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Abstract

Demarketing discourages consumers from buying. This paper shows that demarketing can be a
profitable alternative when differentiation through product improvements is not cost effective. The
impact of differentiating demarketing on profit, market share, consumers, and total welfare is in-
vestigated.

Demarketing activities discourage demand. This stands in sharp contrast to the
objectives of marketing: create utility and enhance exchanges. In their provoca-
tive article “Demarketing, Yes, Demarketing,” Kotler and Levy (1971) distinguish
three types of demarketing situations.

General demarketing occurs when a seller shrinks the level of total demand.
Suppliers of electricity and water use advertisements and publicity campaigns
during periods of excess demand.

Selective demarketing occurs when a company discourages demand from cer-
tain classes of consumers. Adult communities demarket properties to families
with children, and producers of goods with a snob appeal avoid low-image re-
tailers.

Ostensible demarketing occurs when a seller creates an artificial or perceived
shortage to whet consumer appetites. Limited distribution of goods may induce
consumers to stockpile these “hard-to-get” items.
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iting MIT’s Sloan School of Management and was finished while visiting University of Haifa; he
thanks both for their support.
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Although Kotler and Levy (1971) emphasized the need for careful research into
these phenomena, little effort has been devoted to the formal study of demarket-
ing by marketers. This is not surprising, as marketers are trained to build demand
rather than destroy it.

On the other hand, there has been growing scholarly interest in issues that can
be construed as demarketing, although the demarketing terminology is not used.
This stream of research focuses on the following areas.

Price discriminating demarketing. Salop (1977), Chiang and Spatt (1982), Narasim-
han (1984), and Gerstner and Holthausen (1986) have shown that price discrimi-
nating firms may create transaction costs deliberately to discourage consumers
from seeking the lowest price. Busy consumers pay higher prices, whereas those
with small transaction costs pay lower prices. For example, some retailers hold
“3-hour sales” from 8 to 11 Saturday morning. Consumers who get to the store
before 11 o’clock pay lower prices but incur the inconvenience of early morning
shopping.

Bait and switch demarketing. Gerstner and Hess (1990) and Chu, Gerstner and
Hess (1992) studied disparagement of products in sales presentations or in point-
of-purchase displays that are designed to discourage consumers from buying fea-
tured brands. The intent is to switch consumers to buying other more profitable
products. These practices, however, might be illegal (Howard, 1983, p. 218).

Stock outage demarketing. Stock outages frustrate consumers, but stores often of-
fer rain checks that guarantee delivery at a future date. Nevertheless, Hess and
Gerstner (1987) showed that stores may profit from planned stock outages with
rain checks because customers may visit the stores twice and buy complementary
products on each visit. Balachander and Farquhar (1991) showed that deliberate
stock outages help stores charge higher prices and earn higher profits. The pos-
sibility of a stock outage in one store makes customers more eager to buy when
the other store has the product in stock.

Crowding costs demarketing. Retail stores, hotels, and airlines have limited capac-
ities. A low price usually attracts large numbers of shoppers, so customers must
hunt for space in crowded parking lots and stand in long checkout lines. Busi-
nesses may deliberately accept capacity constraints, recognizing that some cus-
tomers would trade the higher prices for reduced crowding. Gerstner (1986) de-
rived symmetric equilibrium prices and crowding costs in such markets.

This paper highlights a different and intriguing type of demarketing, Differen-
tiating Demarketing. Here a firm demarkets to differentiate itself from its com-
petitor. This type of “unwholesome” differentiation brings about the desired end
of avoiding a profit-dissipating price war. Demarketing as a differentiation strat-
egy has not been addressed in the literature. The idea is that a low-price firm may
purposely introduce a nuisance attribute to the product to drive customers who
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cannot tolerate it into the camp of the higher-priced competitor. Why would a
firm ever engage in demarketing to secure customers for its rival?

The reasoning is as follows. Without differentiating demarketing, both firms
have identical products that would engender a price war, driving prices to costs.
In contrast, demarketing by the low-price firm gives the higher-price competitor
a captive market of consumers who dislike the demarketed product, so it can raise
its price. The higher price of the competitor, in turn, allows the demarketing firm
to increase its price. In the resulting equilibrium, both firms profit from this seg-
mentation scheme by charging prices above costs.

Differentiating demarketing does not encourage new customers to buy; it only
introduces a nuisance to the market. The purpose is to exploit differences in con-
sumers attitudes towards this nuisance through higher prices. As a result, eco-
nomic inefficiencies are created. The model used to derive these results is outlined
next.

1. A description of the model

For clarity of exposition, our model is constructed in the context of market entry,
where there is an incumbent and an entrant. A different framework, one in which
firms choose their strategies simultaneously, leads to similar results. The Entrant
produces a product that is identical to the Incumbent’s, and product improve-
ments are cost-ineffective. Will the Entrant ever find it profitable to discourage
customers from buying his product? That is, will the Entrant discourage demand
even when this demarketing reduces the utility of all consumers?

