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Abstract

Focusing on the interaction between national brands and private labels, this paper has two main empirical contributions: i) &
simultaneous system of demand (share), price and expenditure equations is estimated, and ii) differences in the sgucture of tt
local geographic market are incorporated into the analysis. The former represents an important step in understanding the
completenature of private label and national brand interaction, while the latter is important for understanding the impact of the
local retail environment on market behavior. IRI scanner data from 1991 and 1992 are used to estimate the three-equatiol
system across 135 food product categories and 59 geographic markets.

The results suggest that concentratiomath the manufacturer and retailer level can significantly affect private label and
national brand price. However, while increased retailer concentration is associated with higher natiorsaidqpendte

label prices, higher manufacturer concentration is associated with higher national brdodeoytrivate label prices.
Increases in national brand advertising has the effect of raising national brand price and share, but lowering private label
price and share. This is consistent with previous research and suggests that advertising and local market conditions play a
significant role in the ability of national brands to price at a premium over private labels. Finally, marketing decision
variables such as display activity and private label distribution can have an important impact on total category expenditure.

Keywords: Competition, private labels, industrial organization
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1. Introduction

In the U.S. retail environment, private label or “store”
brands compete vigoroudy with national brands. For
example, private label brand unit market share in
supermarkets reached an all-time high of 20.8% in the third
quarter of 1997 according to Information Resources Inc.
(IRI). Not satisfied, private label manufacturers have
launched a frontal assault on successful nationd brands. For
example, private label manufacturer International Trading
Co. has developed aline of shelf-stable lunches for retailers
based upon Kraft's successful “Lunchable’ line. Cliffstar
Corp. has launched resealable 16-ounce packages of fruit
juice that compete directly with offering from Ocean Spray.
Evenintraditiona national brand strongholds, such asin the
aerosol cheese spread category, private label manufacturers
are now competing vigoroudly (Brandweek, 11/24/97).

Although the academic literature has just recently begun
to address the reasons behind increasing private label
penetration, the volume of literature is growing rapidly. Early
work, focusing on the characteristics of consumers who
purchased private label goods (Myers 1967; Coe 1971,
Bettman 1974), has given way to research primarily
concerned with explaining the cross-category variation in
private label market share. Hoch and Banerji (1993), for
example, employ warehouse withdrawal and LNA (Leading
National Advertisers) data for 180 product categories for
1987. They find that i) private |abels perform better in large
categories with high margins, ii) private labels do better
when competing against fewer national manufacturers who
spend less on national advertising and iii) high quality is
more important to private label success than lower price.
Sethuraman (1992) uses aggregate U.S. scanner data (IRI)
for 116 categories in a similar attempt to identify the key
factors influencing private label success across categories,
identifying twelve marketplace factors as potentia
determinants of private label success. These marketplace
factorsinclude retail salesvolume, average retail price, price
differential between the private label and the national brand,
and private label price promotion relative to that of the
leading national brands. In related research, Sethuraman
(1995) finds that the nature of the cross-price demand
response between private label and national brands varies
significantly by category, with national brand market share
being an important determinant of this relationship.

One aspect that has been mentioned briefly by various
authors (e.g., Sethuraman 1995, Narasimhan and Wilcox
1998), yet not addressed in any depth, pertains to the
importance of the structural characteristics of individual
markets and the effects of retailer concentration. While work
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in the industrial organization literature has suggested an
important link between market concentration and price (e.g.,
Weiss 1989), this research has almost exclusively been
conducted at the manufacturer level (see Marion 1979 and
Cotterill 1986 for two notable exceptions). In addition,
regional differences, differences in market size, and retail
store structure can have a profound impact on demand
response (Hoch, et al. 1995). We suggest here that the
impact of local market structure extends well beyond demand
response and is also likely to influence competitive pricing
behavior. Further, we expand on the limited research that has
addressed demand and price interaction for private labels
(see Cotterill, Putsis and Dhar 2000) by specifying a
simultaneous system of share, price and expenditure, taking
into account structural differences acrosslocal markets (e.g.,
differencesin locd retailer concentration). Thus, there are
two main empirica contributions of thisresearch: i) previous
cross-category research on private labels is expanded to
include a smultaneous system of demand, price and
expenditure equations, and ii) differences in the structural
characteristics of the local market are incorporated into the
analysis. The former represents an important step in
understanding the complete nature of private label and
national brand interaction, while the latter is important for
understanding the impact of the local retail environment on
market behavior.

Conceptually, the nature of manufacturer-retailer
competition in any given market will change both the within
channel power and the incentives for stocking and promoting
store brands. For example, in markets where a large chain
retailer dominates (versus a more fragmented competitive
retail environment), we would expect that private labels will
have a higher share. We specify an empirical model below
that allows us to address these issues empirically. Before we
turn to the model, however, we provide an overview of the
data used in the study.

2. The Data.

The data used in this study are annual IRl scanner data
on food products across 59 geographic markets and 135
categories from 1991 and 1992. Geographic markets include
the 59 major marketsin the U.S. (Albany to Wichita), while
categories are defined at the sub-category level (examples
include grated cheese, frankfurters, cake mixes, distilled
water, flour, etc.). Consistent with previous work in the
private label area (e.g., Slade 1995, Putsis and Dhar 1998,
Cotterill, Putsis and Dhar 2000), composite national brand
and private label variables were created for the 135 product
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categories and 59 markets.

For each market and category, standard IRl measures are
available (an exact variable listing will be presented in the
empirical section). For example, we have detailed measures
of feature and display activity, price promotions, as well as
unit and volume sales for each of the 59 geographic markets
and 135 food categories. We have also devel oped measures
for the structural characteristics of the market - the
manufacturer four-firm concentration ratio, and the number
of brands present in the market. These data have been
combined with independent data from Progressive Grocer
on each market's population, income distribution, and local
retail composition such as the four-firm local retailer
concentration ratio and the supermarket to convenience store
sales ratio. Finaly, we have collected LNA (Leading
National Advertisers) datafor all the categories used in the
study, providing us with detailed information on national
brand advertising spending by category.” These combined
sources provide us with a comprehensive set of variables for
each category and each geographic market.

