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Abstract

This study investigates the contributions on the effects of advertising on market structure,
product quality, search goods and the internet. This review is done both at the theoretical
and empirical levels. In the analysis of the contributions of economists on the effects of
advertising to market structure, we review the Dorfman-Steiner model; also is analyzed
the Schmalensee model concerning the effects of advertising on product quality as well
as the Butter’s model concerning the effects of advertising on search goods. We also
review the Chatterjee-Novak-Hoffman model for internet advertising. Our finding is that
economists are more and more interested in using econometric tools in order to capture
the effects of advertising on the economy and to analyze the behavior of consumers

towards internet advertising.
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1. INTRODUCTION

Some topics in economics generate passionate debates. The role of advertising in
competition and in a monopoly context produces numerous areas of discussion, including
the effects on companies’ profitability, prices and product quality. Advertising is a subtle
and difficult subject, with important effects that remain imperfectly understood.

For some economists, advertising is the mass paid communication, the ultimate purpose
of which is to import information, develop attitudes and induce action beneficial to the
producer. For others, including Kaldor (1950, 1951) and Stiglitz (1968), advertising has
two distinct roles: to provide information and to act as a competitive tool. According to
the above ideas advertising provides information concerning prices and qualities of goods
and services available in the market. In the same approach, Shy (1995) defined
advertising as a means of providing information about price, quality, and location of
goods and services. Telser (1964), Nelson (1970, 1974) and Demsetz (1979) propose that
advertising serves as a tool to transmit information from producers to consumers about
differentiated brands, which reduces consumers’ search costs. Thus, advertising informs
consumers about products and product attributes. All these theories imply that advertising
aims to increase profits. But in general, advertising is a collective term for public
announcements designed to promote the sale of specific commodities or services. It is
therefore a form of mass selling, employed when the use of direct, person-to-person
selling is impractical, impossible, or simply inefficient. It is to be distinguished from
other activities intended to persuade the public, such as propaganda and public relations.
Advertising techniques range in complexity from the publishing of simple

straightforward notices in the classified—advertising columns of newspapers to the



concrete use of newspaper, magazines, television, internet, radio, direct mail, and other
communications media in the course of a single advertising campaign. From its
unsophisticated beginning in ancient times, advertising has burgeoned into a worldwide
industry: consumer advertising directed to the ultimate purchaser, and trade advertising is
then to persuade consumers to purchase the goods in question rather than to provide
genuine information as to its value. In this sense, advertising helps consumers to
differentiate products of one firm from those of its competitors. It is a method, therefore,
of reducing the scope and effectiveness of price competition by attaching a strong
element of ‘goodwill’ to each firm.

Both consumefs and trade advertisers employ many specialized types of commercial
persuasion. A relatively minor, but important form of advertising is institutional which is
designed solely to build prestige and public respect for particular businesses considered
as important to institutions of the Countries. Another form is cooperative advertising in
which the manufacturer shares the expense of local radio or newspaper advertising with
the retailer who signs the advertisement. National advertisers occasionally share the same
space in magazine advertising. For example, makers of pancake flour, of syrup and of
sausages sometimes jointly advertise this combination as an ideal cold-weather breakfast.
We can also say that advertisihg differs from other forms of information outlets in two
respects. First, the selling party transmits product information. Secondly, the purchasing
party does not always have to pay to receive this information (or pays just a little in terms
of the value of time spent on watching TV advertisement or on sorting out relevant
advertising in a Sunday newspaper). In view of the current focus on advertising, it is

important to mention that advertising did not capture the attention of most scholars two



centuries ago. The reason is that, in the 19 century, economists were busy putting the
basics of the perfectly competitive market and did not think about developing a model of
advertising.

The objective of this paper is to review the theoretical and empirical contributions of
economists on the effects of advertising. We start by presenting the background of the
history of advertisement, and then we review the theoretical contributions on the effects
of advertising on the market structure, product quality, search goods and the internet. We
also focus our attention on the empirical review related to these variables by analyzing
some selected contributions of authors on the matter.

