs in
‘penetrating the market. This helps t6 explain the pheﬁomenon of
unbranded prodv%cts which sell at prices substantially below those of
heavily advgrtised products, even where there is little real difference
between them.,

To an extent, the increased barrier to entry created by
advertising is a price we have to pay for providing consumers with
igformation. But when heavy advertising and other promotional
€xpenditures create durable preferences going beyond the relative

]

#uperiority of the product, resistent to anything but major countervailing



promotional campaigns, we may well question whether the price has
not become too high. If heavy advertising expenditures thué serve
to raise the barriers to entry, the adverse competitive consequences
are important not only because new firms are kept out, but also because
frequently it is the—proslaect of new entry which serves as a major
competitive restraint upon the actions of existing firms. Moreover,
where the numbers of firms in an industry are few, this potentiality
may be the most significant competitive factor that inhibits fiv.?ns from
gsetting high prices and achleving extensive rnormpol).r rewards,

Traditional antitrust polic.y ha's repeatedly stressed tile “
relationship between the conditions of entry and the existence of monopoiy
results. It is specifically on this basis that a number of business
practices have been attacked as imposing unacceptable restraints on
comﬁetitio’n. We should hardly be unconcerned if heavy advertising
outlays lead both to more concentrated market structures and tc the
eatablishment of high monopolistic prices, and it seems clear that they
¢can and do,

A recent study of consumer goods industries found a significant
Correlation between the proportion of industry sales devoted to

advertising and the average pfofit rates which were earned. Industries



with higﬁ advertising outlays tended to earn profit rates which were
about 50% higher than those which did not undertake a significant
effort. Siﬁce, rmoreover, average profit rates in this study reached
nearly é% after taxes on stockholders' equity, it is likely that these
additional gaiﬁs represent monopoly rewaréls. They represent price
levels which can be explained only on the basis of restricticns on
competition,

Let me refer you to some moTe interesting etatistics, We
all know that the i:éckaged soap industryv tends to be highly';:oncentzjatea.
In 1958, for example, the largest four firms accounted for ?4"1« of t;);:al
industry shipments and the largest eight firms, 85%. This refers
specifically to packaged soaps which are séld to consumex;s and tend
to be heavily advertised. In the case of bulk soaps, however, the
pic;‘.ure is quite different. The largest four firms accounted for only
30% of industry' cutput, and the largest eight ﬁrms only 45%.—}—/ Bulk
80aps tend to be sold to institutions or businesses and we should not
expect to find them advertised as heavily because business customers arc
much better informed as to product‘quality and much less vulnerabié to the

kind of blandishments that seem to influence the average housewife.

——

1 / Subcommittee on Antitrust and Monopoly, Concentration Ratios in
M_gnufacturinﬁ Industry, 1958, p. 132,




' In the case of detergents, the picture is similar. The largest four
firms in packaged detergents account for 90% of output, while the

2/
largest four firms in bulk detergents account for only 47%. While
there may be many factors which are responsible for these differences,
it is not unreasonable to sus-pect that the size of advertising ocutlays
18 an important one.
For heavy advertising expenditures may promote industrial

]

concentration in a number of ways. In a competitive industry we

jnormally expect to find firms entering and leaving the market during

fany given period of time. Although the exit of firms will continue,
r

b

%entry will be made more difficult as a result of the barriers created
ithrough extensive advertising. To the extent that consumers are
‘;‘unable to evaluate the relative merits of competing products, the
established ?roducts may have a considerable advantage and it is this
advantage tl'vlat‘ advertising messages tends to accentuate. High entry
barriersv interfere with the normal process through which increases in
demand are met at least in part by new firms,

A further significant factor is the existence of economies of

gcale in advertising and other forms of promotion. To the extent that

larger firms can provide more messages per dollar than their smaller




rivals, they will have a strong competitive advantage, and this will

be sc even if smaller firms spend proportioanately as much., Economies
of this sort lead directly to the expansion of larger firms relative

to their amaliler rivals and thereby to more concentrated market
etruétures. These advantages, moreover, may be helL;i not only by
firms which have a large share of specific markets, but also by those
who deal on a nationwide basis in a number of related product areas.

It is in this respect that the quantity discounts given by
television networksv raise serious questions. While these discounts
may in part represent real cost savings, I believe it highly doubtful that
the savings should be passed along to purchasers pf television. time.

If the discounts hav;a the effect éf accentuating the growth of larger
firms and of promoting a tendency toward concentrated market
structures throughout consumer goods industries, it may well be
appropriate public policy to pr;hibit or at least drastically limit
them, even if this means higher network profit margins for large
Purchasers than for small.

While I have been coﬁsidering the general aspects of this
problem, I should like to note briefly the competitive effects of

ddvertising in a specific industrial situation, that of the prescription



drug industry. As most of you probably know, this is an industry
which earns very high rates of return, in many years approximately -~
double the average profit rate in all manufacturing. In 1964, for
example, the average rate of return after taxes for 12 major
3

pharmaceuticdl firms came to nearly 19%. Firms {n this industry
tend to spend large sums on advertising and other forms of selling
and promotion. In Senate Committee hearings on the Drug Industyry,
the Committee found that major pharmaceutical firms spend on average
nearly 25% of total sales revenues on selling, which is about four

_ 4/
times the amount allocated to research, It seems unlikely that
these expenditures would be made if they did not play an important
profit-making role; it is plausible that they have been a major factor,
though of course not the only one, in the achievement of very high
Teturns,