3. Theoretical Foundations, Empirical Model and
Estimation.

In this section, we build on previous research to develop
an empirical model that simultaneously addresses share,
price and total category expenditure across multiple
categories, incorporating differences in the structure of the

1. For example, aggregate private label and national brand
variables were created for share, regular price and temporary price
reduction. Privatelabel (nationd brand) shareis sum of al private
label (national brand) dollar sharesin the ith market, jth category.
Private label (nationd brand) price is the volume-weighted average
price of al private labels (nationa brands) in the ith market, jth
category. The two price reduction variables are volume-weighted
average percent price reduction for all private label and branded
products, respectively. Note that we include variables representing
both regular price and percent price reduction during temporary
price promotions since there isa great deal of evidence to suggest
that the demand response to temporary price reductions is different
than the response to permanent price reductions of equal
maghitude (Blattberg and Nedlin 1990). Finally, note that the
choice of variables was influenced by data availability. For
example, no coupon information was available, while average age,
income and percent Hispanic were the only demographic variables
available.

2. We note that essentially all private label advertising over this
time period was through the use of feature advertising. Thus, the
advertising data used in this study, which includes leading national
brand advertising (through the LNA data) and feature advertising
(capturing private label advertising), provides for comprehensive
coverage of advertising for both private |abels and nationd brands.
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local geographic market. To begin, we note that the ability of
any firm to raise price above marginal cost depends in part
upon own and cross-price demand elasticities and the
competitive response of rival firms. In addition, changesin
price and other marketing instruments (e.g., promotion) may
affect the leve of expenditure for all brands in the category
(Ailawadi and Nedlin 1998, Putsis and Dhar 1998). This
suggests that demand, competitive price reactions and total
category expenditure are all likely to be jointly endogenous
in any econometric specification.

We begin by concentrating on the demand-side
specification. We employ a Linear Approximate Almost
Ideal Demand (LA/AIDS) model (Deaton and Muellbauer
1980), which can be stated as follows:

MSY; =aso+aas NP+ INPj'+ay3 In (EXPEND;; /P)

(D +o14 0,
MSY; =azo+az1 NP +a INPj'+az; In (EXPEND;; /P)
+0124 i,
where:

In P = Stone's linear approximation price index,
(MS; In Pyf) + (MS}y In Py).

In equation (1), P (P;') denotes the price charged by
the national brand (private label) in thei™ category (i=1,...,
135) and the ™ geographic market (j =1, ... , 59). Similarly,
MS¥; (MS';) denotes the dollar market share of the national
brand (private label) in category i and market j. In addition,
the set of market-level demand shift variables is denoted by
i Note that in the LA/AIDS framework, total category
expenditure, denoted by EXPENDj;, is deflated by Stone's
priceindex P. Thus (EXPEND;; /P) denotes a deflated (real)
measure of per capita expenditures with its coefficients (o3
and o3, respectively) providing an estimate of the impact of
changes in tota category expenditure on demand.
Contrasting with standard market share definitions used in
the 1O literature (see, e.g., Weiss 1989), the LA/AIDS
functional form is derived from the consumer’ s cost function
and, consequently, MS";; and MS'; are expressed as share of
total dollar expenditure. From the basic formulation in (1),
the usual demand restrictions of symmetry, homogeneity, and
adding up can be imposed. Further, al (quantity) demand
elagticities can be recovered from the demand specification

3. The LA/AIDS framework iswell established and, consequently,
we will not present it in great detail here. For a discussions of the
model as applied to scanner data, see Cotterill, Putsis and Dhar
(1999), and Green and Alston (1990) and Chalfont (1987) for
discussions of elasticity estimation.
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(see Green and Alston, 1990 for additional detail).

In the present setting, the use of the LA/AIDS
framework is particularly attractive for a number of reasons.
First, the limited work addressing the interaction between
private labels and national brands to date has universally
employed a linear functiona form (e.g., Raju, Sethuraman
and Dhar 1995, Kadiyali, Chintagunta, and Vilcassim 1998,
Putsis and Dhar 1998). However, the linear form is quite
restrictive. For example, while Lee and Staglin (1997)
demonstrate that the type of vertical strategic interaction
present depends, in part, upon the convexity of the demand
curve, Genesove and Mullin (1998) note that New Empirica
IO studies “typically impose strong functiona form
[linearity] assumptions on demand, which ... imply even
stronger restrictions on the relationship between price and
marginal cost.” Second, previous research has demonstrated
that LA/AIDS demands, combined with the associated (log-
log) price reactions, fit well in cross-sectional applications
(Cotterill, Putsis and Dhar 2000). Third, sincethe LA/AIDS
model is PIGLOG (Price Independent Generalized
LOGarithmic) in form, it does not suffer from linear
aggregation bias when applied to first-differenced market-
level scanner data of the type used here (Cotterill, Putsisand
Dhar 2000). Finally, the assumptions necessary to derive
price reaction equations consistent with the LA/AIDS
functional form are supported by previous research
(Kadiyali, Vilcassim and Chintagunta 1998, Cotterill and
Putsis 1998).*

We combine this demand-side model with the associated
price reaction functions. The price reaction equations
consistent with LA/AIDS demands are log-log in form (see
Caotterill, Putsis and Dhar 2000 and Cotterill and Putsis 1999
for additional detail on the specification of the price reaction
equations). Following Cotterill, Putsis and Dhar (2000), we
notethat afirm’s ability to raise price vis-a-visitsrivals will
depend upon both the demand and competitive environment.
Thus, in addition to price and own cost, we specify each price
reaction equation to be a function of i) the competitive