2. Background of issues

During the period of the technological advances in communication and transportation in
late 19™ and early 20™ centuries, it became possible for manufacturers to achieve the
scale economies that are associated with mass production. Large-scale brand advertising
then began to appear, since it represented an important means trough which a
manufacturer could stimulate demand for its brand.

The first contribution on the topic came with Marshall (1890, 1919) who mentioned two
distinct roles of advertising:

1) Providing information to consumers.

2) Serving the interest of the producer.

In this reflection, we notice that advertising has a positive role and a negative role,
unfortunately, Marshall did not integrate those reflections in the context of

microeconomic theory.



In his theory of Monopolistic competition, Chamberlin (1933’) filled this gap by modeling
advertising expenditures as a “selling” that shifts out the downward-sloping demand for
the firm’s differentiated product. For him advertising may provide information to
consumers, and can also be persuasive and work to alter consumers’ wants. Informative
advertising enables consumers to better respond to price differences and thus increases
the elasticity of demand, but persuasive advertising creates brand loyalty and thereby
reduces the elasticity of demand. Scale economies play an importaht role in Chamerlin’s
theory, and he argues that such economies may exist both in production and advertising.
Working with these ingredients, Chamberlin argues for a monopolistically competitive
equilibrium, in which the firm’s demand curve is tangent to its U-shaped average cost of
production and selling. In this context, Chamberlin explains that the net effect of
advertising on prices cannot be determined by theory alone, since the overall effect is
influenced by the extents to which;

1) Advertising is informative or persuasive, and

2) Scale economies in production and advertising exist.

But in general there are three known competing theories; the “market power” school of
thought, the information school of thought, and in between the complementary school.
According to the market power school, advertising reduces price elasticity and
consequently shrinks the advertiser’s market power and alleviates competition (Comanor
and Wilson, 1979). Ornstein (1977) contributed to the debate by identifying brand loyalty
as the intermediary variable, which helps to explain how advertising lowers price
elasticity. Thus advertising in this school of thought differentiates brands and creates

“durables brand loyalty”. The advertised product thus faces a less elastic demand. This



elastic effect suggests that advertising causes higher prices, though this influence may be
moderated by the presence of production scale economies. Going beyond Chamberlin’s
discussion, the persuasive view holds further that advertising may deter entry. Consumers
are reluctant to try new products of unknown quality, and this experience-based
asymmetry between established and new products may be exacerbated in the presence of
heavy advertising by established firms, therefore consumers becoine less sensitive to
priée as they perceive fewer substitutes for the advertised brand. Advertising may be
particularly effective in this regard if there are scale economies in advertising or
production. Many economists have contributed to this school of thought, among whom
Robinson (1933) believes heavy advertising expenditures required of potential
competitors to overcome brand loyalty constitute a barrier to entry. Braithwaite (1928)
developed the basic concept of this school (called the persuasive view) in a seminar
paper. Kaldor (1950) extended the concept and added that advertising leads to a more
concentrated market, due to the presence of scale economies in advertising. The first
empirical work on the issue was offered by Bain (1956) and Comanor and Wilson (1967).
The alternative theory, the “advertising as information” school, holds that advertising
enhances price elasticity by exposing consumers to an increased number of alternatives
(Nelson 1974, 1975). According to the informative school advertising affects demand by
conveying information. The advertised product thus faces a more elastic demand. This
elasticity effect suggests that advertising causes lower prices, an influence which is
reinforced when production scale economies are present. The informative school suggests
further that advertising may provide the indirect information that the quality of the

advertised product is high. The informative view holds that advertising is not used by



established firms to deter entry; instead, advertising facilitates entry, since it is an
important means through which entrants provide price and quality information to
consumers.