To answer this, we consider a model in which the motive for demarketing is
different from any of the forms addressed in previous studies. Price discriminating
demarketing is excluded by assuming that all consumers have the same willing-
ness to pay. To eliminate bait and switch and stock outage demarketing, we as-
sume that firms sell only one product. Finally, selective demarketing is excluded
by assuming that demarketing reduces the utility of all the consumers in the mar-
ket.

Competitors. We analyze a market with two firms, an established firm called
the Incumbent and a new entrant called the Entrant. Both firms have identical
cost structures with constant unit cost of producing the basic product, C.

Each firm strategically chooses whether to demarket the basic product. If a firm
demarkets, it introduces a nuisance attribute that reduces the buyers’ utilities for
the basic product. Examples of this might be slow delivery, inconvenient hours,
stock outages, aggressive selling or other practices discussed above. For simplic-
ity, demarketing is assumed to be costless, although none of the results depend
upon this.

Consumers. Consumers buy at most one unit of the product and are willing
to pay V for the basic product. Demarketing reduces this utility by A, which is
distributed randomly within the unit population uniformly between u — h and
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p + h. The mean utility reduction is p, and h is a measure of its dispersion (the
half width of the interval). To focus on demarketing, we assume that the nuisance
attribute reduces the utility of all consumers, so p. — h > 0. Consumers select
firms to maximize their surplus based upon the firms’ prices and demarketing
strategies.

Let E stand for Entrant and I stand for Incumbent. Consumer surplus, CS,,
obtained when buying from firmi = E or I is

cs — V — A — P, with demarketing, )
D B A without demarketing.
Profits. Let X, represent the market share of firm i. The profit of firm i is
m = (P, — O)X,. (2

Competition. The price competition in the market is of a Bertrand-type. If the
firms chose identical demarketing strategies, the firm with the lowest price at-
tracts all the customers. Bidding for customers, each firm undercuts the price of
its rival to provide consumers with higher surpluses. This price-cutting process
continues until in equilibrium both retailers earn zero profits.

Can the firms earn positive profits if one firm demarkets the product and the
other does not? In the next section we will show that it is profitable for only the
Entrant to demarket the product. The Incumbent may reduce its price when entry
occurs but refuses to demarket its product.

2. Demarketing in equilibrium

Without competition from the Entrant, the established Incumbent could extract
all consumer surplus by charging a price V for the basic product. Demarketing
does not pay because it reduces all consumers’ willingness to pay. This leaves a
profitable opportunity for the Entrant using a demarketing strategy, as we will
now show.

If the Entrant does not demarket, then its product is identical to that of the
Incumbent. The head-to-head competition for customers will drive both prices
down to unit costs: P, = Py = C. Beyond this point, gaining additional market
share is unprofitable because price-cost margins are negative.

Clearly, if the Entrant demarkets the product, its price must be lower than the
Incumbent’s price. The demarketing has a negative impact on the attitudes of all
customers who would prefer the Incumbent’s basic product if the prices are iden-
tical. However, the degree of disutility for the nuisance attribute varies with the
population. If P; < P;, some consumers accept the inherently less attractive prod-
uct of the Entrant to obtain the financial savings. Others prefer to pay more to
avoid the nuisance attribute.
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To find the dividing point between these two segments, A,, equate the surpluses
obtained from each firm to get
V-P=V—-A - P (3)
Solving for A, gives

A, = P, — P;. (4)

Consumers’ transaction costs are distributed uniformly in the interval w — h and
i + h, so the Incumbent will maintain a market share of

pth=A PP+ p+h

Xi 2h 2h ’

)

and the Entrant will obtain market share of X; = 1 — X, (see figure 1).
Finally, profits can be written as functions of P; and Py by substituting each
firm’s market share into (2):

Po— P, +p+h
m o= (P, — ()L F a

7 , and (6)
P[ — PE - 'J.. + h
= (P, — )
mp = (P — C) 7 N
Number of
Consumers

Xe=(P-Pe-pi+h)/2h Xi=(Pg-P+pt +h)/2h

2h | O J
l . Entrant's v Incumber{t's
! (. Segment Segment |
f-h AF=P-P: p+h  Disutility
for
Nuisance
Attribute

Figure |. Market segmentation based on disutility
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The equilibrium prices P; and Py can be found by maximizing (6) and (7), re-
spectively, and solving simultaneously for the two prices. Back substituting the
equilibrium prices into (5), (6) and (7) gives the equilibrium market shares and
profits for each firm (see table 1).

Intuitively, the asymmetric equilibrium is obtained as follows. Before entry, the
Incumbent maximizes profit by extracting all the consumer surplus, charging V
for its product and selling it to all customers. When entry occurs, the Entrant
demarkets its product, thus giving the Incumbent a captive market of customers
with great distate for the nuisance attribute. This captive market induces the In-
cumbent to respond with only a mild price reduction, leaving price well above
cost. Facing moderate price competition, the Entrant can also charge a price
above unit cost and both firms earn positive profit. Without demarketing, head-
on competition would drive both prices to unit cost and both profits to zero. As
a result, the demarketing firm obtains a higher price than it would without the
nuisance attribute. See figure 2.