4. Specifying LA/AIDS demands and deriving a log-log price
reaction equation that can be estimated using retail price data uses
the assumption that manufacturers act as Stackelberg leaders
within the channel and that retailers follow a proportional markup
rule when deciding upon retail prices. Cotterill and Putsis (1998),
in a detailed analysis of vertical conduct for national brands and
private labels across multiple categories, test these assumptions
and find strong empirica support. Further, our trestment of vertica
conduct in this regard is consistent with other studies addressing
retail price conduct for private label products (Slade 1995,
Kadiyali, Vilcassim and Chintagunta 1997, Cotterill, Putsis and
Dhar 1999).
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environment, captured here by structural measures such
concentration and denoted by ¢j;, ii) factors (denoted by n;)
such as national brand advertising and the availability of
private label products that impact the ability to raise price
over margina cost via brand development (i.e., via building
brand loyalty), and iii) demand shift variables ;. Defining C
“; and C; to represent supply-side cost shift variables for
national brands and private labels, respectively, thisimplies
the following specification:

In P = B1o + Buz In P + 1o In Ci* + Bz Ind 5 + Bag I

nij
(2 | + P15 Ojj | |

InPjj =B+ Por INPyjj + P22 INC T+ Bao In i + Pag In
nij

+ P25 0.

Next, we note that the demand specification in equation
(1) assumes that the demand for the food items considered
here are weakly separable from al other goods. However,
relative price changes across separable groups may lead to a
reallocation of expenditures among the groups. Thus, a price
change for anational brand in the ready to eat (RTE) cerea
category, for example, may not only €elicit an own-price
demand response and a competitive price reaction, but may
also change the expenditure level for the entire RTE
category. Further, the net effect of any marketing instrument
(price, promotion, etc.) on expenditure may be very different
for private labels versus national brands. Neither previous
research addressing the interaction between private labels
and national brands (e.g., Putsis and Dhar 1998, Kadiyali,
Vilcassim and Chintagunta 1998) nor research incorporating
price reactions in a LA/AIDS framework (Cotterill, Putsis
and Dhar 2000) has addressed the potential expenditure
effects associated with changesin price and promotion. We
do so here by estimating demand (share), price and
expenditure simultaneously in the empirical analysis below.
Choosing alog form to be consistent with the price reaction
specification, we specify the expenditure eguation as
follows:®

(3) In EXPENDij =Yoo+ Y1 In Pijk + v In Pijl + V3 In Mij
+ Ya In 6ij .

5. Inthe empirical analysisthat follows, we will use deflated (real)
expenditures (i.e., actual expenditures deflated by Stone's price
index) as the dependent measure in specifying equation 3 for
estimation. This presents some econometric concerns, which are
discussed in the Discussion, Conclusions and Future Research
section.
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The set of equations represented by (1), (2) and (3)
congtitute the five equation simultaneous system to be
estimated. In this system, share, price and total category
expenditure (EXPEND;) will be specified as jointly
endogenous. Although the model has five equations, one of
the demand equationsis redundant for estimation purposes.
Since the market shares of national brands and private labels
sum to one, any loss of branded share due to changesin any
variable, e.g. private label price, must go to private label
share. This general adding up property of ademand system
means that we can recover the estimated coefficients and
standard errors (t-ratios) for the dropped equation. We drop
the private label demand equation and estimate the remaining
four equations using iterated three stage least squares
(3SLS).

Finaly, we note that we include variables capturing
advertising by nationa brands (Leading National Advertising
data) and a series of trade promation variables as demand
shift variables. The promotion variables are: short term
percent price reduction, percent of volume sold on display,
and percent of volume sold with aloca newspaper feature
ad. While one could modd these as additional strategic
variables to create a multi-dimensional game, this would
generate six more reaction equations and prevent estimation
of the system due to insufficient exogenous cost shift
variables in those equations to identify them. Consequently,
we specify these as endogenous strategic factors that firms
use to determine price levels and/or shift demand.®

4. Empirical Analysis.

In estimating cross-category price equations, it is
important to note that cross-category analysis precludes the
use of price levels since price in each category is measured in
avariety of different and non-comparable units. Following
Kelton and Weiss (1989), we estimated the first difference
form of our modd. In the following sections, all reported
estimates use the annual difference rather than the level of
the variable for 1991 to 1992. For example ABRSHARE
(national brand share) is 1992 BRSHARE minus 1991

6. We address the endogeneity of the trade promotion variables
through the use of instrumental variables. The principleis similar
to the approach taken by Berry, Levinsohn and Pakes (1995).
Specifically, each promotional vehicle for market i, category j, is
expressed as a function of the promotional activity in each of the
otherj (j 1 i) markets, using the fitted val ue as the instrument. Note
that in order for this approach to eliminate the endogeneity bias, the
equation errors for each promotion instrument have to be
independent. This implies that display and feature decisions, for
example, are made on a market by market (or chain by chain)
basis.
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BRSHARE and ABRPRICE (national brand price) is the
1992 In BRPRICE minus 1991 In BRPRICE (the A symbol
will be used throughout to denote the change from 1991 to
1992). Changes in the natural logarithm of price from 1991
to 1992 are percent changes, which can be analyzed across
categories. Estimating a first difference moded is also
attractive because it controls for first order fixed effects due
to excluded local market and category variables in leve
regressions.” Further, to the extent that private label quality
is constant from 1991 to 1992, estimating afirst difference
model eiminates the need for the inclusion of a category
private label quality measure - an assumed constant level of
guality drops out of the analysiswhen we difference. Thisis
particularly important since quality measurement is such a
difficult task (Hoch and Banerji 1993 and Narasimhan and
Wilcox 1998).