Many economists who developed an economic theory of information revealed that a
reduction in consumer’s cost of obtaining price information would tend to reduce the
mean and variance of prices. Since that time, economists have viewed the availability of
price advertising as an important aspect of consumers’ cost of obtaining price information
and consequently are of the opinion that the introduction of that stimulation into a market
would reduce the mean and variance of prices.

The foundation for the informative school was laid by Ozga (1960) and Stigler (1961). In
an early empirical effort, Telser (1964) looks across U.S consumer goods industries and
reports evidence that advertising serves mainly to facilitate entry. Stigler and Stiglitz
(1968a, 1968b) of the University of Chicago led the information school of thought
through many contributions. For them, advertising informs consumers about products and
product attributes. Advertising makes entry possible for new brands by making
consumers aware of new products and attributes. Nelson (1970) makes the distinction
between experience goods and search goods. Nelson (1974) further explains that a high
level of advertising provides indirect information that the advertised good is of high
quality, for the three reasons given above. This signaling role for advertising is of
particular significance for experience goods. As Nelson (1974, 1975) and Demsetz
(1973) explain, a finding that profitability and advertising are positively associated may

indicate only that firms of superior efficiency advertise more.



Finally, the complementary school of thought developed the theory according to which
advertising influences the consumer’s utility function. This theory distinguishes itself
from the market power school in the sense that it holds that consumers possess a stable
set of preferences into which advertising enters as one argument. Also, the
complementary school is distinct from the information view since under the
complementary view, advertising may affect consumer demand even if it contains no
information. Another contribution of the complementary school is that, the fixed-
preferences assumption permits a straightforward welfare analysis of seemingly
persuasive advertisements.

The theoretical basis for this school of thought was put in place by Stigler and Becker
(1977), although important elements of the theory are also found in Telser’s (1964) and
even Kaldor’s (1950) work. The mechanism underlying both theories is the impact of
advertising on the price elasticity of demand. Benham (1972), whose study results have
been continually confirmed by Kwoka (1984) and Hass-Wilson (1986), suggests that
advertising decreases price sensitivity at both levels (monopoly and duopoly) while
controlling for quality. This study was conveyed in the eyeglasses market. In contrast,
Gatignon (1984) found that advertising increases price sensitivity at the firm and industry
levels. Also, advertising influences barriers to entry since it creates and reduces them. It
also leads to economies of scale; by allowing only heavy advertisers it enables efficient
firms and affects consumers’ price sensitivity. Important contributions are also offered by
Fisher and Mc Gowan (1979), Nichols (1985) and Hockman and Luski (1988). Becker

and Murphy (1989) provide a thorough defense of the complementary approach.



Finally, the complementary school of thought developed the theory according to which
advertising influences the consumer’s utility function

3. THEORETICAL CONTRIBUTIONS ON THE EFFECTS OF ADVERTISING
3.1. Advertising and markets structure

3.1.1. The Dorfman and Steiner model

Dorfman and Steiner departed from Abbot’s (1953) conclusion on the principles of
quality competition, and approached the problem from a broader point of view using
optimization techhiques. Then, they set theorems (see first theorem and proof in
Appendix 1) concerning the joint optimization of the advertising budget and price and the
joint optimization of quality and price. According to these theorems, the optimal price-
quality for a firm can influence its sales by modifying either the quality of its products or
its price.

Thus, the general level of quality in any market depends on the relative magnitudes of
two market characteristics and one technical characteristic of the product. Quality tends
to be higher the greater the sensitivity of consumers to quality variation, and the lower the
effect of quality changes on average costs. Dorfman and Steiner (1954) consider the
endogenous determination of price, advertising and quality. They show that a profit
maximizing firm sets advertising at a level so that the marginal revenue from advertising
equals the ordinary elasticity of demand for the firm’s product. Their work stands in
contrast to the structure-conduct-performance approach, initiated by Bain (1956), which
regards advertising more as a structural characteristic that determines the extent of

product differentiation and thereby profits.



