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Abstract

This paper intends to investigate how consumers’ information structure and the nature of
advertising media may affect an existing manufacturer and a potential entrant’s incentives
to perform informative advertising, and how these advertising decisions may affect these
manufacturers’ subsequent pricing behavior and thus the potential entrant’s entry decision.
With the assumption that consumer gross valuations are high, we obtained the following
results. Firstly, except in the case where the incumbent manufacturer is endowed with a
very large loyal base, the incumbent’s informative advertising through mass media helps
deter entry. Secondly, in a case where informative advertising fails to deter entry and that
neither firm has a dominant loyal base, then the post-entry price competition crucially
depends on the nature of the advertising medium used by the two firms. If they use a
similar mass medium with high reach rate, then the informative advertising performed by
the incumbent will intensify their price competition. Thirdly, when both firms use similar
mass media to perform informative advertising, it is unlikely that the incumbent
manufacturer conducts informative advertising in equilibrium. Finally, when the
incumbent can use an efficient targeted medium, the incumbent’s informative advertising
tends to benefit both manufacturers.

[ Keywords ] informative advertising, information asymmetry, pricing strategies, game-
theoretical model, entry deterrence
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English Summary

This paper intends to investigate how consumers’ information structure and the
nature of advertising media may affect an existing manufacturer and a potential entrant’s
incentives to perform informative advertising, and how these advertising decisions may
affect the potential entrant’s entry decision, and both manufacturers’ subsequent pricing
behavior.

It is often observed that a monopolistic firm conducts informative advertising to
make consumers aware of the presence of its new products and the relevant product
attributes, so that consumers can consider buying its new products. For example, Kadiyali
(1996) studied Kodak’s pricing and advertising strategies and discovered that through
empirical testing data from 1970-1980 (with year 1980 defined as the entry year of Fuji),
Kodak engaged in “limit advertising” before Fuji’s entry into the film market. The author
also found that after the entry of Fuji, the average price of Kodak products during the
post-entry period (1980-1990) was significantly lower than the average price during the
pre-entry period (1970-1979).

When the monopolistic firm that has already established a customer base faces threat
of potential entrants, the firm has to decide whether to continue expanding awareness of
its products. Although conducting informative advertising can help expand its potential
demand, it can also change consumers’ awareness structure, and thus may induce
subsequent price competition when a potential entrant enters the market. As a result, the
advertising decision by the monopolistic incumbent will affect the expected profit of a
potential entrant, and its entry decision. Therefore, a current monopolistic firm, when
making an advertising decision, should consider not only its effect on potential demand,
but also its strategic effect on potential competition.

This paper attempts to address the following questions: (1) How does the

incumbent’s informative adveitisements affect the subsequent price competition with the
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new rival by changing consumers’ information structure? How does its effectiveness
depends on the exogenously nature of given media? (2) Following (1), how will the
incumbent’s adveitisements affect the potential entrant’s entry decision and when will it be
able to deter entry?

To answer the above two questions, we introduce a Hotelling model but assuming
that some consumers have incomplete information about existing products. Consumers
differ in two aspects; they have different opinions for what makes for ideal product
attributes and they may differ in their awareness of existing products. A monopolistic
incumbent manufacturer, facing the threat of entry of a potential competitor, first decides
whether to conduct informative advertising to expand its awareness. Then the potential
entrant decides whether to enter the market and conduct informative advertising. As the
potential competitor enters the market, the two firms are likely to compete in price. By
performing informative advertising, a manufacturer can alter the configuration of
consumers endowed with various information structures. In particular, given the other
manufacturer’s advertising strategy, a manufacturer’s informative advertising can turn a
totally ignorant consumer into its own loyal customer, and it can turn the rival’s loyal
customers into switchers. The sequence of the game is as follows: (i) the incumbent firm
chooses whether to conduct informative advertising; (ii) the potential entrant decides
whether to enter the market and conduct informative advertising; (iii) the two firms
simultaneously set optimal prices; (iv) consumers make purchase decisions.