We restricted our analysisto include only those markets
and categories for which private label products have been
introduced in the market by 1991. This|eft afinal sample of
a balanced panel of 7823 observations varying both at the
category and at the local market level. Based upon the
discussion above, the following system of equations were
estimated viaiterated three stage least squaresin Limdep v.
6.0:

ABRSHARE = o + o; ABRPRICE + a; APLPRICE + o3
AEXPEND + a4 ABRFEATURE + a5 ABRDISPLAY +
as ABRPRICEREDN + o; AADVERT + ag APLDISTN +
(07} AAGE + 110 AHISPANIC + w1

ABRPRICE = By + 11 APLPRICE + 31, ABRVPERU + B13
ABRSHARE + B14AMCR4 + P15 ANBRANDS + B4
ASRATIO + B1; AGROCCR4 + Big APLDISTN + Byg
AADVERT + B,10 APLPRICEREDN + 0,

4

APLPRICE = B + B2 ABRPRICE + 2 APLVPERU +
BngBRSHARE + Bz4AMCR4 + BZS ANBRANDS + BZ(B
ASRATIO + By; AGROCCR4 + BsAPLDISTN + oo
AADVERT + B,10ABRPRICEREDN + 3

AEXPEND = vy, + y1 ABRPRICE + y, APLPRICE + y;
APLDISTN + vy, AADVERT + ys ABRPRICEREDN + y5
APLPRICEREDN + y; ABRFEATURE + g
ABRDISPLAY + y9 APLFEATURE + 1,0 APLDISPLAY
+Ylll APOP + Y112 AINCOME + W4,

7. Hausman and Taylor (1981) argue that excluded local market
variables in panel data of this type can bias estimation results for
level regressions. They show that this can be avoided by specifying
a set of city binary variables. These drop out of the model when
onetakesthe first difference. Thisisalso truefor specifying a set
of category binary variables in level regressions to control for
excluded variablesin individual categories.
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Variable definitions, based upon standard IRl measures,
are provided in detail below:®

Variable Definitions:

BRSHARE Dollar share of total category expenditure for national
brands in the ith market, jth category.

PLSHARE Dollar share of total category expenditure for private
labelsin the ith market, jth category.

BRPRICE Natura log of the volume-weighted average (non-deal
or “regular”) price of nationa brands in the ith market, jth
category.

PLPRICE Naturd log of the volume-weighted average (non-dealor
“regular) price of private label productsin theith market, jth
category

EXPEND Neatural log of (EXPEND;; /P), whereln P = (MSkij In
Pi) + (MS' In Py')

Demand Shift Variables (8;))

BRFEATURE Percent of branded products sold with feature
advertising in theith market, jth category. Feature advertising
is defined to be any newspaper advertising feature or store
flyer regardless of whether or not the item was accompanied
with a shelf price reduction, store coupon or display.

BRDISPLAY Percent of branded products sold with in store
display and/or point-of-sale promotion in the ith market, jth
category. Display is defined as any off-shelf display, including
within and end-of-aide displays.

BRPRICEREDN Volume-weighted percent average price
reduction, national brands, ith market, jth category. Thisis
defined as promotiona “temporary” price reductions of at
least 5%.

PLFEATURE Percent of private label products sold with feature
advertising in theith market, jth category. Feature advertising
is defined to be any newspaper advertising feature or store
flyer regardless of whether or not the item was accompanied
with a shelf price reduction, store coupon or display.

PLDISPLAY Percent of private label products sold with in store
display and/or point-of-sale promotion in the ith market, jth
category. Display is defined as any off-shelf display, including
within and end-of-aide displays.

PLPRICEREDN Volume-weighted percent average price
reduction, private label products, ith market, jth category. This
is defined as promotional “temporary” price reductions of at
least 5%.

POP Natural log of thetotal population in theith local market.

8. In order to be consistent with previous research employing
scanner data, standard IRl measures were used wherever
appropriate. IRI relies on consumer panel surveys, in-store visits
and individual store-level scanner data to compile the measures
used here. For additional detail, seethe IRl Marketing Factbook,
which is published annudly. All volume measuresiweights used are
ACV (All Commodity Volume) measures as defined by IRI.

Food Marketing Policy Center Research Report #50

Putsis Jr. and Cotterill

INCOME Natural log of the average household income in the
local market

AGE Natura log of the average age in the local market

HISPANIC Percent of population in the local market of Hispanic
decent.

Structural Competitive Measures (¢ jj)

MCR4  Four-firm manufacturer concentration (as a percent of
total national brand share) ratio in the ith market, jth category

NBRANDS Natural log of the total number of brands sold in the
ith market, jth category

SRATIO Percentage of grocery salesin theith market, jth category
made by supermarkets.

GROCCR4 Percentage of all grocery saes by the top four grocery
chainsin the ith market, jth category

“Brand Development” Influences (1))

ADVERT Natura log of the leading national advertising (LNA)
for manufacturers in the jth category. This represents total
advertising expenditures for all national brands.

PLDISTN Private label average distribution (percent of the
market's All Commodity Volume (ACV) represented by
stores offering a private label in this category).

Cost Shift Variables (C*; and C')

BRVPERU Naturd log of average volume (weighted) per package
sold for national brands.

PLVPERU Natura log of average volume (weighted) per package
sold for private label products.

Before proceeding, three additional points regarding
specification and estimation are in order. First, Connor and
Peterson (1992) suggest that the degree of product
differentiation (and, accordingly, preference segmentation)
is achieved in part through advertising. Accordingly, we
incorporate national brand advertising in the demand
equation to capture national brand differentiation generated
by advertising spend. In addition, advertising can impact
price-cost margins directly. Reasons include competitive
effects such as the creation of entry barriers (hence ¢ in
equation 2), and the building of brand loyalty through
product differentiation (hence n in equation 2). Thus, we
include advertising expenditure in the price equations as
well.