Once advertising is regarded as endogenous, however, it is apparent that other underlying
structural features (low production costs, poor consumer information) may
simultaneously determine advertising and profits. The result of Dorfman and Steiner
(1954) was concentrated in this equation: AS/ PQ =ns/np.

This result shows that the profit-maximizing combination of price and advertising is one
where the amount spent on advertising (AS) as a proportion of total revenue (PQ) equals

the elasticity of demand with respect to advertising (7s) divided by the elasticity of
demand with respect to price (7p ).

3.1.2. Other contributions

Chamberlin and Kaldor introduce the notion of advertising scale economies. As Spence
observed, advertising affects demand and prices, and for this reason, the formal definition
of scale economies under advertising is subtle. Spence’s approach is to think of
advertising and output as inputs in a ‘production function’ that generates revenue. An
overall economy of scale is then associated with the situation in which the cost per dollar
of generating revenue is lower at higher levels of revenue. The presence or absence of
such a scale economy in turn is determined by various demand and average-cost
elasticity.

Schmalensee (1983) developed a strategic model in which the entry-deterring
implications of advertising may be directly analyzed. He considers a two-stage model. In
period one, an incumbent firm sends out advertisements to consumers. The
advertisements contain the incumbent’s location and phone number, so that a consumer
who receives such an advertisement is forever informed of the incumbent’s existence and

price. An entrant appears in the second period. The act entry involves a fixed cost. If the



entrant incurs this fixed cost, then it sends out its own advertisements, and the firms then
engage in a post-advertising oligopoly game. Given that advertising is a durable
investment and the entrant faces a fixed cost, it is tempting to reason by analogy with
Dixit’s (1980) famous entry-deterrence model and concludes that the incumbent over-
invests in advertising in order to deter entry. But this analogy is false. The incumbent best
deters entry with a reduced advertising expenditure. Intuitively, if the incumbent were to
advertise extensively, there would be many consumers that were informed only of the
incumbent’s product. The incumbent would be tempted to price high (set a low output)
and enjoy high profits on these “captive” consumers. The entrant would then rationally
perceive that the incumbent would be a “soft” competitor for those consumers who are
informed of both firms.

Bagwell and Ramey (1987) consider a model in which the incumbent’s pre-entry pricing
and advertising choices may signal its costs of production. Entry is profitable if and only
if the incumbent has high costs. The low cost incumbent therefore seeks to signal its costs
in the most profitable manner. If advertising is dissipative, then the low-cost incumbent
signals most profitably by distorting its price downward and its advertising upward.
Intuitively, an increase in demand is relatively appealing when costs are low, and so the
low-cost incumbent signals most profitably by distorting price and advertising in
demand-increasing directions. Limit pricing and demand-enhancing advertising can
therefore deter (unprofitable) entry. This extends the famous Milgrom-Roberts (1982)
limit-pricing model to include advertising.

Shaked and Sutton (1987) treat advertising and concentration as endogenous variables

that are determined by the nature of technology and tastes and the size of the market.
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They begin with a “fragmentation” result. Suppose that firms play a two stage game. In
the first stage, firms enter or not, where entry requires that an exogenous sunk cost be
incurred and entering firms choose as well a location along the line. In the second stage,
entering firms compete in prices. As the market size (the total number of consumers) gets
bigger, the market structure must fragment: all firms obtain a smaller market share. They
next modify the first stage and suppose that firms choose horizontal and vertical
attributes, where a higher vertical attribute is associated with an increased sunk cost. For
example, advertising and product R&D may result in an enhanced vertical attribute, and
the associated sunk cost is now endogenous. Conditions are then given under which the
equilibrium market structure does not fragment. A large market size is thus compatible
with a concentrated structure, for industries in which firm’s can offer greater product
value through increased advertising,.