Even when small firms have developed a new product and

the patent needed to protect it, they are likely to find it difficult to get

3 / Federal Trade Commission, Report on Rates of Return for Identical
Ccmpanies in Selected Manufacturing Industries, 1955-1964,

4/ Subcommittee on Antitrust and Menopoly, Report on Administered
.Pi'i_‘:es in the Drug Industry, 87th Cong., lst Se_ss.', 1961, p. 3L




doctors to use it, Doctors are like the rest of usg, and where there

i{s a high degree of uncertainty about the relative merits of competing
drugs, they tend to use the drug which {s micst familiar. And this
frequently means those drugs which have been most heavily advertised
anci promoted. Décﬁors are swamped by ths cutlays of established
"firms - as Dr. Goddard recently described it, they are "under sicge."
Their prescribing patterns are undoubtedly affected. While this process
may have many eifects, ax;t_irn;portant one appears to he adverse effects
on competition: high profits have not led to extensive entry and to -
competiti ve price reductions.

What are the most appropriate methods of dealing with such
problems? There is ;ome room foz; dealing with the a.dversé .
consequences of heavy advertising and other promotional experditures
witlﬁn the confines of antitrust law. I have already suggested elsewhere
that if it should be deemed appropriata to permit mergers of a particular
kind to be defended on the ground that they promote substantial economies
of scale, the defense should not extend to promotional economies.

I would also suggest that it would be quite appropriate to

impose, for a period of time, an absolute or percentage Iimitation

°n promotional expenditures by a firm or firmns that have obtained

10



undue market power through viclations of the Sherman Act. A classic
purpose of a remedial decree in such cases ¢ tc dissipate the
consequences of uniawful acta, and if linitations on promotional
expenditures would help, they are appropriate even though the promotioral
expenditures as such were and are lawful,

There may be other corrective measures which can he

developed under antitrust law, but as of now I belleve the most eficctive

remedies are a.lox}g other lines, One avenue is an axpansiojn of the law
| on false and misleading advertising. While this may rz;ake some
contribution, however, regulation of this sort involves terribly difficul
prob}.ems, Without necessarily subscribing entirely to his peasimism,
I Selieve Profesﬁsor Johnson has aptly devécribed the difficulties;-

... The really difficult problem is the omisgsion

or concealment of relevant information, such as
that though it tastes good it will kill you several
years before your time, or thal it makes no noise
because it is designed to use considerably more
electricity and wearsout faster than rival models.
Problems of this sort have become especially acute
in modern times, in congequence of advancing
medical knowledge and the increasing technical
complexity of consumer gocds, especially those
containing machinery, which make it difficult for the
consumer even to know what characteristics of a
product are important to his weifare. But govern-
mental control or censorship vf advertising does

11



not seem likely to be very effective in overcom? ng

this type of decepticn, bscausz the government cannot
readily force advertisers to advertise the defects of
their products, and forbidding one type of appeal may
8imply cause it to be replaced by another of an

equally undeszirable sort. In the United States, for
example, the prohibition of cigarette advertising
stressing cancer-risk-reducing qualities has simply
led cigarette advertisers to adopt campaigns that
insidiously encourage youngsters to smoke, Moreover,
government interventicn in advertising aimed at pre-
venting misleading appeals ought in fairness to apply
also to the alternative of personal selliny, and this
seems an impoasibls undertaking. 57

As Professor Johpson and others have suggested, I belteve
the most promising appraach is to introduce new scurces of consumer
information. It is the extent of uncertainty about therelative merits
of competing products which contributes to the large effect of ad-ver'aising,
and this suggests that Government policies be direﬂcted toward neutzral
vehicles of information which tend to deal directly with the uncertainty,
We all know that such consumer research orgaanizations as Consuraer
Reports tend to promote informed consumer judgment, and we can
Teasonably surmise that reports of that kind, if generally circulated,
would stgnificantly limit the ability of advertising to enhance degrees

of monopoly power, to say nothing of enabling consumers to spend

————

3/ Harry G. Johnson, The Canadian Quandary, pp. 283-284,




their dollars more fruitfully. A similar gservice exists for physiclans

in the form of the Medical Letter, which is published by a group of

physicians, and designed to supply technical information about the
therapeutic value of new drugs. In both of these arsas, a major
difficulty is that these publications are produced by non-prolit
organizations and that they frequently face difficulties in obtaining the
funds required for ade}quate testing and evaluation, One proepective
golution would be goyernmenta‘l efforts in this giire;fion, gither direcrt
government evaluation and publicatién, or financial support for private
organizations of this tfpe. In the case of drug's, for exainple, there

is much to be said for providing government funds to the organization

which publishes the Medical Letter so that its ﬂpublicati.ons‘may be:

supplied free to all doctors. In addition, the letter could be expanded
to insure that doctors receive their first information about a new drug
from this source rather than from the lips of a detall rhan.

Let me sum up. Advertising often plays a role analﬁgous to
that played by market concentration. We have taken a dim view of
excessive concentration precisely because it leads to monopoely resulte,

and this is a major element of the rationale wnich underlies the laws



prohibiting anticompetitive mergers. Current policies which terd

to emphasize the role played by concentration may well need to be
gsupplemented by those concerned directly with the adverse influences ™~
of advertising and other promotional efforts on competition., We shou}.d
begin to consider seriously how best we might promote and develop
other methods of supplying information to consumers - methods which
would give the consumer much better and more usef{ul information than

. he now gets and at lower wsoc}a.l cost; which would thus decrease the
impact, profitability, and amount oi private advertising expendimrea;
ac;d which would con seque;ntlgr impréve competition in many inau stries by

lowering barriers to entry.
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