Second, we specify the retail grocery four firm
concentration ratio in the price reaction curves (¢ in
equation 2) to capture the increased oligopolistic
interdependence in cities where a few supermarket chains
account for a high percentage of total sales. Prior empirical
work on the concentration-price relationship in grocery
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retailing suggests that the general level of the markup in a
local areais related to local retailer concentration (Marion
1979). Since markets characterized by higher retailer
concentration are expected to provide retailers with a greater
ability to price above marginal cost (i.e., they are likely to
have higher retail margins), both branded and private label
prices are hypothesized to be higher in these markets. We
also specify manufacturer concentration (MCR4) expressed
as a percentage of total branded share in the price reaction
equations to differentiate between manufacturer versus
retailer structural effects. In addition, we proxy for
manufacturer costs in the two price equations by including a
measure of package size to capture the hypothesis that
smaller package sizes have higher costs per unit. Such a cost
proxy has been used effectively in other studies (e.g.,
Cotterill, Putsis and Dhar 2000).

Finally, the theory supporting the demand-shift variables
included has been examined carefully. For example, market
population and income are likely to influence the tota
expenditure for the category, but not necessarily the
distribution of private labels and national brand share within
the category (note that in the LA/AIDS formulation,
EXPEND captures the impact of increases in category
expenditure). Alternatively, the age distribution and ethnic
makeup of the loca market islikely to influence the relative
shares of private labels versus national brands, but not
necessarily thetotal expenditure on the category (Hoch, et al.
1995). Further, since there is a great deal of evidence to
suggest that promotions by weaker brands (e.g., private
labels) are ineffective in stealing share from stronger (e.g.,
national) brands, the three private label promotion variables
are not included in the national brand share equation. Lastly,
since essentialy al of the dynamic interaction between
private labels and national brands depends upon the
percentage of stores carrying private labels (PLDISTN) in
the first place, the variable PLDISTN is aso included as a
demand-shift variable in the demand specification.

5. Results.

The results are reported in tables 1A through 1D (as
before, the A prefix on the variables in Table 1 denote the
1992 value of the variable minus its 1991 value). Since
traditional R? measures are not bounded between zero and
onein three stage least squares, Carter and Nagar's (1977)
multiple squared coefficient of correlation for simultaneous
systems, R,*, was used.® The system R, was 0.855, which

9. R,? hasausua R? interpretation. Specifically, it measures the
percent of system-wide variation in the endogenous variables
explained by all independent variablesin the system. It is bounded
by zero and one. However, collinearity may inflate the estimates of
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implies that 85.5% of the system-wide variation in the
dependent variablesis explained by the exogenous variables
inthe system. For a cross-category analysisin first difference
form, this suggests that, as awhole, the modd fit quite well.

In discussing the substantive implications to be drawn
from the empirical analysis, we divide the results into four
categories: i) Demand Reaction Variables (Equation 1), ii)
10 and Supply-Side Competitive Effects (Equation 2), and
iii) Expenditure Effects (Equation 3). We discuss each in
turn.

5.1 Demand Reaction Variables

A lowering of national brand price or an increase in the
temporary price reductions offered by national brands
increases national brand share and lowers private label share.
Similarly, national brand share falls as private label price
decreases, as expected. Promotion variables in the share
equation were all of the expected sign and statistically
significant at «=.010r better. Advertising by national brands
(as measured by the LNA data) increases national brand
share, as does local feature advertising for national brands.
Conversdly, nationa brand advertising lowers private label
share, consistent with previous findings of Hoch and Banerji
(1993) that private labels have a harder time competing when
national brand advertising is higher. The direction and
significance levels of the expenditure effects indicate that
national brands are viewed as luxuries and private labels as
necessities — as expenditures on a category increase, more
goes to national brands than to private labels. As predicted,
higher private label distribution was associated with alower
national brand share (and a higher private label share) and a
lower private labdl price. This is consistent with both a
demand-side (price must be lowered to sdll more) and a
supply-side explanation (scale economies in production and
distribution). Finally, neither age nor levels of percent
Hispanic in the local market had a discernable effect on
brand share.

5.2 10 and Supply-Side Competitive Effects

The results for the share and concentration variables
were perhaps the most interesting. A higher manufacturer
concentration increases national brand prices, but lowers
private label prices. One explanation for this is that while
more concentrated markets facilitate manufacturer
coordination (Weiss 1989) for national brands, alower price
may be the only way private labels can compete in highly
concentrated markets. Thisis consistent with the finding that
private label prices are lower in categories where there are a

R, and, accordingly, this statistic should be interpreted with
caution (see Berndt 1991, p.468).
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large number of national brands. On the other hand, in the
price reaction equations, we find that the four-firm retailer
concentration has a significant and positive impact on both
branded and private labels prices — higher loca retailer
concentration clearly affords retailers the ability to raise
market price for private labels, perhaps through building
brand loyalty for individual store brands. Thisis consistent
with prior work on the relationship between concentration
and pricein grocery retailing (Marion 1979, Cotterill 1986),
but these results cover a much larger number of categories
and markets. It appears as though retailers are able to obtain
—and use —local monopoly power when it isavailable. Thus,
not only does higher manufacturer concentration enable
manufacturers and retailersto raise price for national brands
(Weiss 1989), but under the “right” retail environment, local
retailers may be able to raise prices for all products in the
category. Finally, a higher private label (national brand)
share resultsin a higher private label (national brand) price.
This once again suggests that retailers have the potential to
build brand loyalty for individual store brands— the building
of brand loyalty appears not to be unique to national brands.
When viewed in light of these results, the estimated price
reactions and results for the advertising variablesin the price
reaction equations paint an interesting picture of the
competitive interaction between private labels and national
brands. Both price reactions are positive, but private labels
react more strongly to national brand price changes
(estimated reaction coefficient of .133) than do national
brands react to private labels (estimated reaction coefficient
of .039). National brand advertising increases the ability of
national brandsto raise price, while ahigher level of nationa
brand advertising resultsin lower private label prices. These
results are consistent with the findings of Hoch and Banerji
(1993), who found that private labels have a difficult time
competing in environment characterized by high national
brand advertising. Here, it appears that when national brand
advertising is high, retailers lower the price of private label
products in order to compete. Given the demand side results,
it is not clear how effective such a strategy is likely to be.
This implies that national brand advertising can be an
effective way of differentiating national brands, enabling
them to attain a higher price premium over private labels.
A higher degree of brand proliferation, as measured by
the number of products available (NBRANDS), had the
effect of increasing the price of national brands, but it had
the effect of decreasing the price of private labels. For
national brands, there are at least two available explanations
for the observed positive relationship between NBRANDS
and BRPRICE. First, the entry deterrence argument set forth
by Schmalensee (1978) suggests that a higher number of
national brands makes it more difficult for private labelsto
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compete effectively. Conversdly, Putsis (1997) arguesthat a
larger number of brands can also suggest the loss of scale
economies in production, thereby increasing costs. For
private label products, in markets characterized by higher
national brand advertising, higher manufacturer
concentration, a higher degree of proliferation, and lower
retailer concentration, private labels appear to compete
primarily on price.

