%3541 ST AT Vol.3, No.1
202443 A Quarterly Journal of Economics and Management Mar. 2024

FHOGPE B s PEAE B R

Mk ok F EAAMT

W OE: AR THEECSERR WA R oM T e S, AR, ML
ik REEERLLNAE R L RIFEZ B WA R M, RSCEW T XA AT 47X M0 43R0

mat AL B EEFTELRY W, WRFHWERAMRE A, M T H % R &
XM, LR é#&ﬂafﬁuufﬁﬁé@wfwﬁﬂﬁ R, UFERMEERRNE, Sl
DA 2 B IA e R IR P AR A ARG 05 BRI K 52 2 ™ & i e, AR
REREZW, MAEMEKXHELZN Rﬁ’]ﬁﬂﬁ’l P LA, EHET AL AR 2
WERAZ B, BETE, KXW BTTHHEEAREBETELNL LR LR
EH, HEETRREENRE T ERGEWENRP ERHE BN LTS,

KW MAHAN; FEAEH; BARE; BIEES

hEAHES. F062.5; F062.9; FO16

JEL 432%5. D43; LI3; M30

[

—. 5

N T AERER RO TS AR A TR, Al il AFE ™ i B8 B b $e8%, JRER
T R AR e I S B A S i, DT A S o RS BB . R, T 37 %8 i Sk T
ADWEFE (1, Mitchell and Papavassiliou, 1999 ; Turnbull et al., 2000; Woodward
and Hall, 2010) &3, Al A w2 S T4 B B B9 SRS AT — D 4ERE
BB (BURME) AL A o LESE PR s B0 S BT 22 Sk o ape, RIVEE ™ i )
T OB W LS AR T AT, Al mT DUBRIBCR AN 1 i BRI R A . O T AR B
—ROR, Ml R ANE Z 0 ORI E AR R, R Zeny st H s, A8
FRAE NG | o B BIURY P AR IE LSO T RS B e . DL RIERR CIRIET R

0 XMR, AU RS, bR R EL T SESMA T H E AT E, E-mail: shuo. liu
@gsm. pku. edu. cn; L, jl:/'?i(%j‘ﬁ‘ﬁ”’sfi%ﬁm B|BrWNE S & etk v ST S Gl I R
%, E-mail: jishen@gsm. pku. edu. en; TAHPH GEEMEE), LR KFHEE P, E-mail: whangjy
@ pku. edu. cn, VEFHREGHER HABAIEETH (72103006, 72192844) . F[E{E B &% 2T H
(E22100961) M ASCHFFLIBT R, AEH G 24 1 A AR 4B A0 00 2 52 0L, ool 22 T XA SCAF Y
HYESSCRAE B, MR A L,



56 Eas s epiiE ] %3 %

- SRS W ESAEAE T 6 . J5 B B0E T 98 3 R 3 T 70 43 1 B Al i e R 328
P&, M EURTE TR MM AR X LR B3, A BUS S Atk SRR E R

AR 2, FRATIE 12 A ] fige g 35 0 S Ml 5 4 o 2 TR AR AE B BRI L4
2917 ek gH 4 (Behavioral Industrial Organization) SCHKFE TV 2% 24 A FR B
(Bounded Rationality) FIIAAM 2 ( Cognitive Biases), ANFATIRMAE T — AR LA
BIPLAR . M OCLER T2 W Huck and Zhou (2011) | Grubb (2015), LLJ Heidhues and
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TR T 9 W20 A 7= i e R e — AN S
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Fofvli B0 n] AT AE MBS WA S 1k 2 L0 152 X 5 4P 5 SR A2 AL . BRI, S8
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— AL . T B AR R 5 S il RE S IR A A — i & 58 2 B R BRI Z
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AR L (B & R8/NH p RUER) , 98 N Al bR AT (R BRI
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TR, FROTIFIE ™ Al B (B S 36 R S I 2 2 A0 Ml 1R A B2 Q4] 53 nie) 22 467 477
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TSHE M p R FEL (o MTEANFGERTE S WHE SR E B 1 AGTERT ) o X7 21
1 AR X AR A R, A4
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Misperceived Correlation and Strategic Obfuscation

Shuo Liu Ji Shen Zhenyang Wang®
( Guanghua School of Management, Peking University )

Summary: To survive fierce competition, firms can invest in product innovation and cater their
designs to match the preferences of certain consumer segments, thus cultivating brand loyalty.
However, it is well-documented in the marketing literature that firms sometimes would rather direct
their efforts in making consumers believe (or misbelieve) that the products are more differentiated
than they actually are, so that a loyalty premium can be commanded even when true product values
are very similar. In particular, firms often obfuscate product information through complex
offerings, confusing pricing, excessive features, and limited disclosure, making it difficult for
consumers to make informed decisions. This phenomenon appears to contradict the conventional,
neoclassical framework, which posits that consumers make optimal decisions based on perfect
rationality and that firms compete on quality and price rather than by engendering confusion.