According to Bierman and Fernandez (1998, p.11), Nicholson (1995, p.679) and
Waldman and Jensen (1997, p324), the duopoly market tends to diminish prices and the
follow-on profitability in the non-cooperative case. For recent examples, see Bierman and
Fernandez (1998, P.11), Nicholson (1995, p.679) and Waldman and Jensen (1997, p324).
Devine and Marion (1979) demonstrates the negative correlation between mean and
variance of prices and advertising. Both theories are subject to test by estimating sales
response functions in different markets, followed by measuring the impact of advertising
on price elasticity (Comanor and Wilson 1979).Consumers in the duopoly markets
compare prices and inefficient firms are driven out. Prices decreased as competitors

prevent firms from dictating prices.
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3.2 Advertising and product quality

3.2.1. Schmalensee’s model

Schmalensee’s model presents a model with a single market in which goods of different
qualities are sold and sellers advertise noncooperatively, knowing rivals’ outlays and
buyers’ behavior patterns. Buyers react plausibly but not optimally to experience gained
by purchasing and to sellers advertising. Various properties of equilibria are analyzed
Two opposed forces are central to the model. On the one hand, high quality brands by
definition enjoy high (conditional) repeat-purchase probabilities. This increases the
present value of returns and, ceteris paribus yields high markets share in equilibrium. On

the other hand high quality brands have high unit costs if >0 (unit cost). This makes

advertising less profitable and tends, ceteris paribus to raise equilibrium shares. The most
surprising result of this model is that poorer brands receive larger market shares if and

only if elasticity of unit cost is greater than one (e y>1). In other words, if buyers read

Nelson (1974), and seriously attempt to purchase the most heavily advertised brand,
equilibrium is likely to be instable than if they are skeptical of advertising and behave
accordingly. A universal belief that advertising conveys quality information may serve to
worsen market performance. Subsequent discoveries showed that if equilibrium is
perverse, better brands advertise less and earn more profits than poorer ones. Thus
contrary to Nelson (1974), advertising levels do not necessarily provide correct
information about quality. Since market share and quality are positively related in the
absence of advertising and since there is equilibrium with advertising in which the
relation is negative, the gross effect of advertising may be to worsen performance. Since

advertising consumes resources, its net impact is a fortiori negative in such cases, and it
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will cause a net loss even in those cases in which it promotes a positive association
between quality and sales.

The model analyzed embodies a number of very strong assumptions. On the supply side,
prices of competing brands differ in many markets, and quality may be endogenously
determined by firms with different costs functions. Real buyers have better memories
than buyers in this model though humans do forget and some forgetting may be sensible
if product qualities are thought likely to change over time. Buyers may probably
experience more than two degrees of satisfactions. If they are strongly dissatisfied by a
particular brand, they may avoid purchasing it regardless of its advertising. The quantity
purchased may depend on price and market experience. Finally, advertising is not the
only information source that buyers employ to supplement their own experience.

3.2.2. Other contributions

With respect to the advertising-quality relationship, preliminary research on the issue
indicates that there is generally no correlation between advertising expenditures and
quality enhancement. However, perceived quality positively correlates with advertising
spending, especially for frequently purchased goods (Moorthy and Zhoo, 1994).
Advertising can convey quality information if data about a firm’s sunk costs is indeed
integrated into advertising expenditures.

As Kihlstrom and Riordan (1984) emphasize, a weakness of Schmalensee’s formulation
is that consumer behavior is ad hoc. They thus consider whether advertising signals
quality in a model with rational consumers. In particular, they assume that quality is
either high or low and that firms are competitive price takers, where the price that is

“taken” may differ depending on whether a firm is perceived to offer a high or low
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quality product. Advertising can be understood as an “entry fee” that is necessary to enter
the high-quality market.