5.3 Expenditure Effects

Since the literature on asymmetric competition (e.g.,
Blattberg and Wisniewski 1989 and Allenby and Ross
1991) suggests that private labels have a difficult time
stealing share from national brands, it has often been
asserted that private label promotion isfutile. The resultsfor
the expenditure equation, however, suggest that most forms
of promotion can indeed expand the category (the exception
is private label feature advertising). Thus, since category
expansion can result from promotion by both weaker and
stronger firms, private label promotion does not need to steal
share from national brandsin order to be profitable. Recent
research, conducted on a limited number of categories and
using micro-level data, has reported similar findings
(Ailawadi and Nedlin 1998, Chandon and Wansink 1999).
However, our analysis is conducted across 135 categories
and 59 geographic geographic markets, suggesting that the
ability of promotionsto expand the size of the category may
be widespread and not just limited to certain categories.
Finaly, it is important to note that increased private label
distribution and advertising were both estimated to exert a
positive and significant impact on category expenditure.
Thus, private label distribution, in-store display and national
brand advertising all seem to play important roles in
determining category size.

6. Discussion, Conclusions and Future Research.

Any theory that attemptsto explain the growth of private
labelsinthe U.S. in recent years must be multi-faceted. The
growing body of work addressing cross-section variationsin
private label growth (e.g., Hoch and Banerji 1993, Raju,
Sethuraman and Dhar 1995, Narasimhan and Wilcox 1998)
has enriched our understanding of why private labelsflourish
in some categories and wither in others. Indeed, much of our
analysis has been based upon what has been learned from
this research. We have attempted to address at least three
additional factors not previoudly studied. First, we have
attempted to assess the impact of local market factors on
private labdl share and pricing. Second, we have attempted
to understand the role that market structure variables affect
the interaction between private labels and national brands at
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both thelevd of the manufacturer and theretailer. Third, we
have attempted to explore the role that private labels and
promotion plays in expanding total category sales.

There are anumber of interesting findings. For example,
previous work on the effects of manufacturer concentration
has been expanded to include the impact of local retailer
concentration. We find that industry concentration at both
the manufacturer and retailer level can significantly affect
private label and national brand price. However, while
increased retailer concentration is associated with higher
national brand and private label prices, higher manufacturer
concentration is associated with higher national brand, but
lower private label price. Further, we estimate that increases
in national brand advertising has the effect of raising national
brand price and share, but resultsin lower private labd price
and share. This is consistent with previous research (e.g.,
Hoch and Banerji 1993) which suggests that advertising and
local market conditions play a significant role in the ability
of national brands to price at a premium over private labels.
In markets where private labds have a difficult time
competing, perhaps due to high national brand manufacturer
concentration, low local retailer concentration and/or high
national brand advertising spend, they lower pricein order to
compete. Further, certain forms of promotion and other
marketing mix decision variables play arole in determining
overal category expenditure, something relevant to mangers
operating in a category management environment. For
example, private label distribution plays asignificant rolein
expanding category sales.

This paper began by noting that private label share hit
an al-time high of 20.8% in the third quarter of 1997 and
suggested that private label shares had grown in a number of
product categories over time. In light of the empirical results,
it isinteresting to speculate as to the cause of this growth.
For example, the categories that showed the smallest gain
(indeed aloss of share in certain categories) in private label
share over the 1988-1992 period are the categories with the
largest growth in national brand advertising expenditure over
the same period. National brand advertising has a two-fold
impact on private label growth (at least according to our
empirical results). Firgt, increased national brand advertising
increases national brand share directly (Table 1A), but it also
increases total category expenditure (Table 1D), which in
turn increases national brand share relative to private labdls.
Thus, it appears as though nationa brand advertising may be
able to create significant barriers to private label share
growth over time. On the other hand, the single largest
determinant of private labdl share appearsto be private label
penetration. Over the 1988-1992 period, average private
label distribution grew by approximatey 1.5%, with
categories exhibiting the greatest penetration growth seeing
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the greatest share growth over this five-year period.
According to the empirical results presented earlier (Table
1A), such an increase in private label distribution should
have had a significant and positive impact on private label
share. Thus, a casua observation of the changes that have
taken place across time suggests that national brands may be
able to increase share through extensive advertising whereas
private labels grow share by increasing distribution. Future
research should address these dynamics over time more
carefully, with particular care given to the impact of changes
in private label quality over time.

Previous research has taught us a great deal about the
nature of private label competition, yet there is much moreto
be done. There are essentially three relevant levels of
variation in private label penetration that need to be
understood. First, research on cross-category variation is
well under way. Second, the present research is meant to be
a first step in understanding the effects of local market
structural influences. Third, as just discussed, research
investigating the influences on private label growth over time
remains. This is one of the most important issues facing
researchers interested in understanding the growth of private
labelsin the United Statesin recent years.