How can we explain the pervasiveness and persistence of obfuscation in real market competition?
The emerging literature on behavioral industrial organization adopts a novel perspective premised
upon consumers’ bounded rationality and cognitive biases. In this article, we focus specifically on
one such bias—correlation neglect, which refers to the tendency to underestimate or even
completely neglect the correlations between various information sources, and which has attracted
significant research interest recently. In this paper, we provide a theoretical framework to explore
how this type of consumer naivete impacts firms’ competition strategies and overall social welfare.

To illustrate the key idea of our paper, consider two fund management companies offering
investment products based on very similar underlying assets. Although aware that their products’
returns are highly correlated, the companies may prefer not to convey this fact to consumers,
because doing so would intensify fee competition. Instead, the companies may engage in
obfuscation, with the aim of generating the perception that their offerings differ significantly. For
instance, they could use distinctive industry jargon to describe their investment portfolios, cherry-
pick performance benchmarks for comparison, or highlight either the impressive credentials or
dazzling prior performance of their fund managers. Were consumers rational enough and able to
discern the underlying homogeneity of the two products, such informational obfuscation would
prove ineffective. However, if consumers evaluate each piece of information that they receive in
isolation without properly accounting for the prior correlation, the companies’ obfuscation tactics
could succeed in creating an illusion of differentiation. In this way, correlation neglect grants the
companies exaggerated market power to charge higher fees than competition would otherwise
necessitate.

The key premise in the example above is that even if aware of the potential correlation between
competing products, consumers may fail to assess it accurately, let alone fully incorporate it into

#  Corresponding Author: Zhenyang Wang, Guanghua School of Management, Peking University, E-mail:
whangjy@pku. edu. cn.



82 Eas s epiiE ] %3 %

their decisions. Formally, correlation neglect refers to the cognitive bias where individuals
underestimate or even completely ignore the correlation between different information sources
when updating beliefs on which choices are based. To study the implications of such biases for
market competition, this paper develops a duopoly model with correlation-neglecting consumers.
We demonstrate that equilibrium outcomes differ substantially across settings. With perfect
knowledge and accurate accounting of correlation, firms have no incentive to obfuscate because
competition eliminates any potential gains. However, when consumers underestimate or neglect
correlation, firms can often obfuscate to soften competition and earn extra profits at the expense of
consumers. Our results offer a rationale for firms using misleading marketing messages, while
shedding light on how policy interventions such as consumer education or mandatory basic goods
may help or backfire. In sum, the core contribution of our analysis is to show how correlation
neglect enables obfuscated marketing to emerge and persist, which could have implications for
future research on other biases or market structures as well.

In the paper, we present a two-stage duopoly competition model in which two firms compete on
marketing and price for customers. The valuations may vary between products, but can be
arbitrarily correlated. Here, the true degree of correlation between product values can be interpreted
as a measure of product differentiation. Consumers cannot directly observe the true valuations, but
instead receive a signal from each firm, which is composed of the true valuation of the product
offered by that firm and an unbiased noise with variance being chosen strategically by the firm.
The noise that one particular firm adds to the signal may change consumers’ valuation for its
product, but does not affect consumers’ willingness to pay for the competing product. In the first
stage, two firms simultaneously choose their obfuscation strategy. Upon receiving signals from both
firms, consumers update their beliefs about product values. In the second stage, the firms post price
and engage in the conventional Bertrand competition. Essentially, we assume that firms can
manipulate perceived correlation and valuations by providing noisy signals about product values,
thereby impeding product comparison.

We first establish a benchmark result: if consumers are rational enough to properly assess and
accounting for the true correlation, firms would opt for maximal transparency of product
information. Then we turn to our main discussion of the impact of correlation neglect. Here,
consumers understand the information provided by each firm in isolation, but they hold incorrect
beliefs about the correlation between the true product values and, as a consequence, misjudge the
interdependence of the signals that they received. We show that when products become sufficiently
homogeneous, firms would adopt a moderate level of obfuscation for their marketing strategies.
The equilibrium results and subsequent comparative statics and welfare analysis show that as the
gap between the true and perceived degrees of correlation increases (i. e., as consumer naivete
increases ), firms’ profits rise while consumer/social surplus decreases due to a higher probability
of mismatch in purchase.

Lastly, we explore two extensions of our main analysis. First, we characterize the conditions under
which asymmetric equilibria can also emerge in our setting. Comparing the symmetric and
asymmetric equilibria suggests that the asymmetric equilibrium yields higher profits for firms but a
lower surplus for consumers. Second, we extend the discussion to general value distributions,
demonstrating the robustness of our core insights.
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