With the assumption that consumer gross valuations are high, we obtained the
following results. Firstly, whether the incumbent firm’s informative advertising can deter
entry depends not only on advertising cost, but also on consumers’ initial information
structure and the nature of medium. Except in the case where the incumbent manufacturer
is endowed with a very large loyal base, the incumbent manufacturer’s informative
advertising through mass media helps deter entry.

Secondly, in case the informative advertising fails to deter entry, then the post-entry
price competition crucially depends on the nature of the advertising medium used by the
entrant: price competition tends to be intensified if the entrant uses a mass medium which
reaches the audience with an overlapping advertising message as the incumbent’s. It
happens because many consumers will receive advertising messages of both brands and
thus intensify price competition. Thirdly, when both firms use similar mass media when

they conduct informative advertising, it is unlikely that the incumbent manufacturer
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conducts informative advertising in equilibrium. Finally, when the incumbent uses an
efficient targeted medium, the incumbent’s informative advertising tends to benefit both
manufacturers.

The literatures on informative advertising (Grossman and Shapiro, 1984; Amaldoss
and He, 2010; Zhang, Zhong, and Mei, 2012; Iyer, Soberman, and Villas-Boas, 2005)
mostly consider symmetric firms despite the fact that a monopolistic incumbent often,
after building the awareness of its products, has to decide whether to further penetrate the
market with informative advertising when faced with threat of potential entrants. For this
reason, the extent of literatures on informative advertising cannot analyze how consumers’
initial awareness level of the incumbent’s brand and the reach rates of the advertising
medium influence the firms’ advertising incentives through the effects of advertising on
their price competition. However, in order to focus on how the nature of the advertising
medium influences the effectiveness of advertising on price competition, this paper
assumes that the advertising medium is exogenously given, and therefore it cannot explore
the strategic interaction between the firms’ medium choices.

The literatures on entry deterrence consider advertising as one strategy for entry
deterrence (e.g., Gruca and Sudharshan, 1995). However, the extent of literatures on entry
deterrence has not explicitly analyzed how the incumbent’s advertising may deter entry by
influencing the expected intensity of its price competition through changes in consumers’
information structure. Some research did mention the nature of media may influence the
size of the entry barrier (e.g., Porter, 1976; Gruca and Sudharshan, 1995). However, they
did not consider the interaction between media nature and price competition, and rather
only recognized its effect on ad expenditures.

Our findings are related to two streams of literature. The literatures on informative
advertising mainly concerns its effects on price competition in different contexts. Our
paper fills the gap of this type of literature by showing that, depending on the nature of the
medium (mass or targeted media), informative advertising may or may not intensify price
competition between the incumbent and its new rival. The closer a medium is to mass
medium, making more consumers aware of both brands instead of a single brand, the more
intensive the price competition will be. The literatures on entry deterrence (e.g., Bemmaor,
1984; Comanor and Wilson, 1974; Lambin, 1976; Spence, 1980) suggest that advertising
can impede entry through economies of scale, increased capital requirements, and demand

advantages due to past advertising. None of them considers how the nature of the
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advertising medium will affect its effect on entry deterrence. Our paper also fills this gap
by showing that both the nature of the advertising medium and advertising cost will
influence the advertising incentive of the incumbent firm and the likelihood of deterring
entry of potential new rivals.

Our results also provide the following managerial implications: (i) When firms
choose mass medium to expand the awareness of their products, this may further intensify
price competition and result in lower equilibrium prices. (ii) When the entrant’s
advertising cost is moderate, the incumbent firm may strategically conduct informative
advertising to deter potential entry. (iii)) When the incumbent firm’s product is endowed
with a high initial awareness level, it may be difficult for the incumbent firm to deter entry
through further expanding its awareness by informative advertising. (iv) The presence of
targeted media makes it more likely that new entrants can profitably enter the market by

carefully choosing its medium.
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