Our research, while advancing related work, is not
without its limitations. For example, we note that the use of
deflated (real) expenditure as the dependent measure in the
expenditure equation (see system 4) is composite in form
(i.e., it contains e ements found on the right-hand side of the
equation). To see this, note that deflated expenditure
contains private label and national brand price in the
denominator (since they are definitional components of P),
while private label and national brand price are also right-
hand side endogenous variables in the expenditure equation.
While this is not uncommon in a variety of settings in the
marketing literature (e.g., market share and ROI analysis),
and while expenditure functions have been analyzed
frequently in economics (see Deaton and Muellbauer 1980),
it does present some difficult econometric issues. Although
these concerns are alleviated somewhat by the exact
functional form specification employed here, in order to
assess the impact of the use of a composite dependent
variable, we performed some simple diagnostics (see Farris,
Parry and Ailawadi 1992 for a detailed discussion). These
diagnostics suggested that the impact of the use of a
composite form dependent variable on the empirical results
may not be particularly problematic in our analysis.
Nonetheless, it would be useful for future research to build
the expenditure equation from underlying utility theory,
hopefully deriving a functional form that does not suffer
from such alimitation. Finally, we should note that given our
empirical focus, we did not consider severd strategic reasons
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that may also determine interaction in the marketplace
between national brand manufacturers and retailers. For
instance, retailers may choose to introduce a private label
product in a category to use as a competitive wegpon with the
other national brand manufacturers in that category
(Narasimhan and Wilcox 1998). In a similar vein, the
criteria for promoting brands may have little to do with
increasing the category revenue but instead to use the entire
category as a traffic builder (i.e., aloss leader) to increase
total retail volume. We encourage future research in these,
and other related directions.

References

Ailawadi, K. and S.A. Nedlin. 1998. The Effect of Promotion on
Consumption: Buying More and Consuming it Faster. Journal
of Marketing Research 35(3):390-98.

Allenby, G.M. and P.E. Rossi. 1991. Quality Perceptions and
Asymmetric Switching Between Brands. Marketing Science,
10:185-204.

Berndt, E. R. 1991. The Practice of Econometrics. New
Y ork:Addison-Wesley.

Berry, S., J. Levinsohn, and A. Pakes. 1995. Automobile Pricesin
Market Equilibrium. Econometrica 63(4):841-890.

Bettman, J. R. 1974. Relationship of Information-Processing
Attitude Structures to Private Brand Purchasing Behavior.
Journal of Applied Psychology 59(1):79-83.

Blattberg, R.C., and K. J. Wisniewski. 1989. Price Induced
Patterns of Competition. Marketing Science 8:291-309.
Blattberg, R.C., and Scott A. Nedlin. 1990. Sales Promotion:
Concepts, Methods and Strategies. Englewood Cliffs,

NJ:Prentice-Hall.

Carter, RA.L.,and A.L. Nagar. 1977. Coefficients of Correlation
for Smultaneous Equation Systems. Journal of Econometrics
6:39-50.

Chalfont, J. 1987. A Globally Flexible, Almost Ideal Demand
System. Journal of Business and Economic Statistics 5:233-
242.

Chandon, P., and B. Wansink. 1999. When and Why Does
Consumer Stockpiling Accelerate Consumption Volume?
unpublished manuscript, London Business School.

Coe, B.D. 1971. Private versus National Preference Among Lower
and Middle Income Consumers. Journal of Retailing 4:61-
72.

Connor, JM., and E. B. Peterson. 1992. Market Structure
Determinants of National Brand-Private Label Price
Differences of Manufactured Food Products. The Journal of
Industrial Economics 40(2):157-172.

Cotterill, R.W. 1986. Market Power in the Retail Food Industry:
Evidence from Vermont. Review of Economics and Statistics
68:379-386.

Cotterill, RW., and W.P. Putsis, Jr. 1999. Market Share and Price
Setting Behavior for National Brands and Private Labels.
Review of Industrial Organization, forthcoming.

_ .1998. Testing the Theory: Vertica Strategic Interaction and

Food Marketing Policy Center Research Report #50

Putsis Jr. and Cotterill

Demand Functional Form. University of Connecticut, Food
Marketing Policy Center Research Report No. 40, December.

Cotterill, RW., W.P. Putsis, Jr., and R. Dhar. 2000. Assessing the
Competitive Interaction between Private Labels and National
Brands. Journal of Business 73(1):109-137.

Deaton, A. and J. Mudllbauer. 1980. An Almost |deal Demand
System. American Economic Review 70:312-326.

Farris, PW., M.E. Parry, and K. L. Ailawadi. 1992. Structura
Analysis of Models with Composite Dependent Variables
Marketing Science 11(10):76-94.

Genesove, D., and W. Mullin. 1998. Testing Static Oligopoly
Models: Conduct and Cost in the Sugar Industry, 1890-1914.
The Rand Journal of Economics 29(2):355-377.

Green, R., and JM. Alston. 1990. Elagticities in AIDS Models.
American Journal of Agricultural Economics 72(2):442-
445,

Hausman, JA. and W.E. Taylor. 1981. Pand Data and
Unobservable Individual Effects. Econometrica 49:1377-98.

Hoch, SJ, and S. Banerji. 1993. When Do Private Labels
Succeed? Sloan Management Review :57-67.

Hoch, S.J, B. Kim, A.L. Montgomery, and P.E. Rossi. 1995.
Determinants of Store-Level Price Elagticity. Journal of
Marketing Research 22:17-29.

Kadiyali, V., N. J. Vilcassm, and P. Chintagunta. 1998. Product
Line Extensions and Competitive Market Interactions: An
Empirical Analysis. Journal of Econometrics 89(1/2):339-
363.

Kadiyali, V., P. Chintagunta, and N. Vilcassim. 1998.
Manufacturer-Retailer Channel Interactions and Implications
for Channel Power: An Empirical Investigation of Pricing of
Analgesics in a Local Market. Unpublished manuscript,
Cornell University.

Kelton, C., and L. Weiss. 1989. Change in Concentration, Change
in Cogt, Changein Demand, and Changein Price. InL. Weiss,
ed., Concentration and Price. Cambridge:MIT Press.