Because the most interesting case is one in which both firms have positive de-
mand, assume that X; > 0 and X > 0. A condition that guarantees this is

p/h < 3. ®)

Table 1. Equilibrium prices, market shares and profits

Prices Market shares Profits
Incumbent P,=C+h+ pf3 X, = 1/2 + p/6h m, = 2h{1/2 + w/6h]?
Entrant Pe=C+h— p/3 Xg = 1/2 — p/6h g = 2h{1/2 — w/6h}?
Difference 2p/3 w/3h 2u/3

Price

T

Monopolist
\' )
Incumbent
C+h+p/3 Entrant ]
C+h-p/3 b
c ® Cutthroat Competition
T ‘ L J ‘ R Market
T L ' " Share
1 p 1 1 B
26h 2 2%en 10

Figure 2. Optimal entry and response
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Condition (8) implies that the asymmetric equilibrium occurs only when the di-
versity in disutility, h, is sufficiently large relative to its mean, . A large diversity
gives each firm an opportunity to exploit consumer differences in tastes by cater-
ing to a distinct segment. A small mean implies that price reduction to compensate
for the nuisance attribute need not be large. Therefore, a combination of large
diversity and small mean creates the right condition for differentiating demarket-
ing. If (8) does not hold, the Entrant will not demarket and both firms will earn
zero profit.
The equilibrium seen in table 1 demonstrates the following result.

Result 1: Demarketing by the Entrant deters the Incumbent from instigating a
profit-dissipating price war, and both firms earn positive profits if (8)
holds.

Both firms profit if the measure of consumer heterogeneity, h, increases. From
inequality (8) and table 1, one finds that price competition is less intense and
profits are higher when the dispersion of disutility increases. The explanation is
simple. If consumers’ disutilities from the demarketing nuisance attribute are
more polarized, but the mean disutility is unchanged, those with very high disu-
tilities will pay more to avoid the demarketing, so the Incumbent raises prices.
Because the average disutility from the nuisance attribute is unchanged, the En-
trant can also raise its price without losing a significant market share. The higher
prices give both firms larger profits.

Result 2: Price competition is less intense and profits are higher for both firms
when the diversity in disutility from demarketing is larger.

On the other hand, demarketing is less profitable for the Entrant when the mean
disutility is higher. In this case, demarketing turns away consumers in large num-
bers, so the price reduction needed to compensate customers to stay with the
Entrant is large. These results are formally stated.

Result 3: Demarketing is less profitable for the Entrant and more profitable for
the Incumbent when the average disutility is larger.

The equilibrium shown in table 1 will persist even when average disutility is
very small. If the majority of people enjoy the attribute, so average disutility is
negative, the Entrant will have a higher price and profit. Put differently, if the
Entrant can produce an attribute that benefits most consumers, he will earn
higher profits than the Incumbent by entering with a higher price.
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3. Who gains and who loses from differentiating demarketing?

Total economic welfare is the sum of consumer surplus and profits. Under differ-
entiating demarketing the firms obtain positive profits. In comparison, both firms
obtain zero profits when the Entrant does not demarket and head-on competition
takes place (zero economic profits means normal returns on invested capital). The
gains in profits from demarketing only constitute a transfer of wealth from con-
sumers to firms. The demarketing does not encourage new customers to buy; it
only creates a nuisance. Furthermore, it can be shown that the Entrant may use
demarketing even if the nuisance attribute must be produced at a cost. Therefore,
differentiating marketing is economically inefficient.

Demarketing can improve economic efficiency when it is used as part of a strat-
egy to expand market size (in our model the size of the market is-fixed). Two
examples are rebates and bait-and-switch.

Manufacturers’ rebates impose high transaction costs on consumers who re-
ceive the refunds. The purpose is to target price sensitive customers who would
trade lower price for transaction costs, and to discourage less price sensitive cus-
tomers from claiming the rebates. However, the additional surplus created
through increased consumption can exceed the reduction in utility that occurs
because of the transaction cost. Therefore, the rebates might enhance economic
efficiency (Gerstner and Hess 1991).

Retailers who understock low-price advertised brands and in-store promote
more expensive brands practice illegal bait-and-switch. Gerstner and Hess (1990)
showed, however, that bait and switch can be economically efficient because the
benefits to some consumers from better product matching can offset the difficulty
resulting from the stockoutages.

4. Conclusion

Differentiating demarketing is attractive for an entrant firm when product im-
provements are cost-ineffective. The entrant offers a lower price and introduces
a nuisance attribute to differentiate itself from the higher quality established firm,
thus avoiding profit-dissipating cutthroat price competition. This strategy is prof-
itable for both firms if consumer disutilities from the nuisance attribute vary sig-
nificantly across the population and if the average disutility is not too large. Initial
derivations shows that these results are likely to hold even if the disutility from
demarketing is not uniformly distributed.

Under differentiating demarketing, consumers with low tolerance to demarket-
ing stick with the high-price, established firm, and those with high tolerance prefer
to buy from the demarketer to obtain financial savings. But these customers are
deliberately put through hassles by the demarketing firm. As a result, economic
inefficiencies are created. Demarketing can increase welfare, however, when it is
used as part of a strategy to create market growth.
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