Milgrom and Roberts (1986) consider a monopolist that chooses advertising and price in
order to signal its product quality. Their findings may be understood in the following
terms. Suppose that the marginal cost of production rises with quality. When the
monopolist raises its first-period price, its sales in the first period decline (holding all else
constant). This first-period effect is less painful for a high-quality monopolist as the
monopolist then has a higher marginal cost. The price hike also reduces sales, for the
same reason. The price hike also reduces sales in the second period, since there are then
fewer satisfied consumers that emerge from the first period. This second-period effect
may be more painful for a high-quality monopolist, because a greater fraction of its first-
period consumers would have had a satisfactory experience. Due to these offsetting
effects, it may be that the cost of a price increase is equalized across the low and high-
quality monopoly types. As both types also experience the same cost from advertising,
the monopolist may have no better alternative than to use both a distorted price and a
positive advertising expenditure when signaling high quality. By contrast, if the marginal
cost of production falls with quality, then the cost of a price hike is greater for a high-
quality monopolist. In this case, advertising is not used as a signal, since the high-quality
product is best signaled with a low price.

Hertzendorf (1993) extends the analysis in another direction. He allows that consumers
observe the monopolist’s advertising expenditure with error. By contrast, price is
perfectly observed. If no advertising is observed, then it may be unclear whether the firm

failed to advertise or the consumer failed to observe the advertising. When consumers are
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unable to distinguish between these possibilities, if the monopolist’s price reveals‘quality,
then the monopolist will not use advertising as a simultaneous signal. Intuitively, if the
monopolist were to use advertising, then it could deviate to a lower advertising level,
without being detected and without altering the consumers’ belief (since price already
reveals quality).

Advertising may be used, however, when the monopolist’s price is independent of
quality. When repeat-business effects are sufficiently large and/or marginal cost does not
rise too swiftly with quality, the high-quality monopolist advertises to a greater extent.
3.3 Advertising and Search goods

3.3.1. Butters’ model

According to Butter (1977), one difficulty in developing the analysis is that there are
many types of markets, varying according to the structure of information flow. The
interaction of the factors below in parenthesis and others are involved in determining
prices dispersion and it is not obvious which factors and interactions will be singled out
as the building blocks of the model (the degree of centralization and the homogeneity of
the good traded, the type of services provided jointly with the good together with the
number of actual and potential buyers and sellers as well as the volatility of parameters
affecting supply and demand and the time span of the market and the geographic location
of the market).

His paper works within a contest of a given market structure without questioning
seriously why that particular structure exists. Specifically, he assumes there are many
buyers and sellers of a homogenous good and that sellers set the price. One can picture a

competitive retail market. He develops a model in which sellers have constant average
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costs curve, buyers are transient and buy one unit each in a single purchase, and the only
possible information flow is through advertising. He then introduces the possibility of
consumer search, and discusses the market’s efficiency in transmitting the information.
He also makes a number of assumptions:
1) Some sellers do not know the price distribution: they may believe that raising
their price may drive away some customers.
2) Consumers do not know the price distribution
3) He drops the assumption of sellers’ rationality, and then lets them have the
possibility of subsidizing the customers or customers, may search elsewhere in
reaction to the price rise.
4) Finally he assumes that some customers have zero search costs or some other
sources of information.
In the model he assumes that advertisements are received and processed free of charge by
consumers. In all variants of the model it turns out that there exisfs at least one Nash
equilibrium. Advertisements are allocated randomly among consumers who simply
choose the advertisements that offer them the lowest price. High-price sellers advertise
more intensively than low-price sellers, partly because they must advertise more to get
the same number of customers, and partly because the high prices generate sufficient
revenues to pay for the extra advertising.
3.3.2. Other contributions
Grossman and Shapiro (1984) allow that firms are horizontally differentiated, so that
advertising creates social surplus when a previously uninformed consumer learns of a