Lee, E. and R. Staelin. 1997. Vertica Strategic Interaction:
Implications for Channel Pricing Strategy. Marketing Science
16(3):185-207.

Leeflang, P.SH., and D.R. Wittink. 1992. Diagnosing Competitive
Reactions Using (Aggregated) Scanner Data. International
Journal of Research in Marketing 9:39-57.

Marion, B. 1979. The Food Retailing Industry. New York:
Praeger.

Myers, JG. 1967. Determinants of Private Brand Attitude. Journal
of Marketing Research 4:73-81.

Narasimhan, C., and R.T. Wilcox. 1998. Private-Labels and the
Channel Relationship: A Cross-Category Andysis. Journal of
Business 7(4):573-600.

Putsis Jr., W.P. 1997. An Empirical Study of the Effect of Brand
Proliferation on Private Label-Nationad Brand Pricing
Behavior. Review of Industrial Organization 12(3):355-371.

Putsis J., W.P., and R. Dhar. 1998. The Many Faces of
Competition. Marketing Letters 9(3):269-284.

Raju, J.S., R. Sethuraman, and S.K. Dhar. 1995. Introduction and
Performance of Store Brands. Management Science 41(6):
957-978.



Share, Price and Category Expenditure

Schmalensee, R. 1978. Entry Deterrence in the Ready-to-Eat
Breskfast Cered Industry. Bell Journal of Economics 9:305-
327.

Sethuraman, R. 1992. The Effect of Marketplace Factors on
Private Label Penetration in Grocery Products. Marketing
Science Institute Working Paper # 92-128, Octaber.

. A Meta-Analysis of Nationa Brand and Store Brand Cross
Promotiona Price Elasticities. Marketing Letters 6(4):275-
286.

Slade, M. E. 1995. Product Rivary with Multiple Strategic
Weapons: An Analysis of Price and Advertising Competition.
Journal of Economics and Management Strategy 4(3):445-
476.

Weiss, L.W., ed., 1989. Concentration and Price. MIT Press:
Cambridge.

Food Marketing Policy Center Research Report #50

Putsis Jr. and Cotterill

10



Share, Price and Category Expenditure Putsis Jr. and Cotterill

Table 1. Three-Stage L east Square Results, 1992-1991

A. Dependent variable is DBRSHARE Mean= -0.201 SD.= 5.237
Model size: Observations = 7783 Residual Sum of Squares = 232870

Variable Coefficient Standard Error P[Z>27]

DBRPRICE -0.2755 0.0245 0.0000
DPLPRICE 0.4183 0.0336 0.0000
DEXPENDI 0.3724 0.0191 0.0000
DBRFEATURE 0.3826 0.0374 0.0000
DBRDISPLAY 0.3079 0.0243 0.0000
DBRPRCERED 0.0699 0.0188 0.0002
DADVERT 0.2778 0.0592 0.0000
DPLDISTN -0.2623 0.0126 0.0000
DAGE 0.0448 0.0627 0.4748
DHISPANIC -0.0190 0.0833 0.8197

Mean= -0.021 SD.= 0.198
Residual Sum of Squares = 48.64

B. Dependent variable is DBRPRICE
Moded size: Observations = 7783

Variable Coefficient Standard Error P[Z>27]
DPLPRICE 0.0389 0.0129 0.0025
DBRSHARE 0.7811E-02 0.1903E-02 0.0000
DPLPRICEREDN -0.2070E-03 0.1263E-03 0.1013
DPLDISTN 0.2263E-03 0.1121E-03 0.0436
DADVERT 0.0186 0.0025 0.0000
DMCR4 0.2297E-02 0.1103E-02 0.0372
DNBRANDS 0.2516E-02 0.2965E-03 0.0000
DSRATIO 0.1880E-03 0.3024E-03 0.5342
DGROCCR4 0.2700E-02 0.1612E-03 0.0000
DBRVPERU -0.9131 0.0161 0.0000
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Table 1. (continued).
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C. Dependent variable is DPLPRICE Mean= -0.015 SD.= 0.252

Model size: Observations= 7783 Residual Sum of Squares= 93.38
Variable Coefficient Standard Error P[Z>7]
DBRPRICE 0.1331 0.0214 0.0000
DBRSHARE - 0.1095E-02 0.2393E-03 0.0000
DBRPRICEREDN -0.2884E-03 0.2175E-03 0.1848
DPLDISTN -0.3107E-03 0.1508E-03 0.0394
DADVERT -0.5840E-02 0.3353E-03 0.0000
DMCR4 -0.3584E-02 0.1383E-02 0.0096
DNBRANDS -0.1123E-02 0.3742E-03 0.0027
DSRATIO -0.6142E-03 0.4209E-03 0.1445
DGROCCR4 0.3493E-03 0.2273E-04 0.0000
DPLVPERU -0.8316 0.0153 0.0000

D. Dependent variable is DEXPEND Mean = 0.004 SD.= 0.181

Model size: Observations = 7783 Residual Sum of Squares = 185.21
Variable Coefficient Standard Error P[Z>7]
DBRPRICE -0.7310 0.0373 0.0000
DPLPRICE -0.1853 0.0296 0.0000
DBRPRICEREDN 0.0117 0.9527E-03 0.0000
DPLPRICEREDN 0.0105 0.3840E-02 0.0063
DBRFEATURE 0.1509 0.0188 0.0000
DBRDISPLAY 0.1470 0.0120 0.0000
DPLFEATURE 0.4645E-03 0.5444E-03 0.9320
DPLDISPLAY 0.3963E-02 0.6451E-03 0.0000
DPLDISTN 0.0971 0.6093E-02 0.0000
DADVERT 0.0885 0.0147 0.0000
DPOP 0.3392E-06 0.2973E-06 0.2540
DINCOME 0.5737E-04 0.1136E-04 0.0000
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