








by Fisher and McGowan (1979) and Shapiro (1980), show that if advertising does not
enlarge the size of the market, it reduces social welfare.

All of the above papers discuss advertising in differentiated goods industries (i.e.
beer). There is a large literature on what is called generic advertising, focusing mainly
on agricultural products (i.e. beef),' although these papers do not directly address
individual producer incentives to fund generic advertising. Instead, they assume the
presence of an agency with power to tax production and obtain the optimal amount of
funding for generic advertising campaigns. Here, we ask whether individual producers
would be willing to fund advertising, in the absence of such a taxing agency. Generally
speaking, the answer turns out to be no. As we demonstrate below, since the main role of
generic advertising is to expand the size of the market, additional advertising benefits all
producers. Although everyone benefits from such advertising, absent a taxing authority,
only the advertising firm bears the cost. This makes incentives to advertise generic
products lower than optimal.

We modify a model first applied to worker decisions in collectives and
communes to examine the incentives to advertise. In the model, advertising may increase
demand for all products in the industry (the market-size effect), and/or reallocate demand
from one firm to another (the business-stealing effect). The market-size effect
represents an externality created by the advertising firm for all competitors in the

industry. The business stealing effect describes the shift of demand from one competitor

'See, for example, Freebairn and Alston (2001), Piggott, Piggott and Wright (1995), Wohlgenant
(1993), Kinnucan, Xiao and Hsia (1996), Chung and Kaiser (2000), Kaiser (1997), Kinnucan and Miao
(2000), and Schmidt, Reberte and Kaiser (1997). For book-length treatments of generic advertising, see
Kinnucan, Thompson and Chang (1992), and Forker and Ward (1993).
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to another within the same industry. Because it is not present in homogeneous goods
industries, generic advertising may increase the size of the market, but it will not allow
one producer to take market share away from other producers of the same product.” We
show that when business stealing is not possible, the competitive equilibrium level of
advertising is smaller than that which would maximize industry profits. In contrast,
business stealing is possible in differentiated goods industries. When firms can reallocate
sales toward themselves by increasing their advertising, incentives to advertise are too
strong, and the competitive equilibrium number of ads is larger than that which would
maximize industry profits.

After examining the effect of a firm’s own advertising, we look at the effect of
competitors’ advertisements. Not surprisingly, as long as generic advertising increases
industry sales (the market-expansion effect), it also increases each firm’s profit, whether
or not they contributed toward the advertising. Thus, we have a free-rider problem, and
without some sort of taxing authority, the amount of generic advertising provided will be
less than that which would maximize industry profits. In a differentiated-products
industry, as long as the average benefit to advertising is falling, rival advertisements
reduce own profit. That is, manufacturers in differentiated-goods industries would be
better off if their rivals advertised less, while those in homogeneous-goods industries

would be better off if their rivals advertised more.

*Kinnucan, Xiao and Hsia (1996) consider the effect of increased beef promotion on the demand
for chicken and pork. In our partial-equilibrium analysis, these effects are not identical to business stealing.
Indeed, if we consider spending on all goods and assume that advertising does not increase household
wealth or income, the only effect possible is the business-stealing effect.
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