product that is a better match. Firms fail to internalize the full consumer surplus gain that
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is associated with their advertising, indicating that advertising is under-supplied. This is
the only externality under monopoly, as in Shapiro’s (1980) model. Robert and Stahl
(1993) allow that consumers can also obtain price information by advertising, and
consumers acquire price information by receiving advertisements and undertaking search.
The unique price-dispersion equilibrium is characterized. In this equilibrium, the firm
charges a high price that is not advertised or selects from an interval of lower prices. An
interesting prediction is that advertising intensity is greater at lower prices i.e. Firms
advertise products of lower quality more, for which they charge less prices and
compensate these losses by charging high prices to high quality goods. Bagwell and
Ramey (1994) consider the indirect information contained in non-price advertising by
retail firms. Building on Nelson’s (1974) insights, they note that advertising is most
valuable to low-cost firms. Such firms also have the greatest incentive to offer low prices
and large product variety.

Nelson (1970) distinguishes between two types of goods: search goods and experience
goods. Search goods are those in which consumers can identify the quality and other
characteristics of the product before the actual purchase. Note that this distinction is
really clear-cut, since we cannot fully judge the quality of a tomato (commonly viewed as
a search good) until we eat it, and we cannot fully judge the quality of the shirt until after
the first wash. What Nelson claimed is that the effects of advertising may vary between
these two groups of products, since consumers do not depend on information from the
manufacturers to tell them about search products (because consumers find it by
themselves).

3.4. Advertising and the internet

17



The unprecedented growth of the Internet has major implications for advertisers around
the world. With the online population expanding at a rapid rate, the potential for online
advertising has become huge. Strategies for success provide data and analysis concerning
the growth of this new advertising channel and looks at the developing opportunities for
online advertisers. According to the American Real Estate Society, “Already, in the US,
there is an estimated online consumer population of approximately 94.8 million. This is
forecast to increase to over 200 million in 2005. Similar levels of penetration are likely to
be seen elsewhere with an estimated 189.3 million European consumers online in 2005...”
The unprecedented growth of the Internet has major implications for advertisers. The
debate as to how successful internet advertising is consists of two separate issues:
branding versus selling and impressions versus performance. Internet advertising is
capable of branding because they are relatively simple to create. Even rich media banner
advertising is still simple for programmers to create. Yet even the most simple banner
advertising is a tool for creating brand awareness. Internet advertising is relatively
inexpensive to develop. Not only are banners much les expensive to create than the
television or radio advertising, but they even put direct mail to shame; and then there is
the low cost of e-mail compared with traditional mail. Internet allows advertisers to
access valuable background information on consumers through the use of cookies, click
stream tracking, domain name recognition, and other means. The three major actions
performed online: research, browsing, and purchasing all leave behind electronic trails of
demonstrated interests that are incredibly valuable to advertisers.

Nowadays everybody, therefore, has some thoughts on the subject. The tendency is to

judge advertising as good or bad, to single out advertisements that one likes or dislikes, to
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wonder if advertising is worth the large sums of money spent on it, to question the
contribution advertising makes to social welfare, and so on. Advertising research also
aims to answer these questions mainly within the fields of social science. Advertising
revenues have become a critical element in the business plans of most commercial web
sites. Despite extensive research on advertising in traditional media, managers and
researchers face considerable uncertainty about its role in the online environment. The
benefits offered by the medium notwithstanding, the lack of models to measure and
predict advertising performance is a major deterrent to acceptance of the web by
mainstream advertisers. Given the enormous potential of this dynamic medium, academic
investigation is sorely needed before cost implications and skepticism endanger the

ability of the medium to generate and maintain advertiser support.

3.4.1. Modeling the clickstream: the Chatterjee-Novak-Hoffman model

These authors (2000) develop a framework which formally models the commercial
“clickstream” at an advertiser supported web site with mandatory visitor registration.
Consumers visiting such web sites conceptualize a deriving utility from navigating
through editorial and advertising content subject to constraints. The clickstream
represents a new source of consumer response dat